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PRESIDENT'S PERSPECTIVE

The CMA Story
Now approaching its fifth year, the Certificate in Management
Accounting program is thriving and gaining new recognition —
and approval —as the ranks of those who have successfully
completed the examination grow.
It is noteworthy that the number of candidates taking the
examination has increased in each of the years it has been held.
Approximately 400 individuals from every sector of the economy
now hold the Certificate.
Experience has borne out the premise of the program: that the
role of industrial accountants has changed dramatically from
mere recorders of business history to active participants in
decision making and that, accordingly, recognition and support
should be given to help improve their education and
contribution.
Industry has recognized the value of the program to it. At the
most recent examination, two Fortune 500 companies sent 25 of
their employees to take the examination.
In this issue isan account of how a large company launched an
effort in conjunction with the CMA program and a local
university to help its accountants upgrade their knowledge and
potential.
There are many other examples of the affirmative response
that the program has drawn from all sectors of the business
world.
It is one of the most worthwhile programs begun by the
Association. You owe it to your own career to look into the
opportunities that the CMA program has for you.

LAFE P. FOX
President, 1975 -76
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Glass walls on
Monsanto's World
Headquarters in St.
Louis reflect congenial
environment for
learning. See page 57.

PRICE -LEVEL RESTATEMENT AND VALUATION REPORTING
By John A. Bullard
The two principal alternatives in accounting for inflation, general price -level financial
restatement and current value accounting, are reviewed and evaluated in this article
which concludes that the best long -run solution may well be a method which
incorporates appropriate portions of both.

19

STANDARDIZED ACCOUNTANCY AND ECONOMIC
DEVELOPMENT
By Adolf J. H . Enthoven
The author discusses the scope and methods of standardization in social, government,
and enterprise accounting, and within the overall accounting framework; and he
suggests how improved international accounting standards and conventions might be
attained.
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A NEED FOR COMMUNICATING UNCERTAINTIES
By Jon C. Richards
Uncertainties about inflation, recession, energy, price controls and many other
perplexing issues have most of us in a quandary as to what to expect for the future.
In this environment it is particularly relevant to consider how to communicate the
uncertainties which are inherent in Financial statements.
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SELECTING ACCOUNTING ALTERNATIVES
By Harold D. Burns and Jesse T. Barfield
Selecting optimal accounting alternatives is sometimes difficult because the situations
are superficially alike but not so in substance. To help the accountant select between
alternatives, a method is suggested which uses weighted rating factors.
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LIFO FUNDAMENTALS
By John P. Saccone
During a period of rising costs, LIFO produces the desirable effect of reducing taxable
income and tax liability thereby conserving cash. In this article, the author discusses
the two accepted methods, specific goods and dollar value, for computing the
year -end inventory value.
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LIFO REPORTS CURRENT POSITION
By Bruce Larson
Inventory represents the largest current asset that most firms hold, and how that asset
shall be reported is one of Accounting's most active controversies. An in -depth
review in this article supports the case for LIFO reporting.
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THE RETURN ON INVESTMENT AND THE COST OF
CAPITAL
By Lawrence A. Gordon
Several conceptual differences exist between a firm's return on investment and its
cost of capital. In this article, the author discusses each concept separately, then
compares them so as to emphasize the differences.
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HUMAN RESOURCES ARE ASSETS
By Bikki Jaggi
In contrast with the contention that human resources are assets only in a figurative
sense, the author suggests focusing on employee performance, rather than on
proprietary concepts.
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BEHAVIORAL IMPACT OF HUMAN RESOURCE
ACCOUNTING
By Nabil Elias
The variables that must be considered in the study of human resource accounting are
identified and the consequences of using a historical cost human resource accounting
system is examined in terms of managerial behavior.

46

COST OF CAPITAL IN HOSPITAL FINANCING
Jr.

By Frank Ilett,
The cost of capital concept, originally applied to profit oriented firms for profit
planning, can be used by non - profit organizations to insure survival.

49

THE IMPLEMENTATION OF COMPUTER -BASED MODELS
By Henry C. Lucas, Jr.
Implementation is a vital component of the development of an operations research
(OR) model or computer -based information system. The author discusses the concept
and some of the findings from a research study performed for NAA.
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THE MULTINATIONAL CORPORATION'S BORROWING
DECISION
By Ferry E. Richards
Most foreign subsidiaries of American corporations are more highly levered than their
parents. In this article, the American affiliate's criteria for borrowing and some of the
limiting considerations are reviewed.
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CREDIT UNIONS: BANKING BY THE PEOPLE
By Ruth S. Pomeroy
Is it a union or a bank? It's probably both and more besides. The credit union
movement represents, literally, a grass -roots economic and financial movement.
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CMA REVIEW —THE MONSANTO EXPERIENCE
By John E. Hastings, Jr., Albert P. Ameiss, and Charles R. Kuehl
Using the CMA program as a focus for its efforts, this company collaborated with a
major university and a NAA chapter to upgrade the education and professional
development of its management accountants.
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The Continuing Education Council has granted accreditation to NAA's Continuing
Education Program.
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International Accounting Standards
The grueling effort to establish accounting standards in the United
States illustrates how difficult it is to reconcile opposing practices

and interests in order to standardize complex financial accounting

by the
NATIO NA L ASS OC IA TION

OF ACCOUNTANTS
919 Third Avenue, New York, N.Y. 10022
(212) 754 -9700

statements. The problem is no less difficult in trying to develop
standards internationally. Little effective action has been taken to
date, although on e body, albeit with inadequate representation

� � III'�

from the worlds accountants, is making a stab at it.
These reflections are spurred by an article published in this issue
a n d b y a r e c e n t s p e e c h d e l iv e r e d b y a " B ig Eight" pa rt ne r. In th e

article, "Standardized Accountancy and Economic Development"
on page 19, Adolf J. H. Enthoven concludes, "... a profound need
exists for the development of effective international accounting
standards and conventions for all the great range of socioeconomic
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activities with which accountants are concerned. The adoption of

Erwin S. Koval

such standards w ould help to pro m o te econom ic gro w th and

SENIOR TECHNICAL EDITOR

development." The urgent need for accounting standards, both

Albert Cohen

do m e st ica lly an d in t ern at io n ally , was also s o u n d e d by Harvey
Kapn ick, ch air m a n of Art h u r An d e rs en & Co., at a Financial
Executives Ins titute annual conferenc e. He s ai d, "A new ap pro ach
to th e es t a b lis h m e n t of in t er n a tio n al st a n d a rd s is es s en t ial. " He
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add ed, "A propo sal made b y ou r fi rm over t wo years ago o n t h e

Lucile Lawrence

ne e d fo r a Co u n cil fo r Wo rld Ac c o u n tin g is be gin n in g to gain

CIRCULATION MANAGER

interest within the public sector."
Mr. Kapnick goes on to make the same point that the MAP
Committee, this magazine, and others also have mad e ab o u t t h e
current representation of the International Accounting Standards

Raymond Goldstein

Committee. Unilateral determination by a few that is imposed on
everyone without representation or an adequate opportunity to

present views will not work. The effort of the American Institute of
Certified Public Accountants, whereby one person is appointed by
the Institute as a member of the International Accounting Standards
Committee to represent the United States and make commitments

in behalf of our entire country, is a naive approach to the problem."
Establishing effective standards for the world's accountants will
be infinitely more difficult than the task of doing it in this country.
Yet as Author Entho ven and Speak er Kap nick bo th ass ert, t he job
must be done❑—and accountants in every country and in every

sector of the field must participate.
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to sit for the Certificate in
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June 9 -11, may still do so.

p

o

v

v

submitting an examination
application.
Interested candidates NOT members
of the Institute may file
applications simultaneously
to the Institute and to sit

MARCH;
FEB.
JAN.

Those who are already members of
the Institute of Management
Accounting will qualify by

o

for the examination.
Applications should be received
at the Institute's office no later
than March 1 to assure acceptance.
However, every effort will be made
to process applications received
also during March.

See your chapter's Vice President of Education for applications or contact the
Institute of Management Accounting directly at:
570 City Center Building

Ann Arbor, Michigan 48108
or by telephone: (313) 662 -1986

Letters
A Most Unique Article

TO THE EDITOR
From the standpoint of the actual operation of the company, therefore, management accounting services are equally,
if not more, important than the tax and
audit services.
I strongly support the writer's conclusion that the public accounting profession
should put more emphasis on developing
and recruiting employees with qualifications in the area of management accounting ability.
G. H. Kratzert
Lancaster Chapter
Lancaster, Pa.

In the August 1975 issue of MANAGEMENT ACCOUNTING, Mr. William H.
Marshall's article "George's Business
Problems" was very informative. In my
opinion it was the most unique article to
appear In MANAGEMENT ACCOUNTING In
quite some time.
The article used a very simple illustration to get a difficult point across.
It had an easily understood way of showing how a highly publicized subject area
can be simplified for explanatory purposes. The use of the five exhibits allowed the reader to observe how each
change affected the company's position.
The exhibits were easily comparable to For America in 1976
allow the reader to evaluate the results
America became a nation in 1776 and
to see if they agreed with the changes.
in 1976 will celebrate its 200th birthday.
I wish to thank Mr. Marshall for a
As a citizen of this country, I have been
job well done.
taught to believe, and I do believe, that
Gerald F. Smith no other nation has tried as hard as we
Assistant Controller have to make it possible for each person
L. Robert Kimball
to be what his native abilities would let
Consulting Engineers him be. No other nation has made greater
Johnstown, Pa.
effort to govern itself according to the
wishes of all of its citizens.
No small part of our success has been
Management Accounting
due to the fact that we have recognized
Services More Important
the value of individuals, their families,
The article, "CPAs: Do You Speak their homes, and the homemakers who
Management Accounting ?" by George J. held them together. Also, we have made
Brenner in the September 1975 issue of education something worthwhile and posMANAGEMENT ACCOUNTING asks a very sible for almost everyone; however, Amervalid question —a question that should be ica cannot live in the past. Pride in
considered from the standpoint of small what we have done will not, by itself,
companies as well as the large companies take care of the future. At best, the past
to which the article primarily refers. As should be only a stepping stone to somean individual involved in the operation of thing better. America can and should
small businesses, I think the lack of set its sights toward the greater developmanagement accounting support from a ment of the strength and character of
small or local CPA firm is a very impor- the home, of the individual, and of the
tant issue.
nation.
The local and small CPA firms are first
Man cannot live alone, and perhaps
concerned with tax and audit work, and our efforts should be directed, to a greater
that is where their expertise is concen- extent, toward a nation of people who can
trated. In this regard the local CPA firm see the need and sincerely want to live
provides an important and timely service and work together. For America in 1976
for the small company.
then, I would hope that we could have a
The main point I am trying to make is rebirth of the determination that brought
that when small companies are unable to the first people to this country, that gave
afford a controller or chief financial of- it the Declaration of Independence, that
ficer, they should rely on the public ac- planted the flag on Iwo Jima, and that
counting firm for management accounting has taken us to where we are today. I
assistance. Also, from my experience, I hope that we can have a rebirth of humhave noted that members of small firms bleness that will let us realize that in
generally do not have a great amount of truth we are here by the grace of God.
Perhaps too, in 1976, we can guide our
experience in management accounting.

pathway toward a ceremony where blue
ribbons and other svmbols of excellence
are awarded for hard work, for callouses
on the hands, for a line in a tender but
careworn face, to a mother who successfully raised a family of character, and to a
father who held her hand while they
were born.
We have a great America, and in 1976
may we bow our heads in a prayer of
thanksgiving —lest we forget.
HUBERT E. TRISLER
Indianapolis Chapter
Indianapolis, Ind.

The Important Key in Accounting
The article, "Intangible Feminine Assets," by Mrs. Florence J. Darrah in the
September 1975 issue Of MANAGEMENT
ACCOUNTING hit home. She listed eight
feminine assets women have that can be
made to pay great dividends in any business. I would like to add four more assets
that have benefited my corporation and
myself since I promoted a woman to the
position of Assistant Comptroller, three
months ago.
First —I found that the Comptroller's
Department received a great increase in
cooperation from other women in the
corporation. Some were in supervisory
positions and others were clerks. But the
great increase in cooperation made my department more efficient.
Second —By promoting a capable woman
already in the Department who had all
the qualifications, instead of hiring a male
from an outside corporation, I avoided
the women in the Department asking,
"Why doesn't he give us a chance ?"
This, of course, increased morale.
Third —All the women in the Department work harder and more efficiently
now. They feel that they, also, will have
a chance to work into higher paying positions if they learn their trade, work hard,
and do accurate work.
Fourth —In some cases a woman working
with a man from another department
gets more cooperation by her feminine
approach.
MANAGEMENT ACCOUNTING/ FEBRUARY 1976

I would wholeheartedly recommend to
any Comptroller, that he,/she promote a
capable woman if one is available. It
pays great dividends. As Mrs. Darrah
said, "Women pay attention to detail
better than men ", and this is the all
important key in accounting.
Charles I. Coyle
Florida West Central Chapter
Clearwater, Fla.

Profit Motive Is
Hardly Acceptable
Messrs. Germain Boer and Harold M.
Nix in their article, "Hospital Management and Resource Control," MANAGEMENT ACCOUNTING, September 1975,
conclude that "The hospital is a complex
organization that is managed by administrators who strive to provide quality care
at a minimum cost to the community."
As a consumer of the product of the
health care delivery system, I must take
exception to the "minimum cost to the
community" part of that statement.
Whereas the profit motive is a good resource allocator for business firms, which
operate in a quasi - competitive environment, it is hardly an acceptable resource
allocator in the health care delivery system where some third party payer contracts to pay for "full reasonable costs"
and commercial insurance normally pays
"cost plus."
Archaic administrative structures, overcapacity of hospitals, and lack of cooperation between hospitals have been leading
causes for rising costs. Most hospitals are
equipped with all the costly paraphernalia
of modern medicine. Coordination of
services among community hospitals
could have prevented the wasteful duplication of equipment and personnel which
is often not fully utilized. The overcapacity of hospitals has resulted in costly
low occupancy rates. This condition has
been partly responsible for putting hospitals under severe economic strain to
keep up occupancy rates. Consequently,
hospitals lack the financial incentives to
regulate admissions, to press for shorter
stays or tighten discharge procedures. The
lack of planning and regulation of size,
location and facilities has resulted in a
cost -push environment.
I applaud Messrs. Boer and Nix for
communicating the fact that hospitals are
in need of management accounting tools
and the benefits that can be derived from
their use. I look forward to the day when
MANAGEMENT ACCOUNTING /FEBRUARY 1976
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Tools for today's decision makers.

Here's a new,
better way to manage all
your fixed assets.

4P

The new computerized M&S Fixed Asset
Management System gives you total control
over your fixed assets. Handles all financial reporting and tax
requirements. Offers important advantages over existing systems
including: 1) inflation accounting capability. 2) Annual updating
of insurable values. 3) 385- character asset description. For
information without obligation call or write: Jack Heath,
Vice President, or contact your area M &S office.

Phone: (800) 421 -8436
In California call collect: (213) 624 -3661

appraisals by
MarshallI n d Stevens
Corporate headquarters:
1645 -D Beverly Boulevard, Los Angeles, California 90026
Offices around the world

W A Unionamerica Company

Circle I on Inquiry Card.
cost control becomes a primary objective
of hospital administrators.
Frank Cerminara
Lancaster Chapter
Hershey, Pa.

Costs of Compliance
Peter L. Cistone hit the nail on the
head in his July 1975 Letter to the Editor. The accountant has to delve into
many government requirements for reporting to avoid severe financial penalties.
As another way of achieving the measurement of social cost, why shouldn't
accountants re- examine their charts of
accounts and provide for a separation and
accumulation of those costs directly attributable to government programs and
reports?
For example, the Pension Reform Act
of 1974 (ERISA) is going to require
audits, insurance, and reporting to the
Secretary of Labor as well as the IRS. If
the process is all done in- house, then a
breakout of the time spent by each employee in compiling, collating, and preparing the report could be recorded either

as a subsidiary account to the "salaries
paid" control account or as a memo entry
to be shown on internal financial statements. If outside accountants are used for
auditing or preparing EBS-1 and Form
4848, they should be able to separate the
attendant costs in their billings. These
are really social costs.
In another act of Congress, "The
Occupational Safety & Health Act" of
1971, the Secretary of Labor has been
given great powers to determine the types
of machinery and equipment that are
safe for use as well as requiring the work
methods of employees to be safe. Of
course, no one wants his employees to
be hurt; however, in achieving ideal or
close to ideal conditions, there are measurable social costs. Again the accountant
can review the charts of accounts and
establish either subsidiary accounts or
memo accounts. For example, a kick press operator can trim 200 castings per
hour without a safety guard. With the
guard installed, the production is reduced
to 180 castings per hour. The entry could
be for a ten percent salary allocation to
"OSHA Safety Costs, Wages."
Continued on page 23
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Chief Financial Officer: Younger, Better Educated, More Mobile
The demands of the position are strenuous but the compensation for the chief financial
officer of a large corporation is generous, according to a survey conducted by Heidrick and
Struggles, Inc., an international management consulting firm specializing in executive search.
The firm published a profile of the chief financial officer (CFO) based on responses from
64 percent of the CFOs of America's 500 largest industrials and 50 leading retailing,
transportation, utility, life insurance and diversified financial companies. According to the
report, today's typical CFO of a major U.S. company was born in the Midwest, is 50 years
old and makes $95,100 a year in salary and bonus. Some other findings and conclusions;
• Pointing up the -pace of change in the top levels of corporate finance, most CFOs were
named to their current position in the last five years. More than one third were appointed
in the past two years.
• The CFO is younger. The median age is 50, down from 51 and 53 five and ten years ago.
One out of five of the financial company CFOs is under 40.
• Only 5.2 percent are not college graduates and 41.7 percent have advanced degrees.
• Growing competition for capital and increasing regulatory involvement by the SEC, the
accounting profession and other government bodies have affected all levels of the business
and increased the importance of the CFO on the top management team.
• Emphasis has shifted from the earnings statement to return on investment; as a result the
financial officer has had to develop an expertise in asset management, "His role has
become primarily one of forecasting and planning rather than budgeting and reporting."
• The ability to deal effectively with people was ranked by the CFOs surveyed in the
industrial companies as the most important quality desirable for future financial officers.
SEC Moves Toward Future Oriented, Continuous Disclosure System
Speaking before the New York State Society of CPAs, SEC Commissioner Philip A. Loomis, Jr„
said that the Commission is moving toward a continuous disclosuure system which is
increasingly future - oriented, and toward a system which requires increased responsibility
of independent public accountants. But Mr. Loomis admitted that one proposed step in the
direction of future - oriented disclosure— forecasts and projections —was being reconsidered.
"I have to tell you that we have been humbled by the public response to our well- meaning
efforts in this regard [forecasts proposal]. We thought that we would help virtually everyone
in the financial reporting community by developing a voluntary system of forecasting which
would permit the inclusion of forecast data in commission filings ... We are now rethinking
our proposals, and I would guess that it would be some months before they reappear."
MAP Favors Segment Reporting Standard but States Some Caveats
In a comment on the FASB's proposed standard, "Financial Reporting for Segments of a
Business Enterprise," the Management Accounting Practices Committee of NAA declared itself
in substantial agreement with the exposure draft. However, it warned that a requirement to
report sales by customer country may, in some instances, damage a firm's competitive
world -wide status. It recommended this requirement be deleted from a final standard. In
other comments, the Committee recommended that if the standard is adopted and becomes
effective for the fiscal year beginning January 1, 1976, that its application to interim statements
be deferred until at least January 1, 1977, "We believe this feature would be desirable so that
firms would have the opportunity to make whatever adjustments to their systems would be
necessary to permit them to conform to the Standard's requirements for segment reporting."
The MAP committee also recommended that the standard not require auditor certification
for segmented information for two reasons:
• The concept of materiality relates to overall activity but what may be deemed material
to a segment may well be considered immaterial as related to the total company structure;
• There would be burdensome additional costs attributable to such attestation.
FASB Plans to Expand Technical Staff
The Financial Accounting Standards Board will increase its technical staff in order to maintain
its accelerated rate of activity, according to Chairman Marshall S. Armstrong. In a related
action, Mr. Armstrong said that George J. Staubus has been appointed staff director of
technical activities, and J. T. Ball, formerly director of technical activities, has been named to
the newly created position of staff director for emerging problems.
For more Data Sheet, turn page.
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California's State Board of Accountancy recognized NAA's Self -Study Program (SSP). They said
that SSP #1 and SSP #2 will each earn 12 credit
hours toward the continuing education requirements necessary for relicensing of CPA's and PA's.
(Similar credit will be sought by NAA from each
State which has mandatory relicensing requirements.)
And across the Atlantic Ocean, the Institute of
Cost and Management Accountants (London, England) reports:
"The whole package (SSP #1) provides an
excellent restructuring of basic British accounting
textbook knowledge applied to creditable business
situations. It also discusses some USA - practised
management accounting techniques which the
British accountant should use more often: for
example, the strategic- business -unit concept and
practical application of probability theory to risk
analysis."
They further add: "the subject is covered well
and in a practical way. The presentation is clear,
logical and easy to follow and the layout of the
package in self contained modules, each of which
requires less than an hour, is helpful to the busy
reader."

Call or write:

Then there are the American professors who say
that the SSP Cassettes are being used in their
courses, and that the cassettes are very well
received by the class.
All this, from a program designed primarily for
our members.
To date, we find orders for Self -Study Programs
coming in from every corner of t he world and
every segment of American business (profit and
nonprofit).
As a result we are nearing completion of a third
Self -Study Course (SSP #3— Management Accounting In A Service Oriented Economy).
This latter course is an enlarged program. It
consists of three 90 minute audio cassettes (four and
a half (02) hours of audio programming). In
addition to the narrator, four other professional
actors and actresses are used to highlight various
points, dramatize case studies and in general,
reinforce the learning process.
Further, due to the excellent response to the
Self -Study Program (SSP) we are extending the
well received JACK NICKLAUS offer: HOW I
PLAY GOLF (each prepayment of two or more
Self -Study courses entitles the purchaser to this
free gift).
In other words, SSP is another reason why NAA
membership is a good investment for any man or
woman in business. Order Now!

N A A 919 Third Ave., N.Y., N.Y. 10022
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Marketable Securities Statement Adopted by FASB
Under Statement No. 12, "Accounting for Certain Marketable Securities," enterprises in industries not having specialized accounting practices must state marketable equity securities
at the lower of cost or market. It requires that market value changes recognized in applying the
lower of cost or market rule shall be included in the determination of net income for securities
classified as current assets but shall be recorded directly in the equity section of the balance
sheet rather than in the income statement for securities not classified as current assets. The
standard was adopted by the Financial Accounting Standards Board at the end of 1975 and is to
be applied as of Dec. 31, 1975, but it will not be retroactive as had been proposed in the exposure draft —with one exception:
"If a subsidiary follows accepted accounting practices that differ from those of the parent
company, those practices must be retained in the consolidated financial statements in which
the subsidiaries are included. However, if the parent company includes realized gains or
losses in determining net income, then the accounting treatment of the subsidiary, if on a
different basis, must be conformed to that of the parent company in its consolidated financial
statements. Both of the above requirements are to be applied on a retroactive basis." The
statement is available from Publications Div., FASB, High Ridge Park, Stamford, Conn. 06905.
... In another action, the Board appointed an 18- member task force on financial accounting
and reporting in the extractive industries with emphasis on oil and gas. Martin V. Alonzo,
vice president and controller, AMAX, Inc., is )ne of the appointed members. He is also a
member of NAA's MAP Committee.
FASB Amends Method of Transition for Applying Contingency Statement
Companies are required to restate earnings for as many prior years as practicable when
applying the FASB's Statement No. 5, "Accounting for Contingencies," under Statement No.
11 issued by the Board. In its original standard issued last March, the Board had required
that the cumulative effect on prior years of accounting changes that result from applying the
Statement enter into the determination of net income in the year the Statement was adopted.
In effect, the Board's latest statement amends the transition method in Statement No. 5, and
is consistent with the transition method called for in its Statement No. 8 "Accounting for the
Translation of Foreign Currency Transactions and Foreign Currency Financial Statements."
1

Arthur Andersen Chairman Calls for More Resolute Action in Setting Accounting Standards
In a speech before the Financial Executives Institute annual conference, Harvey Kapnick, chairman of the board of Arthur Andersen & Co., criticized the accounting profession for dawdling
in the establishment of accounting standards. Noting that he supported the FASB in concept,
he remarked on the Board's record:
"What has the FASB done in the last three years? The record shows that nine Statements
and six Interpretations have been issued. Four exposure drafts are outstanding. The fact is,
however, that at least most of these pronouncements deal with inconsequential matters, and
only a small number of them add very much to the general quality of financial reporting. In
fact, some even compromise the credibility of financial reporting."
He urged financial executives to take a stronger role in setting accounting standards: "Most
managements will take the lead from the financial executive if he will exercise leadership
within his company. If your unwritten rule is to retain the status quo or accept progress
reluctantly, then when reforms are imposed by government regulation, you should not be
upset because the results are unacceptable in your view. The failure is yours, not those who
must fill the void that has arisen." (See Comment in this issue.)
Economic Recovery, Yes, but No Boom in 76, Says Conference Board
1

The Conference Board's Economic Forum, comprised of 11 leading economists, sees an
economic recovery in 1976 but no boom. It estimates that GNP will reach $1,651.5 billion in
1976, up 12% over 1975 levels. But only half of this growth —about 5.8% —will be real; the
remainder will be inflation. The Forum expects industrial production to jump about 9 % in
1976, as compared with a decline of 9.5% last year. Corporate profits are expected to rise
by nearly 2 7 % against a dip of about 1 5 % in 1975.
14
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PRICE-LEVEL
RESTATEMENT AND
VALUATION REPORTING
While there are pros and cons for each of the approaches to
accounting for inflation, general price -level financial restatement
and current valuation, the best long -run solution may be a
method which incorporates the appropriate portions of both.

By John A. Bullard
Since most of the alternatives for inflation accounting relate to either some form of price -level restatement or some form of valuation accounting, it is
useful to define these concepts and clarify the
nature of their relationship. Price -level restatement
deals with the measuring standard to be used in accounting. Here there are two principal alternatives.
Shall the firm report its position in units of money
or shall it report its position in units of general
purchasing power? The essence of this choice is a
decision on the measuring unit to be assumed. The
value of units of money changes with changes in
price levels and, therefore, one response to the problem of inflation or deflation is to use dollars of general purchasing power as the standard of measurement. Thus, those who favor price -level restatement
are addressing themselves to the measuring issue.
Valuation accounting, on the other hand, deals
with the relationship that should be emphasized
between a firm's resources and whichever measurement standard is chosen. Here there are also two
main alternatives. Shall the firm's resources be stated
at historical cost or shall they be stated at current
value? Current value alternatives include selling
price, replacement price, future net receipts, etc.
Those who favor a form of current value accounting
are addressing themselves to the issue of how accounting should relate resources to the given
measuring unit.
General Price -Level Financial Statements
APB Statement No. 3, "Financial Statements Restated for General Price -Level Changes," was issued
in June 1969, and represents the generally accepted
model for preparing general price -level financial
MANAGEMENT ACCOUNT ING /FEBRUARY 1976

statements ( GPLFS)., Since the purpose of the
GPLFS is to take into account changes in the
general purchasing power of money, the measuring unit is changed from units of money
(dollars) to units of general purchasing power at a
specified date. In this way, the GPLFS are reported
in terms of dollars which represent the same amount
of purchasing power.z The Statement is also concerned with changes in the general price level as
opposed to specific price levels. The effects of
general price level changes on firms are dependent
upon two things: the rate of inflation and the
composition of the firm's assets and liabilities. With
respect to the former, the Statement indicates that
even low rates of annual inflation deserve recognition because of the compounded effect over a
period of years. As for the latter, the Statement
distinguishes between monetary and nonmonetary
items to describe the effects of general price -level
changes. The apparent conclusion was that these
determinants were closely related to changes in general price - levels and therefore, the use of a general
price index was recommended.$
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MONETARY ITEMS

This category includes balance sheet items which
aThe Financial Acc ounting Standards Board is presently reviewing
Comments made on its exposure draft, "F inancial Reporting of
General Purchasing Power." The findings of Statement No. 9
were es sentially co nfirmed in the exp osure draft.
s justification for this c hange is that c hanges in the general purchasing power of money are pervasively diffused thro ughout every
aspect of the economy. It was noted by the APB that even a
small annual rate of inflation produces compounded results over
a s p an o f years, and ec ono mic d ata fo r the ec o no my as a who le
are always res tated to remove the effects of inflation.
a In partic ular, the G NP imp lic it p ric e deflato r is deemed to b e
the most comprehensive indicator of the eneral price level.
GPLFS are thus res tated acc ording to the
NP d eflato r at the
lates t b alance sheet d ate. In s elec ting the c urrent d ate as the reporting base, the Statement suggests that emphasis should be
placed on "c urrent d o llars " which are more relevant and more
easily understood than dollars of an historic period.

J
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"During an
inflation
period, the

are fixed in amount regardless of price -level changes.
Examples include cash, accounts and notes receivable, and accounts and notes payable. The amount

same number
of dollars can
command
fewer

(receivables and pavables).
During an inflationary period, the same number
of dollars can command fewer resources. Thus, if
cash or a claim to a fixed amount of cash is held
during inflation, general purchasing power is lost
because these fixed dollar amounts do not increase
to match the rate of inflation. Conversely, if a fixed
amount is owed during an inflationary period, general purchasing power is gained because the dollars
of repayment represent less purchasing power than
was specified in the original contract, whether accounts payable or long -term debt. These gains and
losses are known as `general price -level gains and
losses ".

resources"

may b e fix ed b ecau se o f th e n ahlre of the account
(cash) or because of legal or binding contracts

NONMONETARY ITEMS

Included in this classification are those items
other than monetary items — generally any operating asset or liability, the realization amount of which
is not fixed. Examples are inventories, investments,
and property, plant and equipment. It should be
observed that these items are usually held for some
specific use and are not necessarily expected to be
realized in cash in the near future. The important
criterion is that the amounts are not fixed.
Holders of nonmonetary items do not realize a
gain or loss as a direct result of general price -level
changes. Instead, the gain or loss of general purchasing power is represented by the difference between the general price -level change and the specific
price change of the particular nonmonetary item.
Holders of a nonmonetary item thus gain or lose
general purchasing power if the item's specific price
increases or decreases at a rate different from the
rate of inflation in the general price level movements.
The timing of the recognition of gain or loss does
not change —the point of sale and /or the period of
use ( for depreciation purposes) are retained. What
does change is the amount of the gain or loss.
Again, this is a consequence of the adoption of
units of generalized purchasing power as the money
measuring unit.
FASB Exposure Draft
In considering the adoption of GPLFS as required supplemental information according to the
guidelines in APB Statement No. 3, the FASB is
addressing itself to several major issues. These issues include the following:
1. Do GPLFS provide useful information?
2. Do the benefits of providing GPLFS outweigh
the costs ?4
3. Of which firms should GPLFS be required?
4. Which restatement technique should be used?
Proponents of GPLFS believe that these statements offer certain advantages over historical - dollar
16

financial statements (HDFS).b First, dollar amounts
are stated in terms of a common unit of measure.
Second; GPLFS facilitate meaningful interperiod
comparisons because changes in the general price level are considered. Third, income determination
using GPLFS tends to be snore conservative than
that of HDFS, and most GPLFS proponents agree
that conventional income statements regularly overstate net income because price-level changes are not
considered. Finally, GPLFS actually disclose the
impact of inflation on the firm so that a statement
reader does not have to speculate about the effects
of inflation on the particular firm.
Opponents of GPLFS, however, disagree with
most of these advantages. First, they see many
problems related to the use of a general price index.
They believe that a general price -level index is not
applicable to all firms. In some cases a specific index
is preferred. Also, they point to problems encountered in the calculation of general price -level indexes and argue that such indexes are not accurate
or reliable for use in financial reporting. Second,
some of the opponents question the validity of
GPLFS because the benefits of improved technology
are ignored. They claim that some price increases
may be due to improved technology and not a result of an inflationary economy. Third, net income
derived in GPLFS may be inadequate because the
price -level index used does not reflect the economic
environment of the particular firm. The argument
here is that net income must be adjusted to conform to current values of balance sheet items if it
is to be valid. Fourth, a major argument used by
this group is that GPLFS do not represent useful
information to anybody. This group usually endorses
a form of current value accounting on the premise
that readers of financial statements generally interpret them as indications of current value. Thus,
GPLFS will be misleading and confusing because
they do not purport to show the current values
which readers wish to know. And, finally, there is
the problem of eost.8

Specific Price -Level Indexes
There is much evidence to indicate that many
firms and /or industries experience price -level movements which are not related to general price movements in the overall economy.7 The argument is
that to the extent that an individual firm's price
'
Some accountants, includ ing John C. Burto n o f the SEC conclude that the co sts o f p ro viding GPLFS d o o utweigh the benefits.
Burto n no tes that costs of furnishing GPLFS inc lude out -of -pocket
start -up costs, educational costs, and the op po rtunity c os ts o f the
foregone alternatives
fair
Se e J o hn ofC specific
. Bur t o n,price-level
"Ac c o u ntchanges
i ng
t or All
owsvalue
Fo r

accounting.

Infl ati o n, ' Bus ine ss Wee k, No vem be r 3 0, 1914h p. 14.
s See Re po rt in g the Effects of General Price -Level Chan ges i n
Financ'
Statements, Financial Accounting Standards Board,
St am f o r d, Co n n, 19 74 , pp. 6 -8 .
e W hi le m any ar gum e nt s agai ns t G P L F S do exist, t he e xam pl e of
Indi ana Te l e pho ne Co r po r ati o n sho ul d no t be over lo oked. Thi s
small utilities c o m pany has successfully publ is he d supple m e nt al
G P L F S since 1954, an d its m anage m e nt feels t hat i n so do i ng,
inflatio n' s i m pac t o n the com pany has be en ade quat e l y re veal ed.
Th e ge ne ral price- level st at e me nt s have consistently sho wn mo r e
co ns er vati ve ne t inc o m e calc ul at io ns. Des pi te t he di s advant age of
sho
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movements differ from those of the overall economy,
it is inappropriate to present that firm's financial
statements on the basis of a general price -level
change. For example, one need only consider the
sugar industn, in today's economy. The GNP deflator in 1974 indicated an 11 to 15 percent rate
of inflation, but sugar prices increased by almost
300 percent. While this is an extreme example,
the idea is clear: changes in the general price -level
may have very little relationship to price -level
changes for a specific firm or industry.
Since investors and creditors need to predict cash
flows for individual firms, they are interested in
the purchasing power of the individual firm. Thus,
a major objective of this approach is to provide information useful for "... predicting, comparing,
and evaluating potential cash flows ... in terms of
amount, timing and related uncertainty."', Another
objective would emphasize the importance of being
able to predict enterprise earning power. In light
of these objectives, this approach emphasizes whichever inflation accounting method best reflects maintenance of the actual physical operating level of the
firma The emphasis is correctly placed on the individual firm and how inflation has affected it in
particular.

There is also a difference of opinion between
those who believe that price -level statements are
useful and those who believe that price -level state ments are not useful. The latter group believes
that users do not really understand price -level statements and how to interpret them and that users
can already gain the information they desire from
conventional statements. They also argue that
price -level statements do not assist users in determining maintenance of operating potential or a
firm's effectiveness in coping with inflation. They
especially question the reliability of the general
price -level indexes which they claim are deficient
in their construction. They offer as examples the
use of quoted prices instead of actual transaction
prices, the use of market basket coverage which
excludes product substitutes, the use of fixed weights
which should be more variable, and the failure to
account for changes in quality and productivity.

operating periods is not realistic. It is not logically
sound, they state, because it completely ignores the
economic necessity of replacing assets once they
are consumed. And in periods of inflation, the costs
of replacing these assets will be greater than what is
provided in the conventional depreciation accounts
which are based on historical cost.
Take inventories, for example. If continuity of
productive capacity is to be maintained, the sale of
goods implies that other goods must be purchased
so that more sales can be made in the future. The
cost of replacing those goods sold is the appropriate
charge against revenue. Or consider fixed assets. If a
company is unable to replace a machine with one of
equal capacity or of improved design, it cannot
continue to produce on the same level as before.
If its operating position so deteriorates, it may not
be able to maintain income. Thus, a realistic charge
for the use of an asset must be geared to maintaining the current operating level of the firm.
Proponents of depreciation accounting methods
believe that such methods realistically account for
inflation because primary emphasis is placed on
revenue and costs. However, others believe that
inflation distorts both the balance sheet values and
the income statement data. This latter group tends
to favor the use of appraisal values to write up assets
according to chosen valuation methods.
It should be noted that each of these alternatives
requires some appraisal value. Those who favor depreciation accounting would choose not to write
up the asset in the accounts but to charge the extra
depreciation expense (over that provided by historical cost allocation) to an account such as "Operating Provision for Asset Replacement" which
would be located between long -term debt and
capital.10
Others believe that the assets should be written
up in the accounts because this both compensates
for inflation and provides the most useful information for statement readers. The asset write -up is
accomplished by creating an equity account titled
"Unrealized Capital Increment."
Either method will eventually result in realization of the difference between historical cost and
appraisal amount. Thus, the valuation method selected for appraisal amounts is significant.

Current Value Alternatives

BASES FOR ASSET VALUATION

No Price -Level Adjusted Statements

To this point, we have considered those alternatives which would change the measuring unit
assumption. Now we shall shift emphasis to the
question of what the relationship should be between
a firm's resources and the measuring unit assumption. In particular, the question to be considered
is whether some form of current value accounting
is preferable to historical cost accounting as a
means of reporting the effects of inflation.

"The emphasis
is correctly
placed on the
individual firm
a n d ho w
inflation has

affected it in
particular."

The various asset valuation bases of current value
accounting may produce not only different amounts
of value but also different charges against income.
That is, there is a very close relationship between
net income and'the valuation of assets 11 Some of
the more important bases are as follows.
HIST ORICAL COST. This is the traditional method
of asset valuation which records assets at their
acquisition cost. This initial cost is subsequently

DEPRECIATION ACCOUNTING AND APPRAISAL VALUES

Many believe that asset expiration costs cannot
be measured by a simple allocation of historical
costs over a period of years. They argue that the
conventional apportioning of asset costs over specific
MANAGEMENT ACCOUNTING/ FEBRUARY 1976

"Objectives of Financial Statements, AICPA, New York, N.Y.,
October 1979, pp 20.
Opp Cit, pp� 75.
10 Charles M. Schwartz, " Inflation and Accounting Principles,"
The CPA Journal, October 1972, p. 827.
:I' M. Edgar Barrett, Proposed Bases for Asset Valuatio n, " Financial Executive, January 1979, p. 12.
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case can be
made for the
con ti nui ng
of

use
historical
co s t . . . "

charged to depreciation over the life of the asset.
While historical cost is objective and practical, inflation renders it useless in many ways. For example, when net income is calculated on the basis
of past costs, it does not reflect the real cost of
maintaining operating position. Also, the balance
sheet figure for the asset becomes merely the difference between the original cost and depreciation to
date; it is in no way an indication of value. Thus,
historical cost is often useless for current decisionmaking purposes, and it may be argued that for this
reason, the use of historical cost is inconsistent with
the objectives of financial statements. Historical
cost also mixes dollars representing different amounts
of purchasing power.
However, a strong case can be made for the
continuing use of historical cost if a system of
parenthetical notation to indicate changes in market
value is included. Traditional accounting can
continue to be useful since there are cases where
it is unreasonable to report realized income on
current valuations when management intends only
to use the asset for productive purposes.
12

This basis is perhaps
the most precise method in that valuation represents the discounted amount of expected future
cash flows of the asset in question. However, it
requires very specific estimates on the part of management as to future cash flows (which may be
extremely hard to identify for some assets), their
timing, and the relevant discount rate. While the
method is useful for bond valuation, implementation to other asset items is not yet practicable.
PRESENT VALUE TEC HNIQ UES .

MAR KET VALUE OR SELLING PR IC E. Valuation at
current net realizable selling prices has the advantage of being particularly applicable to items
which are readily marketable such as investments
in certain securities. A balance sheet orientation
is one result of this valuation basis because if it is
implemented for all assets, then the balance sheet is
an indication of the current value of the firm's
resources. Net income calculations are based on a
comparison of the firm's net assets (assets valued
at current selling prices less liabilities at cost) at the
beginning and end of the period.
With respect to inflation, this valuation method
does provide a constantly updated balance sheet.
It is argued by proponents that the accuracy of
these asset values extends to the net income calculation. Maintenance of operating position is reflected in the accounts due to the revised asset
amounts.
Although this basis has some appealing qualities,
the primary disadvantage remains one of implementation: it is logically sound only for those
assets for which there is a ready market. Obviously,
11

Rob ert K. Mautz, " A F ew Wo rd s for Histo rical C ost," Financial
Executive, January 1973 p. 25.
18 games A. Gentry and Glenn L. Johnson, Finney and Miller's
Principles of Accounting, Intermediate, Prentic e -Hall, Inc., Englewood Cliffs, N.J., 1974, p. 139.
14
Op. C it., John C. Burto n, p 14.
16
Morto n Bac ker, "A Mo d el F o r C urrent Value R ep orting," T he
CPA journal February 1974, p. 31.
se ]bid., p. 32.
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many or most of a firm's assets do not meet this
qualification, e.g., property, plant and equipment.
R EP LAC EMENT COST. The current market price required to replace existing assets with equivalent
assets is the basis for this method of valuation. The
main emphasis is on maintenance of operating position. As with selling prices, this method also helps
to alleviate the problem of inflation because it is
founded on current costs which may be available
from industry price indexes.
An important feature of certain replacement cost
systems is that holding gains and losses from replacement price changes are reflected in the period
in which they occur. The amounts of gains and
losses will be close to those derived from historical
cost; the differences are ones of timing and reporting. Replacement cost valuation may be easily
adapted to conventional accounting methods.
13

S U MM A R Y

It is readily apparent that these methods of current value accounting have advantages which make
them appealing alternatives to historical cost. In
particular, selling price and replacement cost valuation methods result in improved inflationary accounting. In fact, John Burton has argued that
replacement cost information is infinitely more
useful to statement readers than any kind of general price -level restatement"
On the other hand, it appears that the main
limitation of these valuation methods is that none
can be applied "across the board" to a firm's assets.
That is, each valuation base tends to correspond
to a particular type of asset. What is needed is a
reporting model which attempts to match valuation
methods with particular assets.

Backer's Model
Morton Backer has proposed a current value reporting model which attempts to incorporate both
general price -level adjustments and appropriate valuation methods for various assets. He defines severable assets as those which will be sold in the near
future; e.g., inventories, and objectively determinable assets as values whch can be determined with
relative freedom from personal bias and manipulation.1 5
Important aspects of Backer's model are:
1. Inclusion of monetary gains and losses in income,
2. Reflecting changes in the value of short -term
marketable securities in the balance sheet and
income statements,
3. Reporting inventories and depreciable fixed assets at current replacement cost and charging
expired replacement costs of these assets to period income, and
4. Reporting as supplementary information management's estimate of the market value of assets
not amenable to reasonably objective determination.1
Continued on page 26
e
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STANDARDIZED
ACCOUNTANCY
AND ECONOMIC
DEVELOPMENT
Accounting, as an information system, is not as yet a
cohesive and unified discipline. The need for more
uniform treatment of information in all areas of
accounting is well recognized; the benefits are sounder
economic and fiscal policies, and better planning and
control. Such advantages are of particular importance
to developing countries.

By Adolf J. H. Enthoven

and for the layout of accounts and tables; procedures for integrating information into cohesive
accounting models; and standards for evaluating
and communicating such information.

A greater degree of standardization in accounting
would be of particular benefit to developing countries. They are often faced with deficient and disorganized economic and financial data, and may Standardization by Functions
One way to approach standardization is to exlack, at all levels of the economy, both effective accounting systems and related administrative skills. amine the particular function or branch involved,
Because of limited natural, financial, and human re- whether it be enterprise, government, or social acsources, their governments may need to undertake counting. Although all three work with the same
increasingly centralized cost - benefit analyses and to socioeconomic raw material, they use it differently
involve themselves, through planning and control for their specific functions.
systems, in all socioeconomic activity.
Effective uniform standards of accounting are ENTERPRISE ACCOUNTING
Enterprise accounting deals basically with micro therefore required throughout the economies of developing countries —in enterprise accounting, gov- economic planning and control. It is increasingly
ernment administration, social accounting, in na- concerned with the more sophisticated management
tional and international evaluations of industrial techniques — operations research, for example —
structures, in project and sectoral appraisals, and in necessary in taking decisions in an enterprise. Howthe assessment of capital markets and development ever, a distinction must be made between financial
accounting and management (or cost) accounting
finance.
We should first make clear the scope for stan- although both deal with the administration of micro dardization in accounting. Standardization generally economic activities. Financial accounting is primarily
aims to simplify and unify all aspects of accounting concerned with providing outsiders with financial ininformation systems in order to improve the relia- formation. Because of this it largely describes—in a
bility and consistency of information. It involves manner complying with statutory requirements —the
establishing methodological standards of definition enterprise's economic activity in its immediate past.
and terminology; criteria for the identification, Management accounting is less governed by such
collection, measurement, and processing of data, constraints. Since its function is to provide informaMANAGEMENT ACCOUNTING/ FEBRUARY 1976
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... at

present,
enterprise accounting lacks
consistency in
both its current
practice and
its theory . . . "

tion for operational decisions, it has to correspond
more closely with economic reality. In practice, unfortunately, management accounting is often practiced little differently from conventional financial accounting.
Although income determination is the central
function of enterprise accounting, it is also closely
linked to the normal presentation of balance sheets
and information about the sources and uses of funds
within the enterprise. Income determination, indicating the enterprise's activities and use of resources,
is needed for rational decision making (e.g., investment policy), taxation, reporting on stewardship,
and the preparation of social accounts.
However, what "income" is, and how it should
be measured, still causes a major schism within the
accounting profession and between accountants, on
the one hand, and economists and statisticians on
the other. For example, should real or money income be measured; should capital gains be treated as
income?
Here, then, is a clear need for standardization; we
need an interdisciplinary concept for income measurement which would be widely accepted by accountants and economists alike. This would benefit
all people who use public and private enterprise income measurements — either in collecting data from
enterprise revenue and expense statements for national (social) accounting purposes, or in the preparation of national economic, fiscal, and monetary
policies.
The unfortunate truth is that, at present, enterprise accounting lacks consistency in both its current
practice and its theory, which is often merely the
sum total of prevailing practices. This makes it extremely hard to compare and assess financial statements; to pinpoint capital needs; to construct effective budgets; to measure the overall efficiency and
performance of enterprises and industry; to design
and appraise effective industry, sector, and national
economic plans; and to set out reliable social accounts. None of these activities —so important to
developing countries —will be much improved until
comprehensive and consistent patterns of thought,
borrowing from other disciplines, are applied to the
process of standardizing accounting principles and
practices.
Standardization of enterprise accounting should
also be matched by standardization of company legislation. Since the function of accounting has a major
bearing on capital market activities, finance, and
capital formation, the laws affecting commercial reporting, disclosure requirements, and overall company operations should themselves be standardized.
Furthermore, accountants — whether working independently or under government supervision, in
either the public or private sector — themselves need
legislative protection for their activities. Finally,
legal status should be given to both the accounting
profession and to an accountant's report in standardized form.
G O V E R NM E NT A C C O UNT I NG

Extensive government involvement in national
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affairs is now normal in industrialized and developing countries alike. It has created a demand for
sound systems and techniques of accounting, essential for the responsible and effective administration
of, for example, public finance or fiscal policy. Government accounting deals with the collection, measurement, processing, communication, control of,
and accountability for, all receipts and expenditures
and related activities in the public sector. The distinctive aspects of accounting information, classification, and procedures applicable in government sector
transactions make it desirable to treat this as a
separate —but interrelated— branch of accounting,
although governments make extensive use of the
records of entries, techniques, and procedures used
in enterprise accounting.
A standardized system for recording, measuring,
and processing information in the government sector
is necessary to ensure (a) effective coordination with
other branches of accounting; (b) greater accountability, e.g., compliance with legal provisions and
budgetary commitments; (c) greater efficiency in
management, planning, and policy; and (d) greater
validity in domestic and international comparisons,
analyses, evaluations, and measurements (for example, Fund and UN statistics) .
An improved classification system for government
transactions is of extreme importance for giving a
clear and effective outline to the government's activities, for making governmental and national economic appraisals, and for their effective integration
with the system of social accounts. The conventional
classification system, which mostly consists of listing
receipts by various types of taxes, and stating expenditures by object, is not very meaningful and
prohibits effective planning, decision making, and
managerial and economic analysis.
A better system shows government receipts and,
particularly, expenditures classified by economic
categories, and split into current and capital items
(for example, current expenditures on goods and
services, interest payments, and social security payments) . Services should also be functionally classified (for example, community service or social service expenditure); and particular functions further
classified into "programs," "activities," and "projects."
However good a standardized government accounting classification model, it may yet need refinement and improvement to unify the accounting
framework. However, it is not only the system of
classification that needs standardization, but also
the data that have to be classified. Often the identification, valuation, and recording of data, which is
to be transformed into information, is poorly carried
out; standardization to make data more useful is a
difficult but vital task.
The government budget, in which government accounting is reflected, sets forth the financial program
for the year; it should thus be an integral part of a
country's economic development plan. Budgeting is
increasingly becoming a decision- making process and
an exercise in planning to ensure the effective allocation and application of resources to economic
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needs and objectives. This change from conventional
government budgeting to plan- oriented budgeting
challenges traditional historical cost accounting standards and procedures.
Budgeting also increasingly utilizes the refined
quantitative decision- making techniques used in
management accounting; it examines the costs (inputs) and benefits (outputs) of particular economic
functions, programs, and projects. Thus budgeting
tries to assess how limited resources can be allocated
to many possible competing claims. To compare
such claims, a standardized information and classification system is necessary to ensure realistic and
accurate measurement. An authentic set of inputs
and outputs must be collated into a coherent decision model, which has to take account not only of
present and future income and expenditure flows
but also of external effects on the economy. Such
processes present a tremendous challenge to accounting which, at present, finds difficulty in coping with the demand for the more standardized
accounting structures and procedures required.
Accounting also plays a part in taxation; its role
affects both the formulation of tax structures and
policies and tax administration. It should assist in
choosing the most suitable forms of taxation and in
ensuring that more equitable and effective tax policies and procedures are carried out. The effective
administration of a tax system depends on the development of a sound body of accounting standards
and practices covering, for example, expense deductions and depreciation. Furthermore, standardization would facilitate the application of computers
to taxation.

well harmonized. However, when information from
governmental and enterprise accounts is needed in
the preparation of social accounts, tremendous gaps
occur. Above all, when we realize that the source of
a large proportion of social accounting information
(especially in national income and product accounts) comes from business operations it is obvious that the three accounting branches should be
more cohesively coordinated.
One particular standardization problem lies in
methods of quantifying and evaluating data. Once
again the question is —how good is a classification
scheme when the data it deals with are not uniformly measured? It is an essential function of all
accounting to ensure that techniques, procedures,
and data, at all levels of the economy, are accurate.
Although many basic techniques for the treatment of data are common to social, government,
and enterprise accounting, the underlying procedures may vary. In social accounting current (market) values are used, capital gains and losses are not
recognized, certain items —for example, research
and development expenditure —are charged to the
income account (as against the capital account in
enterprise accounting), value added and intertemporal adjustments are necessary, and, in general,
estimates involving subjective criteria are more widely utilized.

SOCIAL ACCOUNTING

DEVELOPMENT PLANNING

The third branch of accounting, social (or macro)
accounting, aims to describe systematically and quantitatively the structure and activities of an economy,
region, or sector during a certain time span, and
also of stocks (assets and liabilities) at a particular
time. All economic transactions between groups of
individuals (households), business enterprises, government agencies, and with the outside world, are
dealt with. The mass of quantitative data is recorded,
measured, processed, and consolidated into various
systems designed to display the principal national
aggregates (such as national product and income),
and their interrelations, in accounts and tables.
Units dealt with — whether an industry, sector, or
the whole economy —are much larger in social than
in enterprise or government accounting.
Both aggregate and individual data recorded in
social accounts are needed for measuring economic
progress and for the design of national —and even
international— economic, monetary, and fiscal harmonization policies; they also play an essential role
in setting national goals, in economic planning and
budgeting, and in structuring econometric models
required for such purposes.
Standardization of social accounting, itself, has in
fact progressed fairly adequately; we find that the
system of classification (into sectors, accounts, and
transactions), and the procedures used are quite

Economic development planning utilizes, in the
process of resource allocation, measurement tools
which would themselves be more effective if subject
to greater accounting standardization.
Among the most important are capital- output
ratios, dvnamic input- output analyses, and shadow
pricing. Capital- output ratios —which reflect the
relationship between capital investment and the
likely resulting growth of real national product —
serve as a crucial guide for economic policy. However, their use is restricted unless the composition
and value of such items as fixed assets, inventories, and output can be accurately analvzed.
Dynamic input- output models — reflecting altered
economic and technical conditions —also form
an important element of planning. To be effective, cost inputs and outputs should be put on a
standardized basis — preferably using current market
or replacement value criteria. Shadow pricing attempts to price the various factors of production as
if market equilibrium existed in an economy in
order to try to show society's preference for, and
relative scarcity of, factors of production. It thus
constitutes an important tool in framing a development plan. For all three development tools, deficiencies in measurement, and inconsistent or nonstandard data, may prevent developing countries
from making more rational decisions.
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"Accounting
... should
assist in choosing the most
suitable forms
of taxation ...'

Other Economic Analyses
Since accounting procedures are also crucial in
other spheres of economic analysis and policymaking the scope for standardization is not limited to
the three branches discussed above.
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"Accounting
... should thus
be conceived
of, and practiced as, a
dynamic
quantitative
information
system ..."

PROJECTAPPRAISALS

form classification of accounts; a standardized
Every plan consists of a series of activities or method of registration; and generalized rules of valprojects involving the production of specific goods uation, albeit on a historical cost basis only. It is
and services. Appraising the feasibility and justifica- designed to improve fiscal administration, to provide
tion of such projects and their components requires systematic information for social accounting, and to
extensive use of past, present, and future data, and standardize company rules on the presentation of
their measurement in the form of direct and indirect financial statements. Not only has the system proved
benefits and costs. The necessary cost -benefit calcu- extremely useful for social accounting and public
lations demand information which has an economi- administration but it has also been of great benefit
cally realistic, comprehensive standardized content. to French national economic planning; to industries
It is desirable and feasible to use tables to incor- and industrial associations in making necessary ecoporate information regarding, for example, standard- nomic analyses and forecasts; for structural analyses
ized labor inputs per production process; raw ma- and for measuring and comparing industrial producterial requirements, power, and fuel needs for each tivity; and, generally, for improving efficient enterscale of output; and, installation costs. Such stan- prise administration. Many former French territodardized capital investment and operating data im- ries, and several other developing countries, have
prove the reliability of project studies and also re- adopted this model in modified form.
quires greater uniformity in the classification and
valuation system itself.
THE GERMAN FRAMEWORK OF ACCOUNTS
(KONTENRAHMEN)
OTHER SOCIOECONOMIC STUDIES

Accounting will also play an increasingly important role in socioeconomic studies of problems
of ecology, poverty, social security, and human resource development. Any examination of such areas
demands effective cost -benefit analysis; there is great
scope for standardizing the way in which the direct
and indirect effects of any programs designed to
tackle such problems are measured.

Standardization in a Broader Socioeconomic
Context
So far we have discussed the scope and methods
for standardization within particular activities: enterprise, government, and social accounting. These
accounting activities are, however, interrelated in
that they form an overall framework. We, therefore,
need to consider standardization in such a broader
context in order to ensure consistency in both the
theory and practice of the interrelated systems and
activities.
The overall accounting system should indeed be
concerned with general economic behavior with its
own techniques helping in the solution of specific
socioeconomic problems. Accounting as a discipline
should thus be conceived of, and practiced as, a
dynamic quantitative information system within the
economic environment. It deals with the identification of data, its analysis, selection, measurement,
evaluation, and its communication in the form of
direct and indirect socioeconomic costs and benefits.
As a result it facilitates the planning and control of
activities and processes. All this must be done in accordance with certain fundamental criteria, such as
usefulness, verifiability, and quantifiability.

Existing Standardization Schemes
A number of schemes for standardizing accounting are already in practice.
THE FRENCH "PLAN COMPTABLE GENERAL"

This is a standardized plan for enterprises, but is
also geared toward broader economic needs. Its major characteristics are a uniform terminology; a uni22

This system differs from the French in that it is
aimed more at microeconomic activity and less at
the needs of social accounting or economic planning. Essentially its purpose is to improve comparative industrial data. The system sets forth both standard accounting charts and also industrial flow
charts —for integration with the accounting charts
—which show all transactions taking place within
the enterprise.
STANDARDIZATION IN THE UNITED STATES

Standardization of accounting in the United
States largely focuses on three microaccounting
aspects: "generally accepted accounting principles,"
the layout of accounts, and a uniform pattern of
reporting and costing, required by federal agencies
for utilities and certain other industries.
More recently, the Government has outlined uniform cost accounting standards for defense contract
purposes in order to ensure comparability, reliability, and consistency of cost data. Such standards
will undoubtedly be extended to other public and
private economic sectors.
Although each of the above models for accounting standardization contains elements worthy of
consideration in developing economies, we feel
generally that a more comprehensive uniform plan,
along the lines of the French system, is most relevant and useful for them.

Conclusions and Recommendations
Standardization of accounting has been criticized
on economic and political grounds; it is claimed to
be unwieldy, static, unimaginative, and very expensive, and is said to hamper accounting theory. Its
advocates, however, claim it will ensure better comparability, more effective consolidation and integration, sounder economic and fiscal policies, better
control, easier education and training, and the development of a more unified overall accounting
theory.
A realistic appraisal of accounting standardization
should take into account the objectives and methods
of accounting in the whole socioeconomic process,
MANAGEM ENT ACCOUNTING /FEBRUARY 1976

and of the particular needs of developing countries
for whom the advantages of standardization are
more pronounced. The following section offers
some suggestions for improvements in accounting
standardization.
IDENTIFYING THE NEED FOR STANDARDIZATION

The need for standardization should first be analyzed according to the particular branch of accounting concerned, the requirements of the users of the
accounting information, and to the economic functions involved. More standardized accounting information will be useful for government administration, taxation purposes, economic planning, project
appraisals, shareholders, financial institutions, management, trade unions, and for consumers. From
such a comprehensive body of requirements, common characteristics should be identified and utilized.
APPROACH TO STANDARDIZATION

This should take place —both nationally and internationally— within an overall information system
of accounting, composed of various subsystems applicable to all types of socioeconomic activities.
Sound standardization therefore demands sound
overall accounting theory and methodology.
FLEXIBILITY IN STANDARDIZATION SYSTEMS

A large degree of variation and flexibility—for
example, between developing and developed countries —may prevail without hampering the objectives.
Measurement, for example, may vary considerably
in different detailed classification and evaluation
models. Different value systems, furthermore,
will dictate variations because of different needs,
economic circumstances, data available, and skills at
hand. Such diversity as may prevail should, however,
not detract from the need to design effective current
value criteria and standardized systems applicable to
national and international operations.
' See, for example, OECD, A Standardized System of National
Accounts Paris, 1959• United Nations, A System of National Accounts, Alew York, BAS.

STUDIES OF ACCOUNTING CHANGE

Before better standards and systems can be devised, extensive studies — involving all recognized
accounting bodies working in close liaison with
economists, statisticians, government administrators,
and lawyers —are necessary. Furthermore, it is imperative that such appraisals be carried out in coordination with international agencies, such as the
Fund and the World Bank Group. On an international scale, the implementation of standards, conventions, and systems of accounting may require a
vast degree of technical assistance and transfer of
knowledge.

" ... a pro-

found need
exists for the
development
of effective
international
accounting
standards . . . "

ACCOUNTING TRAINING

The establishment of international standards and
conventions would greatly assist in developing a
methodology and curricula for accountancy training.
It would also encourage skills needed in the economic development process and would facilitate the
international transfer of accounting knowledge.
To conclude, a profound need exists for the development of effective international accounting standards and conventions for all the great range of
socioeconomic activities with which accountants are
concerned. The adoption of such standards would
help to promote economic growth and development.
Social accounting already shows what can be done
by standardization developed on an international
basis; organizations such as the United Nations and
the Organization for Economic Cooperation and
Development have been very active in working up
sound and systematic social account structures.' Ab
though systems in some countries (e.g., the United
States) deviate from these international standards,
the models are largely similar and can be easily compared.
However, an international body to coordinate all
areas of accountancy, supported by professional and
international development institutions, is urgently
required to ensure better harmonization and to
make accounting more effective in the economic development process.

LETTERS
Continued from page 9
Regarding pension plan costs, for the
small employer of 25 people or less, these
costs are important. The costs are effectively borne by the employees. For example, if a profit sharing fund of $20,000
could be expected to earn approximately
six percent in the bank, the $1,200 is
currently non - taxable earnings. If an audit
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costs $300, report preparation costs $100,
insurance (pension plan and liability)
costs $100, and the minimum bank
charge is $150, then a total of $650 is
spent ( over half of the earnings) . Where
is the social and financial advantage to
the employees, considering the rate of
inflation?

President Ford has taken the initiative
in attempting to reduce governmental requirements on business. We can do our
part by providing the dollar information
required.
Thomas N. Davey
Accounting & Tax Services
Tempe, Ariz.
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A NEED FOR
COMMUNICATING
UNCERTAINTIES
The current price /earnings ratios of most publicly traded
companies are indicative of a disenchantment with past and
present earnings as predictors of the future. Many investors have
recently become more interested in the relative stability of a
company rather than its earnings.

i

By Jon C. Richards
The values of the assets and liabilities reflected in
balance sheets are usually based upon assumptions
and estimates about the future. There are inevitably
some uncertainties in those assumptions and estimates, as any accountant well knows. Is the reserve
for bad debts adequate? Is 25 years an appropriate
J. C. RICHARDS life to assign to a new piece of equipment? How
much should be provided for a pending workman's
is an SEC Professional compensation settlement? In addition to questions
Accounting Fellow on
the Staff of the Chief of this nature, there are questions of broader scope.
Accountant's Office For example, there is probably a direct correlation
of the Securities and between the amount of uncertainty in the general
Exchange economic environment and the level of uncertainty
Commission,
Washington, D.C. Mr. in all financial statements.'
There is also a new problem now. The business
Richards holds a B.S.
degree in Civil world is changing so rapidly that we may no longer
Engineering from have a stable base of economic normality to which
Washington University
expectations can be related. In other words, evaland an M.B.A. degree
from Stanford uations about the future which are extrapolated
University. from prior experiences are becoming less and less
relevant. This issue is especially critical to the investor who must continually reassess the allocation
The Securities
of
his resources to maximize expected returns. For
and Exchange
Commission, as a example, the assessment of risk is the key to the
matter of policy, investor's decision - making process; therefore, it is
disclaims essential to the investor that the financial stateresponsibility for any
private publication by ments communicate the degrees of uncertainties
any of its employees. which exist.
The views expressed
There is evidence that investors have an exherein are those of treme aversion to unspecified, and therefore unthe author and do not bounded uncertainties. For example, stock market
necessarily reflect the
views of the averages inevitably go down when some major
Commission or of the uncertainty is brewing on the national scene, and
author's colleagues on any concrete news, even bad news, will often send
the staff of the the averages up again. This characteristic of the
Commission.
investing public makes greater disclosures of uncertainties attractive. Thus, it is probable that more
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capital would flow to a company which candidly
describes the uncertainties which exist than to a
company which has some unknown, and therefore
suspect, degree of uncertainties. However, the description of uncertainties is not the primary focus
of current reporting practices. Financial statements
normally provide the reader with information about
the company's previous financial results and present
status and assume that the investor will obtain
most information about risks from other sources.
Disclosure of Uncertainties
Current reporting practices do give the reader
some clues about uncertainties which exist for a
reporting company. The expected effect of the
uncertainties is evaluated by management and its
auditors by relating the dollar amount of exposure
to the estimated probability of an adverse, or favorable, outcome. The uncertainty is then reported
according to the following general conventions:
1. If there is little or no expected effect, the uncertainty is not disclosed.
2. If the expected effect is significant, the uncertainty is disclosed in a footnote.
3. If the expected effect is major, the uncertainty
is disclosed and is cause for a qualification in
the auditor's opinion.
4. If the expected effect is extraordinarily major,
the uncertainty is disclosed and may result in
a disclaimer of opinion by the auditor.
Thus, if the expected effects reach a certain
threshhold of significance, the uncertainties are
This new perspective in the preparation of financial statements
focuses principally on the balance sheet. In contrast, the investing
community in recent years has been interested primarily in the
earnings of reporting companies. The Public accounting profession
and the SEC have responded to this interest by various attempts
to snake the statement of earnings as meaningful and as reliable
as possible. SEC Guides 1 and 22 are examples.
1
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ASR No. 166
The inadequacies of current reporting with repect to uncertainties is the subject of Accounting
Series Release No. 166, "Disclosure of Unusual
Risks and Uncertainties in Financial Reporting."
In this release the SEC reminds companies of their
responsibility to communicate "significant changes
in the degree of business uncertainty." But ASR
No. 166 does not address the more fundamental
problems of: (1) the subjective threshhold used
to determine which uncertainties are significant,
(2) the differences among management, auditors,
and investors as to weighting factors to be ascribed
to a set of uncertainties, and (3) the fact that the
nature and degree of uncertainties often change
very rapidly.
The response to the investor's need for better
information about uncertainties has to be something more than disclosures about changes in the
degree of uncertainties. The investor needs to know
the basic assumptions and the nature of uncertainties which are inherent in the financial statements. With this information, he can form his own
opinion about the importance of those uncer.
tainties, and lie has a basis for modifying his opinion
in response to changes in the economic environment. The situation requires an entirely new perspective in the preparation of financial statements.
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Providing Useful Information
Basic assumptions and the nature of uncertainties
could best be conveyed by adding a new section to
the financial statements in which the composition
and character of the balance sheet accounts would
be described in a way which would communicate
to the reader the risk attached to each major asset
and liabilitv. The information would be related in
terms which would be useful to the investor for
evaluating potential cash flow with respect to
amount, timing, and related uncertainty.'For example, consider the following comments
which could be a prolog to the footnotes in the
December 31, 1975 financial statements of a company engaged in manufacturing:

"... financial
statements can
quickly become obsolete ..."

1. Cash —All cash is deposited in unrestricted demand accounts in United States commercial
banks.
2. Accounts Receivable - Trade —Sixty percent of
customer accounts have an average balance of
less than $100 and are collected, on the average,
within 45 days. The remaining 40 percent consists of approximately 25 major accounts. These
25 customers are principally large wholesale distributors many of which are dependent on the
United States automobile market. The average
collection period for these accounts has been
75 days, and management believes this pattern
continue in future periods.
3. Inventories —The present backlog of orders for
the Company's products is sufficient to absorb
all raw material, semi - finished, and finished
goods inventories. All orders are subject to cancellation. There have been no significant cancellations in prior periods and none are currently
anticipated.
4. Land, Plant, and Equipment — Approximately
85 percent of the net book value of land, plant,
and equipment represents the Company's central
manufacturing facilities in Southern California.
The major buildings and equipment were constructed and installed in 1945. The company
invests approximately $3,000,000 annually to
maintain the efficiency of the operations. An
additional $1,500,000 has been budgeted for
1976 for improvements required by federal,
state, and local environmental regulations. Certain legal contingencies related to these regulations are discussed in Note H.
5. Long -Term Debt —The Company has a line of
credit, as indicated in Note F, with First
National Bank, Relations with the bank are
satisfactory.
will

disclosed. Otherwise, the reader remains ignorant
of them unless he obtains the information from
Other sources. These reporting conventions communicate a very limited amount of information
about uncertainties and are not well suited to a
rapidly changing business environment.
The assumption implicit in the current approach
is that management, auditors, and investors would
apply the same weighting factors when evaluating
the significance of a set of uncertainties. In the
past this assumption was unchallenged because
the potential effect of the uncertainties was usually
not critical to the investment decision, nor did the
investor have many uncertainties to consider. Todav, however, uncertainties are the kev to investment decisions. Consequently, the assumption that
all investors would evaluate uncertainties in the
same manner as management and the auditors represents a significant flaw in current reporting practices.
Another deficiency of current reporting practices
is that financial statements can quickly become
obsolete in today's rapidly changing environment.
Those things which were relatively sure on the reporting date may be very unsure a few months
later. Consider, for example, a company which had
an important line of credit with Franklin National
Bank. Under current reporting conventions the
details of the line of credit may have been disclosed
but the name of the bank would not have been
mentioned when the company's report was issued
in February 1974. However, that information would
quickly have become very significant when Franklin
ran into severe financial difficulties in early summer.

Since balance sheet accounts do not necessarily
reflect all of the identifiable uncertainties which
a company may confront, it would also be necessan,
for management to consider the topics of concern
which have been discussed at recent meetings of
the executives and of the board of directors. To
I

Objectives of Financial Statements, AICPA, October 1973.
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"... the

in-

vestor needs

the extent that those topics of concern relate to
uncertainties relevant to the financial statements,
they should be included and discussed in the balance sheet.

to know as
much as pos- The Auditor's Responsibility
At first glance it might appear that these prosible about the posals for increased disclosures of uncertainties
uncertainties
which are
likely to
affect companies . . . "

would reduce the auditor's responsibilities. It would
seem that the auditor would have less concern about
whether the expected effect of an uncertainty would
be sufficiently material to require footnote disclosure, because the descriptions of accounts and
the review of topics of concern should cover all
significant uncertainties.
Contrary to this first impression, however, an
incremental level of responsibility is being added.
The auditor will be expected to report upon the
adequacy of the account descriptions and other
disclosures of uncertainties, based on his understanding of the character of the accounts. The
auditor's objective would be to determine that investors have the information needed to evaluate
the amount and timing of potential cash flow.

Conclusion
The current environment in which business operates is fraught with uncertainties which could significantly affect future earnings. In many cases the
potential impact of these uncertainties is so important that prior earnings trends have little predictive
value. Consequently, the investor needs to know as
much as possible about the uncertainties which are
likely to affect companies which he is evaluating, but
existing reporting conventions are inadequate to fulfill that need. The proposals discussed in this article
cannot be expected to entirely satisfy the investor's
need for information about uncertainties. They must
be viewed more as a move in the right direction.
It is important to note that the additional disclosures which are suggested should benefit both the
user and the issuer of the financial statements. A
candid description of the uncertainties which are
inherent in the financial statements may, because of
the investor's interest in stability, attract him to in.
vest rather than scare him away. This should be an
incentive for companies to overcome their natural
reluctance to discuss their vulnerabilities.
❑

PRICE -LEVEL RESTATEMENT AND VALUATION REPORTING
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Continued from page 18

Conclusion

The utilization of both current value reporting
and measurement in units of general purchasing
power should be noted. Backer's position seems to
be that for monetary items, it is appropriate to base
measurement on dollars of general purchasing power. For nonmonetary assets, valuation in terms of a
current value base is usually appropriate. Thus, the
model is an excellent example of a synthesis of the
two basic approaches to accounting for inflation.
It results in a realistic statement of valuation in
the balance sheet and in maintenance of operating
position through a matching of revenues with current costs in the income statement.

While there are pros and cons for each of the
approaches to accounting for inflation, general price level restatement and current valuation, the best
long -run solution may well be a method which incorporates appropriate portions of both. In accordance with the basic objective of financial
statements, such a combination should provide relevant information for financial decision - making. Each
financial statement should report the unique financial situation of the firm as influenced by the
general level of inflation, the rate of inflation applicable to the industry, and appropriate methods of
current valuation.
❑
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SELECTING
ACCOUNTING
ALTERNATIVES
In the decision- making process, each factor is considered
individually and is rated on the basis of its criterion.

ByHarold D. Burns and Jesse T.Barfield
For several decades the accounting profession has
been engaged in a search for a cohesive set of principles from which appropriate accounting methods
could be derived. A consistent set of principles
would provide a logical framework for alternative
accounting methods and specific applications. Statement readers could then gain a better understanding
of the intended messages transmitted through the
medium of the financial statements. Because of the
many subtleties which confront us in the real world,
however, we may have difficulty in selecting from
the accounting alternatives available to describe a
given financial transaction or condition. In this
article we will provide a defensible means by which
accountants and managers can select optimal alternatives. The method we will describe has the added
advantage of providing an audit trail so that independent auditors, critics, and even the courts (where
necessary) can examine the reasonableness of judgments made and the propriety of criteria applied.

The Selection Process
The selection process consists of a working paper
approach where certain criteria are applied and the
different factors are weighted for relative importance. These are subjectively rated by the decision maker according to local conditions and expectations. The next step is to multiply the weight
assigned to each factor by its rating and to add the
extended values. The sum of the extended values
is compared with a predetermined threshold value
to ascertain whether a given alternative would meet
the established criteria. Where the choice is to be
made from more than two alternatives, a model can
be developed for each set of two alternatives. The
choice can then be narrowed by comparing pairs of
alternatives.

Example
The following example illustrates an approach
designed to assist the decision -maker with a difficult
MANAGEMENT ACCOUNTING/ FEBRUARY 1976

problem regarding alternatives: whether to capitalize
or expense post- acquisition plant and equipment
expenditures.
Due to the uncertain results associated with post acquisition plant and equipment expenditures the
costs of such efforts (e.g., rearrangement of production line) may be rather difficult to determine. Once
direct cost allocation is resolved, there is still the
determination of assignment of overhead costs.
Therefore, basic determinations must be made for
the following:
1. What are the costs assignable to the effort?
2. Should these costs be treated as an investment
in an asset and therefore capitalized or should
they be considered as an item of expense?
3. If the costs are capitalized, what policy should
be used for amortization?
If there is no way to determine the success of
the venture or if its value is questionable then it
should probably be expensed as it progresses. But if
the program is expected to reap benefits in succeeding years, it should be capitalized. When there
is doubt about the capitalizing or expensing of costs,
it is wise, in keeping with the principle of conservatism, to expense them. On that basis, we will assume
that the expensing of costs is the proper alternative,
unless our analysis shows that capitalization is called
for.
One factor that is often considered in the capitalize or expense decision is the intent of the
program. If it has an ultimate goal and is extending
the useful life of plant assets, or if it results in cost
savings, product betterment, or enlarged capacity,
then capitalization of the costs can generally be
justified. If the program is not intended to go beyond the repair and maintenance stage then the
costs should be expensed as they occur. If the decision is made to capitalize costs, the method of
amortization must be selected. The amortization
may be based on a number of years or on a number of units produced.
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Exhibit 1
CAPITALIZATION VERSUS EXPENSING
Program Rearrangement of Production Line "A"

575

Rating
Factor

Weight

0

5

10

.//
Low cost ...... V......''.// . ...Large costs

Weighted
rating

1. Materiality of expenditure
2. Nature of technology
3. Normal level of expenditure
4. Identifiability of costs
5. Predictability of results
6. When apparent
7. Life of results
8. Associated product life
cycle(s)

15
8
12
6
8
6
14
8

9. Related future benefit:
(a) Extended life
(b) Cost savings
(c) product improvement
(d) Capacity enlarged
10.Certainty of future costs

15

No benefit . . . . . . . . . . . . . . . . . . S i g n i f i c a n t
benefit

120

8

Un c e r t a i n . . . . . . . . . . . . . . . . . . . . . C e r t a i n

80

Costs to be: Expensed

Fast changing . . . . . . . . . . . . . . . . . . Stabled
Recurrin g cos t ... .. ... .. ... .. .. Un usu al ly
Generalized ......../.... Clearly identified
Doubtful . . . . .
. . . . . . . . . . Assured
De l a y ed . . . . . . . . . . I. / . . . . . . . . . . Q u i c k l y
S h o r t . . . . . . . . . . . . . . . . . . . . . . . ' ..PLong
S h o r t . . . . . . . . . . . . . . . . . . . . . . . Y Long

Capitalized

In our analysis (see Exhibit 1), each factor has
a rating scale that is used to evaluate the capitalization- decision factor. Each factor is also weighted
to indicate its relative significance in the combined
results of the ratings of all factors. In the decision making process, each factor is considered individually and is rated on the basis of its criterion. Each
factor rating is then multiplied by the weighting
for the factor to give a weighted rating. These
weighted ratings for each factor are then summed
to give a total weighted rating for the project being
evaluated. If the total weighted rating value exceeds
a threshold value established for the company or
industry to which the analysis is being applied,
the project costs should be capitalized. If the
threshold value is not exceeded, the costs should be
expensed. (Should a capitalization decision be
reached, the method of amortization must then
be determined. A similar model could be developed
for that decision.)
The ten factors in this capitalization versus expensing decision model are explained as follows:
1. Materiality of Expenditure —If the magnitude
of the expenditure is insignificant in its effect
on the financial statements then it should be
expensed. As costs become more significant to
the statements more consideration should be
given to capitalization.
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Capitalization threshold value

60
48
120
60
40
30
126
64

.

"If the threshold value is
not excluded,
the costs
should be
expensed."

Total weighted rating

748

2. Nature of Production Technology —The value
of an improvement is directly related to the
stability of the technology involved. In a fast
changing technology, such as electronics in recent years, the advantage of a new development
is reduced through obsolescence as new developments occur.
3. Normal Expenditure —If a company has a continuing program in improvements (at about
the same level) then capitalizing of costs
would not better match them to income since
each year would have similar costs whether
amortized from previous effort or expensed in
the current year. Expensing would simplify the
accounting process.
4. Identifiability of Effort —When costs are generalized it would be more difficult to assign
them to an item for future amortization than
if they were initiated for and clearly associated
with an individual item. An example of the
former would be joint costs associated with
an annual "clean-up, fix -up, paint -up" campaign.
5. Predictability of Results —If the results of an
effort are doubtful there could be little basis
for capitalizing them since there is no assured
future income to be matched. With assured results capitalization could be used.
Continued on page 33
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LIFO
FUNDAMENTALS
Where products lose their comparability, this method
automatically reconstructs a base -year unit cost by pricing
current material and production specifications at base -year
price and wage levels.

By John P. Saccone
The Internal Revenue Code requires, as a condition
of making the election to use a LIFO inventory
system for tax purposes, that the taxpayer must also
use LIFO for its report of profit and loss to shareholders and to creditors. Further, it provides that
once the LIFO inventory method is elected, it must
be used in all subsequent years unless the Commissioner gives his permission for the taxpayer to
abandon the method. The taxpayer must also file
Form 970 in triplicate with his return for the year
the method is adopted. The taxpayer must indicate
on the Form 970 the method he has elected to determine the cost of goods in excess of those in the
opening inventory. He may use the "specific -goods
method" or the "dollar -value method" and the four
options available under each: earliest, latest, average,
or any other proper method which in the opinion of
the Commissioner would clearly reflect income.
Before adopting a LIFO method, however, management should consider the following:
1. Are the inventory costs going to increase over a
long period of time?
2. Can management live with the requirements that
annual earnings must be reported to the owners
and creditors by use of a LIFO method of valuing inventories?
3. Do the existing accounting procedures properly
reflect the costs of the inventory?
4. Is the company willing to accept the fact that
once the election is made, it is locked in until
it gains permission to change from the District
Director?
5. Is the company willing to allow the revenue
agent to come in, and during his audit, change
the accounts so they reflect what he believes is
the true inventory?
6. Is there any possibility that raw materials may
be in short supply in the near future?
If the answers to these questions are all "yes," the
MANAGEMENT ACCOUNTING/ FEBRUARY 1976

company can seriously consider adopting a LIFO
inventory system.
The LIFO Principle
The LIFO principle is based on the fact that the
goods most recently acquired are those most recently
sold. As a result, any inventory remaining at year
end is made up of (1) the opening inventory in the
order of acquisition and (2) some items acquired
during the current year, The value of the inventory
is determined by one of two basic methods —the
specific -goods method or the dollar -value method.
THE SPECIFIC -GOODS METHOD

With this method, inventories are measured in
terms of specific units and in quantities of specific
items, produced or acquired at different times.'
The objection to this method is that if there are
substantial decreases in the quantities of some of
the items, it will result in the liquidation of goods
acquired in earlier years at substantially lower costs.
At the same time, current -year costs will be applied
to increases in quantities (increments) of other
items.2 For this reason there is a strong arguement
that changes in quantities should be on the basis
of groups or pools of items, or even on total inventory. If groups or pools were used, decreases in specific items in one group would be offset by increases
in other groups, thereby eliminating or minimizing
the necessity of liquidating low cost inventory.
There are various methods for establishing pools.3
For example, the specific -goods pools may be made
up in any of the following ways:

P. SACCONE
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Corporation, Danbury,
Conn. Mr. Saccone
holds a B.S. degree in
Accounting from
University of
Bridgeport where he
graduated cum laude.
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submitted through the
Danbury Area
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1. Items of like kind —Only items of like kind are
included. Separate pools must be established for
1
The regulations do not give a definition of an "item" And, because
of should
varyingbeprice
and quantity patterns, the s
Lion
of items
made atterns
very carefully.
] These new items may be nothing more than variations of the
other products which have been liquidated.
In creating separate pools, one must be very cautious. There may
be increases in one pool and decreases in another simply because
of divisional apportioning of the common material on the date of
determination. That is, variations in income can result merely because of intra-company transfers of goods,
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IV

in the year
of introduction
"...

a high unit
cost may
result. .

materials which are dissimilar. Under this method there are usually multiple pools and in most
cases each item of inventory is treated as a separate pool.
2 Raw material content —In this method, the election applies not only to raw materials, but it also
includes the material content in work -in- process
and finished goods. If there are two different
materials in the product, separate pools must be
used for raw materials of unlike nature.
3. Components of cost — Inventories are valued on
the basis of component costs, such as unit cost of
materials, units of materials, units of manufacturing costs, and units of overhead. The processing costs and overhead are valued at FIFO,
whereas the material content is valued on a
LIFO basis. Therefore, labor and overhead may
each be placed into one pool only and raw materials may be classified into a number of appropriate pools. Whenever there are numerous
changes in material specifications, or substitutions of one material for another, this method
will be difficult to maintain.
4. Balance sheet classifications — Inventories are
classified by raw materials, work -in- process, and
finished goods. While this method may be more
easily understood, it presents a great many problems in light of the fact that the individual
classifications may have increases and decreases
whereas the total inventory may not change.

group if the company qualifies as a "natural business
unit ".4 Dollar -value pools may be defined as follows:
1. Natural business unit pools —If a business is
composed of one natural business unit, one pool
should be used for all inventories, including raw
materials, goods -in- process, and finished goods.
If, however, there is more than one natural business unit, then more than one pool is required.
2. Multiple Pools —If the natural business unit pool
is not used, then multiple pools may be used
with each of the multiple pools consisting of
inventory items which are substantially similar.
Some important considerations are: (a) there
is a similarity of kinds of raw materials used or
in processing methods applied, (b) there is interchangeability in the kinds of raw materials
used, (c) there is a similarity in the end use of
the products produced, and (d) there is a consistency of internal accounting and management
in the grouping.

Computing LIFO Values
for Dollar -Value Pools
There are four methods for determining LIFO
values for dollar -value pools:
1. The double - extension method
2.. The index method
3. The link -chain method
4. The retail method

THE DOLLAR -VALUE METHOD

This method uses "base- year" cost expressed in
total dollars rather than the quantity and price of
specific items as the unit of measure. Under this
method also items are normally grouped into pools.
Large numbers of items may be grouped together
even to the point of using an entire company as one

Exhibit 1
YEAR-END LIFO INVENTORY—DOUBLE- EXTENDED
Base -year Inventory
Total
cost
5,000
8,000
1 000
$14,000
$

$

Unit
cost
5
4
2
$

Units
1,000
2,000
500

$

Item
A
B
C

1

Year -end extensions

1

$

$

Current -year extension
Unit
Total
cost
cost
$21,000
7
6
6,000
3
1,500
$28,500
$

$

$

Units
3,000
11000
500

$

Item
A
B
C

Base -year extension
Unit
Total
cost
cost
$15,000
5
4
4,000
2
1 000
$20,000

Increment costing
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_

$28,500
$20,000

—

=

Base year
Increment
Totals
*Current year ratio

Ratio
(percent)
100
142.5 0

Baseyear cost
$14,000
6,000
$20,000

142.5%

Year -end
LIFO inventory
$14,000
8,550
$22,550

THE DOUBLE - EXTENSION METHOD

Each item in the pool at the end of the year
is extended at both base -year unit cost and current year unit cost." See Exhibit 1. The respective extensions are then totaled. The ratio or percentage of
the two totals is used to price out any increment
added to the base -year inventory value. If the
amount of the current -year calculation as shown in
the Exhibit had been $14,000 or less, that computation would represent the closing inventory.
However, since it is more than the amount for the
base -year period, the excess (or increment) of the
base year ( $6,000) is valued at 142.5 percent so
that the ending inventory is valued at $22,550.
In view of the significant tax consequences which
may result from reconstructed base -year costs for
new products, a great deal of care should be taken
in the computation. One of the problems which
can result from using current -year costs is that in
the year of introduction a high unit cost may result because of few sales, high start -up costs, etc.
Later when efficiency improves, the taxpayer's
unit price becomes smaller, and the high base period unit cost will be his basis for determining
LIFO values.
• For a manufacturer, a natural business unit ordinarily consists of
the entire productive capacity of the company within one or more
related product lines including material procurement, processing
of materials, and selling of the goods produced. Where the manufacturer is also engaged in the wholesaling or retailing of goods
purchased from othe r, the wholesaling and retailing operations
will not be considered a part of any manufacturing or processing
unit.
s unde r the double- extension method there must be a base-year
cost for each item entering the pool for the first time. If no other
cost can be reconstructed or established, the current -year coat becomes the base -year unit cost.
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THE INDEX METHOD

In the link -chain method, a representative portion
of the inventory is extended just by the current -year
unit costs and then by the unit costs used in pricing
the inventory for the prior year. The respective extensions are totaled and the totals are used to compute a yearly index which is then multiplied by the
cumulative index at the beginning of the year to
obtain the percentage relationship of current -year
costs to base -year costs. Percentages of current -year
cost to base -year cost computed according to this
method will usually vary after the first year. This is
due mostly to the difference in inventory mix.'
THE RETAIL INVENTORY METHOD

This method is used by the retail industry. Its
main difference from the other methods is that it
uses retail sales values in recording input and output
instead of costs.
Inventory IncrementsSpecific -Goods Method
Inventory increments may be computed by using
current -year unit costs. For example, if we were to
• The regulations allow a computation of this kind if the accuracy
reliability, and suitability of the use of such index u demowtrater;
to the satisfaction of the District Director.
t This is also true for the double- extension method as well as the
index method. In the double- extension method, the percent depends upon the mix of the items in the current ye ar, whe reas in
the inde x me thod it depe nds not only on the mix of the items in
the current year, but als o on the mix in a ll of the yea rs used in
computing the percentage.
' Under the specific-goods method each purchase is a separate
layer.
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Composite Index

795,000
260,000
525,000
;1,580,000

700,000
200,000
500,000
$1,400,000

$1,400,000
$1,580,000
;1,400,000

payers use a
composite
method."

;

At beginning
of year costs

;

At current
year costs

112.86%

choose a specific -goods LIFO system, the following
methods of computing current -year unit costs would
be acceptable: Assume that we were to elect LIFO
under this method and we had an opening inventory
of 1,000 units at $5.00 per unit and we made the
following current -year purchases:8

Jan. 15
June 15
Dec. 15
Totals

Units
3,000
3,000
1,000
7,000

Unit
costs
$6.00
$7.00
$8.00

Total
cost
$18,000
21,000
8,000
$47,000

Also assume that at the end of the year our closing
inventory was 3,000 units. The value of the closing
inventory may be computed in any of the following
ways.
Method 1 (Most recent purchases)
Unit
Units
costs
Opening
Inventory
1,000
$5.00
Purchases
Dec. 15
1,000
$8.00
1,000
June 15
$7.00
Totals
3,000
Method 2 ( Earliest purchases)
Unit
Units
costs
Opening
1,000
$5.00
Inventory
Purchases
Jan. 15
2,000
$6.00
Totals
3,000
Method 3 (Average costs of purchases)
Unit
Units
costs
Opening
Inventory
1,000
$5.00
Purchases'
2,000
$6.71
Totals
3,000

LIFO
value
$

THE LINK -CHAIN METHOD

Closing inventory
Raw materials, and
material content in
work-in- process and
finished goods
Direct labor
Manufacturing overhead
Totals

5,000

8,000
7,000
$20,000

LIFO
value
$

This method removes price and wage increases from
inventory values each year except to the extent they
relate to current -year increments. Where products
lose their comparability, this method automatically
reconstructs a base -year unit cost by pricing current
material and production specifications at base -year
price and wage levels.

COMPUTING THE COMPOSITE INDEX

some tax-

5,000

12,000
$17,000

LIFO
value
5,000
$13,420
$18,420
$

1. Segregating inventories according to the cost elements,
2. Valuing price and wage increases during the
period as contained in each element, and
3. Computing a composite index applicable to the
inventory pool by weighting each cost element
by its dollar amount in inventory. The index
may be computed by using prices at the beginning of the year, or in the base year.

Exhibit 2

=

Where the double- extension method is impractical because of technological changes, or because of
an extensive variety of items, or because of extreme
fluctuations in the variety of items, an "index" may
be developed to compute all or part of the value
of the pool.e It is computed basically as the double extension method is computed, using a representative portion of inventory.
Where new items are added to the line or where
specifications for existing items are changed either
in their material content or production operations,
some taxpayers use a composite method. See Exhibit
2. They compute indexes each year by:

* The average value ($6.71) is equal to $47,000
divided by 7,000 units.
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Inventory Increments- Dollar- Value Method
The first step in computing the inventory increment under the dollar -value method is to determine
the year -end inventory and the beginning inventory.
If th e clo sin g LIFO in ven to value priced at basery
year costs exceeds the value of the beginning

anticipa te that
there will be inventory priced at base -year costs, an increment
has occurred and must be converted to current -year
a continuous costs.
For example, the opening LIFO inventory had a
trend of price value of $84,000, made up of an $80,000 base -year
cost and $4,000 of increment costs. At year end
fl
ination."

the closing inventory is $130,000, priced at currentyear costs and $100,000, priced at base -year costs.
The former is then divided by the latter to establish
a percentage, index or ratio of current -year costs to
base -year costs (130 percent) . Since the increment is
the difference between the opening and closing
inventories, each valued at base -year cost, the increment is also at the base -year cost. The increment
is then multiplied by the computed index to develop
the current -year cost of the increment. The LIFO
value of the closing inventory is the sum of the
LIFO inventory at the beginning of the year plus
the current -year increment.
In this case the increment is $100,000 minus
$80,000 equals $20,000. The increment is converted
to current -year cost as follows:
Increment at base -year cost
$20,000
Index
0%
Increment at current -year cost
$26,000
LIFO value of opening
inventory
84,000
LIFO value of closing
inventory
$110,000

Method 2 (Earliest purchases)

Jan. 15

Units
3,000

Unit
cast
$6.00

LIFO
value
$18,000

Method 3 (Annual average)

The annual average is determined by dividing
$47000 total cost by 7,000 unts purchased to
determine unit price:
Unit

units

3,000

cost

$6.71

LIFO

value

$20,130

DETERMINATION OF LIFO INDEXES

The latest, earliest and average indexes are computed as follows:
Latest Earliest Average
Current -year costs
$7.33
$6.00
$6.71
Closing inventory
3,000 units
Valued:
At current -year costs $20,000 $18,000 $20,130
At base -year costs
$15,000 $15,000 $15,000
Produces three
indexes
133%
120%
134%
Procedures Relating to Earliest Cost Method
Usually taxpayers adopting LIFO anticipate that
there will be a continuous trend of price inflation.
If this does result, then the "earliest cost" method is
most consistent with the LIFO principle, whereas
"most recent cost" is the least consistent. The advantage of using the earliest cost method is that in
a rising market, the increment is valued at the lowest
c os ts for the ye a r . Als o it woul d be pos s ible to v a lue

CURRENT -YEAR UNIT COSTSMOST RECENT, EARLIEST, OR AVERAGE

Under the dollar -value method, current-year unit
costs must first be computed and applied to each
item in the closing inventory. If current -year purchases were as listed below, and if we had 3,000
units of the items purchased during the current year
in ending inventory, they would be priced by one
of th e fo llowing three meth ods:
Current -year purchases
Un its

Jan. 15
June 15
Dec. 15
Totals

3,000
3,000
1,000
7,000

Un it
cost

Total
cost

$6.00
$7.00
$8.00

$18,000
$21,000
$ 8,000
$47,000

Method 1 ( Most recent purchases)
The current -year costs of items in closing inventory
under this method would be computed as follows:

Dec. 15

Units
1,000

une 1 5

2,000

J

Totals
32

3

00

Unit
cost
$8.00
$ 7.00

whereas with the other
two methods, the development of unit costs cannot
begin until all inventory transactions for the year
are completed.
Since the earliest costs would not be available
when changing from FIFO to LIFO, the earliest
cost during the year may be extended as both the
the c o s ts e a r l y i n t he y e a r ,

LIFO
value
$ 8,000
$14,000
$22 Q Q

base -year cost and the current -year cost. Th is b e
comes the basis for determ ining the index that is to
be used to convert the base-year value of the increment to the current -year cost. The procedure is as
follows:

1. Price the closing inventory with unit costs representative of latest costs.
2. Determine if there was a quantity increase or
decrease in inventory quantities by comparing
base -year cost of closing inventory to that of
opening inventory.
3• If there is an increment, the earliest production
equivalent to the increase is double - extended by
the base -year and earliest unit costs in the cur rent year to provide the appropriate index .9
s Ins t e ad o f us i ng t he i nde x as di s c us s e d abo ve

t he i nc r e m e nt m ay

be p ric ed at the earlies t c o s ts in the year. T rhese co sts wo uld be
used as the double-extension b asis to determine value of increment.
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Conclusion
During a period of rising costs, LIFO produces
the desirable effect of reducing taxable income and
tax liability, thereby conserving cash. On the other
hand, since it must also be used for financial report.
ing, it will also affect the profit reported in the
financial statements. However, some of the effect

might be mitigated by stating in a footnote how
much effect LIFO had on current -year profit. How.
ever, this can be done only in the year of changing
to LIFO. The IRS has ruled that if an explanation
of what earnings would have been is footnoted in a
year other than that in which the switch to LIFO
is made, the result may be that the LIFO election
is terminated.

". ..

LIFO
produces the
desirable
effect . . . "

SELECTING ACCOUNTING ALTERNATIVES
Continued from page 28
6, When Apparent —As the time of results extends beyond the current period, the uncertainty increases and the capitalization decision
could not be made in time for allocation of
costs in early periods. When results will be
quickly known the decision to capitalize can be
made in time to assign current costs for future
amortization.
7. Life of Results— Obviously, if the life of benefits from the effort is short there is no justification for capitalization and the expenditures
should be expensed as current costs.
8. Product Life Cycle —The likelihood of recovering costs from future income is very dependent
on the point in its life cycle at which the product is affected by the improvement. The length
of the life cycle remaining, whether from inception of product or rejuvenation during later
stages will also be a critical factor in the capitalization decision.
9. Related Future Benefit —When the improvement being made will have a predictable long
life and will create a significant benefit, capitalization of the cost can be safely made with
costs matched against future income.
10. Certainty of Costs —When the associated future costs are uncertain it is difficult to make
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an assignment to specific programs or to plan
for capitalization. The safe approach is to expense them as they occur.
The weight assigned to each factor establishes
its relative importance for the type of project being
performed. The value of each weight could represent a percentage of the total with the sum of the
weights equal to 100. With the factor ratings ranging from 0 to 10 the maximum total weighted
rating would therefore be 1,000. The actual value
obtained for the program being evaluated would
be compared to the established capitalization threshold value to determine if the project costs will be
capitalized or expensed. Through the adaptation of
the general factors in this analysis, a model can be
derived for the "capitalized or expense" decisions
that must be made by management and understood
by the auditors and statement readers.

Conclusion
The method we propose leaves an audit trail so
that the person making choices between accounting
alternatives can stand the test of reasonableness.
The rating of each factor should be a judgmental
decision made on the local basis. If this approach
proves useful, accountants can use it or a similar
approach in other areas where choices must be made
between accounting alternatives.
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LIFO REPORTS
CURRENT POSITION
Inventory represents a type of business insura nce which assu res
the company tha t it will not have to close down due to shortages
of salea ble goods ... a variable cost insu rance.

By Bruce Larson
For most manufacturers and retailers, as well as
most small businesses, inventory represents the
largest current asset held. As an asset of such
significance, it obviously deserves a great deal of
attention in the lnethod by which it is accounted
B. LARSON
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and would generate a substantial tax liability. However, with a foresighted purchasing policy this
situation could be avoided in all but som e of the
most unusual of situations.-'
W hy Does a Firm Carry Inventory?

Before going any further in presenting the arguments
for LIFO, it seems prudent to exam ine a few
for. Altho ugh accoun tin g for inventories should not
ideas
relative
to any inventory. First, why does a firm
involve more than the appo rtio ning of costs incarry
an
inventory
at all? Th e overriding reason
vested in merchand ise b etween present and future
appears
to
be
a
desire
to stay in business. That is,
periods, it does present the problem of matching
the
selling
or
producing
firm cannot always be sure
revenues with their associated costs.
that
it
will
be
able
to
get the materials it needs
Acco untants have always tried to solve this problem and it has becom e o ne of the profession's most exactly when they are needed. In order to continue
active controversies. Th e argu ment centers about as a going concern, therefore, the firm m ust carry
the assump tions made regard in g the flow of goods an inventory so that it will not have to shut down
and their costs ou t of inven to ry to cost of goods due to a la ck o f go ods. To apply this concept in
sold. Th e issue of which costs are in inventory reverse, if a firm were certain that it could obtain
and wh ich have passed o ut of the business via sales the materials it needed precisely when they were
th rust itself in to th e fo refron t as a very controver- required, an inventory would be totally unnecessial topic. Th is inventory flow problem has been sary. In other words, businesses are willing to accept
the risk of inventory spoilage, obsolescence, and loss
discussed and argued b y accou ntants since the turn
in
order to avoid the risk of operational interruptions
of th e cen tury .' Ou t of this discussion and argumentation have emerged such inventory flow as- due to inventory depletions or shortages. Thus, long
sumptions as first -in, first -out ( F I F O ) , weighted standing inventory could almost be regarded as some
average, moving average, last -in, first -out ( L I F O ) , sort of fixed or non - current asset. Of course, this
and even such rare breeds as next -in, first -out is not true. However, the question is, what accounting treatm ent should be accorded to any in(NI FO ).
Possibly the mo st co ntroversial assum ption con- crease in the inventory's value during a period when
cern ing the inventory flow is the last -in, first -out the size of the inventory remains substantially the
or LIFO m odel. LIFO, wh ich assum es that the most sam e? One answer is that the increase is a current
recently purchased or produced goods are the first period phenom enon and should be treated as such.
ones to be so ld , app ears to m eet the objective of
Inventory Costs Are Operating Costs
matching revenues and costs. Because LIFO causes
Managem ent needs to know the firm's current
the b alance sheet in ven to ry to be stated at or about
position just as soon as possible. To examine the
its co st at th e d ate o f LIFO ad o pt ion, a corollary
wo uld b e that the co st o f go od s sold will be stated
' O n e of the most po we rf ul rati onal e s ci te d as suppo r t for any of
the as sumpt io ns i s the ac t ual physical fl ow o f goo ds , Thi s provides
at the most current prices. Opponents of LI FO
at least in very small firms a very visible an d rat he r obvi o us solucontend th at th is d esired m atching will not neces- ti o n t o t he fl o w pro bl e m . In l ar ge c o m pani e s wi t h m ass pr o duc t i o n,
the abi li ty to m ake such a visible ident ification or distinction besarily o ccur especially at tim es when the inventory comes m o r e a nd m o r e difficult. Of t e n the re is no vi sible re as on o r
for the flow as sum pt io n used o n the financ ial statefalls to levels belo w th ose at the time L I F O was mjustification
e nt s . The o bvi o us r e s ul t i s t he pe r pe t uat i o n o f t he di s c us s i o n and
bate �s ur ro unding� thes e� ass um pt � o us .
adop ted. At those times, part of the low priced de
] Suc h a si t uat i on o c c urr e d i n 1 9 5 9 when a f o ur and one - half m o nt h
inventory from previous periods would normally nat i o nwi de steel str ike placed m any steel users in a very tight inve nt or y si tuati on. Thi s was a rat he r unfor eseen occ ur rence whi c h
be sold. This would reflect an abn ormally large gain
br o ught m any LIFO us e r s t o t he ve r ge o f s he e r pani c .
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situation from a bit of a different viewpoint, therefore, it would seem appropriate to assume that a
business should be as financially sound in a period
of rising prices as it is in a period of stable prices.
This would be the case given a FIFO or possibly
even a weighted average inventory model with a
moderate turnover rate. However, a portion of the
reported net income resulting from the sales of low
cost inventory would have to be reported as taxable
income. The question is, how can such an increase
be considered as realized income? The immediate
objection to FIFO then is that part of the income
realized through sales from inventory is needed for
reinvestment in inventory. The reinvestment is not
made by choice but out of necessity. That is, the
need for the business to continue its existence as a
going concern forces management to replenish the
inventory at current prices. Thus, the increased
inventory cost is actually a current operating cost,
since it must be incurred to continue operating.3

LIFO and the Income Statement
With most inventory systems a time lag exists
between the activity which incurs an inventory
cost (purchasing) and the time that such a cost
is given any effect on the income statement through
sales and cost of goods sold. However, it is the
current cost of goods, not those of past periods,
that have significant effects on the current sales
prices of those goods.* With a LIFO inventory
system, the use of current cost information would
definitely improve the matching process and enhance the utility of the income statement to management and the outside investor. The time lag
would be removed and the responsiveness of businesses to changing costs would be improved. While
current costs cannot reveal complete information
about the present or the future, they do seem to
progress farther along the span of time than historical or past costs would ever be capable of doings
LIFO also has the effect of giving the income statement some of the properties of a cash flow statement. By costing out the most recently purchased
inventory items, we begin to develop the current
expense necessary to maintain the inventory.

LIFO and Falling Prices
Thus far, we have considered LIFO in a situation
in which the prices were assumed to be rising. What
about the opposite situation, a time of declining
prices? How would the firm react? The answer can
be developed from two considerations. First, the
specific and direct effect of a LIFO system in a
declining inventory price situation would be for the
firm to state income at higher levels than would
be done with FIFO or a weighted average inventory
system. From a current cost standpoint this would
be realistic. Since the necessary reinvestment to
maintain a specified inventory would decrease over
the period, the funds available for other applications
would increase. In this situation a LIFO inventory
system would cause the firm to report a higher income, an accurate presentation of the firm's ability
to meet obligations or pay its debt.
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The second consideration is an economic one.
In a time of decreasing inventory costs, it can be
normally expected that sales or selling prices will
also fall. This in itself is not very significant but the
potential for vet another effect is very high. The
government has proved to be at least marginally
responsive to the general economic conditions in
its reactions as evidenced through the tax rates and
federal borrowing and lending rates. Tax policies
have been altered in the past to stimulate the economy when the situation called for such actions.
Despite the fact that such action is often "too little
too late," the desired effect will be evidenced in the
long run.
When these two considerations are combined, a
rather interesting conclusion may be developed. At
the time that income is reported at a higher level,
the ability of the firm to pay its expenses also ap.
pears to be the greatest. Combining this increased
ability to pay with a potential decrease in taxes and
the end result would not be undesirable.

"The important point to
remember
here is the
concept of
the going
concern."

LIFO and the Balance Sheet
LIFO is often accused of turning the balance
sheet into a meaningless collection of figures that
really says nothing relevant about the firm's financial position. Quite the opposite is true. A LIFO
inventory system causes the very, significant current
asset to be stated at its most conservative value. To
state the inventory at other than its value at the
date of LIFO adoption, or subsequent periods of
inventory acquisition, would be giving recognition
to gains before they had actually been realized.a
Application of logic reveals that it is unsound to
give effect to something in the financial statements
that has not really happened. This would be the
case when the inventory is costed on something
other than a LIFO basis. The income will be overstated relative to the actual proceeds of sales after
deducting the necessary reinvestment in inventory.
Therefore, since the balance sheet is, by its very
simplest definition, a presentation of a firm's financial position at a specific point in time, the
assets and liabilities should be presented at their
current values.
The important point to remember here is the
concept of the going concern. The balance sheet is
presumed to represent a firm that will continue to
exist as an operating business entity and the stated
values are reflections of this going - concern concept.
However, although the financial statements generally reflect the assets at their historical cost, in the
case of inventory, the balance sheet figure is dependent upon the flow assumption used by the
business. In the case where a LIFO system is used,
a !f this definition seems a little difficult to accept then maybe the
cost could be viewed as a sunk cost for the current period which
must be accepted and borne in order to s tay in business. With
either assumption that of a current opera ting cost or a current
sunk cost, it would seem prudent to give effect to these costa in
the most current financial reports rather than at some later date.
' Arthur E. Carlson, "A Case for Current -Cost Reporting,"
Management Account'ng, February 1973, p. 37.
a Ibid., p. 44.
a This reccgW'uoW
,
of unrealized gains in the inventories was the
cause of much of the econo mic trouble
accused in Germany durin the
nineteenth century and has been a
sed o f ca using some of the
economic disturbances in the United States.
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inventory
is a variable
cost insurance."

"...

the balance sheet will show inventory cost at date
of LIFO adoption plus or minus any subsequent
inventory increases or decreases. The question to
be answered here is whether or not such a condition
is reasonable. Does LIFO materially distort the balance sheet? With the going - concern concept in
mind, the answer would have to be no. The firm
purchases and keeps inventory for the purpose of
maintaining its status as a going concern. When
the firm's financial position is to be analyzed over
a period of years, the beginning or ending inventories become insignificant in relation to the total
goods that have passed through the business.
This all appears to be very logical in the long run
but what of the short run, i.e., the annual financial
statements? Does LIFO distort the balance sheet
significantly in the shorter period? In terms of a
current valuation of the goods held in inventory,
LIFO presents quite a different picture. To say
that this is a distortion cannot be made until some
norm is assumed to exist and be desirable. The norm
for inventory presentation has been defined to a
large extent by its classification on the balance sheet
as a current asset. This automatically carries with it
the presumption that the valuation would be of a
current or recent nature. This presumption does not
necessarily appear valid when the inventory is analyzed in terms of its purposes.
As previously mentioned, inventory represents a
type of business insurance which assures the company that it will not have to close down due to
shortages of saleable goods. To carry this just a
small step further, inventory is a variable cost insurance. That is, the cost of this insurance will vary
in the same direction as the volume of sales. As
the sales increase, the company will find it necessary
to maintain a larger and larger inventory to meet
the expanded sales volume and still maintain its
status as a going concern. The variable cost, the
increased capital investment, necessary to maintain
the continuing operations should not be deferred
and charged against later revenues but rather should
be charged against the current period of which it
is a direct factor. This cost cannot be ignored in the
determination of income and the valuation of inventories. Balance sheets should not give effect to
the phantom profits that would be reflected through
a non -LIFO inventory valuation. If LIFO distorts
the balance sheet by understanding the inventory,
then any non -LIFO method distorts the balance
sheet by overstating the actual or real retained earnings and could possibly even lead to overcapitalization due to inflated current asset values.

Buying and Selling "Thing -a- Roos"
Before going any further, another purpose of
the inventory should be examined. This can be
demonstrated very easily using the following situation. Assume that Mr. A decided to open a "Thing a -Roo" business. He went to a wholesaler and
bought one Thing -a -Roo to start his business. That
same day he sold the Thing -a -Roo but after he
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sold it, two more people came by and asked for
one. Mr. A realized he had a good selling item so
the next day he bought four Thing -a -Roos to sell.
By the end of the day he had sold them all and a
few more people had asked him for them. This
could be carried on ad infinitum or until some point
of sales would be reached where the demand would
not exceed Mr. A's supply. Careful examination of
this situation reveals that what has happened is that
Mr. A was purchasing Thing -a -Roos in anticipation
of the next sale. That is, the last purchase was made
for the next sale. If this sounds suspiciously familiar,
it is because it is a description of LIFO from the
backside. When almost any retail situation is considered, the conclusion from Mr. A's case should
become rather apparent. That is, inventory is not
purchased as an investment or to hold, but rather
to sell as soon as possible. In fact, each purchase
of saleable goods is in anticipation of the very next
sale.
The implications that this contains for the balance sheet are readily apparent. The inventory
purchases are not made to realize a gain from
possession but rather from resale. Any gain due to
holding of inventory can only be realized when all
the inventory is disposed of. The recognition of
gains from holding inventory at a time prior to
complete and total disposition of the inventory is
clearly in error and should not be allowed on financial statements. Very few accountants will take
exception to the statement that inventory is held
for resale and not for a holding gain, yet the write up of inventory values on a basis other than LIFO
is giving effect to exactly such a gain and including
it as a part of normal operating income. Such reporting has helped to feed the fire of inflation and
cause even further increases in the cost of maintaining an inventory.
Thus, everything that has been said about LIFO
with respect to the income statement also applies
to the balance sheet. The most significant aspect,
of course, is that the recognition of unrealized gains
is contrary to generally accepted accounting principles and an open affront to the stand of conservatism. Only a LIFO system presents us with an inventory accounting method that accurately reports
the current position of a business with respect to
both the current operating period and the long -run
life of the business.

Conclusion
The business world is beginning to call on accountants, indeed, beginning to demand that something be done in financial statements to show the
effect of inflation and even the so- called inventory
profits. People who read and use financial statements
also have a right to information concerning the
effect of all current operating conditions on the
firm's financial position. It is the responsibility of
accountants to make such information easily obtainable, and LIFO is a step in the right direction
which inevitably will have to be taken.
❑
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THE RETURN ON
INVESTMENT AND

THE COST OF CAPITAL
Several conceptual differences exist between a firm's return
on investment and its cost of capital. In fact, comparing one with
the other is almost like comparing apples with oranges.

By Lawrence A. Gordon

According to equation (2)

There appears to be widespread misunderstanding,
and consequently misuse, of the return on investment (ROI) concept and its relationship to the
firm's cost of capital (COC). For example, comparing a single period's return on investment, or an
average return on investment for several periods,
with the firm's current cost of capital makes little,
if any, sense. It is quite conceivable that a firm's
return on investment for a particular period or even
several periods, could be less than its cost of capital
even though its capital investment policy is sound."

ROI = $75 + $25 — $1,025 + $975 = 10%
1
2

Return on Investment
Often referred to as the accountants' rate of
return, a firm's return on investment can be computed in several ways. Some of the computations
most commonly found in practice are:
Return on Net income
investment = Average book value of assets

(1)

Return on
Net income plus interest
investment = Average book value of assets

(2)

Return on
Net income
investment = Average (stockholders') equity

(3 )

If we assume that the income statement and beginning and ending balance sheets for a particular
firm are as shown in Exhibits 1 and 2, then the
firm's return on investment is:
According to equation (1)
ROI = $75 -

$1,025? $975 = 7.5%
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According to equation (3 )
ROI = $i 5 — $525 ? $600 = 13.3%

L. A. GORDON
Since most managers are concerned with the
productive use of all of their firm's assets, we too
will assume that the relevant computations of the
return on investment deal with all the firm's assets.
To do otherwise would be to confuse management's
financing function with its operating function. However, equations (1) and (2) are themselves not free
of the financing considerations. Equation (1) will
result in a higher return if debt is traded off for
stock (i.e., less interest will mean higher net income) . On the other hand, equation (2) will result
in a higher return if stock is traded off for debt
[i.e., a $1 increase in interest results in only a $1 X
(1 — tax rate) reduction in net income]. Thus,
equation (1) is biased towards equity financing
and equation (2) is biased towards debt financing.
One way of avoiding these biases, and therfore
separating the operating decisions from the financing
decisions, is to compute a return on investment
using either equation (4) or (5) as follows:

is an Associate
Professor of
Accounting at McGill
University in Montreal.
Professor Gordon
holds B.S. and M.B.A.
degrees from the State
University of New York
at Albany and a Ph.D.
degree from
Rensselaer Polytechnic
Institute.

ROI = Net income + interest (1 — tax rate) (4)
Average book value of assets
ROI = Net operating income
Average book value of assets

(5)

' Implicit in this statement is the assumption that the market perception of the firm is based on its economic performance, not its
return on investment.
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"The Cost of

According to equation (4)

internal equity ROI = $75 + $25 (1 — .5) _ $1,025 + $975
1
2
is primarily an
= 8.75`

opportunity
Cost . . . "

According to equation (5)

ROI = $175 _ $1,025 + $975 _ 17.5%
1
2
Interest on debt would be given the same treatment
as dividends to stockholders, according to equation
(4), since neither would have an impact on net
income. Computing the return on investment based
on operating income, as in equation (5), also avoids
the issue of the firm's capital structure. Equation
(4), however, points out that taxes may be viewed
as a distribution of income rather than an expense.
Three points may be observed from the above
example. First, note that the return on investment
is a "single period evaluation." Income and interest
for a given year were computed and then divided
by the average book value of the assets of that
.2
year Income and interest for previous and,/or future
periods were not considered in these computations.
Thus, any annual cycles in the income producing
ability of the firm's assets were not considered in the
computation of an annual return on investment.

Exhibit 1
INCOME STATEMENT FOR
YEAR ENDING 12/ 31/ 75
$6 50

Revenues
Operating expenses (including depreciation
of $ 10 0,00 0)
Operating income
Interest expense
Income before taxes
Taxes (5 0 % bracket)
Net income

$

475
$175
25
$150
75
75

Exhibit 2
BALANCE SHEETS
Year e ndings
12 /3 1 /7 4

12 /3 1/7 5
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$

800
80
$1,025

$

500
100

$1 ,6 00
700

$

43
382

$

50
95

600
$1,025

30
10

900
35
$9 75

60
39 0
$4 50

425

$

Stockholders' equity
Cap ital sto ck
Retained earnings

$

Liabilities
Curre nt
L o ng te rm
Total liabilities

$1 ,6 00
80 0

$

Assets
Curre nt
Investments
Fixed assets
Tangible
Less accum. deprec.
Othe r as sets
Total as sets

500
25

525
$9 75

Second, the computation of income and the
determination of the book value of assets were
based on tlhe information provided by the accounting system and therefore reflect generally accepted
accounting principles, e.g., accrual accounting, realization concept, and cost principle. Such items as
market value increases (or decreases), changes in
expectations, inflationary factors, and the measuring
of transactions according to their discounted cash
flows, generally are not recorded by the conventional
accounting system.
Further, the return on investment ratios have
been affected in both the numerator and denominator by the accountants' computation of depreciation. In other words, depreciation for the period
was deducted from the firm's income and accurlhulated depreciation was deducted from the firm's
assets. The method used in ascertaining the amount
of periodic depreciation is primarily determined by
its simplicity (e.g., straight -line) and /or its tax impact (e.g., accelerated methods) . Unfortunately,
these accounting methods for reporting depreciation
normally do not provide the true decline in an
asset's value —the economic depreciation.
Cost of Capital
The term "cost of capital" has been, and still
continues to be, the subject of voluminous theoretical and operational discussions. In a general
sense, a firm's cost of capital (often referred to as
the minimum acceptable internal rate of return)
represents the minimum amount it must expect to
earn on a project in order to pay the implicit, as
well as explicit, costs of funds used to finance
the project. (The expected earnings must be such
that the stock price, adjusted for splits and dividends, does not decline.) I
Most companies will generally have access to
funds via three sources. These sources are: debt,
e.g,, floating a bond issue; external equity, e.g.,
selling additional capital stock; and internal equity,
e.g., using existing retained earnings.4 All three
sources have costs associated with them. The cost of
internal equity is primarily an opportunity cost
(foregone benefits from not paying a dividend)
whereas the cost of debt is more explicit in that the
stated interest rate is a key factor, The cost of external equity is derived from the dividend payments
required to maintain the company's stock price.
Basically, two broad methods exist for measuring
the cost of capital for a firm. These are: the marginal
cost of capital, and the weighted average cost of
capital. The marginal cost of capital is the additional
cost associated with raising additional funds (coming from one, or some combination, of the sources
listed above) actually used in financing a project. Of
An RO I c an be c o mp uted fo r a p erio d o ther than a year, e.g.,
semiannually
or several years.
B
It is interes ting to note that this concept of maintaining value
is an o utgro wth o f the p rop rietary theory o f ac c ounting, i.e., the
firm's primary objective is to maximize current s tockholders' wealth.
This objective seems to b e lo sing to uch with the realities of mo d ern corp orations. T hus the co mputatio n o f a firm's co st of capital
may b e significantly different in the future from what it is to day.
I
Internal funds available for gross investment, as opposed to net
investment, exceed the income generated each period by the
amount of non -cash expenses (e.g., depreciation and amortization) .
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course, the implicit assumption here is that specific
funds can and should be associated with specific
projects.
The weighted average cost of capital is computed
by multiplying the various percentages of the individual sources of funds, ideally based on market
values, times the cost of each source. The weighted
average cost of capital assumes that projects are
financed from a pool of funds, which come from all
three sources mentioned above, acquired according
to the optimal capital structure. In the long-run, the
theoretical arguments seem to favor the use of the
weighted average cost of capital because it guarantees the maintenance of the firm's value without the
difficult, if not impossible and theoretically dubious,
task of associating particular projects with specific financing.,, Furthermore, if the firm's existing capital
structure represents its optimal capital structure, the
marginal cost of capital will equal the average cost,
assuming efficient financial markets and insignificant
transaction costs.
The cost of capital is dependent upon future, as
well as present events. This fact is most easily illustrated by the computation of the effective interest
rate paid on bonds, which is computed after considering future cash payments to be made. Since
interest on debt is deductible for tax purposes, the
interest rate must be adjusted accordingly to ascertain the true cost of debt . The taxation effect is
particularly relevant since investment opportunities
are most appropriately evaluated on an after -tax
basis. For instance, if a firm is in the 50 percent tax
bracket, the cost of debt would be cut in half. If the
capital structure of the firm were to change significantly as a result of not financing according to a
fixed weighted scheme, then a risk adjustment to
the cost of capital may be in order if the investment
community views the firm' s new capital structure as
being less desirable than the old one. Also, if a
particular project under consideration is increasing
(decreasing ) the overall risk of the firm's operating
success, then the cost of capital for that project
would have to include an upward ( downward) risk
adjustment for any perceived lowering ( raising) of
the firm's value.,, This latter point means that even
if the firm is financing according to its optimal
capital structure, different investments can, and
quite often will, have a different cost of capital.
Furthermore, as a firm invests in projects which have
a risk character different from existing company
projects, the optimal capital structure for the firm
will also usually change.
The cost of preferred stock is determined in a
similar manner to the cost of debt except that it is
not adjusted for the tax rate. On the other hand, the
cost of common stock , the major external equity
source, is the discount factor which the stock market
applies to the expected dividend stream in determining the stock market price.T Again, if the particular
project under consideration alters the risk character
of the firm's returns, or the capital structure were
to change significantly as a result of issuing new
stock, an adjustment for risk would have to be made
in determining the cost of capital.
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Using the Cost of Capital
For capital budgeting purposes, the cost of capital
for a firm could be compared to a project 's internal
rate of return (sometimes called time adjusted rate
of return ) , or it could be used as the discount
factor in the present value method of evaluating
projects. The internal rate of return of a project is
that rate which sets the net cash flows of a project
equal to its cost . Algebraically this can be expressed
as follows:
n
Cost = E R I/ (1 + IRR) I
i =1

"... the cost of
capital for a
firm could be
compared to a
project's internal rate of
return ..."

(6)

where
IRR = Internal rate of return
R, = Net cash flow for period i
n = Econom ic life of a project
For exam ple, consider a project which costs $100

and is expected to yield net cash flows of $70 and
$60 at the end of year one and year two respectively,
with a zero salvage value at the end of two years.
In terms of equation ( 6), this example can be expressed as follows:
Cost = $100.00 = $70.00 +
$60.00
1 + IRR
(1 + IRR)Solution : IRR = 20 percent
If the cost of capital required to finance this project
(after considering the risk associated with the project) were less than the 20 percent internal rate of
return, then, from a profit point of view, the project
would be desirable." A cost of capital of exactly 20
percent would mean that the firm is indifferent to
the project and a cost of capital of more than 20
percent would mean the project is undesirable.
If a company used the present value method of
evaluating capital projects then the cost of capital
would be the discount factor used to determine the
present value of a stream of cash flows. Algebraically
the present value method can be posed as follows:
s Many have po inted o ut that the financ ing and inves tment dec isions should be co mpletely nep ars td thereb y negating the des ire,
let alone ability, to ass ociate spec ific types of financing to s pecific
ero� ects.
This adjustment should be a function of the variance of the
project's cash Aaivs, and the c ovariance of the pro ject 's cash flows
with the cash Aows of other company projects. An alternative
metho d o f ad jus ting for this ris k fac to r would b e to co mpute the
certainty equivalent cash flows. Certainty egwvalent cash flows
re
resent for
the any
amounts
particular
project
adjusting
and aa l s kted
s from
to thea firm
rend ting
fromafter
the
� ro� ect.
AAllgebraically this latter cos t can be determined as follows:
P

e

D
K• — g

where
K. — Cost of c apital associated with external equity,
p ° Sto ck p rice (per &hare)
D = Divid end (per share ) at th e end o f the first p erio d,
End— xpected d ivid end gro wth rate (assumed c onstant),

a

D
K a m p + g s u b jee t to K a > g
I If the IRR is based o n c ash flows which inc lud e the to effects of
financing, the c o st of cap ital b eing c o mp ared s hould not inc lud e
any tax adjustment.
S9

"... several

conceptual
differences
exist between
a firm's return
on investment
and its cost of
capital."

n
Present value = I R, / (1 + COC)
i =1

(7)

where
R, = Net cash flow for period i
n = Economic life project
COC = Cost of capital
Once the present value is determined by equation
(7), it is compared with the cost of the project. In
terms of a decision rule: If the present value exceeds
the cost of the project, invest in the project; if the
project's cost exceeds the present value, reject the
project; if the present value is equal to the cost, the
firm will be indifferent to the project.

Comparing the ROI to the COC
These discussions make it clear that several conceptual differences exist between a firm's return on
investment and its cost of capital. In fact, comparing
one with the other is almost like comparing apples
with oranges. These differences may be summarized
as follows:

countered, and the cost of retained earnings is
dependent upon the opportunity cost to the
stockholders. In essence, the cost of capital is
concerned with economic valuation as opposed to
accounting valuation.
3. A return on investment computed on an after the -fact basis has no need to consider risk
because risk is an ex ante (based on expectations)
concept. Even if a future return on investment
were predicted, any adjustment for risk would be
of doubtful value since it would be a single
period adjustment.
Risk connected with specific projects, as well as
changing a firm's capital structure, is estimated
in the cost of capital calculation on a multi period basis. The risk associated with a particular
project is usually considered to be a function of:
the inherent variability (variance) of the project's cash flows,and its covariability (covariance)
with other company projects' cash flows. Although the accuracy of any adjustment for risk
is a subject of great debate, the fact still remains
that the cost of capital usually includes a risk
adjustment on a multi - period basis.
4. A few words of caution to those managers still
enamored with return on investment computations seem in order. First, decreases in the return on investment for some periods can be
traded off against increases in others. For example, a massive sale of fixed assets would
reduce the asset base and therefore increase the
return on investment during the period of sale;
future returns, however, may be significantly reduced as a result of the sale of income - producing
assets. Averaging the return on investment for
several periods would help reduce, but not
eliminate, this pitfall. Second, maximizing a
firm's return on investment is not synonymous
with maximizing accounting, let alone economic,
income. Therefore, if a firm, or division, were to
become concerned with the maximization of return on investment many good investment opportunities could be overlooked.

The return on investment is based on information derived for one period, ignoring earlier or
later events. Therefore, if a project requires a few
years before it starts to generate substantial ac- counting income, the early years would show a
low return on investment whereas for the project's overall life the return might be quite high.
One way of partially offsetting, but not eliminating, this deficiency is to compute an average
return on investment for several periods.
The cost of capital, if properly computed, explicitly considers events of future periods as well
as the present, i.e., the cost of capital is theoretically determined for the entire life of the financing. In fact, the primary factor considered in
determining the cost of capital is how much
earnings must be expected on a project so that
after the investment the true value of the company's stock, which considers future as well as
Conclusion
present events, does not decline.
For control purposes, any ex post (after the
The return on investment is generated by the accounting system, according to generally accepted fact) project evaluation must be comparable to
accounting principles. For example, income is the ex ante (based on expectations) evaluation. This
based on the accrual accounting system according means that a project's expected internal rate of
to the realization concept and historical cost in- return should be compared with the project's actual
formation.a Also, the asset base of the return on internal rate of return, which in effect requires
investment computation is affected by such ac- comparing the expected cash flows with the actual
counting convention as treating research and de- cash flows, not with the actual return on investvelopment as an expense rather than determining ment. Ideally, the accounting information system
should be modified so that the true economic
the economic value of the asset.
The cost of capital utilizes discounted cash events are recorded thereby eliminating the difflow data, market value information, and oppor- ferences between the accounting return on investtunity cost information. In other words, the cost ment and the internal rate of return. Thus, the
of debt and common stock are, at least in part, major benefit derived from calculating a firm's rebased on the discounted future cash payments en- turn on investment must come from its usefulness
as a surrogate for the firm's internal rate of return,
since the latter can be compared with the firm's
See I uv A. Gordon, "Accounting Rate of Return vs. Economic
Rate of eturn," Journal of Business Finance and Accounting,
cost of capital.
❑
Autumn 1974.
9
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HUMAN
RESOURCES
ARE ASSETS
The criticism that there is no assurance of future benefit from
human resources is equally true of other resources ... One can
never be certain of future benefit from any asset.

By Bikki Jaggi
I n t h e M a y 19 7 4 is s u e O f MA N AG E h rE N T A C C O U NT -

INC there appeared a provocative article by Messrs.
Jauch and Skigen criticizing the human resource
accounting concept on the assertion that these resources cannot be considered as assets, and that all
valuation theories falter on definitional grounds.'
The authors also contend that no purpose will be
served in valuing human resources, since no practical application of this concept exists. In answer
to this contention, this article will emphasize the
nature of human resources as assets and underline
the positive aspects of the contributions made by
the researchers to determine the value of these
assets.
Human Resources as Assets
The question of treating human resources as
assets has been discussed in the literature at various
tim es . 2
In their article, Jauch and Skigen make the
assertion "that humans simply do not qualify as
assets under the usual definition of the term ... ".g
Moreover, they contend that no assurance of future
benefit from these resources is available, and that
there is no stored value of these resources. Their
definition of asset is based on the legalistic viewpoint which emphasizes the ownership aspect: Since
humans legally are not owned by the firm, they
cannot be considered as assets. It needs mentioning
that human resource accounting is not concerned
with humans per se. Rather its primary concern is
the performance of employees' services. Apart from
the measurement of these services, the concept is
not concerned with any other activities of the employees. The question arises whether employee services qualify as assets.
In contrast to the legalistic viewpoint, there is
an economic viewpoint which must be considered.
The American Accounting Association emphasizes
that accounting is primarily concerned with events
and objects that have economic significance, and
MANAGEMENT ACCOUNTING/ FEBRUARY 1976

that this view does not necessarily involve legal
ownership.{ The explanation of the nature of assets
given by Sprouse and Moonitz specifically stresses
the economic viewpoint: "... the value of assets,
indeed their existence, depends upon the future
economic services they are capable of rendering to
the business enterprise ... "6
Thus, in order to be classified as an asset, a
resource must have service potential for more than
one period. The essential criterion, then, for de- B. JAGGI
termining whether a particular resource should be Binghamton Chapter
capitalized or expensed depends upon its future 7977, is an Associate
in the School
service potential. Based on this criterion, it can be Professor
of Management of the
said that employee service resources which have State Univers ity of
potential to provide economic benefits to the firm New York at
for more than one period can justifiably be treated Bingha mton. Dr. laggi
received his M.A.
as assets.
and Ph.D. degrees
The criticism that there is no assurance of future from the Free
benefit from human resources is equally true of other University of West
resources. We operate in the world of uncertainty. Berlin.
One can never be certain of future benefit from any
asset. For example, a machine which is capable of This article was
providing future benefits may stop doing so because s ubmitte d through the
of obsolescence, destruction by fire, Hood, and so Binghamton Chapte r.
forth. Similarly, accounts receivable may never be
realized because of debtor's death or bankruptcy.
There is no way to assure the future benefit of these
assets, but in spite of these uncertainties these
resources are classified as assets. It would be safe to
say then that the future benefit potential and not
the actual future benefit is an important criterion.
Why then should human resources be treated

Roger Jauch and Michael S kigen , " Human R esource Accoun ting;
A Critical Evaluation " Management Accounting, May 1974.
For example , see A. Lee Brummet Eric G. Flamholta and
William C. Pyle, " Human Resource Measurement —A Challenge
for Accountants" , The Accounting Review , A ril 1 9 6 8 ; Sand ra E.
Peterson, " Accounting fo r Human Resources
Management Ac counting, June 1972; G . E. Newell, " Should Humans Be Reported as Assets" , Management Accounting, December 1972.
Jauc h and Skigen, Op . Cit.
4 American Accounting Association A Statement of Basic Accounting Theory, Evanstonf III
roo., 196.
nit z
I R. T. Sprouse and M .
A Te nt at i ve Set of Br o a d Acco unt i n� g Princx yfes for Business kntery riss, Accounting Research
Study No. S , AICPA, New York, N.Y., 1962.
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"To management, the
economic
value of
human resources is
more important than
historical
cost

..."

differently? Why should they be disqualified from
being termed as assets just because their future
economic benefit to the firm cannot be assured?
If we apply the above consideration, it follows
that it is a fallacy to say that human resources have
no stored value. There is no doubt that human
resources have inexhaustible stores of value, but
the actual use of these values by the firm depends
upon the health of the employees and their association with the firm.
The contention that human resources are as
much assets as any other resource is supported by
the economic literature, which specifies human and
non -human resources alike as "capital"." An important challenge faces accountants in attaching
monetary values to human resources. In order to
make this concept a realistic one, tools and techniques must be developed which can assist in measuring the value of these resources.

tion. This also failed to provide necessary information for managerial decisions.

Economic Value Approaches

Lev and Schwartz made an important contribution by introducing the economic value concept of
human resources.7 In constructing their model, Lev
and Schwartz used the salaries of employees as surrogates to determine their economic value. They
considered the employee's value to be equivalent to
the present worth of his remaining earnings. In
order to arrive at a value, therefore, this model assumes that employees stay with the firm until they
retire, an assumption, not generally true in actual
practice. As a result, their model is of limited use.
Two subsequent models attempt to incorporate
the mobility of human beings. Eric Flamholtz's
model is based on the assumption that employees
are engaged in a process of movement among organization service states through time.,, The value of
Valuation of Human Resources
employees can be determined on the basis of exThe problem of human resource valuation is com- pected services in each service state they expect to
plicated by the obvious uncertainty about the length occupy during their stay with the firm. Although
of any employee's stay with the firm. To account for Flamholtz introduces the theory of probability to
this uncertainty, the valuation models must make determine the expected stay of employees and
use of sophisticated mathematical techniques. Ac- hence, their expected value to the firm, his model
countants, in order to apply these models in actual suffers from practical difficulties because the depractice, therefore must have sound backgrounds termination of expected stay of employees is done
on an individual basis. This does not appear to be
in mathematical techniques and computer use.
pragmatic. Furthermore, the process of determining
Some Cost Approaches
probabilities is subjective, time - consuming, and exApproaches to valuation models can be made pensive.
Jaggi -Lau's model makes important improvements
from two primary perspectives: cost and value. The
cost approach examines the issue from the viewpoint on the Flamholtz's model by introducing the group
of historical costs and opportunity costs. This ap- concept and Markov Chain techniques.e With the
proach has made a valuable contribution in focusing use of historical data, employee movement patterns
attention on the importance of human resources. are expressed in terms of probabilities for groups of
Among the cost approaches, historical cost has employees. The expected stay of employees on a
received special importance because it conforms with group basis can be multiplied by the length of extraditional accounting principles. It is also uncom- pected service in each rank they are expected to
plex. It accumulates all actual costs incurred in occupy during their stay in the firm. The model is
hiring and maintaining human resources and treats easily adaptable to actual practice. It is also capable
them as assets. The costs are then expensed as the of providing accurate and reliable information on
services are performed by the human resources. the value of human resources. An appreciation of
Since the inclusion of human assets in external re- the model will, however, depend upon the indiporting has not yet received wide acceptance, how- vidual's comprehension of the techniques used.
ever, the value of human resources on the basis of
historical cost has not proved to be very useful. To Conclusion
This short analysis indicates the valuable contrimanagement, the economic value of human resources is more important than historical cost; so for butions made toward solving the issue of human
the present, the real value of human resource ac- resources valuation. Before a generally accepted
counting is in making management decisions. The solution can be found to the valuation problem,
opportunity cost concept was developed to overcome however, further intensive research is necessary.
the drawbacks of the earlier cost approaches. Ac- Since this is a complex problem, the use of sophisticording to this concept, the value of resources is cated mathematical techniques cannot be avoided.
In any case, the measurement of individual value
determined by the amount that the human resources
could earn if they were used in an alternative func- to firms is the first step. Next to be examined is how
this information can be used in practice. At this
stage of development, there are very few suggestions
e For example, see Baruch Lev and Aba Schwartz "On the Use
to include human resources in financial statements,
of the Economic Concept of Human Capital in kinancial Statements", The Accounting Review, January 1971.
so authors Jauch and Skigen therefore judge pre[bid.
Eric G. Flamholtz, "A Model for Human Resource Valuation:
maturely that financial statement presentations
A Stochastic Process with Service Rewards ", The Accounting
based on human resources will be more misleading
Review, April 1971.
Bikki J
i and Hon- Shiang Lau, "Toward a Model for Human
than helpful.
Resource aluation" , The Accountsng Review, April 1974.
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BEHAVIORAL
IMPACT OF HUMAN
RESOURCE ACCOUNTING
Without a human resource accounting system, all expenditures
related to human resources are written off as expenses in the
period in which they are incurred. With a human resource
accounting system, at least part of these expenditures are
considered to have been made for the acquisition and
maintenance of human assets and are, therefore, capitalized.

Human resource accounting is implied to have at
its roots the objective of improving decision - making.
Part of this is perhaps attributed to its predictive
ability as it relates to business success, failure, earnings or loss. Part of it is attributed to its impact on
management.' Our analysis will show that the use
of human resource accounting may be both functional and dysfunctional in its effects.

influence to have human resource expenditures
classified in the asset category. This will reflect a
better performance of his unit in the short run. Or
he may use his influence to affect the amortization
rates by expensing more of the human resource
expenditures in the early years and less in later
years in an effort to influence income trends. This
is all likely to be influenced by the manager's own
subjective probabilities that he will be in the same
position for a long period of time.

Performance Measurement

INVESTING IN HUMAN RESOURCES

By Nabil Elias

The importance of determining the possible behavioral impact of human resource accounting on
performance measurement cannot be overempha.
sized. Without a human resource accounting system, all expenditures related to human resources are
written off as expenses in the period in which they
are incurred. With a human resource accounting
system, at least part of these expenditures are considered to have been made for the acquisition and
maintenance of human assets and are, therefore,
capitalized. The following analysis relates to profit
and investment centers and to the impact human
resource accounting will have if the human resources
are measured using historical costs. If historical costs
are considered, the results of human resource accounting will be at variance with conventional accounting in the short run, such that managers will
tend to maximize their short -term performance. In
the long run, human resource accounting will not
have a significant impact since long -term results
will tend to be the same as with conventional accounting.
ACCOUNTING IMPLEMENTATION

To the extent possible, a manager will exert his
MANAGEMENT ACCOUNTING /FEBRUARY 1976

A manager would be more motivated to initiate
human resource expenditures with human resource
accounting than without it, since the impact of
more spending will not be reflected in the income
measure immediately. However, spending more does
not necessarily take into account a reasonable or
satisfactory return on such an investment. To illustrate, consider the following example:
Assume that spending $19,230 to develop or
maintain the human resources will bring in future
benefits (or cash inflows) of $10,000 per year for
three years, i.e., a time - adjusted rate of return of 25
percent. Spending an additional amount of $24,870
will also earn $10,000 per year for three years, i.e.,
a time - adjusted rate of return of 10 percent. However, if the cost of capital is 15 percent, the company should spend only the first amount of $19,230.
The question is, How would a manager be motivated in his spending in this case when human resource accounting is not used, and how would his

N. ELIAS
Member -at -Large1973,
isProfessor of
Accounting at the
University of
Manitoba,Winnipeg,
Manitoba.He holds a
B. Com. degree from
the University of
Alexandria, and M.S.
and Ph.D.degrees
from the University of
Minnesota.

'It has been suggested that managers tend to concentrate on those
aspects of performance that are being measured and on which they
are being evaluated. 1n this article, we will assume that managers
attempt to reflect higher income figures and that they use the
measured income as their decision criterion.
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motivation be altered when a human resource system is used? See Exhibit 1.
If we assume that a manager is only interested
in the first year's impact on his performance, he
would be motivated to forego any investments if
conventional accounting is used, since his reported
income would be affected adversely if his investment is greater than zero. This obviously is in conflict with the optimal decision of investing $19,230
as discussed above. On the other hand, if human
resource accounting is used, the manager would
even be motivated to show better performance by
investing the full amount of $44,100. The point
here is that a human resource accounting system
may encourage overspending or more investing in
human resources than is economically justifiable.

"A decision
to retain an
employee
should be
based upon
the expected
costs and
benefits."

LAY -OFF DECISIONS AND SUNK COSTS

Even though personnel lay -off decisions are parallel (but not similar) to decisions related with the
disposal of physical assets, there is one major economic difference between the two. The disposal of
a fixed asset, for example, can be looked at as a disinvestment decision if there is a resale or salvage
value. The decision using discounted cash flow
techniques would be based on a comparison of the
resale value (minus any removal costs) with the
present value of future net cash inflows if the asset
is kept. However, when considering human resource
investments there is no resale value. On the contrary, there may be outlays associated with such a

Exhibit 1
THE DECISION TO INVEST IN HUMAN RESOURCES
Spending $ 44,100 or
(19 ,2 30 -4- 24,8 70)
Conv.
HR A '

Spending $19 ,2 30
Conv.
HR A '

0

0

$(9,23 0)

2nd
3rd

0
0
0

0
0
0

10,000
10,000
$10,770

$10,000
-6,410
3,59 0
3,5 90
3,5 90
$10 ,7 70

($2 4,10 0)

'

$

1st

$20 ,0 00
- 1 4 ,7 0 0
5,300
5,3 00
5,300
$15,900
$

Year

Spending $0
Conv. HRA

20 ,0 00
20,000
$15 ,9 00

Assumes straig ht -line amo rtizatio n over three years of o rig inal investment.

Exhibit 2
THE RETAIN VS LAY -OFF DECISION
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Lay -off
0
0

-

-

-

$

Retain
18,000
(15 ,00 0)
(2,50 0)
$

HRA
Retain
13,000
(15 ,00 0)
(2 ,5 00 )

Lay -off
0
0
-

$

$

-

-

(10,000)
$(1 0,00 0)

500

-

-

Benefits
Salary
Amo rtization
Book loss
Net effect

Conventional
Lay -off
Retain
$1 3 ,0 0 0
0
0
(15 ,00 0)

-

The second case

HRA

0

3,0 00

-

Benefits
Salary
Amo rtization
Book loss
Net effect

Conventional
Retain
Lay -off
$1 8 ,0 0 0
0
0
(15 ,00 0)

-

The first case

decision, such as severance pay or early retirement
benefits. This means that human resource investments, while they may be valuable from the point
of view of future benefits, are in effect sunk costs
once they are incurred (except in cases where employees have to refund such investments, a very
rare occurrence). The decision, ideally (i.e., from
the economic point of view), should consider only
the differential costs and differential benefits between laying -off and keeping the employee.
A decision to retain an employee should be based
upon the expected costs and benefits. Let us assume
that an employee earns $15,000 per annum, and
that the company has an accumulated investment
of $10,000 in this employee which is to be amortized over four years. Although a measurement of
the incremental benefits contributed by an employee is not normally available, let us assume that
for this particular employee it is $18,000 per year
before deducting his salary. (The fact that such
measure may not be available does not detract from
the conclusion.) Let us also consider the opposite
case where the incremental benefits may be as low
as $13,000. See Exhibit 2.
In the,first case, using conventional accounting,
it is obvious that the decision would be to retain
this employee, assuming that the benefit figures are
representative of future years. This decision is arrived at by comparing the incremental benefits and
incremental costs, to obtain a net incremental benefit of $3,000. When human resource accounting is
used, we must also take into account amortization
and book loss. The first case reveals that the manager would still be in favor of retaining the employee, since laying him off would produce a $10,000 loss. This is a correct decision in this case,
even though it is not based on sound reasoning.
In the second case, using conventional accounting, the decision would be to lay -off this employee,
based solely on economic grounds. The conventional method leaves no doubt since the manager's
performance would improve by $2,000 if the employee was let go. However, with the human resource accounting method, the manager would be
motivated to retain the employee, even though the
benefits of doing so are far below the costs. This
apparently sub- optimal decision is arrived at be
cause of the influence of sunk costs. Although the
manager's performance is negatively affected under
both alternatives, continuing to employ this person
would be less negative and his first year performance
would show a $4,500 loss as opposed to a $10,000
loss. This is the wrong decision since the total loss
over the four -year period would be four times $4,500
or $18,000.

$(2 ,0 0 0 )

0

$(4 ,5 0 0 )

1(0,00 0)
$(1 0,00 0)

TRANSFERS OF PERSONNEL

Transfers of personnel from one division to another within the same firm may cause some disputes.
With human resource accounting, these disputes
will be aggravated because are amortization expense
will have to be transferred along with the employee.
To the transferring division, the benefits provided
by this employee should be less than his combined
MANAGEMENT ACCOUNTING /FEBRUARY 1976

salary and amortization expense before it is willing
to let him go. As the transferred -to division, the
expected benefit from the employee should exceed
his combined salary and transferred amortization
expense. Personnel with large investments will tend
to be in low demand by other divisions unless the
expected benefits exceed their salaries and their
amortization expense, a sunk cost.

)

(

$

=

x

=

Absorption costing - Conventional
Sales
$200,000
Cost of sales
Cost of goods manuf.
20,000 X $11
$220,000
Less ending inventory
10,000 $11
110,000 110-,0-0-0Gross profit
90,000
Other expense
100,000
Net income loss)
$ (10,000

$

=

=

Absorption costing -HRA
Sales
5200,000
Cost of sales
Cost of goods manuf.
20,000 X $8
$160,000
Less ending inventory
10,000 X $8
80,000
80,000
Gross profit
$120,000
Less HR amortization expense
15,000
Other expense
100,000
Net income (loss)
5,000
It does not necessarily follow that the results
would be different when inventories are depleted.
For example, assume that in the following year
sales were 20,000 units and production was only
10,000 units. All other figures remain the same

"personnel
W1th large
Investments
will tend to be
in low demand
by other
divisions . . . "

$

$400,000

Less end inventory
Gross profit
Less HR amortization expense
Other expense
Net income (loss)

80,000

110,000
$190,000
0
190,000
$210,000
15,000
100,000
95,000
$

1. Production consisted of 20,000 units.
2. The variable manufacturing cost per unit was $5.
3. The fixed manufacturing cost per unit was $6.
(Assume that half of this amount relates to human resource investments.)
4. Amortization of the human resource investment
was $15,000 per year.
5. Other fixed expense was $100,000.
6. There was no beginning inventory.
7. Sales for the year was 10,000 units.
8. The selling price per unit was $20.

Absorption costing -HRA
Sales
Cost of sales
Beg. inventory
Cost of goods manuf.
10,000 X $11

=

In non - manufacturing firms, human resource expenditures are typically considered fixed (discretionary) expenses. In manufacturing firms, on the other
hand, some liuman resource expenditures are considered to be product costs under absorption costing.
Thus, if human resource accounting is used, the impact on income will not only be related to the human resource investments (amortization and write offs) but will also be related to not inventorying
these discretionary costs which will be reflected as
investments instead.a The following hypothetical
example illustrates this:
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Absorption costing - Conventional
Sales
$400,000
Cost of sales
Beg. inventory
$110,000
Cost of goods manuf.
10,000 X $11
110,000
$220,000
Less end inventory
0
220,000
Gross profit
M0 ,0 00
Other expense
100,000
Net income (loss)
$ 80,000
=

MANUFACTURING V5. NON - MANUFACTURING

except that there were no further human resource
investments; thus the fixed manufacturing costs
were only $60,000 in the second year.

Note that the HRA statement reflects a higher income even though inventories were depleted during
the period. However, assuming no change in inventories for the following two years (years 3 and 4),
and no additional human resource investment, then
the results would be different. For the two years
taken together, the conventional method will yield
$30,000 more.
Return on Investment
When return on investment is used as the basic
performance criterion, it is assumed that the manager will be motivated to influence those aspects
of his performance which would show a more favorable return in the short run. In almost all cases, it
would be expected that the manager would use his
influence to classify human resource expenditures as
assets rather than expenses, thus increasing his return on investment in the short run. The previous
discussion applies also where return on investment
is used.
Conclusion
Human resource accounting because of its behavioral impact has a distinct effect on decision making. In this article we have attempted to provide a framework for analyzing the behavioral aspects of this accounting method. We have found
Continued on page 48
s The motivational impact of . human resource accounting related
to additional human resource investments will be mare complex in
manufacturing firms than in non - manufacturing firms because the
conventional method of accounting also encourages, to some extent,
human resource expenditures if a build -up of inventories is expected.
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COST OF CAPITAL IN
HOSPITAL FINANCING
Using formulas to analyze humanitarian problems may seem
inhuman. However, the proper application of the cost of capital
will maximize the hospital's financial resources and still provide
for the maintenance of high quality care.

By Frank Ilett, Jr.
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to remain viable over the long run, the overall rate of
return must exceed the overall cost of capital. However, hospitals cannot acquire each piece of equipment on a rate/cost basis due to patient care and
humanitarian concerns. Nevertheless, a hospital's
rate of return must equal or exceed the cost of
capital if the institution is to survive over the long
run.

Every investment in plant or equipment involves
an element of cost which includes interest, finance
charges, dividends, and fees. This element is the
cost of capital. Commercial firms utilize the cost of
capital concept to evaluate methods of financing
new business opportunities in order to maximize
their rate of return. The same is true for nonprofit
organizations. All sources of funds, including match- Undistributed Income
One source of capital that relates to both coming grants and philanthropic gifts, have a cost. There
mercial enterprises and hospitals is undistributed
is no such thing as "free money."
When a firm knows the rate of return on its new income. Commercial firms refer to undistributed
plant or equipment, it can compare the return to income as retained earnings while hospitals label
the cost of financing the asset. If the rate of return the same item as the operating fund balance or
does not equal or exceed the cost of capital, the surplus. To use the cost of capital concept as it reproject should be rejected. However, if the rate of lates to undistributed income, we must consider
return exceeds the cost of capital, the equipment what alternative investment opportunities exist. In
should be acquired. In a hospital, the situation may other words, opportunity cost becomes the equivabe somewhat different. An administrator cannot ab lent measure.
Alternative investments consist of both internal
ways reject a new piece of equipment based only on
the cost of capital computation. However, the prin- and external opportunities. For example, a firm
ciple can be applied in selecting the best form of might use available cash to purchase utility bonds
financing, even if he cannot make an absolute ac- that yield 7.5 percent per annum. If so, this represents an external yield. Assuming that funds can
cept/reject decision.
For the commercial firm, the cost of capital in- be obtained from the bank for 6.5 percent, the
volves the cost of debt as well as the cost of equity. company would be better off to buy the bonds and
That is, the firm will pay interest on its borrowed borrow the money for the new plant or equipment.
capital and it will pay dividends on its preferred Risk and other factors remaining equal, the net
and common stock. The cost of capital in the case advantage would be one percent per year. Normally,
of interest payments will be net of tax. In the case however, funds are so scarce they must be used to
of dividend payments, the cost of capital must be supplement borrowing, not for buying outside secomputed before tax. A difference occurs because curities. Still, opportunity costs can equal 15 percent
the interest on debt is tax deductible and dividends or more. Often a company can realize a 15 percent
are not. Therefore, debt would be the most desir- return by investing funds as working capital in existable method of financing the equipment. Of course, ing programs. If this is true, the cost of funds for
that arrangement assumes that the capital structure any new plant or equipment would be 15 percent.
The lowest cost of capital is often interest on
would allow for additional debt.
A cost of capital is usually computed for each debt due to the tax shield. However, a business or
principal source of funds. These are then combined hospital can borrow only a certain amount of funds
so that the overall cost that the firm is paying for relative to invested capital or surplus. The more
total capital may be determined. If the enterprise is funds an enterprise borrows, the greater the risk.
MANAGEM ENT ACCOUNT INGFEBRUARY 1976

Exhibit 1
WEIGHTED COST OF CAPITAL
Type of capital

Amount

$

Debt
Equipment purchase
contracts
Bonds payable

Percent
to total

340,000
1,580,000

4.9%
22.8
$1,920,000

Fund balances
Capital stock
Invested In property,
Plant and equipment
Retained for general
purposes

8.5%
8.2%

Weighted
cost of
capital

1.6%

3,400,000
1,510,000

21.7
5,010,000
$6,930,000

1.912%
7%

49.0

•012%

10%

4.900

7%

1.520

72.3
100.0%

As a risk of repayment and bankruptcy increases so
does the interest rate. Therefore, proper financial
management requires a well balanced capital structure that includes the proper mix of capital and
debt.

in several different ways."

.042%
1.870

27.7%

100,000

Totals

Cost of
capital
rate

"The cost of
capital for fund
balances can
be computed

6.432
8.344%

Alternative Methods of Financing

Exhibit 2 presents the capital structure of a
second hospital. The capital stock consists of $1,000
to which a cost of capital rate of 6.5 percent has
been assigned. The unrestricted fund balance includes $250,000 in certificates of deposit yielding
The Weighted Cost of Capital
5.2 percent and $140,000 which represents other
Using formulas to analyze humanitarian problems
assets
net of liabilities at the same rate. The remay seem to be inhuman. However, the proper apstricted fund balance consists of $780,000 which is
plication of the cost of capital concept will maximize
invested in corporate bonds that yield 6.5 percent.
the use of the hospital's financial resources and still
The amount can be used for general operations of
provide for the maintenance of high quality care.
the hospital or for expansion as designated by the
Exhibit 1 summarizes the long -term debt and fund
board of trustees.
balance sections of a hospital's balance sheet. It inThe board has authorized the construction of a
cludes the cost for each respective type of capital
new 48-bed facility which will cost $2,600,000. To
and the weighted average.
implement this project, the hospital accepted a loan
The cost of capital rate covering all equipment
guarantee and an interest subsidy from the federal
purchase contracts totals 8.5 percent.' This is
government in the sum of $1,700,000. The rate on
weighted by its relationship to total capital and
the guaranteed portion of the loan amounts to 7.5
represents .042 percent of the total cost of capital. percent of which three percent will be subsidized by
In the same way, bonds payable represent 1.87 perthe federal government. Thus, the interest cost nets
cent of the total cost of capital.
to 4.5 percent. In addition, the hospital received a
The cost of capital for fund balances can be
$550,000 grant from a foundation. To qualify for
computed in several different ways. One way is to the grant, the hospital estimates it spent $26,500.
find the external rate of return, or opportunity cost. This is five percent of the grant, which amortized
The external yield represents a rate the hospital over the 25 -year composite life of the loan represents
could earn if it invested its funds in some outside .20 percent per year.
security, e.g., corporate bonds. This approach coinThe remaining $350,000 of construction cost
cides more closely with the nonprofit nature of the must be furnished by the hospital. The board can
institution. In Exhibit 1, an external rate of seven sell all certificates of deposit for $250,000 and the
percent is assigned to both capital stock and to remaining $100,000 would be furnished by liquidafunds retained for general purposes. In some inting corporate bonds from the restricted fund. Howstances the same rate might also be used for amounts
ever, an alternative approach would be for the hosinvested in property, plant and equipment.Z With pital to liquidate the remaining $680,000 in rethe growing popularity of leases and other forms of stricted fund securities and thus reduce the required
financing, alternative types of external rates could be amount of new debt.
considered. Also, in some situations the use of apWhich method results in lowest cost of capital:
praised values rather than historical cost may be more debt or selling securities and borrowing a
more appropriate. In summary then, the hospital's
weighted cost of capital averages 8.344 percent. This
No tax effect is included because the hospital is not subject to
means that for the hospital to survive in the long income
taxes. Comparatively, a commercial firm paying the same
run, it must earn at least 8.344 percent on the total rate would have an effective capital cost of 4.25 percent because
the interest would be tax deductible.
investment. If one considers the return necessary to s A cost of capital of 10 percent was used for plant and equipto illustrate a hypothetical situation where the institution
replace the plant, the rate will not be sufficient be- ment
received an offer from a hospital chain to lease the buildings,
plant and e%qdpment at 10 percent of invested capital each year.
cause it is based on current, not replacement cost. Therefore, 10 percent equals the external opportunity cost.
1
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smaller amount? Exhibit 2 presents the cost of
capital computation assuming the hospital borrows
the entire $1,700,000. The weighted cost of capital
averages 3.9 percent. Now compare this with the
cost of capital calculations assuming that the hospital would borrow $1,020,000 and sell $680,000
in restricted fund securities. In the latter case, the

Exhibit 2
ALTERNATIVE METHODS OF FINANCING
Capital structure (original)
Amount
1,000

$

Capital stock
Unrestricted fund
balance
Restricted fund
balance

Percent
to total
.08%

Cost of
capital
rate
6.5%

Weighted
cost of
capital
.5%

33.30

5.2%

1.7

66.62
100.00%

6.5%

4.3
6.5%

Loan structure ($1,700,000 borrowed)
$1,700,000
Loan
Grant
550,000
Unrestricted funds
250,000
Restricted funds
100,000
$2,600,000
Totals

65.4
21.2
9.6
3.8
100.0

4.5%
.2%
5.2%
6.5%

2.9%
.1
.5
.4
3.9%

Loan structure ($1,020,000 borrowed)
$1,020,000
Loan
Grant
550,000
Unrestricted funds
250,000
780,000
Restricted funds
$2,600,000
Totals

39.2
21.2
9.6
30.0
100.0

4.5%
2%
5.2%
6.5%

1.8
.1%
.5
1.9
4.3%

%

%

Conclusion

%

780,000
$1,171,000

%

390,000

weighted average cost of capital totals 4.3 percent.
If the hospital trustees hold the securities in the
portfolio, and borrow the larger amount, the institution benefits from a .4 percent lower cost of
capital. Over the 25 -year life of the loan the saving
approximates $130,000. Of course, this assumes that
the hospital's capital risk would not be altered
significantly under either approach.
This case exemplifies the basic cost of capital
rule: maximize the rate of return on investments
and minimize the cost of capital. However, the urge
to expand at a high cost of capital when patient days
are declining has'been evidenced by many hospitals
during the last ten years. Many expansion hungry
institutions have added beds at a capital cost up to
and exceeding 10 percent. In many instances, other
hospitals in the respective service areas could have
built the new beds at a lower cost of capital. A lower
cost of capital would result in a lower room charge
to the consumer.

Cost of capital may be defined as the rate an
institution pays or opportunities it must forego to
secure funds for new plant or equipment. Although
the principle originally applied to profit oriented
firms, it can be used in the health care industry to
allocate financial resources to their best use for the
patient's benefit. Since cost of capital is a quantitative tool it should only be used as a measuring stick.
The need for better patient care and humanitarian
needs should be the overriding factors.
❑

BEHAVIORAL IMPACT OF HUMAN RESOURCE ACCOUNTING
Continued from page 45
that it has a potential impact for both
functional and dysfunctional consequences which will vary depending on the
circumstances and management philosophy.
The results of using historical cost in
human resource accounting can be summarized as follows: When income is used
to measure performance, human resource

48

accounting will tend to motivate more
human resource spending, but will not
motivate lay -offs. This results from the
fact that managers now must consider
sunk costs in their analysis of expected
results. Regarding personnel transfer,
those with large investments may not be
in high demand by other divisions, unless
they are expected to contribute sufficient-

ly to cover their salaries as well as their
transferred amortization expense, a sunk
cost. Finally, income differentials between
human resource accounting and conventional accounting for manufacturing firms
will not only be affected by the amounts
of human resource investment and amortization, but also by changes in inventories under absorption costing.
❑
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THE IMPLEMENTATION OF
COMPUTER -BASED MODELS
One of the most important activities in the d evelopment
of interactive computer -based models is to consider
implementation from the beginning of the design effort
and to plan for successful implementation in advance.

By Henry C. Lucas, Jr.
In a recent study sponsored by the National Association of Accountants, research was undertaken
to develop factors associated with the implementation of computer -based models., The study involved
the implementation of both an operations research
(OR) model and a computer -based information
system.

Implementation
Implementation is a vital component of the development of an OR model or a computer -based
information system. If implementation is unsuccessful, the entire modeling effort has failed. How
do we define successful implementation? One sign
of successful implementation is the level of use of
a model or system. This indicator is appropriate
where the use is voluntary. For example, if a user
has discretion whether or not to use the model,
then high levels of use would be a good indication
of successful implementation. When use of a model
or system is mandatory, we have to use other measures, such as satisfaction, as indicators of successful implementation. We should note that these
measures of implementation are behavioral in nature, and as such, deal with people.

A Research Model
A descriptive research model was developed to
guide the research and develop predictions about
expected findings. The model focuses on two key
classes of variables: attitudes toward a computer based OR model and successful implementation.
What factors are associated with attitudes toward a model? First, the structural characteristics
of a model such as on -line response are expected to
be associated with favorable attitudes. Second, general attitudes and perceptions should be associated
with attitudes toward a model. For example, perceived levels of management support are likely to
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be associated with model - related attitudes. Finally,
personal and situational factors are likely to influence attitudes. For example, a firm's long -time emplovee with very little formal education may react
differently to a model than an employee who is a
recent college graduate.
Attitudes have an action component and we expect favorable attitudes to be associated with
successful model implementation and high levels of
model use. Model characteristics should also be associated with success; a well - designed model will
be easier to use and will encourage use. General
attitudes and perceptions are also expected to be
associated with model use. High levels of management support for a model should be associated with
successful implementation. Also, situational and
personal factors are expected to influence successful
implementation; i.e., an older manager may resist
using the new technology of computer -based modeling. Finally, the cognitive or decision style of the
user should be associated with successful implementation; quantitatively- oriented decision - makers are
expected to use a model more than heuristic decision- makers.
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The Study
To develop a better understanding of implementation and to test our research model, we undertook
a study of the use of computer -based interactive
planning models in 21 companies. The companies
included are in the utility, manufacturing, consumer products and financial industries. Our sample consisted of 25 managers and 16 technical staff
members from these companies. Each company
used the same modular, higher level planning language to develop a planning model. The models
were run on identical time - sharing computers at
one of two service bureaus. However, each firm
I

Henry C. Lucas, Jr., The Implem entation of Computer -Bared
Modelr, NAA Research Study, National Association of Accountants,
New York, N.Y., 1976.
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"User control
over design
helps to create
more favorable
attitudes because the user
develops psychological
ownership of
the model."

developed its own unique model. Thus, the basic
level of technology was controlled in the study,
while at the same time each model was designed
with different functions for a unique business environment.
The data for this study were collected from four
sources:
1. A mail questionnaire to technical and managerial
model users,
2. Usage data from the time - sharing service bureaus
where the models were operated,
3. A questionnaire from the consultants assigned
by the planning language vendor to each client,
and
4. Field interviews at the companies.
This multiplicity of data sources helped increase
confidence in the results of the study. The data
were analyzed using correlation analysis following
the guidelines of the research model to test the
predicted relationships among variables.2 In the
study, success was treated on a relative basis; implementation in firms which scored higher on success variables was classified as more successful than
in firms with lower scores.
Findings
We found that planning model characteristics
such as development cost were associated with attitudes as predicted.' For example, the importance
of on -line response is associated with favorable attitudes toward the models. General attitudes and perceptions are also associated with model - related attitudes. The results showed that a more favorable
rating of internal computer systems is related to
favorable attitudes toward planning models. Situational and personal factors are associated with attitudes toward planning models, but it is hard to
predict the direction of the relationship in advance.
In our study, long -term employees have less favorable attitudes than employees with less service.
We had also predicted that favorable attitudes
would be associated with successful implementation.
Support for this relationship is the strongest finding
in our study; all of the attitudes measured except
one are positively correlated with our measures of
successful implementation. General attitude and
perceptions are associated with implementation, too.
Perceptions of management support are associated
s A number o f variab les in the study were used as ind icators of
successful implementation . Reported use and the user's success
rating came from the questionnaires and interviews, and timesharing records p rovided d ata on the amount of co nnect time sp ent
re nni n$ t he m o de l s i n e ac h c o m pany.
8 A design s trategy suggested elsewhere is suppo rted b y the results
of the s tud y , See Henry C . Lucas, Jr., Toward Creative Systems
Dengte, Columbia University Press, New York, N.Y., 1974.
❑ ❑lbid.
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with user success ratings. Also, the reported use
and actual use as revealed by timesharing service
bureau records indicates that situational and personal factors are associated with implementation as
well. Number of years with the firm is negatively
correlated with reported use of the model. The
findings for other situational and personal variables
is mixed, confirming our fear that these relationships are hard to predict in advance.
Our final proposition was that analytic decision makers would use models more that heuristic decision- makers. The data suggest exactly the opposite
conclusion. Possibly more quantitative decision.
makers have their own approach to a problem, or
are more aware of the shortcomings of models than
their more heuristic colleagues.

Implications
There are limitations to our study; however, if
one accepts and is willing to act on the evidence,
what are the implications? First, designers should
strive for favorable attitudes toward a computer based model and adopt a design approach which
maximizes the probability of developing favorable
attitudes. It is important to build high quality models so that they will be used. We should also stress
a pleasant and appealing user interface such as a
high quality terminal and command language.
From an implementation standpoint, user ratings
of simplicity and ease of model understanding were
the most strongly related variables to our measures
of successful implementation. We should try to
design simple models and be sure the decision -maker
understands them. Added sophistication and greater
complexity can be introduced later after initial success. The results also suggest that higher level
planning languages facilitate the development of
realistic, but not overly complex models.
As much as possible we should let users design
modelS.4 User control over design helps to create
more favorable attitudes because the user develops
psychological ownership of the model. The quality
of a model is higher if designed by a user because
the user understands the planning task better than
an OR expert. Also, the model is more understandable if the user had developed it. We intend for the
user to actively control the design process. The OR
staff acts as a catalyst, helping to translate user requirements into technical specifications.

Conclusion
One of the most important activities in the
development of interactive computer -based models
is to consider implementation from the beginning
of the design effort and to plan for successful implementation in advance.
❑
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THE MULTINATIONAL
CORPORATION'S
BORROWING DECISION
The multinational corporation has an opportunity through
multiple alternatives and multiple financial links to avoid lazy
capital.

By Ferry E. Richards
The magnitude of the borrowing decision in multinational corporations begins to emerge as one notes
many billions of dollars in expenditures for property, plant and equipment has been and is being
made by foreign affiliates of United States companies. Most of these expansion funds are expected
to come from sources outside the United States,
with foreign affiliates much more highly levered
than their parents. This makes the borrowing decision assume a position of great importance.
Under normal borrowing conditions, only a few
kinds of facts need to be known in order for a
domestic corporation to effect its borrowing decision. These are: the alternative sources that are
available (usually about ten different sources present themselves), the effective interest rate to the
firm of each source, and the form of collateral or
other security that must be pledged in order to obtain the loan. The multinational corporation, on
the other hand, has the advantage of access to many
different sources. If a domestic corporation has ten
different sources, then each subsidiary of the multinational corporation may have as many in its host
country alone. An idea of the number of combinations which this provides is gained by examining
the financial links in a theoretical multinational enterprise having a parent and two subsidiaries. These
links make it possible to borrow in Country A, use
funds in Country B, and repay through Country C,
thus multiplying the alternatives rather than merely
supplementing them. In addition to the different
types of instruments, such as bonds, fixed term
bank loans, etc., which are available to the domestic
corporation within a single country, different currencies are also available to the multinational corporation and its subsidiaries. Choosing the right
currency can substantially reduce the ultimate cost
MANAGEMENT ACCOUNTING /FEBRUARY 1976

of the debt. However, analyzing the possible ultimate costs of borrowing on the international capital markets in currencies other than that of the
country where the parent is domiciled is not always
an easy task.
Criteria for Borrowing
Despite the complexities introduced, the financial manager of a multinational corporation must
still choose from among alternatives on the basis of
the following criteria: (1) cost of funds, (2) where
the funds will be used, and (3) how the funds will
be repaid. A general rule concerning the cost of
funds is: Stay away from strong currencies and borrow only weak ones. An exception to this rule would
be found where the currency is to be used and paid
back in the country of the loan's origin. There, if
the currency does appreciate, the additional cost
of repayment will be offset by the increased value
(in that currency) of fixed assets acquired with
proceeds from the loan. However, the choice of
accounting policies by the parent when it consolidates its balance sheet (in another currency) must
be taken into consideration. Thus, any nation's
currency can be borrowed by the multinational corporation if somewhere within the corporation there
is sufficient income in that currency to repay the
loan and interest.
The unique potential of the multinational corporation lies in its ability to shuttle funds to take
advantage of different tax, money market, and currency relationships throughout the world. (Robbins
and Stobaugh found in a recent study of multinational firms that most were failing to fully exploit
this potential.) , Determination of the low cost alternative involves generating data from a number
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"...

[the host]

country's interests must be
weighed in the
decision -making process."

of countries on: (1) the alternative sources available, (2) the stated interest cost of each of these
sources, (3) the relative stability of the currency
which is available, (4) the amount of this currency
that is generated within the company, and (5) the
country where the borrowed funds are to be invested. Alternatives may then be compared on the
basis of the real cost of capital (higher nominal
interest cost adjusted for foreign exchange risk, or
lower nominal interest cost of local funds adjusted
for cost of foreign exchange restrictions).2
If the loan is to be used to finance assets in, and
repaid in the currency of the country in which the
loan is made, no exchange rate risk is involved.
(However, the accounting policies used by the parent in consolidating its balance sheet in another
currency could make it appear that a currency revaluation had caused a loss.) The number of alternatives and the constraints placed upon each
alternative generally require the use of a computer
for comparison. If another borrowing decision is
required a month later, all of the interest rate information and the relative stability of currency information, would have to be up- dated. In fact, all
of the input information would have to be checked
to verify that it was still applicable.
Because of the obvious cost of obtaining and constantly up- dating this information, management
would most likely settle for some sub - optimal interest costs, once several lower cost alternatives have
been selected.

Limiting Considerations
There are some limiting considerations which are
not as easily quantified as the criteria for borrowing,
but which must nonetheless be considered. They
may be called nationalistic, political, and most
importantly equity- portion considerations.
The words, multinational corporation, reminds one that the enterprise
operates in many different nations, each of which
has its distinctive culture, type of government, and
national concerns. It is possible that a particular
borrowing decision may be against the "perceived
best interests" of the host country. For this reason
the utmost consideration must be given to the laws
and interests of the host country. While it is difficult to quantify, that country's interests must be
weighed in the decision- making process.
NAT IO NALIST IC CONSIDERAT IONS.

POLIT IC AL C ONSIDERATIONS.

The threat of expropria-

s David K. Eiteman and Arthur I. Stonehill, Multinational Business Finance, Addison- Wesley Publishing Co., Reading, Maas.,
1973, 1). 23.
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tion, in most cases, is only present when the corporation is doing a poor job of serving the host
country's interests. One way to prevent, or at least
blunt such an outcome, is to have nationals of the
host country share the income as the subsidiary
prospers. With regard to the borrowing decision,
this could mean that a bank in the host country
with a loan outstanding to the subsidiary corporation would be sharing in the subsidiary's income to
the extent of interest payments received therefrom.
The bank, all its officers and employees, stockholders, and (possibly) its depositors might well
perceive themselves as benefiting from the presence
of the subsidiary. If the subsidiary had borrowed
money in another country to finance its host country
operation, such a feeling would not be generated. In
this instance, it may be wise to pay an interest rate
one or two percent higher as an investment in goodwill. This also is difficult to quantify but should be
considered.
The political implications of borrowing in the host country are akin
to, but not exactly like, the equity-portion considerations. There will come a time in the life of the
young subsidiary when expansion may be in order.
The decision to finance this expansion from debt
capital or from equity capital must be made. While
this article is concerned primarily with the borrowing decision, plans for expansion may signal the
corporation to carefully review its equity versus debt
position, with a view to adding host - country equity
holders to the capital base for political reasons.
Willing investors from the host country must, of
course, be available. Although the broadening of the
support base within the host country through stock
ownership must be considered before the final
decision to borrow or sell stock is made at expansion
time, it is important that the corporation maintain
the desired degree of control over subsidiary operations. The desirability of having a broad base in the
host country of stockholders that have prospered
from the subsidiary's presence cannot be overestimated.
EQUITY- PORTION CONSIDERAT IONS.

Conclusion
The multinational corporation has an opportunity
through multiple alternatives and multiple financial
links to avoid lazy capital. Nationalistic considerations may impede their attempts, but in a world
where two- thirds of the nations, or more, are underdeveloped and capital starved, they have both an
economic and a moral obligation to get full use of
this scarce resource.
❑
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CREDIT UNIONS:
BANKING BY THE PEOPLE
There are now 27 million members of credit unions in
the United States, and their number is growing rapidly.

By Ruth S. Pomeroy
The credit union movement is international in scope
and a day - today necessity for many millions of
people. It is also a histo rical newcom er —esp ecially
in the United States. Mo st Americans therefore
have the notio n th at a cred it u n io n is little more
than a people's bank, in backwaters, striving to grow
up until th e p eo ple can affo rd a "real" bank. To
dispel that m yth th is article ou tlin es th e h istory o f
"the people's banks ".

There Was a Need
The disintegratio n o f th e feu dal system b rou gh t
the European serf em ancipatio n fro m th e Lo rd o f
the Manor an d in vested him with in dividual ownership of land . Th e social ch an ge which freed him,
however, often did no t im p ro ve h is fin an cial po sition. Tied as h e was to th e n eed to im prove his
land, buy seed, or enlarge his holding, he could turn
only to mon ey lend ers wh o o ften charged 100 p ercent interest. In the to wn s, artisan and trad e guild s
pro vided th e fain t beginn ings of an in du strial revolution that ultim ately changed the system of econom ic order b y stim u lating com p etitio n , thu s creating a need for greater capital.
But as late as th e n in eteen th cen tury , th e b an king system , alb eit in existence sin ce ancien t tim es,
still extend ed its services m ain ly to th e large merchants and p ro du cers, leavin g th e sm all farm er and
craftsman at th e mercy of th e high- interest -rate
money lend ers. Th ere was, th en , an o bvio u s n eed
to solve the credit problems of this emerging
middle class.

Germany, 1877
The idea of cooperative credit originated in
rural Germany. Members simply got together and
pooled their savings on an informal basis to make
loans to each other. These cooperative "banks" were
planned to alleviate poverty by providing a broader
financial base so that men could work together for
the common good. On the grounds that generosity
does not necessarily lead to self -help and self - respect,
these banks were intended to make a profit, not a
contribution to charity.
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As the movem ent grew, problems arose, creating
a need for a national organization to bind it together, provide legal services, give financial advice,
and organize new societies. In 1877, the General
Federation of Rural Cooperative Societies of Germany was organized for this purpose, and by 1913,
credit societies in Germ any num bered 16,927. Other
European countries began to study the German system and to establish similar societies in their own
countries.

R. S. POMEROY
Western Montana

Canada,1900
In 1900, after studying the European banks, a
man named Desjardins organized the first people's
bank in North America. He invited a group of
friends to his Canadian home, and later wrote, "To
my great surprise, when I had thoroughly explained
the matter, everyone present expressed himself willing and ready to take up the scheme." 1 They therefore appointed a committee to study the subject
an d draft a constitution. Although the com m ittee
was doubtful (there was no law permitting such
an organization), Desjardins' attitude was, in the
absence of law, " . . . everything that is not prohibited is permitted." H e believed that once the
people's bank was in existence, Parliament would
recognize it.2
Th e structure of 11 organization closely resem -

Chapter 1974, is a
Business Manager for
Bitterroot Toyota,
Missoula, Mont. She
was formerly
Treasurer- Manager for
St. Patrick Hospital
Employe es Fede ral
Credit Union in
Missoula. Ms. Pomeroy
studied Accounting
at the Missoula
Technical Ce nter.

This article was
s ubmit te d t hrough the
Western Montana
Chapte r.

bled today's credit unions. Requirements for membership consisted of subscribing to at least one five do llar share, and agreeing to pay it at the rate of
ten cents per week. The applicant had to be judged
"h o nest, punctual in payments, sober and of good
habits, industrious, and laborious." He could be
exp elled from membership if he deceived the membership ". . . with regard to the use of borrowed
mo ney, becam e bankrupt or insolvent, or was convicted of a crime."
Each member had one vote. A comm ittee of
credit was responsible for approving or rejecting
loan applications. An elected council of adm inis'
De
di
"Canada ".
' In 1906 the
uebee Provincial Legislature unanimously p
an act favorab a to the development of credit unio n. Today
Canada has mo re c redit unions than the United s tates. The Credit
Union Movement, The World Council of Cred it Unions, Inc.,
University of Nebraska Press.
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"The uniform

tration admitted new shareholders, appointed and
supervised employees, adopted by -laws, and controlled the reserve funds. A committee of supervision, consisting of three shareholders, watched
the overall operation of the association. During the
first six years, they made loans totaling $200,000,
and did not lose one cent.9

accounting
system designed is a
simple one
USA, 1909
because the
credit union is
a simple form
of business
organization."

Credit Unions first came to this country in 1909
with the passage of the Massachusetts Credit Union
Act. It was not until the 1920s, however, that other
states began to enact credit union laws. Then,
during the Great Depression, with banks collapsing,
the idea of cooperative credit came to the front.
By 1933, all but twelve states had credit union
laws, all inconsistent with each other. Leaders of
the national movement worked toward federal legislation, because they believed that a federal law
permitting incorporation of more credit unions
would provide a long -range program aiding the entire
economy. The Federal Credit Union Act was passed
in 1934. Its mission was to promote thrift, and
provide credit for "... provident and productive
purposes."

Other Operations

CUNA
Now, with a federal law, there was a need for a
national organization and a constitution. A constitutional convention was held, by -laws adopted, and
the Credit Union National Association (CUNA)
was born. Controlled by delegates from the state
leagues, CUNA, over a period of approximately
fourteen years, raised the credit union movement
from an array of small, struggling local organizations into a national economic force.
CUNA set up a uniform accounting system for
all credit unions to follow and designed uniform
journals, ledgers, and forms. It organized a national
printing and supply house from which these supplies
could be purchased. As the laws governing the
world of finance became more complex, it hired
lawyers and accountants to keep abreast of new
developments, and to keep the movement advised.
A cooperative, CUNA Mutual Insurance Society,
was organized to take care of such insurance needs
as bonding, life insurance, loan protection, and
more recently, a group auto insurance plan available
to any credit union member.

Credit unions are required by federal law to remain operational in the face of disaster. A records
preservation requirement exists, and CUNA provides—free of charge —an underground vault in
Kansas for storage of microfilm.
Not to be left behind in an electronic age, the
CUNADATA branch is placing computers in various parts of the country. Their ultimate goal is to
make it feasible for even the newest - formed credit
union to use data processing methods. They are
preparing for the checkless, cashless society predicted for our future economy.
At present the National Credit Union Administration (NCUA) operates within the government,
administered by the Department of Health, Education, and Welfare. The Administrator is in Washington, D.C., with regional offices throughout the
country. Examiners from this regulatory body regularly visit credit unions, audit their books, and enforce federal regulations. NCUA authorizes new
federal charters, amendments of existing charters,
and has established a share insurance program to
protect members' shares up to $20,000 for each
depositor. Each credit union must meet federal
security standards, and an examiner checks regularly to see that these standards are maintained.

Credit Union Accounting

Conclusion

The uniform accounting system designed is a
simple one because the credit union is a simple form
of business organization. It deals in only one commodity— money. And with few exceptions it deals
only with its members. Bookkeeping records are
maintained to show how much money has been received from members for entrance fees, shares, pay-

There are now 27 million members of credit
unions in the United States, and their number is
growing rapidly. These "cooperative banks" have
moved from a humble beginning to their present
status, but much of their operation is still run by
volunteers. Loans are carefully made, though risks
are sometimes taken where needs are great. Their
loss ratio is small, the system worksl —Proof that
"little men ", banded together for self -help, willingly give their best to their organization.

- Ibid.
Credit Unions —Theory and Practice, Wayne State University
Press, Detroit, Mich.
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ments on loans, and payments on interest; and,,how
much money has been distributed to members for
loans and withdrawal of shares, or paid for operating expenses. The treasurer draws up an income
and expense statement each month —and one for
the entire year— showing the earnings (or losses)
realized in putting the members' money to work.
Using the same information, a balance sheet is prepared each month, showing the credit union's financial picture. Most records are kept on a modified
cash basis. Detailed accounting manuals available
from CUNA are written so that a person with little
accounting background can understand them, even
though substantial accounting knowledge and experience were necessary for their preparation.4
A complete revision of accounting principles became effective in January 1975. Under the former
regulations, all credit unions had to place a uniform
percent of gross income into their reserve accounts,
regardless of loss experience. Under the new rules,
is determined by individual loss experience.
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BOOKS

FOR THE MANAGEMENT ACCOUNTANT

The Basic Accounting Cycle

for the administrative use of accounting
Programmed Learning Aid, James Don and financial data in planning, controlEdwards, Roger H. Hermanson and ling, reporting, and measuring perforRoland F. Salmonson, Learning Systems mance. It also covers decision- making on
Company, Div. Richard D. Irwin Inc., a variety of capital investment and oper1975, 214 pp. —This Aid provides a self - ating problems.
review of the basic accounting cycle. It
Circle 6 on Inquiry Card.
offers the user the opportunity to determine if he has the ability and aptitude to
study accounting.
Environmental Analysis for ManageCircle 2 on Inquiry Card.

ment

Circle 8 on Inquiry Card.

The Cost of Crimes against Business
United States Department of Commerce,
Domestic and International Business Administration, 1975, 52 pp. —As an up.
date of the 1972 survey, this work is
useful for its breakdown of crime by
types and its analysis by industry.

concerns.

Circle 9 on Inquiry Card.

technical

James P. Baughman, George C. Lodge
and Howard W. Pifer III, Richard D.
Current Accounting Literature -1973 Irwin Inc., 1974, 716 pp. —Cases in this
Compiled by Amena Baig, Mansell In- book were developed at Harvard Business
School and are designed to help managers
formation/Publishing Limited, 1974, 276
pp. —This useful reference to books, pam- cope with economic, political, social and
phlets, and periodicals of current interest
was added to the major accounting liCircle 7 on Inquiry Card.
braries in the British Isles during 1973 as
compiled by the Library of the Institute
of Chartered Accountants in England and Legal Pitfalls in Firings and Layoffs
Wales.
Research Institute of America-Staff, The

Research Institute of America, Inc.
March 3, 1975, 24 pp.— Designed to
clarify your rights and your obligations,
and help you steer clear of the legal traps,
this book alerts you to the questions you
should raise with your attorney.

Management Analysis, Concepts, and
Cases
Third Edition, W. Warren Haynes,
Joseph L. Massie and Marc. J. Wallace

Circle 3 on Inquiry Card.

Accounting in Transition
Thomas J. Burns, Editor, College of Administrative Science, The Ohio State
University, 1974, 305 pp. —This work is
based on Stephen A. Zeff's 45 -year chronology of U.S. Standards. The various contributors bring out the institutional
changes in public accounting during the
period 1959-1974.
Circle 5 on Inquiry Card.

Accounting Handbook for Nonaccountants
Clarence B. Nickerson, Cahners Books,
1975, 589 pp. —This work is a reference
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REPORT WRITING

-

FORECASTING

-

MODELLING

-

CONSOLIDATIONS

STATISTICAL
ANALYSIS
MARKETING
ANALYSIS
DATA STORAGE
RETRIEVAL

-

FINANCIAL.
ANALYSIS

-

Circle 4 on Inquiry Card.

BUDGETING

-

Accounting Trends& Techniques
28th Edition, George Dick, Editor, American Institute of CPAs, 1974, 450 pp.—
The author has compiled data from a
survey of 600 annual reports to stockholders covering the period February 28,
1973- February 1, 1974.Significant trends
are revealed and accounting techniques
are illustrated by excerpts from the annual reports of surveyed companies.

-

PLANNING

ON LINE.
CAPABILITIES

kl4p
Developed by:
ABC Management Systems
Bellingham, Washington

ONE SYSTEM DOES IT ALL
AND IT'S SIMPLE AS

ABC
THE USER SYSTEM
ABC is a software package designed by
businessmen, for businessmen. It enables
non - computer trained people to harness
the power of the computer quickly and
easily. No special forms, no technical
Jargon, no delays, but a most powerful
reporting and analysis tool.
For more information on this remarkable
yet practical system, contact us now!

McCORMACK & DODGE CORPORATION
381 Elliot Street
Newton Upper Falls, MA 02164
(617) 965 -3750

Over 400 companies are successfully
using our software

Circle 10 on Inquiry Card.
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Jr., Prentice -Hall Inc., 1975, 684 pp.—
The authors view management as a series
of functions, behavioral processes, and
systems to facilitate a broader and more
complete treatment of management theory and practice. Actual cases and incidents are included.

reflects the major content areas and managerial concerns that organizations have
increasingly asked the author to deal with
during the past three years as a consultant.
Circle 13 on Inquiry Card.

Circle 11 on Inquiry Card.
The Executive Money Map
Corporate Planning and the Role of
Management Accountant
Editors: Philip Sadler and Alan Robson,
The Institute of Cost and Management
Accountants, 1975, 125 pp. —This book
is a practical guide to corporate planning,
written and edited by experienced practitioners, offering advice on selected major
areas of industrial and commercial planning activity.
Circle 12 on Inquiry Card
A Guide to Effective Management —
Practical Applications from Behavioral Science

Leslie E.This, Addison Wesley Publishing Company, 1974, 282 pp. —This book

David J. McLaughlin, Edited by Jonathan
Rinehart, McGraw -Hill Book Company,
1975, 252 pp. —The author attempts to
put the whole subject of pay plans in
perspective aiming to stimulate both executives and would -be executives to
ponder and formulate personal career
goals.
Circle 14 on Inquiry Card

International Business Systems
Perspectives
C. G. Alexandrides, School of Business
Administration, Georgia State University,
1973, 293 pp. —This book of .readings
stresses the importance of a systematic
approach to the study of international
business and world trade through the use

C.M.A.Review
For the second year, The Management Center of the College
of St. Thomas is planning guided review programs to assist
applicants preparing for the Certificate in Management Accounting examinations.
■ One sequence will consist of 20 three -hour sessions on
Tuesday evenings and Saturday mornings —March 30
through June 5, 1976.
■ The second series —new this year —will consist of correspondence guidance, beginning March 30, 1976, and intensive on- campus sessions, June 1 -5, 1976.

of simulation, model building and computer methodologies.
Circle 16 on Inquiry Card.

Accountant's Factomatic
Prentice -H211 Editorial Staff, Prentice Hall Inc., 1975, 437 pp. —A collection of
articles by authors and practitioners, this
work illustrates techniques used in managing an accounting practice and in rendering special services.
Circle 17 on Inquiry Card.

Contemporary Labor Economics
Juanita M. Kreps, Gerald G. Somers, and
Richard Perlman, Wadsworth Publishing
Company, 1974, 553 pp. —This volume
covers the most recent issues in the labor
market. It describes and evaluates the
most recent policies enacted or proposed
as solutions to labor market problems.
Circle 18 on Inquiry Card.

The Frightening Angels, A Study of
U. S. Multinationals in Developing
Nations
Anant R. Negandhi and S. Benjamin
Prasad, The Kent State University Press,
1975, 249 pp. —This is a report on the
findings of a large scale study on the
operations of multinational corporations
in Argentina, Brazil, India, the Philippines, and Uruguay. It compares management practices of U.S. subsidiaries and
comparable local firms.
Circle 19 on Inquiry Card.

Finance as a Dynamic Process
Edwin J. Elton and Martin J. Gruber,
Prentice -Hall Inc., 1975, 159 pp. —This
book describes the development of multi period models and undertakes to synthesize and extend their use in finance.
Circle 20 on Inquiry Card.

For registration or further information,
contact before March 1, 1976:

The Management Center
College of St. Thomas
St. Pau I, M N 55105
(612) 647 -5675
Circle 15 on Inquiry Card.

Management Information Systems
Gordon B. Davis, McGraw -Hill Book
Co., 1974, 482 pp. —The computer has
added a new and powerful technology to
information systems. This text attempts
to provide a comprehensive conceptual
and structural foundation for the study of
MIS.
Circle 21 on Inquiry Card.
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CMA REVIEW
THE MONSANTO EXPERIENCE
How a major industrial company, a university and an NAA
chapter cooperated in an ambitious program to prepare
accountants for the CMA examination.
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• Foster higher educational and professional
standards in the field of management accounting:
• Support the Institute of Management Accounting in its program to recognize professional competence and educational attainment;
• Establish Monsanto as a leader in its endeavor
to assist educators in fostering higher educational standards for management accountants
of the future;
• Provide additional opportunity —and recognition —for high potential Monsanto employees.

J. E. HASTINGS
St. Louis Chapter
7974, is Manager of
Operations

The training and development of accountants within Monsanto is a key responsibility of its managers.
Their interest and dedication to this responsibility, coupled with a close NAA working relationship with faculty members at the University of
Missouri -St. Louis, led to the establishment of a
program on the Monsanto World Headquarters
Campus in support of the Certificate in Management Accounting program.
The idea for the Monsanto program grew out of
a realization of the far reaching implications of
CMA and was fostered by the challenging environment at Monsanto that encourages new
ideas, new methods and improvements. At Monsanto, nothing has higher priority than the creation of
an environment in which individuals have the
maximum opportunity to realize their full potential.
Some of the basic principles of the Monsanto
management philosophy designed to stimulate employee commitment are:
• Orientation toward results
The most effective management measurement
is that which measures the accomplishment of
the result toward which the individual is
working,
• Commit to make people successful
It is the basic responsibility of all managers to
make their people successful. The obligations
of each manager in the company in this regard
are substantial. Participating in setting objec-

tives, training and giving appropriate recognition are but some of the responsibilities a
manager must fulfill.
Providing leadership, encouraging and developing enthusiasm are other elements in the total
pattern of making people successful.
Early in the fourth quarter of 1974, a new
approach to the training and development of
financial personnel was initiated. In cooperation
with the University's Extension School of Business
Administration and the St. Louis NAA Chapter,
and with enthusiastic support from company management, a new program was created which will
provide an ever - increasing number of CMAs at
Monsanto.
The program is designed to:

Accounting

By John E. Hastings, Jr., Albert P. Ameiss,
and Charles R. Kuehl

with Monsanto
Industrial Chemicals
Co., an operating unit
of Monsanto Co. He
holds a B.S. degree in
accounting from
Spring Hill College,
Mobile, Ala,
ALBERT P. AMEISS
St. Louis Chapter
1971, is an Associate
Professor, Accounting,
with the School of
Business
Administration,
University of Missouri
—St. Louis. He holds
B.S., M.S., and Ph. D.
degrees from St. Louis
University.
This article was
submitted through the
St. Louis Chapter.

The authors wish to acknowledge the help and cooperation of
Sam R. Lloyd, Amistant Dean of Extension, at the University of
Missouri-St. Louis, in the preparation of this article.
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C. R. KUEHL 200 Hours of Preparation
PROFILE

CANDIDATE

Exhibit1
Number

sitting for five -part

degrees

Foreign

Undergraduate

Candidates

degree

Number

elapsed

examination

30
....................
Av e r a g e a g e . . . . . . . . . . . . . . . . . . . . . . 31
Average
of years
since last
7
................
with:
degrees . . . . . . . . . . . 29
Advanced degrees . . . . . . . . . . . . . . . 9
I
.................
Candidates employed as:
Teachers . . . . . . . . . . . . . . . . . . . . . . 1
Industrial Accountants . . . . . . . . . . . 24
Commercial Accountants . . . . . . . . . 5
participating in
Review Course . . . . . . . . . . . . . . . . . . . 23
Companies
6
............
Monsanto)

candidates

furnishing

Candidates

To carry out the objectives of the program, an
intensive refresher course was established. The
initial class was composed of Monsanto employees
from all operating units who were recommended
by their respective controllers, and NAA chapter
members. The full tuition and examination costs
for Monsanto employees were paid by the company.
( See Exhibit I).
The course was conducted twice weekly during
the months of March, April and May and consisted
of 22 sessions from 5:30 p.m. to 8:00 p.m. Four
Saturday sessions, one involving a six -hour simulated
final examination, supplemented the schedule. Later
the program was expanded to 30 sessions.
The course was intensive, demanding in excess of
200 hours of classroom participation and study for
each student. After the class was organized, the
program was reviewed with the chapter president
and previewed with chapter members at a regular
chapter technical session. Nine instructors from the
University taught the course.
The reference books used in the course were Cost
Accounting, A Managerial Emphasis, and Accounting for Management Control by Charles T.
Horngren; U.S. Master Tax Guide; Economics, An
Introduction to Analysis and Policy by George L.
Bach; Management of Organizational Behavior by
Paul Hersey and Kenneth H. Blanchard; Financial
Management and Policy by James C. Van Horn;
Essentials of Managerial Finance, 3rd Edition, by

(including

is an Assistant
Professor of
Management at the
University of
Missouri —St. Louis,
with a Ph.D from
the University of
Iowa.

J. Fred Weston and Eugene F. Brigham; Principles
of Auditing by Walter B. Meigs, John E. Larsen
and Robert F. Meigs, and "Statement on Auditing
Standards," American Institute of CPAs.
The program also provides CMA certificate
holders within Monsanto and NAA the opportunity
to maintain certificate proficiency requirements
through special seminars and two workshops on
campus.

One of the authors, Dr. Ameiss, conducts class for financial personnel
enrolled in the CMA review course at Monsanto headquarters. Dr.
Emery Turner, dean of the School of Business Administration at the
University of St. Louis, is seated at his left.
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Evaluation of the CMA Review
The syllabus for the program was designed to
provide the broadest coverage possible within the
three -month period immediately preceding the
CMA examination. An analysis of previous CMA
examinations and published reports from various
critics of such examinations suggested the emphasis
that was provided in the syllabus.
In retrospect, too much emphasis was placed on
cost and managerial accounting. Taking into account the respective backgrounds of the students,
revisions were made to the schedule after one
month, allocating less time to such accounting
topics and more to decision analysis. The assignment of reading materials was also too heavy, considering the time available. Most participants, all
of whom have full -time, responsible positions, did
not have ample time to review the reading materials, prior to the lectures. It was difficult to
accurately gauge the respective weights which
should be assigned to the five parts of the examination. Nevertheless, every consideration was given to
a balanced program, with ample coverage in all key
areas.
At the conclusion of the course, participants were
given a review evaluation form with provision for
answering several key questions.
In response to the question, "To what extent did
this course meet your needs ?," three categories of
answers were provided. Three students responded
very well, eighteen adequately and four inadequately. A number of comments were received in
support of these answers. One indicated that the
course touched on 80 to 90 percent of the information in the test.
One participant stated that for those subject
areas in which he was strong in college the course
was a good refresher, but in his weaker subject areas
the course was not as much help. A participant who
had checked very well indicated that the subject
matter covered and the instructors were excellent,
but that more time was needed in some areas to
read and work problems.
Another comment was that the subject area was
so broad that "it is extremely hard to pin down
what you need to cover." For instance, earlier examinations had placed more emphasis on economics
than finance but this time (June 1975) the opposite
was true. Another participant reported that the
course was a very good refresher course for individuals who have been out of school for a number of
years. Another stated that the course represented
an excellent review of items from MBA programs
and first time exposure to internal and external
auditing, as well as in depth tax matters, FASB
standards and APB opinions.
One individual commented that the CMA examination was the most difficult by far that he has
taken and, only three months of study in preparation is just not adequate. He Felt most of the reading should have been completed before the course
began to allow concentration on in depth study
during course time.
MANAGEM ENT ACCOUNTING/ FEBRUARY 1976

Bill King, left, a Monsanto employee, is
congratulated by Dr. Emery Turner for
completing the CMA review course.
Looking on is John Hastings, author and
coordinator for the program.

Recommendations for Future
A number of changes were recommended but
a common theme running through comments was
that the course be extended from three to six
months. One reason for this recommendation was
that the two meetings each week made it extremely
difficult for those who had to travel during the week
to attend, much less find adequate time for the
reading and problem - solving required as homework.
The simulated examination was found to be helpful
by a number of students, but the consensus was
that the one overall review examination be eliminated in favor of five examinations —one for each
part of the examination —to be given at the conclusion of each topic and proctored by the professor
in charge of that particular part.
A very important recommendation was made that
the CMA review course be divided into five discrete
parts, comparable to free - standing college courses,
so that a person could enroll only in those in which
he felt weak or which he failed to pass the first
time. The observation was also made that many
topics on the examination are contemporary issues
and therefore the emphasis should be on such issues
both in class and in the simulated examinations.
Examples given were the switch to LIFO inventories and price- adjusted financial statements,
which were the subjects of much discussion during
the last year. Other recommendations included:
• Distribute reading assignments three months
in advance of the start of the course, with more
emphasis on non - accounting areas. Instructors
should hand out copies of their lectures so that
students could concentrate more on actual
lectures.
• Provide an outline to the students at the
beginning of each lecture —as was done originally by some of the instructors.
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"The
accountant can
no longer
isolate himself
from the
reality that
management
is the art of
getting things
done through
people."

• Give simulated examinations for each specific
part at the conclusion of the topic, not so
much for the mark, but rather to train the
individual to compete under stress conditions.
Should the Monsanto Program Be Continued?
It was unanimously agreed that the value of the
course was worthy of the tremendous personal effort
required. All indicated that the review course should
be continued. Typical comments were, "This program is one of the most interesting and challenging
that I have ever been involved in, and really stimulates the thinking process." "I feel it was well worth
my time and the company's money. I gained knowledge that will be invaluable to my position at
Monsanto." Another reported that the course,
"Raised the level of professionalism toward my
position in finance and gave encouragement toward
further advancement."
As a result of the feedback from course participants, a number of changes have been planned for
the next offering of the CMA review course. Following the order suggested by previous participants,
the syllabus was revised. Each part of the examination will be available as a unit or block of meetings
terminating with a simulated examination on Saturday morning, and a critique by the professor in
charge in the afternoon. More emphasis will be
placed on problem solving and a reduction will be
made in assignillents. One book will be used for
each part, augmented by reading assignments.
Art of Getting Things Done
One of the unique features of the CMA examination developed by the Institute of Management
Accounting is the emphasis placed on non- accounting disciplines, such as Economics, Behavioral
Management, and Decision Analysis. While this
approach adds much to the scope and professionalism of the examination, it poses a major problem to
the students and the professors in their mutual
effort to meet the examination requirements of
these disciplines. As noted earlier, the average age
of the participants in the review course was thirtyone. Although some of the accountants had completed a master's degree program in business, most
had been away from these disciplines for well over
five years and had little contact with them in their
accounting work.
Instructors were therefore faced with a major
problem of selectivity in attempting to give the
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student an adequate review in the period allocated.
A first -hand view of the problem is that of Professor Charles Kuehl who conducted the classes in
Management Behavior. Obviously, time would not
permit the thorough kind of indoctrination possible
in one or two university semesters, covering a
period of three to six months. Therefore, what
should the management accountant be aware of
with regard to the behavioral sciences? The ultimate
decision was to place major emphasis on the behavioral aspects of motivation and decision - making.
In addition, it was decided to include topics of a
more general nature, such as leadership, theories of
organization and business ethics.
Possible reasons for lack of managerial motivation
were explored through an analysis of two categories
of motivation theory, those pertaining to content
and those dealing with process. By studying the
content theories of motivation, the students were
given exposure to the underlying needs or motives
experienced by operating management. Once the
basic drives are better understood by accountants, a
greater rapport becomes evident at all levels of the
organizational structure.
Dr. Kuehl concluded that this exemplifies the
complex role of the non - accounting disciplines in
the CMA examination. The accountant can no
longer isolate himself from the reality that management is the art of getting things done through
people. Only by acquiring that art, and understanding people —and the pressures under which they
work —does the management accountant exhibit
the degree of professionalism demanded in today's
business world.
The final proof of the effectiveness of the program may rest upon the success or failure of the
students in passing the examination. The philosophy behind the program, nevertheless, is to assist
highly motivated corporate accounting personnel
to become more professional in all aspects of managerial accounting. The three -month venture was a
refreshing, if perhaps exhausting, experience. It
created a new dimension in professional development, measured in terms of personal satisfaction
and pride in accomplishment. In addition, it did
afford financial personnel from all Monsanto units
an opportunity to apply in a tangible way the many
basic principles of the Monsanto Management
style. As for the future, Monsanto intends to
vigorously support the program leading to the
Certificate in Management Accounting.
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CEP IS ACCREDITED
A national organization, the Continuing Education Council, has
granted accreditation to NAA's Continuing Education Program.

The Continuing Education Program of the Association has
been granted accreditation by a national accrediting organization called the Continuing Education Council. The accreditation was granted after the program passed the organization's
evaluation audit.
According to the Continuing Education Council, accreditation means that the Continuing Education Program:
• Offers a sound and up-to -date program;
• Clearly and truthfully describes its courses;
• Employs well qualified educational personnel;
• Utilizes effective instructional models;
• Carefully controls the quality of instruction;
• Continually evaluates the quality of its program;
• Produces satisfactory results;
• Is ethical in all its relationships.

referring to the CEP program in informational and promotional
materials. The designation applies only to the Continuing Education Program and not to any other educational programs
offered by NAA.
To qualify for accreditation, the Association had to submit
a thorough analytical Self- Evaluation of its program according
to the guidelines laid down by the Council. Subsequently, an
examining team in an on -site inspection made a fact- finding
inquiry into all aspects of the program. According to the Council, "Essentially it makes an audit of how well the analytic self evaluation was done." This report and other information was
used by the Council's Accrediting Commission in making its
decision to accredit the CEP program.

About the CEC

Angelo M. Spinazzola (right), president
of the Continuing Education Council,
presents Certificate of Accreditation to
NAA Managing Director John E.
Vavasour, marking official accreditation
of the Continuing Education Program.

The Continuing Educational Council, which has its headquarters in Richmond, Va., was incorporated in 1974 as a
national nonprofit organization designed to promote high
quality in continuing education programs, identify such quality,
and vouch for it. It expects to achieve its purpbses primarily
through its accreditation activities and related consultation.
Formation of the Council grew out of a feasibility study
which identified a number of organizations which desired accreditation for a variety of reasons. For example, accreditation
is commonly desired: to provide a self- improvement process
through evaluation, planning and consultation; to gain outside
validation for programs; to improve a program's public image;
to meet requirements of those businesses which approve only
accredited courses for reimbursement for their personnel; and to
qualify under certain state and federal laws and regulations.
As defined by the Council, continuing education "is inservice, upgrading or updating general education, vocational
education, or education supportive of career or personal development. Continuing education includes that education made
necessary by the advance of knowledge. It follows earlier general
education and /or education preparatory to entrance into adult
activities."
NAA has given its support to the new organization. Managing
Director John E. Vavasour is serving as vice president and a
member of its Board of Directors. NAA's Director of Technical
Services Don Keller is on its Accrediting Commission but did
not participate in the evaluation of, or voting on, the CEP
program. Angelo M. Spinazzola is the President of the Council
and Dr. Homer Kempfer is its executive director.
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As a result of the Council's action, NAA may use the wording,
"Accredited by the Continuing Education Council," when

Some habits

are good habits...
For example, participation in NAA activities is a good business habit.
Do it. You'll be glad you did.
Few men or women successful in business reached the top without
"making a habit" of continuing education. They made time to read
the best magazines in their field. They made sure they had time to
participate in at least one association attuned to their needs. They
used the services of their association as tools to define and achieve
career goals.
And they did these things consistently. That's what made them
different from those who dropped off along the way.
NAA wants to serve you throughout your career.
Make us one of your good habits.

NAA
a good habit
. . .

:

National Association of Accountants
919 Third Avenue, New York, N.Y. 10022
(212) 759 -3444

P.S. And NAA is too good not to share. Sign up a friend or associate TODAY.

Chapter I Member News
dent, is now management consultant with
Peat, Marwick, Mitchell & Co.
D. L. BURNHAM, Chicago, was elected
vice president and chief financial officer
of Bunker Ramo Corp. He is also controller.
RAYMOND S. BRIERLY, Cuyahoga Valley,
is the new controller of Solsound, Inc.
BILL K. BRYAN, Danbury Area, has been
appointed vice president of manufacturing
for Amphenol RF Division of Bunker
Ramo Corp.
BRIAN K. CASEY, Detroit, has been ap.
pointed controller of Bay City Bank &
Trust Co.... WILLIS G. CLARK is now a
senior partner, Clark & Powell.... WYNN
C. MILLER was promoted to audit officer,
Manufacturers National Bank of Detroit.

Emeritus Life Associates
The designation of Emeritus Life Associate
is made available to retired members who
have had 24 years of active service, or ten
years of active service including jive 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.

R. LESLIE ASHFORD, Binghamton, past
president.
LELAND L. BAKER, Miami.
GERALD R. BARTRAM, New Haven.
VINCENT P. BROWN, Chicago, past president.
PAUL A. BUSCH, Cincinnati, past president; national vice president, 1968 -69.
Stuart Cameron McLeod Society.
J. H. CLAYWELL, Battle Creek.
HUBERT L. DYER, Lufkin - Nacogdoches
Area.
PHILIP D. Fox, Philadelphia.
ARTHUR W. GAST, Northern Wisconsin,
past president.
DENNIS W. HAGGERTY, Bangor- WaterVille .

ROBERT A. HAIL, Hartford.
MRS. THAMA B. HILL, Portland- Willamette.
L. GUY HUNT, Richmond, past president.
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WARREN L. JOHNSON,St. Paul.
A. V. LAFAVE, Florida West Central.
BART J. LoSCHiAVo, Blue Grass Area,
past president.
JOSEPH B. MAYS, SR., South Birmingham.
WILLIAM H. MERS, Cincinnati, past
president.
LESTER R. NARAGON, Western Wayne.
WILLIAM B. NOLAND, San Francisco.
A. GEORGE PETRIE, New York; New
Orleans past president. SCMS.
RICHARD K. PORTMAN, Indianapolis, past
president. SCMS.
GEORGE
T. RILEY, Birmingham.
WALLACE J. SHERLOCK, Hartford.
WALTERS S. SUTTON, Kansas City.
GEORGE C. WATT, Morristown; West
Bergen- Passaic past president. SCMS.
ARCHIE H. WEINDORF, Chicago.
Promotions and New Positions
STANLEY P. OLEJARCZYK, Anderson Area
recently was promoted to division controller for the Tackle/Fiberglass Div.,
True Temper Corp.
EUGENE W. SAWHILL, Atlanta North,
has been promoted to assistant controller
of the Credit Bureau, Inc.
RICHARD J. STILL, Brunswick Area presi-

PATRICK T. LuM, Hawaii, was named
controller of Aaron M. Chaney, Inc.
Two Knoxville members have been
named at A & E Plasti -Line. JOHN H.
BAILEY was named manager of cost accounting, and R. MICHAEL BROWNING,
manager of general accounting.
DONALD H. BADE, Massachusetts North
Shore, is now comptroller at Phillips
Academy, Andover, Mass.
Aar.

In Rhode island, Nicholas Picchione (center) was named Small
Businessman of the Year for 1975. He is a past national vice
president of NAA. Flanking him are Governor Philip W. Noel
(left) and Charles f. Fogarty, state director of the Small Business
Administration.

EDMUND M. Rossi, Essex County, has
been appointed corporate vice president
of finance, Mack Drug Stores.

,

:i_

11

ROSSI
Essex County

OCHALEK
Milwaukee

C. E. PFEIFER, JR., Member -at- Large,
Australia, has been elected assistant
treasurer of Aluminum Company of
America.
JOSEPHM. OCHALEK, JR.,Milwaukee, has
been appointed controller at Associated
Spring's Milwaukee Division.
CHARLES H. ZWICKER, New York, has
been named James F. Bender professor of
Accountancy and Money Management,
School of Professional Accountancy, at
the C. W. Post Center of Long Island
University. He is dean of the School of
Professional Accountancy.
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JAY F. BUFFAN, Niagara, has been promoted to controller, Gibralter Steel.
W. A. SULLIVAN, North Penn, has been
appointed controller, the Hallowell Div.,
Standard Pressed Steel.

Time Off

JAMES A. CLARK, Philadelphia, has been
promoted to financial manager, Natural
Resources Dept., FMC Corp.
GUILLERMO LATINAZO, Philippine Inter national, was promoted to vice president
for administration, Benguet Consolidated
Mines, Inc.
HOWELL A. BREEDLOVE, JR.,Pittsburgh,
has been appointed executive vice president of Copperweld Corp.... OLIN J.
McGILL, has been elected vice president
of Gulf Oil Corp.
L. BARTON ALEXANDER, Portland- Willamette, was elected a vice president and
director at Electro Scientific Industries.
ROMAN P. FEDIRKA, JR., Providence,
recently was promoted to group controller of Textron Corp.
ALEXANDER J. SZABLOWSIAI, Reading past
president, has been named treasurer of
Kooly Kupp, Inc.
ADOLPH B. ZUCH, Rochester, has been
"Would you read those figures again, Vern? They didn't seem to make much
sense."

WE'VE
DISCOVERED
A NEW KIND
OF GOLD MINE.

How's That Again?
Or Freudian Footnotes
Anyone who has ever had anything to
do with publishing knows of the exasperating tendency of gremlins, otherwise known as "typos ", to creep into
printed copy. These annoying, sometimes humorous, typographical errors
are an occupational hazard in the
publishing industry and editors can
only grin and bear them. Here's a little
gem that brought smiles in the NAA
national office recently: Last Fall Executive Director W. M. Young, Jr.,
was the emergency substitute speaker
at the technical meeting of a chapter
which will remain nameless. In its
newsletter announcing the speaker,
the editor generously expounded on
the E. D.'s education, career and
service with the Association. A photograph was published along side the

Without any actual cost, we have made
many of the major corporations a little
richer. Hundreds of thousands of dollars
richer, And we can do the same for you.
(Ask for our list).
We are recovery specialists that offer a
unique, one -of -a -kind auditing service for
transportation over - charges. Our fee
a portion of the monies we recover. . . .
For your company, this service can be as
good as finding a gold mine.
MAIL THE COUPON TODAYI
YOU'VE NOTHING TO LOSEI

I

150 Main Street Beacon,
ncoa N. Y. 12508
(914) 831-4850
Ge ntleman :
1 wo ul d like

to

your spec iali zed

find out

more

about

recovery service.

Na me

biography. Then the editor finished
the introduction in a rush of enthusiasm and it came out like this:
"Let's have a great turn -out to welcome our extinguished guest."
When he stopped chuckling, the
E. D., recalling Mark Twain's famous
statement, wrote to a chapter member: "the news of my extinguishment
is highly exaggerated."

Accounting on the Couch
To balance the ledger —and show that
chapters are not the only Ones to commit boo - boos —we submit the following exhibit from the October 1975 issue Of MANAGEMENT ACCOUNTING.
"2. LIFO matches end of year costs
with all year revenues, not current
costs with current revenues as prescribed by generally accepted accounting
therapy."

I

F irm
Address
Cit y
State

Zip

Phone

Circle 22 on Inquiry Card.
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controller�—�credit

appointed

manager,

THE UNIVERSITY OF ALARA111A

Hub Oil Co.
JO HN

B. MAJORS, Sabine, is now supervisor of payroll for the City of Lake
Charles, La.

n�THIRD
vNUni,

W I L L I A M J . PARRISH, Saginaw Valley, has
been named assistant controller at Bay
Valley Inn.

AN INTENSIVE REVIEW COURSE FOR THE CERTIFICATE IN
MANAGEMENT ACCOUNTING TO BE HELD ON THE CAMPUS
OF THE UNIVERSITY OF ALABAMA UNDER THE DIRECTION
OF EXPER IENCED P ROFESSO RS AND S PONSORED BY THE
ACCOUNTING AND INFORMATION SYSTEMS DEPARTMENT
AND THE DIVISION OF CONTINUING EDUCATION.

Salt Lake Area, has
been promoted to manager of H. M.
Draper & Sons Planing Mill.... JUDITH
R. MOWER is treasurer of Crossroads
Urban Center.
C HAR LES H . EAG ER ,

LES LIE

L.

SNYDER ,

JR . ,

S a ll

Part I
Part. II
Part III

Jo a q u in

Valley, is now controller fo r In tern atio nal

Part IV

Foodservice.
J AI M E

J.

B AR C E L O ,

Sa l l

Juan,

was promoted to vice president- finance of Phelps

Dodge Puerto Rico Corp.... FILIBERTO
N.

RODRIGUEZ

is now controller of the
International Division of American
Optical�—Latin �Am erica.
LAW R EN C E

E.

DEL GR EG O,

Springfield ,

is

now controller at Burt Printing Co.
J. D. KIMES, St. Louis, has been appointed vice president and treasurer of Contico
International, Inc., and WILLIS P OUNDS

Part V

CM

A

1D
JLU� � � � rj 1f
JL1G
1G�

(May�3�-4)—�Economics�and�Business�Finance........�$ 60
(May�5�-6)�—�Organization�and�Behavior,�Including
Ethical Considerations ...............i............$60
(May�7�-8)—�Public�Reporting�Standards,
Au d it i ng an d Taxes
................$60
(May�10�-12)—�Periodic�Reporting�for�Internal
and External Purposes ........................$75
(May�13�-15)—�Decision�Analysis,�Including�Modeling and Information Systems ............$75

YOU MA Y REG ISTER FO R A NY OR A LL OF TH E A BOV E PAR TS
—�Registration�is�limited. To re serve a place, send a let ter s tatin g the
parts for which you wish to enroll. Fees must be received by
Ap ril 1, 1976.
T h e CMA Revie w te xt of study suggestions, reading assignments,
questions, problems, solutions and articles is available in advance
fo r a fee of $18.
—Fo r�res ervatio ns�or�a ddition al�info rm ation �write:
Course Coordinator
CMA Review
Box AD
University, Alabam a 35486

was nam ed co ntroller.
Circle 23 on Inquiry Card.

BREEDLOVE
Pitts burgh
S HELDO N

M.

CORPORATE
CASH MANAGEMENT

McGILL
Pitts burgh

BEARR OO D,

St. Paul,

re-

cently was promoted to corporation
manager of general accounting, Data
1 0 0 C o r p . . . . ED W A R D A . W A S C HB US C H

is now U. S. manufacturing operations
administration manager, Medtronic, Inc.
M C N E I L , S o u t h e r n Main e,
is now a partn er in Co o pers & Ly b ran d ,
Portland. . . . MICHAEL T. SAVAGE was
promoted to com ptro ller of Retail Financial Service at Hann aford Brothers.

Send today for our new 14 page booklet which
details how to use our Money Market Trust to
manage idle corporate cash. For our booklet
and a prospectus, please write or call.
CALL TOLL FREE: (800) 225 -6190

KE N NE T H E .

R O BER T P EN NO N E,

Suisse Romantic,

ha s

been nam ed a partn er, Delo itte Haskin s
& Sells, Geneva.

M ARK E. BovA, Sy racu se, has been promoted to assistant treasurer o f Fair City
Sa yings & Lo a n. . . . R I C HAR D P . MI LLER

has joined Erie International, Inc., as vice
pr e s i d e n t - f i na nc e .

CH AR L E S

J.

RUSSELL recently was promoted to senior
tax accountant, Agway, Inc.
Continued on next page

In Massachusetts call collect (617) 726 -0650

Fidelih Daily Inc o nx Ihut
15 ( ongress Street
P 0. Box 932. Boston. Mass. 02103 Dept. BM60201

Name
Company—_-

FIDELIT Y D AILY INCOME TRUST

Address
City

State

Zip

Telephonethe Trust seeks as high a level occurrent income as is consistent with the conservation 4 capital and hgmdit h�
y
investing in certain money market instruments.

Circle 24 on Inquiry Card.

ACCOUNTANTS
WANTED
Walklin & Co., Inc. is offering exclusive franchise territories to qualified
individuals desiring financial success
and the independence of owning their
own firm. Millions of small and medium-sized businesses need accounting, fiscal consulting and tax services.
High annual income potential. $5,000
investment.

WALKLIN & CO., INC.
6750 N. 19th Avenue
Suite 0
Phoenix, Arizona 85015
(602) 242 -5700
NAME

-------------- � �A
D
D

In Memoriam
L. BAS T O N, 88 , New Haven, 1955.
Emeritus Life Associate.
HE NR Y

R. S. CARSON, 59, Los Angeles, 1964.
B. C HAR LES , 74, Lancaster, 1943. ELA.
L . L . F L E M M I N G , 7 4 , Lancaster, past
president, 1931. Stuart Cameron McLeod
Society. ELA.
C U R T I s S . F U L L M E R , 5 4 , Buffalo, 1975.
R . C . G E R T E , 77, Bridgeport, 1938, ELA.
A R T H U R F . LAC KEY, 5 7 , Catawba Valley,
1970.
L. M. NABLo, 70, Buffalo, 1941. ELA.
P.

S.

REAGAN,

59 ,

Worcester
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65, Richmond, past
president. Past National Vice President,
SCMS.
EDW AR D C . S C HLEINIER , 46, Saginaw
Valley past president, 1961. Member of
Committee on Socio- Economic Programs.
C HAR LES D . SANDS,

—

O
a
D
a

A C C O UN TI NG

Area, 1941.

ADDRESS

STATE

chang
ing
your
address'?
To ins ure
uninte rrup te d

WI L LI A M

PHONE

CITY -

Western Montana,
has been promoted to controller for the
Forest Resource Dept., division of Intermountain Co.

C H A R L E S E . V AL A C H ,

(Ple ase pri nt o r ty pe)

Na me
Ne w A dd r e s s

C i ty

St a t e

Circle 25 On Inquiry Card.

MEMOMAL
EDucAnON

FuND
"IN REMEMBRANCE OF"
a father, a son, a spouse, a partner

What better way is there to memorialize
someone whose career has been devoted
to Management Accounting?

Make a contribution to the NAA Memorial
Education Fund in remembrance of someone
special.

Zi p

95I

9

A complete library of
every NAA publication
High on the list of NAA accomplishments has been the steady
output of Research Reports, Accounting Practice Reports,
Research Studies, and other literature developed and published
by the Association.
Now,❑you❑may❑purchase❑the❑complete❑NAA❑Superlibrary❑—
every❑title❑listed❑in❑the❑latest❑NAA❑"Publications"❑catalog❑—
at a special set -up- your - own - library price of $219.95, delivered.
(Shipping charges will be added where air shipment is
requested.) Purchased individually, these titles would cost
$334.64.
Included are 28 Research Reports, 13 Accounting
Practice Reports, 14 Research Monographs, 21 other research
studies and general interest books, 6 Cumulative Indices
identifying all material ever published in the NAA
BULLETIN and MANAGEMENT ACCOUNTING, and copies of
the 1972, 1973 and 1974 Certificate in Management
Accounting Examinations' questions and answers.
To order your Superlibrary, use coupon below, and send check
or money order (or purchase order if a company) to:
National Association of Accountants, Special Order Dept.
919 Third Avenue, New York, N.Y. 10022
PLEASE SEND SUPERLIBRARY TO:
Date
Name
Company
Shipping Address
City

State

Zip

*Country
❑ ❑NAA❑Member
We enclose check for $219.95 ❑ ❑U.S.A.
❑ ❑Nonmember
*we enclose check for $234.95 El Outside U.S.A.
— ❑ — ❑ — ❑ ❑Purchase❑order❑enclosed.❑Please❑invoice.

At Robert Half,
ourcounselorsare
accountants.bankersand
systemsmanagers.
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.

ROSE -RT ""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 26 on Inquiry Card.

