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

Or consider using Southeastern's accounts
receivable financing service. This plan allows a
business to maintain co ntrol over its accounts
receivable through its own credit and collection
activity, but by using its accounts receivable as
collateral, a steady cash flow is provided.
And Southeastern has inventory, equipment
an d mach i n ery fi n an ci ng p l an s wi t h a "cu s tom fit "!
Made to order financing is a service in itself.

Contact the specialists today and custom order
your business financial program.

(� D�Southeastern�Financial�Corporation
P.O. lk)x 1377, Charlotte, North Carolina 28232

Telephone(704) 372 -7000
Dall as
Suite 232. 1111 Mockingbird Lane
Dallas, Texas (214) 630 -5101

At l an t a
Suite F -212, 1900 The Exchange
Atlanta. Georgia (404) 434 -8000
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PRESIDENT'S PERSPECTIVE

'THE GOLDEN AGE
OF ACCOUNTING'
A magazine writer asked a prominent British accountant about
his view of the profession now that he had retired. The man
replied:
"I think it's the Golden Age of the accounting profession." He
went on to add that it is today the most exciting profession in the
world.
believe most of us would agree with this judgment. That's
why I consider it a special honor to head the world's largest
management accounting organization during a challenging time.
The name of the game for our Association is momentum. We
have passed the critical point and we have achieved, I believe, a
remarkable momentum. I want us to continue along the path
that has been charted, to improve what can be improved and to
change what needs to be changed.
During 1975 -76, through this column and through my planned
chapter visits, I will be discussing NAA programs and services. I
will be talking about the opportunities to reach more of the
accountants who are currently working in industry. I also will be
talking about a new concept of one -day seminars on current
accounting topics which will be inaugurated during the year.
hope to communicate to you, and to nonmembers as well,
the exciting opportunities open to those in the accounting field
and to members of this Association. Accounting and the
Association have served me well in my career and during the
coming year I hope to return some of the value that I received.

LAFE P. FOX
President, 1975 -76
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THE SOCIO- ECONOMIC ASSISTANCE PROGRAM
By Charles W. Lent
If we are going to help the minority businessman, we must know what kind of help
he needs. In this true story, the author classifies the needs as financial development,
operations development, and management development.

Cover:
With help of NAA
volunteers, Willie Lee
Johnson owns,
publishes, and edits
weekly paper. See
page 11.
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CASH CONSERVATION

By Hugo Swan

In times of tight money, every company is looking for ways to conserve cash. The
actions that can be taken by individual operational departments to accomplish that
objective are described.

GEORGE'S BUSINESS PROBLEMS
By William H. Marshall
A young entrepreneur tries his hand at accounting, and he learns that inflation and
taxes are two things that are hard to beat.

20

ON -GOING CONTROL OF CASH AND INCOME
By Charles L. Hubbard
A system is described which emphasizes the logical flow of information and which
monitors deviations from the firm's planned weekly income.

25

THREE -STEP ANALYSIS MEASURES PRODUCTIVITY
By Shu S. Liao
The "three -step analysis" program described here has proven to be an effective
approach in tackling the productivity measurement and improvement problem. It
can serve as a prototype for use in other internal service operations.

29

ACTIVITY LEVELS AND THE DISPOSITION OF VOLUME
VARIANCES
By D. Jacque Grinnell
Volume variances, according to the author, consist of segments which are determined
by the activity level selected to establish the fixed overhead application rate. In this
article, he discusses the three major activity level concepts and the related variance
disposition alternatives.
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PERFORMANCE ACCOUNTING
By Morton Cotlar
Offered in this article is a graphical performance - monitoring information system.
The author shows how monetary-time pairs may be plotted as coordinates of
completed tasks or milestones on a program plan and control chart which then
displays over -runs, under -runs, slippage and productivity.
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LIFE INSURANCE ACCOUNTING
By Charles A. Hanson
The author outlines three major accounting methods used in the life insurance
industry and shows how they complement each other in financial reports.
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MINIMUM REQUIRED PAYMENT OF ESTIMATED
FEDERAL INCOME TAX
By Larry N. Shaub
An increased cash flow which may be channeled into the corporation's income
producing cycle is one feature of the systematic method described here for
computing the minimum amount of estimated federal income tax.
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DEFLATING LONG -TERM CONTRACT COSTS
By )aroslav P. Bures
In periods of sustained inflation, management cannot approach long -term contracts
with haphazard protection against cost overruns. A method is recommended
whereby current costs are "deflated" to their original bid prices.
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By
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The author finds reason to believe that CPAs are in need of guidance and direction
if they are to be spared potential legal insecurity over the preparation of unaudited
financial statements.
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the investigation and implementation teams.
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Anaheim: What Made It a Success
Southern California chapters were confident they could do it and
they did. As hosts for the 1975 Annual Conference in Anaheim,
they were gratified to learn that the Conference had broken all
attendance records.
Thanks to the lure of Disneyland, Orange County's fabled weather
—or whatever —the Conference goes in the books as one of the
most successful ever. The technical program topped by Thomas A.
Murphy, Chairman of General Motors, was deemed outstanding;
speakers on the spouses' program also received acclaim.
Much goes into the planning of Annual Conferences and, as Mr.
Murphy pointed out in a humorous allusion to his namesake's law,
"if anything can go wrong, it will." But when 90% of a Conference's
goals are achieved, it must be considered a success. Most of the
contributing factors were propitious: balmy weather, gracious hospitality, attractive location.
The deciding factor at this conference, however, and for that matter at any conference is the enthusiasm of those members who
attend. They are the secret catalyst that make an Annual Conference
—and an Association — succeed.

A New Phone Number and Service
As of July 1, the telephone number of the NAA national office has
been changed to (212) 754 -9700. But the change in telephone
numbers is only part of the story. The NAA office has adopted the
Centrex direct dialing system. This means you will be able to reach
the person you're calling —once you know his number — without
going through a central switchboard. In addition, our new telephone
capability gives a staff member the opportunity to set up a conference call among three people simultaneously. Of course, if you
do reach the wrong person inadvertently, the call can be transferred
without operator assistance very quickly to the intended recipient.
The new telephone service is designed to make telephone connections faster and more efficient.
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Almost evervithin
Vou always
accounting
* you now can learn at NAXs
Continuing Education Program.
CHICAGO/OCT. 20-24/CHICAGO MARRIOTT HOTEL
Courses included are:

Wed. /Thurs.

Mon. /Tues.

Accounting Information for Pricing — Policies and
Decisions

Developing and Using Standard Costs

Linear Programming: Accounting Applications

Direct Costing and Contribution Accounting
Management Accounting for Insurance Companies

Wed. /Thurs. /Fri.
Flexible Budgeting and Performance Reporting

Planning, Programming, Budgeting for Local
Governments and Nonprofit Institutions

Thurs. /Fri.

Managing by Objectives for the Financial Manager

Management Accounting for Executives and Managers

Effective Cash Management

Accounting for Corporate Social Responsibility

Management Science for Budgeting and Profit
Planning

Marketing Fundamentals for the Management
Accountant

Registration Information
To register for any course listed, fill out
and return the registration form
together with your check to:
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
Att: CEP Registrar
(212) 754 -9758
Fees
Members Nonmembers*
2 day course
$210
$235
3 day course
315
340
The fee for NAA courses includes daily
luncheon, refreshments and all
technical materials.
*Nonmembers: The $25 differential per
course for nonmembers may be
applied to NAA membership: or the
$25 may be applied against the dues
of an NAA member of the same firm
(organization). The differential may be
used anytime before June 30, 1976.

g]CEP

Continuing Education Program

.
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Registration Form (Please type or print)
Name

I
I
I
I
I

Title

Social Security No.

Division, Plant or Office
Company
Street Address
City

State

Firm's Principal Product or Service
NAA Member (Chapter)

I

Zip Code
Business Phone
(Account No.)

Nonmember (additional information regarding the nonmember differential
will be mailed to you)
Please send me NAA membership information.

Please register me for the follow ing Courses:
Print or type complete name of each Course

Dates

Location

Fee

I
I
I
I
I
I
I
I

Letters

TO THE EDITOR

Management Accountants Must Be Leaders
"The New Financial Environment" by Mr. Herbert Knortz
In the March 1975 issue Of MANAGEMENT ACCOUNTING is one
of the finest articles I have read on today's problem of realistic
financial measurement.
Mr. Knortz' comprehensive analysis brings out several points
that management accountants must study in more depth. Two
in particular are:
1. Management accounting must continue to provide meaningful financial reports designed for management needs.
1. Financial reporting for public purposes requires much more
study by many interested groups to determine the basis for
proper reporting.
The article brings out clearly that management accountants
must take the lead in public discussion of the current accounting dilemma. Accounting and management have been severely
criticized for reporting discrepancies, and it is time that management accountants explain that there can be basic differences
of presentation without necessarily being intentionally misleading.
The public accountants provided the initial leadership in
issuing accounting principles. The FASB is continuing this
viable role. Perhaps we need to consider decreasing the public
accounting members on the FASB and increasing members from
other groups. If this is not acceptable now, then members from
other non - accounting groups should be requested to assume
strong advisory roles.
Management accountants are responsible for management
financial reports. If they are to prevent justified, or unjustified,
criticism of their reports, then they must be the leaders in
establishing the content and presentation of those reports.

maximizes the interests of those who are the ultimate benefactors.
William H. Gardiner
Valley Forge Chapter
Paoli, Penn.

A Step in the Right Direction
In the January 1975 issue Of MANAGEMENT ACCOUNTING,
Mr. Charles M. Bendock's article, "Measuring Social Costs,"
was both timely and informative. At that particular time I was
in the process of discussing with my associates the importance of
social benefits to our customers as well as to our employees and
ourselves. With the limited information we have on the subject,
we find these benefits extremely difficult to evaluate so as to be
included in our budgetary procedures. For this reason, we believe that Mr. Bendock's article is a step in the right direction.
Alfred J. BelloIi
Macomb County Michigan Chapter
Warren, Mich.

He Doubts the Implied Conclusion

I read with interest the article, "Income Reporting and
APB Opinion No. 18," by Enrico Petri, in the December 1974
issue.
I was disappointed, however, in that the discussion in the
article completely ignored the final sentence of paragraph 14
of ARB 51, which states: "The elimination of the intercompany profit or loss may be allocated proportionately between
the majority and minority interests." If this sentence is considered,
the conclusion implied in the article, to the effect that
Quay M. Wassam, Jr.
Portland Willamette ARB 51 requires the elimination of intercompany profit in its
entirety against reported net income, is not so clearly apPortland, Ore.
propriate.
If a portion of the intercompany profit is eliminated against
the minority interest, the portion of the profit that affects
consolidated net income is limited to the percentage of ownerTherein Lies a Principal Element
ship by the parent company. By recognizing this as an apThe article in the January 1975 issue Of MANAGEMENT propriate means of determining consolidated net income, it
ACCOUNTING entitled "Tax Considerations for a Small Busi- results in a determination of net income that is consistent
with the conclusions stated in the "Interpretation of Opinion
ness" by John L. Rhoads was very enlightening.
I am currently involved with the accounting and tax func- No. 18," which is mentioned in the article.
tions of several small businesses. Therefore, I read any literWillis A. Leonhardi
ature that deals with this subject in an attempt to keep abreast
of the tax advantages and disadvantages in a small business
Chicago Chapter
Chicago, 111.
operation.
The discussion by Mr. Rhoads of the various tax consequences, as related to the form of the business entity, whether
corporate, sole proprietorship, or partnership, served to place
these consequences in perspective with regards to the many No Change Needed
other considerations of small business formation. The most
The June 1974 article, by Mr. Walter E. Jaskie entitled
important of these, I feel, was his reference to the distribution "Pension Fund Accounting," presents the minimum - maximum
of income, where he stated "... for tax purposes, a partnership requirements of APB Opinion No. 8 in a manner that may be
is considered to be a conduit, not a taxpayer." Therein lies a misleading for those not familiar with the purpose and effects
principal element in choosing the form of business that of the Opinion.
MANAGEM ENT ACCOUNTING /AUGUST 1975

The Opinion is discussed under the
sub - heading, "SYSTEMATIC FUNDING REQUIREMENTS," and follows
immediately a reference to the minimum
funding requirements of the Internal
Revenue Service. The reader is thus led
to associate the requirements of the
Opinion with funding requirements.
Actually, the Opinion does not provide
any requirement for funding; rather it
defines the minimum and the maximum
amounts to be reported as pension expense for a particular year. Reported
pension expense may differ from the
amount funded in the same sense that
reported depreciation expense may differ
from the payments made for the purchase
of depreciable assets. Both pension programs and capital asset acquisitions represent long -range commitments which
necessitate some fo rm of sy stematic ex pense recognition based on benefits
realized, rather than on cash flow during
specific accounting periods.
Since the Opinion is concerned with
expense recognition, rather than funding,
it is not at all clear that the Opinion will
necessarily ". . . h a ve to be revised to
accommodate any new legislation," as the
author states. True, recent legislation may
change the period in which the disbursement is made, but the position that such
legislation will require a change in accounting principles for expense recognition is not supported in the article.
Howard Godfrey
Assistant Professor
The University of
North Carolina
at Charlotte
Charlotte, N,C.

Sunk Costs
To the accounting novice, many of the
concepts currently in use in accounting
seem confusing and illogical, and none
more so than that of sunk costs. These
costs have been defined as historical costs
which cannot be recovered.
If that is so, and it is, the question immediately arises: What is the difference
between sunk costs and lost costs? The
first apparent difference is the fact that a
lost cost is an expired cost —a sunk cost
is not expired. The second difference is
that there is some probability that part
of the sunk cost may be recovered.
Having established these two facts concerning sunk costs, we might logically
enlarge on them to clarify the discussion.
Inasmuch as sunk costs are not expired
MANAGEMENT ACCOUNTING/AUGUST 1975
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costs and th ere is a degree of probability
attached to their value, the accountant
is faced with som ewhat of a dilem m a if
he is to record sunk costs in his accounts.
Th e classification, sunk, will never be
found am on g those used in accounting.
Bu t if th e classification is not used with
any of th e accounts, why is the term
used?
Th e co ncept and usage of sunk costs
is best d iscu ssed in connection with the
asset or operations of a firm . All assets
are recorded at their original historical
costs at the time of purchase. If the assets
is depreciable, depreciation is deducted
du rin g th e econom ic life of the asset to
arrive at its current value. The depreciation taken to date represents the expired
costs as regards that asset.
No w, let u s suppose that a particular
mach in e has become obsolete and managem ent decides to study the advisability
of replacing it w ith a new m odel. Th e
decision to p urchase or not to purchase
th e new m achine would be m ade based
on the anticipated cash flows. The old,
obsolete machine would not be considered
in the com putations unless it affected the
cash flows. However, if for any reason, in

the study to purchase or not to purchase,
the depreciated value of the old machine
were considered, it would be designated
as sunk. Th e sunk valuation would becom e a lost cost if the new machine were
purchased and no salvage or resale value

were attached to the old machine. Therefore, the amount indicated as a sunk
cost for the old machine should take into
account any resale or salvage value. Now,
probability has reared its head. Any estimate attached to resale or salvage revenue
possibilities during the study would have
to be just that, an estimate. Only after
the machine was sold would we know the
actual amount which would be designated
as a lost cost.
The term sunk costs, then, must deal
with a specialized case in managerial reporting. The term is descriptive enough
to imply that the amounts so indicated
could become lost costs. The amounts indicated as sunk costs would then be the
ones most likely to be recorded as lost
in the journal and accounts of the firm.
Vin cen t D . R. Guide
Anderson Area Chapter
Clem son, S.C.
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FASB Adopts New Procedure for Emerging Problems
A permanent 15-member Screening Committee on Emerging Problems will be appointed by
the Financial Accounting Standards Board to help the Board in identifying and dealing with
emerging problems. In making the announcement, FASB Chairman Marshall S. Armstrong said,
"I contemplate that six members will be drawn from the Accounting Standards Executive
Committee of the AICPA, and the remaining six would be as knowledgeable as possible in
the area, possibly being members of our Advisory Council or otherwise being affiliated with
the FEI, NAA, FAF, AAA, etc." The three other members will be two members of the Board
and the Board's director of technical activities. Each month the new committee will review
input from the accounting organizations, governmental bodies, members of Congress and
others and advise the Board on what action it should take, if any, on the emerging problem.
The Committee also will advise the Board whether, in its judgment, the nature of the
issue is such that it must be handled by the FASB or could be addressed by the Accounting
Standards Executive Committee through an accounting recommendation for the guidance of
practitioners.
FASB Will Hold Public Hearing on Accounting for Income Taxes by Oil Companies
A public hearing on accounting for income taxes by oil and gas producers will be held by
the FASB on September 10 in New York City. In making the announcement, the Board noted
that most of the comment letters it has received on the exposure draft of its proposed Statement of Financial Accounting Standards on the subject expressed opposition to the Board's
conclusion on how the Statement should be applied initially. The exposure draft, which called
for interperiod tax allocation for costs associated with the exploration for oil and gas reserves
that enter into the determination of taxable income and pretax accounting income in different
periods, specified that the standard should be implemented through a charge to income in
1975.... In another action, the FASB issued Statement No. 7 requiring development stage
enterprises to follow the same accounting principles as established operating enterprises. Development stage companies also are required to disclose additional information.
CPAs Disagree with SEC Interim Reporting Proposals
Testifying at a public hearing on the Securities & Exchange Commission's proposal on interim
reporting, AICPA's President Wallace E. Olson said that "the Commission's proposal seems to
be to accomplish indirectly what the Commission has no clear authority to accomplish directly —that is to mandate the involvement of the independent public accountant in the interim reporting process." He also pointed out that quarterly information should not be included in notes to annual financial statements because, among other reasons, such information
on discrete intervals in the annual reporting period is not a function of annual reports and is
not necessary for fair presentation of annual financial statements.
Generally Accepted Auditing Standards Would Have Discovered Equity Funding Fraud
A special committee set up by the AICPA to investigate the auditing aspects of the Equity
Funding fraud has concluded that customary audit procedures properly applied would have
reasonably assured detection of the fraud.
Backer Testifies on Line -of- Business Reporting Requirement
Dr. Morton Backer testified before the Federal Trade Commission that its line -of- business reporting program would result in distortion and misinformation and thus constitute a disservice
to the American public. Dr. Backer, an NAA member on the Committee on Research, is
professor of accounting at the University of Massachusetts/Amherst School of Business Administration. He represented the U.S. Chamber of Commerce and 12 of America's largest corporations.
Leonard Spacek Named to Accounting Hall of Fame
Leonard Spacek, retired managing partner of Arthur Andersen & Co., has been elected to
the Accounting Hall of Fame. He was the only entrant for 1975. Mr. Spacek is a member of
the Chicago NAA Chapter.
Nation Pulling Out of Economic Slump, Says Conference Board
The nation is pulling out of a severe economic slump and is primed for significant economic
growth, but high unemployment will continue, the Conference Board's Economic Forum concludes in its latest analysis.
10
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THE SOCIO- ECONOMIC
ASSISTANCE PROGRAM
About a year ago the CharlottePostwas offered for sale and Willie
Lee Johnson, with the help of some volunteer consultants from
two local NAA Chapters, suddenly became owner, publisher, and
editor -in- chief.
By Charles W. Lent
Willie Lee Johnson is a 55 year old black man. His
dream had always been to be a newspaperman and
for many years he reported black athletic events
as a stringer for the sports department of a local
daily paper. When he retired, three years ago, after
30 years as a letter carrier with the United States
Postal Service, he became the managing editor for a
small black- oriented weekly newspaper. The paper
had been founded more than 50 years ago by black
people, but was currently owned by a company controlled by white people. With very little help, he
handled the duties of editor, reporter, advertising
manager, circulation manager, and just about everything but the actual printing. About a year ago, the
Charlotte Post was offered for sale and Willie Lee
Johnson, with the help of some volunteer consultants from two local NAA Chapters, suddenly
became owner, publisher, and editor- in- chief.t. Now
he worries over the question of whether the paper
can survive as a profitable business enterprise.
Going for him are his assets, which include
dedication, commitment, and relatively broad experience in many aspects of the business. But as
one of the millions of members of minority groups
in America, his prospects for success are clouded by
the fact that for so many years he, and others like
him, have been quite deliberately excluded from real
involvement in what is referred to as the American
free enterprise system.' As a result of his lack of exposure to the real world of business, the more sophisticated concepts of management involving
planning, budgeting, measuring and evaluating are
foreign to him. He is at a significant disadvantage
in business competition and the probabilities for
long -term survival of his business are thus somewhat
questionable. However, bleak as it may be, Willie
Johnson's situation is far better than that of many
minority persons who are desperately trying to
acquire or start new businesses.
Johnson is facing problems that are common to
many, if not most, minority entrepreneurs. Their
inability to cope with the problems facing them is
the primary reason why the almost 40,000,000
MANAGEMENT ACCOUNTING /AUGUST 1975

people, who comprise the "minority" segment of
the population of the United States, own less than
four percent of American business establishments,
and account for only about two percent of the
gross business sales.
The situation reflected by these figures has always existed, but until recently was either unnoticed
or ignored by the established business and financial
community. But changes are now in the making.

Social Responsibility
Minority business development is but one aspect
of social responsibility. Along with consumerism,
ecology, job enrichment, and energy conservation,
it has been now affirmed as official government
policy, which places certain affirmative action requirements on companies with government contracts. The Commerce Department, through
OMBE, has established a well- staffed network of
business resource centers and business development
organizations to help implement this policy.' Recognizing that government alone cannot do the job,
these organizations are charged with ", .. mobilizing and applying informational, financial, technical,
management and market resources of the private
sector to increase the number of minority businesses ... [and] strengthen existing businesses . . .*
As a result, other contracts and grants have been
made directly to a number of professional and trade
associations, in order to provide additional impetus
to the program.5 However, these considerations
alone should not be the only reason why the minor-

C. W . LENT
Charlotte Gold
Chapter (Toledo 1940),
is Executive Vice
President of the
Charlotte, N.C.,
Chamber of
Commerce Business
Resource Center. He
was formerly Vice
President— Finance of
Burris Industries, Inc.
Mr. Lent, who has
been active in the
Lansing, Charlotte, and
Catawba Valley
Chapters, is a Past
NationalVice
President.He holds a
B.A.degree in
Economics from Ohio
Wesleyan University.
This article was
submitted through the
Charlotte Gold
Chapter.

For almost five years, NAA has sponsored a Socio- Economic Pro gram (S EP). Ho wever, there are s till a great many memb ers who
do not unders tand what it is all about. At a recent chapter meeting
one member indicated he tho ught the c hapter S EP C ommittee was
trying to raise money to p rovide Christmas food baskets fo r the
underprivileged.
Mino rity is d efined to include Black (Negro or Afro - American),
Mexican - American Puerto Rican, other Spanish - speaking American, Americ an Ind ian, Es kimo and Aleut and other p ers ons who
are eco no mically or s oc ially disadvantage d ue to c ultural, racial,
chronic economic circumstances or background or other similar
cause, (Per Executive Order No. 11625, Octo ber 13, 1971).
' OMBE is the Office of Minority Business Enterprise, established in
the U. S. Department o f Co mmerc e, purs uant to Exec utive Order
No. 11458, March 7, 1969.
' From the Business Resource Center "S cop e o f W ork" p res cribed
by O MBE.
6 These include the National Association of Accountants, the American Institute of Certified Pub lic Acc ountants, Mens wear Retailers
of America, Internatio nal Counc il of S ho pping C enters, National
Shoe Retailers Association, and others.
t

Z
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" . . . every

viable minority
business
contributes
strength to the
system."

ity business development program deserves our
attention. There are other considerations which are
even more important. Profitable minority businesses,
which are capable of competing in the marketplace,
are economic assets in the community, and the
country.
In addition to achieving the philosophical ideal
of providing opportunities for every citizen to participate without restraint in our free enterprise
system, every viable minority business contributes
strength to the system. It functions as a buyer of
goods and services from other businesses; it employs
people who may otherwise be unemployed; and it
becomes a taxpayer that shares in paying the costs
of government.
Aspirins or Radical Surgery
There are literally hundreds of private sector
companies and thousands of individuals who are
actively trying to provide assistance to emerging
minority-owned businesses. The roster of companies
includes many from the Fortune 500 list along
with others as small as one -man proprietorships.
Individuals have been mobilized by professional and
trade associations, chambers of commerce, university alumni groups, and by OMBE- funded business resource centers and business development
organizations. Their intentions are excellent: to
furnish assistance that is practical, relevant, timely
and complete to assure the survival and growth of
the minority business sector. However, as they
attempt to do this, they come face to face with
some fundamental questions of what to do and how

Courtesy of The Charlotte Post

Willie Lee Johnson, Owner - Publisher
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to do it. Their assistance is not always responsive
to the real needs of the minority businessman. On
occasion, their enthusiasm has blinded them to
reality, and they have tried to cure with aspirin a
situation that requires radical surgery. Unless those
of us who propose to provide the necessary support
recognize this, we are apt to prescribe inappropriate
remedies, and thus almost certainly assure the
demise of the business we are trying to save.
In most instances, the minority businessman's
most crucial problems are a lack of both basic
business knowledge and the understanding of how
the free enterprise system operates. If we recognize
his cultural, political and economic heritage we will
not be surprised by this. How could we even begin
to expect him to have developed the competence to
manage a business enterprise in a competitive environment without help. If we are going to help
him, we must know what kind of help he needs.
Generally, it will fall into three categories:
1. Financial development
2. Operations development
3. Management development
Financial Development

When a client wishes to start a new business or
acquires an existing one, his first need is usually
for assistance in determining the feasibility of the
project. This involves fact finding and analysis of
such matters as the market, competition, location,
total capital requirements, and the client's available equity funds. It is desirable to have the client
do most of the fact finding because it will broaden
his outlook tremendously. The job of the advisors
is mostly to point him in the right directions.
Once the facts are in, the advisors will usually
have to assist him in analyzing the data, defining
problems, opportunities, and drawing conclusions.
When the target is the acquisition of an existing
business, the client will also need help in determining the reasonable value of the business, and also
in negotiating the purchase. At this point the
services of an attorney are essential, and contact
with the local bar association will be helpful.
In Johnson's case, having defined a substantial
market in which there was no real competition, and
after preliminary discussions with the seller as to
price and other terms, a purchase agreement was
executed, subject to the buyer being able to secure
necessary financing.
The next step was the preparation of the loan
application "package," designed to provide a lender
with all information needed in order for him to
make a rational lending decision. Such a package
should contain:
1. A personal history or resume of the applicant;
2. The applicant's personal financial statement;
3. A narrative description of how the applicant
proposes to operate the business;
4. A statement of the sources and applications of
initial funds;
5. Pro -forma financial statements for the first year
MANAGEMENT ACCOUNT ING /AUGUST 1975

of operation, which will include
a. Narrative explanations of the assumptions on
which the projections are based,
b. Monthly and annual profit and loss, cash flow
and balance sheet statements.
Mr. Johnson was called upon to furnish almost
all of the data included in the package, but financial
accountant volunteers assembled them in proper
form and reviewed them for reasonableness and
completeness.
Another volunteer accompanied Mr. Johnson
when the package was presented to a major bank
for funding. The bank agreed to make the loan provided it was guaranteed by the Small Business Administration. Again, help was furnished to prepare
the SBA application forms, and the volunteer assisted in presenting the case to the SBA. Upon
approval by the SBA, the attorney was again involved to finalize the purchase of the business.
The foregoing description of the process of securing adequate financing omits one very important
detail. This phase of assistance can be used to begin
the process of overcoming the client's fundamental
lack of business expertise. Throughout the time involved with the client, he should be continually
made aware of the importance of advance planning
in terms of setting practical business objectives and
developing strategies to attain them. In the course
of preparing the pro -forma projections, he will experience an important "hands -on" lesson in how to
deal with this aspect of management.
Operations Development
Both during the planning stage and after operations are under way, the minority businessman will
encounter operating problems which are more or
less unique to his situation. These will run the
gamut from licensing and bonding, office procedures, sources of supply for both equipment and
supplies to marketing. These problems will emerge
as he attempts to implement the strategies established in the planning phase.e
It was essential, in Johnson's case, that adequate
accounting records be created, and the treasurer of
the largest local daily newspaper was drafted to
assist in setting up appropriate forms, procedures,
and reports. This volunteer continued to meet with
Mr. Johnson on a regular basis for several months,
until he was sufficiently trained to maintain the
system on his own. And even now, when unfamiliar
transactions occur, Willie Johnson feels free to call
and ask for advice.
Here again, to help overcome the client's lack of
awareness of the importance of record keeping as a
basis for management action, the volunteer repeatedly emphasized the significance of current and
complete business records as they relate to both
management decisions and tax requirements.
Because of Johnson's prior newspaper experience,
his needs for marketing assistance were less than
might have been expected. However, a volunteer
from an advertising agency did help him plan a
subscription campaign.
MANAGEMENT ACCOUNTING/AUGUST 1975

Courte sy of The Charlotte Post

It should be noted that many areas have established affiliates of the National Minority Purchasing Council.,' This national organization, and
its local area group, is composed of purchasing
executives from nearly 600,major companies. Many
of these firms have adopted formal affirmative
minority purchasing policies, and all are pledged to
provide special consideration to minority vendors,
and technical assistance to help them qualify as
suppliers.
Management Development
Most minority businesses will have other needs
from time to time, and the key to providing meaningful assistance lies in carefully defining the problem, and bringing in a qualified volunteer to help
develop solutions. For instance, Mr, Johnson received additional services from volunteers who assisted him in selecting his typesetting equipment,
and in negotiating with a printer.
The concept of management development is
much broader, and consequently somewhat more
difficult to deal with. Although activities in the
financial and operations development areas focus
primarily on quite specific and immediate problem
Continued on page 16
I

Statistically, financial development assistance accounted for 15 percent of all help reques ted b y clients of the b usiness resource center
in the pas t year. Technical as sistance in accounting, insurance, legal
and tax matters c omp ris ed 43 percent; general management help in
ppersonnel, p roduction, procurement and similar prob lems made up
23 p erc ent; and vario us kinds o f marketing assistance called for 19
Percent.
National Mino rity l'occhasing Council, 6 N. Michigan Ave.,
Chicago, 111. 60602.
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CASH CONSERVATION
Cash conservation opportunities exist in many areas of
operations. For example, cash conservation may be employed in
general management, marketing and distribution, manufacturing,
engineering, financial administration and taxes.

,I kt�
H. SW AN
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Ernst in Detroit, Mich.
He holds a de gre e

in Industrial
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Engine ering from Yale
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s ubmitte d t hrough the
De troit Chapter.
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and are often picked up to produce computer
printouts, thereby using the computer as a typewriter.,
Challenge whether computers or computer
Practically all companies have untapped potential
sources of money. These sources are often ignored peripherals can be eliminated and whether planned
until harsh economic realities force management to systems installations should be deferred or elimseek additional funds. Early recognition of cash inated. A thorough investigation of the integrity
trouble symptoms is a responsibility of the top of computer output might make the decision on
financial executive and his staff. Some of the these challenges somewhat easier.
Examine capital appropriation procedures and
symptoms that would indicate when management is
in trouble are: a deteriorating cash position, ex- challenge planned capital expenditures. Decisions
panded borrowings, high interest payments, current for such outlays made during a normal economy
or anticipated reductions in business activity levels, may be no longer valid in a recession. Many didecreasing profits or incurrence of losses, a buildup vision general managers thwart corporate capital
of inventories, a decrease in turnover of accounts expenditure policies by permitting a large capital
receivable, a failure to take advantage of purchase expenditure request (requiring approval at cordiscounts, and insufficient funds for new plant porate level) to be broken into several smaller
equipment. One method that management can project requests which can then be approved at the
employ to tap these hidden sources of funds is division level. Use audits of division procedures,
expenditures, and projects, and a stringent cash
cash conservation.
Cash conservation opportunities exist in many management program to prevent such occurrences.
Consider leasing in place of purchasing any fixed
areas of operations. For example, cash conservation
assets.
Also examine sale - leaseback potentials, which
may be employed in general management, marketcan
be
attractive in providing needed cash, in lowering and distribution, manufacturing, engineering,
ing
income
and property taxes, and in reducing infinancial administration and taxes. If a company
has any of the symptoms mentioned above, cash terest payments.
Improve pricing strategies. Accurate knowledge
conservation measures are a must. All facets of the
business must be questioned, even if the decisions of costs and cost changes is needed for making
to implement some of the measures are hard to good strategic decisions regarding what markets to
enter, what jobs to bid, and when price increases
snake.
should occur. A reevaluation of pricing strategies is
General Management Actions
frequently needed to cover cost increases (expected
The first place to begin a cash conservation pro- to occur between the bidding of a job and the
gram is in general management. Sell or eliminate billing of the customer). Often, escalation clauses
unprofitable or marginal product lines, divisions, in the contracts will suffice.
Examine your capital and debt structure. Highly
plants, or departments. Analyze all the ramifications of such decisions before taking action, but do leveraged companies are particularly vulnerable to
not procrastinate when the analysis discloses the cash drains in times of low profits and high interest
need for such action to prevent continued future rates. This is not an easy time to issue stock, but
some investors will look for attractive situations.
cash drains.
Curtail all data processing activities that cannot Also, challenge dividend payments, consider debe cost justified. Lack of data integrity in com- I M any c o m pani e s have i ns t al l ed c o m put e r s as s t at us s ym bo l s o r t o
some nebulo us, ill - defined funct io ns. Th e har dwar e cost of
puterized systems often forces individual depart- serve
an elec tro nic dat a processing ins tal lat ion fre quent ly is appr o xi .
mate ly one -thi rd of the tot al cost wi t h ano t he r thir d appli e d to
ments to keep manual records. These records are da t a processing ope rati ons, salaries an d suppli es, an d the last
often duplicated in different formats elsewhere thi rd appli e d to ne w systems de ve l o pm e nt .
By Hugo Swan
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ferred compensation plans, and examine all long range plans. All plans must be constantly revised
under the direction of the decision- makers.
Marketing and Distribution Actions
Marketing and distribution areas also offer potential for cash conservation. The first thing to do
here is to consider culling marginal outlets and
warehouses. Review policies related to timeliness
of deliveries to customers, methods of deliveries,
and warehouse locations.Z
Update marketing plans for increased effectiveness and attainability since manufacturing and
financial planning depends directly on marketing
plans. Also, effective cash planning, management,
and conservation depend heavily on the attainability and accuracy of the marketing plan, and on
the frequency of its updating. Review advertising
promotion efforts because changes in the economy
can require that a company's efforts be increased,
decreased, or drastically modified.
Examine salesmen's effectiveness and the controls over their activities and expenses. Some salesmen tend to call mostly on customers with whom
they feel comfortable rather than to aggressively
seek new business where true salesmanship is
needed. Determine whether the company's sales
training programs, sales incentives, call controls,
and expense controls need to be improved to increase the sales volume and cash intake. Determine
the feasibility of speeding sales order entries and
subsequent shipments and billings to improve the
company's cash position. Examine whether orders
taken at remote locations should be telephoned or
wired in rather than mailed to the outlet.
Consider the use of outside representatives
rather than in -house salesmen. Increasing the nummer of outside representatives is a fast way of
increasing a sales force without incurring a large
cash outlay to keep additional salesmen in the
field. However, such representatives are often capable of finding only the sales opportunities, and
they may need technical support to close the sale.
The major factor to analyze when conserving cash
in structuring the selling arm is the effect on profits
and cash How rather than the selling cost per sales
dollar. Another cash conservation consideration is
the timing of the payment of sales commissions.
An increasing number of companies are conserving
cash by paying a portion or all of the sales commission when the invoice is paid rather than when
the order is taken. In this way they are increasing
the salesman's incentive to have the customer pay
quickly.
Manufacturing Actions
In the manufacturing area one of the most important considerations is inventory turnover. Inventory reduction is frequently a most promising
source of cash. Examine this opportunity by:
1. Challenging order quantities and reorder points
(Many companies fail to change these when the
business activity level or interest rates change.),
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2. Using material requirements planning techniques,
3. Challenging excess freight -in costs,
4. Using better sales forecasting methods, and
5. Accelerating the purchasing, production, shipping process by using different scheduling rules
(controlling shop order inputs versus outputs to
shrink queue times, analyzing bottlenecks, implementing corrective- action decisions, and using
tighter purchase "bring in" scheduling rules).
Perform a productivity audit to determine
whether people are working at a reasonable pace,
and try to identify potential excess staffing. Examine "make -buy" decisions and challenge subcontractor's fees. Many of these decisions may have
been made when the plant was operating at or near
capacity; it may be more economical now to reschedule the work in- house.
Determine what is being done to encourage
cost - reduction suggestions from all potential
sources. Team - building sessions with discussions
of cost reduction, organization improvement, and
quality problems are potential gold mines of cash
conservation ideas. Team - building can improve
productivity significantly because it tends to create
attitude improvements in workers and management.
Team - building sessions should be run by a
person with expertise in group dynamics who can
referee disputes, encourage openness of discussion,
and keep the team from wandering from the session's purposes. A company starting such a program
must be prepared to spend some money to implement these ideas, or else the resulting disillusionment by the team - building session participants will
dry up this source of ideas.
Review overtime costs. Excessive overtime costs
during reduced business activity levels often are a
symptom of other managerial problems or of poor
production controls.

"Determine
what is being
done to
encourage
cost - reduction
suggestions
from all
potential
sources."

Engineering Actions
Engineering actions may be the most difficult
to challenge. Together with R&D activity, they
represent the company's future products. However,
true cash conservation requires that one challenge
all large engineering projects and consider postponing all nonessential projects. Defer R &D activities until they can be justified by an increase in
expected business activity levels, reduce new model
changes to a minimum, and examine cost justifiea
tion procedures for nonessential engineering
changes to be sure such changes reduce costs.
Financial and Tax Actions
When money is tight, financial and tax actions
to conserve cash are extremely important. The
following techniques often help:
1. Make greater use of cash forecasting, budgeting
and reporting.
2

One company located four efficient warehouses near airports,
slightly increased air freight shipments, closed down and add
15 small inefficient warehouses cut inven;.ories substantially, decreased "back orders ", and paid for the changes in two years.
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"Challenge
cost estimating
procedures for
pricing
„

purposes.

2. Establish an aggressive centralized cash management program.
3. Send invoices immediately.
4. Use lock boxes and regional collection centers
for receipts to reduce loss of income from funds
delayed in the mail.
5. Employ an aggressive collection policy.
6. Establish maximum balances for each bank.
7. Invest all available funds, including those in
the "float" between banks.
8. Make vendor payments late in the day so that
cash can be used during the early part of the
day.
9. Make payments by bank drafts to extend the
cash withdrawal period.
14. Improve control over intercompany and inter division cash transfers.
Another technique is to use a purchase order
accompanied by a blank bank draft (not to exceed
a specified maximum dollar amount) for small purchases. This will reduce clerical costs in accounts
payable. Also, determine whether short - interval
scheduling of clerical work would increase office
efficiency and reduce costs. Consider also savings
from vendor discounts versus income from use of
the money. Practically all discounts are high enough
to make timely payment attractive.
Credit terms to customers should be reviewed
to make sure they are enforced in the cashier's
operation. Actuarial cost methods and assumptions

must be considered in determining pension cost
provisions and funding. Where appropriate, hedge
against losses from changes in foreign exchange
currency rates.
Challenge cost estimating procedures for pricing
purposes. Consider fixed versus variable costs, values
added through the production process, and costs of
holding inventories during the process. Often it is
advisable that some department other than the sales
department do the estimating of product costs. Too
often the desire to make the sale colors the sales
department's judgment regarding true costs.
Review cost and ratio trends for the last three
years and compare them to six and twelve months'
forecasts. Challenge any significant differences
affecting the cash flow. Consider the adoption of a
LIFO inventory method, which results in lower income calculations and income tax payments during
inflationary periods. Maximize your investment tax
credit by making certain that all engineering, negotiating, and installation charges for appropriate
assets are considered. Review capitalization versus
expense policies, and review depreciation methods
and asset lives. Make certain that inventory levels
are low on assessment dates for state and local
property tax purposes.
Conclusion
This discussion is obviously not all- inclusive but
it can be used by a company as a basis for preparing
its own checklist.
❑

THE SOCIO- ECONOMIC ASSISTANCE PROGRAM
Continued from page 13
areas, volunteers are limited as to what they can
accomplish on their one- to-one contacts. The pressures of time and the urgency of immediate problems also tend to minimize their accomplishments
in trying to develop broad management skills.
Available alternatives, as well, have not proved
to be very effective. The typical one -day "management seminar" generally tries to deal with so many
topics that it fails to provide useful knowledge
about any of them. At the other extreme, many of
the courses offered by colleges and universities deal
more with theory than with practice, and tend to
go into a subject in more depth than a man like
Johnson requires.
Possible courses might include: "How to manage
disbursements," which could cover verifying receipt of goods, purchase order systems, the check
register, and filing system for paid and unpaid bills.
Another possibility is: "How to read and understand my own financial statements."
Such courses can be developed by volunteers
who recognize that accounting, office practice, business law and management practices, etc., are not
16

necessarily separate disciplines. Rather, they can
and must be combined into practical "how to"
units which a minority businessman can master
easily and implement in his business immediately.
Again, these mini - courses should be offered at
frequent intervals, to meet the needs of as few as
two or three clients at a time. In this framework, the
instructors will avoid being tied up over prolonged
periods of time, and a broad spectrum of management development information will be available to
the minority businessman when he can arrange to
participate.
Conclusion
The individuals or groups contemplating participation in a socio- economic assistance program
need not jump beyond their depth. Where formal
or funded programs exist, cooperation with the
existing organization can be just as rewarding as
creating a new organization. So much is needed.
Every bit of help that can be mustered is important. We ought to remember that most of today's
corporate giants were once merely dreams in the
minds of individuals. Someone helped them when
they needed it.
❑
MANAGEM ENT ACCOUNTING /AUGUST 1975

GEORGE'S
BUSINESS PROBLEMS
George had one major problem; he had no capital. However, he
was not discouraged. He went to his father, the family banker, to
acquire the necessary funds.

By William H. Marshall
At a family council meeting George, aged 8, proposed that he be allowed to start a business making
potholders., The capital that he would require to
start the business was $2.80. He would need $2.00
for a frame on which he would make the potholders
and $.80 for an inventory of loops. The loops are
the raw material from which the potholders are
made. Each package of loops costs $.40 and con.
tains enough material to make four potholders. In
order to keep his business as a going concern,
George felt that he must keep one package of loops
on hand at all times, Ile believed that he could sell
the potholders at $30 each and that the frame
would make about 40 potholders before it broke.
The council took a vote and decided to allow
George to start the business.
George had one major problem; he had no
capital. However, he was not discouraged. He went
to his father, the family banker, to acquire the
necessary funds. George offered his father an interest in the business and agreed to pay him dividends of one -half the net earnings. This was after
deducting a tax of 50 percent of the gross profit
which he must pay to the family. To himself,
George would pay a wage of $.05 per potholder
for running the business.
Unfortunately, George found himself in an inflationary period and after the first month of business the price of the loops went up to $.50 per
package, after the third month to $.60 per package,
and after the fifth month to $.70 per package.
George also noticed that the frame size was
changed slightly at the end of the third month and
its price went up to $2.50. After six months the
price was $3.00.
George was able, however, to increase his price
slightly and established a steady selling pace of
four potholders per month. (In spite of the competition of the other potholder makers on the
block.) He made regular dividend payments and at
the end of eight months, realizing that his present
frame was deteriorating, began reducing his inventory. When it finally broke, he had managed to reMANAGEMENT ACCOUNTING /AUGUST 1975

duce his loop inventory, which was kept on a
first -in, first -out ( FIFO) basis, to zero. See Exhibit
1.
George Goes to LIFO
At the end of the ten months, when George prepared to make an investment in a new frame, he
realized that he didn't have enough money. He had
$3.80 in cash, $2.00 in depreciation reserve, $.80
in inventory material, and $1.00 in retained earnings. The cost of a new frame was now $3.00, and
a new beginning inventory of loops (two packages)
was $1.40. George was $.60 short even though his
business (according to the accounts) had been
profitable. He thought that perhaps he should have
accounted for his inventory using the last -in, first out (LIFO) method rather than FIFO. It was, he
had heard his father say, supposed to be effective in
accounting for inflation. He made up new accounts,
as shown in Exhibit 2, in order to demonstrate what
had happened.
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Minot Air Force Base,

George Tries Price Level Adjustments
George noted that LIFO accounting hadn't
really improved his particular situation. He still
had only $3.80 in cash; his capital was completely
depreciated and his inventory was used up. His
next thought, which he believed would enable him
to replace his inventory, was to make inventory
price level adjustments as well as to use the LIFO
method. This would allow him to avoid the situation which occurred in his last two months of
operation in which he consumed the inventory
that had a book value of $.80 but a replacement
cost of $1.40. He felt that he should be allowed to
revalue his inventory without incurring a tax
penalty. If this were done, his cost of material for
the last three months of operation could be adjusted upward. See Exhibit 3.
This still left George somewhat short for his new
investment, His cash came to $2.00 from capital
I George

M. Marshall, age 8 years, is presently a second grade
student at Dakota Elementary School at Minot Air Force Base,
North Dakota. He is a graduate of Happyq Days Kindergarten. Now
retired from the pot- holder business, f3eorge L contemplating a
career in Little League baseball.
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"His retained
earnings . . .
should only be
used to
increase the
size of the
business."

depreciation, $1.40 in inventory realization, and
$.825 from retained earnings. He decided to go one
step further. If he could make price adjustments to
his inventory, he should be able to make price
adjustments to his capital. This would enable him
to recover a higher percentage of the investment
and permit him to continue in business. He, there fore, charged to his reserve for depreciation, ten
percent of the current value of the frame, per
month. See Exhibit 4.
George felt that these figures were much more
representative of how the accounting for his business should have been handled. The business now
had $4.70 available for investment, of which $2.60
represented that amount that had been withheld
as depreciation, $1.40 was the amount for inventory
replacement, and $.70 was the amount of retained
earnings. However, he was still somewhat disturbed
by the fact that his frame was not fully depreciated
to replacement value, which was $3.00. His retained
earnings, he believed, should only be used to increase the size of the business. To accomplish this,
lie should be allowed to make an adjustment for
insufficient depreciation in the period in which he
noted the price change, as shown in Exhibit 5. In
other words, if the asset were 50 percent depreciated

at the time of the price increase, he should be
allowed to claim a depreciation expense of 50 percent of the price increase.
With his new method of accounting, George
would have $5.00 in cash with $3.00 from his depreciation of his frame, $1.40 from liquidation of
his raw material and $.60 available in retained
earnings. He would, of course, only have paid out
$.59 in dividends.
Council Ruling No. 18
He took his financial statements to his investor
and explained the situation. His investor said that
the new accounting seemed reasonable; however,
as his banker, he would withhold his commitment
to give George further financing until the family
council ruled on the issue.
The council met and George presented his case,
which was taken under advisement. Later, the
council issued "Council Ruling No. 18" which
read as follows:
"Tile council realizes that inflation is a critical
problem in business accounting today. The
case presented by George is an example of the
inflationary effects on business. We agree with

Exhibit 1
FIFO ACCOUNTING
Month
Cash on hand
Capital invest.
Reserve for deprec.
Inventory on hand
Costs
Raw materials
Wages
Depreciation
Total

0
.00
2.00
.00
.80

Sales
Gross profit
Tax
Dividend
Net earnings

1.10
2.00
1.00
1.20

6
1.30
2.00
1.20
1.30

7
1.50
2.00
1.40
1.40

8
1.80
2.00
1.60
1.40

9
2.80
2.00
1.80
.70

10
3.80
2.00
2.00
.00

.50
.20
.20
.90

.50
.20
.20
.90

.60
.20
.20
1.00

.70
.20
.20
110

.70
.20
.20
1.10

.70
.20
.20
1.10

.70
.20
.20
1.10

1.20
.40
.20
.10
.10

1.30
.40
.20
.10
.10

1.30
.40
.20
.10
.10

1.40
.40
.20
.10
.10

1.40
.40
.20
.10
.10

1.50
.40
.20
.10
.10

1.50
.40
.20
.10
.10

1.50
.40
.20
.10
.10

2
.575
2.00
.40
.80

3
.85
2.00
.60
.80

4
1.125
2.00
.80
.80

5
1.40
2.00
1.00
.80

6
1.675
2.00
1.20
.80

7
1.95
2.00
1.40
.80

8
2.25
2.00
1.60
.80

9
3.025
2.00
1.90
.40

10
3.80
2.00
2.00
.00

.40
.20
.20
.80

.50
.20
.20
.90

.50
.20
.20
.90

.60
.20
.20
1.00

.60
.20
.20
1.00

.70
.20
.20
1.10

.70
.20
_20
1.10

.70
.20
.20
1.10

.40
.20
.20
.80

.40
.20
.20
.80

1.20
.40
.20
.10
.10

1.20
.30
.15
.075
.075

1.20
.30
.15
.075
.075

1.30
.30
.15
.075
.075

1.30
.30
.15
.075
.075

1.40
.30
.15
.075
.075

1.40
.30
.15
.075
.075

1.50
.40
.20
.10
.10

1.50
.70
.35
.175
.175

1.50
.70
.35
.175
.175

1
.30
2.00
.20
.80

2
.50
2.00
.40
.90

3
.70
2.00
.60
1.00

4
.90
2.00
.80
1.10

.40
.20
.20
80

.40
.20
.20
.80

.40
.20
.20
.80

1.20
.40
.20
.10
.10

1.20
.40
.20
.10
.10

1
.30
2.00
.20
.80

5

Exhibit 2
LIFO ACCOUNTING
Month
Cash on hand
Capital invest.
Reserve for deprec.
Inventory on hand
Costs
Raw materials
Wages
Depreciation
Total
Sales
Gross profit
Tax
Dividend
Net earnings
18

0
.00
2.00
.00
.80
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the accounting change converting his inventory system from FIFO to LIFO. However,
the adjustment to his inventory as well as to
the capital is disallowed for tax purposes."

Upon learning of this ruling, and considering the
alternatives open to him, George conferred with his
investor and they agreed to terminate the business.
❑

Exhibit 3
LIFO ACCOUNTING WITH INVENTORY REVALUATION
Mo nth

0

1

2

3

4

8

9

10

Cash on hand
Capital invest.
Reserve for deprec.
Inventory on hand
Costs
Raw materials
Wages
Depreciation
Total

2.25
2.00
1.60
1.40

3.25
2.00
1.80
.7 0

4.25
2.00
1.80
.00

.7 0
.2 0
.2 0
1.10

.7 0
.20
.2 0
1.10

.7 0
.2 0
.20
1.10

Sales
Gross profit
Tax
Dividend
Net earnings

1.50
.4 0
.2 0
.1 0
.1 0

1.50
.40
.2 0
.1 0
.1 0

1.50
.4 0
.20
.10
.10

5

6

7

Exhibit 4
LIFO ACCOUNTING WITH INVENTORY REVALUATION
AND ADJUSTMENT FOR CAPITAL INVESTMENT
Mo nth
Cash on hand
Capital inve st.
Reserve for deprec.
Inventory on hand
Costs
Raw materials
Wages
Depreciation
Total

0

1

2

3

4

5

6

7

8

9

10

.00
2.00
.0 0
.8 0

.3 0
2.00
.20
.8 0

.575
2.00
.4 0
1.00

.8 88
2.50
.65
1.00

1.20
2.50
.9 0
1.20

1.513
2.50
1.15
1.20

1.825
2.50
1.40
1.20

2.1 75
3.00
1.70
1.40

2.55
3.00
2.00
1.40

3.6 25
3.00
2.30
.7 0

4.70
3.00
2.60
.00

.4 0
.20
.2 0
80

.5 0
.2 0
.2 0
.9 0

.50
.2 0
.25
.95

.60
.20
.25
1.05

.60
.2 0
.25
1.05

.6 0
.2 0
.2 5
1.05

.70
.20
.3 0
1.20

.70
.20
.3 0
1.20

.7 0
.2 0
.30
1.20

.7 0
.2 0
.3 0
1.20

1.20
.4 0
.20
.075
.0 75

1.20
.3 0
.15
.0 63
.0 62

1.20
.25
.1 25
.063
.0 62

1.30
.25
.125
.063
.062

1.30
.25
.1 25
.0 63
.0 62

1.30
.25
.1 25
.0 63
.0 62

1.40
.2 0
.1 0
.05

1.50
.3 0
.15
.075
.075

1.50
.30
.15
.075
.075

1.50
.3 0
.15
.0 75
.0 75

Sales
Gross profit
Tax
Dividend
Net earnings

.05

Exhibit 5
LIFO ACCOUNTING WITH INVENTORY REVALUATION
AND ADJUSTMENTS FOR CAPITAL INVESTMENT AND DEPRECIATION
Mo nth
Cash o n hand
Capital invest.
Reserve for deprec.
Inventory on hand
Costs
Raw materials
Wages
Depreciation
Total

0

1

2

3

4

5

6

7

8

9

10

.0 0
2.00
.00
.80

.30
2.00
.2 0
1.00

.5 75
2.00
.4 0
1.00

.9 58
2.50
.75
1.20

1.27
2.50
1.00
1.20

1.583
2.50
1.25
1.40

1.895
2.50
1.50
1.40

2.4 45
3.00
2.10
2.40

2.845
3.00
2.40
1.40

3.92
3.00
2.70
.7 0

5.00
3.00
3.00
.0 0

.4 0
.2 0
.2 0
.80

.5 0
.2 0
.2 0
.90

.50
.2 0
.3 5
1.05

.60
.20
.25
1.05

.6 0
.2 0
.25
1.05

.7 0
.20
.2 5
1.15

.20
.20
.6 0
1.00

.7 0
.2 0
.30
1.20

.7 0
.2 0
.3 0
1.20

.7 0
.20
.30
1.20

1.20
.4 0
.2 0
.1 0
.1 0

1.20
.3 0
.15
.075
.075

1.20
.15
.0 7 5
.0 38
.037

1.30
.25
.1 25
.063
.062

1.30
.25
.125
.0 63
.0 62

1.40
.25
.1 25
.063
.062

1.40
.4 0
.20
.10
.1 0

1.50
.30
.1 5
.0 75
.0 75

1.50
.3 0
.15
.0 75
.0 75

1.50
.3 0
.15
.0 7 5
.0 75

Sales
Gross profit
Tax
Dividend
Net earnings
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ON -GOING CONTROL
OF CASH AND INCOME
The system provides a weekly monitoring of progress within each
quarterly cycle. The monitoring process is conducted over fifteen
consecutive weeks until conventional financial statements for the
quarter are available.

By Charles L. Hubbard

C. L. HUBBARD
is a Research Professor
at Georgia State
University, Atlanta,
Ga. Dr. Hubbard holds
a B.S. degree from the
University of
Connecticut, an M.B.A.
degree from the
University of Buffalo,
and a Ph.D. degree
from the State
University of
New York.
This article was
submitted through the
Atlanta Central
Chapter.

The importance of on -going control of cash flows,
regardless of the size of the firm, requires no
elaboration. Cash flow represents value. The question is: How will short - period estimates of income
help to build value? The answer is: since the firm
is in operation continuously, events which are
significant for value control may occur at any time.
The sooner these are systematically located, the
more effectively may value be maintained. Also,
income determination over short periods can be a
useful part of maintaining the value of the firm because income shifts may be used to detect significant
departures from plan soon after they occur.
Since a business is operated continuously, and
significant financial events take place at various
times during a planning period, such as a quarter,
it is valuable to measure progress at interim points
during that period. A system for frequent interim
checks of cash and income performance is described
and illustrated here. It provides for the weekly control of cash during each quarterly planning cycle.
The same analysis could be applied to longer
periods, such as interim monthly control within an
annual planning period.
For a rapid response of the system to change,
cash transactions are employed as an information
base from which estimated income is obtained by
an adjustment process. This process may be readily
computerized. It is also valuable to monitor progress
toward overall planning goals on an on -going basis.
For that purpose, a simple statistical control chart
may be used to assist in the identification of significant income shifts, and sensitivity analysis may be
used to uncover strategic process variables which
may be shifted to maintain management objectives.
Weekly Monitoring of Progress
In this firm, planning and budgeting was conducted quarterly and historical financial statements
were prepared for each quarter. However, there was
a need to span the gap between financial planning

20

periods with more frequent progress reports. Techniques were needed to indicate significant shifts
and to diagnose underlying environmental changes.
To accomplish this, a system was designed which
provides management with accounting tools as a
supplement to conventional periodic budgeting
and historical financial statements. The system
provides a weekly monitoring of progress within
each quarterly planning cycle. The monitoring
process is conducted over fifteen consecutive weeks
until conventional financial statements for the
quarter are available.
The cash and income monitoring system is
designed for rapid responses and frequent checks
rather than for high precision. Since the sources
of entries are cash transactions, the Cash and Income Control sheet, Exhibit 1, may be developed
immediately following the end of the week by
merely summarizing the cash transactions of that
week and applying specified adjustments.
Forecasting Sales and Expense
The firm begins with a quarterly budget and
prepares a sales forecast which reflects its estimates
of the industry's growth trend, the industry's cyclical component, the target percentage of the
firm's participation in the industry, and seasonal
patterns. The quarterly sales forecast is converted
to a weekly basis by dividing it into 13 parts and
by making adjustments for monthly seasonal patterns and a week of month sales patterns.t
Recurring expenses are distributed through the
weekly plans at the times of the month when they
fall due. Nonrecurring expenses are entered during
appropriate weeks planned for them. In Exhibit 1,
the expense categories are typical of manufacturing
summary accounts. More or less detail would be
appropriate depending on the control needs of a
particular firm. Entries in the first column of Exhibit I on lines 1, 7, 8, 9, 11, 12, 22, 23, 25, 26,
I If there is more than one major product group, then additional
figures must be compiled for sales and direct expenses of other
product groups, or separate weekly analyses should be prepared for
each product.
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27, 33, 34, 35, 36, 39, 40 and 42 record the weekly
plan of sales and expenses. Lines 13 and 28 record planned asset acquisition and disposition (if
any) during the week.

Exhibit 2
CASH FLOW AND INCOME ANALYSIS

W EEK END . M ARC H 2. 19-

CASH FLOW THIS WEEK
DEVIATION
1,292.35

PLAN
22,605.00
2,260.00
18,430.00
20,690.00

ACTUAL
23,897.35
17,937.68
20,362.81

(492.321
(327.19)

Material purchases
Mtg. supplies and maint.
Freight in
Mtg. space expense
Mtg. taxes, mist, expenses
Incr (decr I mfg. assets

3,150.00
250.00
290.00
2,713.00
310.00
6,952.00

3,260.24
212.84
412.60
2,575.28
402.30
6,952.00

110.24
(37.16)
122.60
037 72)
92.30
-0

Advertising and promotion
Misc. period marketing exp.

1,500.00
300.00

4,043.97
275.00

2,543.97
(25.00)

Office supplies used
Office space expense
Licenses, taxes, mist. general
Incr (decd in nonmfg. assets
TO ACCOUNTS PAYABLE FOR PERIOD
Share paid of period payables
Share paid of BOP parables

480.00
695.00
200.00
5,000.00
21,840.00
19,656.00
3,052.00

420.00
604.78
192.50
5,035.26
24,386.77
21,843.52
3,065.40

(60.001
(90.221
(7.501
35.26
2,546.77
2,187.52
13.40

Direct labor payroll paid
Indirect mfg. payroll paid
Sales payroll and com. paid
General admin. payroll paid
TOTAL OPERATING PAY'TS

14,000.00
0
- 0 - 036,708.00

13,730.50
- 0- 0 - 0 38,639.42

(269.501

- 05,250.00

- 0 5,250.00

0

- 0 (23,526.611
24,936.30
1,40 .69

(2,258.61)
(63.70)
12.
.31)

TT2FTJ- - - 7 5 7 7 -

Income tax payments
CASH INCR (DECK) FOR PERIOD
Add BOP cash balance
EDP CASH BALANCE

-

- 0 (21,268.00)
25,000.00
3,732.00

-

1,931 42

-

Financial receipts
Financial payments

-

-

NET SALES
Share net sales collected
Share BOP receivables collected
TOTAL COLLECTIONS

ESTIMATED INCOME THIS WEEK
PLAN
22,605.00

ACTUAL
23,897.35

DEVIATION
1,292.35

Bad debts
Direct labor
Material into process
Mfg. supplies maint.
Freight in
Indirect mfg, labor sal
Mfg. space expense
Mfg. taxes, misc.. expense
Deprec. on mfg. assets
COST GOODS IN PROCESS

310.35
7,000.00
2,830.00
350.00
290.00
1,020.00
2,888.00
310.00
1,540.00
16.538.35

305.44
6,730.50
2.737.14
312.84
412.60
1,020.00
2,750.28
402 -30
1,540.00
16,211.10

(4.91)
(269.50)
(92.861
(37.161
122.60
- 0(137.72)
92.30
-0 - (327.25)

Decr (incr) G.I -P. inventory
Decr (incr) Finish goods inv.
COST GOODS MFD. SOLD

(1,250.00)
375.00
15,663.35

(1,190.00)
485.50
15,506.60

60.00
110.50
f 156.751

6,941.65

8,390.75

1,449.10

Sales salaries com.
Advertising and promotion
Misc. period marketing exp.

2.023.00
1,239.75
249.90

2,180.18
3,735.40
98.13

157 -18
2,495.65
(151.77)

Gen'I admin. salaries
Office supplies used
Office space expense
Licenses. taxes, misc. gen'I
Deprec. or non mtg. assets
TOTAL OPERATING EXP.

1.650.00
430.00
520.00
200.00
150.00
6,462.65

1,650.00
370.00
421.90
192.50
150.11
8,798.22

-0(60.001
(98.101
(7.50)
0.11
2,335.57

&

&

&

NET SALES

&

GROSS PROFIT ON SALES

1

479.00

(407.471

(886.471

Financial Income
Financial expense
NET INCOME BEFORE INC. TAXES
Provision for income taxes

-0-425.00
54.00
15.00

- 0 425.00
(832.47)
(240.00)

0(886.471
(255.001

39.00

(592.47)

(631.471

NET INCOME AFTER TAXES

22

-

NET INCOME ON OPERATIONS

Cash Planning
Adjustments are made to transform sales and
expenses into a planned cash flow. Percentage
shares are used on line 2, 3, 30 and 31 to convert
sales and expense figures to collections and payments. The percentage share adjustments are obtained from the firm's goals and historical sources
as estimators of average proportions. The line 2
percentage factor estimates the shares of cash sales
and the portions of accounts receivable for the
current week that are collected during the week.
In most cases, this percentage is closely approximated by the portion of total sales made for
cash. Line 3 estimates the share of past accounts
receivable collected during one week. Sales and receivables are entered net of expected returns and
allowances. Lines 30 and 31 perform corresponding
functions for accounts payable. Line 30 combines
the share of cash payments for expense and the
portion of payables developed during the week
which are paid in that same week. This percentage
is closely approximated by the portion of weekly
expense paid in cash or with discount taken. Line
31 estimates the share of past accounts payable
which are paid during a typical week.
Payrolls (lines 33 -36) are entered in the expected
weeks of payment. Payrolls here include associated
payroll costs to the firm, which are prepaid into
accounts kept separate from planned cash flow.
Financial receipts and financial payments, such as
interest and income tax payments, are entered in
the weeks when cash flow is expected to take place.
To estimate beginning of period (BOP) receivables for advanced weeks, the latest actual
figures are projected forward by successive additions of planned sales and subtraction of planned
collections. A parallel process projects BOP payables over future weeks by successive additions of
planned expenses and subtraction of planned payments.
Income Planning
The adjustment columns in Exhibit 1 may be
used for a systematic conversion of cash to estimated income. There is considerable discretion
available with respect to the degree of refinement
in this adjustment process. At one extreme, the
adjustment columns may be eliminated entirely.
(A precise reconciliation between cash and income
is not required for the short -term control purpose
of the system.) Then those items which are substantially different between cash and income may
be separately estimated for making appropriate
income entries. On the other hand, an adjustment
system for each class of revenue and expense in the
form of precise instructions to the bookkeeper may
be used.
The methodology of adjustment is similar to
that used in accounting working papers, but the
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arrangement of the items is quite different. Cash then a weekly percentage depreciation rate times
and income statements are arranged in Exhibit 1 total assets will give the depreciation expense figures
so that all adjustments may be accomplished by for the income columns. In Exhibit 1, the annual
moving horizontally across the page except for depreciation rate of assets is 15 percent, which was
the four payrolls. Payrolls require different group- approximated on a weekly basis with 0.3 percent.
ings between cash and income. Numbered kevs are Material purchases (line 7) are adjusted by planned
used to guide the bookkeeper for payroll adjust- material inventory level changes for material put
into process in the income determination columns.
ments.
Provision is made on line 5 to enter a bad debt Cost of goods manufactured and sold is adjusted
allowance as a percentage of net sales. Expense from cost of goods in process within the income
items must often be adjusted for changes in pre- columns through incorporation of planned changes
paid accounts (lines 8, 9, 11, 22, 25 and 26) or in the inventory levels of goods in process and
adjusted in the opposite direction for changes in finished goods (lines 15 and 16). These changes
accrued accounts (lines 12, 23, 27, 33, 34, 35, 36, of inventory levels are obtained from the forecast
40 and 42) . For payrolls and taxes it may be easier of sales units and master manufacturing schedules,
to simply plan separate schedules of payments and and are priced according to the firm's inventory
expense (in cash and income columns respectively) costing systems.
than to go through an adjustment process in accrued accounts. Line 39 reconciles financial income Time Series Analysis
and receipts, such as interest due the firm, with
Information for the analysis of interim results
appropriate adjustment to accrued income.
is contained in Exhibits 2 and 3 which repeat the
On lines 13 and 28, if changes in assets from actual and planned values in Exhibit 1. Deviations
cash columns are added to the BOP assets entered of actual values from planned are computed and are
in the adjustment columns to obtain total assets, used to locate significant value shifts which will be

"Deviations
... are used to
loca te
significant
value
s hif ts ..."

Exhibit 3
CONTROL CHART FOR INCOME DEVIATIONS
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1. Reference period - last 7 weeks of previous fourth quarter
Week

Income deviation

Moving range

-7

- 347,51

-6

100.25

447.76

-5

3.15

97.10

-4

-50.69

53.84

-3

-40.84

9.85

-2

20.18

61.02

-1

140.30

120.12
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Sum of ranges 789.69
Mean range = 789.69-' 6
= 131.62
UPPER CONTROL LIMIT
3X Mean range
=+
1.128
-_350.05

LOWER CONTROL LIMIT
-3X Mean range
- - 350.05
1.128

-600

II. Control period - weeks of first quarter
Week

Income deviation

Control aspect

1

20.05

in control

2

269.88

in control

3

-40.40

4

- 470.20

5

305.79

in control

6

285.80

in control

7

102.10

in control

8

110.55

in control

9

- 637.47

in control
shift downward

shift downward
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"Large
deviations
are isolated
for detailed
analysis . . . "

reflected into income. Interim control of overall
cash flow and income progress toward quarterly
Plan is developed by simply accumulating weekly
figures as the quarter progresses.a
The analysis of significant events which depart
from plan starts with a consideration of weekly
income shifts. A control chart system is prepared
from weekly income deviations recorded in Exhibit
2. See Exhibit 3. These values refer to deviations
between actual and planned weekly income, and
not to absolute levels of income. A statistically
determined upper control limit and lower control
limit have been added to assist the separation of
income changes between those which are simply
chance variations within the present strategic system (lie between upper and lower control limits)
and those which signal a significant process shift
(lie beyond control limits). Note that the fourth
and ninth weeks are "out of control" in the negative
income direction and the remaining weeks are "in
control."
Income deviations for the reference weeks are
entered in Part I and are plotted on the left side
of the exhibit. Six ranges between successive pairs
of income deviations are computed and entered in
the "moving range" column. The upper and lower
control limits are then calculated as shown. If the
deviations are independent of each other, and
follow a normal or bell- shaped distribution over
time, then virtually every deviation beyond the
control limits will signal a significant shift of income deviation.3
Income deviations for a first quarter control
period up through the ninth week ending March
2 are also plotted in Exhibit 3. That is the week
detailed in Exhibits 1 and 2. That week and the
fourth week (January 26) are "out of control' on
negative income deviations. If tighter control limits
(plus and minus 233.37) were used, weeks 2, 5,
' Cumulative figures may be tabulated under "plan," "actual," and
" deviation" for con
control purposes, in which case six columns would
be required in Exhibit 2.
a For tighter control one may wish to substitute the coefficient "2"
for ' T ' in the control limo formulas. Then the limits will be
located at +233.37 and —233.37, and about 95.5 percent of the
deviations beyond these tighter limits will signal significant shifts.
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and 6 would also be "out of control," but on the
positive income deviation side. If certain weeks
fall beyond control limits during the reference
period (which did not occur in this illustration)
then it is customary to eliminate those weeks and
recalculate the mean of moving ranges with reduced data. The process may have to be repeated
until all the reference weeks are "in control."

Sensitivity Analysis
Given that some income deviations are out of
control, management will then analyze the value
transactions which significantly determined the income deviations. The starting point of analysis is
the set of account deviations of "actual" to
"planned" as shown in Exhibit 2. Each of these
has a dollar for dollar reflection into income. Large
deviations are isolated for detailed subjective analysis, with or without the assistance of control charts.
For the week ending March 2 in Exhibit 2,
prominent deviations are a favorable $1,292.35
increase in net sales and an unfavorable extra cash
drain of $2,543.97 for advertising and promotion
with an accompanying expense increase of $2,495.65. From the dollar deviations, the analyst
looks for strategic and environmental changes
which led to these deviations. This may be termed
a marginal analysis because the deviations are
dollar changes per unit of some underlying set of
process variables. Thus, $1,292.35 net sales deviation reflects some combination of changes in volume and price. Deviations are interdependent since
a process variable, such as net sales volume, will
affect several account items simultaneously.
Conclusion
An operational system for the control of cash
and income has been described and illustrated for
the weekly monitoring of income during the interval between regular planning periods. Such a system
responds to the on -going character of business
operations and should react quickly to significant
financial events which may occur at any point during a planning cycle.
❑
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THREE -STEP ANALYSIS
MEASURES PRODUCTIVITY
It is relatively easy to install a productivity improvement program
in an internal service department. For one thing, simple and
inexpensive systems or techniques can be employed.

1. Systems analysis,
2. Individual task analysis, and
3. Optimal -level analysis.

ing flow charts and writing computer programs. In
terms of a sophisticated analysis, mathematical
techniques can be very useful. However, in simple
terms, systems analvsis is the selection of elements,
relationships, and procedures to achieve a specific
purpose. Examples of systems analysis include the
use of road maps to reach a specific geographical
location, and work procedures used to handle a
given set of jobs. In the service department productivity improvement program described below,
very simple systems analysis techniques were used to
determine whether the department's methods were
appropriate.
For the printing department, which was selected
for this discussion, the analvsis was subdivided into
two distinct steps. First, the printing requirements
were reviewed by those involved in the productivity
improvement program including line management,
the printing department manager, and the program
coordinator. This step was taken to eliminate unnecessary printing requests. In a decentralized business structure, it is not uncommon to find a line
department suboptimizing its profitability by making service requests for its own convenience without
regard for the overall effect on the company. By
having the systems analyst review requests with
line management, he can often bring related costs
into focus.
Second, the individual procedures and workflow
were evaluated in order to pinpoint bottlenecks and
eliminate nonproductive slack time. This step was
necessary in order to prevent work standards from
being established for inefficient methods. The
elimination of nonproductive slack time will always
result in cost reductions even before a work measurement program is undertaken.
A useful approach to this step of systems analysis
is to develop a PERT network and find the critical
and suberitical paths.' The PERT technique, although primarily used in engineering and research
scheduling, can be an effective aid in regulating

Systems Analysis
The term "systems analysis" tends to create a
mental picture of a spectacled mathematician draw-

For descriptive examples of the use of PERT in accounting
operations, see )awes G . Case. "PERT —A Dgnamic App roach to
Systems Analysis," N AA Bulletin, March 1963; and Albert P.
Ameiss and warren A. T ho mp so n, "P ERT for Monthly F inancial
Closing," Management Adviser, January- February 1974.

By Shu S. Liao
In decentralized business organizations, service departments are normally classified as expense centers,
cost centers, or service centers and invariably, they
receive less attention than do profit centers. As a
result, the indirect costs incurred by internal service departments represent a comparatively neglected area of cost control and one in which there
is a need for development of new techniques. There
are several reasons for the relative lack of attention
accorded these cost areas. Some of the most obvious
reasons are as follows:
I. The expenses incurred by service departments
are, in most cases, relatively small in amount.
2. Service department expenses are often allocated
to the various line or product departments. (The
significance of operational inefficiency may be
lost in the allocation process.)
3. Some expenses which are incurred by service
departments are considered uncontrollable.
4. Managerial attention tends to be directed toward
the quality of service rather than cost control.
One of the biggest problems that inhibits cost
control in the service sector is the acceptance of
poor workflows. The lack of proper control seems
to be in service departments. Therefore, the developing of standards for cost allocation based on
a streamlined workflow would appear to hold
promise as an effective way of measuring the
efficiency of operations in service departments.
Experience has shown that a "three -step analysis"
program can be used to develop and implement
lasting improvements in service department operations. The three steps involved are:
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"No single
technique of
measurement
is universally
applicable.. ."

workflow in most internal service departments. The
larger and more complex the work procedures, the
greater are the needs for and the benefits to be
derived from the use of the PERT technique. In a
simple small project, the critical path and the
bottlenecks of the workflow network sometimes can
be determined by visual inspection or actual work
observation without tedious mathematical computation. Exhibit 1 is a simplified workflow chart for
the printing department being discussed.

Machine Processing Not a Problem
Experience indicated that waiting for machine
processing was not a problem, since machine idle
time did exist. Also, actual observation revealed
that platemakers were extremely busy. These two
facts pointed out a need for more efficient work
procedures. In a clerical improvement program, job
steps can sometimes be eliminated or they can be
combined for greater efficiency. In a printing department, however, most job steps must be performed in sequence. In most cases, the printing
department had assigned each printing request to
one individual who then performed all subsequent
job steps from making the plate, or master, to
trimming and collating the printed material. The
costs for each job request were then accumulated
by means of a method similar to a job order costing
system. Although cost variances could be determined for each job request, the cost figure did not
serve any apparent essential purpose.2 By assigning
the necessary number of workers to platemaking
and the remaining available men to setup, impression, trimming, and other duties, the department was able to alleviate the platemaking bottleneck problem. The assignment of job step combinations was not made permanent so that periodic
rotation could be used to avoid boredom. It should
be pointed out that the elimination of one bottleneck could possibly create another which, in turn,
would be subject to review. In this instance, a
PERT network was used to analyze the revised
work procedures to see if the reassignment of job
functions resulted in anv new bottlenecks.
After the productivity improvement team had
found opportunities for streamlining the work procedures, the next step was to analyze individual
job tasks.

Individual Task Analysis
Theoretically, a "fair day's pay" for an employee
should be based upon a "fair day's work." Frederick
Taylor reached this conclusion at the turn of the
century in his studies of scientific management.
He was one of the first to use work measurement
for individual task analysis. Today, work measurement is not merely a means to determine a "fair
day's work," it is a useful tool for management
planning and control purposes.
Before the work measurement program can be
started, several preliminary steps must be taken.
These include: (1) determining the tasks to be
measured, (2) selecting the techniques to be used
in measurement, and (3) establishing a unit of
26

measurement for reporting purposes.
The determination of tasks to be measured
means that the beginning and ending points for
each job must be defined and a description of each
task must be drawn up. It is not necessary or desirable to measure each job step involved. Only
those functions which are relatively time- consuming
require measurement. For a printing shop, plate making, machine set -up, and impressions account
for the bulk of printing work. It is logical to develop standards for these three primary functions.
Once the beginning and ending points for each
job step are defined, each motion element involved
in the performance of the job step should be listed
in motion flow sequence.
Each motion element can be broken down into
even smaller elements such as left -hand motion and
right -hand motion if very precise standards for the
task are desirable. However, this does not imply
that highly precise standards are always better than
less precise standards. Costs and benefits involved
must be weighed in determining the degree of precision desired. It should also be pointed out that,
in the case of an employee assigned to a combination of job steps, the delay in time due to shifting
functions must be included. This can either be incorporated into the subsequent job or treated as a
separate step.
The nature of the task to be measured, the intended use of the measurement data, and the cost
factor jointly determine the technique to be used
in measurement. Simple techniques are frequently
best because of the enormous effort required in
developing and maintaining a sophisticated program. More precise standards can be established
for more important tasks while less costly techniques can be used for less important operations.
No single technique of measurement is universally applicable to all types of tasks. Some techniques are better suited to clerical work while others
work better for man - machine operations. Failure
to recognize this often results in excessive costs.
As in any information system, the productivity
improvement program should be output oriented
rather than technique oriented. This means that the
selection of the measurement technique rests on the
use to which the measurement data will be put
rather than on the technical skill of the specialist.
Predetermined elemental time standards, which
are highly accurate, are commercially available.'
For small scale operations, which are typical in
most internal service departments, the stopwatch
time study is a relatively inexpensive technique
which offers a wide latitude for adjustment as the
circumstance requires.
After the technique of measurement is selected,
a unit of measurement must be established according to the ultimate use intended for the measurement data. Generally speaking, if mathematical
models are to be used in the analysis to find the
optimal level of operations, a more detailed unit of
The c ompany used the Franklin C atalog, a list o f pric es c harged
by commercial pprinten, fo r billing purposes.
s Carl H. I oedtke, Jr., "W ork Measurement Alone Is Not the
Answer," Management Adviser, January- February 1973, P. 41.
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measurement may be justified. The cost factor,
however, must again be considered. For another
use of work measurement data, such as for feedback, a different unit of measurement can be used
for reporting. In this study, for the determination
of the optimal level of printing operations, standards for each job step were established. The printing department manager was provided with the
standards and the actual performance of each employee's functions could be measured.
As mentioned above, the elimination of one
bottleneck may create another which, in turn, must
be subjected to review. A new PERT network
would be constructed using established standards
from the individual task analyses to see if the new
standard changes the critical path. If a new bottleneck is created as a result of the new standard, the
productivity improvement team should examine
whether or not another change in work procedures
is desirable.
Optimal -Level Analysis
Although work measurement is primarily used as
a control tool, time standards that are established
through work measurement would probably aid
management more in planning than in control.
Time standards are normally used as yardsticks to
assess actual performance, take corrective actions,
and bring forth cost reductions, but the costs saved
are usually limited to short -term variable costs.
Built -in inefficiencies due to sub - optimal levels of
operations, notably underutilization of manpower
or equipment, cannot be reduced without an
analysis of the optimal level of employee and equipment requirements. These are discretionary costs
that are controllable, but, once committed, become
fixed over a period of time. It is important in a
productivity improvement program to keep fixed
costs as low as possible. However, the minimum
acceptable level of fixed costs depends on the
optimal conditions of the work center. Use of
standards established through work measurement
for mathematical analysis can produce an accurate
theoretical optimality. Actual planning of the
optimal level of operations, however, normally results in conditions somewhat below theoretical
optimality because of quality, deadline, and other
considerations.
In addition to the time standards for each task,
work volume and peak load periods should be
projected with a reasonable degree of accuracy. In
this case, the printing department was able to obtain the related data from historical records. A
linear programming model was constructed to develop the theoretical optimality conditions.
In constructing the model, several considerations
were included in specifying the constraints:
Because of their varying capabilities, it was decided that the six offset printing machines be
assigned to three categories according to their
capabilities.
The total productive hours of each machine
could not exceed 138.12 hours per month (4.34
MANAGEMENT ACCOUNTING /AUGUST 1975
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weeks times 40 hours times 0.7956 utilization
rate) . 4
3. Each type of plate could produce only a limited
number of impressions.
4. Platemaking capacity was limited by the available manpower.
5. Because of the varying machine speeds, machine hours were expressed in dollar terms.
A transportation tableau was used to solve the
linear programming model so that a slack variable
could be added to equalize capacity and demand
at optimal conditions. It was mentioned earlier that
actual planning normally results in conditions somewhat below theoretical optimality because of non quantifiable considerations. It was necessary to
examine those feasible solutions near the optimal
level to select the most practical and economical.
It was found that a slack supply variable was
present, indicating that the printing supply requirements exceeded the machine capacity. The alternatives were to buy additional machines and hire
operators for them, or to hire operators for a second
shift. Additional mathematical analyses were needed
to evaluate the two alternatives. After taking into
consideration additional salaries, fringe benefits, machine usage, unsatisfied printing demand, etc., it
was determined that the optimal level of staffing
involved three additional operators for a second
shift. Although outside printing would be needed
during peak demand periods, the three additional
operators now created an excess capacity. However,
one advantage of having three additional operators
was that they were available to make plates for the
first shift, thus relieving the bottleneck in the workflow network.
Implementation
Of course, actual implementation of a productivity improvement program depends upon the
specific conditions of the internal service department involved. Administrative actions such as hiring, transferring, or laying off personnel may be required. Administrative policies sometimes alter the
solution obtained from the analysis of optimal level
operation. An important factor in the implementation stage is to restrain fixed costs to the optimal
level consistent with the company's goals. If a fixed
cost item is subject to management's discretion, it
should be examined carefully to see if the cost can
be reduced without incremental expenses elsewhere.
However, regardless of the administrative actions
taken, the optimal level of operations as accepted by
management is the basis for measuring the performance of the service department involved.
A good record - keeping system is also an indispensable part of a productivity improvement program. Without accurate and timely feedback, time
The manpower utilization rate is the ratio of the number of
hours of an emplo yee's time that is spe nt in roductive work as
compared to the hours for which he is paid.
national holidays, paid vacation, and coffee and lunch breaks account for the
20.44 percent of the total houn.
t The Franklin Catalog, Op Cit.
See David A. Dittman, "Transfer Pricing and Decentralization,"
Management Acto.Hfc.g, November 1972.
4

71us,
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standards developed under the program become
meaningless and the benefits of the program become
empty promise rather than reality. Two reporting
systems are required in the program.
First, the supervisor of the service department
must be provided with accurate and timely reports
of his employees' performance so that he has reliable information with which to take necessary
corrective actions. These reports should be designed
in conjunction with the users to ensure that the information is presented in a manner that enables
them to identify and solve their problems. For
example, information as to the standards set and
the performance of each employee relative to these
standards was sought by the printing department
manager. job tasks were codified in conjunction
with the PERT network to facilitate reporting.
Each employee was then asked to fill out a daily
work report which included standard codes for job
tasks performed and the volume, total hours worked,
and exceptional hours (such as time on loan to
other departments). A summary report was also
prepared on a semi- monthly basis which compared
the productivity goals in terms of hours and dollars
with current, quarterly, and year -to -date performance. Since fixed and variable cost standards had
been set, cost variances were analyzed and summarized according to the three different causes:
spending, efficiency, and volume.
The second reporting system is normally related
to the transfer pricing method. The options include
full cost, cost plus and agreed upon price. A selection from the alternatives must be made before
the design of the reporting system begins. Most internal service departments are organized as a cost
or service center in a decentralized structure of
operation. It is logical then to say that expenses incurred in a service department should be charged
to other departments in a manner that will motivate
the affected individuals to act in the best interests
of the company. In this case, the method of transfer
pricing was based on the market prices By using a
market price, the cost or profit centers whose work
was sent to commercial printers were not penalized.
Also, a multiple- regression model constructed to determine the costs involved for each setup, impression and platemaking resulted in figures comparable
to the market price, indicating that the charge rates
were valid in this particular department. An added
benefit of using the market rate was that the printing department would receive credit for costs saved,
if any. By the same token, other departments requesting printing service would not be penalized for
the effects of low productivity. Studies have also
indicated that a significant psychological incentive
generally results from the profit center approach.e

Conclusion
The "three -step analysis" program described here
has proven to be an effective approach in tackling
the productivity measurement and improvement
problem. It can serve as a prototype for use in other
internal service operations.
❑
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ACTIVITY LEVELS
AND THE DISPOSITION
OF VOLUME VARIANCES
Three options are available for disposing of that portion of the
year -end balance of under - applied or over - applied
manufacturing overhead represented by the volume variance.

By D. Jacque Grinnell
The decision concerning the proper disposition of
the volume variance for product costing and for
financial accounting purposes is dependent upon
the activity level concept initially chosen to compute the fixed manufacturing overhead rate.
Generally, there is a tendency to treat the choice
of the activity level and the disposition of the
resulting fixed overhead volume variance as two
separate and distinct decisions. This dichotomy
is reflected by the fact that very often little or no
attention is given to their interrelationship. In this
article, a framework will be established for viewing
the relationship between the choice of activity level
and the proper year -end disposition of any subsequent fixed overhead volume variance.' The discussion which follows is one which emphasizes product
costing to accomplish a proper matching of expense
with revenue.
Volume Variance Disposition
Three options are available for disposing of that
portion of the year -end balance of under - applied
or over - applied manufacturing overhead represented
by the volume variance. One option is to charge
the variance to income, either through an adjustment to the cost of goods sold or through its classification as "other expense" or "other income ".
Another option is to apportion the volume variance
between inventories and cost of goods sold. A
third option is to view the volume variance as a
cost element beneficial to future years. As a result,
the volume variance balance would be carried
forward on the balance sheet as a deferred item.
This method, while commonly advocated when
interim financial statements are prepared, is not
usually applied by practitioners to year -end volume
variance balances.
The year -end treatment and disposition of the
MANAGEM ENT ACCOUNT ING/AUGUST 1975

fixed overhead volume variance (as a period cost or
a product cost) is commonly determined on the
basis of the effect of the variance on income. That
is, the variance disposition choice is viewed in
terms of a material / imtaterial distinction. A material variance is treated as a product cost by allocating such variance to inventories and to cost of
goods sold; an immaterial variance is treated as a
period cost through immediate write -off against
income.2
Behind the material,/immaterial distinction lies
an acceptance of actual cost as the appropriate
basis for assigning cost to inventory and to cost of
goods sold. While, on the surface, this material/
immaterial distinction seems logical, a closer consideration shows that it does not always provide a
sound and consistent basis for product costing.
Choice of Activity Level
A proper choice from among the three available
options for disposing of the fixed overhead volume
variance is dependent on the activity level selected
for establishing the fixed overhead absorption rate.
This relationship between volume variance disposition and the predetermined activity level used to
establish the fixed overhead application rate must
be given major consideration in determining the
appropriate method of disposing of the variance.
The relationship of each of the three major activity
level concepts to variance disposition alternatives is
discussed below.
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EXPECTED ANNUAL CAPACITY

The expected annual capacity may be distinguished from that of normal capacity primarily in
terms of the time span considered in determining
I
The author wishes to thank Professor Corine T. Norgaard for
her advice and assistance in the development of this paper.
:I f inventory levels are small relative to the cost of goods sold,
a decision to treat the volume variance as a period cost would be
in order even if the volume variance itself is large, because of the
immaterial effect on net income.
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the activity level. Expected annual capacity may
be defined as "... the anticipated level of capacity
[facility] utilization for the coming year. "a Normal
or average capacity, on the other hand, represents
the expected average annual utilization of existing
production facilities over a multi-year period of
time. It has been defined as ".. , the level of capacity utilization that will satisfy average consumer
demand over a span of time (often five years) that
includes seasonal, cyclical, and trend factors. "4
The use of expected annual capacity as a basis
for assigning fixed overhead to product is consistent
with the widely accepted use of the year as the
critical time period in financial accounting. Implicit in the use of expected capacity is the assumption that fixed costs in a particular year are
incurred solely to support the anticipated activity
level for that year. Since a one -year period rather
than a multi -year period is normally selected by
management as the activity cycle of the business, all
events relevant to that period should be properly
recognized. Also, the use of expected capacity to
determine the fixed overhead application rate
usually requires that the volume variance be assigned to income; that is, it should be treated as a
period cost.5
In some cases, a volume variance of significant
size may arise as a result of occurrences such as
strikes, material shortages, natural disasters resulting in less than expected output, or inefficiencies
resulting in output less than anticipated. In such
30

cases, the volume variance should be assigned entirely to the current period. Of course, the value of
the product and the amount of revenues which it
can be expected to generate will not be enhanced
by these events or inefficiencies.
The exception to the general rule of write -off
occurs when a significant volume variance is associated with a poor forecast of expected annual
capacity. In that situation, proration of overhead to
inventories and cost of goods sold would be appropriate since the overhead rate had been incorrectly determined. It should be noted that only
in this case is the question of materiality a factor
in determining whether the volume variance should
be treated as a period cost or a product cost. Of
course, if inventory levels are small relative to cost
of goods sold, the volume variance may be treated
as a period cost because of its immaterial effect on
net income. Graphically, Exhibit 1 shows the
volume variance which arises when expected annual
capacity is used. This variance, the result of the
difference between actual capacity and expected
capacity; will be termed as "unanticipated volume
variance."
NORMAL CAPACITY

When normal capacity is employed to establish
a predetermined rate for assigning fixed overhead
to products, the disposition of the associated
volume variance should be made in conjunction
with a two -part division of that variance. See
Exhibit 2. One part of the volume variance, due
to the difference between normal capacity and
expected capacity (an anticipated temporary volume
variance) should be carried forward on the balance
sheet as a deferred item; the other part, resulting
from the difference between expected capacity and
actual capacity (an unanticipated volume variance)
should be disposed of on an annual basis as a
period cost.
Deferring the anticipated temporary volume
variance is justified by the fact that the normal capacity represents the expected average utilization
of facilities over a multi-year period of time. Also,
associated with the use of normal capacity is the
view that fixed overhead costs for a given year
represents commitments to maintain a long -run
capacity to produce and thus the inclusion of these
fixed cost elements as part of the cost of production should be related to the average annual activity level anticipated over a period of years. That
is, the fixed overhead application rate based on
average activity provides for the recovery of fixed
costs over the long run. Since normal capacity does
represent an average, it is also to be expected that
year -to -year departures from this average within
the multi -year period for which the average was
developed will occur.
The variances due to the use of an average are
Char l e s. T. Ho r ngr e n , Cost Acco un ti ng : A Man age ria l Emph asi s,
thir d edit io n, Prentice -Hall, Inc . , Engle woo d Cliffs, N . J . , 1972,

3

Q 320.
Ibid.
s The use of expe ct ed an nu al capaci t y sho ul d no rm all y result in
a vo l um e var i anc e whi c h is im m at e r ial . Expe ri ence d ac c o unt ant s
tend to be extremely accurate in forecasting annual activity levels.
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temporary and should be viewed as accumulating
Exhibit 2
over the multi-year period that is used to determine
NORMAL
CAPACITY
normal capacity. To dispose of these variances
either through write -off or through proration to inventories and cost of goods sold on an annual basis
s
would be inconsistent with the use of a normal level
Fixed overhead budget line (C)
concept. While Internal Revenue Service requirements, as well as accounting tradition, reflect the
view of providing annual progress readings with V
I
Vn(t)
i G/ c
the final disposition of variances on a yearly basis,
^
c¢
I
this should not prohibit the carryforward to future
un(u)
years of the volume variance when normal capacity
is being used for financial reporting purposes.
p
I
I
While anticipated temporary volume variances
I
I
I
I
I
can be expected to balance out over the multi-year
I
I
period, there is no reason to expect that unanticiI
I
I
pated volume variances will also balance out over
I
I
I
that same period. Volume variances arising from
I
I
I
I
differences between expected and actual annual
I
I
I
capacity (the unanticipated volume variance)
I
I
I
should be disposed of on an annual basis consistent with the framework discussed above.
H
H
H
s
e
Assuming that total budgeted fixed overhead
Direct labor hours (X)
costs remain constant from year to year, the acC = Total budgeted fixed manufacturing overhead
cumulated volume variance resulting from annual
cost
differences between normal capacity and expected
Hn = Normal capacity in terms of direct labor hours
annual capacity (the anticipated temporary volume
He ° Expected annual capacity In terms of direct
labor hours
variance) will net to zero at the end of the multiHs ° Standard direct labor hours actually worked
year period. However, year -to -year changes in
v n = Total volume
budgeted fixed overhead costs frequently will occur,
N (H n —Hs1
thereby affecting the fixed overhead rate regardless
n
Vn (t ) = An tic ipa ted tempor ary vo lume va ria nce
of which capacity is used to set the rate. Practically,
_-P (Hn — Hel
as a consequence of annual changes in prices paid
n
for fixed overhead items and services, the expectavnl u) = Un an ti cip at ed vo lu me va ri an ce
H ( He — Hs1
tion is that some accumulated balance will exist in
n
the balance sheet suspension account at the end
of the multi -year period. This accumulated balance
is somewhat analogous to the unanticipated volume underapplication of overhead because operations
variance which occurs when expected capacity is at practical capacity are not consistently achieved.
used to establish the fixed overhead rate. It, too, is This continuous underapplication, coupled with an
unanticipated and generally should be written off annual write -off of the under- applied overhead
against income in the last year.
against income, means that production is consistently being under- costed. In general, only those
PRACTICAL CAPACITY
full costing methods which result in the assignment
This activity level, measured in terms of annual of actual costs to product are considered acceptable
production capacity, is a function of a firm's for financial reporting purposes. Therefore, when
physical capability to produce goods. Traditionally, practical capacity is used to compute fixed overhead
when practical capacity is used as the basis for rates, the volume variance should not be treated as
assigning fixed overhead to product, the volume a loss due to idle capacity, but should be disposed
variance which arises is labeled as an idle capacity of in a manner directed toward achieving a more
loss and written off against income at the end of acceptable product cost for income measurement
each year. While on the surface this treatment may and inventory valuation purposes.
seem acceptable from a product costing point of
The question arises, however, as to how the disview for financial reporting purposes, the disposi- position of the volume variance should be action of variances in this wav is not correct.
complished. This depends upon the point of view
Commonly, firms do not make full use of prac- adopted by the entity concerning its activity cycle.
tical capacity at all times and, in fact, often plan The activity cycle may be perceived as the multito have some excess capacity. This excess capacity year period in accordance with the normal capacity
is justified for two major reasons: (1) it may be concept or, alternatively, as the one -year period
necessary to meet seasonal and cyclical fluctuation consistent with the attitude that the year is the key
in demand and (2) it may be necessary to meet an time period and that each year's overhead costs
upward trend in demand. As a result, when prac- attach to that particular year's production regardless
tical capacity is used as a basis for the computation of average long -run activity.
of a fixed overhead rate, there tends to be chronic
If the underlying activity cycle of the organiza-

"Commonly,
firms do not
ma ke full use
of practical
capacity. . ."

v a r i a n c e u s i n g n o r ma l c a p a c i t y
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"The proration
of the
anticipated

Exhibit 3
PRACTICAL CAPACITY
SINGLE -YEAR ACTIVITY CYCLE

permanent
volume

Exhibit 4
PRACTICAL CAPACITY
MULTI -YEAR ACTIVITY CYCLE

Fixed overhead budget line (C)

variance.. .
is necessary

Vp(a)

G,X\
oe
o5°s�

'uP(u)

ti� oi

I

Hs
H

H

Ho

= Pr a c t i c a l c a p a c i t y i n t e r ms o f d i r e c t l a b o r h o u r s

C

= Total budgeted fixed manufacturing overhead

cost
H

= Pra ctica l ca pacit y in terms of direc t la bor h ours

H

= Total volume variance using practical capacity
= H (H p - Hs)
P
Anti cipa ted per mane nt v olu me v aria nce
H p (Hp - H e )

labo r ho urs
Hs = St and ard dir ect lab or h our s ac tua lly wor ked
V p = T otal vo lume varia nce using practical capacity
C (H - H S)
P P
Vp( p) = A nti cip at ed per man ent v olu me var ian ce
. • H ( Hp _ H n l

V ptul . = Unan tic ipat ed v olu me v aria nce
= H ' H e - H s)
p

= Normal cap aci ty in ter ms of dir ect la bor ho urs

He = Expect ed a nnu al c apac ity in terms of dir ect

s

VP(al

HP

P

He = Expected annual capacity in terms of direct
labor hours
H = Standard direct labor hours actually worked
v

H

Direct labor hours (XI

s
e
Direct labor hours IX)
C = Total budgeted fixed manufacturing overhead
cost

He

*pi ll

P
= A nti cip ate d tempor ary vo lu me var ian ce
= H

(Hn - H e)

P
Vp(u ) = Un ant ici pat ed vol ume va ria nce
= H (He - H s)

tion is defined as a one -year period of time, the
total volume variance arising from a difference between practical capacity and actual capacity should
be divided into two parts and treated as follows: (1)
The portion of the volume variance resulting from
a difference between practical capacity and expected annual capacity (an anticipated permanent
volume variance) should be treated as a product
cost and prorated between inventories and cost of
goods sold, and (2) the volume variance arising
from a difference between expected annual capacity
and actual capacity (an unanticipated volume variance) should be treated as a period cost and
written off against income. Exhibit 3 depicts this
breakdown of the total volume variance.
If, however, the activity cycle of the business is
defined as a multi -year period of time, normal or
average capacity becomes the relevant concept. In
that case, the total volume variance should be
broken down into three parts and treated as follows:
(1) The portion of the volume variance resulting
from a difference between practical capacity and
normal capacity (an anticipated permanent volume
variance) should be treated as a product cost and
prorated between inventories and cost of goods sold;
32

p

(2) the portion of the volume variance arising from
a difference between normal capacity and expected
annual capacity (an anticipated temporary volume
variance) should be treated as a temporary difference, through a balance sheet deferral, which will
tend to balance out over the multi -year period; and
(3) the portion of the volume variance due to the
difference between expected annual capacity and
actual capacity (an unanticipated volume variance)
should generally be written off as a period cost.
This breakdown is illustrated in Exhibit 4.
The proration of the anticipated permanent
volume variance associated with the multi -year
viewpoint, or the anticipated permanent volume
variance associated with the organization which
views the activity cycle as a one -year period, is
necessary so that production will be costed at an
amount approaching full cost. The common expectation would be that practical capacity would
normally exceed both normal capacity and expected
capacity and that proration would be needed to
Continued on page 36
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PERFORMANCE
ACCOUNTING
The future role of the management accountant, as an evaluator
and diagnostician of internal operations, will require that he be
creative in fashioning effective yet simple information systems.

By Morton Cotlar
A new tool which the modern management accountant can use in the performance of his accounting activities is a performance- monitoring information system. Originally developed for project
management, the system to be described can be
readily applied to any operation where specific
milestones of accomplishment can be defined., It
provides a simple means for measuring performance
in terms of time and effort and it includes a graphic
display of plans and the extent of their realization.
From the visual display, predictions can be made
and achievements can be quickly assessed.

Defining Performance
One of the classical difficulties in project management has been the valuation of accomplishment.

It has always been relatively easy to find the incurred cost of the achievement and the time it takes
to achieve it, but the question of its real value has
usually remained unanswered. Hence, performance
accounting must deal first with a clear identification
of each element of a major accomplishment; then
the time and effort to achieve each element must
be measured.'
T11e program begins with the determination of
the value of the project while it is in the planning
phase. The units which are used to measure tliat
value are represented by a set of time and cost
planning parameters. If the project is defined at
the outset in terms of estimates of the various re•
t
The system described in this article was developed by the author
and was very successfully used on a major weapon system project,
See Morton Cotlar, "Three Score and Ten Years After Gantt,"
Decision Sciences in Instruction and Application, Elliot, Pyun,
Rosser (Editors), American Institute for Decision Sciences, 1972.
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"A better
coordinate
frame which
plots `progress'
against cost
for its
achievement."

Exhibit 3
ESTIMATED PROGRAM COSTS
Time
period
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
Totals
Cumul.
Percent
comp letion

A
.5
.5
1.0
1.0

B

.5
.5
1.5
1.5
1.0
1.0

Tas ks and costs
(tho us and s o f do llars )
E
C
D

.5
.5
1.5
1.5
2.0
2.0

.5
.5
.5
.5
2.5
2.5
3.5
3.5
2.5
2.5

F

1.0
1.0
1.5
1.5
2.5
2.5

Percent
Totals
Cum. of budget
Period

G

.5
.5
2.0

.5
5

3
3

6
9

8
17

19
36

10
_
46

3
49

1
50

6

18

34

72

92

98

100

_

device is a

.5
.5
1.5
1.5
2.0
2.0
3.0
3.0
2.5
2.5
2.5
2.5
4.5
4.5
4.0
4.0
3.0
3.0
2.5
5
50 .0

.5
1.0
2.5
4.0
6.0
8.0
11.0
14.0
16.5
19.0
21.5
24.0
28.5
33 .0
37 .0
41.0
44.0
47.0
49.5
50 .0

1
2
5
8
12
16
22
28
33
38
43
48
57
66
74
82
88
94
99
100

radial measure. This graphic display can most easily
be understood through a simple example. Suppose
a program consisting of seven interrelated tasks is
planned for execution as shown in Exhibit 3. Each
of the seven tasks (A through G) is expected to
take a definite span of time, covering a number of
time periods to complete. During the time span of
measures.
One possible device is a simple coordinate frame each task, the expenditures happen to be spread at
(see Exhibit 1); each point on a two - dimensional a nonuniform rate. The overall budget for the proplane defines a "monetary-time pair." Relative gram totals $50,000. Cumulative or percent of budposition is an indication of desirability of one point get can be defined as the accumulation of time periover others. For example, point A has the same od or budget costs (at planned values) so that 100
monetary value as point C ($1), but has one -third percent of all costs will be expended in the last
of point C's time value; point B has three times the time period. Cumulative or percent completion can
monetary value of either point A or point C, how- be defined as the accumulation of completed -task
ever, it has twice point A's time value and two- costs (at planned values) so that the 100 percent
thirds of point C's time value. Thus, points low point is achieved at the completion of the last task.
The data can then be plotted with "the percent
and to the left may be preferred, but whether "low"
of budget" as the ordinate and "percent compleis better than "left" depends on other factors.
To get around this difficulty, a combination tion" as the abscissa (see Exhibit 4) . Thus, the
measure for each point, its distance from zero (see percent of budget cost for each task is plotted
Exhibit 2), might be considered. But this distance against the percent completion for each task in a
also has direction, which gives each point a dif- sequence of coordinate points. Point A is plotted as
ferent value, even though both are equidistant from (6, 8) while B is (18, 28), C is (34, 38) and so
the zero point. For example, point E may be more forth for corresponding time increments. Planning
"valuable" than point D, since it represents an lines are drawn to connect the coordinates of each
achievement which costs half as much as point D, task from point A to point G. Intermediate time
yet it is delayed only one week longer than point D. points can then be marked along the planning line
The consideration here might be that a flatter angle at arbitrary (perhaps equal) segments, or according
is to be preferred over a steeper one under some cir- to the budgeted cost for each period.
cumstances but not others.

sources required, then these can be combined into a measure of worth. Unfortunately, these resources are not commonly measured in compatible
terms; monetary values (e.g., dollars) and time
values (e.g., weeks) are not additive. Consequently,
a device is needed to combine these two kinds of

Performance Monitoring

A Planning Graph
A better device is a coordinate frame which
plots "progress" against cost for its achievement.
The "cost- progress" frame associates costs with
sequential milestones, and encompasses time as a
34

As the program is implemented and expenditures
are incurred, the planning graph can be updated to
show the extent of progress toward completion. See
Exhibit 5. To continue the example, assume that
the following costs in thousands have been incurred
MANAGEMENT ACCOUNT ING /AUGUST 1975

during the first 11 reporting periods. Also, task A
is completed in period 5, task B is completed in
period 9, and task C is completed as scheduled in
period 10.
Cumulative
Costs
Percent
.3
.6
.6
1.2
1.4
2.8
2.5
5.0
4.1
8.2
6.1
12.2
8.6
17.2
11.6
23.2
16.5
33.0
17.5
35.0
20.0
40.0
$

Costs
.3
.3
.8
1.1
1.6
2.0
2.5
3.0
4.9
2.5
2.5
$

Period
1
2
3
4
5
6
7
8
9
10
11

The data would be plotted against the plan after
each of the 11 periods. Progress is shown as tasks
completed or milestones reached and is plotted
horizontally. Cost is plotted vertically at each
successive progress position. Relative performance
is indicated by the dash lines connecting actual
costs with budgeted costs for each period. Thus,
from the first through the fourth period, with no
milestones reached, expenditures are plotted vertically above the zero progress value. At the fifth
period, with milestone A' reached, the cumulative
expenditures are plotted along the vertical line
representing milestone A'. Note that the milestone
is reached one period later than scheduled. Similarly, periods six through eight expenditures are
plotted along the vertical line representing current
achievement. At period nine, the expenditures reflect accomplishment of milestone B', also one
period later than scheduled, as a lateral plot representing cumulative expenditure of 33 percent of the
budget.

Control from Graphics
The graph plotted from "actuals" superimposed
on the "plan" presents several elements of valuable
information. For example, the vertical height of the
actual line above the plan (at any point) is a
measure of cost overrun. It may be read directly as
percent of cost overrun which can be projected to
completion. Conversely, actuals below the plan
would indicate underrun.
Also, the graph shows schedule variance through
each directed ray which connects updating points
on the actual plot to the plan plot. The "status
rays" depict schedule slippage through their components. The vertical component of the status ray
reflects the variation of actual cost from the plan.
This is read directly as an indication of adherence
to budgets. Status rays which lie above the plan
and which are directed upward to the right show
expenditure below budget. Status rays directed
downward portray expenditures exceeding budget.
(For status rays lying below the plan, the relationships are reversed, but similar.) The horizontal
component of the status ray reflects the variation
MANAGEMENT ACCOUNTING /AUGUST 1975
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"But as the
sophistication
of analysis
increases, a
mechanistic
method
becomes
appropriate."

of actual progress from the plan. Status rays
emanating from an actual point lying to the right
of the plan point indicate productivity above expectation. (Note milestone C'.) Conversely, status
rays directed toward the right would indicate inadequate productivity. (This relationship is true
for status rays either above or below the plan.)
Still another way to consider the graph is to
recognize that changes in slope of successive status
rays indicate trends in performance. In addition,
the rates of change in their slope can be very useful
in foretelling difficulties. For example, if several
successive status rays above the plan show a rapidly
decreasing slope from positive to negative, then a
situation of under - spending and under - progressing
is becoming one of over - spending for the amount
of progress achieved. If such a trend continues, the
ultimate result will be an on- schedule but over.
expended program. The rate at which these rays are
changing slope permits a forecast of when the
vertical condition will be reached. Of course, further continuation of this trend would produce an
ahead -of- schedule but over -spent status.

Automated Information
The effectiveness of this control information
depends on the depth of analysis which it stimulates. But as the sophistication of analysis increases,
a mechanistic method becomes appropriate. For
example, Exhibit 5 shows at period five an under expending and under - progressing situation which is
worsening in progress. This may be attributable to

slow progress due to under staffing, as suggested by
the low expenditure rate. Schedule slippage of one
period will probably increase if the slow progress is
not corrected.
A calculus approach, dealing with changes in
slope (and the rates of such change) of status rays,
would be facilitated by a computerized system.
Data inputs could be easily processed to construct
the initial planning graph, while successive updates
could reflect the current performance and produce
predictions based on second derivatives of the data.
As automated data are converted to analyzed information, actions are more clearly indicated such
that the situation may be improved. This in turn
develops new data which highlight the effectiveness
of the control information. This could bring actual
status closer to plan, and might even cause some
overshoot back and forth along the plan path.

Conclusion
The future role of the management accountant,
as an evaluator and diagnostician of internal operations, will require that he be creative in fashioning
effective yet simple information systems. He should
be able to fashion or adapt performance monitoring
information systems such as the one described here,
by which he might control the overall performance
within his organization. His control tools should
not deal with monetary measures exclusively, but
should also consider time, effort, and productivity.
His focus on the operation should be supplemented
with a concern for his own effectiveness.
❑

ACTIVITY LEVELS AND THE DISPOSITION OF VOLUME VARIANCES
Continued from page 32
insure that production would not be chronically
undercosted.
A full proration of the total volume variance
arising from the difference between practical capacity and actual capacity would, however, incorporate into product cost some amounts which should
not be associated with the product. From the multiyear viewpoint, prorating the anticipated temporary
volume variance would be inconsistent with the
long -run perspective from which normal capacity
was derived. Further, from both the multi -vear and
the single -year position, the prorating of the unanticipated volume variance would result in the assignment of costs to products which normally should
be recognized as period costs.
In effect, the use of practical capacity should be
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discounted as a generally valid basis for assigning
fixed overhead to production for financial accounting purposes. The procedures recommended here
for disposing of the volume variance associated with
the use of practical capacity provide results approximating those obtained when expected capacity
is initially used (the single -year viewpoint) or when
normal capacity is initially used (the multi-year
viewpoint) to determine the fixed overhead rate.
Conclusion
While the volume variance is commonly treated
as a single amount which is disposed of according to one of the three options described above,
it actually consists of segments which are determined by the activity level chosen. Each of these
segments should be analyzed and disposed of separately, according to its nature.
❑
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LIFE INSURANCE
ACCOUNTING
Accounting in a life insurance company, although it little
resembles general corporate accounting, does serve the needs of
its many audiences.

By Charles A. Hanson
If we were insuring a thousand houses —each valued
at $10,000— against loss from fire, and statistics had
shown us that one house would bum during the
year, we could charge a $10 premium to all of the
home owners. This would be the net premium and
would make us come out even at the end of the
year. As we are running a business and not a charity,
we would probably charge a premium in excess of
$10, say $15, to enable us to pay a commission,
premium taxes, other expenses, and finally to realize
a profit for the company. Also, the tables showing
us that one of the thousand houses would bum
would probably incorporate a safety factor: perhaps
only one house in 1,100 burns. The method in life
insurance would be similar.
If we were talking about a $10,000 one -year term
for men at age 25, and our mortality tables showed
us that two of the 1,000 would die during the year,
we would need $20 for the mortality portion of the
premium in order to pay the beneficiaries of the
two deceased insureds. The big difference in fire
insurance and life insurance, however, is that each
year as the insured gets older, there is more likelihood that he will die. The mortality portion of the
premium under one -year term insurance would
therefore gradually increase between ages 25 and
99 from $20 to $10,000. Of course, the "average"
man at age 99 could hardly afford to pay a $10,000
premium for a $10,000 policy, so the answer is level
premium life insurance. Here we 'overcharge', so
to speak, during the early years and invest the excess
reserve to earn interest. These funds grow so that
at the death of the insured his policy value will
reach its expected maturity value.
Statutory Accounting
There are at least three different methods of
accounting employed by life insurance companies.
The first and basic method is called statutory accounting, or sometimes regulatory accounting. This
is the method prescribed by the state regulators and
is the basis of the other accounting methods emMANAGEMENT ACCOUNTING /AUGUST 1975

ployed. The second method by which financial results are determined is the adjusted basis, or GAAP
reporting, and the third is called the tax accounting
method.
State regulators prefer an insurance Company to
keep its books on a cash basis, making ledger entries for all assets, and keeping a "balance" account for most of its liabilities. When it is realized
that the far and away number -one liability is reserves, and that reserves change from day to day,
it is not surprising that a company does not attempt
to put this liability on the books., It is much easier
to inventory it at accounting reporting dates rather
than attempting to update the liability from day
to day as it changes.
WHY STATUTORY ACCOUNTING?

The principal purpose of statutory accounting is
to monitor a life insurance company at all times
to see that it maintains solvency. For this reason
many of its assets are titled "not admitted" assets.
Furniture, fixtures, and office supplies fall in the
"not admitted" category of assets because it is
theorized you cannot pay claims with these items.
Inasmuch as these charges are taken immediately
out of surplus rather than put up as assets and
then depreciated, they are expensed initially as the
investment is made. Other types of not - admitted
assets include loans to agents and amounts due from
agents for various reasons. These are set up as ledger
assets in order to have a control on them for the
time when repayment is made. The entire asset,
however, is not admitted by making a direct charge
to surplus.
Statutory accounting differs significantly from the
traditional accrual method used in other businesses
in that the heavy first -year acquisition costs connected with sales of new life insurance are immediately expensed. The bulk of these expenses consists
of commissions which frequently exceed 50 percent
of the first year premium. If a company sets up
conservative reserves, that is, straight net -level pre-
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t
Reserves are the present value of future benefits minus the present
value of future net premiums.
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"Typically, a
large company
will have all
of its policies
and contracts
on a
computer."

mium plan reserves, then a good sales year should
result in a drain on surplus because the reserves
are set up on the initial premium, most of which is
paid out in commissions.e
REPORTING ACCRUALS

In the statutory method, books are kept on a
cash basis, and financial reports issued at the end
of the year are purported to be on an accrual basis.'
The transition from cash to accrual is made by inventorying certain items and making worksheet adjustments rather than booking accrual entries. One
of the largest accruals is for insurance premiums due
and deferred. Reserves on the liabilities side are calculated as of the statement date based on the assumption that premiums have been paid to the next
anniversary. Therefore, it is necessary to determine
the deferred portion of the premium to compensate
for the inflated reserves. Also, assets and liabilities
are set up for investment items due and accrued or
paid in advance and in the expenses area the unpaid
bills and unpaid taxes are set up as liabilities and
the corresponding expenses are similarly adjusted.
LIABILITIES

tions are recorded for maturities, annuity benefits,
disability benefits, surrenders, and interest on funds
left with the company. Also reported are payments
on supplementary contracts (that is, death or maturity proceeds left with the company to be paid
out in installments) and dividend accumulations
surrendered. Finally, the net increase in the aggregate reserves from one year to the next is shown as
one amount.' These deductions all add up to the
benefits paid or credited to policyholders.
Next, expenses (including commissions to agents)
and taxes are deducted along with the policyholder
benefits. The resulting figure is the net gain from
operations before dividends to policyholders and
federal income taxes. Deducting these latter two
items leaves net gain from operations, which amount
is added to the surplus account.
5

GAAP Reporting
Now let us turn to the second method of determining financial results — originally called "adjusted earnings" and now known as "GAAP Reporting. Under GAAP reporting methods, there
are several changes on the asset and liability sides
of the statutory balance sheet worth noting.
" 6

will

will

The liability for the aggregate reserve for all life
insurance policies and annuity contracts is de- ASSET SIDE
The asset side of the statutory balance sheet will
termined actuarially at each statement reporting
be
changed in two important aspects. A sizable
date. Typically, a large company will have all of its
be set up for unamortized acquisition expolicies and contracts on a computer. The master asset
penses.
Under
statutory accounting, the costs of
record will contain anniversary dates, premium
underwriting
and
the heavy first -year commissions
amounts, and premium "paid -to" dates. From this
were
expensed
immediately;
now most of these costs
data, programs are written to produce the pieces
will
be
deferred
and
recognized
during the premium that add up to the total liability for all of the compaving
term
of
the
life
insurance
contracts.
pany's policies. In addition to the non - ledger reThe second change on the asset side
be to
serves, the company also sets up a non - ledger liability
for unpaid claims, including claims incurred but admit the previously "not admitted" assets. This
unreported. A liability is also established for the includes furniture and equipment, and amounts due
from agents. The former will be reduced by denext calendar year's dividends to policyholders.
preciation and the latter by a reserve for bad debts.
INCOME STATEMENT

The income statement under statutory accounting
is called the Summary of Operations. Under income,
revenue premiums, proceeds left with the company,
net investment income, and other miscellaneous
receipts are reported. Deductions from income include the cash payments for death benefits reported
on an accrual basis by adjustment for the beginning
and ending outstanding claims. Similarly, dedue-

r

State regulators d o permit the use o f mod ified preliminary-term
first -year reserves and this method tends to mitigate the heavy
firs t -year expenses and even permit a new c omp any to sho w s ome
rofits in connectio n with a large volume of new business.
Und er the ad justed method , refinements are necessary to b ring
the statutory statements up to the stand ard s for generally ac cep ted
accountint{ principles.
4 The total reserves o f a company is the aggregate o f the individ ual
res erves on all polic ies in forc e. They. are also the reserves as of
the end of the previous year (terminal reserves) plus the net
premiums for a year, p lus a p ear' s "tab ular" interest, minus the
tabular cns t of mo rtality (the living pay fo r the dead ), and minus
the reserves on those policies terminated whether by death, stirrender, or conversion.
Other direct surplus adjustments include changes in "no t admitted " assets, c apital gains and losses, changes in investment or
polic y reserves no t otherwise includ ed in the S ummary of O perations, and, in the case of stock companies, a deduction for
dividends to stockholders.
6 in the past, analysts used vario us method s of ad justing life co mpauy results. But no w, sinc e the AIC P A audit guide was released
at the end o f 1972, all s to ck co mp anies s ho uld 6e publishing bo th
statuto ry and ad justed earnings. See Ind us try Audit Guid e, Audits
of Stock Lile Insurance Companies, AICPA, New Yo rk, N.Y. , 1972.
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LIABILITY SIDE

One big change on the liability side concerns
life insurance reserves. Under statutory accounting,
the reserves were determined by using conservative
mortality assumptions, equally conservative investment yield anticipations, and different expensing
methods. Under GAAP accounting, different reserves will be substituted. Here the reserves will be
recalculated using more realistic assumptions for
mortality, interest and expenses, and an assumption
for voluntary withdrawals (lapses or surrender) . The
net result therefore produces substantially lower reserves. A liability will also be set up for deferred
taxes because of the timing differences between
realizing profits under CARP accounting and under
tax accounting. Last, on the balance sheet, a different surplus will be shown to reflect the adjusted
amount. The adjusted surplus will, in all likelihood,
be considerably larger than the statutory surplus,
since assets are increased by the unamortized acquisition costs, and liabilities are reduced by using
smaller reserves (net of the deferred taxes).
Continued on page 42
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MINIMUM REQUIRED
PAYMENT OF ESTIMATED
FEDERAL INCOME TAX
It is, therefore, imperative that management accountants have an
effective tool to systematically program estimated tax payments
in a way that will honestly discharge the liability, but at the least
cost to the corporation.

By Larry N. Shaub
As management accountants in an era of spiraling
production costs and inflation interest rates, we
know that a dollar collected today is more valuable
than a dollar received tomorrow. Our awareness of
the importance of discounting and cash flow planning is reflected in many of our everyday decisions— Should we lease or purchase this asset? —
Should we discount this contract with a factor? —
Should we "floor- plan" our inventory? We must,
therefore, be constantly alert to new methods which
increase our company's cash flow and we should
relentlessly explore new avenues to accelerate the
collection of monies, and to defer the disbursement
of monies to a future date. In this article, we will
explore yet another too] which the management
accountant can utilize in corporate cash flow planning. It is a systematic method of computing the
minimum amount of required estimated federal
income tax payments. The objective of the method
is to increase the cash flow so it may be channeled
into the corporation's income - producing cycle.

The Problem

estimated tax as the excess of the estimated
corporate federal income tax liability over the sum
of:
1. Various estimated credits, such as investment
tax credit and foreign tax credit; and
2. The amount of the corporation's "temporary
estimated tax exemption" for such year (with
minor exceptions, $2,200 for taxable years beginning in 1975).
Section 6154 also states that once the estimated tax
requirement of $40 or more is met, such estimated
tax is payable equally over the number of installment payment dates remaining in the taxable year.
Such installment dates are the fifteenth day of the
fourth, sixth, ninth, and twelfth months of the
corporation's taxable year.

L. N. SHAUB
Indianapolis Chapter
1974, is a Partner in the
CPA Firm of Shaub and
Company,
Indianapolis, Ind. Mr.
Shaub, a CPA and a
Director of the
Indianapolis Chapter,
holds a B.S. degree
from Indiana
University.

The Newman-Redford Corporation
Perhaps a hypothetical example would be useful at this point to clarify the application of Section 6154 (and Form 1120 -W) . The Newman Redford Corporation is a calendar year taxpayer
and it had a 1974 federal income tax liability, net
of credits, of $713,500. Management expects the
1975 taxable income to be $2,300,000, with a
resultant expected federal income tax liability of
$1,097,500. The Corporation's accounting staff
computed the 1975 estimated tax according to
Section 6154 and Form 1120 -W, as follows:

This article was
submitted through the
Indianapolis Chapter.

Section 6154 of the Internal Revenue Code of
1954 dictates the parameters to be used for determining the amount and timing of payments of
corporate estimated federal income tax. As an aid
to the corporate taxpayer, the Treasury has produced Form 1120 -W (Worksheet), which should
enable the corporate taxpayer to compute its required estimated tax payments in compliance with
the statutory framework of Section 6154. To insure Expected 1975 federal income tax
liability (net of all expected credits) $1,097,500
that every corporate taxpayer has the opportunity
Less
1975 "temporary estimated tax
to use Form 1120 -W, it is included in the basic
exemption"
2,200
year -end tax package mailed to most corporate tax$1,095,300
payers. Thus, the management accountant need Estimated tax per Section 6154
not look for Form 1120 -W, it is looking for him.
Section 6154 states that every corporation subject This reduces to a quarterly required estimated
to taxation shall make payments of "estimated tax" federal income tax payment of $273,825, leaving
if its estimated tax for a taxable year can reasonably an estimated balance due at year end of $2,200.
be expected to be $40 or more. Section 6154 defines The President of Newman - Redford, upon reviewMANAGEM ENT ACCOUNT ING/AUGUST 1975
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"What
happens if
we do not pay
$547650 by
1

June 15,
1975 ?"

ing his accounting staff's computations, commended his staff for an accurate compliance with
the tax law. However, upon leaving the accounting
department, he was heard to mutter: "How can
we possibly pay $547,650 to Uncle Sam by June
15, 1975, when our expected net income through
May 31, 1975, is only $440,000!" See Exhibit 1.
Form 1120 -W makes the computation of required estimates by the corporate taxpayer a very
simple "follow- the - line" procedure. However, as
witnessed in the Newman- Redford example, strict
compliance with Section 6154 and Form 1120 -W
can produce a very stringent hardship on a corporation's cash flow position.
The Sting

650 by June 15, 1975 ?" The staff researched the
Federal Income Tax services, and discovered that
Section 6655, "The Enforcer," explains the treatment to be expected by those corporate taxpayers
who do not comply with Section 6154 in its entirety. The staff summarized subsections (a), (b),
and (c) of Section 6655 as follows:
(a)

In the case of an "underpayment" of estimated tax by a corporation, except for subsection (d), the I.R.S. will make an "addition
to tax" at six percent per annum upon the
"amount of the underpayment," for the
"period of the underpayment;"
t

Public Law 93 -625 has amended Section 6655 to increase the
"ad d itio n to tax" (penalty) to an annual rate o f nine percent, or
at the Secretary of the Treasury's discretion, annually adjusted
rate dep endent upo n the p rime interes t rate effec tive Sep tember of
each year. This amendment is effective for a liability for the
"ad dition to tax" generated o n o r after July 1, 1975, or fo r a
1975, whic h remains an o utliability generated prior to ,11m
ulyy1,1,1975.
standing liability on o r after
I

After a long sleepless night, the President walked
bleary-eyed and ulcer- stricken into the accounting
department the following morning. His only comment was, "What happens if we do not pay $547,-

Exhibit 1
ESTIMATED FEDERAL INCOME TAX PAYMENT WORKSHEET (1975)
Input data
1. 1974 federal income tax liability of $713,500
2. "Estimated tax" for 1975 of $1,095,300 (net of $2,200 exemption)
3. No actual tax credits accumulated in 1975
4. Actual taxable income for 1975, computed on a monthly basis:

1,100
1,100
$1,097,500

6655(d)(1)
177,825
177,825
177,825
355,650
177,825
533,475
177,825
711,300

193,100
193,100
$1,097,500

$

132,390
132,390
$1,097,500

$

Minimum required payment program
Minimum required payment
Installment date
63,540
April 15, 1975
63,540
June 15, 1975
224,820
Sept. 15, 1975
359,400
Dec. 15, 1975
711,300
Total estimated tax payments
193,100
March 15, 1976 (t /2 due)
193,100
June 15, 1976 (t /2 due)
$1,097,500
Total payments of federal income tax
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6655(d)(3)
63,540
63,540
63,540
127,080
224,820
351,900
480,821
832,721

$

$

Form 1120 -W
273,825
273,825
273,825
547,650
273,825
821,475
273,825
1,095,300

$

4/15/75
Cumulative
6/15/75
Cumulative
9/15/75
Cumulative
12/15/75
Cumulative
Balance Due:
3/15 /76 ( t /2 )
6/15/76 ( t /2 )
Total payments

$

Worksheet
Installment Date

Cumulative total
30,000
90,000
170,000
280,000
440,000
620,000
920,000
1,280,000
1,640,000
1,980,000
2,225,000
2.300,000

Income
30,000
60,000
80,000
110,000
160,000
180,000
300,000
360,000
360,000
340,000
245,000
75,000

$

Month
Jan. 31
Feb. 28
Mar, 31
April 30
May 31
June 30
July 31
Aug. 31
Sept. 30
Oct. 31
Nov. 30
Dec. 31

80% Rule
219,060
219,060
219,060
438,120
219,060
657,180
219,060
876,240

110,630
110,630
$1,097,500

Alternative used
Section 6655(d)(3)
Section 6655(d)(3)
Section 6655(d)(3)
Section 6655(d)(1)
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(b) The "amount of the underpayment" is the
excess of 80 percent of the tax shown on the
return for the taxable year, over the amount,
if any, of the installment payments for the
year (figured as of each installment date);
(c) The "period of the underpayment" shall run
from the date that the installment payment
was required to be paid to the earlier of the
fifteenth day of the third month following
the close of the taxable year, or the date on
which such underpaid estimate is paid, if
made up in a subsequent installment.
The accounting staff reported its findings back
to the President. The staff's computations showed
the amount of the penalty which assumes that the
Corporation will not meet the first or second
quarter estimated tax payments, and that the projected $1,097,500 tax liability for 1975 will be the
tax shown on the return for 1975. The computations were as follows:
Expected 1975 federal income tax
liability
$1,097,500
Less temporary estimated tax exemption
2,200
Estimated tax
$1,095,300
Rate, per Section 6655
X 80%
L 876.240
Amount required per installment date
($876,240/4)
= $ 219,060
Payment to be made on or before April
15, 1975
—0—
Amount of underpayment
$ 219,060
Rate of addition to tax
X 6%
$ 13,144
Period of underpayment (Assume that
it is not made up subsequently.)
X 334/365
Addition to tax
12 026
Similar computations for the second quarter underpayment reflected an addition to tax of $9,858,
and thus a total non -tax deductible addition to tax
(penalty) of $21,884.
The President reviewed the "penalty" computations, and appeared to be mildly disgusted at the
prospect of probably having to pay an approximate
$22,000 penalty. However, lie did realize that the
penalty could be avoided should the Corporation
have sufficient cash to pay on an 80 percent expected tax basis, rather than the 100 percent basis.
The President then glanced at the fine print of the
staff's summary of Section 6655, and noticed the
phrase "except as provided in subsection (d)." He
urged his staff to research "this subsection (d),"
and that's when Section 6655, "The Enforcer,"
became Section 6655, — "The Savior."
The Savior
Section 6655 (d) states that the "addition to
tax," with respect to any underpayment of estimated income tax, shall not be imposed if the
total cumulative amount of estimated tax payments
as of a particular installment date equals or exceeds whichever of the following is the smaller:
MANAGEMENT ACCOUNTING /AUGUST 1975

1. The federal income tax shown on the income
tax return of the corporation for the preceding
taxable year, if a return showing a liability for
tax was filed by the corporation for the preceding taxable year, and such preceding year was a
taxable year of twelve months (such total federal income tax is to be divided pro rata over
each of the four installment dates);
2. An amount equal to the tax computed at the
rates applicable to the taxable year, but otherwise on the basis of the facts shown on the return of the corporation for, and the law applicable to, the preceding taxable year;
3. An amount equal to 80 percent of the tax for
the taxable year computed by placing on an annualized basis the taxable income:
a. For the first three months of the taxable
year, in the case of the installment required
to be paid in the fourth month;
b. For the first three months or the first five
months of the taxable year, in the case of the
installment required to be paid in the sixth
month;
c. For the first six months or for the first eight
months of the taxable year, in the case of the
installment required to be paid in the ninth
month; and
d. For the first nine months or for the first
eleven months of the taxable year, in the case
of the installment required to be paid in the
twelfth month of the taxable year.

"The President
then glanced
at the fine
print of the
staff's
summary of
Section 6655

The accountants, elated with the encouragement
provided by Section 6655 (d), rushed into the
President's office with their findings. The President
reviewed the summary, and made the following
quite pertinent comments (after cancelling his
April 15 and June 15 reservation for Mexico City) :
1. A corporation should initially program its estimated federal income tax payments in reference
to Section 6655 (d) . Form 1120 -W, as an expression of Section 6154, should not be used as
a tool for paying estimated federal income tax;
2. After computing the lowest required estimated
federal income tax payment according to Section
6655 (d), computations should also be made for
the net -of -tax effect of not making the required
payment, paving the "addition to tax" (six percent, non - deductible), and channeling such unremitted funds into the production cycle, with
a projected rate of return on the funds as a
factor in the computations;
3. Such a systematic, rational program of computing estimated federal income tax payments
to increase cash flow can be accomplished at
each installment date, given the following data:
a. The corporation's prior year's federal income
tax liability,
b. The corporation's "estimated tax" for the
current year,
c. The corporation's actual cumulative taxable
income for the current year on a monthly basis,
and
41

"it would be
prudent to . . .
pay the
addition to
tax."

d. An estimate of the corporation's rate of return on an invested dollar for the current year.
During 1975, the accounting staff prepared the
estimated income tax payment program as outlined
in Exhibit 1. The exhibit reflects the required
estimated federal income tax payment at each installment date under various alternatives, computed
so as to avoid imposition of the six percent addition
to tax. The "Minimum required payment program"
is a summary of these minimum required payments.
However, if the "net rate of return" for a particular
installment payment exceeds the six percent addition to tax imposed upon the underpayment (by
electing not to remit the required payment to avoid
the addition to tax), then it would appear

economically wise to not make such required payment. It would be prudent to channel such amount
into the productive cycle and pay the addition to
tax.
Conclusion
As corporate profits increase, the resultant federal income tax liability of the corporation will likewise increase. It is, therefore, imperative that management accountants have an effective tool to
systematically program estimated tax payments in
a wav that will honestly discharge the liability, but
at the least cost to the corporation. The approach
reflected in Exhibit 1 provides a more meaningful
method than the standard Form 1120 -W (Worksheet) approach.
❑

LIFE INSURANCE ACCOUNTING
interest paid. The result is net taxable investment
income and is commonly referred to as a company's
Phase I tax base.
OPERATING STATEMENT
Phase II includes income from all sources includThe adjusted operating statement will conform to
ing
investments, and is reduced by all charges
the balance sheet changes. In this respect a different
against
the company, including the increase in reincrease in reserves will be shown; smaller comserves,
payments
to policyholders and beneficiaries,
missions and expenses will be shown; a figure will
and
other
deductions
for expenses. A deduction can
be shown for amortization of previously deferred
also
be
taken
for
dividends
to policyholders, but this
costs; and federal income taxes will be changed if
deduction
is
limited
to
an
amount which will not
any deferred taxes were shown on the balance
produce a Phase II income that is more than $250;
sheet.
Another change from the statutory operating 000 below the Phase I base.,
A company's taxable income is the lesser of Phase
statement is the inclusion of net realized gains or
I
or
Phase II plus 50 percent of the excess, if any,
losses from sale of investments before arriving at the
of
Phase
II over Phase I. This recognizes that if
net income figure. Under statutory accounting, these
gain
from
operations is the larger, the long -term
are netted with the unrealized gains and losses as a
nature
of
life
insurance contracts makes the future
surplus change. Management has considerable conprofits
uncertain.
Therefore, only half the gain is
trol over the sale of assets, and because only realized
currently
taxed
and
the other half is deferred and
gains and losses will be included in adjusted earncalled
the
Phase
III
base. Phase III income is acings, some critics of adjusted earnings say that they
cumulated in a special policyholder's surplus acare tantamount to "managed" earnings.
count and is not available for payment of dividends
to stockholders until it has been taxed.
Income Tax Accounting
Although the life insurance industry is taxed on
Conclusion
its gain from operations (determined by tax methAccounting in a life insurance company, although
ods) the long -term nature of the life insurance conit
little resembles general corporate accounting,
tracts is recognized by the government. To allow
does serve the needs of its many audiences. The
for long -term uncertainties, the income tax accounting method treats revenue as resulting from three state regulators swear by the statutory accounting
different sources or "phases ". A company's Phase I method because it measures the company's degree
of solvency. Investors are more interested in adjusted
income is first determined. This includes all investment income, including unearned interest (in ac- earnings because it makes price /earning ratios more
cordance with the "claim of right" doctrine) re- comparable. The income tax method takes into conduced by the policyholder's share of interest, and by sideration long -term contracts and their effect on
future profits. 'Therefore, anyone who comes into
contact with life insurance accounting should be
r This limitation was established to prevent companies from esvaping taxation altogether by paying out excess dividends to policyaware of the various methods and differences. ❑
holders.

Continued from page 38
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DEFLATING
LONG -TERM
CONTRACT COSTS
Discounting —or deflating— current costs to their equivalents at
the budget time is the key to restoring the efficiency of budgetary
control on long -term contracts.

By )aroslav P. Bures

variances between actual and estimated cost resulting from inflationary increases in prices of almost
Cost control on long -term construction contracts all commodities— including labor costs —makes it
through budgetary control has been for a long time impossible to continue the control by method of nean accepted management tool. By substituting the glect and omission.
original cost estimate for budgeting data on an inManagement now tends to seek profit protection
dividual contract, it was always possible to control through cleverly worded escalation clauses added
and evaluate the incurrence of contract cost at the to the body of contracts. Although such a ploy may
time of cost commitment. Variances from the be satisfactory in terms of profit maintenance, it is
original budget estimate were determined and in- not adequate for reliable evaluation and control. To
corporated into expected final cost of the whole be successful, management must prevent falling into
project and simultaneously evaluated when the com- the embarrassing position where it has to accept inmitments were made. In an economy plagued by an flationary cost change as the perennial justification
accelerating inflation, however, the conveniences for contract cost overruns. Obviously, a performance
and effectiveness of budgetary control are sub- deterioration can go unrecognized under the disguise
stantially lessened.
of cost inflation.
Placed in a different perspective, the budgetary
Why a New Approach?
control problem represents the dilemma of evaluBudgetary control for fiscal purposes can be ating the difference between cost estimated months
adapted to accommodate the changing level of cost —and sometimes years —ago, and cost incurred toby refining or adjusting the base of the variable day. To preserve the effectiveness of the budgetary
budget to reflect cost escalation. Budgetary control control a rapid correlation between the two is
for long -term contracts performance lacks that needed. In theory, it should be possible to update
flexibility. The lack of adaptability is inherent to the and revise the budgetary data to the same level as
different nature of control being sought. In fiscal at the date of actual incurrence and contract cost.
control the emphasis is on measurement of flow of The multitude of budgetary changes that would be
repetitive cost against the budget over a prede- required over the life of a long -term contract and
termined time period (month or year). Contract the resulting lack of consistency in estimating the
control attempts to determine the variance between eventual total cost of the contract make such apthe original estimated cost of a contract task (usu- proach rather difficult. Where the accountant operally a bid price) and the actual cost at the time a ates under the percentage of completion method of
task is either performed or subcontracted.
accounting, the recording and profit determination
When inflationary pressures were both gradual would be hampered by continuous adjustment to
and nominal, it was possible for management either cost associated with revenues previously recognized.
to ignore the variances between estimated and actual
cost caused by inflation, or to compensate for it by Deflating Current Costs
one lump -sum contingency assessment against all
Since in the evaluating process the original concosts of the contract. In today's economy, the size of tract budget serves as a benchmark against which
MANAGEMENT ACCOUNTING /AUGUST 1975
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"The

mechanics of
deflation are
simple . . .

the actuals are measured, it is suggested that actual
costs be modified so that they approximate their
own equivalent at the time the original estimate was
made. Discounting —or deflating — current costs to
their equivalents at the budget time is the key to
restoring the efficiency of budgetary control.
Since in long -term contract administration the
emphasis must be placed on timeliness of the
analysis, the conversion of current cost is required
at the time when expenditures are authorized rather
than after their incurrence. The accountant must
consequently analyze the expenditure authorization
to determine the level of inflationary cost it contains. The effectiveness of the method will depend
on how well he does this.
In recent years most industries have changed
their pricing policies. Purchases and acquisitions
committed today are made either at the terms
known as "Price in Effect at Time of Shipment" or
with current price subject to escalation based on the
same type of price index. Firm price commitments
are becoming rare, and when such commitments are
made, they are made at prices inflated to the level
expected at the time of shipment.
The process of deflating will depend on the type
of price involved. If the commitment is of a "firm
price" type, the deflation must cover the period
from the time of expected future delivery to the

Exhibit 1

time of the original estimate. A "current price"
(with index escalation or price at the time of shipment provision) must be deflated from the current
date back to the time of the original estimate. The
first type of deflation implies the necessity to estimate the change in price levels between now and
the expected delivery time. The second one deals
only with known already incurred changes.
The vehicle of deflation in either case is an appropriate price level index selected from the official
table of wholesale price indexes or, where applicable,
from the table of average hourly earnings of production workers on private non - agricultural payrolls.
Both tables are regularly published by the U. S.
Department of Labor.' The selection of specific index or rate will depend on the kind of business the
company and the vendor or sub - contractor are engaged in and on the kind of expenditure involved.
Frequentiv, the index selected to analvze cost commitments will be the same as the index used by the
company to protect its price to the customer against
impact of inflation.

The Deflation Worksheet
The mechanics of deflation are simple, once the
computational steps are developed. Exhibit 1 is a
worksheet showing computations for commitments
with a firm price at the delivery time. Exhibit 2, a
similar worksheet, shows the application of either
index - escalation or price -at- delivery provisions to current prices. Certain data have been inserted in both
exhibits based on the following assumption:

DEFLATION COMPUTATION WORKSHEET
Line
1
2
3
4
5
6
7
8
9
10

Firm price at delivery date
Index value at original estimate or budget time
(Index code 10.7)
Current index
(Date Nov. 74)
Expected inflation per month as percent of current index
Number of months from date in line 2 to
expected delivery date this line
Date June 15
Estimated percent increase in current index from date in
line 2 to date in line 4 (line 3 times line 4)
Estimated index level at delivery time (line 5 in decimal
plus 1) times current index line 2 (182.5 x 1.04)
Vendors quote divisor (line 6 divided by line 1)
Vendors quote (firm or estimate)
Equivalent estimated cost (line 8 divided by line 7)
Original estimated or budgeted cost
Budget or purchase price variance —to requisition
(line 9 less line 10) favorable

Value
135.4
182.5
0.5
8
4
189.8
1.402
$675,000
$481,533
$500,000
$18,467

Exhibit 2
DEFLATION COMPUTATION WORKSHEET
Line
1
2
3
4
5

Value
135.4
182.5
1.348
$650,000
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The worksheet allows the analyst to arrive at the
equivalent (deflated) cost which is eventually compared to the original budgeted (estimated) cost. The
variance between the final actual cost and the originally budgeted cost of the item is thus segregated
into its true components: variance caused by inflation and variance related to performance (in this
case, a purchase price variance).

Additional Benefits
Two additional benefits are available to the comContinued on page 48

$482,196
$500,000

-

6

Current price level,
Quote at "price at delivery" or index escalation
Index value at original estimate or budget time
Current index
Vendors quote divisor (fine 2 divided by line 1)
Vendors current price
Equivalent estimated cost or budgeted cost
(line 4 divided by line 3)
Original estimated or budgeted cost
Budget or purchase price variance to requisition
(line 5 less line 6) favorable

The item is fabricated structural steel, with
an estimated cost in January 1974, of $500,000. Fabricated structural steel fits the U. S.
Department of Labor Wholesale Price Index
(1967 = 100) Code 10 -7. Analysis is performed in November 1974, and the firm price
for delivery (June 1975) offered by the
vendor is $675,000. 2 In January 1974, the
Index for Fabricated Structural Metal Products was 135.4 (1967 = 100), By November
1974, the Index rose to 182.5. It is further
projected that the Index will continue to rise
through the first six months of 1975 at an
average rate of 0.5 percent per month.

$17,804

i U. S. Department of Labor Wholesale Price Indexes.
s In Exhibit 2, a current price of $650,000 also subject to escalation
based on Code 10-7, has been assumed to be available from
another vendor.
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UNAUDITED
FINANCIAL
STATEMENTS

Unaudited financial statements are, without doubt,
the most widely used means of financial reporting
in existence today. They are prepared in obtaining
lines of credit, reporting to small companies to show
"how they are doing," and in connection with the
preparation of tax returns. Yet, although this activity takes up the majority of the CPA's time and
is a major source of his income, very little has been
written as a guide on this particular topic until
recently.
In March 1974, the AICPA published for its
members a "Guide for Engagement of Certified
Public Accountants to Prepare Unaudited Financial
Statements." This exposure draft explains in detail
the "hows" of unaudited financial statements.
What may have prompted this exposure draft was
the classic law case "1136 Tenants' Corporation vs.
Max Rothenberg and Company."
Summary of the Case
In 1958, U. Jerome Riker and others purchased
the premises at 1136 Fifth Avenue in New York
City and established a corporation, of which Riker
& Co., Inc. was the parent concern. In August 1963,
Riker & Co. engaged Max Rothenberg and Company to perform certain accounting services under
an oral retainer agreement providing for payment
thereunder of $600 per annum.
In March 1965 it was discovered that Riker was
in financial difficulties and that certain of its obligations, reported as paid in the management agent's
monthly statements, were in fact not paid. Riker
therefore brought suit against Rothenberg, claiming
cause on two alternate theories: breach of contract
or negligence. Riker claimed Rothenberg was engaged to perform an audit. The defendant countered
that the oral agreement was to prepare unaudited
MANAGEM ENT ACCOUNT INQ/AUGUST 1975

financial statements, federal income tax, and New
York State income tax returns only. Accordingly,
the defendant did just that.
Copies of the financial statements were examined
by the courts. They noted the letter of transmittal,
which indicated that the statements from the managing agent "and other data" had been reviewed
and summarized, and concluded:
"The following statements (i.e., the financial statements and appended schedules) were prepared from
the books and records of the Corporation. No independent verifications were undertaken thereon..."
Also, on each page was written:
"Subject to comments in letter of transmittal."
The disposition of the case was determined based
upon the defendant's vague use of the term "audit"
within the body of the financial statements. Deci.
sion was for the plaintiff. For the defendant, his
$600 per annum income was quickly turned to a
cost of $237,278.83.1

,

By Irene C. Erard

tow'..

Standards should be established which would require the
disclosure of only those circumstances which give a CPA reason
to believe that fraud or defalcation exists.
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Protection vs. Trust
Given the ever- increasing appetite of the courts
to hear malpractice suits brought against them, why
don't CPA firms protect themselves by using such
documents as engagement letters? According to a
survey conducted in 1972, it was determined that
very few accountants ever used engagement letters.
Reasons given by CPAs for use of verbal agreements
over written engagement letters generally invoke
client trust. Older, larger clients are accommodated
without any written document because they are
' "1136 Tenants' Corporation v. Rothenberg and Company," Neu,
York Law Journal, April 9, 1971.
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"... the

CPA

should instruct
a prospective
client of the
difference
between the
words
'audited' and
'unaudited'."

Exhibit 1
PROPOSED LETTER OF ENGAGEMENT
Mr. ABC, President
ABC Co., Inc.
111 Main Street
Anytown, U.S.A. 48200
Dear Mr. ABC:
It is the purpose of this letter to obtain confirmation of your understanding of our engagement to prepare unaudited financial statements and federal, state and city Income tax returns for the fiscal year ending June 30, 1976
and thereafter. The tax returns prepared by us will be based on information furnished by yourself and your authorized representatives and based on our understanding of the governing tax laws and precedents. In fulfillment of
these requirements, we will perform such bookkeeping (and /or accounting) services as we deem necessary. Data
may include cash receipts, cash disbursements, cancelled checks, paid invoices and other documents which you
may deem appropriate.
This engagement does not include an audit for the preparation of the financial statements. Therefore, we request
that you do not record this as an audit engagement in your minutes or other records. Also, we will not express an
opinion on the financial statement which requires an audit. The financial statements will contain a disclaimer of
opinion on the accountant's report.
Our fees for the accounting services we provide will be charged to you on the basis of time spent on the various
jobs and in accordance with the levels of skill and responsibility of these jobs. Our fee for partners time is $
per hour and staff time is $
per hour, plus travel and other direct costs. We will bill you at the end of
each month for all work done during the month and request that remittance of the charges thereon be made upon
receipt of such bill.
If the previous statements defining the scope of our engagement, the responsibilities we undertake and the fee
arrangements are satisfactory to you, please sign the copy of this letter and return it to us for our files.
Sincerely yours,
CPA FIRM
(Signed)
CPA: ice
The ABC Co., Inc.
Name
Title
Date

regarded as "high caliber." Newer clients, however,
especially if they are substantial accounts, are "educated" to the use of engagement letters. Some CPA
firms even acknowledge their policy to be inconsistent, and one firm explained its reason for never
using engagement letters as follows: "Our policy is
clarified in our letter of particulars, which is a part
of the financial statements."
Such a "letter of particulars" as a part of the
financials departs from acceptable practices as defined by SAP No. 38.2 In the exposure draft, it is
clearly explained that the purpose of the engagement letter is "to provide a written record of the
agreement with the client as to the services to be
provided. An engagement letter should state clearly
the nature and limitations of the services to be performed, in order to avoid to the extent possible,
misunderstandings that might otherwise arise. "'
The CPA should keep in mind that clients,
familiar though they may be with their particular
trade, are not necessarily aware of the different
services he performs. Also, in the explanation of the
terms of an engagement, the CPA should instruct
a prospective client of the difference between the
words "audited" and "unaudited ".
The letter should be addressed to the person or
group with whom the particulars of the engagement
46

were discussed. The CPA should then set forth in
detail the services he is to perform for the client.
He should state that the unaudited financial statements will include a disclaimer of opinion. If the
CPA is hired to do specific procedures, these also
should be detailed and an indication should also be
made that any such procedure does not constitute
an examination of the financial statements.
The conclusion of the engagement letter should
also include a statement regarding the limitations
of the engagement as to the possibility of detecting
defalcations and fraud. Also, it would include the
agreed fee and frequency of billing as indicated in
Exhibit 1.

Impact of Statement 38
In September 1967, the AICPA's Committee on
Auditing Procedures issued "Statement of Auditing
Procedures No. 38." This Statement is now the
profession's most authoritative pronouncement con ceming unaudited financial statements. Although
Statement 38 clears up some problems caused by
the lack of comprehensiveness of Statement 33, it
it certainly leaves significant issues unresolved and
Accountancy, AICPA. Dec ember 1972, p. 49.
Journal
"G uide offor Engagement of Certified Public Accountants to
Prepare Unaudited Financ ial Statements ", AICPA, pp. 13-14.

t
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in the opinion of many, has created some objection.
able requirenlents.4
The Statement declares that a CPA who prepares or assists his client in preparing unaudited
financial statements is performing an accounting
service rather than an examination of financial statements in accordance with generally accepted auditing standards. The Statement emphasizes that the
client has the responsibility for the fairness of
presentation of financial statements and that this
responsibility remains with the client whether the
statements are audited or unaudited. It should be
noted that this responsibility does not change even
though the CPA may have prepared or assisted
in the preparation of the unaudited financial statements.
Critics of the statement point out that many
businessmen simply are not prepared to accept such
responsibility. Although it is true the businessman
who asks his CPA to prepare unaudited financial
statements for the bank should be aware of any
false or m isleading statemen ts or figures in the statements, it is n o neth eless difficult to k n o w h o w h e
can accept respon sibility for th e statem ents being
prepared in accordance with generally accepted
accounting principles if he has little or no knowledge
of such princip les. It is also d ifficu lt to believe th e
CPA can take com fort in the clien t's resp o nsibility
in this area un less h e p oin ts out th e applicable principles and standards and is assu red the client kn ows
their implication s.°

What Is "Unaudited"?
SAP No. 38 goes on to say: "For purposes of this
Statement, financial statements are unaudited if
the certified public accountant (1) has not applied
any auditing procedures to them or (2) has not
applied auditing procedures which are sufficient to
permit him to express an opinion concerning them
as described in certain paragraphs of Chapter 10 of
Statements on Auditing Procedure No. 33. "e
Thus, instead of a positive definition of unaudited
financial statements, we have one which is essentially
negative —in other words, definition -bv- default. In
effect, if the significance and extent of our auditing
procedures can be considered an examination of the
statements, we are subject to standards other than
the ones in this pronouncement. Only if it can be
shown that sufficient procedures were not followed
are we subject to the prescribed standards. There is,
however, nothing to guide us in determining
whether or not the specific procedures a CPA performs in a particular case would constitute an examination of financial statements as contrasted with
an accounting service."
It is obvious that financial statements are considered unaudited under Statement 38 if thev
have been subjected only to certain limited auditing
procedures, presumably at the request of the client.
On the other hand, if the financial statements have
been subjected to an examination made in accordance with generally accepted auditing standards, in
all respects except perhaps one or two auditing procedures were omitted (the observation of physical
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inventories or the confirmation of accounts receivable), the financial statements would not be considered unaudited.
It is fairly easy to determine whether or not the
statements should be labeled unaudited under these
circumstances. But the decision becomes progressively more difficult as more auditing procedures
are omitted or added. Statement 38 certainly gives
no clear -cut answer to this problem; the decision is
left to the judgment of the individual CPA. Some
CPAs use a rule -of -thumb that when it is easier to
list the auditing procedures performed rather than
to list the procedures omitted, the statements are
considered unaudited. Others use a rule -of -thumb
that the statements are audited if they can express
a piecemeal opinion on material amounts appearing
in the statements.

'... instead of
a positive
definition ...
we have one
which is
essentially
negative ..."

Accountant 's Legal Liability
The standards of the accounting profession have
been deliberately and carefully wrought. Together
with the Institute pronouncements embodying
them, they have, quite properly, been accepted and
enforced by the courts.8
Who is really liable then, the accountant or the
client supplying the information? A civil action
against a certified public accountant with respect to
financial statements is ordinarily an action for misrepresentation. If the CPA is to be liable for failing
to uncover material error in audited financial statements, it is because his opinion is a clear representation that he has conducted an examination "in
accordance with generally accepted auditing standards," which "accordingly included such tests of the
accounting records and such other auditing procedures as considered necessary in the circumstances. "s If his examination falls short of the dili.
gence that professional standards require, he will, if
he issues such an opinion, misrepresent the scope of
the work he has done.
Liability for unaudited financial statements usualIv must also be confined to misrepresentations by
the CPA in what he says lie has done. If he has
conformed to professional standards in preparing
them, and has in no way represented that he performed any sort of independent examination or
investigation, then there can be no reasonable expectation that he has done so. And in the absence
of actual knowledge of error, he cannot be liable for
failure to turn up error in the financials that only
such an investigation might have revealed. Since
(in the absence of a special agreement with his
client) he is under no obligation to perform any
auditing procedures on unaudited financial statements, there is no implicit representation —from his

' Leo n ard S. Brown, " The Uncertain F uture o f Unaud ited F inancial Statements ,' Th e Journal of Commercial Bank Lending,
p 27.28.
p. 28,
� p
16id.,
° T he referenced paragraphs in S tatement No. 33 are those which
cover the standards for an unqualified —or other
pinion where
an examination of the statements has been made in accordance
with generally accepted auditing standards.
r Brown Op. Cie., p. 29.
° See: Kscott v. BarChris Co nstruction Corp oration 283 F. Supp
643 (SDNY- 1968).
s Standard Auditing Procedures, AICPA, No. 33, Chap. 10, para. 6.
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"...

the CPA's
o n ly

responsibility
is to disclose
material error
or fraud
actually
known to
him."

mere association with the statements —that he has
performed any auditing procedure.10
Under the applicable professional standards, the
CPA's only responsibility is to disclose material
error or fraud actually known to him." Of course,
the rigorous standard applicable to CPAs engaged
in the preparation of audited financial statements
is clearly more exacting than that properly applicable to accountants engaged in write -up services.
Because the preparation of unaudited financial
statements merely amounts to assembling data
reflected in the client's books and does not involve
any testing of their accuracy, anv irregularities
coming to a CPA's attention during the preparation
of unaudited financial statements must be of sufficient noteworthiness to give him reason to believe
that fraud or defalcations exist before he would be
bound to report any such irregularity to his client.

Conclusion
If the rule suggested by the lower court in the
1136 Tenants Corp. v. Max Rothenberg and Company opinion were to become the governing law,
"1136 T enants ' C orp oratio n v, Max R othenb erg and C omp any ",
Journal of Accountancy, AICPA, November 1971, p. 72.
ii S AP No. 33, p ertaining to the p reparation o f audited statement,
imposes an obligation on an accountant to disclose to his client
"specific circumstances that make him suspect that fraud may
exist.
t0

certified public accountants could no longer prepare
unaudited financial statements without running a
severe risk of liability for failing to discover and disclose what an audit might have discovered. They
would, moreover, have no guidance either from the
trial court's decision cited or from the profession's
sources of authority, as to what auditing procedures
they were responsible for performing. Good sense
would suggest that they could safely do nothing less
than an audit in any circumstance.
In this event, the preparation of unaudited
financial statements would inescapably devolve upon
other — presumably less qualified — individuals certainly not subject to the same professional standards and sanctions as are certified public accountants. The overall result, surely, would be a
deterioration, not improvement, in the quality of
the financial data furnished to business, investors,
and the public at large.
Standards should be established which would
require the disclosure of only those circumstances
which give a CPA reason to believe that fraud or
defalcation exists. Such standards would take into
consideration the limited nature of write -up services,
provide the profession with a reasonable and workable standard of care, and remove a threat to the
continued preparation of unaudited financial statements.

DEFLATING LONG -TERM CONTRACT COSTS
Continued from page 44
pany from the deflation method. The comparison
between the equivalent estimated cost (Line 9 in
Exhibit 1 and Line 5 in Exhibit 2) can serve as an
indicator for relative preference in selection of a
vendor. Furthermore, the difference between the
respective equivalent estimated cost and the final
actual cost (the inflation variance) can be matched
against the recoveries from the company's escalation
provisions in the contract with the customer. Adequacy of the escalation provisions that a company is
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able to incorporate in its contracts with customers
obviously has a significant impact upon eventual
profit. This secondary benefit may even become
a primary consideration in adoption of the method.
Conclusion
Cost control of long -term contracts is and will
remain a difficult task in the present uncertain state
of the economy. Admittedly, the method suggested
above does not solve management problems. It
does, however, represent a valuable addition to the
array of modem management control tools.
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INTERNAL CONTROL
IS NOT OPTIONAL
The largest, fastest, most expensive computer cannot replace the
need to verify the physical existence of an asset.

In the annals of computer fraud, there is not yet
a case where the computer has been convicted of
committing a crime. The logic of this observation,
obvious to some, evidently escapes others, for when
it comes to accepting a share of the responsibility
for the internal control of computer systems, many
individuals do not prove it with their involvement.
The attitude often prevails that because nothing of
consequence has gone wrong, there is no reason to
be alarmed.
Internal Control Is Vital
Total knowledge of the scientific processes would
dispel the reluctance of many individuals to become involved in internal control. Total knowledge,
however, is not a requirement. What is important
is the ability to distinguish between the technical
understanding necessary to build or repair the
equipment and that needed to control the data
which flows through its circuitry. The aptitude
necessary to encode a long complicated program is
not the same as that required to oversee those procedures. On the other hand, members of the accounting profession have a background of internal
control experience that is not available through
technical channels. The application of that knowledge is necessary if internal control of computer
systems is to reach a desirable degree of effectiveness.
Many of the tools for the internal control of
computer systems are already at the fingertips of
the accountant. An awareness that this knowledge
applies to control of computer systems could provide current solutions and offer encouragement for
further involvement. One area where a wealth of
past experience exists is in the manual procedures
associated with computer systems.
Manual procedures are vital areas of internal control in computer systems. Two examples of computer fraud illustrate the vulnerability of systems
lacking this control.
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EQUITY FUNDING

The case of Equity Funding is one of the most
publicized and most complicated of computer
frauds. Yet the core of the problem was the negligence in checking the surrounding conditions. Almost two- thirds of their insurance policies with a
face value close to two billion dollars were fictitious. Other recorded assets were also nonexistent.
These conditions were not uncovered by audits or
other investigations. It doesn't matter whether a
computer system is involved, or an entry into a
bound ledger. In neither case is a false asset the
basis for entry into the system. The largest, fastest,
most expensive computer cannot replace the need
to verify the physical existence of an asset.
WESTINGHOUSE

The second example involved the Westinghouse
Corporation. In the Westinghouse fraud, the perpetrator reported from his remote terminal to the
central system. The information he transmitted
was the payment of checks, supposedly made to
legitimate Westinghouse vendors. In preparing the
checks, he used a four -part voucher form —not an
unusual procedure. The manner in which he used
the form was different. The copies contained the
names of legitimate vendors. The originals, however, which were the actual checks, were made out
to accomplices of the embezzler. The breakdown
in this case was in manual control. The key individual had authority to use the terminal and he
performed the function which the terminal was
intended to accept, namely reporting checks that
were written. The figures were in balance. Unfortunately, there was a total lack of document
control. The balance of the activity in this case
further emphasized the problem. When the checks
were returned from the bank, the embezzler destroyed the originals and reported that they had
been sent to other locations. An investigation was
never made to confirm this reported action. The
embezzler knew that if he kept the amounts under
$1,000, a verification would not be attempted.
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"The control
of on -line
systems has
been of
particular
concern to the
accounting
profession."

so

Electronic data processing has introduced new
techniques and new procedures that require new
treatment. The foundation and objectives of internal control, however, remain the same, and the
special consideration is for additions to and variations from the basic structure. It is essential to view
internal control of computer systems in this light.
One primary rule applicable to all systems —
manual and computerized alike —is the segregation
of functions. We are told that the challenge of
beating the computer is often an incentive for
fraud. Fooling the computer may be a source of
excitement but it is not worth the risk of jail.
Where there is risk, however, there is usually compensating reward. Changing the figures of the computer records is not the end objective. The purpose
is to use this procedure as a means for extracting
something of value. It is important that the same
individual does not have access to both opportunities.
Closely related to segregation of functions is
rotation of assignments. Rotation may not be the
simplest way to do things, but it clearly helps to
promote internal control. The evidence in favor of
rotation is found in the great number of frauds in
both computer and manual systems that are uncovered during periods of vacation or illness.

rejected messages not resubmitted as well as those
not re- entering within a prescribed time frame can
be requested. Thus, we are not only controlling
the computer; we are using it as an instrument for
control.

Computer as Policeman
The idea of using a computer for a police function is not new. A computerized inventory control
system with this characteristic was used more than
ten years ago. As in many modern systems, if a
given item of inventory fell below a predetermined
level, the system created an action notice in the
form of a punched card. This card was forwarded
to the planner responsible for the part, who reviewed it, read it into a data collection device and
added his recommended action. He then forwarded
the card to the purchasing agent and sent the new
information to the computer to update its record.
After the purchasing agent reached a decision, he
made a pencil notation on the same card for keypunching of his addition. The revised card which
was once computer output, then became computer
input.
This seemed like an orderly form of control, but
what would control the humans involved? The
planner could put it in a desk drawer or the purchasing agent could lose it under a pile of papers.
Control In On -Line Systems
The problem was presented to the computer. With
The control of on -line systems has been of par- some programming help, it "agreed" to monitor the
ticular concern to the accounting profession. Cer- activity of the planners and purchasing agents. If
tainlv the factor of distance between remote one or the other failed to notify the computer of
terminals and the central systems calls for addi- action taken within a specified time period, the
tional caution. In some on -line systems, transactions computer "agreed" to prepare a delinquent notice
are not transmitted as they occur. They are ac- for the guilty individual with a copy to his boss.
This is an example of where the computer excumulated, balanced, and transmitted in bulk. This
is done to effect economies in line operation, take tended its control function into the area of adadvantage of availability periods in the system, or ministrative control. It was assuring the adherence
to simplify control. When the transmission is in to management policy.
batches, batch control techniques can be applied;
How Much Control?
that is, control is more positive because the work is
The extent of internal control must be judged
identifiable.
on
the tradeoffs of time, money, and effort versus
There is also real -time processing where items
the
degree of control needed. On one side of the
are transmitted as they occur or are reported. In
many cases, these originate from remote terminals scale is the probability of risk factor coupled with
that do not print a record of the information trans- the likely potential loss. On the other side are
mitted. This information, however, need not be in varying degrees of control which are adjusted to
printed form —to which we were previously ac- produce a reasonable balance.
The remote teller system in banking is an
customed —even though there are remote terminals
example
of how extensive control can be. Since
to accomplish this if the condition warrants it. A
the
user
can perform banking transactions—inlog of incoming messages can be written in memory,
cluding
the
receipt of cash from unattended equipon magnetic tape, and on disc. Its permanence and
ment—
control
requirements are strict. The user
availability for printout is then a matter of choice
and its form can provide full detailed coverage of has an identification card containing a strip in
a source - printed audit trail when and if it is re- which control information is encoded. One of
these items is an identification code. Possession of
quired.
The possibility for control of an on -line system the card is not sufficient to activate the terminal,
does not stop at this point. Incoming messages are so the user must index an identifying number on
usually subjected to identification and validation the keyboard so that the terminal can relate what
checks. Some messages will be rejected. The com- it read to the identification code indexed. Conputer can be instructed to record the rejected mes- sideration is given to the fact that an unscrupulous
sages and the time of rejection. If desired, the individual might have equipment to recognize the
system can monitor for re -entry of the rejected coded information in the strip even though the data
transactions. Also, an exception report listing the is not visible to the eye. Therefore, the remote
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system uses this coded information from the magnetic strip as a base to which it applies a formula.
To climax the security, there is a provision against
transferring information in the strips to a new card.
Imbedded in the original card are "secure properties". Thus, if a new card with the transferred information were to be used, it would lack the
"secure properties" and would not be recognized
by the teller system.
In the commercial field, one method of providing
correct input into the system is through audit entry
equipment. This equipment provides the control
for information being converted from man - readable
to machine - readable data. Dollar units, or hash
totals, line proof, check digit verification, protection
of fields as to size and type of content, and parameter tests for value ranges are by- products of the
conversion. A printed audit trail is provided as the
data for computer input is written on magnetic
tape.
Control is sometimes achieved in the form of
physical fortification. Protection must be developed
against theft, malicious destruction, fire, flood, and
other elements of risk. Once again, the circumstances of each case must dictate the degree of security needed.
Judging the amount of security and control necessary is only part of the task. It is important to take
a balanced approach to the topic. It is of little value
to provide physical security rivaling Fort Knox if
user employees can gain access to magnetic tape
reels, disc packs, or printed documentation at will.
The greatest danger is the internal one. Most frauds
are not committed by someone who drops in off the
street. They are inside jobs. Make sure that regulations for access to and use of all pertinent material
is defined and documented, and that the regulations are enforced. Look out for your library procedures.
Labels should be used to identify the tapes. Since
they are valuable assets, they should not be treated
as nonentities. Internal labels that are machine readable should be used as well as external labels
that are man - readable. The computer should be
programmed to warn an operator who might place
the wrong magnetic tape on the system. This is
particularly important if the program calls for a
write operation. Valuable information could be
destroyed inadvertently —or purposefully —if the
incorrect tape is run.
Access Controls
Regardless of who designs the guidelines for
access security, the related controls required are a
reality. Access controls in a computer system verify
the identification and authorization of the potential
user. They are implemented through programming
which is aptly called security software.
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Access control can be structured into five levels.
Each level is associated with a software system
which controls that level.
1. Access to the system
2. Access to the programs
3. Access to the files
4. Access to records within the files
5. Access to data items or fields within the records

"Integrity
management
is a seriously
overlooked
control."

Access to the system, being a broad access, can
be controlled by the operating system. Access to
the programs is controlled by an interfacing software system known as the message control system.
Since remote terminals are controlled by another
software system —the data communications handler
—it is possible to combine this with the message
control system to provide program access for
specific functions from specific terminals.
Access to the files is controlled through another
software system referred to as the disc handler. The
disc handler can recognize or reject the credentials
of the requesting user. For control at the record
level, application programs can cooperate with the
disc handler by supplying flags to distinguish
general from restricted records. To control access
to the data item level, the application programs
must provide for encoding of specific fields before
they are given to the disc handler to be written on
the disc files. Thus, retrieval of information in
those fields is impossible without authorization.
Modern data base systems will combine some of
the file access procedures, although terminology
and procedures will vary somewhat from one system
to another. Each system can, however, relate in
some way to the described structure of access controls.
Integrity management is a seriously overlooked
control. Integrity management involves the character, qualifications, and integrity of the individuals. It is a difficult control to assure. Yet if it
is accomplished, it is the most effective control of
all. Since its environment encompasses the working
conditions, supervision and remuneration for the
people working in it, any measurable success in
these categories directly affects its overall effectiveness as a control.
Conclusion
The problems of security and internal control
of computer systems have hardly been solved, and
the accountant who unnecessarily delays his involvement will face a frustrating experience while
he awaits the solutions. Internal control is a dynamic field and conditions are continually changing.
To meet the challenges of today and prepare for
the uncertainties of tomorrow, the accountant must
grow with "live" experience.
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Books

FOR THE MANAGEMENT ACCOUNTANT

ACCOUNTING FOR SOCIAL GOALS:
Budgeting and Analysis of Nonmarket Projects
John Leslie Livingstone and Sanford C. Gunn
Harper & Row, Publishers, 1974, 407 pp.
A book of readings which attempts to show a way of contributing toward the attainment of social goals through the use
of accounting. It deals with the resources required by social
programs and the evaluation of their relative effectiveness.
Circle 3 on inquiry card
CORPORATE SOCIAL ACCOUNTING
Meinolf Dierkes and Raymond A. Baur, Editors
Praeger Publishers, 1973, 413 pp.
A book reviewing the state of the art. It includes such controversial areas as profits vs. responsibility, and concern with
social audits vs. social programs.
Circle 4 on inquiry card
BEHAVIORAL SCIENCE IN INDUSTRY
Richard I. Drake and Peter J. Smith
McGraw -Hill Book Company (UK) Ltd., 1973,134 pp.
The authors explore three key areas of behavioral science, the
relationship between man and work, the present thinking about
group behavior and the systems approach to viewing organiza.
tions. Specific industry uses of behavioral science are illustrated
in the final chapters.
Circle S on inquiry card

PRIMER IN SUPERVISORY MANAGEMENT
John P. McCullough and Howard L. Fryett, editors

ing, development and marketing of new products so as to
achieve profitable results.
Circle 8 on inquiry card
DARTNELL'S COST-CUTTING PAPERWORK
SIMPLIFICATION MANUAL
Dennis J. Zaiden
The Dartnell Corporation, 309 pp.
A how- to -do -it guide for those who need alternatives in handling the ever - increasing amount of paperwork in offices and
factories. A systematic approach is provided.
Circle 9 on inquiry card
A PRACTICAL GUIDE TO PRODUCTIVITY
MEASUREMENT
Leon Greenberg
The Bureau of National Affairs, Inc., 1973, 7I pp.
The productivity measures which can be developed by following the techniques described in this booklet will be compatible
with the industry measures developed by government economists. It bridges the gap between work measurement and national productivity measurement.
Circle 10 on inquiry card
READINGS IN MAINTENANCE MANAGEMENT
Bernard T. Lewis and Leonard M. Tow, Editors
Cahners Books, 1973, 215 pp.
Twentv practitioners present in this book up -to -date techniques
in dealing with the human, technical, financial and systems
aspects of maintenance management.
Circle 11 on inquiry card

Kendall /Hunt Publishing Co., 1973, 365 pp.
These selected readings incorporate a mix between theory and
practice in supervisory management.
Circle 6 on inquiry card
DICTIONARY OF SUPERVISION AND MANAGEMENT
Ivan S. Banki
Systems Research, 1974, 208 pp.
A dictionary designed to bridge the gaps between the field of
leadership and other applicable fields and disciplines. It presents
the latest terminology and concepts germane and applicable
to the complex and rapidly changing aspects of administration,
management, supervision and training.
Circle 7 on inquiry card
NEW PRODUCT VENTURE MANAGEMENT
Delmar W. Karger and Robert G. Murdick
Gordon and Breach, 1972, 280 pp.
A book which identifies the most important problems in new
product venture management. It concerns itself with the find52

OFFICE SALARIES: A DIRECTORY FOR U. S.
AND CANADA
Administrative 'Management Society, 1974, 40 pp.
Salary statistics collected annually through the Society's 152
chapter network cover 20 of the most representative clerical and
data processing jobs in companies in the U. S. and Canada.
Supplemental data reveal company policies on paid fringe benefits.
Circle 12 on inquiry card
AMS GUIDE TO MANAGEMENT COMPENSATION
1974
Administrative Management Society, 1974, 40 pp.
This 1974 guide presents current, reliable salary and fringe
benefit information for 20 key exempt middle management
positions. It covers 40,819 middle management employees in
1908 companies in 69 major cities in the U. S. and Canada.
It includes a breakdown of salaries by type of business for the
U.S. and five regions within.
Circle 13 on inquiry card
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Part of the crowd at the SCMS Annual Dinner in Anaheim.

ANAHEIM:
A BLOCKBUSTER
economy

speakers

on

Record crowds attend first NAA Annual Conference in
Disneyland to hear General Motors' Murphy and other
and accounting.

Robert A. Lineberger, operations chairman for the
Annual Conference in Anaheim, had predicted that
the conference would be a record- breaker. When
the technical sessions got under way on Monday,
June 22, the Association's leaders knew that his
prediction had come true.
Approximately 2,700 men, women and children
attended the NAA Conference, held in the Disneyland area. As far as our records show, this is the
greatest number of people to attend any NAA
Annual Conference.
The hugely successful Conference was the product of the efforts of 250 people drawn from the
18 Southern California chapters. Led by Mr.
Lineberger, operations, and John C. Anne, chairman of the program committee, they helped put
together a conference that will long be remembered.
Some highlights of the convention follow.
At the keynote luncheon in the gigantic arena of
the Anaheim Convention Center, Thomas A.
Murphy, chairman and CEO of General Motors
Corp., blasted government intervention in the economy. He said, "The proposals for national economic
planning imply an inevitable regimentation which
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would strike directly at the very foundation of free
enterprise."
He continued, "Impatient agencies of government are unleashing a flood of arbitrary and ill considered proposals for new regulations and new
methods of financial reporting." Whether it affects
business, and accounting specifically, or some other
area, each intrusion of government "takes decision- making power away from the individual consumer."
Mr. Murphy, who was once an accountant himself, singled out a new bill in Congress which
would mandate national economic planning. He
warned, "National economic planning, as innocuous
as it sounds, cannot succeed unless it restricts or
denies the freedom of individual choice that we
as Americans enjoy."
New Spirit on Campus
Earlier in the morning, Dr. Tliomas S. Kleppe,
national administrator of the U.S. Small Business
Administration, presented NAA with a Special
Achievement Citation. The citation, he told NAA
President A. P. Bartholomew, Jr., was for "its conMANAGEMENT ACCOUNT ING /AUGUST 1975

tributions to strengthening the management ability
of small business through the generous donation of
the time and talent of its members."
At the opening address, Dr. William S. Banowsky
told NAA members that there was a different spirit
on campus. Students have become more tolerant
and more willing to give the system a chance, he
said. He predicted that today's students would make
contributions to society. Dr. Banowski is president
of Pepperdine University in Los Angeles.
Monday afternoon Elmer B. Staats, comptroller
general of the U.S., and Marshall S. Armstrong,
chairman of the Financial Accounting Standards
Board, spoke. Common themes in both speeches
were the economy, business and inflation.
"Those businessmen who expect inflation will
recede again and not be a serious threat to the way
we do things, are in for a rude awakening," said
George Hill on Tuesday. He predicted that "before
1975 is over we will have a mandatory requirement
to prepare inflation adjusted information as footnotes to our 1976 financial statements. I would also
forecast that the comparison of the inflation adjusted results with our conventional accounting results will create a torrent of explanations and
analyses that will tend to endorse the inflation
adjusted results as the more meaningful."
Mr. Hill, a partner of Arthur Andersen & Co.,
made a strong plea for adjusting historical cost accounting reports for the decline in the value of the
dollar. Charging that present government structures
and programs support a continual inflationary spiral,
he pointed out that businessmen must learn to
live within this inflationary environment.
"Don't try to figure out what impact every single
event will have on financial markets. In doing so,
you may take your eye off the relevant factors," Dr.
Roy E. Moor told members on Tuesday. Dr. Moor,
director of economic research of A. G. Becker, Inc.,

SBA Administrator Kleppe presents citation
to President A. P. Bartholomew, jr,
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President Bartholomew turns over office
to President -elect Lafe fox.
gave NAA members some guidelines in analyzing
financial markets.
Actors Need More Than Luck
Meanwhile, Norma Lineberger, chairwoman, and
others on the ladies' activities committee had arranged an entertaining program for spouses accompanying NAA members to Anaheim. One of
the highlights of this aspect of the Conference was
an address by Kathleen Freeman, famed for her
portniyal of the mother in the TV series, "Lotsa
Luck." With a wry wit and appealing personality,
Ms. Freeman entertained the ladies for almost two
hours. She pointed out that acting is not all glamor:
"respect and rent may often be strangers, and
security is a joke."
A unique convention in many respects, the Annual Conference in Anaheim was the first such
meeting scheduled in an all- resort area in recent
years. A number of members came from other
countries to attend, including Australia, Mexico,
Peru, Colombia, England and Denmark. Other
NAAers combined vacations with business and at
least three members celebrated their 25th Anniversaries.
At the Annual Dinner Wednesday, President elect Lafe Fox pointed out accounting is the most
exciting profession in the world and many would
agree. Stressing the profession's growing concern
with economics, President A. P. Bartholomew, Jr.,
said businessmen need help and encouragement,
not harassment and over - regulation. You don't
cure unemployment with another WPA program,"
he said. "Without capital formation there are no
jobs. You don't provide capital with a government
printing press."
As usual, chapters provided much of the color
at this Conference. From the artful orange badges
of the host chapters to the tri- cornered hats of
Bicentennial- minded New England chapters to the
hillbillies from Tennessee (who brought 'their own
still— albeit not a working model —to the Conference), the fun of the Conference competed with
the fun of the amazing Disneyland, a fabulous excursion into fantasy that was more than worth the
price of the trip to Anaheim, California, June
1975.
p
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The Presidents' Award, sponsored by NAA past
national presidents, was presented for the first time
in Anaheim. Here, viewing the unveiling of the new
award, are past presidents: A. P. Bartholomew, Jr.;
J. Brooks Heckert; Robert Beyer; 1. Wayne Keller;
Grant U. Meyers; Donald G. Eder; Colin A.
Stillwagen; Firman H. Hass; Robert G. Chapman;
James E. Meredith, Jr.; Joseph L. Brumit and Thomas
L. Morison.

President John E. Brown accepts
the Presidents' Award on behalf of
the first winner, Eugene (Ore.)
Chapter.

EUGENE, ANN ARBOR
AND STOCKTON
WIN TOP AWARDS
Bangor - Waterville wins Remington Rand Trophy; Cuyahoga
Valley is winner of the J. Lee Nicholson Award; Olean- Bradford
cops Stuart Cameron McLeod Society Trophy; Providence
takes Carter Trophy, while El Paso captures Keller Trophy.
The Presidents' Award was presented to Eugene
(Ore.) Chapter at the Annual Conference in Anaheim, making this chapter the first winner of the
new competition award.
Ann Arbor (Mich.) Chapter led by John G. Baab
won the Stevenson Trophy for the first time in the
chapter's 20 -year history.
Stockton Area ( Calif.) repeated its performance
of last year, this time under the leadership of President Betty A. Titgen, and won the Warner Trophy
again.
Bangor - Waterville (Me.) Chapter switched competitions but achieved the same standing in the
Stevenson Trophy division— second place —as it did
in the Warner Trophy division last year. It was
happy to take the Remington Rand Trophy home.
For Cuyahoga Valley (Ohio), it was another repeat performance as the chapter took the J. Lee
Nicholson Award for the second time in three
years.
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Olean- Bradford Area (N.Y.) finished in third
place, winning the Stuart Cameron McLeod Society
Trophy.
Providence ( R.I.) Chapter was awarded the
Carter Trophy for making the most improvement
during the year. The chapter advanced 122 places
to a Sixteenth Place Banner.
In the Warner Trophy division, El Paso (Texas)
Chapter advanced 70 places to win the Keller
Trophy. This award is given to the chapter which
makes the most progress during the year in the
competition for the Warner Trophy.
'We Have Fun'
For Eugene Chapter, celebrating its 10th Anniversary, the results could not have worked out
better if the chapter had planned it. The winning
of the Presidents' Award capped the chapter's most
successful year.
How did the chapter do it? President John E.
MANAGEM ENT ACCOUNTING /AUGUST 1975

Stevenson Trophy is presented to John G.
Baab, president of Ann Arbor Chapter, by
NAA Vice President Michael Granieri (left)
and President A. P. Bartholomew,Jr., right.

Betty A. Titgen, president of Stockton Area,
accepts Warner Trophy from President
Bartholomew and Vice President William
F. Nichols,

Brown says the chapter is blessed with enthusiastic
and dedicated officers and directors and a membership that displays similar attitudes when it comes
to chapter activities.
The chapter, which has been in both competitions in the last five years, has rated consistently
high in the rankings. That is why — according to
President Brown —last September, "We knew that
we were in a pretty good position to win the Presidents' Award." The award is presented to the chapter
that has shown consistently good performance for
the previous five years.
The chapter also won a Membership Achievement Award and the 22nd Place Banner in the
Stevenson Trophy competition. One of its objectives, like President A. P. Bartholomew's was quality. "We did emphasize quality above all in our
technical meetings." Chapter members, however,
are not dreary grinds: "We have fun while we're
competing," President Brown stresses.
President Betty, A. Titgen gives the credit to a
"good board and a good membership" for the
Stockton Area Chapter's first place finish. She says,
"Everybody has to start doing his job at the beginning of the chapter year" because it's almost
impossible for a chapter to catch up if it falls behind.
Whatever division it happens to be in, Bangor Waterville still manages to excel. It dropped out
of the Stevenson Trophy Competition for one year,
won the second -place award in the competition for
the Warner Trophy; then came back to win the
same position award in the Stevenson Trophy competition. "We got a good start in the Fall when
the Association's President and Executive Director
presented the trophy from the year before,"
President Leo M. Loiselle told MANAGEMENT
ACCOUNTING.He said that the chapter always tries
to get a good speaker in September in order to
capture the interest of members and spur them to
attend as many meetings as possible. It seemed to

have worked: "Our biggest area was member attendance at our meetings."
A key contribution to the chapter's success was
lots of participation from past chapter presidents.
Next year, the goal is first place. "We've already
started," says President Loiselle.
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Enviable Record

Cuyahoga Valley has an enviable record of
achievement: in the four years of its existence it
has won three banners and two second -place awards.
President Billy H. Dreyer pointed out that the
chapter was the first winner of the J. Lee Nicholson
Award and has now become the first repeat winner
of the award.
The chapter had tremendous cooperation from
the entire membership, he says. Moreover, the
chapter board makes a vigorous effort to reach all
107 members prior to meetings. Repeated calls,
letters and other contacts are used to remind mem.
bers of chapter functions. "It's not unusual for a
member to get two or three calls," Mr. Dreyer
says. The chapter also won a Membership Achievement Award this year.
"I didn't think it would come about but it did,"
says President Joseph E. Sokolowski of the Olean Bradford Area's capture of the Stuart Cameron McLeod Society Trophy. Contributing to the triumph
was a major effort to get nonattenders to attend
chapter meetings. The president personally wrote
letters to members who had not attended meetings
for the past year or two. The chapter's past presidents also were recruited in the effort. They were
asked to contact members and offer them a ride to
the meeting or even a drink if the members showed
up.
In its membership drive, the chapter signed up a
member of women members, Mr. Sokolowski suggests once the barrier against women members was
broken, acceptance of the concept followed quickly,
The competition trophies and banners were pre.
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Remington Rand Trophy is displayed by Leo M. Loiselle,
president of Bangor - Waterville. Presenting trophy are
President Bartholomew and Vice President V. A. Piucci.

1, Lee Nicholson Award goes to President
Billy H. Dreyer,of Cuyahoga Valley.
Making the award are Vice President
Granieri (left) and President Bartholomew.

sented at the Annual Dinner in the Anaheim Convention Center during the Annual Conference in
June. Other awards for outstanding individual performance were presented during the Conference.
Following is a list of the banner - winning chapters
and their presidents.
Stevenson Trophy

The Stuart Cameron McLeod Society Trophy is
presented to Joseph E. Sokolowski, president of
Olean - Bradford Area, by Vice President lack Ritzenthaler
(left) and Russell W. Hardy (right), 1974 -75 president
of the Stuart Cameron McLeod Society.

Eduardo Villa -Lobos (left),
incoming president of Lima,
Peru International Chapter,
accepts Arthur B. Gunnarson
Award on behalf of his chapter.
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Luis Eduardo Viatela accepts
the Rawn Brinkley Award on
behalf of Medellin,
Colombia Chapter.

1. Ann Arbor, John G. Baab
2. Bangor - Waterville, Leo M. Loiselle
3. Olean- Bradford Area, Joseph E. Sokolowski
4. Racine - Kenosha, Eugene A. Bates
5. Massachusetts North Shore, Nestor F. Stein
6. Charlotte Gold, Larry L. Brittain
7. Erie, Raymond J. King
8. San Juan, Jack E. Hirsbrunner
9. Wichita, James R. Carlson
10. South Birmingham, V. Earl Griffin
11. Milwaukee, Dwight H. Davis
12. Cincinnati, Michael Hromish
13. Pittsburgh, George Pernicano
14. Piedmont Winston - Salem, James N. Smith
15. Louisville, Carl R. Remington
16. Providence, Richard D. McGuinn
17. Boston, Elizabeth A. Reid
18. Columbus, James A. Destazio
19. Spartanburg Area, David G. Coker
20. Cedar Rapids, William H. Schatz
21. Illowa, Pauline L. Henry
22. Eugene, John E. Brown
23. Worcester Area, Francis J. Andrews
24. San Antonio, William F. McBrearty, Jr.
25. Los Angeles, George L. Nicholas
Warner Trophy
1. Stockton Area, Betty A. Titgen
2. Cuyahoga Valley, Billy H. Dreyer
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Richard P. McCuinn, president of Providence Chapter,
accepts Carter Trophy presented by President
Bartholom ew and Vice Presid ent Piucci (right).

3. Wheeling, Clarence E. Miller
4. Wabash Valley, Louis Bonomo
5. Princeton, Gordon O. Danser
6. Dubuque Tri- State, James E. Bertsch
7. Central Pennsylvania, Carl L. McCombie
8. Indiana East, James R. Breckenridge, Jr.
9. Valley Forge, Denton L. Kanouff
10. Anderson Area, Thaddeus R. Bismack
11. Lake Superior, Gerald D. Engberg
12. North Central Ohio, Richard K. Lutz
13. Pomona Valley, Paul E. Strassner
14, Williamsport, Louis H. Buehrig
15. South Central Indiana, Thomas K. Kutch
In the international competition, Lima Chapter,
led by President Jose Luis Silva, won the Arthur B.
Gunnarson Award and Medellin Chapter won the
Rawn Brinkley Award. The chapter's winning president was Adolfo Ayazo.

Public Relations Awards
Five chapters were presented plaques for outstanding public relations activities during 1974 -75.
The chapters, their presidents and public relations
directors are: Birmingham, Maurice S. Crowley,
Loudell O. Ellis; Canton, Joseph J. Fedevich, T. L.
Danbv; Los Angeles, G. L. Nicholas, Luis E.
Ruiz; Massachusetts North Shore, Nestor F. Stein,
Raymond E. Carpenter, and Reading, Alexander J.
Szablowski and Daniel P. Lubas. The winning
chapters were selected by five members of the
Public Relations Society of America.

Membership Achievement
For outstanding membership achievement during
1974 -75, Charlotte Gold led the Stevenson Trophy
chapters with a 149 percent net gain in membership, and Stockton Area led the Warner Trophy
chapters with a 131 percent net gain. Charlotte
Gold also won the Membership Round -Up Award
with 132 new members. Lima, Peru Chapter led
the international chapters with a net gain in membership of 136 percent.
F�
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Keller Trophy is presented to Jerry M. Ward (center),
president of El Paso Chapter, by 1. Wayne Keller (left)
and Vice President James J. Corboy.

Membership Achievement Awards
STEVENSON C O MP ET IT IO N C HAP T ER S
VICE PRESIDENT
PRESIDENT

1.
2.
3.
4.
5.
6.
7.
8.

Charlotte Gold
Ann Arbor
Dallas
Massachusetts
North Shore
Eugene
Nashville
Illowa
San Antonio

ME MB ER S H IP

L. L. Brittain
J. G. Baab
R. W. Mo ntgom ery
N. F. Stein

W . R. Baird
W. N. Yaeger
J. D. Gray
D. H. Ba de

J. E. Brown
R. S. Joslin
P. L. Henry
W . F. McBrearty,

R. L. McCracken
L. C. Morris
C. M. Hartzell, Jr.
J. E. Kuehl

Jr.
9. Bangor - Waterville

10. Olean Bradford
Area
11,
12.
13.
14.

Orange County
San Juan
Columbus
Racine Kenosha

15. Piedmont
Winston -Salem

L. M. Loiselle
J. E. Sokolowski

M. R. Bolduc
Ed Allen

O. J. Jimenez
J. E. Hirsbrunner
J. A. Destazio
E. A. Bates

W. T. Sp rigg
M. S. Rodriguez
G. M. Thornbloom
P. M. Tennessen

J. N. Smith

A. M. Bodford

WAR NER C O MP ET IT IO N CHAP TERS

1. Stockton Area
2. Bakersfield Area
3. Cuyahoga Valley
4. Wabash Valley
5. Delmarva

B. A. Titgen
E. C. Erb
B. H. Dreyer
L. Bonomo
W. G. Moore

D. R. Sloan
J. R. Lord
A. B. Hayes
H. W. Longfield
S. K. Stephenson

BR INKLE Y C O MP E T IT IO N CHAP TERS

Lima, Peru

J. L. A. Silva

G. F. Sargent

M E M B E R S H I P RO U N D - U P AW A R D

Charlotte Gold

L. L. Brittain

W. R. Baird
59

TOP AUTHORS
FOR 1974 -75 HONORED
Charles R. Purdy and Donald E. Ricketts win Lybrand Gold Medal;
Past National President 1. Wayne Keller takes his third Silver Medal;
and Donald S. Rueschhoff is winner of Lybrand Bronze Medal.

Charles R. Purdy and Donald E. Ricketts, Minneapolis Northstar Chapter, were presented the Lybrand Gold Medal for their article, "Analysis of
Rate, Efficiency, and Utilization Variances." The
article was published in the November 1974 issue
Of MANAGEMENT ACCOUNTING.

I. Wayne Keller, past national president of the
Association, was named the winner of the Lybrand
Silver Medal for the article, "Planning Corporate
Social Performance." It was published in the June
1975 issue. He is a member of Lancaster Chapter.
Donald S. Rueschhoff, Southern Minnesota, won
the Lybrand Bronze Medal for the third highest
ranking manuscript in the 1974 -75 competition.
Published in the July issue, the article is titled
"Inventory Profits."
The Gold, Silver and Bronze Medal winners were
selected from the authors submitting the ten best
manuscripts during the year as determined by the
grades given each paper. A committee consisting of
Wayne Albers, Ernst & Ernst; Dr. Harold E. Arnett,
and Herbert H. Seiffert, Johnson & Johnson, chose
the three top articles for 1974 -75.
The Lybrand Medals are sponsored by the firm
of Coopers & Lybrand in honor of William M.
Lybrand, a founder of the firm and the second
president of the Association. Each year the awards
are presented to the NAA member - authors who
place first, second and third in the manuscript competition.
In addition to the Lybrand Awards for outstanding manuscripts, the Association presents Certificates of Merit to the authors of the 16 best
articles, including ties, and Certificates of Recognition to the authors of the short articles rated the
highest six, plus ties for sixth place.
The following authors of 13 manuscripts were
awarded Certificates of Merit. The issue Of MAN-

AGEMENT ACCOUNTING in Which the Winning article
was published, or is tentatively scheduled to be
published, is listed with the name of the author
and the chapter that submitted the article.
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Certificates of Merit
LANE K. ANDERSON, Salt Lake Area, "Expanded
Breakeven Analysis for a Multi- Product Company,"
(Published, July 1975).
ANDREW H. BARNETT and JAMES C. CALDWELL,
Lubbock Area, "Accounting for Corporate Social
Performance: A Survey," (Published, November
1974).
GERMAIN BOER, Tulsa, and HAROLD M. Nix, Boise,
"Hospital Resource Control," (To be pu blished in
Septem ber) .
CHARLES H. BRANDON, Providence, "Social Responsibility Financial Statem ent," (To be pub lished in
November) .
DONALD A. CALHOUN, Los Angeles, "The Foreign

Tax Credit," (To be published in September).
ROBERT W. COMER, Washington, "Brazilian Price Level Accounting," (To be publishe d in October).
ALAN F. FAIRAML and SATINDER K. MULLICK,

Elmira Area, "A Corporate Planning System," (To
be published in December) .
DAVID F. FETYKO, Saginaw Valley, "The Company
Social Audit," (Published, April 1975) .
RICHARD C. JOHN, Milwaukee, "Parolee Counseling
Service," (To be published in Novem ber).
SHU S. LIAO, Piedmont -Greensboro, "Three -Step

Analysis Measures Productivity," (See page 25).
HARRY A. SUNDBLAD, Sari Diego, "Automobile
Leasing," (Published March 1975).
JOSEPH W . WILKINSON, Scottsdale Area, "The
Meanings of Measurements," (Published, July
1975).
FREDERICK H. Wu, Wichita, "Expanding the Profit
Contribution Approach," (Published, June 1975) .

Certificates of Recognition
The authors of the six manuscripts awarded Certificates of Recognition (short articles) are:
TROY A. CHAPIN, JR., Florida West Central, "Sell.
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Ed Rodgers (center), chairman of the Committee on Publications
congratulates Lybrand Medal winners, I. -r., Charles R. Purdy,
Gold Medal; Donald S. Rueschhoff, Bronze; Donald E. Ricketts,
Gold, and 1. Wayne Keller, Silver.

ing DCFR," (To be published in December).
FREDERICK D. S. CHOI, Hawaii, "The Development
of Nascent Capital Markets," (To be published in
September) .
DONALD A. CORBIN, Hawaii, "Accounting Standards for Research and Development," (To be published in October) .
RICHARD J. DANFY, Spartanburg Area, "Analyzing
Return on Investment," (To be published in September) .
HANS L. MATZNER, Milwaukee, "Milwaukee Is
Midwife to Shopping Complex," (Published, February 1975) .
E. LEE WILSON, Akron, "Data Processing Output
Devices," (To be published in November).
'First Organize, Then It's Easy'
Charles R. Purdy, co- winner of the Lybrand Gold
Medal, says writing is easy once you decide on an
organization. The article which lie wrote with his
colleague at the University of Minnesota, Donald
E. Ricketts, was his first published article in MANAGEMENTACCOUNTING.
He has published in other magazines, however,
including the Illinois CPA, Accounting Review and
the Journal of Accounting Research. He has collaborated on many of his published articles.
The successful collaboration with Dr. Ricketts
began when his friend said, "Hey, why don't we do
something in this area." As a result, Dr. Purdy
wrote the article, "Analvsis of Rate, Efficiency, and
Utilization Variances," and his colleague reviewed
and edited it. Sometimes their collaborative efforts
work the other way round.
Dr. Purdy says he enjoys sitting down and
wrestling with a problem. His biggest frustration
is a familiar one: time pressures. Often he feels
lie's spending more time on someone else's research
rather than his own, as he tries to steer Ph.D.
candidates in the right direction.
As for future articles, he says, "We've got one
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The team of Dr. Purdy and Dr. Ricketts at work.

we're beginning to kind of bat around on price level
accounting." Keep reading the accounting journals
for more from this gifted team.
Gold Medal, 3 Silver, 5 Certificates
I. Wayne Keller, the winner of the Lybrand Silver
Medal for the third time, is an NAA prodigy. In
total, 11e has won one Lvbrand Gold Medal, three
Silver Medals and five Certificates of Merit for his
articles.
His first article for the Association was published
in 1939 in the N.A.C.A. Bulletin. In the NAA
library, there are 34 author index cards under his
name.
He retired from Armstrong Cork Co. in 1966 but
his work for NAA continued at an astonishing pace,
more remarkable when you look at the records and
discover that he first joined the Association in 1931.
Since then he has served in practically every national office. After he served as president of the
Association in 1953 -54, he continued to offer his
counsel and experience, as chairman of the Re61

"1 find
plenty to
do," he says.

search Committee, chairman of the Long Range
Objectives Committee, and as first chairman of the
Management Accounting Practices Committee.
As current chairman of the Committee on Accounting for Corporate Social Performance, he is
right where he likes to be: where the newest and
most exciting things are going on in the field. The
award- winning article, "Planning Corporate Social
Performance," was sparked by his work on this
committee.
Mr. Keller, who enjoys writing, has been writing
ever since high school and college where he was
editor of the school papers. "I just keep getting
these ideas and they have to come out," he says
with a chuckle.
He has no specific article in mind for the future
but he's sure he will be writing more manuscripts.
"I find plenty to do," he says. In addition to
other social and community activities, he does the
accounting for Big Brothers of Lancaster and is
treasurer of the Historic Preservation Trust of
Lancaster.
He Scores With First Article

Lybrand Bronze Medal for Donald S. Rueschhoff, is
the first article this NAA member has ever written.
Mr. Rueschhoff, assistant professor of accounting
at the University of Wisconsin, is a newcomer to
the halls of ivy. The first 16 years of his career
were spent in government and industry. Then, in
1967 he decided to go back to school and get a
Ph.D. because he wanted to teach.
It was a momentous decision for him. Past the
age when most people attend college, he did not
have a bachelor's degree. With the strong support
of his wife, however, Mr. Rueschhoff enrolled at the
University of Nebraska and earned his B.S. in
accounting in 1970 and an M.A. degree in 1971.
He is currently enrolled in the Ph.D. program.
He wrote the award- winning article as a term
paper. His professor told him to rewrite it and he
would give him an "A." When he re- worked it, the
professor suggested he submit It to MANAGEMENT
ACCOUNTING.
Professor Rueschhoff loves teaching. "I feel this
is probably what I should have been doing all
along." As for future writing plans, he has "one in
the mill" dealing with accounting history.
❑

"Inventory Profits," the manuscript which won the

PENDLETON ELECTED PRESIDENT
OF MCLEOD SOCIETY
S. Alden Pendleton has been elected President of
the Stuart Cameron McLeod Society for 1975 -76.
Mr. Pendleton, who is chairman of the board of
Unidyne Corp., in Pittsburgh, Pa., was elected at
the Society's Annual Meeting in Anaheim, held in
conjunction with the NAA Annual Conference.
Society members also elected five officers to serve
one -year terms and six governors to serve two -year
terms, expiring in June 1977.
Charles D. Sands, Richmond, and Stanley A.
Pressler, Indianapolis, were elected vice presidents.
Charles W. Lent, Jr., Charlotte Gold, was named
secretary, and Robert J. Weafer, Boston, treasurer.
Charles R. Miller, NAA Director of Finance and
Administration, was re- elected assistant secretary/
treasurer.
Elected to serve a two -year term as governor
were John T. Kokos, Indianapolis; Charles S.
Mverlv, Charlotte Gold; Robert L. Pyle, Cleveland;
George E. Snively, Phoenix; James E. Taylor, Memphis, and Robert L. Woolheater, Palos Verdes Torrance.
Those governors presently serving a term which
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will expire in June 1976 are: Robert W. Arnold,
Birmingham; W. Atlee Davis, Jr., Delaware; William D. Lee, Orange Coast; J. Will Lewis, Salt Lake
Area; John J. McClure, Lehigh Valley, and Arthur
S. Taylor, Boston.
A graduate of Harvard College and also of Harvard Business School, with an MBA, Mr. Pendleton
has been active in community organizations. He
won a Certificate of Merit for an article published
in 1954 and made a substantial contribution to
NAA's Socio- Economic Program.
Mr. Pendleton, a member of the Pittsburgh
Chapter, has at one time or another been affiliated
with four chapters of the Association. He joined
NAA in 1949, affiliating with Milwaukee.Then he
moved to Detroit and in 1953 to Paterson, N.J.,
where he was elected president of what is now the
West Bergen- Passaic County Chapter.
He was elected national director, 1956 -58; national vice president, 1965-66, and was named an
appointed member of the Executive Committee,
1966 -69. Mr. Pendleton and his wife, Nancy, make
their home in Pittsburgh.
❑
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ANALYSIS OF
1974 CMA EXAMINATION
Institute of Management Accounting publishes comparative results of last three examinations.

Table 1
Summary Profile of CMA Candidates

%

1972 1973
1974
Number of candidates sitting for
examination
410
534
633
Attempted all five parts
285
216
244
Attempted to complete all five parts
NA
143
190
Average age
37
34
33
Average number of years elapsed since
last degree
8
8
7
Candidates offering:
Undergraduate degrees
47%
47%
45%
Advanced degrees
48%
48%
49%
Foreign degrees
2%
2%
2%
Other credentials
3%
3%
4%
Candidates employed as:
Teachers
NA 10.0% 11.9%
Practicing CPAs
NA 8.3%
8.1%
Industrial, /commercial accountants
NA 72.0% 75.5%
Students
NA 2.4%
1.6%
Government and college
administrative accountants
NA 4.9%
1.9%
Other
NA 2.4%
1.1
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Table 2
Success Rates on the CMA Examination
Examination Part
Part 1 Economics and Business Finance
56%
Part 2 Organization and Behavior,
Including Ethical Considerations 51%
Part 3 Public Reporting Standards,
Auditing and Taxes
40%
Part 4 Periodic Reporting for Internal
and External Purposes
56%
Part 5 Decision Analysis, Including
Modeling and Information Systems 44%
Weighted average for entire examination
50%
All five parts passed in one sitting
21%
Completed examination by taking parts
omitted or failed in earlier vears
Number of candidates completing
examination
61
—

The Institute of Management Accounting is completing the
grading of the fourth Certificate in Management Accounting
examination, the first of the annual examinations to be offered
in June.
The results of the third examination, offered in December
1974, are now available.
More than 630 candidates sat for one or more parts of the
examination. This represents an increase of 100 accountants
from the previous examination. Over 700 accountants sat for
the examination just given in June. The tables below provide
information on candidates and success rates for the first three
years:

49% 48%
42% 47%
39% 60%
51% 45%
37% 40%
44% 48%
17% 21%
45% 45%
101 135

Table 3
Certificates in Management Accounting
Certificates issued during year ended June 30:
1973
1974
1975
Total to June 30, 1975

54
90
127

Z

As in past years, the official answers were prepared by
professionals in the fields represented on the examination. All
possible answers were recognized in developing the official solution. The scoring on each question was determined in accordance with the depth of knowledge expected on each examination part (a reduced level of specialized knowledge on Parts
1, 2 and 3 and a high level of specialized knowledge on Parts 4
and 5). The scoring keys were tested against a sample of exam
papers to ensure the candidates interpreted the questions in the
63

Robert B. Sweeney (center), new chairman of the Board of
Regents of IMA, congratulates these four for their outstanding
grades on 1974 examination, Robert S. Hager, Robert Beyer
Bronze Medal; David H. Marshall, Beyer Silver Medal; Amit M.
Nanavati, Gold Medal, and Gale E. Newell, Certificate of
Distinguished Performance.
same manner as the answer preparers.
The papers were graded by professionals in the several fields
in accordance with the official scoring schedules. A random
sample of papers was graded by a second grader to make sure
they were being graded correctly. In addition to this review,
all papers close to the required passing grade of 70 were reviewed carefully to determine if they were passing papers. The
quality control review and the careful review of marginal papers
assure the candidates their papers were graded fairly and carefully.
The questions and unofficial answers for the 1972, 1973 and
1974 examinations are available in booklet form at $1.50 each,
prepaid, from the Institute of Management Accounting, 570
City Center Building, Ann Arbor, Michigan 48108.

The next CMA examination will be given on June 9, 10, 11,
1976, in over 25 cities.

Sweeney Named Chairman of IMA Board
Robert B. Sweeney, chairman of the Department of Accounting and Information Svstems at the College of Commerce and
Business Administration, University of Alabama, has been
named chairman of the Board of Regents of the Institute of
Management Accounting.
Dr. Sweeney succeeds Julius G. Underwood who died unexpectedly last May. He was named to the Board of Regents
in 1972 and has served as chairman of the Examination Committee from 1973 to the present. Author of a number of articles,
lie holds a Ph.D. degree from the University of Texas.
❑

Contributors to the 1975
Certificate in Management Accounting Examination
The quality of the CMA examination depends upon the many accountants and
others who submit questions for the examination. The Institute gratefully acknowledges the following people who
were among the contributors to the 1975
examination.
Prof. Henry R. Anderson
School of Business Administration &
Economics
Calif. State University, Fullerton
Prof. James Jennings
College of Business & Administration
University of Detroit
Prof. A. D. Hillman
College of Business Administration
Drake University
Prof. William Kimball
Prof. Maurice Stark

College of Business
Eastern Michigan University,
Joseph A. Mazur
Ernst & Ernst
Jerry Ford
General Offices
General Mills, Inc.
C. Robert Carlson
Michigan Bell Telephone Co.
Prof. James T. Godfrey
Prof. Timothy J. Nantell
Prof. Raymond R. Reilly
Graduate School
of Business Administration
The University of Michigan
Prof. Ronald J. Huefner
Department of Operations Analysis
State University of New York at Buffalo

Prof. John D. Bazley
School of Business Administration
University of North Carolina Chapel Hill
Prof. Mitchell H. Raiborn
School of Business Administration
Southern Methodist University
Prof. Leon Pearce
College of Business Administration
Texas Tech University
Prof. Charles Gibson
Prof. Lannv Solomon
College of Business Administration
Universitv of Toledo
Larry C. Peppers
Commercial Forecasts Department
Union Pacific Railroad
Prof. Willis Stevenson
Graduate School of Business
University of Wisconsin- Madison
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Chapter/ Member News
HENDERSON, assistant controller, retail division; JAMES D. OBER, accounts payable
assistant manager, and BRUCE D. SMITH,
accounts payable assistant manager.
Two Brunswick Area members have been
named at Personal Products, an affiliate
of Johnson & Johnson. WILLIAM J. DELAYO is now controller- operations, and
MRS. HELEN E. SHORT has been appointed manager —sales and distributions services and personnel accounting.
DOMINADOR B. CIRUELAS, Chicago, has
joined CineVideo International Corp. of
Illinois as controller.
ROBERT L. STALEY, Cincinnati, is now
divisional controller with Seven -Up—
Royal Crown.
MAURICE G. STARK, Columbus, has been
named controller and director of finance
and administration at Battelle Columbus
Laboratories. . . . JAMES R. SWOPE recently was promoted to controller of Hart
Stores, Inc.

In a new program in support of the University of North Alabama,
Muscle Shoals Chapter is awarding a Management Accounting
Award to the outstanding graduating senior each year. Here,
past national director Earl F. Evans presents 1 9 7 5 award to Ann
R. Thompson.
Emeritus Life Associates
JOSEPH E. BAIAI,IONTE, New Orleans, past
president.
ROBERT F. BERQUIST, Detroit.
GEORGE L. BEST, Richmond.
NATHANIEL F. BIGELOW, New Hampshire, past president. Stuart Cameron
McLeod Society.
T. i-I. BOONE, Member -at- Large, Belgium.
WILLIAM J. BOROS, Pittsburgh.
HARRY L. CLARK, Portland - Willamette,
past president. SCMS.
ROGER P. CONGDON, Massachusetts North
Shore.
JOHN F. CURRAN, Louisville.
P. L. FREDERICKS, Los Angeles.
A. A. FREY, Philadelphia.
FRED M. GARY, Richmond.
JOSEPH J. HANDRAIIAN, Boston.
CHARLES 11. HAWKINS, Portland- Willamette, past national vice president, 196768, SCMS.
FRANCIS J. KALAFUs, Bridgeport.
E. NELSON MASON, York.
LESTER M. MILLER, Lancaster.
EDNA K. PARIS, Providence.
PAUL PERNECKY, Washington.
TRUMAN P. POOLE, Atlanta Central.
DAVID W. PRUDDEN, Cedar Rapids.
HARRY E. RAu, Pittsburgh.
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WILBUR A. RUSSELL, North Central
Ohio, past president.
L. A. SHADLE, Bridgeport.
NORMAN T. SHEPHERD, Merrimack
Valley.
JOHN SPRINGER, North Central Ohio,
past president. SCMS.
E. JANE THOMAS, Hampton Roads.
J. RAYMOND TYTLER, Rochester
GEORGE UDD, Chicago,
A. H. ULLMAN, Cleveland.
WALTER L. WALLACE, Pittsburgh.
BENTON B. WILDE, Delaware.
GERALD G. WOOD, Binghamton, past
president.
ROBERT R. WOODFORD, Dallas, past president. SCMS.

Two Erie members have been promoted
at Snap -Tito, Inc. GEORGE MANLY was
named executive vice president, and
HARRY J. WEST, chapter president, treasurer.
I
I

I
I

I
I
I

I
I
I
I

LOW COST CPA PRACTICE
*THEORY REVIEW SYSTEM
I

I

I *Can't meet the price of an expensive
I review Course?
I
I
I
I *Short of time to organize your own I
study?
I
I
I
I
Try t his p roven approach. ... o ver I
five pounds of classic practice and
theory problems complete with inI structions and solutions, many fresh I
from the very last CPA exam, all out I lined in logical study order . . . I
I shipped prepaid to you for only I
$29.95.

Promotions and New Positions
Two Blue Grass Area members have been
promoted at First Security National Bank.
JOHN S. SWIFT, past president, was named
first vice president and cashier of the
bank, and LLOYD C. HILLARD, JR., controller and secretary to the board of directors.
Five Boise members recently were named
at Albertson's, Inc. THOMAS M. BLAINE
was promoted to accounts payable manager; WALLACE C. CAHOON, payroll department assistant manager; GORDON I

Send check to:

I

C.P.A. Publications
2 3 Guyer Road
We stpo rt, C o n n . 0 6 8 8 0

I
Circle 14 on inquiry card.

CPA
REVIEWV:
all live
instruction
• BEGIN WITH US
SEPT. 2nd
•

LEARN HOW TO PASS
THE CPA EXAM

P AL ME R ,

N.

DO N ALD
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manager

It h a c a - C o r t la n d ,
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of c o r p o r a t e

la nd .

ac -

c o unt ing, Mo r s e C h a in .
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Two

Mas s .

Ro ut e
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a t Zay re C o r p .

ha v e
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P HILIP

INDIVIDUAL
CONSULTATION
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•
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SUPPLIED — NOTHING
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•

O. SLAT ER , St. L o u i s ,

been

chairman

elec te d

d ir e c t o r s

and

c hief

C HR US Z is s p e c ia l a s s is t a n t t o t h e s e n i o r

Zer o Ma nu fac tu ring

v ic e p r e s id e n t , f i n a n c e a n d t r e a s u r e r , a n d

Mo .

R O NALD MAR S ELLA w a s a p p o i n t e d

DO N AL D

ma n-

a g e r of s t o r e a c c o u n t i n g .
RO BER T

K.
USA, h a s

MA L O N E ,

Memb er -at- Large,

b e e n a p p o int e d

vic e p r e s id e n t

f o r a d m i n i s t r a t iv e a f f a i r s a n d t r e a s u r e r a t

MASS O UD, M i c h i a n a ,

S P IT ZER

named

Mu r p hr e e

tre as u rer of J o h n

Co.

W.

of

f in a n c ia l a n -

Co....

JAN

p l a n t c o n t r o l le r

W.
at

jo i n e d

Cy-

Co., as c o n t r o ll e r .

56, W e s t m o r e l a n d
1966.
H. ANS C HUT Z, 60, H o u s t o n ,

K.

ALLS HO US E,

Count y,
R O BER T

UNLIMITED MAKE UP
OPPORTUNITIES

of

o f f ic e r

of W as hingto n,

R O BER T KU H N , Y o r k , h a s

In Memoriam

E A R L R O S S E R , N a s h v ille , w a s a p p o i n t -

W.

Co.

ha s

b o a rd

S t r a n S te el C o r p .
L.

is n o w

was

ea s t er n Un iv e rs it y , B o s to n , Ma s s .

vic e p r e s i d e n t a n d

ex e c ut iv e

alv s is a t W i n s l o w S c a l e

M O R C o s F.
a s s o c ia t e p r o f e s s o r o f a c c o u n t in g a t N o r t h -

ed

the

B R I T T A I N , W a b a s h V a ll e y , i s

L.

c lo b lo we r

L.

of

ma n a g e r of a c c o u n t in g a n d

D e a n Ju n io r C o lle g e , F r a n k lin , Ma s s .

•

R AYMO ND E .

1941.
W I L L I A M B A R T O L O M E I -M,

53,S a n

J uan,

1959.
48, N o r t h e a s t S u b u r 1973.
V. B U H L , 46, L a n s in g - J a c k s o n ,

• New locations — Fall 1975
Allentown
12151437 -5404
Buffalo
171616341919
Chattanooga
(615) 265 -8525
Columbus, Ga.
(4041 568.2023
Corpus Christi
(512) 882.7659
Dallas
12141231 -9060
Detroit
13131355.0566
Ft. W orth
(8171 332.1024
Greensboro
(9191273.5522
Kansas City
(816) 561.4483
Knoxville
(61515240417
Lexington
(606) 277 -7158
Manhattan
12121682.8542
Now Brunswick
(2011 343 -8303
New Orleans
1504) 288 -1234
Pittsburgh
(4121391 -1538
Rockford
1815) 2322035
Sacramento
1916) 485.2875
San Juan
(809) 724 -3013 text. 2771
Scranton
17171343-4331
Tampa
(813)229.2680
Toledo
(4191475 -5369

PER SON- WOLINSKY
CPA REVIEW COURSES
ADMIN. O F F IC E : 11 Linden PI.
Pt. J efferson S ta., N.Y . 117 76
(516 ) 47 3 -6 200

i

(518) 434.3317
(301) 366 -6800
16171326.2552
(704) 366.1471
(312) 726 -0275
1513) 621.6838
(717) 761.5229
(713) 526 -3101
(516) 473.6200
(213) 883.4221
(5021583. 9970
(3051661 -6904
(203) 624-4776
(2121682-8542
(2011 343 -8303
(714) 547.7733
(215) 567 -0803
(401) 724 -5851
(716) 271 -2115
(714) 452 -1300
(4151 391 -2683
(315) 472 -6603
(301) 656.3360
(914) 946 -1875

,

M I L T O N BA UM AN ,
Albany
Baltimore
Boston
Charlotte
Chicago
Cincinnati
Harrisburg
Houston
Long Island
Los Angeles
Louisville
Miami
New Haven /Hartford
New Yor k City
Northern New Jersey
Orange County, Calif.
Philadelphia
Providence
Rochester
San Diego
San Francisco
Syracuse
Washington, D.C.
White Plains

b an P h ila d e lp h ia ,
DAV ID

KATZ
New York
SYDNEY
na me d

L.

SLATER
St. Louis

KAT Z, N e w

a s s is t a n t

W.

p o r t i n g , fo r
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O kla -
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o f T r a v e l De s k , In c . He is vic e p r es id e n t
c o n t r o l le r . . . AL F R E D

J. DO B R E NZ

h a s jo in e d O s h i t a , I n c . , a s c o n t r o ll e r . . .
RO G ER L .

F iK E

re c e n tly wa s a p p o in t e d

d iv is i o n c o n t r o l l e r o f D i c t a p h o n e C o r p . ' s

Scully/ M e t r o t e c h D i v .
G EO R G E R. B R U M B A C K ,

P ied mo nt- G ree ns -

bo ro , re c e n tly was n a m e d

vic e p r e s i d e n t

15

on inq uir y c a r d .

G AR LAND,

E.

G R EEN,

Flo rid a

West

Memb er -at- Large.

ELA

J.G UT O W S KI, 62, D e t r o i t , 1958.
62, N a s h v il l e , p a s t
p r e s id e n t , 1948.S t u a r t C a m e r o n M c L e o d

?ACK

S o c ietv.

H-H J E R N O JEP P ES EN, 62, M e m b e r - a t L a r g e , 19 54.
R O BER T L . JO NES, 59, S a n D i e g o , 1963.
EL M O R E C. LANG DO N, 66, C o l u m b u s ,
1940,
1I. S. LAP HAn II, 50, G r a n d R a p i d s ,
1948.
C A R L H. LAU N, 76, M i l w a u k e e , 1924.

-I,

o f No r t h C a r o lin a Ba n k.

ELA

LES LIE J. KNO X, n a t i o n a l d i r e c t o r f r o m
R o c h e s t er , ha s b e e n n a m e d c o o rd in at o r

N A T LEI DNE R ,

1952.

of p ro c e d ur es a n d

EDW AR D

r e c o r d s e r v ic e s i n t h e

61, S a n

F e r n a nd o Va l le y,

F. M C D E R M O T T , 75, N e w
1944. E L A
m i n i s t r a t i o n a t E a s t m a n K o d a k Co....
JO HN S. M I T C H E L L , 59,P i t t s b u r g h , 1951.
R O BER T J. B E R N A h a s b e e n n a m e d p r e s i MAX A . N E U W I R T H , 66, Washington,
d e n t o f G e n e v a A u t o m o b i l e Co.
1963. E L A
R O BER T J. HEALY, S an F e r n a n d o V a lle y ,
JULIAN H. RICHARDS ON, 53, B o s t o n ,
h a s b e e n n a m e d a s s is t a n t c o r p o r a t e c o n 1972.
tr o lle r o f Ke r r Gla s s Mf g. C o r p .
Roy M. R IT C H ING s , 61, K n o x v il le , 1947.
S
e
a
t
t
le
T
a
c
o
m
a
,
is
JAY E. S C HEN S E, 44,N o r t h e r n W i s c o n s i n ,
RIC HAR D M .
n o w t r e a s u r e r a n d a s s is t a n t s e c r e t a r y o f
1965.
R e l i a b le T r a n s f e r & S t o r a g e Co.
G. 1. W O R L E Y , 61, Y o u n g s t o w n , 1947.
J O S E P H G . K E L L E Y , J R . , S o u t h e r n M a in e ,
R. C.Z I M M E R M A N , 76,M i l w a u k e e , 1929.

c o m p t r o ll e r ' s d iv is i o n o f f i n a n c e a n d

ad -

Ha ve n,

SHIT,

h a s b e e n e l e c t e d vic e p r e s id e n t — f in a n c e
Cir c le

R.

D O N A L D L . G U YT O N ,

C HES T ER R. C L U F F , P e n in s u la - P a l o A lt o ,
h a s b e e n e l e c t e d t o t h e b o a r d o f d ir e c t o r s

and

BER NAR D

C e n t r a l. Em e r it u s L if e A s s o c ia t e .
GEOR GE

BO O HER , O k l a h o m a C i t y ,

JAMES T.
been named

re -

1960.
JO HN E. DANT O N, 59,O a k l a n d - E a s t B a y ,
1952.
R A Y D E F A B I O , 60, F o r t W a y n e , 1956.
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HOW UNITED CAN HELP
R
- �

Th i n k o f o u r wi n g s a s
yo u r ware h o u s e.
This opens the possibility of
cutt ing your dis trib utio n co sts and
in creasi n g you r retu rn o n i nvest men t .
Min imizi ng in vent ory. Savin g on in ven to ry
main t en an ce. On p ack agi ng. On reh an dl i ng.
On i nsu rance. And speedin g u p yo ur cash fl ow.
All t hi s makes bett er s en se t han ever, to day.
Thanks to savin gs now po ssi ble on Un ited.
Ou r "D a yl i g h t S a vi n g s " ma k e i t wo r k .
Now United can save you up to 50% when you ship
by air duri ng daylight hours (wh en we're least b usy).
Often for les s than truck rates.
Ou r c o mp u t e r wi l l an al yz e yo u r d i s t ri b u t i o n
costs. Free.
We n ow h ave a p rogram that can pi npo int all
your distribution costs. We simply bring our portable
computer terminal to your office. We'll feed your figures
into it, and watch with you as it prints out a complete
cost analysis.
You'll know if shipping United makes sense
for your product. Completely confidential, of course.
The an alysi s takes onl y abo ut hal f an hour.
Get our free booklet?
r

MA875 ,

Un it ed A ir line s C a r g o
Mr . F ra n k C o n w a y , Ma na ge r� — A ir � F re ig ht � S ales
P. O. Bo x 66100, C hic ago , Ill. 60886
Send me yo ur b o oklet o n Dis tributio n C o at Analys is
by c omputer.
�
Have yo ur rep res entative b ring me yo ur b o o klet.

�

Na me

Title

Co mpany
Add ress
City, State, Zip
Or jus t attac h yo ur b usiness c ard .
L
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-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-
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No.1 in the U.S. sky

[//I U IIIT E D A IR LII lE S C A R G O
Circle 16 on inquiry card.
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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.
OM AH A
7101 Mercy Rd.
(4021 397 8107

SAN JOSE
675 North Fi rst Si.
1408) 2939040

ORANGE, CA.
500 South Main Si
1714) B35 4103

SC RANTON

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

SEATTLE
1215 Fourth Ave.
1206) 624.9000

MEMPHIS
12 South Main St
(901) 5238950
(9

PHOENIX
3225 N Central Ave
(6021264 -6488

STAMFORD , C T.
I I 1 Prospect St.
(203) 3254158

166610.
16661 Ventur
una Blvd
(213) 995 -0701

MI A MI
1190 N.E. 163
North Mi ami Beach
(305) 9470684

PI TTSBURGH
Gateway Towers
14121471.5946

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

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

TAMPA
131 1 N, Westshore Blvd.
(813) 876 -4191
W ASHI NGTON, D. C.
7316 W isconsin Ave. N.W .
(301) 6521960

HOUSTON
1200 Central Nat'l. Bank Bldg.
(7131 2280056

MI NNEAPOLI S
80 South Sit St.
(612) 336-8636

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

NEW ARK
1
1180 Raymond Blvd.
1201) 6233661

ST. LOUIS
7733 Forsyth Blvd.
Clay ton
1314) 7271535

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

NEW YORK
330 Madison Ave.
(212198& 1300

SAN DI EGO
525 " B " Street
(7141 2399001

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

OAKLAND
1330 Broadway
(415) 7634104

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

VANCOUVER, C anada
535 Thur low St.
(6041 688- 7726

ALBUQUERQUE
2201 Sari Pedro N.E.
(5051266-5557

COLUMBUS, OHIO
88 East Broad Street
1614) 221 9300

ALEX AND RI A
5001 Seminary Rd
(703) 931 3600

D ALLAS
2001 Bryan Tower
(214) 742. 9171

ALLENTOW N
1401 Cedar Crest Blvd
12151 439 1506

DENVER
2 Park Central
(303) 629 1010

ATLA NTA
3379 Peachtree Rd., N.E
(4041233 2416

D ETROI T
670 Honeywell Center
Southfield
(313) 559.1212

B ALTIMORE
The Quadrangle —Cross Keys
{3011 323 -7770
BOSTON
140 Federal St.
1617) 4236440
BUFFALO
1310 Liberty Bank Bldg.
(7161842-0801
C HARL OTTE
4801 E. independence Blvd
17(34) 535 -3370
CHIC AGO
333 N. Michigan Ave.
(312) 782-6930
C I NC I NNATI
606 Terrace Hilton
(513) 621.7711
C LEVELAND
1367 1 21-

12161 621.0670

16 7

KANSAS CI TY,
127 W est 10th St.
(816) 474 -4583 .
LANC ASTER
8 North Queen Si.
(717) 299.5621

RO

LONG ISLAND
420 Jericho Turnpike
Jericho
(516) 822.8080
LOS ANGELES
3600 W ilshire Blvd.
1213) 386-6805
LOUI SVI LLE
680
0 South 4th St.
15
(502! 5696657

PORTLAND, OR.
1 S.W . Columbia
1503) 222.9778
PROVID ENCE
400 Turks Head Bldg.
(401) 274.8700

E - R T 5 M Li F

PIERSONNEL AG E N CIE S
Circle 17 on inquiry card.

Cu n n n ll Bu ild in g

(717) 961 5821

W I LMI NGTON
130 2 West
4

