MANAGEMENT
ACCOUNTING

PUBLISHED BY THE NATIONAL ASSOCIATION OF ACCOUNTANTS /DECEMBER 1975

A CORPORATE PLANNING SYSTEM
FILING PRO FORMA FINANCIAL STATEMENTS
MANAGING THE PROFIT OF CONFLICT
PRICING FOR RETURN ON INVESTMENT

7

Jf f z Kv " .T�

r

r

M q

wit

hn e y

Custom
Fit

Ay � A1GA N

US_ y
EL

' as

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

Or consider using Southeastern's accounts
receivable financing service. This plan allows a
business to maintain control over its accounts
receivable through its own credit and collection
activity, but by using its accounts receivable as
collateral, a steady cash flow is provided.
And Southeastern has inventory, equipment
an d mach i n ery fi n an ci n g 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.

( g D S o u t h e as t er n F i n an c i al C o r p or a t i o n
P.O. Box 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

A Suhsidiary of American Credit Corporation

Circle 1 on inquiry card.
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If you picked one visual image to illustrate our

Association, it would have to be that of many clasped
hands. Progress through cooperation is the keynote of
NAA in all its activities. Therein lies our strength
and the key to our success.

Ohe world at large ideally reflects this image of
peaceful cooperation during this season. Traditionally,
there is a lessening of tensions and an increase in
human charity toward each other. It allows us to stand
back and reflect on our existence, our relationship with
our fellowmen and our commitment to the age -old
dream of peace on earth and goodwill to all men.
As professionals in the modern business dynamo, we
have the opportunity and the obligation to make our
influence felt, to realize our ideals, brick by brick, in
order to build a better, peaceful world. It is a goal
worth striving for.
our officers and directors and staff wish you a joyous
V
Holiday Season and a successful new year.

President, 1975 -76
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A CORPORATE PLANNING SYSTEM
By Alan F. Fairaizl and Satinder K. Mullick
A combined "three -year plan /long -range plan" system utilized by strategic planners
and decision - makers at Corning Glass Works provides timely information for review in
division, business, subsidiary, or regional form.

Cover:
Corning glass
ornaments radiate
Christmas cheer.
See page 13.
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ACCUMULATED EARNINGS VS. ECONOMIC STABILIZATION
By

Bart A. Basi and Richard P. Beck
Because of the application and subsequent lifting of dividend guidelines in the
provisions of the Economic Stabilization Program; certain corporations may find
themselves in violation of the Accumulated Earnings
$ Tax law. The authors feel that
these corporations may unsuspectingly be sitting on a tax time bomb.

Photo courtesy of
Corning Glass Works.
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MANAGING THE PROFIT OF CONFLICT
Joseph H. Burns
The art of management suggests the ability to manage the conflict between a firm's
"doers" and "controllers." To do this, managers must understand the dynamics of the
interaction between the entrepreneur and the administrator.
By

25

FILING PRO FORMA FINANCIAL STATEMENTS
By Fredric T. Myers
Many companies may not be aware of the SEC's interest in receiving supplementary,
or "pro forma" statements. The author points out that a filing may even be rejected
in some cases if such statements are not included.
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A "HOW -TO" LOOK AT DOLLAR -VALUE LIFO
By Dean P. Schuckman
The switch to LIFO should be made with careful consideration, warns the author. If
the switch is being considered then this "How -To" article, keyed to IRC Reg. Sec.
1.472 -8, will be a valuable source of information and enlightenment.
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LIFO AND ITS LIMITATIONS
By Ken Milani
The major lure of LIFO is the reduction of income taxes and an increased cash flow.
However, there are also, as is pointed out in this article, a number of limitations.
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LEASING AND THE LESSEE
By Happy Pierce
There are two possible solutions to the lease disclosure problem, footnoting and
capitalization. The author reviews the problem and discusses the advantages and
disadvantages of both solutions.

37

CAPITALIZATION OF LEASE OBLIGATIONS
By Douglas C. Chamberlain
In an amendment to Regulation S -X, the SEC has redefined the circumstances under
which leases should be capitalized and it has expanded its current disclosure
requirements. The author explains that the implications of these requirements will
become more stringent through future actions of the SEC or the FASB.
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LEASING OF CAPITAL EQUIPMENT
By Grover S. Elliott
By leasing instead of purchasing, a company can save itself a lot of money. In this
article, the author explains how and when it would be an advantage.
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PRICING FOR RETURN ON INVESTMENT
By Michael D. Deakin
A case is made in this article for more definitive pricing procedures. Too often the
factors that go into the pricing decision change and a maximum return on investment
is no longer reflected by the prices charged.
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SELLING DCFR
By Troy A. Chapin, Jr.
The author comments on some of the reasons why quantitative capital budgeting
techniques are rejected by managers but, he explains, the reasons will cease to exist
if we do a better job of explaining them in a manner more closely related to business
operations.
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ACCOUNTING FOR REAL ESTATE JOINT VENTURES
Francis C. Grau
There is little in the way of authoritative literature developed by the accounting
profession that deals with financial reporting for joint real estate ventures. The author
here explores one situation.
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A LOOK AT ANNUAL REPORTS OF EMPLOYEE BENEFIT PLANS
By Charles N, Le Febvre and Donald A. Barnes
More government legislation in the area of pension planning has resulted in more
reporting responsibilities for accountant and executive alike. Make reports
comprehensive and, above all, understandable, say the authors.
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POCKET CALCULATORS: NUMBER POWER!
Can the low -cost hand calculator multiply the accountant's potential? It's too early
to tell yet but it's being widely used at CPA firms and in manufacturing plants.
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BEYER SYMPOSIUM LOOKS AT MANAGEMENT ACCOUNTING
University chair founded by Past President Robert Beyer sponsors a symposium
which asks, "What is the status of management accounting today ?"
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How to Profit from Management Accounting
With at least 10 articles every month, Management Accounting offers a wide variety of fare to readers. The standard departments and
feature articles extend the diversity and range of material published.
Faced with 64 or 72 pages of such material, however, some readers
may be inclined to skim the contents and lay the issue aside, pleading lack of time and relevance to their careers.
The editors realize that not every article will appeal to every
reader —but if every reader derives benefit from even just on e
article, we feel our effo rts are worthwhile. Ju st as t here are techniq ues in ch oos ing th e bes t material t o p ubl is h, so als o are there
techn iqu es fo r the reader t o ext ract max imum benefits. We'd like
to share these techniques with you and provide some general guidelines for reading Management Accounting.
Thes e guidelin es are pred icated on the ass ump tion th at you the
reader kno w wh at is most val uab le t o you and wi ll ap po rt ion t he
appropriate amo unt of attention accordingly. For example, most
readers will only want to scan the Books department and the listing
of Promotion and New Positions. For the articles, here are some tips:
1. Scan the contents and check those articles or features you think
you should read for self- development or career development.
2. Set asi de a coup le hours for lei surely perusal o f t he magazi ne.
The articles in the magazine demand your full attention for maximum benefit.
3. Underline facts or conclusions that you wan t t o rememb er in
case you need to refer back to the issue.
4. By all means file your copies. The national office receives many
requests for published articles from readers who remembered
the article but forgot to save it.
Often readers find articles on topics that specifically interest them
at the time they receive the magazine. This is a major direct benefit
of the magazine t o them. But there is another ben efit which might
be called the serendipitous effect of reading the magazine.
This effect comes into play —and it happens quite often —when
the reader runs across something in th e magazi n e t h at h e h adn 't
been looking for, but finds very valuable to him. It could be a variatio n o n an o ld techni que or a new way o f l ook ing at an accou nting problem that stimulates a novel solution in his own company.
Readi ng t he magazi ne can be rewardin g in terms of intellectual
and career development. Bu t what you ob tain from it is dep endent
on what kind of attention you give to it.

DECEMBER 1975
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The following services are listed individually. But, they are frequently combined to provide adequate funds. The true cost compares favorably with bank rates because we do not require that any
funds be kept on deposit.

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

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

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

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

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

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

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

(312) 236 -5532
N a t i o n a l Ac c e p t a n c e C o m p a n y
of America
C O M M E RC IAL F I N A N C I N G SINC E 1 9 2 2
Central Office:
Bankers Bldg. / 105 W . Adams Street / Chicago. III. 60603 / (312) 236 -5532
Full Service Regional Offices:
Atlanta / Baltimore / Charlotte / Denver / Detroit / Los Angeles / St. Louis
In Dallas and Houston:
Texas W es tern Financial Corporation

1
1
1
1

National Acceptance Company
105 W. Adams Street
Chicago, III. 60603

1
1
1

Please phone me at your earliest convenience.
Name

1
1

Phone
Address
City

State

L -------------Circle 2 on inquiry card.
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Letters

TO THE EDITOR

A Job Well Done
The article, "Financial Management
For Small Contractors," in the July 1975

issue OfMANAGEMENT ACCOUNTINGby
Mr. William J. Wucinich was a job well
done. Mr. Wucinich covers the major
reason why most small businesses fail —
lack of operating capital. The only way
by which a business can survive is through
the proper management of cash, receivables, and inventory.
For those NAA members who contribute their time to the Socio- Economic
Program, Mr. Wucinich's article should
be valuable indeed. Again, my congratulations to Mr. Wucinich for a fine job.
Harry P. Dilkes
East Jersey Chapter
Woodbridge, N. J.

A Vote for R &D Profit Centers
The article, "A Vote for R &D Profit
Centers," by Spencer C. Watson, in the
April 1975 Issue of MANAGEMENTAc-

COUNTING presented an interesting recommendation. One which, though difficult
to sell, has a good deal of merit —the
identification and measurement problems
associated with R &D expenditures.
Revenues from new or improved processes and products, if any, are almost
invariably derived in future operating periods. Therefore, current R &D expenditures constitute an investment, and
should be accounted for as such through
vigorously defined projects. Revenues
derived in the development and pilot
plant operations are not generally substantial and probably should be credited
against the related project investment
cost.
The immediate expensing of R &D expenditures because of accounting expediency, tax advantage, and measurement difficulties are rather weak arguments when one considers the potential
effect on managerial decisions and the
understatement of company assets. Also,
the statement that young companies in
fields of high technology can effectively
use capitalization to achieve higher reported net income smacks of income
manipulation. Capitalization for the sake
of higher reported net income is a questionable reason.

One important benefit of the profit
center approach is the greater visibility
that is afforded the R &D function. It
would require the capitalization of expenditures and improvement in planning
and control. Increased management
awareness should result since management would have to focus on future
profits rather than on current profits.
Also, better follow -up evaluation techniques could more easily be implemented.
Although it may encounter some problems, the profit center approach is a
reasonable recommendation. The R&D
function is intended to provide technological services to other divisions. Therefore, care must be exercised to make sure
the intra- company pricing policies do not
lead to dysfunctional actions by managers. A possibility exists that too much
emphasis may be placed on the more
visible revenues, resulting in less access
to technological services by the other
divisions. The most difficult question,
however, is whether the benefits of the
profit- center approach will match its cost
of implementation.
Elliott SIocum
At12nt2 Central Chapter
Atlanta, Ga.

How Much Accuracy?
In his article, "Measuring Sales Forecast Accuracy," in the July 1975 issue of
MANAGEMENT ACCOUNTING, C. Mike
Mertz presents a relatively simple method
for assessing the accuracy of sales forecasts.
Mr. Mertz is correct in that forecasts
can be made with greater accuracy the
closer we get to the event being forecasted; however, it does not necessarily
follow that a business firm should always
strive for the most accurate forecast. In
fact, in many cases a firm should not
strive for the most accurate possible forecast.
Mr. Mertz also seems to imply that
accounting information is a free good
when in reality there is a very real cost
for accounting information. If we consider the cost of achieving forecast accuracy, it may be that the value received
does not justify the incremental cost incurred. This view requires that the accountant perform a cost benefit analysis
to determine the optimal amount of as

curacy to be attained from any forecast.
Although this is not easy, it is essential
for the accountant to recognize this problem or lie might engage in a needless and
costly search for accuracy.
Howard R. Toole
San Diego Chapter
San Diego, Calif.

A Comment on the Comment
I would like to comment on a statement made in the Comment Section of
MANAGEMENT ACCOUNTING, May 1975
that "the Civil Aeronautics Board's regulation of the airlines industry has kept
the cost of air travel high with little
discernible benefit to anyone."
Without debating the issues involved
in the whole question of deregulation, I
think it is an accepted fact that the
scheduled air transport system that has
evolved in the United States, under the
regulation of the Civil Aeronautics Board,
with its speed, convenience, reliability
and cost adds up on balance as very good
value; and hence, has proven to be of
considerable benefit to a large number of
people. Otherwise, why would these
scheduled airlines become the dominant
form of public passenger transportation
between our cities and between this country and the rest of the world?
The CAB does not set the cost of aircraft, nor landing fees, nor the price of
fuel, nor determine the level of employee
costs. These are reflections of the normal
inflationary pressures facing all industries.
Air fares are a direct reflection of the
costs involved in providing the scheduled
service, and when costs go up we are
obliged to request fare increases. The
most direct cause for recent higher fares
is the cost of fuel. However, general inflation affects our business as it does others.
Yet, despite inflation and soaring fuel
costs, an airline ticket remains a 1975
bargain.
From 1948 to 1975—
• The price of round steak went up
120%
• A pair of men's shoes went up
127%
• A pair of blue jeans went up 226%
• The cost of a car rose 261 %
MANAGEM ENT ACCOUNTING /DECEMBER 1975

JOSEPHL. BRUMIT

Vice President—Los Angeles
Trans World Airlines, Inc.

Los Angeles

Chapter XI— Arrangements
Mr. Anthony Mourelatos' article,
"Bankruptcy," in the July 1975 issue,
was extremely timely because of the large
number of businesses that are having financial difficulty and are seeking relief,
either informally from creditors or
through the courts. The number of out of -court settlements this year in some
cities is over 30 percent above last year's
total, and there was a greater than 20
percent increase in the number of business bankruptcy petitions filed during
fiscal year 1975 over the previous year.
In the first sentence of his article, Mr.
Mourelatos states that a company in financial difficulty "... is faced with the
choice of continuing the business under
a voluntary reorganization acceptable to
its creditors, or of undergoing forced reorganization by order of the court ..."
It should be noted that the Bankruptcy
Act actually provides two alternatives —
arrangement and reorganization —which
are commonly used for a debtor's rehabilitation and not just the single route or
reorganization, whether voluntary or
forced. An arrangement or reorganization
petition is generally filed when it is determined that an out -of -court settlement
with creditors (referred to as "voluntary
reorganization" by the author) cannot
be reached.
Many of the provisions the author discusses apply only to proceedings under
Chapter X of the Bankruptcy Act. However, the approach most frequently used
by businesses today is the arrangement
proceedings under Chapter XI of the
M A N A G E M E N T A C C O U N TI W O E C E M B E R 1975

Bankruptcy Act. In the fiscal year ended
June 30, 1975, there were 3,506 Chapter
XI cases commenced; only 169 reorganization cases under Chapter X of the
Bankruptcy Act were initiated. Under
Chapter XI the petition must be voluntarily filed, i.e., filed only by the debtor,
and provisions of this Chapter apply only
to unsecured debts.
Mr. Mourelatos ably describes the
selection process for the trustee, but under Chapter XI a trustee normally is not
appointed. The debtor, in filing the
Chapter XI petition, selects the most appropriate time and requests that he be

appointed debtor -in- possession. Under
most conditions the debtor will be allowed to continue operating the business.
Selected bankruptcy judges in the past
followed the practice of automatically appointing a receiver. However, this practice
is expected to decrease because of the recent change (Bankruptcy Rule 11 -18(b) )
providing that the debtor shall continue
in business, but that the bankruptcy
judge may, on application of any interested party, appoint a receiver. The debtor, if retained as debtor -in- possession, is
given the power to operate the business
and manage the property, subject to the
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ih
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Yet, the price of a roundtrip airline
ticket from New York to San Francisco
during those 27 years rose just 18 percent
—and you get there twice as fast. During
that time the average airline fare went up
22 percent, while the overall Consumer
Price Index rose 123 percent. In many
cases, with today's special fares, travel by
air is cheaper and, of course, faster than
by car, bus or rail.
To be sure some aspects of the regulatory process need to be improved and rate
making procedures could be streamlined.
But to state that air fares are high, and
high because of CAB regulation, is to
ignore the real factors which cause higher
prices in any industry.
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Offices and service facilities nationwide
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control of the bankruptcy court, and subject to any limitation, restriction or condition designed by the court.
It is stated in the first paragraph of
Mourclatos' article that when the proceedings are "in accordance with the law
of bankruptcy" the debtor must undergo
"forced reorganization by order of the
court." While this is technically correct
in that the bankruptcy court must approve the plan, it should be realized that
under a Chapter XI arrangement proceedings, the debtor is in control of the
situation. He selects the time to file the
petition, and he can, under certain conditions, exert considerable influence in
the selection of the creditors' committee.
The plan of arrangement —which requires
approval by a majority of the unsecured
creditors in both number and amount —
must be proposed by the debtor. The
final plan is not promulgated by the
court, although the court must grant approval. Generally, the final plan emerges
after intense negotiations between the
debtor, or the debtor's counsel, and the
creditors' committee.
In the list of items which should be
considered by the trustee in designing a
plan of reorganization, Mourelatos states
that although old stockholders expect
something for their stock, they anticipate
a drastic reduction in their interests. It
should be noted that while shareholders
may expect to have at least some interest
in the reorganized corporation under
Chapter X proceedings, the Bankruptcy
Act provides that if at the time the petition is filed, the debtor is insolvent, the
shareholders are not a party to the reorganization. Thus, if the corporation is
insolvent, the stockholders would lose
their ownership in the reorganized corporation. This provision does not apply,
of course, to a Chapter XI proceedings,
since the plan of arrangement under
Chapter XI generally reflects only unsecured debts.
Grant W. Newton
Assistant Professor
The University of Alabama
University, Ala.

Unaudited Financial Statements
The article, "Unaudited Financial
Statements," by Irene C. Erard, in the
August 1975 issue Of MANAGEMENT AcCOUNTING, was very enlightening. Unfortunately, it may be misleading to those
readers who are not familiar with the
purpose and /or effects of the AICPA
"Guide for Engagements of CPA's to
MANAGEMENT ACCOUNTING /DECEMBER 1975
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Prepare Unaudited Financial Statements," prepared by the task force on
unaudited financial statements.
I was disappointed that the discussion
in the article completely ignored Chapter
1, subsection 2 titled, "Determining
Whether Financial Statements Are Unaudited." If the subsection of Chapter 1
is considered, the conclusion reached in
the article, that there is nothing to guide
us in determining whether or not the
special procedures a CPA performs in a
particular case would constitute an examination of financial statements as contrasted with an accounting service, is not
a valid conclusion.
David L. Gittes
Suburban Northeast
Philadelphia Chapter
Philadelphia, Pa.

expresses crisp, clear thoughts on the
subject and shows a keen interest in her
work.
Miss Erard does, however, insinuate
that financial statements can be considered unaudited even though "certain
limited auditing procedures" have been
employed. I would caution any public
accountant issuing unaudited financial
statements to keep his workpapers completely free of any implications that audit
work was done. The court case "1136
Tenants' Corporation vs. Max Rothenberg and Company," which Miss Erard
uses as an example, demonstrates how
"certain limited auditing procedures" can
get a CPA into a lot of trouble.
Walter M. Monroe, CPA
Grand Rapids Chapter
Grand Rapids, Mich.

Caution to CPAs
I would like to commend Miss Irene C
Erard for her well written article, "Unaudited Financial Statements," in the
August 1975 issue. Although she is a
relative newcomer to our profession, she

Author's Rebuttal
It is always pleasing to discover that
someone has read your article. However,
I am sorry that Mr. Leonhardi, in his
Continued on page 24
11

Data Sheet

DECEMBER 1975

Two FASB Statements Affect Oil and Gas Producers; Foreign Currency Translation
Statements No. 8 and No. 9 have been issued by the Financial Accounting Standards Board. The
first on foreign currency translation requires that exchange gains and losses resulting from the
translation process enter into the determination of income in the current period, and not be
deferred. Cash, receivables and payables are translated at the foreign exchange rate in effect at
the balance sheet date, while other assets and liabilities are translated at the historical foreign
exchange rate in effect when the assets were acquired or the liabilities incurred. However,
the exchange rate in effect at the balance sheet date would be used to translate assets and
liabilities that are accounted for on the basis of current prices, such as marketable securities
carried at market, and estimated warranty obligations. As a result of comments received on
the exposure draft which was issued Dec. 31, 1974, the Board acknowledged that averaging
and approximation may be necessary when applying historical rates. The second statement,
No. 9, applies to all accounting for income taxes by oil and gas producing companies. Copies
of both statements may be obtained at 75 cents each from: Publications Division, Financial
Accounting Standards Board, High Ridge Park, Stamford, Conn. 06905.
FASB appoints Task Force on Accounting for Interest Costs
A 16- member task force has been appointed by the FASB to consider accounting for interest
costs. The scope of the project contemplates consideration of accounting for an imputed
cost of equity capital as well as interest on debt. Serving as task force chairman is board
member Arthur L. Litke. Martin V. Alonzo, a member of NAA's MAP Committee, was named
to the task force. Mr. Alonzo is vice president and controller, Amax, Inc. In another action,
the Board announced that it will hold a public hearing beginning February 4, 1976, on
accounting and reporting for employee benefit plans. As a basis for the hearing, it has
published a 288 -page memorandum analyzing the issues to be resolved.
Comments on Segment Reporting Issue Due Dec. 31
The FASB has moved into the penultimate stage of its project on financial reporting for
segments of a business enterprise project with the publication of an exposure draft of a
proposed statement. The Statement would require a company to include in its financial statements information about its operations in different industries and countries and the extent
of its reliance on major customers and export sales. A company would be required to report
the revenue, profit contribution, and identifiable assets of each significant industry segment
of its operations. A segment is defined as significant if its sales, operating profit, or identifiable assets are 10 percent or more of the related combined amounts for all of the company's
industry segments. The proposals on segment disclosure are similar to but more extensive
than that already required by the Securities & Exchange Commission. The MAP Committee's
position on each of the major issues involved generally coincides with those published in
the exposure draft. NAA contributed to the project through a MAP statement, oral testimony
and through research studies conducted in the late Sixties and early Seventies.
SEC Moves to Require More Data from Companies on Environmental Impact
Stockholders will get more information on the impact of environmental laws on corporations
if the Securities and Exchange Commission's latest proposals are approved. Under the proposals,
publicly -held companies would have to include in their proxy statements, annual reports and
other statements: material estimates of capital outlays for environmental control facilities
covering the balance of the current fiscal year and the fiscal year following; limited information
about the extent to which a company during the previous 12 months has failed to meet "any
applicable environmental standard established pursuant to any federal statute." According
to the Commission, a company could satisfy this requirement by advising stockholders that
it has filed a report of noncompliance with an environmental agency and by explaining how
such a report could be obtained. The proposals grew out of a lawsuit brought by the Natural
Resources Defense Council.
AICPA's Defliese Sees Formation of International Federation of Accountants
At the Annual Meeting of the American Institute of CPAs in San Antonio, Tex., Ivan Bull,
managing partner of McGladrey, Hansen, Dunn & Co., was elected chairman. Outgoing
Chairman Philip L. Defliese, an NAA member, told the CPAs that at the world meeting of
accountants in Munich in 1977 he expects to see the formation of an international federation
of accountants which will include industry as well as professional groups.
12
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A CORPORATE
PLANNING SYSTEM
This approach gives management control over individual model
segments and access to data at intermediate stages of the
modeling process.

By Alan F. Fairaizl and Satinder K. Mullick
The dangers of excessive leverage, the erosion of
profits by inflation, and the uncertainty of the business environment have made the need for corporate planning systems more important than ever.

As a result, more emphasis is placed on capital
budgeting, and on short -range and long -range plans.
However, this effort takes time and deadlines are
often moved back. This then leaves less time for
the preparation of proposals and reviews. Management must then rely on the informal information
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Photos courtesy Corning Glass Works

The ornaments on the right illustrate "The drafting of the Declaration of
I ndependence," "The Bell's first n ote," a nd "Betsy Ross."
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structure of the company and limited analysis of
the formal planning data. At Corning Glass Works,
our planning system provides us with timely information and allows us to review information in
division, business, subsidiary, or regional form. With
this system, we are able to display information that
would highlight different strengths or weaknesses
within our company.
Capital Budgeting
We frequently have more than 200 major project
proposals submitted to the Capital Budget Committee for review and are aware of the need for
timely analysis. Corning Glass Works has developed a capital budget analysis tool to aid in
preparing timely reports. The system consists of a
data base containing summary information on each
project which requires capital spending. We are
then able to sort and rank each project by criteria
such as return on assets, internal rate of return, and
division ranking of the project. We currently
produce a set of general project ranking reports in
a summary notebook with different ranks for use
by the review committee. In addition, the capital
budget tool allows us to prepare matrix type reports which can show on a single page the spending
mix by division, class of project, and domestic and
foreign operations.
The acceptance of this system has been excellent
and we feel that, at least for our company, the summary notebook approach is much more effective
than using an interactive computer terminal. There
are a number of reasons for this:

Exhibit 1
MATRIX BUSINESS STRUCTURE
Business class
Tableware

X

X

X

Houseware
Major appliances

X
X

X

X

Optics

X

Lamp

X

Sealed beam

X

Labware

X

Pharmacuetical pkg.

X

1. The upper level managers have no particular
interest in operating a computer terminal,
2. Budget review meetings deal with extremely
sensitive company information (a terminal
operator would be out of place at these meetings) ,
3. The books can be taken home by the managers
for study, and
4. A series of carefully planned reports can be
especially effective for managers who use an
intuitive approach to problem solving.

X

The use of multiple selection criteria would show
the manager what he has selected, not what he has
missed. Ranking summaries let the manager draw
inferences based on his normal methods of perception and problem solving.

Electronic compon.

X

Three -Year Plan

D U
0 K
M
E
S
T
1
C
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Historically, Corning has used the division /plant
organization for management planning and control. As Corning's growth carried the corporation
toward the billion dollar sales level, the division
organization had become too complex for adequate
planning and control. We needed to review our
company's operation from both a market (business)
and manufacturing (division) viewpoint. While
the division structure was successful in providing
information on the effectiveness of our manufacturing operation, it provided little information about
MANAGEMENT ACCOUNTING /DECEMBER 1975

the performance of a business on a worldwide basis. calculates cashflows and performance ratios for
Rather than carry out a complete management and each business without considering the effects of
control structure reorganization with its attendant changes in interest dividends or taxes at the corcost and confusion, we decided to reorganize the porate level. The businesses can then be mechanicalplanning and budgeting information. Our opera- ly consolidated into whatever categories are necestions can now be thought of as a matrix organization sary for planning purposes.
with 63 businesses and subsidiaries along one axis
and the historical divisions and subsidiaries along Long -Range Plan
the other axis (see Exhibit I ). Each small square
The "long -range plan" model is a very perof the matrix is a potential business entity. By sonalized tool. It takes into account the nature of
selective consolidation of the entities we can re- the managers who use the tool, and the nature of
construct our business, division, or even regional the company. Coming's strategic planning has aloperating groups as shown in Exhibit 2. Not only ways been concerned with financial soundness and
are we able to evaluate our company's strengths and profitability as measures of management perforweaknesses from different perspectives, we can also mance. Unfortunately, however, the 260 separate
gain an estimate of which particular organizational entities that comprise Corning Glass Works are an
structure provides the most useful information.
excessive number to conveniently account for in
As the company moved toward this form of long -range planning. Further, the cost of obtaining
planning, the manual approaches were no longer even point estimates of each business from the
capable of managing the data which were available. operating managers would be prohibitively costly.
We found it necessary to automate our system into To compensate for this situation, top management
a three -year planning process. The "three -year plan" has developed basic estimates of trends in selected
model takes business level data (Exhibit 3) and areas. The three -year plan model is used to con-
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"The three year plan
model is used
to consolidate
the business
entities . . . "

solidate the business entities to correspond to these
key areas. Since the base data are part of the
planning process, operating ratios are available for
both the key areas and the remainder of the company within a few hours. Once these background
data are calculated, management can compare its
estimates of the future against the current operating
ratios and propose target operating ratios for any or
all of the kev areas.
Exhibit 4 is a schematic of how the long -range
plan model is interconnected to the three -year plan
model. This approach gives management control
over individual model segments and access to data
at intermediate stages of the modeling process. We
are able to add additional model segments as the
need arises or change data where necessary.
Accounting for Inflation
The model which we have described to this point
does not account for inflation. In the 1949 to 1973
period, where inflation could be offset by productiv-

ity, planning models did not frequently differentiate
explicitly between current - dollar and constant -dollar inputs. During that period, the problems of
inflation were not serious. In the future, however,
an evaluation of the effects of inflation are a prerequisite to thoughtful management. It did not take
us very long to realize that without a firm set of
procedures and definitions for forecasting data, we
were not sure whether our information was in current dollars, constant dollars or some combination
of the two. As a result of our analysis, we have
decided to use our current - dollar historical data and
constant - dollar future projections for the model
inputs. This provides base data which top rnanagement is comfortable with and removes the uncertainty of inflation from our initial estimates. The
model is run to produce the financial results of
these estimates for review by management. A second
run of the model is made where the effects of inflation are included. This gives an estimate of true
Continued on page 20

Exhibit 3
1975 PLAN- FINANCIAL OBJECTIVES ($M)

1975
Budget

1975
Estimate

1976
Plan

1977
Plan

1981
Target

1,020
510
100
410
50
360
35.3
329

1,245
712
110
602
60
542
43.5
441

1,675
921
170
751
95
656
39.2
516

2,000
1,150
150
1 000
115
885
44.3
657

2,151
1,216
200
1,016
203
813
37.8
654

4,535

2,062
753
(952)
102
112
(61)
2,016

2,312
753
(1,082)
110
132
(68)
2,157

2,312
803
(1,101)
116
132
(71)
2,191

2,717
853
(1,289)
134
157
(76)
2,496

2,972
953
(1,503)
144
175
(78)
2,663

250
50
(149)
14
20
(10)
0
175
2,191

405
75
(170)
23
26
(6)
0
353
2,510

405
50
(188)
18
25
(5)
0
305
2,496

255
100
(214)
10
18
(2)
0
167
2,663

147
0
(247)
30
24
(8)
0
(54)
2,609

2,104

2,334

2,344

2,580

2,636

324

523

493

381

193

(82)

23

276

461

14.0

16.8

15.4

1

2,148
47.4

+

A. Operating profit
Line
1 Sales revenue
2 Gross margin
3 Operating expense
4 Operating margin
5 Corporate expense
6 C.O.M.
7 C.O.M. percent
8 Operating cash flow
( 1/ 2 Line 6
line 18)

1974
Actual

+

&

&

B. Asset utilization
Beginning assets
9 Gross property, plant equip.
10 Precious metals
11 Accumulated depreciation
12 Receivables
13 Inventories
14 Payables
15
Total beginning net assets
Asset changes during year
16 Gross property, plant equip.
17 Precious Metals
18 Depreciation
19 Receivables
20 Inventories
21 Payables
22 Adjustments
Total change
23
24 Ending net assets
(Line 15 line 23)
25 Average net assets during year
(Line 15 1/2 line 23)
26 New capital requirements
(Line 23 line 18 line 22)
27 Business cash flow
(Line 8 line 26)
28 Return on assets (percent)
(1
12 Line 6 line 25)
-

5

-

-

+

4,998

11.6

21.5

=

8.6
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"This approach
gives

Exhibit 4
COMBINED THREE -YEAR AND LONG -RANGE PLANS
Models

management
control over

Reports

c o re .
Rep ort
generator

Corpo rate

Bus.

Three -year plan

Division
Data
Business

individual
model
segments ..."

Corp.
Div.

Three
year
plan
data

Bus.

Co ntro llable
conso lidation
mo dule

Conso lidatio n of
entities is determined by curre nt
environme ntal
factors

Business
entities

t

2

3

• • •

20

Ope rating
ratio
calculations

Manage me nt input
Base year
ope rating
ratios

Data
expansion
ratios

Target
ope rating
ratios

Trial
ope rating
ratio
data
Long -range plan
Operating value
calc ulatio n
mo dule

Manage me nt inp ut

�

F
I

Financial
assum ption
M

A

E nt ity
ope rating
values

Debt
test

CGW
Cashflow

cisi- q

1

Ad jus tm ent if d eb t
limit e xcee ded

Financial calculations and
trial balance

income

statement
Balance
sheet
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ACCUMULATED
EARNINGS VS.
ECONOMIC
STABILIZATION
By voluntarily complying with the dividend guidelines, a firm
may be retaining excess accumulations thus exposing itself to the
tax penalty.

By Bart A. Basi and Richard P. Beck

B. A. BASI
is an Assistant
Professor of
Accounting, College
of Business
Administration, The
Pennsylvania State
University. Professor
Basi, a CPA, holds B.S.
and M.B.A. degrees
from Syracuse
University, a J.D.
degree from the
School of Law at the
University of
Louisville, and a
D.B.A. degree from
Indiana University.
This article was
submitted through the
Central Pennsylvania
Chapter.

The basic intent of the Accumulated Earnings Tax
is to prevent individuals from using the corporation
as an illegal tax shelter., The tax is applicable to
any corporation which appears to be avoiding the
income tax with respect to its shareholders by permitting earnings and profits to accumulate instead
of being distributed as dividends. Where such an
accumulation is determined to be in excess of the
reasonable needs of the business, the Internal Revenue Service may impose a penalty at the rate of
27.5 percent of the first $150,000 of accumulated
taxable income and 38.5 percent of the rest. This
assessment is in addition to the regular corporate
income tax. At the same time, in an attempt to
correct a faltering economy, the Federal Government instituted, under the Economic Stabilization
Program, dividend guidelines which were designed
to limit the amount of dividends which a subject
corporation could distribute.2 Because the dividend
guidelines forced some corporations to accumulate
funds in excess of their needs, the removal of restrictions on dividend distribution leaves these firms in
a very tense situation. A satisfactory compromise
was effected in the past. However, now that the
temporary mandatory provisions of the Economic
Stabilization Program have been lifted, these corporations may find themselves in serious violation
of the former. As a result, the conflict between the
two federal laws may have certain medium -sized
corporations unsuspectingly sitting on a tax time
bomb.
The Dividend Guidelines
In order to insure corporate compliance with the
"spirit and intent" of the Economic Stabilization
Program, the Cost of Living Council issued dividend
guidelines in September of 1971. Shortly thereafter

18

the Committee on Interest and Dividends was
created to revise and monitor the guidelines.' While
originally not intended to affect all corporations, the
guidelines were meant to regulate the dividend
policies of the larger corporations which were
thought to distribute a disproportionately large
share of their dividends in the United States.
A corporation became subject to the guidelines
only if it possessed more than one million dollars
in total assets, contained at least one class of common stock held by more than 500 persons, and was
subject to Section 13 of the Securities Exchange
Act of 1934. Insurance companies with capital
stock were also subject. Not subject were regulated
investment companies, real estate investment trusts,
companies 80 percent or more owned by subject
corporations, personal holding companies, and any
other corporations not meeting the requirements
stated above.'
Although the basic intent of the guidelines was
to limit the amount of dividends distributed by the
subject corporations, it would create an ambiguous
situation for certain firms subject to both sets of
laws. While the accumulated earnings tax was
designed to force out dividends, the new legislation
was designed to do exactly the opposite — namely
limit them. Thus no matter what action such a
corporation took, there was a chance that it would
be in violation of one law or the other.
The IRS Rulings
Initially the IRS took the position that the accumulated earnings tax would not be applicable if,
and to the extent, that a corporation was inhibited
from reducing its accumulated earnings and profits
I
2
3
4

Code, Sec. 531-537.
Executive order 11615 ((1971).
Executive Order 11627 (1971).
Revenue Procedure 72.11, 1972 -1 CB 732.
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Exhibit 1
COMPUTING THE MAXIMUM DIVIDEND WHICH MAY BE
DISTRIBUTED UNDER THE DIVIDEND GUIDELINES
Phase I
Maximum dividend = The dividend of the most recent dividend period prior to 8/15/71
Phase II
Maximum dividend = The greatest of the following amounts (adjusted for stock splits and stock dividends):
1. The highest annual dividend paid in any fiscal year ending in 1969, 1970, plus four
percent for 1971
2. The annual dividend paid in calendar 1971 plus four percent
3. If it can be demonstrated that the last quarterly dividend paid prio r to 8/15/71 was
intended to be continued at that rate, this amount would be annualized as though no
guidelines existed. Therefore, the maximum amount would be the Intended annual dividend
plus four percent.
4. Twenty -five percent of net income after taxes and preferred dividends for the fiscal year
ending in 1971
Phases III and IV
Maximum dividend = The greater of either of the following (adjusted for stock splits and dividends):
1. The aggregate dividend for calendar 1972 plus four percent
2. Base period ratio times net income for the fiscal year where
The aggregate dividend paid in fiscal 1968.1972
Base period ratio —
The aggregate net income for fiscal 1968 -1972
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Phase 1—Cost of Living Council Release, September 4, 1971, CCH Economic Controls, paragraph 7715.
Phase II— Committee on Interest and Dividends, News Release, February 15, 1972, CCH Economic Controls (Stabilization Program Guidelines Volume), paragraph 561.05.
Phases III and IV— Committee on Interest and Dividends, 1973 Dividend Guidelines, CCH Economic Controls (Stabi.
lization Program Guidelines Volume), paragraph 31,405.30.

for tax years ending after December 31, 1971, as a
result of the guidelines." In stating its position in
Revenue Procedure 71 -34, the IRS limited the permitted amount of distribution in the current rear
based on that of the prior year.
In 1972 the IRS issued a new ruling — Revenue
Procedure 72 -11. This ruling stated that the only
time a corporation could obtain the benefit of a
suspension of the accumulated earnings tax, as set
forth under Revenue Procedure 71 -34, would be if
that corporation distributed the maximum dividend
allowed as determined under a given set of formulas." These formulas are summarized in Exhibit 1.
However, there was another important reason for
this new ruling. Previously the Cost of Living
Council had expressly urged that corporations not
subject to the dividend guidelines comply with them
voluntarily.' This request had the effect of creating
something of a loophole within the tax law. Although there is no conclusive proof that non subject firms did, in fact, take advantage of this
loophole, it certainly was possible for them to have
done so. By claiming voluntary compliance with the
guidelines as stated in the previous revenue ruling,
such a firm could accumulate beyond its needs
and thus theoretically, sidestep the accumulated
earnings tax.
The purpose of Revenue Procedure 72 -11, therefore, was to subject all corporations to the dividend
guidelines, at least for calendar year 1972. Whereas
before, only firms meeting the stated requirements
were subject to the limitations, now all corporations
were obliged to observe them. This meant that all
corporations would have to make the maximum
distribution possible under the guidelines in order
to avoid exposure to the penalty.
MANAGEMENT ACCOUNTING/DECEMBER 1975

Later that same year the IRS issued a second
ruling, Revenue Procedure 72 -42, concerning the
application of Revenue Procedure 72 -11. This ruling
stated that where a corporation distributed dividends
in excess of the permitted amount, regardless of
whether the firm was subject to the guidelines or
not, the benefit of not being exposed to the accumulated earnings tax could still be obtained.
However, the excess portion of the dividend would
have to be returned to the firm by the individual
shareholders.,, This return would be treated as
contributed capital by the firm and hence be exempt
from gross income for income tax purposes.° However, the stockholders would have to pay taxes on
both the retained and the returned portions of the
dividends. Although quite a serious restriction, this
penalty was still somewhat milder than an imposition of the penalty tax should the excess dividends
not be returned.
In 1973, however, the IRS reversed itself by once
again making a distinction between subject and
non- subject corporations. It issued Revenue Procedure 73 -33 which invalidated the two previous
procedures for corporations not originally subject
to the guidelines for tax years ending after December 31, 1973. These two directives were considered
".
no longer necessary and appropriate to effectuate the purpose of the guidelines on dividend
payments." 1 0 Non- subject firms were now to be
treated as though there were no restrictions in
existence. However, subject corporations were still
■ Revenue Procedure 71 -34, 1971 -2 CB 572.
Op. Cit., 72 -I1.
1
Op . Cit,, 71 -34.
■ Op, Cit., 72.11.
e10Code, Sec. 118.
Revenue Procedure 73 -33, 1973.2 CB 489.
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"The only way
of defusing the
bomb is for the
IRS to make
clear its policy
change . . . "

limited in their distributions where such distribu- guidelines a justifiable reason for an accumulation?
tions were larger than those allowed by the guideIn the past where the Accumulated Earnings Tax
lines.
and the mandatory dividend guidelines came into
In 1974, the IRS issued one final ruling — conflict, the IRS noted in its various Revenue ProRevenue Procedure 74 -7. This ruling officially ex- cedures that the Accumulated Earnings Tax penalty
empted non - subject corporations from the accumu- would be suspended. However, now that the guidelated earnings tax where, for tax years ending in lines are no longer mandatory, the IRS has changed
1971, they had voluntarily complied with the its position. Thus where voluntary compliance of
dividend guidelines." All this statement served to the guidelines puts a firm in violation of the Acdo was to excuse these corporations for their past cumulated Earnings Tax, the taxpayer is now open
actions. That is, where the Cost of Living Council to an assessment.t4
had previously urged voluntary compliance of the
In and of itself this policy change is not the key
guidelines by non - subject firms, such action was now issue. The critical point is that the IRS has failed
being officially excused by the tax authorities. As to issue any statement noting this policy shift. Thus
such, this measure proved relatively unimportant.
any corporate tax planners who might initiate a
During the latter portion of 1974, the Economic policy of voluntary compliance in anticipation of
Stabilization Program was finally terminated by more mandatory controls, may be headed for
Executive Order.- As a result, the dividend guide- disaster.
lines were no longer mandatory after April 30, 1974.
But while these guidelines are no longer mandatory, Conclusion
they still remain on the books. This is due to the
The failure of the Federal Government to comFederal Government's apparent failure to appropri- plete the total phasing out of the Economic Staate the funds required to remove the guidelines from bilization Program may have created a tax time
the books. According to one IRS agent, the neces- bomb for certain corporate taxpayers. Because the
sary funds were never appropriated in order to dividend guidelines were not completely removed
handle the full phasing out of these guidelines -"
from the books as intended, but only reduced from
As such, the dividend guidelines remain intact, mandatory status, it is quite possible for certain
although they have lost their mandatory status. The corporations to unknowingly be in violation of the
problem, therefore, is as follows: If corporate earn- tax law. By voluntarily complying with the dividend
ings are accumulated in accordance with voluntary guidelines, a firm may be retaining excess accumulacompliance of the guidelines, will the firm be tions thus exposing itself to the tax penalty. Until
subject to the Accumulated Earnings Tax penalty? such firms become aware of the policy shift of the
In other words, is voluntary compliance with the IRS, the bomb continues to tick. The only way of
defusing the bomb is for the IRS to make clear its
Revenue Procedure 74.7, I.R,B. 1974 -12.
policy change through a Revenue Ruling or other
" Executive Order #11781, 39 Fed. Reg. 15749.
is Based on a phone conversation with Mr. Wylan of the Internal
similar
device. Unless the IRS makes the necessary
Revenue office at Pittsburgh Pa., and Marrand Comiez, the Head
of the Subcommittee on dividends, Department of Commerce,
announcement,
certain corporations may unnecesWashington, D.C.
Ibid.
sarily suffer the effects of the explosion.
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Continued from page 16

Conclusion

current - dollar projections of our company's operation.
At present, we are using a single inflation index
(GNP Inflation Index) to minimize complexity
and also in recognition of the uncertainty in future
years. We also plan to add an additional module to
the system which would restate the CGW consolidated balance sheet and income statement into an
inflation accounting format compatible with the
FASB proposed method.

As a company grows over time and becomes
highly diversified, the need for coordination becomes extremely important. Strategic planning has
become so complex that in order to do it right,
one would have to employ a number of technicians
and desk calculators to aid the planners and decision- makers. However, the need for employing a
large number of technicians can be circumvented
by utilizing the horsepower of modern computers
and software system packages.
Cl
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MANAGING THE
PROFIT OF CONFLICT
As the manager increases his ability to control costs, he loses his
ability to generate revenue. Conversely, as he increases his
ability to generate revenue, he loses his ability to control costs.

By Joseph H. Burns
The chief executive of any firm knows he is responsible for the profitability of that firm. What
most chief executives do not know is that they
themselves establish, through their actions, the
maximum profit potential of their firm. And that
maximum profit potential is based in part on the
amount of relative influence the chief executive
allows the administrative and entrepreneurial forces
to employ within the firm.

The Manager's Task
Many managers are painfully aware that entrepreneurial instincts and professional administrator
methods are often at loggerheads when working
within a business organization., These managers are
also aware that they cannot do without the services
of either entrepreneurs or administrators, so removing one or the other of them is out of the question.
Building a solution requires a merger of the approaches and of the people representing those approaches. Such a merger will lead to interactions
which can maximize the profit potential of the firm.
This solution may sound simple, but it is most
complex, because the problem has its roots in the
very nature of profitable commerce. Furthermore,
the problem is a manifestation of the conflict that
must exist in every enterprise if that enterprise is
to grow and be profitable. Managing the conflict
between entrepreneurial and administrative forces
should therefore be the continuous primary task of
every manager.

able to understand the dynamics of entrepreneurial /
administrative interaction. Finally, he must know
where the potential for his firm's greatest profitability can be maximized. Only then can the manager direct this conflict in an intelligent and effective manner.
Companies are established and maintained in
ways that foster conflict. We will therefore begin
by looking at the characteristics of entrepreneurs
and administrators, identifying the conflicting forces
that come into play and, finally, by seeing how the
firm is organized around these forces. In this way
we can better understand the dynamics of this conflict. Exhibit 1 illustrates the profiles of an entrepreneur and an administrator.
ENTREPRENEUR DEFINED

Conflict Management

The entrepreneur's most outstanding characteristic is his desire to achieve the end result (to get
the baby born, so to speak). He is extremely flexible in accomplishing this and is not severely
thwarted by a large number of failures. He does
not keep extensive records or follow established
procedures. He uses technology, people and money
to create a new product or service.
Entrepreneurial characteristics have recently become quite an object of interest. That interest has
stemmed from a growing desire to identify entrepreneurial talent, use that talent in existing companies, prevent a waste of that talent by saving
new companies, teach that talent to those who do
not possess it and teach managerial talent to those
who do. The interest in identifying entrepreneurial
characteristics is manifested in increased publication
starting about ten years ago.

To perform this task of conflict management,
the manager mast have knowledge of four areas.
First, he must be able to identify administrative
characteristics, Second, he must be able to identify
entrepreneurial characteristics. Third, he must be

This article will use the following definitions: The manager
is an individual providing the overall direction to the company.
He ma y or may not be the founder of that c ompany. T he entrepreneurs produce ideas, products and potential revenue for the
firm. The administrators maintain records and procedures and
control costs. Both entrepreneurs and administrators are subservient
to the manager and receive their power and authority from him.
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ADMINISTRATOR DEFINED

will

tributions to the company. Creative contributions
The administrator functions in an existing or- are those oriented toward the development of
ganization, as opposed to starting new organiza- something new and the exchange of that new item
tions. He regulates an established hierarchy. He for money. Creative contributions include research,
establishes written procedures and keeps extensive design, manufacture, and sales.
records. He makes decisions by structuring alternaOn the right side of the model we see that
tives and attempts to minimize risk by choosing in administrators make restrictive contributions to the
another." a highly rational fashion. He uses historical informa- company. Restrictive contributions are oriented
tion to predict future occurrences. He establishes toward reducing expenses or controlling costs. Reand exercises restrictions on others in an effort to strictive contributions include organizational acminimize cost.
tivity, cost control, auditing, and defining legal
Entrepreneurs and administrators have very dif- restrictions.
ferent ways in which they perceive themselves and
Management departmentalizes these different elethe world. Because of the disparity in personal ments to establish the organization of the firm.
belief, ability and attitude, entrepreneurs and ad- The firm then is put together in such a way that
ministrators
disagree on the course of action one discipline provides a check for another. Both
to be taken in man y situations. If each has power the administrative and the entrepreneurial funcand authority within the organization, open conflict tions report to the manager.
will result. Exhibit I compares the attitudinal
To illustrate how and why a firm is organized
differences.
into functional groups, we might look at the reporting relationship established for an internal audit
The Conflict of Creative and Restrictive Forces
group. The internal audit function is often set
Exhibit 2 presents elements of creativity and aside from all other activity in order to make it
restrictiveness in conflict within the firm. On the independent of all other functions within the
left we see that entrepreneurs make creative con- company. Only by making it independent of other
functions is it possible to have the audit group in a
position where its principles are not compromised.
In carrying this principle forward, corporate
Exhibit 1
functions that must maintain strong, uncomproProfile of Entrepreneur and Administrator
mised positions in the firm are established and
Entrepreneur
Administrator
maintained as units (departments). This assures
1. Doesn't perceive risk
1. Avoids risk whenever possible
the integrity of the unit's function within the or2. Is product oriented
2. Is process oriented
ganization, if the appropriate power or authority
3. Feels he can change the future
3. Feels he can predict the future
is awarded it.
4. Believes the end justifies the
4. Believes, above all else, you must
have order
5. Is mistrustful of the entrepreneur
because he doesn't understand
the entrepreneur's actions or
motives

Exhibit 2
CREATIVE /RESTRICTIVE ELEMENTS OF THE COMPANY
Contributions

Creative

Restrictive

Types of People

Entrepreneurs

Administrators

Disciplines

Research
Engineering
Production
Marketing
Finance (Fund
raising only)

Supervision
Accounting
Finance
Personnel
Law

Functions

Product design
Conversion of raw
material to finished
goods
Advertising
Sales

Establishing policies
Cost control
Budget
Audit
Defining business
environment

Goals

Generate revenue

I

Reduce cost

•

Interface*

Contributions to the Company
As we have seen, both the administrators and
the entrepreneurs make contributions to the company. The entrepreneurs are dedicated toward
bringing cash into the company, the administrators
toward limiting its flow out of the company. Both
cannot be totally effective in their effort at the
same time.
Exhibit 3 illustrates the potential contributions
(both positive and negative) available under various
degrees of effectiveness of the contributors. The x
axis represents the mix of entrepreneurial,/administrative effectiveness (power) to prevail over the
other at a point in time. The extreme left (point a)
represents the case where the entrepreneur always
prevails in a conflict situation and the administrator
never does. Point b presents the case where each
prevails in half of the conflicts or where each is
considered equally when the manager makes a decision where a conflict exists. Point c represents the
case where the administrator wins all conflicts.2
The
axis represents the influence on dollars
that the entrepreneur or administrator is able to
exert. In the case of entrepreneurs, it represents the
ability to influence the generation of revenue. In
the case of the administrator, it represents the
ability to influence the limitation of cost.
v

means
5. Is disdainful of the administrator
because he can predict exactly
how the administrator will react
and knows that the administrator
would never make it in his world

This interface controls the potential profitability of the company,
Exhibit 3 depicts a theoretical situation; it is not the result of
mathematical calculation.

2
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We now see that through the interaction of the
two opposing forces, as they are regulated by the
manager, varying degrees of revenue generating and
cost control abilities exist. As the manager increases his ability to control cost, he loses his
ability to generate revenue. Conversely, as he increases his ability to generate revenue, he loses his
ability to control costs.

model. This curve, as illustrated in Exhibit 4, will
be the ability to realize profits over the intermediate
term (2 to 5 years) . It is fundamental to this thesis
that this curve is not necessarily stationary, but can
and does move under certain circumstances.3
An example of the curve most likely to shift is
the transition of an entrepreneurial managed company to a professionally managed company. This

Profit Maximization Potential

3

In the next step we fit a profit curve to our

It s ho uld b e no ted that this curve is the res ult of not only the
revenue and cos t c ontrol curves presented in this p aper, but also
is dependent on other variables not depicted here.

"We now see
that ... varying
degrees of
revenue
generating and
cost control
abilities exist."

Exhibit 3
POTENTIAL CONTRIBUTIONS UNDER VARIOUS DEGREES
OF EFFECTIVENESS MIX

100%

Ability to
generate revenue

50%
Ability to
control cost

0%

a

b

100% Entrepreneurial
effectiveness
Y Axis — influence on dollars
X Axis — effectiveness mix

c

50% Entrepreneurial
effectiveness
50% Administrative
effectiveness

100% Administrative
effectiveness

Exhibit 4
IDEAL BALANCE — ENTREPRENEURIAL / ADMINISTRATIVE EFFECTIVENESS

100%

Ability to
generate revenue

I
I
I
50%
Ability to
control cost

Potential
profitability
A

I
B

60 %/40%

45 %/55%

C

0%
Y Axis — influence on dollars
X Axis — effectiveness mix
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30%/70%
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necessary

shift happens most often with companies whose
revenues are between $80 million and $200 million.
Such a change in management comes about as a
result of the shift in the profitability curve. When
the curve shifts and the management emphasis
does not, the company often fails.
Point B on Exhibit 4 represents the ideal balance
of entrepreneurial effectiveness against administrative effectiveness in all conflicts within one hypothetical company. It is not ideal with respect to
potential revenue (less than maximum) or control
over cost (also less than maximum). It is ideal
because the ability to realize profit is maximized.
If the policy of this hypothetical company is to
give additional support to the innovative forces and
to limit the cost control forces so that the entrepreneurial /administrative effectiveness moves to
point A, the results will be as follows: The ability
to generate revenues will increase because the
entrepreneurs will be more effective, and the ability
to control costs will decrease because the administrators will not be able to exert as much control
over the entrepreneurs. Finally, the resulting ability
to produce profits will decrease (in this model,
disappear) Conversely, moving from point B to
point C will increase the ability to control cost,
decrease the ability to generate revenue but again
decrease the ability to produce a profit.
The manager must understand the nature of his
industry and his company in order to take advantage of these principles. Although the location
and the apex of the profitability curve —given the
many variables involved —may not be subject to
precise plotting, certain observations can indicate
where the profitability of a firm might be highest.
It is obvious, for example, that in the high -technology field of integrated chip circuitry, a firm
would need a large proportion of entrepreneurial
talent with a relatively free hand in order to survive. In this case, the profit of the firm would be
dependent upon the entrepreneur's intimate knowledge of the company's goals and the technological

LETTERS
Continued from page 11
letter to the editor, in the August 1975
Issue Of MANAGEMENT ACCOUNTING, was
disappointed that I ignored the final
sentence of paragraph 14 of ARB 51. I
ignored this sentence because it is inapplicable to the situation I discussed.
My paper was a discussion of sales by
the parent (investor) to the subsidiary
(investee). As the seller, the parent is
the only entity recording the profit (100
percent) —a direct profitl The subsidiary
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breakthroughs needed to achieve them. A manager
would therefore be foolish to institute severe cost
controls because these would perforce throttle the
innovative talent critical to his firm. Since, however, there must be some order in the company, the
manager in this situation should allow his administrators only enough authority to effect broad cost
controls by specific areas to the extent necessary.
This action should provide high revenues.
This reasoning is consistent with risk theory.
High markup of products produced by a high technology, high -risk industry is necessary if the
firm is to realize a return on its investment. Cost
control is not quite so important when the manufacturing cost of the item is a small portion of the
price of that item.

Summary
This article has presented four concepts to enable
the manager to maximize profits by controlling the
natural entrepreneurial /administrative conflict within his company.
I. The characteristics of entrepreneurs must be
identified. These have most recently been presented in the business literature.
2. The manager must be able to identify administrative characteristics within his organization.
These characteristics generally have been presented in business literature for many years.
3. Entrepreneurial and administrative forces will
naturally conflict within the organization. The
manager's primary task is to control and manage
the conflict, not eliminate it.
4. Knowing where the profit potential of his company is, the manager is able to generate profit
by managing conflict.
Business profits result from specialization of efforts that often conflict. If the company is to be
well managed, this conflict must also be managed
in a deliberate and honest way.

records the purchase (or cost). There is
no profit recorded by the subsidiary that
the minority or majority can pick up
proportionately, and hence none to be
proportionately eliminated. Mr. Leonhardi apparently misread me (p. 49 first
sentence) , as well as ARB 51.
The sentence which Mr. Leonhardi
quotes subtly refers to a situation where
the subsidiary records the profit on the
transaction; that is, where it makes the
sale to the parent, and its stockholders
(the majority or parent and minority)
record indirectly their proportionate
share of the gain. In this instance, it is

obvious that the parent should eliminate
no more than it indirectly picked up.
Mr. Leonhardi, whether he realizes it or
not, is describing a sale by the subsidiary
to the parent in the last paragraph of
his letter.
So, my original position still stands
and I hope my reply has removed Mr.
Leonhardi's initial disappointment caused
by his misreading of my article.
Enrico Petri
Professor of Accounting
SUNY at Albany
Albany, N.Y.
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FILING PRO FORMA
FINANCIAL STATEMENTS
Compa nies that pla n to file registra tion sta tements
shou ld k n o w when to include pro forma sta tements;
especially where su ch sta tements are not specifically
called for by the regu lations.

By Fredric T. Myers
A pro forma financial statement, in simple terms,
is a statement that attempts to present a realistic
picture of the effect on historical statements of
transactions which either have been consummated
or will be consummated at a future date. It is developed by taking a historical financial statement and
applying to that statement adjustments necessary
to give effect to the consummation of the described
transactions.
SEC Ground Rules
The SEC, either by specific requirement or by
custom developed during a period of years, expects
pro forma statements to be included in filings under the Securities Act of 1933 whenever they can
provide useful information to a prospective investor.
For example, if a registrant is about to undertake
a substantial reorganization, his registration statement should include a pro forma balance sheet giving effect to the plan of reorganization. Likewise,
if a registrant is about to merge with another company in a pooling of interests transaction, he should
show the effect of such merger in a pro forma balance sheet at a current date and in pro forma income statements for a preceding period of up to
five years. If the registrant is about to acquire another company in a purchase transaction, he should
present the transaction in a pro forma balance sheet
at a current date, and in a pro forma income statement for the immediately preceding full fiscal
period. If the SEC determines that a filing is deficient because it does not contain a pro forma statement that could be informative to a prospective
investor, it will not hesitate to reject the filing until
the appropriate pro forma statement is included.
The instructions to Form S-1, the principal registration statement filed under the 1933 Act, require
that when a pooling of interests transaction is about
to take place, the registrant must file a pro forma
balance sheet giving effect to the transaction. This
MANAGEMENT ACCOUNTING /DECEMBER 1975

pro forma balance sheet must be in a columnar
form to show the balance sheets of the separate
companies before the transactions, adjustments that
reflect the changes to take place, and the pro forma
balance sheet after giving effect to the transactions.
The adjustments must be fully explained in footnotes. Similar statements are also required if the
company is about to undertake a reorganization involving substantial changes in asset, liability, or
capital accounts, and are usually requested if the
company has recently consummated —or is about
to consummate—a significant acquisition by purchase. The effect of these requirements is to provide
information similar to that called for by Accounting Principles Board Opinion No. 16 relating to
business combinations. This Opinion requires disclosure of summary pro forma information relating
to financial position and results of operations if a
pooling of interests transaction is about to take
place. For a purchase transaction, similar disclosure
is also required, including pro forma results of operations for the immediately preceding period.
Regulation 14(a) under the Securities Exchange
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Act of 1934 also has requirements for use of pro
forma financial statements. This regulation contains a number of rules that specify the information
which must be submitted to shareholders in a
proxy statement whenever proxies are solicited. One
item required by these rules is a pro forma summary
of earnings for the most recent fiscal year if the
solicitation of proxies is for shareholder action on
a merger or acquisition. This pro forma summary of
earnings must be expanded to the last five years if
a new basis of accounting for the assets of one of
the parties is established by the transaction.
Some Restrictions
The SEC has several rules restricting the use of
pro forma statements. Rule 170 under the 1933
Act prohibits use of a pro forma statement giving
effect to the sale of securities for cash and use of
the proceeds, unless the securities are offered
25

"A pro forma
balance sheet
can be
certified more
readily than
a pro forma
income
statement . . . "

through underwriters and the underwriters are committed to purchase all of the securities if any are
purchased. This Rule is intended to prevent the
presentation of pro forma statements giving effect
to a transaction which could have a substantially
different result from that reflected in the statement.
For example, an offering of securities without a
firm underwriting commitment may result in only
a portion of the securities being sold. In that case,
a pro forma statement inferring the sale of the complete issue or the use of the entire proceeds would
be misleading to investors in view of the lesser
amount of cash proceeds available for the designated purposes. Rule 15c1 -9 under the 1934 Act
prohibits the use of pro forma statements that give
effect to a sale or exchange of securities and use of
the proceeds, unless assumptions upon which the
statement is based are clearly set out as part of the
statement. This rule emphasizes the basic purpose
behind many SEC rulings: providing adequate information for a prospective investor.
Certification
As a general rule, the SEC requires certification
by independent public accountants of nearly all
financial statements included in filings under both
the 1933 and the 1934 Acts. There are exceptions:
Certification is not required for interim statements
when certified statements for the most recent fiscal
years are presented. The company thereby avoids
the burden of obtaining a second audit within one
fiscal period. The certification requirement is waived
for pro forma statements as well, principally because
such certification by independent public accountants is often not possible.
Independent public accountants have, in the
case of pro forma balance sheets, outlined several
restrictions that must be satisfied before they can
consider certifying such statements. First, the underlying financial statements that form the basis
for the pro forma balance sheet must have been
examined by the certifying accountant. If the certifying accountant has not examined these financial
statements, he will be unable to certify the pro
forma balance sheet. As a second restriction, the
accountant must determine that the statement
meets the following conditions:
1. The subsequent transaction reflected in the statement is subject to a definite contract between
parties that the accountant is satisfied can carry
out their terms.
Z. The interval between the statement date and
subsequent transaction is reasonably short.
3. The accountant has, after inquiry or investigation, no reason to believe the financial position
of the company has been adversely affected by
any developments in the interim period.
4. The transaction reflected in the pro forma statement is clearly described in the statement and
the purpose of the statement is clearly disclosed.
Finally, the accountant cannot certify to a pro
forma statement that gives effect to transactions
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merely contemplated, but not actually entered into,
at the date of the certification. He may, however,
certify to a statement that reflects the use of proceeds of new financing where such use is clearly
disclosed in notes to the statement and where he
is satisfied the proceeds can and will be used as
described.
Certifications of pro forma income statements
by independent public accountants are even more
difficult and less likely to be accomplished than
certification of pro forma balance sheets. If the
pro forma income statement merely takes the historical results of operations of businesses that have
merged, and adds them together, the accountant
can possibly certify to it, assuming no other conditions are present to preclude certification. Other
kinds of pro forma statements must be judged
separately by the accountant based on the facts of
the case. In a case where the accountant decides
he cannot certify an income statement, he may
consent to the inclusion of a statement that he has
read, or reviewed any adjustments applied to the
historical financial statements and that, in his opinion, they have been properly prepared and applied.
Facts vs. Assumptions
A pro forma balance sheet can be certified more
readily than a pro forma income statement because
a balance sheet is a picture (financial position) of
the company in which all action has been frozen
at a designated point in time. Adjusting this picture to reflect a clearly defined transaction —
subject to a definite contract— becomes a matter
of revising certain parts of the statement by applying pro forma adjustments. The adjusted statement
can be a realistic picture of what would have been
the actual balance sheet, if the transaction had
taken place on that date. Because the transaction
is clearly defined, adjustments can be based on facts
(such as contract terms) rather than on arbitrarily
stated assumptions.
In contrast to a balance sheet, an income statement reflects a summarization of the effects of
innumerable transactions that have taken place over
an extended period of time, such as a fiscal year.
The transactions have been influenced by numerous
factors that may have been changing constantly
during the period involved. For example, the income statement may reflect many sales of a product
during the period with all sales made at the same
unit price. Each sale of this product can, however,
have a different effect on the income statement because of changes in one or more factors which enter
into the cost of the item sold at different times
during the period. Accordingly, the statement reflects the effects of historical happenings in a dynamic environment. When such a statement is
adjusted to reflect the effects of a designated transaction on a pro forma basis, it is virtually impossible
to determine that the statement reflects all possible
effects on the transaction of the dynamic environment in which the historical statement was constructed. As a consequence, the adjustments must
Continued on page 30
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A 'HOW -TO' LOOK AT
DOLLAR -VALUE LIFO
Although the switch to LIFO may initially appear attractive for
tax purposes, it should not be made without careful
consideration of its effects on financial statement preparation
and of the requirement that LIFO must generally be used for
all subsequent years.

By Dean P. Schuckman
The last -in, first -out (LIFO) method of valuing
inventory has been "rediscovered" due to the recent significant increase in price levels. The LIFO
method matches the current cost of merchandise
against current revenues and therefore reduces the
impact of inflation on net income. Because LIFO
squeezes "inflation profits" out of inventories, the
tax savings resulting from the switch to LIFO have
become very attractive. Basically, there are two
methods for computing LIFO inventory: the specific goods method and the dollar -value method.

Specific Goods Method
Under the specific goods method, quantities of
individual items are counted at the end of the year
and are compared with the quantities at the beginning of the year to determine the year's change
in inventory level. A pitfall in this method is that
only items which are substantially similar can be
grouped in a pool. This leads to required multiple
pooling, which is a disadvantage if the items are
being displaced by new items of higher cost which
must be placed in separate pools.

ventory is extended at base -year costs and at current costs. The base -year cost for an inventory item
is generally its average cost at the beginning of the
taxable year for which LIFO is first adopted (e.g.,
if, for the year in which LIFO is being adopted, the
beginning inventory includes one unit of A at $2.00
and three units of A at $3.00 each, the base -,year
cost of A would be $2.75). The base -year cost of
the ending inventory is then compared with the
base -year cost of the beginning inventory. If such
base -year cost comparison indicates that ending inventory is equal to, or less than beginning inventory,
then the base -year ending inventory cost is the cost
of the closing LIFO inventory. However, if the base year cost of the closing inventory has increased over
the base -year cost of the opening inventory, the
value of the closing inventory is computed by adding the incremental increase at current -year cost
to the base -year cost of the beginning inventory. An
example of this computation, based on an example
in Reg. Sec. 1.472 -8(e) (2) (v), is shown below.
A taxpayer elects, beginning with the calendar
year 1974, to compute his inventory using the dollar -value LIFO method. The total base -vear cost at
January 1, 1974 is determined as follows:

Dollar -Value Method
Under the dollar -value method, the cost of the
inventory is measured by using a base -year cost calculated in terms of total dollars rather than the
price and quantity of specific goods. Decreases in
the quantities of particular items in the inventory
can be offset against increases in other items, thus
maintaining the low total dollar LIFO value of the
inventory.

Double Extension Computation
One way of calculating dollar -value LIFO is to
use the double extension method ( Reg. Sec.
1.472-8(e) (1)) . Under this method, the ending inMANAGEMENT ACCOUNTING /DECEMBER 1975

Items
A
B
C

Units
1,000
2,000
500

Unit
cost
$5.00
4.00
2.00
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Total
cost
$5,000
8,000
1,000
$14,000

The closing inventory at December 31, 1974
contains 3,000 units of A, 1,000 units of B, and
500 units of C. The closing inventory at base -year
and current -year costs, is shown in Exhibit 1. Since
the base -year cost of the closing inventory amounts
to $20,000, and is in excess of the $14,000 base vear cost of the opening inventory for 1974, there
27
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Exhibit 1
DOUBLE EXTENSION COMPUTATION

Item
A
B
C

Quantity
3,000
1,000
500

current and
base -year
costs."

January 1, 1974 base -year cost
December 31, 1974 increment

December 31, 1974
inventory at January 1,
1974 base -year cost
Unit
cost
Amount
$5.00
$15,000
4.00
4,000
2.00
1,000
$20,000'
December 31, 1974
inventory at
January 1, 1974
base -year cost
$14,000
6,000
$20,000"

is a $6,000 increment in the inventory during the
year. This increment is converted to current cost,
by applying a percentage from the dollar value ratio
24,250/20,000 or 121.25 percent. The LIFO value
of the ending inventory at December 31, 1974 is
calculated to be $21,275.
If, at the end of 1975, the base -year cost of the
inventory is less than the $20,000 base -year cost at
December 31, 1974, a liquidation of the inventory
will have occurred. In such a case, the liquidation
would be reflected by reducing the most recent laver
of increment. For example, assume that at the end
of 1975, the taxpayer's inventory consists of 2,000
units of item A at $6.50, 1,500 units of item B at
$6.00, and 500 units of item C at $3.00. Then the
closing inventory would be doubly extended at
base -year cost and at current cost as shown in Exhibit 2. Since the closing inventory of $17,000 at
base -year cost is less than the 1975 opening inventory of $20,000, at base -year cost, a liquidation of
the inventory has occurred. This liquidation would
be reflected in the December 31, 1975 inventory
by reducing the most recent increment or layer of
inventory accounted for at December 31, 1974.

December 31, 1974
inventory at
current -year cost
Unit
cost
Amount
$6.00
$18,000
5.00
5,000
2.50
1,250
$24,250

Ratio of total
current -year
cost to total
base -year cost
100.00%
121.25%

December 31, 1974
inventory
at
LIFO value
$14,000
7,275
$21,275

Link -Chain Computation
In cases where the taxpayer can satisfy the I.R.S.
that the use of either the double extension or index
method would be impractical, the "link- chain"
method may be used ( Reg. Sec. 1,472-8(e) (1)) .
Under this procedure, an annual price level index
is first computed by double- extending a representative segment of the inventory, at current -year costs
and beginning -of -year costs (instead of base -year
costs). The current -year index is then multiplied
by the cumulative index carried forward from prior
years to obtain the index of current -vear to base year costs. The ending inventory valued at current year costs is divided by this link -chain index to
obtain the base -year cost of the inventorv. The existence of an increment is then determined and its
value calculated by use of the index.
Current -Year Unit Cost Determination
In any LIFO inventory calculation, the current year costs of the inventory must be established.
Under Reg, Sec. 1.472-8(e) (2) , current -year costs
may be computed on the basis of one of the four
following methods:

Index Computation
The double extension method requires that the
full inventory be priced at both current and base year costs. However, where there are technological
changes, wide varieties of items, or numerous
changes in the variety of items, double extension
may be found to be impractical. In such cases, Reg.
Sec. 1.472 -8(e) (1) provides for the use of an "index" method for computing the value of the inventory.' Under this method, an index is computed
by double extending a representative portion of the
inventory or by the use of other acceptable statistical methods. The index is then applied to the increment in the ending inventory valued at base -year
cost to obtain the LIFO value of the inventory in
the same way as shown in Exhibits 1 and 2.
' Under Reg. Sec. 1.472.8(e) (1), "
the appropriateness of the
method of computing the index and the accuracy, reliability, and
suitability of the us e of such index must be demonstra ted to the
satisfaction of the District Director."
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Most recent purchases or production
Purchases or production in the order of acquisition during year
Average of all goods purchased or produced
during the taxable year
Any other proper method clearly reflecting income, which is deemed acceptable
The second method is commonly chosen, from
a practical standpoint, since it results in a lower
incremental inventory cost when prices are rising
and allows for a determination of current -year costs
prior to year -end. However, one of the other methods may be more suitable to a particular business.
The choice of method to be used in determining
the current -vear cost of the inventory must be made
at the time of the switch to LIFO and must be
followed consistently in all subsequent LIFO years.
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Exhibit 2
INVENTORY LIQUIDATION

Item
A
B
C

Quantity
2,000
1,500
500

January 1, 1974 base -year cost
Remainder of December 31,
1974 Increment (See note)

December 31, 1975
Inventory at
current -year cost
Unit
Amount
cost
$13,000
$6.50
9,000
6.00
1,500
3.00
$23,500

December 31, 1975
inventory at January 1,
1974 base -year cost
Unit
cost
Amount
$5.00
$10,000
4.00
6,000
2.00
1,000
$17,000'
December 31, 1975
inventory at
January 1, 1974
base-year cost
$14,000

Ratio of total
current -year
cost to total
base -year cost
100.00 %

3,000
$17,000•

121.25 %,

unlike nature
should not be
included in
one pool..

December 31, 1975
Inventory at
LIFO value
$14,000
3,637
$17,637

Note: This $3,000 is the unliquidated portion of the $6,000 increment added during 1974.

Natural Business Unit Pools
Under Reg. Sec. 1,472-8(b)(1) and (2) , principles are established for determining LIFO dollar value natural business unit pools of manufacturers
and processors. A separate pool must be set up for
each natural business unit of a particular business.
A natural business unit for a manufacturer or
processor generally consists of the entire productive
activity of a business within one product line or
within two or more related product lines. Some of
the more important factors to be considered in determining a business unit are:
1. Natural business divisions adopted for internal
management purposes,
2. The existence of separate and distinct production facilities, and
3. The use of separate profit and loss records for
separate operations.
The following summaries of Reg. Sec. 1.472 -8
(b) (2) (ii) illustrate the concept of a natural business unit:
1. Company A manufactures automatic clothes
washers and driers, electric ranges, mangles, and
dishwashers in one division. In another separate
division, the corporation manufactures radios
and televisions. Under these circumstances, the
corporation is considered to have two natural
business units and therefore two pools should
be used in determining the dollar -value LIFO
inventory.
2. Company B produces plastics in one of its plants.
Substantial quantities of the plastic are sold, with
the remainder shipped to a second plant, where
it is used for the manufacture of tons. The two
plants are operated as separate divisions. The
corporation is considered to have two natural
business units because of the different product
lines and separate divisions.
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3. Company C manufactures paper. At one stage
of processing, uncoated paper is produced, and
a substantial amount is sold. The remainder is
transferred to its finishing mill where coated
paper is produced and sold. Company C has only
one natural business unit since coated and uncoated paper are considered to be of the same
product line.
Multiple Pools
Under Reg. Sec. 1.472 -8(b) (3), a manufacturer
or processor may choose to use multiple pools in
electing dollar -value LIFO. Each pool should consist of inventory items which are substantially
similar. Important considerations in determining
similarity include:
1. Similarity in type of raw materials used or processing operations applied,
2. Interchangeability of raw materials used,
3. Similarity in the use of the products,
4. Consistency with which the groupings are followed for internal accounting purposes,
5. Groupings followed in light of customary business practices of the industry, and
6. Nature of the inventory items subject to the
dollar -value method and the significance of such
items to the company's operations.
It should be noted that in applying the multiple
pool principles, raw materials of an unlike nature
should not be included in one pool, even if such
materials become part of the same finished product.
Furthermore, a miscellaneous pool may be used, but
it should consist of items which are not includable
in other pools and which are insignificant in value
compared with the total dollar -value of the inventory.
Factors to Consider Before Adopting
Dollar Value LIFO
Prior to switching to LIFO for tax purposes, the
following questions should be considered:
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"The switch to
dollar -value
LIFO has
become widespread ..."

1. What will be the effect of switching to LIFO on
the annual earnings to be reported in the financial statements?

3. Is the quantity of inventory measured at the
beginning of the year of switch to LIFO ex.
pected to decrease in the future?

The income tax regulations require that LIFO
be adopted for financial accounting purposes as
well as tax purposes.

Liquidation of a significant portion of the
LIFO inventory will have the effect of increasing profits by the difference between the current cost and LIFO cost of the quantity of inventory liquidated.

2. Will inventory prices be increasing over the long
term?
Under the LIFO method, taxes on "inventory
profits" are avoided during periods of rising
prices. However, during a period of sharply falling
prices, income and required tax payments will be
higher than they would have been under the
FIFO method. It is prudent for management to
make a careful assessment of anticipated longterm price levels before adopting LIFO.

Conclusion
The switch to dollar -value LIFO has become
widespread due to the recent unusually high rate of
inflation. Although the switch to LIFO may initially appear attractive for tax purposes, it should
not be made without careful consideration of its effects on financial statement presentation and of the
requirement that LIFO must generally be used for
all subsequent years.
❑

FILING PRO FORMA FINANCIAL STATEMENTS
Continued from page 26
be partially based on assumptions about the effects
of various factors and conditions. To the extent the
adjustments are based on assumptions, there is increasing probability the statement is not completely
accurate. For this reason, the accountant often cannot certify that such statements present fairly the
results of operations for the period.

When to File
The use of pro forma financial statements has
increased substantially in recent years. The major
impetus behind this increased use has been the
SEC and its requirements for inclusion of such
statements in registration statements filed under
the 1933 Act. To a significant extent, however, the
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increase has been prompted by the many corporate
mergers and acquisitions in recent years. Many
registration statements concern securities issues for
merger or acquisition purposes, and therefore have
included pro forma financial statements in accordance with SEC requirements.
Companies that plan to file registration statements should know when to include pro forma
statements; especially where such statements are
not specifically called for by the regulations. For
guidance in this, companies may have to rely on
the advice of experts, such as their independent
public accountants or outside legal counsel. In certain cases, they may even consult with the SEC
itself before a registration statement is prepared
so that all documents submitted contain any required pro forma financial statements.
❑
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LIFO AND ITS
LIMITATIONS
Any inventory write -offs which resulted from market price
drops andlor product obsolescence must be reinstated and an
amended income tax return must be filed for the year
preceding the LIFO election.

By Ken Milani
The double -digit inflation of the recent past has
caused many firms to explore and eventually adopt
the last -in, first -out (LIFO) method of inventory
valuation. The major advantage created by the
switch to LIFO appears to be the increase in cash
flow caused by a reduction in federal, state and local
income taxes. However, cacti company considering
the adoption of LIFO should weigh the advantages
and disadvantages as they affect the company's circumstances and environment and in anticipation of
the future.
Exhibit 1 illustrates how the tax decrease occurs.
Here the firm has a beginning and ending inventory in 1974 of 100,000 units. The beginning inventory cost was $1.00 per unit while the ending
inventory cost was $1.50 per unit. The LIFO method generates a lower ending inventory value and a
lower net income before taxes. In both instances
the difference is $50,000.
The major advantage of switching to LIFO can
continue past the year of LIFO adoption. Estimated tax payments and the actual tax liability for
periods following the switch may be lowered. Exhibit 1 also illustrates the continuation of the LIFO
advantage into 1975. Again, the beginning and
ending inventories are 100,000 units. The cost of
the beginning inventory using a FIFO flow is
$150,000 (LIFO value is $100,000) . An ending inventory cost of $2 per unit provides a FIFO inventory figure of $200,000 while the LIFO value remains at $100,000 (100,000 units at $1 per unit).
The LIFO earnings are $50,000 less than the FIFO
earnings.

The Limitations
There are several disadvantages or limitations
surrounding a change to LIFO. These are now
surfacing as many firms which made the switch
MANAGEMENT ACCOUNTING /DECEMBER 1975

acquire experience with a new or different inventory
valuation technique.
TAX SAVINGS OVERESTIMATES

An early disadvantage occurs when the expected
savings do not materialize. For instance, Chesapeake
Corporation estimated a savings of one million dol.
lars in 1974 taxes because of the switch. "The actual
figure was closer to $465,000 due in part to declining inventory prices.",
INVENTORY PRICE DECREASES

A drop in future inventory prices (below the base year price) can lead to additional taxes being paid
in future years as shown in Exhibit 1. The opening
and closing inventories are still at 100,000 units
with the opening inventory priced at $1.50 under
FIFO and at $1.00 per unit using LIFO. The FIFO
ending inventory cost of $85,000 reflects a drop in
unit price to 85 cents while the LIFO inventory
continues at $1.00 per unit or $100,000. The effect
of this drop in price below the base price is a LIFO
net income of $215,000 which is $65,000 higher
than the FIFO figure and, of course, a higher LIFO
tax liability. This second limitation of LIFO is of
importance to a firm which anticipates or has ending
inventory prices which are unusually high.
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PHYSICAL INVENTORY DECREASES

Another limitation involves decreases in physical
inventory levels. Such decreases can lead to higher
earnings (and higher taxes) under LIFO. In this
instance, as illustrated in Exhibit 1, the FIFO unit
cost is $2.00 per unit at both the beginning and the
end of the year and the LIFO unit cost is $1.00 per
unit at the beginning and end of the year. The level
of inventory drops from 100,000 units to 60,000
' "LIFO Inventory Accounting Isn't Every Comptroller's Cup of
Tea," Business Bulletin, The Wall Street Journal, March 20, 1975,
P. I.
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"There is also
a limitation
based on the
requirement
that LIFO
inventories
must be stated
at cost."

units (perhaps due to an unexpected strike, a shortage, or a directive from a creditor to liquidate some
of the inventory) and the result is a LIFO net income before taxes of $360,000 which is $40,000
greater than the FIFO figure. As illustrated earlier
with the price drop, the LIFO method (which was
selected for tax saving purposes) generates a higher
net income figure and results in a higher tax burden
and a decreased cash flow.
PRIOR PERIOD TAX ADJUSTMENTS

There is also a limitation based on the requirement that LIFO inventories must be stated at cost.
Anv inventory write -offs which resulted from market
price drops and /or product obsolescence must be

reinstated and an amended income tax return must
be filed for the year preceding the LIFO election.
For example, assume an organization had an ending
inventory of $1,800,000 at the end of 1973 following adjustments downward of $72,000 due to market and /or obsolescence factors. If this firm elected
LIFO for 1974, the 1973 ending inventory (which
represents the 1974 beginning inventory) would be
adjusted up to $1,872,000 and the result would be
a decrease in 1973's cost of goods sold and an increase in the 1973 net income of $72,000. An
extra tax payment must accompany the 1973
amended return which reflected this required change
if the LIFO election was made for 1974.
Continued on page 36

Exhibit 1
SOME LIMITATIONS OF LIFO
Effect on first year's earnings
Sales

FIFO -1974

LIFO -1974

$1,000,000

$1,000,000

100,000
300,000
400,000
150,000
250,000

100,000
300,000
400,000
100,000
300,000

Sales

$

&

Effect on second year's earnings

$
$
$
$

750,000
450,000
300,000

$

$

$

@

Gross profit
Less: Operating, admin. other expenses
Net income before taxes

$

-

+

@

Beginning inventory
(100,000 units
$1.00 per unit)
Purchases
$1.50 per unit
Goods available for sale
Ending inventory (100,000 units)
Cost of goods sold

$

Less:

700,000
450,000
250,000

FIFO -1975

LIFO -1975

$1,200,000

$1,200,000

150,000
450,000
600,000
200,000
400,000

100,000
450,000
550,000
100,000
450,000

Effect of drop in inventory price
Sales

800,000
600,000
200,000

$
$
$
$

$
$
$

&

$

-

Gross profit
Less: Operating, admin. other expenses
Net income before taxes

$

$

Beginning inventory (100,000 units)
Purchases
$2.00 per unit
Goods available for sale
Ending inventory (100,000 units)
Cost of goods sold
@

+

Less:

750,000
600,000
150,000

FIFO -1975

LIFO -1975

$1,000,000

$1,000,000

150,000
285,000
435,000
85,000
350,000

100,000
285,000
385,000
100,000
285,000

Effect of decrease in physical inventory
Sales

$
$
$
$

650,000
500,000
150,000

$

$
$
$

&

Gross profit
Less: Operating, admin. other expenses
Net income before taxes

$

@

Beginning inventory (100,000 units)
Purchases
.85 per unit
Goods available for sale
Ending inventory (100,000 units)
Cost of goods sold

$

-

+

Less:

715,000
500,000
215,000

FIFO -1975

LIFO -1975

$1,500,000

$1,500,000

200,000
400,000
600,000
120,000
480,000

100,000
400,000
500,000
60,000
440,000
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$
$
$

$
$

$1,020,000
700,000
320,000

$1,060,000
700,000
360,000
$

&

Gross profit
Less: Operating, admin. other expenses
Net income before taxes

$

@

Beginning inventory (100,000 units)
Purchase
$2.00 per unit
Goods available for sale
Ending inventory (60,000 units)
Cost of goods sold

$

-

+

Less:
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LEASING AND
THE LESSEE
The question of whether the lease is a legal or economic asset
must be answered in order to determine how it is to be recorded
in the balance sheet and the income statement.

By Happy Pierce
There are two methods of disclosure commonly
used in presenting financial leases., One method,
footnoting, is approved in most cases by APB
Opinion No. 5. The other method, capitalization,
under certain conditions, is also approved. The
Opinion approves the use of and requires capitalization only when equity is established in the leasehold
and an actual or equivalent purchase takes place.
The use of these two methods and the choice of
which to use has been a controversial question
among members of the accounting profession for
many years.

The History of Leasing
Leasing is not a new accounting development
or a new method of acquiring the use of property.
As early as the days of William the Conqueror,
leasing has been a part of recorded history. During
his reign, the Manor of Aldenham was leased from
the Abbot of St. Albans by the Abbot of Westminster for a period of twenty years at the rent of
100 shillings. This early lease was a long -term lease
and its terms fit the modern concept of a financial
lease as we know it today. All of the early leases
were of a long -term and financial nature. The lessee
could use and control the land, but lie did not own
it. He was allowed to use the land through enforced
rights by covenant which was established by the
Roman Law of Usufruct, a contractual right to use
without ownership. Roman Law was then the basis
for all leasing as it occurred during the Middle
Ages, and even as we know it today.
By the Middle Ages the basic treatment had
changed only slightly. During the period from
1200 AD to 1500 AD, the lessee had a slightly
greater interest in the property and was protected
against the lessor who conveyed the property to the
lessee for a period of years. The conveyance became
an executed contract immediately or at the actual
date of delivery. This led to the current treatment
and method of leasing based on contractual agreeMANAGEM ENT ACCOUNTING /DECEMBER 1975

ments. Although leasing has been used since the
time of the Romans, it is only since World War II
that it has become both a major factor in accounting and a major problem for financial statement
presentation.
The history and development of lease law has
been a long and difficult process. It began with
Roman Law which was the basis for the English
Common Law. These laws state that whenever a
lessee enters an agreement lie is vested with Interesse Termini or interest in the property for a
term. At the time that the lessee was given a vested
interest in the property, the landlord had completed
his half of the contract and Common Law assumed
that a completed transaction had taken place. Common Law also stated that in the event of a fire, the
lessee was bound to pay the rent for the entire
period of the contract under a realty lease. However,
in the case of Whitaker vs. Hawley, the court said:
"Thus in the hiring of chattels, though the terms be
as absolute and positive as those of a real estate
lease, their absolute destruction without the fault of
the hirer terminates the contract." 2 This case, in
effect, revised the Common Law holding that the
lessee is completely responsible for the property as
in a purchase. Now the law views the lease as a legal
contract. A lease, therefore, requires a contract between the two involved parties, and that contract
is the basis of the accounting treatment.
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Advantages to the Lessee
In leasing, there are three basic advantages to
the lessee:
1. Improved cash flows (after -tax inflows from operations before deduction of financing charges)
— Leasing provides tax advantages through acceleration of deductions; it benefits firms that
are unable to use the investment tax credit
t The SEC, on October 5, 1973 adopted amendments to Rule 3 -16
of Regulation S -X requiring increased disclosure.
2 Donald C. Cools, "The Case Against Capitsdizing Leases,"
Harvard Business Review, January/ February 1963, p. 152.
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"A long -term
operating lease
is handled in
much the same
way as a
short -term
operating
lease."

through lower rental payments resulting from the
lessor's tax credit; it reduces accounting and
maintenance costs, property taxes and insurance,
and asset disposal problems; and it conserves
cash and working capital.
2. Risk advantages, pertaining to the uncertainties
of basic cash flows— Leasing reduces the risk of
obsolescence and passes the risk in residual value
to the lessor; it provides uninterrupted service,
avoiding down time; and it permits rapid changes
in equipment and simplifies renegotiation.
Financial advantages pertaining to prior claims
on the basic cash flows— Leasing permits 100
percent financing; it leads to junior claims; it
does not add debt on a balance sheet; and it is
ignored by financial analysts, hence it adds to
borrowing capacity.3
Leasing also grants the lessee, "... the privilege
of omitting from the balance sheet a liability equivalent to that of the owner, and of controlling arbitrarily the incidence of the operating charge by the
arrangement of the schedule of rental payments." 4
Analysts do not agree with this completely. They
claim that a lease is not free because a company's
borrowing capacity is used up just as much by
leasing as by ordinary financing. There is, nevertheless, the effect of free leasing which is considered
a major advantage to the lessee.
Accounting for leases
A study of the stages of a ]easing transaction is
a prerequisite to the determination of the actual
methods of accounting that are available and reasons
for the preference of one method over the other.
There are five stages in leasing:5
1. Decision to ]ease
2. Negotiation of the lease agreement
3. Execution (signing) of the lease agreement
4. Initial occupancy of the leased property
5. Actual receipt of the services from the ]eased
property
The decision to lease comes after a study is made
to determine whether there are any advantages over
a direct purchase. During this first stage, expected
future benefits are defined. The negotiation stage is
the period in which expected future economic benefits are specified. The minimum goal of negotiation
should be the attainment of those benefits upon
which the decision to lease was based.
The execution stage when the lease is actually
entered into or signed is the point at which the
lease contract derives value. It is the point at
which asset recognition should take place. If it is
possible for the contract to have value, then the
entity involved should be able to account for this
value.
The lessor's obligation ends when the lessee occupies the facilities. In effect, title is passed in an
economic way. The lessor promises use of the property rather than actually giving the property, while
the lessee is concerned with the services he can
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extract from the property.e However, until the lessee has received full service from the property, he
has not received full contract value.
The last stage is the actual receipt of the service.
"Traditionally, receipt of services has been the point
at which the intermediate -lease agreement has been
recorded as a transaction and given formal presentation in the financial statement." 7 In effect, at this
date, the statements should report all of the services
received and the corresponding liability and expense
or asset to be written off.

Operating Leases
The length of a lease's life does not necessarily
determine the classification of the lease, but it may
have some bearing on it. A short -term lease, for
example, is usually considered to be an operating
lease. The lessor reports rental receipts over the
life of the lease as revenue. The amount of rent
that the lessor recognizes in each period is usually
the amount cited in the provisions of the rental
contract. The lessee of an operating lease records
his payments as normal rent.
A long -term operating lease is handled in much
the salve way as a short -term operating lease. Only
those revenues that are due in a particular period
are recognized on a contract basis. However, an
economic change, such as declining balance, may
necessitate changing the method to one which more
properly reflects the true value of the lease in the
financial statements. This allows for recognition
of the remaining value through amortization.
Since the operating lease, whether short -term
or long, is used strictly for operations, it should
be carried as a part of ordinary operations at the
full value of the lease contract. This does not take
any interest into account.

Financial Leases
The financial lease can almost be thought of as
a purchase or pseudo purchase. If the lease is a
substitute for a purchase, the payments to the
lessor should be treated as if they were being made
on the purchase of an asset. In which case, some
method must be found to determine the value of
the lease and its cost. The value of the lease is
developed from the contract price that is set. It is
possible for the lessee to determine from his contract that part of the price which constitutes the
value of the asset plus the part which constitutes
the fee that he must pay. This fee is a cost that
must be paid in order to use the property.
CAPITALIZATION
The question of whether the lease is a legal or
economic asset must be answered in order to determine how it is to be recorded in the balance sheet
3 See Richard S. Bower Frank C . Herringer, and J. P eter Williamson,
" LeaseJ. Evaluation,"
p. 28. o n
4 Willard
G raham and AceounBn
Haro ld .q . Revteto,
LangendApril
erfer,1966,
" C omment

AP B Op inion No . 5, " The Journa of Accountancy, March 1965,
62.
See Gerald Alvin, "T he Execution of the Non - Financ ial Leas e —
An Accounting Transaction ?" N . A. A. Bulletin, November 1963,
41. p. 44.
li Ibid.,
7 Ibid., p. 44.
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and the income statement. Many accountants feel
that it is not legal to classify a lease as an asset
unless it results in a direct purchase. As equity is
created, the asset is created. This creation of equity
over the life of the lease is the reason why some
accountants prefer to accept only current valuation
and accordingly use only footnotes to enter the lease
in the financial statements.
However, there are some accountants who believe that the value of the asset may be determined
by the expected future economic benefit. They assume that the future equity or future economic
benefit is sufficient basis for actually capitalizing
the asset and entering it in the balance sheet. When
the asset is entered in the balance sheet, the related
liability must also be entered. The liability that is
thus assumed is based on the total value of the
lease. The income statement must also reflect the
economic benefit and be consistent with the balance sheet. If the lease has a total value that is
amortized over its life on a straight -line basis, the
income statement would recognize the expense as
it related to the liability.
The remaining life of the property and its value
will vary. The property will have a greater economic
value during the early years of the lease and a
lesser value during later years. This makes it necessary to determine the asset's value over its true
economic life. For example, the declining balance
method would allow the income statement and
the balance sheet to present fairly the current income over the entire life of the lease. This method
recognizes a greater value for the property during
the early years and the related expenses that must
be recorded in order to present the income on a
reliable basis.
Another argument for capitalizing the financial
lease as an asset with a related liability has also
been voiced. It permits the lessee to present a comparable statement with that of the lessor. The lessor
on a long -term financial lease ordinarily does not
carry the property covered by the lease as an asset
but carries the receivables from the asset. If the
lessee also does not carry the lease as an asset, then
effectively, the asset is not on the books of either
company. In order to prevent this, the statements
of the lessor and the lessee should correspond within accepted methods.

revenue in keeping with the matching principle. It
is not possible for rental payments to represent
just the charges against revenue if there is no recognition of the rental fees plus the actual costs
of the lease which must be amortized over the
entire life of the long -term contract. The service
value of the asset is not determined by the rent
paid, but by the actual usage which can only be
estimated and amortized over a proper life.
APB Opinion No. 5 is a more recent ruling of
the AICPA relating to the lessee. It supercedes
Chapter 14 of ARB No. 43 which states that the
lessee does not have legal title and therefore does
not assume any direct obligation. Accordingly,
careful study should be made of the lease to determine if it is in actuality a purchase; in which case,
"the "leased' property should be included among
the assets of the lessee with suitable accounting for
the corresponding liabilities and for the related
charges in the income statement." 8 In essence APB
Opinion No. 5 says the same thing and it makes
no distinction between leases of real property and
leases of personal property.
APB Opinion No. 5 is concerned with noncanceIable leases only. The right to use the property
and the related obligation to pay specific rents are
not considered to be assets and related liabilities,
excepting where the leases are essentially installment purchases, or when lease payments create
equity, or in cases where the lessor and the lessee
are related. These leases do involve future rights,
and such information must be disclosed. Also, the
related obligation should be recorded in the balance
sheet at an appropriate discounted amount of future payments under the lease agreement.
APB Opinion No. 7 is based entirely on lease
presentation by the lessor. Essentially it states that
the lessor has two methods of operation as does
the lessee: the financing method and the operating
method. The "... excess of aggregate rentals over
the cost (reduced by estimated residual value at the
termination of the lease) of the leased property is
generally designed to compensate the lessor for the
use of the funds invested. Since this excess is in
the nature of interest, it is recognized as revenue
during the term of the lease in decreasing amounts
related to the declining balance of the unrecovered
investment." 9
APB Opinion No. 7 also states that the balance
DISCLOSURE
sheet should disclose separately all leasing activities
The AICPA's Accounting Research Study No. 4 and the principal accounting methods used in acrequires that all financial leases of any material counting for leasing activities. Since the Opinion
amount be shown in the balance sheets and in requires that the lessor fully disclose all leasing
other financial statements as a proper asset. More activities, it is certainly not unreasonable to expect
particularly, the lease should be shown as a long- that the lessee should be obligated to do the same
term liability which will present the financial state- thing.
ments on a comparable basis with those of the
lessor and make the financial statements more Conclusion
useful to lenders. Footnote disclosure is one method
There are two possible solutions to the problem.
of complying with the requirement. However, al- One solution is for the accounting profession to
though it might satisfy the profession's conscience
as to disclosure, it is not the detailed explanation 9 Accounting
Bulletin No. 43, Chapter 14, AICPA, New
that is needed. Periodic rental or lease payments York 1961, p. Research
127.
e A N Openton No . 7 "Accounting !or Leases in Financial Statedo not really represent a proper charge against ment of Lessors," AICI A, New York, 1968, p. 6533.
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"... some
accountants ...
believe that
the value of
the asset may
be determined
by the
expected
future
economic
benefit."
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... popularity
is not a valid

criterion for
the accounting
profession . . . "

continue the present method of partial capitalization. The other solution is to require full capitalization as recommended by ARS No. 4. By continuing
with the present method as outlined in APB Opinion No. 5, the profession will have the same problems related to alternatives in the treatment of
leases that exist in other facets of accounting.
Partial capitalization has the effect of only listing
purchases, as they should be, but it does not fully
disclose in the financial statements all obligations
that must be recognized by users of the financial
statements. It helps the company to expand its

financing since it does not have to list all of its
obligations (based on an assumption that something might happen to end the obligations).
Complete and full disclosure through capitalization is the other solution. It may not be popular in
some cases because it takes a little more time for
the accountant and could be inconvenient for the
lessee. However, popularity is not a valid criterion
for the accounting profession to use in selecting
its methods of reporting. Capitalization eliminates
the alternatives and thereby eliminates many of the
problems.
❑

LIFO AND ITS LIMITATIONS
Continued from page 32
LOWER EARNINGS

The LIFO election deals with a lowered earnings
figure which is sought in the switch. However,
creditors may not always understand or appreciate
the reason for the earnings drop. If cases where a
loan indenture or a credit covenant imposes restrictions (based on working capital, balance sheet
ratios or the retained earnings figure), the organization may encounter a tightened line of credit or
the payment of a penalty or a premium because an
agreement requires modifications.
Another limitation which also results from
LIFO's lowering of the earnings figure is the effect
it will have on existing bonus and profit- sharing
plans. Employees and managers who had grown accustomed to growth in these plans may have difficulty understanding a drop in benefits which was
created wholly or partially by an accounting change.
Some firms have attempted to offset this limitation
by continuing to compute the payments from these
plans under the prior accounting technique.
FINANCIAL REPORTING RESTRICTIONS

Financial reporting considerations present other
limitations of the use of LIFO. A well -known disadvantage is the IRS requirement that LIFO must
be used for both financial reporting and tax
2
purposes. Additionally, the organization is only allowed to report the effect of the LIFO switch on
LIFO —A Guide for Corporate Decision- Makers, Coopers & Lybrand, 1974, p. 11.
Ibid., P. 16.
' Ibid., p. 12.
2
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total earnings and earnings per share in the initial
year when LIFO was elected.' In subsequent years
footnote disclosure of the difference in inventory
values is allowed but no other disclosure of the
LIFO impact on earnings is permitted. "This prohibition extends to the president's letter, (the)
financial review included in the stockholders' report,
... any earnings press releases.... reports to stockholders, partners, other proprietors, beneficiaries,
and to reports submitted for credit purposes. "'
OTHER DISADVANTAGES

There are other disadvantages involved in the
switch to LIFO. For instance, (a) some firms may
not be able to use LIFO on certain jobs (e.g., the
proposed CASB standards for defense contractors do
not permit the use of the LIFO method); (b) SEC
pronouncements which encourage the disclosure of
"inventory profits" and require disclosure of the
causes that created "significant" fluctuations between periods in the earnings or operations summary; and (c) the amount of time, effort, and company resources expended in reaching decisions about
the inventory pools and the method of computing
LIFO.
Conclusion
This article has pointed out that the major advantage of the use of LIFO is the reduction in the
payment of income taxes and the resulting increase
in cash flow. It has also reviewed a number of disadvantages and limitations. Each company must
decide under its own circumstances and in its own
way whether LIFO's advantages outweigh the disadvantages.
❑
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CAPITALIZATION OF
LEASE OBLIGATIONS
It is obvious that companies which continue to expand
fixed assets by lease financing will report
lower earnings. Conversely, companies with more
mature lease contracts will gain an earnings
benefit from reduced depreciation and interest expense.

By Douglas C. Chamberlain
The capitalization of lease obligations had usually
been required only when the lease in question was
considered an installment purchase. Since December 1, 1973, however, companies have been obligated to abide by an amendment to Regulation S-X
which redefines the circumstances under which
leases should be capitalized., The SEC action came
about due to the large increase in lease financing
in recent years and the distorting effect it has had
on financial information reported by different companies within similar industries. The SEC has also
expanded its current disclosure requirements to include actual lease rental expenses for all years in
which historical income statements are presented as
well as lease rentals payable, under contract, for
each of the next five years and for the following
three subsequent five -year periods.2
Initially the SEC is requiring only footnote
publication in corporate financial statements. However, the implications are that these requirements
will become more stringent either through actions
of the SEC or through future actions taken by the
FASB. Corporate lease obligations which cover 75
percent of the life of the property, or yield to the
lessor the return of his original investment, will
essentially qualify for capitalization treatment. The
amount to be capitalized will then be discounted
at the appropriate present value and depreciated on
a straight -line basis (interest expense is of course
based on the remaining undepreciated balance) .
The SEC is also requiring the disclosure (again,
initially in footnote format) of the effect on reported net income that would be created by including the capitalized debt in the company's statement of financial condition.
The capitalization effect will initially reduce the
company's income since the combination costs of
MANAGEMENT ACCOUNT ING /DECEMBER 1975

depreciation and interest in earl' }ears will, in most
cases, be greater than the equal annual payments on
ordinary lease contracts. Of course, there are dependent variables such as the discount rate used (that
is, the interest rate applied —if different) and most
important, the length of the lease period. Therefore,
if a company continues to expand its fixed assets
by lease financing, it will continue to show a reduction in income since there will always be a
differential between the ordinary lease expenses and
the cost of depreciation and interest via the capitalization method. Of course this additional expense
is not actually incurred because the company is
expending cash only on the annual lease contract
requirement; hence the purpose of the capitalization
approach is to reveal the company's fixed lease
liability in relation to income generated.
From a financial standpoint, the reporting of
off- balance sheet lease obligations in the body of
financial reports would cause an apparent financial
deterioration. This would be due to an increased
debt to equity ratio and to a deterioration in fixed
charge coverage when the computed interest expense is added to actual interest expense.

D. C. CHAMBERLAIN
is a Portfolio Manager
and Analyst in the
Trust Division of the
First National Bank of
Boston. He holds
B.A.S. and M.B.A.
degrees from Boston
University.
This article was
submitted through the
Boston Chapter.

Example 1
It has been implied that the capitalizing of lease
obligations will have an immediate negative effect
on corporate income; let us see why. Exhibit 1
On June 4, 1973 the SEC issued a proposed amendment to
Regulation S-X calling for footnote disclosure of leases. This
amendment was adopted on October 5, 1973 and became effective
November 30, 1973.
In essence, the amendment required footnote diclosure of: (a)
the present value of future minimum lease commitments and (b)
the effective impact on earnings if the company elected to acquire
its leased properties.
' The amendment to Regulation S -X requires exhibits of total lease
expense for all years for which income statements are presented.
with segregation of contingent rentals and rentals on financial
leases. Minimum rentals payable for each of the next five years,
and for the next three subsequent five -year periods and any
subsequent pa ents due, must be presented in the company's
reports as well.
I
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"The greatest
variable in
determining
capitalization
costs is the
term of the

Exhibit 1
CAPITALIZATION OF LEASE OBLIGATIONS

contract."

Interest
expense
-

$12,280
11,508
10,658
9,724
8,697
7,566
6,323
4,955
3,451
1,796
$76,958

7,720
8,492
9,342
10,276
11,303
12,434
13,677
15,045
16,549
18,204
$199,758
$

12,280
12,280
12,280
12,280
12,280
12,280
12,280
12,280
12,280
12,280
$122,800
$

$

20,000
20,000
20,000
20,000
20,000
20,000
20,000
20,000
20,000
20,000
$200,000

(6)
Lease
capitalization
(2+3)
-

Depreciation

(5)
Remaining
lease
liability
$122,800
115,080
106,588
97,246
86,970
75,667
63,233
49,566
34,511
17,962

24,560
23,788
22,938
22,004
20,977
19,846
18,603
17,235
15,731
14,076
$199,759
$

Annual
payment

(4)
Reduction
of lease
liability
-

(3)

-

(2)

-

Date
Jan 1974
Dec 1974
Dec 1975
Dec 1976
Dec 1977
Dec 1978
Dec 1979
Dec 1980
Dec 1981
Dec 1982
Dec 1983
Total

(1)

Assumptions:
10 year lease
$20,000 annual payments
$122,800 present value of lease payments
10 percent interest rate
Adapted from David C. Taylor, Lease Accounting, Coleman & Co.

Exhibit 2
MINIMUM LEASE OBLIGATIONS- RETAIL
INDUSTRY

Zayre
Kresge
Tandy
J. C. Penney
Federated
Dept. Stores
Sears

$

Company

Min. annual
leases
(Millions)
31.3
140.7
17.8
109.4
19.5
40.0

Percent
of
sales
3.3
3.7
4.2
2.0
0.7
0.4

Percent
of
net income
295.3
122.7
114.1
67.3
18.0
6.4

Note: These figures are based on fiscal 1972 reports.
Where lease information was not specifically revealed,
estimates were made.

expresses the impact of depreciation and interest
expense during the early years of the lease contract
versus straight lease payments made throughout the
life of the lease. The balance sheet entries would
be debit asset $122,800, credit liability account
$122,800. Depreciation entries are simply: debit
depreciation expense $12,280, credit accumulated
depreciation $12,280. The interest expense is figured
on the remaining asset balance and tapers off accordingly. It can be seen that the capitalization
method increases fixed charges for the first five years
through December 1978; after that point the combination costs of depreciation and interest expense
taper off rapidly and become less than the annual
lease payment. It is obvious that companies which
continue to expand fixed assets by lease financing
will report lower earnings. Conversely, companies
with more mature lease contracts will gain an earnings benefit from reduced depreciation and interest
expense.
The percentages were derived from the annual reports of these
companies for fiscal year 1973.
7
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The greatest variable in determining capitalization costs is the term of the contract. For example,
if the term of the lease as shown in Exhibit 1 was
20 years rather than ten, the capitalization costs
would be greater than contract costs for the first
ten years as opposed to five years in the ten -year
lease. Conceptually, companies in the retail business
would suffer the most if they use extensive lease
financing, since their lease arrangements are ordinarily written for a greater period of time than in
other industries.
Example 2
Exhibit 2 presents an approximation of minimum
lease obligations for a number of companies for the
fiscal 1972 corporate year. Note that Sears' annual
lease expenses are 6.4 percent of net income while
Zayre's annual obligations are 2953 percent of
income. What appears to be interesting is the varying degree to which these companies utilize lease
financing. It can be seen that Sears does very little
leasing, yet J. C. Penney, which is perhaps Sears'
largest competitor, does a great deal. From an investor's standpoint, if Penney were forced to
capitalize its lease obligations on its balance sheet,
it would not compare favorably with Sears.
It can be shown also that interest and depreciation expense does not generally reduce per share
earnings appreciably. Caution should, however, be
taken in interpreting these figures because of the
many variables in the capitalization procedure and
in methods of reporting. It is also meaningful to
examine the annual lease expense for each company
in relation to net income. The variance here can
be tremendous. For instance, Sears which owns
most of its stores, had a lease expense of less than
10 percent of its 1973 net income while for S. S.
Kresge it was over 102 percent.3
Continued on page 42
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LEASING OF
CAPITAL EQUIPMENT
By leasing, the company removes these assets from the guidelines
classes thus shortening the average depreciable life of the
remaining assets.

By Grover S. Elliott
By leasing instead of purchasing capital equipment
a company can save itself a lot of money. Leasing
permits a more effective timing of capital expenditures and a greater potential return for the company.
The value of conserved capital will vary from company to company and will be dependent on the
particular company's ability to employ the capital
productively. For instance, a dollar invested in an
accounting machine earns little for a retail chain
store, but the same dollar, kept turning in merchandise by leasing the accounting machine, generates a
profit. Leasing also conserves capital by offering the
equivalent of 100 percent financing since it requires
no deposit or downpayment. In addition, there are
frequently included in the lease certain expenses
such as installation and freight which allows such
costs to be amortized over the life of the lease.

Example
Often, the timing of the net cash outlay, rather
than total expenditure, is of paramount importance.
Even though a purchase would ultimately return
more capital through depreciation, than leasing
would save, a dollar recovered at some distant point
in the future does not have the same value as a
dollar in hand today. For example, assume that we
are considering the acquisition of a piece of equipment, as follows:
1. The original cost of the equipment is $1,000,000.
2. The equipment has a nine -year depreciable life
with no residual value and will be depreciated
using the sum -of- the -years digits method.
3. The tax rate is 50 percent.
4. Nine annual lease payments of $166,800 each
are required.
The sum total of the nine annual lease payments is
$1,501,200 or $501,200 more than the original cost
of the equipment. When we consider, however, that
the lease payments are tax deductible, we see that a
MANAGEMENT ACCOUNTING /DECEMBER 1975

net advantage can be gained through leasing. In the
case of a lease versus cash purchase, the amount
conserved will be the greatest in the early years (see
Exhibit 1). Ultimately, at a distant point in time,
an imbalance will occur with the lease showing a
higher cumulative expenditure of capital. If our
decision in the example involved the question of
lease versus borrow, the capital conserved would be
as shown in Exhibit 2. An analysis of the lease
versus borrow concepts is examined below and
in Exhibit 3. In this model, we attempt to standardize the decision - making process when leasing is
an alternative . to borrowing and buying.' The development of the model is explained, by column, as
follows:
The purchase of equipment gives
rise to depreciation deductions for income tax
purposes as shown in Column (1) . It is to the
benefit of the owner of the equipment to recover
his investment, through depreciation, as quickly as
possible thus minimizing the average amount of
capital tied up in the investment. An accelerated
depreciation method should be used which will
coincide with the actual cash flow expected over the
life of the equipment.
DEP REC IAT IO N.
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IMP UT ED INTEREST EXP ENS E ON BORR OWED FUNDS.

In analyzing the cash flows in a leasing versus borrowing and buying decision, we assume that funds
generated by depreciation are used to retire a bank
loan incurred to purchase the equipment. Thus, the
imputed interest expense for the first year, as shown
in Column (2), would be $85,000 ($1,000,000 at
8.5 percent) and for the second year $68,000
($1,000,000— $200,000 at 8.5 percent). The interest rate used should represent the effective cost
to the company of borrowing money. Today, the
common banking requirement of compensating
balances can make the effective interest rate as much
as 1.25 times the stated or prime rate. For example,
' A similar financial mod el c an also be developed for companies
that d o not have to bo rro w fund s to purchase eq uip ment.
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"Common
accounting
practice does
not requ ire
tha t a lease be
capitalized."

if a company borrows funds at seven percent and is
required to maintain on deposit with the bank 20
percent of the outstanding loan as a compensating
balance, then the effective interest rate would be
8.75 percent or [1/(1.00 —.20)] [7 percent].
TOTAL. Column (3) represents the total before tax
cash flow, by year, if funds were borrowed to purchase the equipment.
(4) represents the before -tax stream of lease payments whether they be
straight line, accelerated or decelerated.

a company leases its long -life assets. By leasing, the
company removes these assets from the guideline
classes thus shortening the average depreciable life
of the remaining assets. With the restoration of the
investment tax credit, companies gain an opportunity to share tax benefits. By leasing, a company that
had already exceeded its maximum investment tax
credit could receive the same advantage through
lower lease payments from a lessor who could use
the tax credit.

LEASE PAYMENT S . C o l u m n

NET. The net cash flow, Column (3) minus Column
(4), from leasing versus borrowing and buying is
presented in Column ( 5) .
N E T A F T E R T A X E S . T h e n e t c a s h flo w from the two
alternatives must be adjusted for the company's tax
rate. As shown in Column (6) the rate is 50 percent.
P R E S E NT V A LU E F A C T O R S . T h e p r e s e nt v a lu e c o n c e p t

can effectively measure the two dissimilar cash flows
resulting from the alternatives of leasing versus borrowing and buying. Thus, leasing and an alternative
can be brought to a common denominator for comparison purposes using the company's present value
discount factor as shown in Column (7) . The rate
of discount used is critical to the model. It should
represent not the borrowing rate of the company but
rather its opportunity investment rate. The company's main reason for conserving capital is to reinvest it. The assumption of the model, therefore,
is that the cash flow should be discounted at the
rate the company can earn on its capital.
DI S C O U N T E D C A S H F LO W . C o lu m n ( 8 ) r e p r e s e n t s t h e

value of the net cash flow after taxes when discounted at the company's investment opportunity
rate. If the total of the discounted cash flows is
positive, leasing is more advantageous than borrowing and buying on an absolute basis. The opposite,
of course, is true if the total is negative.

Credit Preservation
Common accounting practice does not require
that a lease be capitalized. The net result, therefore,
is that the lease has only a minimal effect on the
balance Sheet? This off - balance -sheet effect of the
lease also has a direct influence on the preservation
of credit. Since leasing represents an independent
source of financing, the borrowing capacity of the
company utilizing a lease is not diluted because the
lessor uses his own capital and extensive credit to
purchase the equipment.
Potential Tax Benefits
The lessee also receives a tax advantage which is
worth more, however, to a high bracket taxpayer
because he can defer income that would otherwise
be taxed at a higher rate than that of the corporation. Another tax benefit from leasing occurs when
40

Flexibility of Leasing
Adaptability to specific needs is a reality with
equipment leasing. The stream of payments that
constitute a lease are by no means rigid. The most
common variations in the lease payment structure
are straight -line, accelerated, and decelerated. A
straight -line lease involves equal payments at constant intervals throughout the life of the lease. With
an accelerated lease, the payments are highest at the
beginning and then gradually taper off. An opposite
effect is achieved with a decelerated lease, where the
payments are lowest in the beginning and thereafter
increase in magnitude.
In addition to the timing variations in the stream
of lease payments, further flexibility is available in
the term and payment interval of the lease. There
is virtually no limitation to the term of the lease,
aside from the equipment's depreciable life. The
payment interval can be monthly, quarterly, semiannually, annually, or any combination thereof.

Loss of Residual Values
Although leasing provides many advantages, one
must not lose sight of the fact that there are also
certain general disadvantages. For example, the potential loss of residual values may be a serious drawback. This is especially true when the leased equipment retains its usefulness to the lessee, or is readily
marketable after the initial term of the lease has expired. Lessors usually retain full rights to the
residual values of leased equipment and many count
on these residuals as a primary source of their profits.
If these residual values are likely to be significant in
relation to the initial purchase price of the asset,
then borrowing and buying may be a more favorable
alternative than leasing.
The impact on the lessee of the loss of residual
values depends upon the extent to which the lessee
discounts these expected values. Using the present
value concept we can quantify the loss of residual
values expected to occur at sometime in the future.
For example, the current impact of a $100,000 loss
that is expected to occur nine years from now is
$36,061 when discounted at 12 percent. This example is expressed algebraically as follows:
PV =

(1 +{R)n — $(10.12)
—
'

— $36,061

I If a leas e is "material" in relatio n to a c omp any 's total as sets,
the AICP A reco mmends that a fo otno te reference b e ad ded to the
balanc e sheet. when a po tential lender takes the foo tno ted ob ligation into consideration, credit availability may be restricted to
some degree.
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Often, in equipment leases where the term of
the lease coincides with the depreciable and economic life of the equipment, the residual value is
minimal and represents merely fully depreciated or
obsolete equipment. Some lessors are willing to
bargain with the lessee for residual values and allow

of the old equipment to be deducted from the cost

" Some lessors

of the new ]eased equipment. In some cases, at the
termination of the lease, the lessee m ay continue to

are wi lling to

rent the equipm ent at a greatly reduced periodic

ba r gai n wi t h

charge. If the equipment has indeed served its
usefulness, however, the lessor may offer to replace

the lessee for

a portion of the proceeds resulting from the disposal

the equipm ent with similar or entirely different

Exhibit 1

'

values ..."

Exhibit 2
CAPITAL CONSERVED
LEASE VERSUS BORROW

CAPITAL CONSERVED
LEASE VERSUS CASH PURCHASE

residual

A m o unt

Amount

$1,000,000

$1,000,000
900,000

900,000

Cash
purchase

800,000

800,000

O
t

700,000

700,000

600,000

600,000
500,000-

Borrow
and
Purchase

500,00

Capital conserved

e.

400,000

400,000

Q

G u,
a�

300,000

300,00

0

200,000
100,000

Lease

200,000

O

100,000

Lease
0

0

1

2

3

4

5

6

7

8

1

2

3

9

Year

4
5
Year

6

7

8

9

Notes:

Notes:
1. Cash p urchase price le ss dep reciation (after tax)
2. Lease exp ense (af ter tax)

1. Dep rec iation plus im puted interest expense on
bo rro we d f und s (afte r tax)
2. Lease expense (after tax)

3. Bas ed o n $1 ,0 00 ,0 00 c paital p ro je ct with a nine
year de preciab le life using sum of years digits
metho d, disc ounted at 1 2 p erce nt, and taxe d at a
50 pe rc ent tax rate

3. Bas ed o n $1 ,0 00 ,00 0 capital proje ct with a nine
year de preciab le life using sum of years digits
me thod , inte re st rate f or b orro we d fund s 8.5
percent d isc ounted at 12 pe rce nt, and taxe d at a
50 pe rce nt tax rate

Exhibit 3
MODEL FOR ANALYZING LEASING VERSUS BORROWING AND BUYING DECISION
(1 )

Year

Depreciation

0
1
$20 0,0 00
2
177,778
3
155 ,5 56
4
133,334
5
111,112
6
88 ,8 90
7
66,668
8
44 ,4 46
9
22 ,2 16
Totals
$1,00 0,0 00
Residual Value

(2 )
Imputed
interest
expense on
borrowed
funds
$85,000
68,000
52,889
39,667
28,333
18,889
11,333
5,666
1,888
$31 1,6 65

(3 )

(4)

Total
(1 ) -i- (2 )

Lease
paym ents

$285 ,000
245 ,7 78
208 ,4 45
173,001
139,445
107,779
78 ,0 01
50,112
24,104
$1,3 11,665

$166 ,800
166,800
166,800
166,800
166.800
166,800
166,800
166,800
166,800
$1,5 01,200

(5)

(6)

(7)

(8)

Net
(3) - (4)

Net
after taxes

Present
value
discount
factors

Discounted
cash flow

$118 ,200
78,978
41.645
6,20 1
(27 ,35 5)
(59 ,02 1)
(88 ,79 9)
(11 6,68 8)
(14 2,6 96)
$(18 9,53 5)

$59 ,1 00
39,489
20,823
3,1 0 1
(1 3,67 8)
(29 ,51 0)
(44 ,40 0)
(58 ,34 4)
(71 ,34 8)
$(94 ,7 67 )
(•0.)
$(94 ,7 67 )

.89 286
.79 719
.71 178
.63 552
.56 743
.50 663
.45 235
.4 03 88
.3 6 06 1
.3 6 06 1

$52 ,7 68
31,479
14 ,8 21
1,9 71
(7 ,7 61 )
(14 ,95 0)
(2 0,08 4)
(2 3,56 4)
(2 5,72 9)
$8 ,9 51
( -0 -)
$8 ,9 51

Based on $1,00 0,0 00 capital project, with a nine -year depreciable life us ing s um of ye ars digits m etho d, inte re s t rate fo r b orrowed fund s
8.5 pe rc ent, disc ounted at 1 2 pe rc ent, and taxe d at 50 p erce nt.
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a lease

contract . . . "

LESSOR'S AMORTIZATION RATE
Equipment
investment
balance
Year
$1,000,000
0
923,200
$90,000
76,800
1
83,712
839,488
2
83,088
748,242
75,554
91,246
3
648,784
4
67,342
99,458
108,410
540,374
58,390
5
48,634
118,166
422,208
6
293,407
37,999
128,801
7
153,014
26,407
140,393
8
—0—
13,786
153,014
9
• This is the rate needed to amortize $1,000,000
original equipment purchase assuming nine annual lease
payments of $166,800 each.
Note that each year's Interest portion plus Principal
portion equals the annual lease payment of $166,800.
Interest
portion
9% rate*

Principal
portion

$

contract is not
as negotiable
as a debt

Exhibit 4

@

"...

equipment, and the lessee generally gets the benefit
of all guarantees, warranties, and services.

Restrictions on Leased Equipment
The general lack of control over the leased asset
is a disadvantage to leasing. During the life of the
lease, the lessee is restricted somewhat as to the
equipment's use, its geographical location, and
alterations made to the equipment. As long as the
lease is in existence, the lessee must continue to
make payments and has no right to sell the asset or
to otherwise dispose of it. With the advent of professional lessors who merely act as intermediaries,
I A company wishing to finance a capital expenditure using a financial lease, specifies to the leasing compa_np what equipment is required, its cost and the manufacturer. The leasing company will
then submit a proposal listing the terms and conditions of the lease.
If the terms are agreed to, the leasing company will buy the equip.
ment as specified from the manufacturer and deliver it to the lessee.

this disadvantage has become less of a factor. Today,
lessors are generally willing to cooperate with the
lessee as long as his requests are reasonable.$

High Cost of Leasing
Another disadvantage of leasing to some companies may be the high interest rate charged by
the lessor in relation to the rate for which the lessee
could borrow funds. Lease payments must reimburse
the lessor for his interest cost on funds invested in
the equipment. The lessor must also be reimbursed
for a pro -rata share of the cost of doing business,
and, of course, his profit. In addition, a lease contract is not as negotiable as a debt contract and
therefore commands a higher price.
When a company can borrow funds at a substantially lower interest rate than that charged by
the lessor, leasing may be a high -cost alternative.
This may be true even after considering the favorable conservation of capital under the leasing arrangement. Exhibit 4 demonstrates a method for
determining the lessor's interest rate using our
hypothetical example of nine lease payments of
$166,800 each. The nine percent rate which will
amortize the original $1,000,000 investment in
equipment to zero is determined by trial and in;
terpolation.

Conclusion
The question of whether to buy or lease capital
equipment is not an easy one to answer. It involves
many advantages and disadvantages, each of which
must be analyzed on its own merits in a given situation. In spite of the uncertainties, the financial
manager can calculate on a routine basis the discounted -cash flow of his decision using the financial model presented in this article.
❑

CAPITALIZATION OF LEASE OBLIGATIONS
Continued from page 38

Conclusion
Shareholders and others interested in a company's financial data should be aware of all of its
fixed obligations, be they mortgages or lease contracts. To that degree, the SEC's requirement for
disclosure of lease financing makes good sense.
Without full disclosure of lease obligations, there
can be little basis for prudent investment decisions.
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However, the capitalization of lease commitments
as outlined by the SEC is not entirely practical. The
present value of the total lease obligation is partially
fabricated and not necessarily indicative of the company's cost. If the present value is applied to the
lease obligation, why shouldn't we also apply it to
mortgage balances as well? Also, the discount rate
used in present value computations is thought to
be based on contract interest rates and might therefore be quite unrepresentative.
❑
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PRICING FOR
RETURN ON
INVESTMENT
A mark -up is applied to the total cost — material plus costs figured
by multiplying expected hours of labor times the rate which
nobody knows the make -up of —and if the resulting number
doesn't look right, you change the mark -up percentage.

By Michael D. Deakin
Pricing procedures, unlike other business functions,
are seldom subjected to periodic management review, especially in smaller organizations. As a result,
many firms use a pricing procedure which inadequately prices some products and which is not responsive to changing cost relationships. Theoretically, the objective of pricing should be to charge
enough for a product so that the firm can maximize
its return on the investment required to produce
the product. A lot of things have to be considered,
however, in determining what we mean by maximizing the return on investment. Some of the things
that have to be considered are:
1. Existing capacity to produce
2. Alternate uses of that capacity
3. The price elasticity of the product
4. What the market will bear
5. Direct costs (incremental) costs of production
6. Loss leaders (full product line requirements)
7. Introductory pricing
S. Special expertise required
9. Amount and type of competition
However, there are really only two factors which
computationally affect pricing. They are: product
cost, and mark -up. Within the framework of each
of these factors, are many variables.

Product Cost
What kind of a cost should we develop? Should
we use average rates, a single overhead factor, assign
general costs to products; should we build in safety
factors, etc.? A high percentage of costs in most
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businesses are not directly assignable to products
and generally are reasonably fixed in nature.
In generating a cost for use in product pricing
it is wise to follow a purist attitude. In other words,
don't add any safety factors, average rates, accounting type of plant -wide burden rates, or any other
forms of camouflage which interfere with the basic
facts about what this product is going to cost. For
example, it is not uncommon for an estimator to
figure his material costs as follows: (1) estimate
material quantities and add factor for safety, (2 )
price materials at latest cost plus safety factor, and
(3) add a percentage mark -up to total material cost.
Then for labor and overhead he would: (1) request from the engineering department a time estimate to which he adds a safety factor, (2) price the
direct labor at $3.25 per hour (even though the
actual labor rate is $2.75 per hour), and (3) add an
overhead factor based on a plant -wide rate times the
direct labor. Believe it or not, the amount resulting
from this computation is called the "product cost."
To this product cost is added a percentage mark -up
to arrive at the proposed selling price. In reality,
there are so many safety factors involved that the
actual cost is camouflaged.
This example is only one of a multitude of pricing procedures which terribly mistreat costs for pricing purposes. In many cases, the exclusive use of
traditional accounting or cost information to develop prices may be wrong. An example of such a
situation is a logging, sawmill, manufacturing operation where traditional accounting information such
as timber depletion (based on original cost) should
be replaced with the opportunity cost concept of
pricing. This stands to reason because the business
has a substantial market for products at various
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stages of completion. It can sell stumpage, logs,
lumber and dried lumber cut to specification. The
determination of when to sell is entirely related to
the "opportunity cost" (how much I could sell the
product for at the current stage of completion compared with the selling price I could get for the
product at the next stage of completion and the
direct cost of getting it there). So there are exceptions and unique situations to consider when using
accounting or cost data for pricing purposes.
The first requirement for setting prices is a
good concept of direct or incremental costs which
can be identified with the product. It is also important to know how low to go in pricing the
product, and what the contribution to fixed costs
and profits will be. But the basic starting point in
price determination is the direct cost.

Exhibit 1
PRICING FORMULA
Rate of
cost increase

C
atec� a` os,

M

Mark -Up
The indirect portion of the costs, and the desired
profit should be recovered through a mark -up procedure. Methods of mark -up are as important to
proper pricing as a good "pure" cost estimate. Given
pure costs, the mark -up should be a reflection of all
the factors that go into maximizing the return on
investment. In other words, an intelligent pricing
decision is one which takes into account pure product costs and attaches a mark -up which accounts
for factors other than cost.
Most mark -ups are based on a percentage of a
major cost component (labor), or are applied on
the basis of total cost (however defined), because
the calculations are easier to do. However, over time
we tend to build into our pricing formula discretionary factors which we have learned about our
products, our customers, etc., thus camouflaging the
cost figure. We tend also to rely totally upon our
cost figure and the related mark -up formula, to produce a selling price without any awareness for these
other factors. We tend to lock our pricing procedures into a formula which doesn't really reflect pure
costs and which includes unspecified discretionary
factors. The danger of such a procedure is in the
fact that cost relationships change. Without realizing it, we develop a "pricing profile" which reasonably prices our "average" products, but under - prices
or over - prices products which do not fall into the
average category.

Examples
� -

Labor cost
1

Time

Material costs
Labor

1971
$1.00
.50

Direct costs
Price"
Margin
Margin percent

$1.50
2.00
$ .50

1972
$1.50
.55
$2.05
2.60
$ .55

1973
$2.00
.62
$2.62
3.24
$ .62

1974
$2.75
.70
$3.45
4.15
$ .70

25%

21%

19%

17%

"Price = Material cost plus 200 percent of labor cost.
Analysis:
The pricing formula, by concentrating only on labor content for
mark -ups, didn't keep pace with the changing material /labor
relationships. Material increased at a much faster pace than labor.
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Consider the manufacturer whose pricing formula is material cost plus 200 percent of direct labor.
He couldn't understand why his margins were dropping. Analysis showed that material cost which
originally represented about 67 percent of his total
costs were increasing at a much greater pace than
labor and overhead. Using the material plus 200
percent of direct labor formula and recognizing the
changing relationship of material cost to labor and
overhead costs it can be shown why his margins
were dropping (see Exhibit I).
Another common pricing and mark -up fallacy is
the use of an all inclusive pricing rate related to
labor hours. This method (frequently used in the
contracting and metal stamping industries) associates all costs of labor and overhead into one hourly
rate. Nobody really knows the make -up of the hourly rate used, they only know that costs went up last
vear so the rate was increased. Then a mark -up is
applied to the total cost (material plus costs figured by multiplying expected hours of labor times
the rate which nobody knows the make -up of);
and if the resulting number doesn't look right, you
change the mark -up percentage because "we get a
lot of business from these people and we always
make a profit from their orders."
Many manufacturing businesses use a plant -wide
overhead rate to calculate the overhead costs of
their products. This method, which is acceptable
for inventory valuation and developing costs for fiContinued on page 50
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SELLING DCFR
Much can be gained by a better appreciation of
quantitative methods, especially if the advocates
of those methods do a better job of selling them
to managers than has been done in the past.

By Troy A. Chapin, Jr.
One of the most important functions of top management is the handling of capital investments. It
is a function that requires much knowledge and
skill. The capital investment is usually long range,
extending over many periods, and upon it hinges
the success and survival of the business. It would
seem then that decisions related to capital investments would be made only after thorough investigation using the most accurate accounting methods.
Such is often not the case. In fact a survey conducted by the school of management of a large
eastern university revealed that a large number of
managers seem to reject the use of quantitative
capital budgeting techniques.'

Simple Methods Seem to Work
Many managers feel that the results they get
from the payback method or the average return on
original investment method are sufficiently accurate
for their purposes. They feel that the other techniques would not give them answers that were
substantially different enough to influence their
decisions. Most capital expenditure and expansion
projects, they believe, follow a pattern. The new
project produces little or no income during the
first two or three years after startup. This is followed by a gradually increasing net income for
several years which then rounds off to a slower
rate of increase and ends in a plateau or decline.
Under such conditions, most methods of evaluation
will tell substantially the same story. From a
decision - making standpoint, therefore, managers
feel that there is little to be gained by going to
more complex and time - consuming methods.
Managers are usually familiar enough with income or profit and loss statements. They have a
reasonably clear idea as to how net income is converted into cash inflow. And, while they recognize
that a dollar received today is worth more than a
dollar received one year from today, the trail becomes increasingly less distinct when trial interest
rates or ratios of discounted cash outflows to inflows
are brought into the picture. The time value of
money is not considered to be very significant in the
case of small expenditures with short paybacks,
MANAGEMENT ACCOUNTING/DECEMBER 1975

although they probably constitute most of the
capital projects considered. They feel that calculating the discounted cash flow rate of return (DCFR)
would require a considerable amount of work with
little additional benefit. In regard to fast paybacks,
the effect of discounting versus not discounting
would not be too significant.
The lack of truly competing projects, which are
considered to be equal in all respects, also reduces
the need for highly refined evaluations. In most
major capital expenditures, there are overriding
considerations such as expansion of product line
capacities, products improvements to meet competition, embarking on new ventures at high risk for
large gain, etc., which remove the decision- making
from the area of selection based primarily on the
results of comparative financial evaluations.

Overemphasis of Quantitative Techniques
The factors described are actually only a part of
the story. Other factors also have an adverse effect
on the desire to use quantitative techniques. They
relate more to the conduct of some of the more
zealous advocates of such evaluation methods than
to the methods themselves. These individuals, in
their writing and speaking, sometimes convey the
idea that anvone really "in the know" would, of
course, use DCFR and that those who did not
were not quite "with it". The resulting reaction
sometimes builds up antagonism on the part of
those managers not using DCFR. This feeling of
having all of the answers, on the part of some of the
more avid proponents of DCFR, has contributed
to an overemphasis on the financial evaluation of
a capital project as opposed to the critical examination of the basic business assumptions used in developing the projection of sales and earnings. The
result of this overemphasis which may be irritating
to some managers frequently shows as follows:
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The importance of being right appears to he
subordinate to the choice of techniques for
evaluation. This tends to shift the decisionThe summary was conducted in the Fall of 1972 by Dr. Jerry A.
Viscione and t h n J. Neuhauser, professors in the School of
Management
oston College. Although there was no formal
printing anti distribution of the results, an undated summary
memorandum was sent to each participating company.
t

45

"'in some cases,
the demands
for accuracy in
evaluation may
far exceed the
accuracy of the
basic data."

making from a judgment by responsible management personnel to reliance on the results of
a method or technique.
2. The insistence on even greater precision in calculating cash flows as to timing and amount is
sometimes carried to extremes. In some cases,
the demands for accuracy in evaluation may far
exceed the accuracy of the basic data.
3. The combination of demands for greater accuracy and the increased reliance on DCFR may
lead to an exaggeration of the technical advantages of this method over others and thereby
discredit the use of multiple evaluations.
Transactions are reflected in the cash flows which
may never take place within the life of the
project. Included in this category are such items
as sales of equipment with remaining useful lives
longer than the main project life, the sale at
the end of the project life of a multiacre plant
and a huge supply of undepleted mineral reserves and similar disposition of useful assets
which are not going to be sold or traded in at
that time.
Although managers generally understand cash
flow, they regard it as a strictly factual matter.
Any attempt to create fictitious cash flows from
actions not to be taken only raises doubts as to
the soundness of the evaluation method requiring it. Such forcing of cash inflows by fictitious
transactions purely for the purpose of making
an evaluation system work on a strict project
basis appears to be merely elevating such a
system to the status of an end in itself rather
than being a means to an end.
The requirements that all capital expenditures,
large or small, with long or short paybacks,
must be evaluated by DCFR in order to be consistent and have comparisons between projects
is a frequent result of overemphasis. Such requirements are sometimes made regardless of the
work involved and whether needed for decision
purposes.
Determining the DCFR
Many of the reasons for the rejection of quantitative techniques will cease to exist if we do a better
job of explaining them in a manner more closely
related to business operations. The first step is to
prepare an income or profit and loss statement projected for each year of the life of the project. It
should be prepared in the usual financial statement
form showing sales, cost of sales, gross profits, etc.,
down to net income before interest, after taxes. The
same accounting practices currently employed for
book purposes should be used. The manager can
then see, in familiar terms, what the project is
expected to do each year and for the total period.
The calculation of net income return on original
investment for an average year is a simple matter
at this point and should be done, if for no other
reason than to establish a benchmark.
G e r al d A. Pollack, " The C ap i t al Budget i nT Co ntr o ver s y: Present
Val ue vs. Dis co unt ed Cas h Fl ow Me t ho d, ' N AA Bul let in, N o v.
1961, P. 8.
'
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The next step is to convert the net income to
cash inflow from operations by adding non -cash
charges back to net income, adjusting for changes
in taxes due to differences between book and tax
depreciation, if anv, and different treatment of investment credit, if applicable. It is preferable for
purposes of continuity to show this conversion to
cash at the bottom of the analysis sheet if room
permits.
The profitability of the project will depend on
how much your effective borrowing rate (after
taxes) is below the maximum. If, for example, the
rate of return is 20 percent and funds are obtained
at six percent after taxes, the investment is a profitable one. The wider the spread the greater is the
profit. Knowing the practical meaning and significance of DCFR, the mechanics of calculating the
rate can be explained. Contrary to the impression
which may have been gained from trial interest
rate form s in much of the literature, the D C F R
calculation is governed by a general algebraic formula:'

"
) z 1 . .. +
C = (I + r� } (I .+r
(I + r)n
where
C = Required investment
E = Net cash earnings in years 1, 2, ..., n
r = Rate of return
This approach to the use of the DCFR technique
will permit managers to devote more attention to
the relative advantages of this valuable tool. The
conditions under which the technique is most valuable are as follows:
1. Large capital amounts are involved.
2. The project is long term.

3. Uneven cash inflows and /or outflows are encountered.
4. An analysis of truly competing major projects is
required.

Conclusion
The reasons why quantitative capital budgeting
techniques are rejected by many managers may be
summarized as follows:
They feel that they can make the right decisions
using less complex and time- consuming methods
of evaluation.
Thev feel that making what they believe is the
right decision is all that is necessary.
Thev feel that the overemphasis on evaluation
tends to lessen the decision - making influence
of managements' appraisal of the basic business
factors involved.
However, much can be gained by a better appreciation of quantitative methods, especially if the
advocates of those methods do a better job of selling them to managers than has been done in the
past.
❑
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ACCOUNTING
FOR REAL ESTATE
JOINT VENTURES
A real question exists whether any gain should be recognized if
no hard assets are contributed by the financier.

By Francis C. Grau
joint ventures are and have been common in real
estate and in many other industries as well, especially
extractive metals, oil, and gas. Through the course
of time, three basic approaches have evolved in accounting for a venturer's interest. These are the
cost, equity, and the proportionate share methods.'
In dealing with real estate joint ventures, each
situation has to be analyzed and the accounting
tailored to fit the specifics of the situation. Because
this article cannot cover all of the various situations,
problems, and peculiarities associated with accounting for joint ventures, we will limit our treatment to
a hypothetical situation which admittedly is oversimplified.
Situation
A developer and financing institution enter into a
joint venture agreement to construct a multi- family
residential property. The developer invests the land
and some front -end development effort which at the
date of the formation of the joint venture were
carried on his books of account at $200,000.
The financier agrees to invest $500,000 upon the
formation of the joint venture and to fund another
$500,000 on the first anniversary of the joint venture.
The terms of the venture agreement are as follows:
1. Cash flow distributions— financier receives all
cash flow up to the first $1,000,000. The developer then receives the second $1,000,000 with
all subsequent cash flows being shared 50/50.
2. Tax losses and profits— shared 50/50 from inception
5. Residual intcrests— shared 50/50
Accounting for Initial Investment
Exhibit 1 shows the initial balance sheet of the
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venture. The value of the land invested by the
developer has been recorded at a market value of
$1,000,000 because the developer now has a 50 percent interest in property and other assets, and that
some outside independent party was willing to pay
$1,000,000 for a like interest.
For sake of simplicity, we will ignore conditions
where the developer may receive all or a portion of
the financier's investment for his property. In those
situations the amount paid by the venture to the
developer would constitute the asset value on the
initial balance sheet.
We also have not considered any other forms of
priorities on the distributions of cash flow such as
fees for development, construction, financing, or interest. In these situations, each of which is a separate
problem, there may be a diminution of the market
value of the property invested and an obligation of
the venture established.
Exhibits 2 and 3 show the accounting for the
developer and financier upon the formation of the
venture. The financial statements of the developer
(Exhibit 2) show that he has received an asset (investment) carried at $1,000,000 for which he had
a net carry cost of $200,000 or a potential gain of
$800,000. Since he only shares in 50 percent of the
gains of the venture, only 50 percent of this total
potential gain should be recognized upon the formation of the venture.2 (For taxes, the developer may
defer the payment of taxes on this gain until such
time as he recognizes income from the joint venture
project.)
In some situations, the entire gain may have to be
deferred, for example, if the continuation of the
venture is contingent upon performance of the
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' W ith the ad vent o f the APB O pinion No. 18, The Equity Method
o/ Accounting fo r Inaenments in Common Stock, it can be assumed
that the c ost method wherein the venturer's investment is held at
' during the life
the venture and inco me is only recognized as
distributions
are received, is no longer ac ceptable in mo st situations.
f
An argument c an b e mad e fo r deferring the reco gnitio n of the
pro fit until suc h time that the venture generates inc o me fro m its
operation or up on We.
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"During this developer in meeting zoning requirements or in ob- is $500,000, each venturer is entitled to 50 percent

period all costs
are capitalized
for book
purposes."

taining financing. A real question exists whether
any gain should be recognized if no hard assets
are contributed by the financier. One school of
thought holds that any such gain on the part of
the developer should be recognized only as income
is recognized by the project.

Construction Period
The developer constructs the project at a total
cost of $5,000,000 ($4,000,000 of which is financed
by a mortgage and $1,000,000 by investment of the
financier). During this period, all costs are capitalized for book purposes. For tax purposes, however,
the venture generates $600,000 in tax losses.
Each of the parties uses his share of the tax loss
($300,000) and assuming a 50 percent tax rate,
receives a tax benefit of $150,000. No profit is
recognized on this benefit since it relates solely to
timing differences.

Property in Operation
In the first two years of operation, the venture
generates the following results in terms of book
income or loss, tax losses, and cash flow:

Book income (loss)
Tax income (loss)
Cash flow

Year 1
$ (100,000)
$(1,000,000)
$ 500,000

Year 2
$ 500,000
$ (750,000)
$1,000,000

For purposes of illustration, we will ignore the
major portion of the venture's balance sheet and
only concern ourselves with the capital section and
the book profit or loss (see Exhibit 1).
In the first and second year of operations, both
parties share 50/50 in the tax loss. The accounting is
the same as of the end of the construction period:
namely, reduce the tax payable and effectively increase the deferred taxes by the amount of the tax
benefits.
In the first year, $ 500,000 of cash flow is generated, and according to the terms of the agreement,
is distributed to the financier. The venture had a
book loss of $100,000 and therefore the equity of
the venture is now $1,400,000 ($2,000,000 —$500;
000 — $100,000) .
On the books of the financier, the cash flow
distributed is treated as a return of capital and therefore decreases the amount of the financier's investment. APB Opinion No. 18 requires each venturer
to record his share of the loss, thereby reducing his
investment by the amount of such loss. Under the
accounting principles now available, however, equitv
accounting would dictate that each venturer record
his proportionate share of the first year's book loss
of $100,000 ($50,000 pre -tax) , thereby reducing
his investment account and recording a net loss of
$25,000.
In the second year, the cash distributions are
treated as return of capital and accumulated profits, thereby reducing the investment account of
each of the venturers for the amount received. Since
the book earnings of the venture in the second year
48

of that income and therefore should record within
his account $250,000 of pre -tax profit (see Exhibits
2 and 3).

Equity Approach
In dealing with the accounting problems associated with a venturer's interest in a real estate operation, the following points should be considered:
1. Carry the investment at equity by recording the
proportionate share of the book income or loss of
the venture. The investment account should
never be carried at less than zero, however, as
long as the cash flow from operations is sufficient
to meet obligations and the venturers are not
directly liable for obligations of the venture.
2. The investment account (cost plus interest in
accumulated earnings) should be reduced for all
cash flow distributions until the account is zero.
Any further distributions should be recorded as
deferred income, and not be recognized in the
period received.
3. Deferred income should not be recognized until
the cash flow distributions have zeroed out the
investment account and the accumulated earnings of the venture exceed the subsequent cash
flow distributed.
4. Differences between book and taxable income
should be treated by the venturer in accordance
with APB Opinion No. 11 (deferred taxes as to
timing differences) .

Alternative Approaches
The above presentation is commonly referred to
as the "one -line equity approach." The balance
sheet of each venture carves a one -line investment
account and a one -line income statement (pre -tax).
Alternative approaches to financial statements presentation on the part of the venturer would be:
Proportionate share —Each venturer would include in his financial statements his proportionate share of all assets, liabilities, and elements
of income and loss.$
Combination approach —A venturer would show
a one -line investment account on the balance
sheet as reflected above. The income statement,
however, would include the venturer's proportionate share of all of the elements of income
and expenses. Although not commonly used, this
approach may be applicable and more meaningful
for entities whose major activity isin fact being
a participant in joint ventures.

Footnote Disclosure
Footnotes to the venturer's financial statements
should include, where applicable, the following:
1. Summarized information as to the total assets,
liabilities, and results of operations of the venturer(s)
t This approach is not very common in real estate but is used in oil
and gas ventures where the parties have so-called undivided interests.
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situation has to

Exhibit 1
VENTURE'S FINANCIAL STATEMENTS

be analyzed
and the

-

accounting
tailored to fit
the specifics of

$1,0 00,000

-

5,0 00,000
$6,00 0,0 00

$2,0 00.000
Liab ilities and equity
Debt
Equity:
Developer
Financier
Accumulated earnings

Year 2

Year 1

-

500,000
500,000
1,000,000

$

Cash
Receivable
Land
Build ings and o ther
fixed ass ets, net

Operations

After
cons truc tion

Initial

Assets:

the situation."

$4,0 00,000

$

-

400 ,00 0
900 ,0 00

$

500,000
(75 0,00 0)
$1,00 0,0 00

$ (10 0,00 0)
$(1,00 0,00 0)
500 ,0 00

(60 0,0 00)

$

$

Prof it and (loss)
Book
Tax
Cash flow

$

$6,00 0,0 00

500,000

$

$2,00 0,0 00

1,000 ,000
500,000
(10 0,00 0)
1,400 ,000

$

1,0 00,000
1,000 ,000

$

$1,00 0,0 00
1,000 ,000

Exhibit 2
DEVELOPER'S FINANCIAL STATEMENTS
After
cons truc tion

Year 1

$1,0 00,000

$1,00 0,0 00

950 ,0 00

500 ,0 00
700,000

$ 950 ,0 00

$1,2 00,000

Year 2
$

$20 0.0 00
$20 0,0 00

$

Cash
Inves tment
Land

Operations

Upon
formation

Prio r to
formation

-

Assets

$1,00 0,0 06

$1,00 0,0 00

Liab ilities and equity

600 ,0 00

400,000
400,000
$1,00 0,0 00

400,000
375 ,0 00
$ 950 ,0 00
$

$

$

200,000

400,000
400,000
$1,00 0,0 00

$

$

Profit and (loss)
Pre -tax income (loss)
Tax provision
Net inc om e (los s)

400,000
(20 0,00 0)
200,000

$

- *
$

$2 00 ,0 00
$20 0,0 00

(40 0,0 00)

-

Deferred income
Equity, net

$

Deferred taxes

(15 0,0 00)

(50 ,00 0)
25,000
(2 5,00 0)

$

$

350,000

(18 8,00 0)
(30 0,00 0)
188.000
600 ,0 00
400,000
500 ,0 00
$1,2 00,000

$

Tax payable

250 ,0 00
(12 5,00 0)
125,000

• Ne t o f curre nt and de fe rre d po rtion o f tax p ro vis io n is ze ro .

Exhibit 3
FINANCIER'S FINANCIAL STATEMENTS
Year 2
$

$

(50 0,0 00)
450,000
(50 ,00 0)

$

$

(1,000 ,00 0)
1,000,000
- 0 -

$

$

(50 0,00 0)
1,000 ,000
500,000

Year 1

200 ,0 00
200 ,0 00

500 ,0 00
-

Liab ilities and eq uity
Payable

$

$

Cash
Inves tment

Operations

After
construction

Upon
formation

Assets

250 ,0 00
(12 5,0 00)
125 ,0 00

-

-

$

Eq uity

•

(50 ,00 0)
25,000
(25 ,00 0)

400 ,0 00

150,000

Deferred taxes

- '
$

-

Profit and (loss)
Pre -tax Income
Tax provision
Net income

(25 ,00 0)
$ (5 0,00 0)

$ (1 8 8 ,0 0 0 )
(30 0,0 00)
188 ,0 00
400 ,0 00
100,000
$ 200 ,0 00

$(4 2 5 ,0 0 0 )

$

(15 0,0 00)

$

$

Tax payable

Net o f current and de fe rred portion o f tax provis io n is zero.
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"... there are

few hard and
fast rules."

2. Significant provisions of the joint venture agreement especially cash flow priorities, proportionate
interests in tax losses or income and residual interest
3. Significant accounting policies of the venture
especially in profit recognition
4. Difference between the carrying amount in the
venturer's financial statements and the venturer's
share of the equity and net assets of the venture,
and the accounting policy amortizing this difference

Any commitments of the venturer to provide
future services such as funding

Conclusion
Accounting for real estate ventures is a complex
subject, and one not adequately developed by the
accounting profession. Therefore, there are few hard
and fast rules. Each situation must be dealt with
separately so that the economic substance of each
transaction is dealt with in the most prudent
manner.
❑

PRICING FOR RETURN ON INVESTMENT
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Continued from page 44

Conclusion

nancial statements, may seriously mislead management when pricing products. Many products do not
pass through all production operations and therefore incur different levels of labor and overhead
costs. In fact labor intensive products often actually incur less overhead per labor hour or dollar than
the more automated products being produced. It
makes sense, therefore, when determining costs for
selling price calculations, to develop overhead rates
using a cost center approach. This can be done outside of the regular accounting system and need not
be fancy or sophisticated.
Many firms, after they have calculated "product
cost ", apply a single mark -up formula, usually a
percentage, to the total product cost in order to
determine the selling price. This tends to underprice labor intensive products and overprice material
intensive products because total cost is used as the
mark -up base. It stands to reason that each dollar
of material cost should not be expected to carry
the same mark -up as each dollar of labor or manufacturing overhead. In fact, as a rule of thumb,
analysis will prove that mark -ups applied to material
cost should be approximately one -third that applied
to labor and manufacturing overhead. The answer,
then, is to develop and apply different mark -ups for
material cost than those applied to labor and manufacturing overhead cost.

Stop and think for a moment how many different
products a company could produce if it could get
the orders. Stop and think also about how differently products could be priced (and orders obtained) if the cost of producing those products
could be figured a little more closely or if a different costing philosophy was used. Remember, most
firms tend to develop a pricing profile, usually in
the form of a formula, which penalizes material intensive products and favors labor intensive products.
In summary, there are four major points to remember when it comes to pricing a product. They are:
1. Use a purist approach when developing product
costs for pricing calculations (no camouflage).
2. Analyze the specific product's impact on overhead expenses instead of assuming that the
accounting burden rate applies to all items. (Remember indirect expenses can be 50 percent of
total company costs.)
3. Establish a mark -up policy which distinguishes
between material, labor, and manufacturing overhead, and which is based upon a planned profit
objective.
4. Remember that product cost is only one of many
factors that has to be considered when setting
selling prices, but it is perhaps the single most
important item.
❑
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A LOOK AT
ANNUAL REPORTS OF
EMPLOYEE BENEFIT PLANS
The annual report should bring together a financial history of the
fund activities during the past year.

The management accountant's need for a complete
and accurate annual employee benefit plan report
has been intensified by the passage of the Employee
Retirement Income Security Act of 1974 ( ERISA),
which draws both the management accountant and
the independent accountant deeper into the areas
of responsibility associated with corporate retirement programs. In short, what ERISA has elicited
the need for is a report readable by both the corporate executive and the accountant, and comprehensive in its coverage of subject matter.
Contents of the Report
A retirement plan report is valuable when it
becomes a tool for the accountant and the financial
planning executive concerned with the investment
of plan assets, the maintenance of employee morale,
and the overall corporate financial projection. In
addition, the completeness of the report information will allow the filing of reports to the Labor
Department and Internal Revenue Service.,
The contents of such a report can be divided
into five sections:
1. Basic information
2. Personnel information
3. Funding information
4. Actuarial information
5. Summary
Each section should contain complete information,
even if some of it is repetitious from year to year.
Furthermore, the report for any given year should
stand on its own in providing enough information
to be understood by someone who may not have
access to other plan documents or prior years'
reports.
Basic Information
The basic information is the foundation upon
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which all other aspects of the report are based.
This information should include the name and
address of the plan sponsor, the employer or employers involved in the report, the trustee and the
retirement committee, if one has been authorized
by the plan. The eligibility provisions of the plan
should be explained in detail, together with the
outline of benefits provided by the plan. The
benefits should be specifically reported (retirement,
disability, termination, or death) as the individual
case may be. A list of important dates should also
be included in the basic information section. These
dates include the date the plan was first adopted,
qualified by the I.R.S., or amended, as well as the
dates on which all Labor or Treasury Department
forms are to be filed .2 In this manner the appropriate deadlines for completion may be established,
and the protection of plan, employer, and trustees
is strengthened. Any change in the basic information should be footnoted so that the records outside the annual report itself may be updated.
Personnel Information
Personnel should be evaluated within the retirement plan report. The plan should provide a
schedule showing the effects of terminations, retirement, disabilities and deaths. Also covered
should be employees whose work status has changed
according to the definitions within the plan. Each
of these schedules should include an indication of
each employee's length of service and length of
participation under the plan. These schedules of
personnel changes can then be used to compare
the plan participation from the beginning of the
year with the plan participation at the current
valuation date. This comparison may become even
more helpful when it is combined with the salary
information for each category of employee, and a
summary of the change in participants' payroll.
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Participants' average age: 28.7
Participants' average service: 3.7

These changes will be reflected in later aspects of
the plan funding.
Finally, the personnel portion of the retirement
plan should include a chart showing the distribution
of all employees by age and by service. See Exhibit
1. For larger corporations, this may be broken down
into various departments, but such a breakdown
should be done in a way that preserves the usefulness of the chart. This chart will show the employer
how many employees are approaching eligibility or
approaching retirement, and can give a clear picture
of the maturity and experience of the work force.
Funding Information
The annual report should bring together a financial history of the fund activities during the past
year. In a preface to this section, the sources of
information should be identified, and the method of
asset valuation described. An in -depth review of all
fund activities will help in planning future investments and in the choice of fund advisors.
The involvement of the accountant becomes
more direct within the funding area. The Secretary
of Labor will be expecting to receive a financial
statement prepared by an independent certified
public accountant from each retirement plan., Such
a financial statement must include:
1. A statement of assets and liabilities,
2. A statement of receipts and disbursements, including employer and employee contributions,
3. A current schedule of investments,
4. A description of any transaction involving a
party in interest under ERISA,
5. Schedule of defaulted loans and leases, and a
schedule of every transaction involving an
amount exceeding three percent of the fund
value,
6. Any outside statements received by the fund
substantiating that the fund assets are held —
in whole or in part —by a bank or trust institution under a separate account plan, and
7. A statement of salaries and fees, and commissions charged to the plan account.4
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In addition, the financial statement for the Labor
Department must include the identity of each plan
fiduciary and his relationship to the employer or any
party in interest, and must show the number of
employees covered by the plan. These two items
should be included in both the basic information
and personnel sections of the annual report. Finally,
the Labor Department financial statement requires
the opinion of the CPA and his comments concerning the audit made of the fund.
Actuarial Information
Although profit sharing plans do not require an
actuarial review, they require that a determination
be made of the amount which can be considered
as a current year deduction for the profit sharing
plan. The various factors of participants' payroll,
prior year credit carry- forward, contributions carryover and the limits of Internal Revenue Code Section 404 must all be clearly itemized and accurately
combined, to produce the limit of current year
profit sharing plan deduction.5
This section of the report should include an
explanation and summary of amounts forfeited by
participants removed from the retirement plan.
These forfeited amounts will then be reallocated
among the remaining participants according to the
terms of the individual profit sharing plan. Space
permitting, it is preferable to include within the
annual report a sample profit sharing allocation
for representative participants. With this informa.
tion, it is possible to understand fully the actual
employee profit sharing allocation format (which
may be too extensive to include in the report) .
In the interest of better understanding, the
actuarial section of the pension plan report should
discuss the method of projecting retirement benefits, the cost method used for the actuarial calculation, and the actuarial assumptions used in the
valuation. Any changes in the actuarial assumptions
ERISA Section 103(a) (3) (A).
ERISA Section 103fb).
Internal Revenue ode Sec tion 404, as amend ed by ERIS A, S ection 1013(c).

3
4

5
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or methods should be fully explained. The summary
of calculations should be clearly explained, and the
various steps identified in order to determine the
amount required to fund the employee pension
plan. For example, the final pension amount should
not be given as a raw figure, but should be shown in
terms of the present personnel, present fund values,
and the projected value of employee benefits. With
this approach, the accountant and fund manager
can more easily recognize the interplay of factors
and can better contemplate decisions concerning
plan improvements, changes in fund valuation
methods, or changes in actuarial assumptions.
The Pension Reform Act requires a formal
actuarial valuation be made by an enrolled actuary
every third year. 0 These valuations may be made
more frequently should the actuary himself decide
it is necessary to report more frequently to the
Secretary of Labor. If a report is made when first
required —and each year thereafter —the accountant
and corporate executive have an opportunity to decide whether or not to submit each report to the
Department of Labor. In effect, the two -year non reporting period may be extended with each report
actually filed, allowing the plan time to correct
any "red -flag problems" which may turn up. If the
valuation is performed only every third year, such
flexibility is not possible.
The subject of pension accounting has been
Placed on the technical agenda of the FASB. Pending completion of the Board's review, Interpretation
No, 3 will direct that changes in pension cost,
which are a result of complying with the ERISA,
are to become a part of the provision for pension
expense subsequent to the date that a plan becomes
subject to ERISA's participation, funding and vesting requirements.' By having the appropriate information on APB Opinion No. 8 within the
retirement plan report, production of a complete
financial statement meeting all requirements of
generally accepted accounting principles is assured.
The planning of future retirement plan investments must consider the actuarial aspects of the
plan as well as the amounts held within the fund.
a ERISA Section 103(d).
7 The actuarial xe no n of the defined benefit plan should also
discuss the applicability of the effect of Accounting Principles
Board Opinion No. 8 of November 1966. Recently, Interpretation
No. 3 was issued by the FAS B to clarify the a ffect of ERISA oa
APB Opinion No. 8.
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With this in mind, the actuarial section of a pension plan report should include a schedule of participants who are expected to retire during the next
ten plan years. This schedule, computed on the
assumption that none of the eligible employees will
terminate, will give the fund investment planner a
guideline for investing the assets for optimum investment return consistent with liquidity requirements. This will assist in avoiding a forced sale of
assets to provide retirement benefits which are
reasonably predictable.

Summary of Report

"...the
Pension
Reform Act
requires the
amendment of
practically all
retirement
plans..."

The final section of both pension and profit
sharing reports should be a summary of the information provided to the reader. Great detail is
not required, but the effect of the interplay between
plan provisions, plan participants, fund performance, and actuarial information should be fully
explained in an understandable manner. Within
this summary section of the report, recommendations should be made concerning the changes in
plan design or administration. For example, the
extent of the Pension Reform Act requires the
amendment of practically all retirement plans to
conform with the changes in labor law and Internal
Revenue Code sections. The plan report should
give some outline of the intended changes and their
anticipated effect upon the plan.
Should some improvement or change in the
benefits of the plan be important to the plan
sponsor, it should be fully discussed in the sum marv. It should be demonstrated how the various
segments of the report are combined to allow or
require any of the changes discussed in the report
summary.
Conclusion
All of this may sound like an ambitious undertaking on an annual basis, but the benefits derived
from having all information concentrated in one
report are attractive to all parties involved with the
retirement plan. The accountant is faced with recognizing the effect of his client's retirement plan
within the overall corporate financial plan. And
as with a corporate financial statement, the retirement plan annual report becomes most valuable
when information it should contain can be readily
understood.
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POCKET CALCULATORS:
NUMBER POWER!
Thanks to the integrated circuit, a silent revolution is spreading
in every walk of life as low -price pocket calculators bestow a
computational power that may have profound implications for
education, business —and society itself. Their use spreads among
accountants who find this electronic tool can multiply their productivity.

That classic symbol of computation —the abacus —
now has a rival whose incredible potential has
barely been tapped. It is, of course, the omnipresent low -cost pocket calculator which thanks
to the development of the integrated circuit has
become so cheap to manufacture that it can be
purchased by almost everyone.
A stunning success story of modern technology,
the pocket calculator, introduced in 1971, today
is almost as widespread and pervasive as the electric
can opener. According to estimates, there have been
38 million sold since 1971; 15 million alone this
year. Mass production and extensive manufacturing
experience has brought the price of some models
of the hand held calculator (HHC) down to $10
in a series of price cutting wars that have forced a
number of companies to the wall.
The power and compactness of the pocket calculator are derived from a baby's fingernail -size chip
known as the integrated circuit. The IC, which was
developed by Jack Kilby of Texas Instruments in
1958, contains the equivalent of more than 6,000
transistors. It is this miniaturized circuitry which
has made possible the development of the pocket
calculator, hearing aids and wristwatches, as well
as many of the technical achievements of the space
program.
The low -cost pocket calculator is so new a phenomenon that few, if any, studies have been made
concerning its impact on society. How widely used
is it in business? In education? Is it improving
productivity? Is it increasing productivity? Are accountants using hand -held calculators? If so, how
are they using them?
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The pocket calculator is a mass market product.
Housewives, students, salesmen, engineers, businessmen —all are buying them and using them. It
has been estimated that one in ten persons owns
one.
For some people, the HHC is a toy and like all
toys will eventually be left in a drawer, forgotten
after the initial pleasure of playing with the fascinating device. Indeed, a kind of game - mythology
has sprung up overnight: tap out 107734, turn your
calculator around and it will flash a "Hello." Another: If the price for 28,430,938 barrels of oil is
increased 2.5 percent, who benefits?
An editor on Scientific American —James T.
Rogers —has just published a 79 -page book` describing some of the "fun and games" you can play
with your pocket calculator. At Oklahoma University the first international world championship
hand calculator quick -draw contest recently was
held, as contestants, pocket calculators in their
palms, jabbed at buttons feverishly to determine
who could correctly solve a math problem the
fastest.
Millions of Genies
The calculator is more than a shell game, however. Henry Mullish, senior research scientist at
New York University's Courant Institute of Mathematical Sciences, predicts the HHC will have tremendous impact on every discipline where calculation is involved. In the school environment, he says,
"People can now concentrate on concept rather
than the mechanics of grinding out numbers."
Mr. Mullish published a book titled How to Cet
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A Calculator in Every Desk
In his first book about calculators, Mr. Mullish
reported that students at the Harvard Graduate
School of Business Administration were renting
calculators for use in their classroom. Now, of
course, the decline in price has made the basic four function model as cheap as a night on the town
for a student. Engineers also seem to be switching
from their slide rules to the more handy and accurate pocket calculators. Indeed, an educator has
predicted that one day every student will have a
calculator built into his desk.
Mr. Mullish suggests the widespread availability
of pocket calculators will increase the trend toward
quantification of subject matter in many academic
disciplines. He is urging that a national council
for pocket calculator research be established. The
council would make recommendations to amend
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[Pocket
calculators]
are more than
just toys for
accountants.

the Most Out of Your Pocket Calculatort in 1973,
which already has been outdated by sweeping price
changes in the calculator market. Another book,
A Complete Pocket Calculator Handbook, is scheduled to come out early next year.
He said that the pocket calculator is the only
product he knows whose price keeps falling while
its value keeps increasing. "It can do an infinite
amount of work, accurately and noiselessly." James
Rogers echoes this assessment, "Do not be daunted
by the thing. You are its Aladdin, and it is your
genie."
Some educators are not entirely happy about this
genie. They fear that if students are allowed to use
calculators in class, they will become a crutch and
many won't know basic principles of, say, simple
division or multiplication "when the battery runs
out." Students have already developed a novel way
to cheat on examinations: lock in the answer to a
problem and lend the calculator to your buddy.
Accounting professors are reluctant to allow their
students to use the pocket calculator, according to
Mr. Mullish, because they believe constant application practice with basic mathematical principles
helps to make students more flexible. Others disagree, saving that once the basic principles are
taught, the professor can hove on to more advanced theory. Students can be challenged with
much more complex problems which, before the
calculator, would have required more time and
effort than the results were worth.
The Institute of Management Accounting, which
administers the examination for the Certificate in
Management Accounting, has ruled that candidates
can use pocket calculators to help solve examination
problems. Other organizations which hold examinations have made similar decisions.
Technological innovations have a way of bursting
through convention and sundering tradition. The
pocket calculator's influence on the classroom is
already a fait accompli. One nursery school in New
York is using minicalcufators in a class of three,
four and five - year-otds in an early training program.
The teacher suggests it is just another learning tool,
like blocks and counting beads.

Pocket calculators are especially useful
in taking inventory of shelf stock.
the curricula at high schools, and even colleges,
to accommodate the potential of the low cost hand
calculator.
Numbers and the manipulation of numbers are
the stuff that accountants deal with day in and day
out. HHCs, therefore, are more than just toys for
accountants. It is anyone's guess on how widely
used pocket calculators are by accountants but talks
with auditors, in particular, show that they are being used extensively — especially by the younger
accountants.
One auditor from a "Big Eight" firm pointed
out that the pocket calculator was especially valuable when an auditor is at a client's office and all
the standard adding machines are tied up. Auditors
like a tape so that they can more easily discover
discrepancies in totals, but when it comes to multiplication or division, the pocket calculator is much
easier and much faster to use than the 10 -key
adding machine.
Auditing firms generally are not supplying pocket
calculators to their employes but many auditors
are buying them for their personal use and using
them on field audits. An accountant at Haskins &
Sells said that the use of pocket calculators is substantially higher than in the past because of their
low cost. "We are using them more and more."
Internal auditors also are making extensive use
of the hand -held calculator, according to William
E. Perry, Director of Research of the Institute of
Internal Auditors. He said it is obviously becoming
a standard type of equipment. The Institute is a
worldwide organization of about 11,000 auditors
who work for large industrial companies.
He pointed out the convenience of the HHC for
auditors moving from one facility to another.
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This low -cost hand calculator manufactured
by Texas Instruments is one of many used
by accounting students.
Thanks to the advent of the pocket calculator, an
auditor does not have to compete for time on a
standard office machine; instead, he can whip his
pocket calculator out of his briefcase.
The biggest disadvantage of the pocket calculator
for accountants is the lack of hard copy or tape.
There are small, portable printing calculators on the
market but their price is much higher compared to
the standard four - function machines with visual display.

A Small Computer
The clieapest calculators on the market are the
standard four - function machines. Programmable
calculators are more expensive but accountants are
finding them extremely valuable in financial analysis
and statistical work. Ira Feinberg, a senior consultant in the management services division of Touebe
Ross, has been using the Hewlett - Packard 25 programmable calculator for three or four months now.

56

This calculator —other companies make similar
models —is, in effect, a small computer. For one
client, Mr. Feinberg used the calculator to do an
analytical time study, which, if he had used timesharing, would have cost the client $3,000 to
$4,000. "It surprised me how much I was able to
use it," Mr. Feinberg says.
He estimates that the calculator is capable of
doing 99 percent of the statistical functions "that
you would ever want to do on time sharing." In another problem he did a regression analysis on the
housing projections of two different groups in five
minutes. "It saves our time and therefore saves the
client money."
The convenience factor is one of the chief values
of the pocket calculator. Mr. Feinberg pointed out
that when you're at a meeting you can pull out your
calculator and work out a problem— silently and in
minutes.
Like the computer ten years ago, the calculator
is still in its infancy and probably its potential is
nowhere near being tapped. Accountants are learning about it, however, and finding it valuable in
saving time —and money. It is still a curiosity item
and perhaps even a status symbol: one company is
selling limited edition pocket electronic calculators,
each of which is numbered and signed by the designer. But the capacity to deal with problem solving has been enormously increased for men and
women in all walks of life —from the scientist in
the lab to the housewife in the supermarket.
The convenience factor alone of the hand held
calculator has enormously aided accountants. A
favorite story from one of Texas Instruments' employes makes the point. An accounting friend was
totting up figures in his office when a power failure
extinguished the lights and stopped his adding machine. Undaunted, he lit a candle, pulled out his
pocket calculator and went on working.

'akm
Y
95.g R ers, The Calculating Book, Random House, Ne%,
t Henry oMullish, How to Get the Most Out of Your Pocket
Calculator, Macmillan Publishing Co., New York, 1973.
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BEYER SYMPOSIUM LOOKS AT
MANAGEMENT ACCOUNTING
What is the status of management accounting today? Educators
and practitioners meet at a symposium sponsored by the Robert
Beyer Professorship in Management Accounting and Control to
assess the state of the art.

A relatively new discipline, management accounting
is coming of age, a fact supported by a number of
developments and trends including the successful
establishment of the Certificate in Management
Accounting program. Another indication of its maturing is the existence of the Robert Beyer Professorship in Management Accounting and Control
at the University of Wisconsin.
This chair was established in 1974 as a result of
a substantial bequest from Robert Bever, retired
managing partner of Touclie Ross & Co., and a past
national president of the Association. Although Mr.
Bever's career was devoted to public accounting, his
interest and expertise in management accounting is
demonstrated in a book he co- authored, Profitability
Accounting for Planning and Control.
The Robert Beyer professorship is dedicated to
broadening and improving educational programs in
management accounting, as well as providing an
acknowledged and experienced scholar with facilities
for objective inquiry and teaching. One of the first
activities sponsored by the Robert Bever Professorship was a symposium on management accounting
and control* which was held last May. Papers were
presented by Charles T. Horngren, Edmund W.
Littlefield Professor of Accounting at Stanford University, and Robert J. Donachie, executive vice
president, Earth Resources Co., Dallas, Texas.
In a personal analysis of the evolution of management accounting, Mr. Horngren noted that at
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the time he went to college, in 1949, "there were
almost zero courses in management accounting as
it is known today." In the 1950s courses on management accounting were begun in several schools
and, according to Mr. Horngren, during the 1960s
and 1970s, management accounting courses have
tended to become required courses in undergraduate
programs.
The rise in management accounting coincided
with the move from trying to get as accurate and
precise costs as possible to serving management and
obtaining "different costs for different purposes."
"Thus," summed up Mr. Horngren, "accounting
became more complex, more fascinating, and more
responsive to students' perceived future roles. After
all, only a slim percentage of students in accounting
courses become lifelong career specialists in auditing or income taxes. Instead, the large percentage
become managers or accountants who serve managers."
He stressed that "Accounting data are economic
goods ( just like cuisine and smog control devices)
obtainable at various costs," and therefore subject
to the same cost - benefit constraints. Cost - benefit
analysis has been around for years, 11e conceded, but
too often it has been implicit and not the central
thrust in accountants' thinking.
In a critique of his address, Donald Trawicki,
partner of Touche Ross & Co., said that in his experience most managers consider costs and benefits
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"... the

real

change in asset
value cannot
be measured
by any inflation
index ..."

Here's a view of the participants at the first Robert Beyer
Symposium on Management Accounting and Control at
the University of Wisconsin.
in deciding upon the information to be purchased,
but it is extremely difficult to measure the cost or
benefit of particular information, and "virtually
impossible to measure the costs and benefits of information produced by a system." Mr. Trawicki is
a member of the Board of Regents of the Institute
of Management Accounting.

'An Accountant is an Accountant . . .r
In his address, Robert J. Donachie said at the
outset he wanted to dispell the notion "that an
accountant is an accountant is an accountant."
"The management accountant," he suggested, "in
my judgment is far less an accountant in the technical sense of the word and much more a student
and analyst of the economics of his own business.
He must understand the total complex profit geometry of his particular business —what it takes in the
way of management decisions to produce a real
profit and a satisfactory return on investment for
that particular enterprise."
On the other hand, he continued, "The financial accountant —the accountant whose principal
interest is in financial accounting —... is concerned
with the recording and classifying of economic
transactions for the purpose of reporting the results
of these activities to an audience consisting of governmental agencies, including taxing authorities,
financial institutions and the investing public."
Most of the conflicts between management ac.
counting and financial accounting have resulted
from the concept of matching cost with revenue,
according to Mr. Donachie. The result was that "it
became possible to match costs with revenues not
yet realized —and go broke in the process."
In a comment on the Financial Accounting Standards Board proposal to require price -level accounting, Mr. Donachie rhetorically asked, "to what
purpose ?" He called the proposal of dubious value
because "the real change in asset value cannot be
measured by any inflation index but can only be
measured by the demand and supply in the marketplace at a point in time." He said, "I submit that
disclosure alone is a meaningless exercise unless it
is used to persuasively and forcefully —to remove
the limits on capital recovery to historical costs —to
change regulations which tax away any potential to
solve the capital needs to remain in business."
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In a critique of this paper, Robert A. Morgan,
controller of Caterpillar Tractor Co., took exception to Mr. Donaebie's definitions, saying that his
company's financial accountants did not subordinate
their thinking to rules, principles, guidelines, or
standards, as Mr. Donachie had implied in his definition of financial accountants.
Mr. Morgan went on to propose a two -track cur riculum for management accountants —an idea
which was opposed by some of the educators at the
symposium. He said:
"A common accounting curriculum may not be
the best way to develop young men and women for
careers in both public accounting and management
accounting. A common curriculum is suitable to
the point that a student has not decided on his
career. But once his decision is made, there are
specialized needs depending on his choice. It is for
this reason that a two-track accounting curriculum
must be developed. This recommendation in no
way suggests that the current emphasis on public
accounting be decreased, but that a management
accounting track be expanded, or maybe, developed."
Mr. Morgan served as chairman of NAA's
Management Accounting Practices Committee,

1974 -75.
Five past national presidents of NAA participated in the symposium, including Ettore Barba telli, Robert Beyer, Robert G. Chapman, I. Wayne
Keller and Grant U. Meyers.
Accounting education today is much improved,
most of the participants at the symposium agreed,
but there is need for further improvement. One
obvious addition to the present curriculum, it was
suggested, would be the inclusion of an advanced
seminar in management accounting. Most seemed
to recognize, however, that the university curriculum was only a starting point for the management
accountant. Careers are so varied in industrial accounting that no university could satisfy all the demands imposed by industry on accountants. Only
through continued study and education will management accountants be able to meet the challenges
of a changing technological society.
* Management Accounting and Control, Proceedings of the
Robert Beper Symposium on Management Accounting and Control at the University of Wisconsin- Madison, May 8.9, 1975.
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117 Candidates Complete the CMA Examination
in June 1975
Certificate in Management Accounting soon.
The Board of Regents congratulates the 117 candidates,
listed below in alphabetical order, with company, hometown
and chapter, if a member of the Association.

Frank T. Alcorn
Owens - Illinois
Toledo, Ohio
Toledo Chapter

John E. Buckley
Vertipile, Inc.
Sudbury, Mass.
Boston Chapter

James S. H. Chiu
State University of New York
— Plattsburgh
Plattsburgh, N.Y.

Michael L. Dunbar
Superior Continental Corp.
Hickory, N.C.
Catawba Valley Chapter

Harold E. Arnett
University of Michigan
Ann Arbor, Mich.
Ann Arbor Chapter

Charles A. Buechlein
James C. Deaton CPA
Jasper, Ind.
Evansville Chapter

Terry G. Christenberry
Ernst Ernst
Dallas, Tex.

Harry P. Dunlap
Milwaukee Area Technical
College
Shorewood, Wis.
Milwaukee Chapter

Robert A. Burggrabe
Owens - Illinois
Toledo, Ohio

Donn P. Barber
Hartzell Corp.
Minneapolis, Minn.
Minneapolis Viking Chapter

George S. Burr
Dow Coming Corp.
Midland, Mich.

Guy L. Cochran
So. Central Bell Telephone
Alabaster, Ala.

James W. Carlin, Jr.
Ernst Ernst
Winston - Salem, N.C.
Piedmont Winston -Salem
Chapter

Steven T. Becker
Amity Leather Products
West Bend, Wis.
John A. Beegle
Western Carolina University
Cullowhee, N.C.

Jack R. Carney
Hooker Chemicals
Tonawanda, N.Y.
Buffalo Chapter
David F. Carter
Price Waterhouse
Washington, Ill.
Peoria Chapter

&

&

Donald D. Beane
Morgan Stanley Co., Inc.
Norwalk, Conn.

&

&

Ronald C. Baughman
Eli Lilly Co.
Indianapolis, Ind.

Plastic

Co.

John E. Bolian
The Pillsbury Co.
Minneapolis, Minn.
Minneapolis Viking Chapter

John A. Caspari
Naval Post Graduate School
Monterey, Calif.
Salinas Valley- Monterey
Chapter

Bobby H. Braswell
General Electric Co.
Greenville, S.C.
Western Carolinas Chapter

Thomas Chin
Raytheon Corp.
Newton, Mass.
Mass. Route 128 Chapter
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Spicer V. Conant
Beckman Instruments
N. Caldwell, N.J.
West Bergen - Passaic Chapter
Scott S. Cowen
Bucknell University
Lewisburg, Pa.
Williamsport Chapter
James L. Davis
University of Missouri -St.
Louis
St. Louis, Mo.
James R. Davis
University of South Carolina
Columbia, S.C.
Columbia Chapter

Steven H. Eklund
General Mills, Inc.
Minnetonka, Minn.
Howard Elias
Amerace Corp.
Parsippany, N.J.
Jon C. Estes
Continental Can Co.
Trumbull, Conn.
Connecticut Gateway
Chapter
Arlington H. Filler
Quaker Wholesale Dist. Inc.
Lansdowne, Pa.
James H. Fischer
University of Wisconsin
Whitewater, Wis.
Charles W. Francis
Getty Oil Co.
Houston, Tex.

Gary L. Destree
NCR Corp.
Appleton, Wis.

Alvin Frey
Seedorf Masonry, Inc.
Strawberry Pt., Iowa
Dubuque Tri -State Chapter

William B. Dittmer
Nat'l Development Corp.
Claremont, N.H.
New Hampshire Chapter

Edward P. Gabriel
Omark Industries
Clementon, N.J.
South Jersey Chapter

Michael E. Duffy
Touche Ross Co.
Atlanta, Ga.

Gan, C. Gould
General Motors Corp.
Troy, Mich.

&

Royal L. Cardon
General Telephone of N.W
Bothell, Wash.

&

James M. Barkley
Berol Corp.
Danbury, Conn.
Danbury Area Chapter

Dale K. Cline
Oren L. Cline Co.
Hickory, N.C.
Catawba Valley Chapter
&

Donald W. Baker
Southwire Co.
Carrollton, Ga.
Atlanta North Chapter

&

The accountants listed below completed the Certificate in
Management Accounting examination at its June 1975 offer ing. Many of these successful candidates have completed the
two -year experience requirement and will be awarded the
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Leonard S. Guckert
Lockheed
Atlanta, Ga.

Bary G. Jones
General Mills
New Hope, Minn.

Richard W. Lott
Bentley College
Nashua, N.H.

Paul Murphy
General Electric Co.
Rotterdam, N.Y.

0. Bruce Lupton, Jr.
Price Waterhouse Co.
Mercerville, N.J.

Samuel H. Jopling
California State University at
Los Angeles
La Canada, Calif.
San Gabriel Valley Chapter

Fredric M. Magner
U.S. Government -DCAA
Manhattan Beach, Calif.

Michael R. Myers
Hobart Mfg. Co.
Troy, Ohio
Dayton Chapter

J asvant D. Mahadevia
Direct Mail Marketing Assn.
New York, N.Y.
New York Chapter

Michael D. Nett
Kohler Co.
Sheboygan Falls, Wis.

Thomas J. Kozlowski, Jr.
Touche Ross Co.
Alexandria, Va.
&

Robert E. Hillard
Sunmark, Inc.
Maryland Heights, Mo.
St. Louis Chapter

George R. Martin
Oregon State University
Corvallis, Ore.

James P. Kinzler
Caterpillar Tractor Co.
East Peoria, Ill.
Peoria Chapter
Donald W. Koontz, Jr.
Jamison, Monev, Farmer
Co.
Tuscaloosa, Ala.

Dolan R. Hinson
University of North Carolina
— Charlotte
Charlotte, N.C.

John P. Lauer
N. L. Industries, Inc.
Niagara Falls, N.Y.
Niagara Chapter

John F. Pope
International Industries, Inc.
Chatsworth, Calif.
Los Angeles Chapter

Wayne Maurer
Wittenberg University
Springfield, Ohio

Joseph L. Pressley
Monsanto
Redmond, Wash.
Seattle Chapter

Francis R. McAllister
Asarco, Inc.
Summit, N.J.
New York Chapter
David A. McGowan
Peat, Marwick, Mitchell
Co.
Eden Prairie, Minn.
Minneapolis Viking Chapter

James E. Purvis
O'Neal Steel, Inc.
Birmingham, Ala.
Birmingham Chapter
Cha
Frank R. Rayburn
University of Alabama
Tuscaloosa, Ala.
South
Chapter

&

William G. Hodge, Jr.
William Hodge Co.
Henderson, Ky.

GarYE. Polaczyk
Control Data Corp.
New Brighton, Minn.

p

Larry G. Harvill
National Crane Corp.
Omaha, Neb.

William C. Kilpatrick
Weber State College
Ogden,
Utah
g
Salt Lake Area Chapter

&

Robert W. Harlow
I.T.T.
Bound Brook, N.J.
East Jersey Chapter

Michael A. Pearson
North Adams St. College
Pownal, Vt.

Alan R. Malkoff
Bristol-Meyers Co.
Fort Lee, N.J.
East Bergen - Rockland
Chapter
P

&

James E. Hardee, Jr.
Wheatland Tube Co.
Sharon, Pa.
Greater Youngstown Area
Chapter

Harold Karrenbauer
Rubber Maid, Inc.
Wooster, Ohio
Akron Chapter

Birmingham

&

Douglas W. Haag
Touche Ross Co.
Milwaukee, Wis.

David N. Horthrop
Dawlen Corp.
Brooklyn, Mich.
Robert P. Houston
First Alabama Bancshares
Montgomery, Ala.
Montgomery Chapter

Stephen P. Leonard
Liberty Nat'l Life Insurance
Co.
Birmingham, Ala.
Birmingham Chapter
Kenneth H. Levinson
Price Waterhouse Co.
San Francisco, Calif.
San Francisco Chapter

Bill J. Reynolds
Honeywell
Y
Covina, Calif.

Paul F. McMahon
Ernst &Ernst
Baldwinsville, N.Y.
Syracuse Chapter
Charles D. Mecimore
University of Cincinnati
Cincinnati, Ohio
Cincinnati Chapter
James L. Menning
Northern Natural Gas Co.
Omaha, Neb.
Omaha Chapter

James D. Jamieson
University of Tennessee
Nashville, Tenn.
Nashville Chapter

Herman E. Lorenz
Ernst Ernst
Atlanta, Ga.
Atlanta Central Chapter

Donn C. Mueller
Price Waterhouse Co.
North Olmstead, Ohio
Cleveland Chapter
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&

Charles M. Merz
Boise State University
Boise, Idaho
Boise Chapter

&

Gordon A. Lohnes, Jr.
Road Builders Equipment
Co.
Memphis, Tenn.
Memphis Chapter

Co.

Edward D. Rogers
A. J. Sparks
Muskegon, Mich.
Muskegon Chapter
Charles R. Rudd, Jr.
Superior Continental Corp.
Taylorsville, N.C.
Carol V. Savage
Cohen Horovitz, CPAs
Wexford, Pa.
&

&

James W. Hunter
Patton, Hunter Co.
Asheville, N.C.
Asheville Chapter

John S. Robson
Price Waterhouse
Schaumburg, Ill.
Chicago Chapter

&

&

J
James
M. Ho gan
Price Waterhouse Co.
Cranford, N.J.
Union County Chapter

John T. Lennon
Ashland Oil, Inc.
Ashland, Ky.

Michael T. Savage
Hannaford Brothers
Scarborough, Me.
Southern Maine Chapter
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Michael L. Schauwecker
Federal Energy
Administration
Garland, Tex,
Gordon Scott
ITT Cannon
Irvine, Calif.
Orange County Chapter

Rodney E. Smith
U.S. Coast Guard
Acton, Mass.

Arnold C. Uhlig
International Harvester
Palatine, Ill.

Jeffrey M. Stoller
Playa Del Rey, Calif.

Larry L. Wallace
Genesco
Nashville, Tenn.
Nashville Chapter

James J. Strauss
Investors Diversified Services, Inc.
New Brighton, Minn.

Michael E. Scott
Atlantic Richfield Co.
Dallas, Tex.

,

Dennis Tavlor
Boeing
Merritt Island, Fla.
Cape Canaveral Chapter

Murray Seitman
Adelphi University
New Hope Park, N.Y.
Long Island- Nassau Chapter

Charles W. Woehr
Schering- Plough Corp.
Scotch Plain, N.J.
Essex County Chapter
Wold
Geoffrey
Cargill, Inc.
Mn n onka, Minn.
Minnetonka,
H

Ronald W. Tumlin
Shell Oil Co.
Houston, Tex.

David H. Skinner
The Signal Companies, Inc.
Fullerton, Calif.

John E. Turpin
Textron, Inc.
South Bellingham, Mass.

&

Joel K. Simpson
Ernst Ernst
Eden Prairie, Minn.
Minn. North Star Chapter

Dan Zamir
Castle Cooke, Inc.
San Mateo, Calif.
&

Stephen J. Tucker
Continental Can Co.
Ho- I-Io -Kus, N.J.

.

Robert H. Zeisler
Midland -Ross Corp.
Belle Mead, N.J.
Princeton Chapter

The comp lete CMA examination given in June 1975,
plus unofficial answers to all questions, will be available
in booklet form next month. Price per copy will be $1.50,
plus 15¢ for postage and handling. Copies of previous
examinations, given in December 1972, December 1973,
and December 1974 also are available at $1.50 each, plus
10% of your total order for postage and handling. Please
specify date of exam by year when ordering. Make check
payable to NAA and address Special Order Dept., NAA,
919 Third Ave., N.Y., N.Y. 10022.
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ANALYSIS OF
THE 1975 CMA EXAMINATION
Institute of Management Accounting publishes
comparative results of the last three examinations

Candidates for the Certificate in Management Accounting recently were notified of their examination scores. The results of
this fourth CMA examination, offered in June, are now available.
The program continued its growth with more than 720 accountants participating in the examination. The tables below
provide information on the candidates and the success rates
for the past three years.

Table 1
Summary Profile of CMA Candidates

44%
17%

48%
21%

45%
13%

45%

45%

34%

101

135

117

1974

1975

Table 3

534
34

633
33

723
33

Certificates in Management Accounting

8

7

5

47%
48%

45%
49%

51%
45%
—0—
4%

3
3%

4%
4%

72.0% 75.5% 72.9%
4.9% 1.9%
8.3% 8.1%
10.0% 11.9%
2.4% 1.6%
2.4% 1.1%

1973 1974
49%

48%

42%

47%

39%

60%

51%

45%

37%

40%

271
120
391

39 %°

40%

The CMA examination is now given annually each June.
The next examination will be given on June 9, 10 and 11,
1976, in more than 25 U.S, cities.
❑

4.3%
7.9%
8.3%
4.3%
2.3%

Success Rates on the CMA Examination
Examination Part
Part 1 Economics and Business
Finance
Part 2 Organization and Behavior,
Including Ethical
Considerations
Part 3 Public Reporting Standards,
Auditing and Taxes
Part 4 Periodic Reporting for
Internal and External
Purposes
Part 5 Decision Analysis, Including
Modeling and Information
Systems

Certificates issued during year ended June 30:
1973
54
1974
90
1975
127
Certificates issued July 1 to December 31, 1975
Total through December 31, 1975

Papers submitted by the candidates are graded by professionals in the several fields represented on the examination. The
graders follow the official scoring schedules in evaluating the
answers. The official answers are prepared by professionals in
the subject of each question. All possible correct answers to a
question are recognized in the official solution. The scoring key
for each question is established in accordance with the depth of
knowledge required for each examination part. The keys then
are tested against a sample of examination papers to ensure that
the candidates interpret the question requirements and facts in
the same manner as the professionals who prepared the official
answers.
The papers are processed and graded following procedures
designed to ensure that each candidate receives the proper
grade. The procedures include a second grading of a random
sample of all papers, a regrading of all papers just below the
required passing grade of 70, and a regrading of the failed paper
of any candidate who completed the other four parts. The
quality control review and careful review of marginal papers
assure the candidates their papers were graded fairly and care fully.

Table 2
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1975

1973

%

Number of candidates sitting
for examination
Average age
Average number of years elapsed
since last degree
Candidates offering:
Undergraduate degrees
Advanced degrees
Foreign degrees
Other credentials
Candidates employed as:
Industrial/commercial
accountants
Accountants for not- for -profit
organizations
Practicing CPAs
Teachers
Students
Other

Weighted average for entire examination
All five parts passed in one sitting
Completed examination by taking parts
omitted or failed in earlier years
Number of candidates completing
examination

1973 1974

1975
48%

53%
43%
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Chapter/ Member News

A charter for new chapter La Crosse - Winona (Minn. -Wis.) is
presented by Vice President Vernon E. Zumhagen (right) to

chapter President Leigh G. Fossen. Flanking them are Dennis C.
Daly, left, and NAA Managing Director John E. Vavasour.
past president. Stuart Cameron McLeod
Society.
S T EP HE N F. S O W A, St. Louis.
Promotions and New Positions
SUSAN H. ALOu,Atlanta North, has been
promoted to controller of the Hamilton
Bank & Trust Co.. . . MA R Y L. FOR RESTER has been promoted to treasurer
of J.H. Block & Co.
S. PEAC OC K, Baltimore, has been
appointed a partner in Stegman & Associates.
MA R Y J. MA T T HE W S , Bridgeport, has
been appointed controller of the Milford
Rivet & Machine Co.
JAMES

9-L
At recent golf outing sponsored by Westmoreland County
Chapter, top prize was one month's free use of 1976
Chevette. John Naretto (right), general manager for Kenny
Ross and Sons Chevrolet, Inc., presents keys to winner
Earl F. Frederick from Butler Area. At left are past chapter presidents,
and organizers of the event, George Bennett and Harry R. Baker.
Emeritus Life Associates
The designation of Emeritus Life Associate
is made available to retired members who
have had 20 years of active service, or ten
years of active service including five years
as an elected national or chapter officer or
director. Those so designated are relieved
from payment of annual dues, The intent
of this provision of the By -Laws is to recognize the debt which the Association owes to
members of long standing.

MANAGEMENTACCOUNTN
I GD
/ ECEMBER1975

R. M U L L I N , Charlotte Blue, has
been promoted to controller, Celanese
Plastics Co. plant, Hilliard, Ohio.
JAMES

J. J. BIER Y, Kansas City.
DO N ALD L. Bo w ?, I AN , Lancaster
J. R. BR ADLEY, Syracuse, past president.
L. A. BUR NS , Northern New York.
AR T HUR G. HUS T O N, Cleveland.
JOSEM. MOLA,Miami,
C HAR LES A. RAINAUD, Raritan Valley,

Azlz, Cleveland East, was
promoted to director, internal audit, Cole
National Corp.
MO H AMM ED

H. BUR KET T , Dayton, was
named controller of Perf -A -Lawn Corp.
HO W AR D O. R O YER has been named
...
corporate
controller of Robbins and
Mvers, Inc.
EU G E NE

A. BING ER T , Denver, was named
vice president and comptroller, Ideal
Basic Industries, Inc. . . . M I C H A E L P.
DI XO N is now division comptroller,—

JO S EP H
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cement of Ideal Cement Co., Division of
Ideal Basic Industries.
THOMAS L. ZADIBELLI, East Bergen Rockland, has been appointed accounting
supervisor of the Flavor and Fragrance
Division, Crompton & Knowles Corp.

Time Off

THOMAS PALMER, East Tennessee, was
appointed supervisor, cost accounting,
Tennessee Eastman Co.
Two Elmira Area members have been
named at Ingersoll Rand Co. JAMES L.
ANDERSON is controller, world wide operations, Engine Process Compressor Div.,
and JOHN E. Kux was named controller,
Painted Post Operations, Engine Process
Compressor Div.
PATRICK E. FALCONIo, Fort Wayne, was
named vice president of finance and
elected to the board of directors at Mohawk Tools, Inc.
EUGENE C. KLUBER, Fox River Valley,
was named accounting manager for
Aurora Metal Co. and Federal Tentonite
Co. . . . DAVID J. STREIT has been promoted to assistant to the president,
Equipto Division, Aurora Metal Co....
EARL R. BECKNER is now the administrator- treasurer of the Village of Bartlett.
PHIL D. WEDEMEYER, Houston, recently
was promoted to manager with Arthur
Andersen & Co.

WT
ITMER

M ember-at-Large

STM
. ARV
Yiking

Minneapolis

LAVERNE A. PTAK, Illowa, was elected
general manager and treasurer of John M.
Frey Co.
RANDAL E. KIDD, Knoxville, has been
promoted to manager of financial planning and control at Plasti -Line Co.
RAY D. SCHUMAN, Lake Erie Central,
past president, was promoted to first vice
president -chief fiscal officer, Lorain National Bank.
CARL M. LAYMAN, Las Vegas, is now
general manager of Photo- Button.. . .
KEVIN J. MALLEY has been appointed
treasurer of Caesars Palace. He is a past
president of the chapter.

"Johnson, 1 hear you don't trust our new computer-based environmental
control system."

About `Accounting Lust,' Zymosis And Other Things
Pity the poor chapter technical program director. Not only must he put
together a program of speakers for the
chapter year —but he also must ensure
that the topics are interesting enough
to attract members to the meeting.
Otherwise lie finds himself the recipient of frowns, and brickbats, from
the rest of the chapter board, no matter how hard he works.
A sampling of the chapters' annual
program booklets shows some of the
initiative and imagination that goes
into program planning. Teaser titles
intrigue the reader. What is one, for
example, to make of programs titled
"The Dawning of the Age of Accounting Lust" (Raleigh- Durham
Area) or the even more blunt "Business, Politics and Sex" (Minneapolis
North Star)?
There is some righteousness in
some chapter programs, however, as
witness "Bankruptcy and Morality in
Today's Economy" (Nashville) and

"White Collar Crime" (North Central Indiana). Some chapters seem to
have deliberately set out to evoke
anxiety in members. The titles of three
of Ohio Mid - Eastern Area's programs
are "Who's Looking After Our Nation's Assets ? ", "Is There Enough
Money and Credit Available to Pay
All the Bills ? ", and "The Financial
Executive Must Face the Growing
Threat of Personal Liability." One
chapter has descended to complete
pessimism in its program, "People and
Policies are Problems" (North Central
Indiana).
Most intriguing, though, is New
Orleans Chapter which starts out in
an upbeat fashion with a useful program on "How to Win Friends and
Influence People at the Internal Revenue Service "; then ricochets off to
the mysterious "Financial Zymosis and
Other Things."
We're wondering what those "Other
Things" are all about.

THOMAS J. KOVAL, Lehigh Valley, was
named controller of Arcair subsidiary of
Air Products and Chemicals, Inc.
W. R. HINDMAN, Louisville, is a partner
64
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Financial Executives
and
Professional Accountants
SUBSCRIBE TO

with Coopers & Lybrand, who recently
has transferred from Los Angeles to the
Louisville office of the CPA firm.
DAVID E. BRUSSEAU, Macomb County
Michigan, recently was promoted to divisional vice president, Bank of the Commonwealth.
DAV ID

CURRENTDEVELOPMENTS
IN FINANCIAL REPORTING

J.
MC C LAT C HIE,
Member -atLarge, USA, has been promoted to vice
president of finance, Sea], Inc.
DO NALD G .

NOW!

Get Your first Issue FREE!
Partners in EVERY major accounting firm,
financial executives in banks and public companies subscribe to "Current Developments in
Financial Reporting," such as
A R T H UR A ND E R S E N

W IT T M ER , Mernber -at- Large,
USA, has been appointed corporate controller, Quaker Oats Co.
LEO NAR D D . R O S S ER , Memphis, has been
appointed director of graduate studies in
business administration at Memphis
State University.

CHANGE THAT
NIGHTMARE TO
A

ED W A R D S . S T . MA R Y ,

Minneapolis Viking, has been promoted to vice president,
financial operations, Fingerhut Corp.

C OOP E R S & L YB R A ND
ER NS T & E R NS T

WITH THE

C HAR LES L . T I M O T H Y ,

Mobile, was promoted to vice president- treasurer of Coca
Cola Bottling Co.

HA S K I NS & S E L L S
P E A T MA R W I C K M I T C H E L L

BRO NISLAUS

ZAMR O K, JR . , Morristown,
was promoted to senior vice president of
Houdaille Construction Materials, Inc.

PR I C E W A T E RHOUS E
TOUCHE ROS S

T E R R Y C . HE LM ,

New Orleans, has been
named controller of T. K. Valve & Manufacturing.

A R T HU R YO UN G & C O
POLAROID

SIDNEY L. KATz, New York, has been
named assistant controller, financial reporting, W. R. Grace & Co.... ALFRED
A . SALZANO has been named general
auditor of the Port Authority of New
York and New Jersey.

F I R S T NA T I O NA L C I T Y B A NK
COC A C OL A
B OE I NG
A MF A C

JO S EP H A. TEDESCO, Niagara, has been
elected corporate treasurer of the Mentholatum Co.

N. Y. T I M E S C O
RC A
ARCO
E V E N T H E S . E .C . A ND T H E F . A .S .B .

This easy -to- understand monthly newsletter is
the only one that shows you how other
corporations interpret, act and report on the
numerous new decisions, regulations and
opinions issued by the S.E.C., F.A.S.B.,
N.Y.S.E., A.I.C.P.A. and if you subscribe right
away, you'll get your first C.D.F.R. issue free.
MAIL THE COUPON TOOAYI
-- -

1mrintematlonal, inc.'l
AOVANCEO MA NA GE ME NT

RESE ARCH

1370 Avenue of the Americas, New York, N.Y. 10019 (212) 765.6400
Please send me FREE the latest Issue of Current
Develo pme nts I n F inanc ial Re po rting, and enter
my s ub s c rip tio n fo r one year (an ad d itio nal 1 2
Issues) at the low tax - deductible rate of $95.

Two North Central Indiana members
have been named at Ball Corp. TERRY B.
ST EP HENS O N is group controller, Ball
Glass Container Group, and KENNETH L.
MORROW, manager, planning and analysis
for the group operation.
KEN NE T H D . VA N NA T T A N , JR . ,
Peoria,
has been appointed controller of Chris
Hoerr & Son Co. Food Distribution
Center.

Philadelphia, is now
treasurer, Dodge Foundry & Machinery
CO.
THOMAS E. FALKNOR, Piedm ont Winston- Salem, has been promoted to assistant co mp troller, and W . M . R OBBINS,

director of corporate budgeting and cost
analysis, at Sea Land Services of New

AD DR ES S

Jersey.... J
ST A T E

-

-

Circle 5 o n Inqu iry Card.

ZIP

• Transaction Journal
• Detailed General Ledger
• Income Statement analysis
• Client Consolidation
• Balance Sheet
• Payroll with summary
• Month /year updating

ALL AUTOMATICALLY
In additio n, you have the flexibility of up
to 800 acco unts in a chart of ac co unts.
Best of all, the D -575, coupled with the
Olivetti A -5 Modular A ccounting System,
nee ds no s pec ial o pe rator training,

SEE YOUR NEARBY OLIVETTI
AGENT TODAY

R . G L E N N BEAT T Y,

NA ME

CITY

The BRD D -575 DISC DATA SYSTEM
offers the busy Accountant versatility and
reliability in a fast, inexpensive data
handling system. The system provides:

AM E S C . H A R DW I C K , JR . , h a s

been promoted to manager of financial
analysis, R. J. Reynolds Industries, Inc.

B R D

INC .

BRD, INC. • Box 10237
Bainbridge Island, WA 98110
Telephone 206 -842 -4777

Circle 6 on Inquiry Card.

WI LLIAM R . W I E B E , Phoenix, is now
controller of Starlite Barricade & Sign Co.
JO HN
J. FITZGIBBO NS , Portland- Columbia,
has been named controller, Hervin Co.
. . .

HER MAN

R.

PEDERS ON 1S n o w

a

partner in Business Automated, Inc.
F R E D C . M E I K L E , J R . , Portland- Willamette, is now president of Blackwell
North America, Inc.
Three Racine- Kenosha members have
been named at J. I. Case Co. JAMES L.
KAL T E NS C HN EE is n o w assistant plant controller, R O N A L D O . SE IN ER was n amed a
budget analvst , a n d R I C H A R D E . V A L L E E ,
marketing financial an alysis administrator.

Rochester, has
been promoted to treasurer of Case -Holt
Corp....�DAVID�B.�SANr•ORD�was�named
manager, general accounting, Shuron
Continental.
R I C H A R D J . AG O S TI N E L L . I ,

Seattle - Tacoma, i s
now controller o f Th e Greenwood Inn.

J. RO BER T G R E E NL E E ,

J A N E E . G E S E LL , South Central Indiana,
is now controller of Ransburg Cosco, Inc.
H . HO G AN, JR . , Springfield,
has join ed Milto n Brad ley Co ., as senior
cost accountant.
WI L LI A M

St. Paul, was
named controller, Department of Finance, State of Minnesota.
TH O M AS

N.

W AT S O N ,

Tulsa, is the newly elected
vice president of Southwest Sporting
Goods.
S ET H T HO MA S ,

In Memoriam
61, Buffalo, 1965.
Baltimore,
1946. Emeritus Life Associate.
EVER ET T S . BAIR D,

AL F R ED R . BU NN E LL , J R . , 7 8 ,
J O S E P H M . D AL Y,
HARR Y

V.

57, Philadelphia, 1966.
7 4 , H o u s t o n , 1939.

DAN IE L ,

ELA.
R O B E R T E . D E R B Y , 80, Los Angeles, past
national Vice president, 1928. ELA. Stuart
Cameron McLeod Society.
Louis J. EC K MA N, 76, Cincinnati, 1953.
ELA.
W A L T E R H . FIS C HER , 6 1 , Southeast Los
Angeles, 1953.
JACO B G OR DO N , 68, Akron, 1947.
R O B E R T R . G R I F F I N , J R . , 44, Atlanta
North, 1974.
ROBERT K. HUGHES, 70, Louisville, 1942.
A R T H U R K. KAw, 27, Piedm ont Winston- Salem, 1973.
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As a special membership bonus, this
new research publication will be sent FREE
to all NAA members who request a copy
before March 1, 1976. Members in other
countries have until June 1, 1976.
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1931, ELA.
LES T ER L. LE s s i c , 74, Syracuse, 1949.
ELA.
CHESTER R . MA C K L IN , 7 1 , Northern
W i s c o n s i n , 1937. ELA.
ROBERT L. MCGAHEY, 53, Milwaukee,
1955.
K . G . ME R R I L L , 93, Member -at- Large,
USA, 1939. ELA.
W I L L I A M S . NO BL IT T , 60, Evansville,
1956.
ANA M. POLACK, 44, Oakland -East Bay,
1974.
B AR N E Y E .
R IG H TM YR E ,
7 1 , Mohawk
Valln,, 1942.
RALP I i M . S C H N E E , 69, Member -at- Large,
USA, 1949. ELA.
H E R M A N C . SC HUESS LER , 6 7 , Evansville,
1957.
L E S T E R P . T A Y L O R , 5 8 , North Central
Ohio, 1970.
JOSEPH M. TULLO, 47, Union County,
past president, 1968.
LEO NAR D A . W A L C H E R , 65, Wichita,
1941. ELA.
Louis B. WEI.LER, 80, Baltimore, 1940.
ELA.

by Henry C. Lucas, Jr.
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THEIMPLEMENTATIONOF
COMPUTER-BASEDMODELS

NEXURSHIP
� 1I1� 1Ai�

LAW R ENC E E . LES NIEW S KI, 6 9 ,

Presents the results of a study of the actual use of
computer -based models by a sample of firms. Although
high -speed electronic computers have made the use of
many operations research (OR) models possible in
problem - solving, actual use has been rare. Why? This
study explores variables influencing the successful
implementation of these models, an actual research model
and implications for successful model implementation.
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Describes nine decision models with
which company managers have to deal
most�often�—�new�products,�distribution,
acquisition, make or buy, lease or buy,
etc. The models presented are normative
models�—�those�designed�to�prescribe�a
desirable procedure, not necessarily to
describe the decision process actually
used. Each model is presented via a brief
introduction, a flowchart, a description
of the flowchart and a bibliography.
This study is the second in the business
decision models series sponsored by
NAA and the Society of Industrial
Accountants of Canada. 120 pages

Is a res earc h guide for practic ing acco untants and
academ ics who conduc t or evaluate re searc h o r who
are intere sted in the sc ientif ic s tud y o f business
decisions. A m ajo r role o f the acc o untant is to
pro vid e inf orm atio n f o r d ec is io n making , b ut
be fo re he can supp ly s uc h info rm atio n, he must
gather data via a syste matic method of res earch.
This valuable study examines and c larif ies rese arch
metho ds and off ers frame wo rks which will as sist
the ac co untant-rese arche r in def ining prob lem s,
sele cting methodo log y and e valuating his re sults.
It is the third rele ase f rom the s tud y of bus ine ss
dec ision mo dels spo nso re d b y NAA and the So cie ty
of I ndustrial A cc o untants o f C anada. 96 pages,
8%X11
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At Robert Half,
ourcounselorsare
accountants.bankersand
systems managers.
We figure
it takes one
to know one.

Whether you're seeking employment
or employees in any of these specialized
areas, you can be sure the person you
speak with at Robert Half understands
the field from your side. So we're better
equipped to evaluate an employer's requirements and to judge a candidate's
credentials and abilities.
That's why getting good jobs and
good people together just naturally
comes easier at Robert Half. And we've
got a successful twenty -seven year track
record to prove it!
Because we're the best as well as
the biggest financial /banking /EDP personnel agency in the world, more good
people come to us when they're considering making a move. And because we're
constantly on the lookout for top talent,
we can provide prompt, competent
referrals even on short notice.
Call any Robert Half office. You'll
find us in 50 principal centers throughout
the U.S., Canada and England. In finance,
banking and computers, we speak
your language.

ROBERT 1-M LF PERSONNEL AGENCIES

Specialists in Finance, Banking, Accounting and EDP.

0

Albuquerque / Allentown / Atlanta / Baltimore / Boston / Buffalo / Charlotte / Chicago
Cincinnati / Cleveland / Columbus / Dallas / Denver / Detroit / Hartford / Houston
Indianapolis / Kansas City / Lancaster / Long Island / Los Angeles / Louisville / Memphis
Miami / Milwaukee / Minneapolis / Newark / New York / Oakland / Omaha / Orange, Cal.
Philadelphia / Phoenix / Pittsburgh / Portland / Providence / San Diego / San Francisco
San Jose / Scranton / Seattle / St. Louis / Stamford / Tampa / Washington / Wilmington
London, England / Toronto, Canada / Vancouver, B.C.

Circle 7 on inquiry card.

