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PRESIDENT'S PERSPECTIVE

Reevaluating Our
Programs
It is a most challenging opportunity to be elected President of
this Association during our country's Bicentennial year.
Traditionally, an election year provokes public thinking about
basic issues. During such periods, we are given a chance to
reevaluate our positions.
Simply put, from NAA's viewpoint, it's time to ask questions.
Where are we? Where are we going? Where should we be going?
One of our basic objectives will be to evaluate the state of our
Association. This will include a thorough examination, a cost effective analysis so to speak, of all our programs and services to
insure that they are accomplishing their desired purposes and
that we are making economical and efficient use of our resources.
The benchmark for this evaluation is the report of our
Committee on Long -Range Objectives that was published in
1968. How many of these objectives have we accomplished?
What remains to be done? What objectives need to be updated
to stay current with modern trends? What, if any, new programs
should we be introducing?
These are the sort of questions that the National Committees
will be wrestling with during the next year. We want to be sure
that NAA is really functioning as it should. Your recommendations
and suggestions in this effort will be most welcome.

GEORGE D. GEE
President, 1976 -77
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The Nationalization of Accounting?
Accountants, we believe, are not normally plagued by anxieties that
cause them to constantly glance over their shoulders. Yet the spate
of activism by Federal agencies in the field of accounting — including
especially the recent action of the Securities and Exchange Commission —has left many in a state of confusion, fear and bitter frustration.
Some of these emotions were displayed in the replies to the
survey that NAA conducted to find out what impact the new ruling
on replacement cost accounting would have on corporations. (See
page 5). The reverberations of the rule were still being felt when
the action of Arthur Andersen & Co, in throwing down the gauntlet
in front of the SEC created a new shock wave.
In challenging the SEC, Arthur Andersen is striving to seek some
clarification of who is really in charge of setting accounting rules.
Its petition took dead aim at Accounting Series Release No. 150 in
which the Commission officially recognized FASB statemen ts as a
source of "substantial authoritative support" in determining accounting practices. In calling for the revoking of this release, the

CPA firm said that its position was consistent with the Wheat Committee "when it wisely decided that the FASB should not seek the
formal support of the Securities Acts for its pronouncements because
this would inevitably lead to more and more governmental rule making and intervention."
Arthur Andersen also urged the SEC to revoke ASR No. 177 which
requires that with respect to a corporate accounting change the
au di to r mu st s tate wheth er o r no t th e ch an ge i s to an alternative
principle which in his judgment is preferable under the circumstances. Says Andersen: "The effect of this new requirement will
be for the arena of establishing accounting principles to move from

the FASB to the auditing firms and then to the SEC."
As more government agencies continue to promulgate accounting regulations, we wonder how long before the Nth regulation is
issued. The demise of private initiatives in accounting only to be
supplanted by a dead legalistic standardization bodes ill for corporations. When we view the distortion and damage that has been done
to the railroad and airline industries by Federal regulators, it is not
pleasant to contemplate what would happen to all of American
industry if the Government calls the tune on record - keeping and
accounting disclosure.
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SPECIAL NAA SURVEY

CORPORATIONS DOUBT
USEFULNESS OF REPLACEMENT
COST DATA, SURVEY SHOWS
Many chief financial officers believe SEC's ruling requiring replacement cost data will
prove costly to implement, mislead investors and further aggravate the equity market. They
also fear that the ruling will "fan the fires of inflation," according to a survey conducted
by the National Association of Accountants.

The new SEC ruling requiring disclosure of current replace- investors more cautious (24%) or have no effect at all (22%).
ment cost information has provoked strong resentment among And nearly one half of the respondents (48 %) were unable to
chief financial officers, according to an NAA survey of 279 of estimate what effect the SEC rule would have on any decisions
made by investors.
the country's top corporations.
What's more, manv said the SEC rule will prove costly to
implement, mislead investors, further aggravate the equity How Much Will It Cost?
The cost of implementing the SEC rule would increase
market, and open the door to "wheeler - dealers." They also
expressed the fear that rather than helping to account for in- substantially total corporate accounting and auditing costs.
flation the new rule instead would fan the "fires of inflation" Some 24 percent estimated their costs would be $30,000 or
by adding to the cost of doing business and forcing a new more. Six percent of respondents said the cost of implementing
the new regulation would total $200,000 or more. The Ashland
round of price increases.
As reported in the June issue of MANAGEMENT ACCOUNTINC, Oil Co., of Ashland, Ky., which has experimented with current
the Securities and Exchange Commission has adopted a new value accounting, estimated it will spend $500,000 a year to
rule (ASR No. 190). It provides that all registrant companies comply with the SEC rule.
Monogram Industries, Inc., of Santa Monica, Calif., said
with inventories and gross property, plant and equipment aggregating more than $100 million and amounting to more the bill will come to $275,000 or 5 to 10 percent of its total
than ten percent of their total assets must disclose annually accounting and auditing costs. Amax, Inc., of Greenwich,
the current cost of replacing inventories and productive capa- Conn., estimated the cost at $100,000 a year.
Nineteen percent of those responding to the survey could
city and the amount of cost of sales and depreciation if they
not estimate the cost, principally because they were at a loss
had been computed on the basis of replacement costs.
In an attempt to evaluate the effects that this new rule as to how the calculations should be made.
Said K. E. Stone, vice president of finance of the Michigan
might have on companies and investors, NAA sponsored a
mail survey among 1,000 chief financial officers of the country's Seamless Tube Co., South Lyon, Minn.: "Replacement cost
largest corporations. Replying to the survey were 279 chief accounting will, in my opinion, create a monstrous work load
financial officers, 28 percent of the total.
for reporting companies and increase their cost of doing busiFollowing is a summary of the major conclusions of the ness. The independent auditors will be required to do addistudy. Some representative comments on the ruling also are tional work, which will increase their fees, and the average
shareholder will become more confused than ever about how
included.
A large proportion of the companies responding doubted to measure the results of operations."
the usefulness of the required data because of the absence of
More than half of the respondents reported that the SEC
guidelines in the SEC rule and the dissimilarity of the methods rule would have a minus effect on their most recently reported
corporations will use in their calculations. More than one out annual earnings. Some 41 percent indicated that they did not
of every five thought that the new rule would either make know what the impact would be on their earnings.
MANAGEMENT ACCOUNTING /AUGUST 1976

The President Is Waiting l
He needs the information NOW
— and it's your job to get it
You can hire a room full of clerks or use the computer.
But programming takes too long ...
unless you have AUTOTAB II
With AUTOTAB II, you won't need a programmer for:
► Financial forecasting
► Corporate modeling
1 W Budgeting

► Analytical reporting
W Exploring alternatives
... FAST!

You tell AUTOTAB II what you want ... in simple terms.
AUTOTAB II translates and delivers the report ... NOW!
The president didn't wait ... because you got the information
to him fast... WITH AUTOTAB II.

Call or write us now . . .

* "The entire program is a completely
useless boondoggle."
* "We do not believe that replacement
cost accounting as promulgated by the
SEC to be the answer to inflation accounting. However, this method may
help to bring about tax reform which
will recognize the effects of inflation in
the replacement of capital assets."

capex

* "It stinks!"
CORPORATI ON

* "Replacement cost accounting would
be fine if it would be allowed for income taxes."

26 1 3 North Thi rd St reet
Pho enix , Ar izo na 6 50 04
Te lep hone ( 6 0 2 ) 2 6 4 - 7 2 4 1
T W X 91 0- 9 5 1 -1 59 4

...

judgments or replacement costs of values.
This would create constant conflict and
litigation as it did in the 1920s when
values were the basis for petroleum income taxes. Therefore, we would prefer
a method which was based on a precise,
verifiable, mathematical procedure, such
as an equitable indexing of historical
costs."
Some of the comments to the survey
illustrate the frustrations that American
businessmen feel regarding the SEC's and
other government agencies' regulations:

don't keep the president waiting!
Circle 2 on Inquiry Card.

Few companies had experience with
either replacement cost accounting or
current value accounting, the NAA survey found. This inexperience and confusion as to how to implement the ruling
was reflected in manv of the estimates
given by the chief financial officers and
by the reluctance of some to make any
estimate. More than three - fourths of respondents said they had no experience
with either replacement cost accounting
or current value accounting. Twentythree percent said they had experimented
with the method and eleven percent declared they found the method useful.
Companies that had experimented
with a current value or replacement cost
accounting method seemed to find it
more useful than the general price level
system but no one method was deemed
particularly appropriate in dealing with
the effects of inflation on business operations.

Intemal Staff Will Compile Data
Most respondents (84 %) indicated
that their internal staffs would compile
the information requested by the SEC.
Companies also said they would call
upon independent auditors (25 %) and

appraisal companies (24 %) in compiling
the data.
To the question of how companies will
present the information requested by the
SEC in annual financial statements to
stockholders, one chief financial officer
replied: "As briefly as possible." His
reply reflected the intentions of many
who responded to the survey. The largest
group that answered the question definitively (27 %) said they would use
footnotes. Seven percent declared they
would put the information in a separate
section of their reports.
The survey showed 49 percent of the
chief financial officers were of the opinion
that the SEC rule should be used for
computing income taxes. Thirty percent
believed it should not; the rest said they
had no opinion or that they did not
know.
R. C. Thompson, chief financial officer
of Shell Oil Co., Houston, Tex., said,
"We believe there is great need for tax
revisions which give proper recognition to
the rapidly changing cost of replacing
assets. Depreciation allowances, which
are limited by historical costs, are obviously inadequate. However, we do not
favor a system that is based on subjective

* "The whole subject is revolting. Let's
return to reality and statements based on
facts not estimates."
* "This ill conceived and poorly defined
SEC proclamation will, I am sure, result
in nothing but unreliable data, published
for the benefit of the SEC only( At best
the investing public will react negatively
and thus further deteriorate an already
almost non - existent market."
* "I feel it is very unfortunate to have a
responsible government department experiment with reported information. The
effect this will have on shareholders is
incalculable at this date but it may well
destroy part of the confidence the public
has in audited financial results."
* The objective of providing investors
with a better understanding of operating
in times of price instability would not be
accomplished by the SEC rule. Instead,
misunderstandings would be created. Investors might think replacement cost is
synonymous with net realizable value.
The rule only covers inventories and fixed
assets. Investors might get the mistaken
impression that companies heavy in these
two assets are the only ones which are
penalized by inflation. The disclosure requirement is piecemeal, subject to inconsistencies and arbitrary."
* How much unnecessary, unwanted
and sheer and utter confusion can the
taxpayer/ consumer bear in the price of
the product he is buying ?"
❑
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Letters

TO THE EDITOR

Who Benefits from
Standardized Accounting?
In his article, "Standardized Acountancy and Economic Development," in
the February 1976 issue of MANAGETIENT
ACCOUNTING, Dr. Adolf J.H. Enthoven
presents a very cogent case for the need
of more uniform treatment of information in all areas of accounting: enterprise, government, and social, particularly for the development of effective
intemational accounting standards. He
suggests that a realistic appraisal of accounting standardization should take into
account the objectives and methods of
accounting in the whole socioeconomic
process, and of the particular needs of
developing countries for whom the advantages of standardization are more
pronounced.
This article provided the basis for a
seminar discussion of international accounting in our MBA course, Current
Accounting Issues, at the University of
Nevada, Reno. Two seminar members,
natives of Bangkok, Thailand, provided
a sobering Ferspective that didn't appear
in the article.
First, in developing countries, the barter system has not disappeared completely
in the native economy. There is no stable
money system; consequently there is very
little credit granted. Governments often
are based on military control rather than
statutory law and a court system. Boodle
is accepted in the culture. In other words,
the whole socioeconomic process does not
possess the mature stability on which the
western system is based. Is this a basic
oversight in the logic and analysis of our
western thinking that is not consistent
with the local, native socioeconomic
facts?
Second, consider a native -owned business providing an indigenous material
or product to an international firm's local
office or plant. Native labor is cheap;
simple tools are used. Most industry is
in the "cottage stage" from which western
culture emerged 200 to 500 years ago.
The entrepreneur -owner does not have a
large investment requiring complex financial reporting; he does not have a
complex process demanding sophisticated
allocation, planning, or control. Very
likely by standing in the middle of his
MANAGEMENT ACCOUNTING /AUGUST 1976

operation, pivoting 360 degrees, he acquires a "real- time" report without benefit
of a computer.
How is standardized accounting going
to help this native businssman? Except
to provide the government with a basis
for collecting income tax!
R.H. Schueler
Reno Area Chapter
Reno, Nev.

Profit Analysis
In Mr. J. W. Winkworth's article,
"Profit Analysis in the Ready -Mix Concrete Industry," MANAGEAIENT ACCOUNTING, March 1976, the question arises as
to what is to be done "... if the final
answer from the budget indicates that
you're not going to make a dime ?" Believe me, this question is not the sole
concern of the ready -mix concrete industry but it applies to the remaining
99.99 percent of American industry.
Mr. Winkworth advocates staying
away from firm life of the job commitments. It has been my experience that
having this type of commitment makes
budgeting somewhat easier. You have a
known sales base over which you can
spread some of the fixed costs. On other
short -term type contracts, you are in a
better position to bid on the basis of
variable costs plus the portion of remaining fixed costs. Again, this works only on
short -term contracts which are within the
limits of the current budgeting period.
Donald K. Asti
Pennsylvania Northwest Chapter
St. Marys, Pa.

A Documented Accounting
Department
The article, "Being Audited? making
it easier is up to you," by Richard G.
Wolf in the March 1976 issue of
MANAGEMENT ACCOUNTING, was very
helpful in establishing Do's and Don'ts
concerning audits. Mr. Wolf points out
that documentation of responsibilities is
helpful to the auditors.
In my present organization every conceivable function performed by members
of the Accounting staff is documented.

The purpose for this is to provide a
smooth orderly transition of people
from one accounting position to another.
Every form used, either directly or indirectly, pertaining to the Accounting
Department is documented to show who,
what, when, where and why it is used.
Once an Accounting Department is documented in this fashion it makes it very
easy to familiarize a person from "outside" with the overall operation.
I'm sure auditors will find this an invaluable tool in determining the organizational makeup of an accounting area.
The more detailed the job or function
description is, the less need for auditors
to take up valuable time asking simple
questions, thus enabling them to have the
time to perform a more concise audit,
faster.
Larry Milock
Racine- Kenosha Chapter
St. Francis, Wis.

Concentrate on Verification
Richard Wolf's article in the March
1976 issue, "Being Audited? Making It
Easier Is Up To You," is a sensible critique on how one can maximize the
benefit of an auidt while minimizing
costs. As Mr. Wolfe correctly points out,
auditors should concentrate on verification procedures and procedural reviews,
saving (as much as possible) the time
spent on pencil - pushing, and look -up of
supporting documentation.
Our organization has assisted our auditors in just about all of the ways Mr.
Wolfe outlined. In addition, we perform
several other steps which our auditors find
saves considerable time:
Accounts receivable /accounts payable
confirmations —
a. Differences are examined and explained. if the customer /vendor is
wrong, we correspond, asking him to
correct his records. Or conversely, we
adjust our own records. Importantly,
we do all of the leg work in establishing whose records are wrong and what
adjustments are required; and
b. For non - responses —all documentation in support of the balance due
from the customer — subsequent payments or if unpaid, shipping docu-

ideas especially for multi- company /division and plant operations:
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Circle 3 on Inquiry Card.
ments —are pulled from our files. For
payables, invoices and receiving reports are pulled as evidence of
amounts owed.
2. A detailed narrative report is written,
reviewing changes in the financial position along with a comparative analysis of operating results. Our objective
(usually met) is to have this report
available at the time the auditors
begin their final work. This not only
gives them a good overview of what
happened and why, but also provides
answers to many questions they likely
would have raised regarding sales
trends, expense variations, and the
like.
I have one minor quibble with Mr.
Wolfe's article. He says, in connection
with physical inventory procedures, that:
"Numerous test counts will be made to
verify the amounts indicated on the
(preferably pre - numbered) inventory
tickets." Why necessarily numerous? If
written inventory procedures are sound,
observation shows they are actually being
followed, and sample test counts indicate
no differences; I should think that counts
8

could be quite limited. We have about
2,000 items in our book inventory. Generally, our auditors (one of the so- called
"Big Eight ") limit their test counts to
about one percent of the items in inventory. Obviously, the scope would be
expanded if sound procedures were not
being followed or differences were detected. In certain circumstances, I suppose numerous test counts would be
needed, depending on the kind of inventory item, even if sound procedures
were being followed and counts were accurate. But my point is that inventory
test counts by auditors need not be
necessarily numerous.
William C. Becker
Princeton Chapter
Princeton, N.J.

A Few More Ideas
Mr. Richard G. Wolf's article, in the
March 1976 issue, titled "Being Audited?
Making It Easier Is Up to You," was a
practical, worthwhile article and should
assist auditees in preparing for the audit.
I agree with Mr. Wolf's suggestions
but would like to recommend a few more

1. Coordinate the internal audit staff's
continuing audits with the external
auditor's plant /division visitations to
efficiently cover all operations and not
have unnecessary duplications. A historical log of plant/division audits
should be updated and reviewed with
the auditors during the planning visitation. The work papers of the internal
audit staff should be organized and
presented in a format that can be
easily and sufficiently reviewed by the
auditors if they desire.
2. An "Intern" program should be initiated with local colleges, if possible,
so that students with accounting
majors can be hired during the audit
period to assist the company in preparing analyses, observing inventories,
etc. Thus, the audit fee can be reduced while enabling the student to
observe both public and private accounting at the same time. The intern can also be observed for possible
future employment. This practice
works especially well if your company
is audited during the summer months.
3. Furnish company and' plant data
sheets showing such items as:
a. Location of accounting records and
who is responsible for them;
b. Relative size indicating inventory
capacities, employee counts, value of
assets, etc. (These data can assist the
auditors in determining the relative
importance of each company /plant
in the overall audit plan.)
4. Prepare and review a timetable with
the auditors before the audit starts.
(This is especially important for publicly held companies where printing
schedules for annual reports, 10 -K's,
directors' meeting dates, etc., must be
met.)
5. Schedule computer time for the
auditors to enable them to run their
computer audit programs. A preliminary meeting should be held to
discuss the available data and pro•
gram requirements.
Ken Struttmann
Manager, Corporate Accounting
Archer Daniels Midland Company
Decatur, I11.

A Great Deal of Cooperation
In a letter to the editor in the February
1976 issue of MANAGEMENT A c G o u N T ING, Frank Cerminara of the Lancaster
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Study Program uses audio cassettes, color illustrations,
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12 Courses to keep the
management accountant abreast
with the tim es ... every one
an ace! Register today.

Registration Information
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I
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(Account No.)
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Please register me for the following Courses:
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Fee
Dates

out and return the registration form
together with your check to:
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
Att: CEP Registrar
■
(212) 754 -9758
Members Nonmembers*
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$105
235
210
340
315
The fee for NAA Courses includes daily
luncheons, refreshments, and all
technical materials.
*Nonmembers: The $25 differential
per course for nonmembers may be
applied to NAA membership; or the
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an NAA member of the same firm
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be used anytime before June 30, 1978.
Fees
1 day course
2 day course
3 day course

Street Address

Location
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Chapter in Hershey, Pa. castigated the
hospitals for their administrative structures, overcapacity and lack of cooperation. He concluded with, "I look forward
to the day when cost control becomes
a primary objective of hospital administrators." I hope neither Frank nor I will
require hospital care under this circumstance. Should it cost $100 to keep us
alive and $ 50 to let us die we would both
perish to save the hospitals $50.
Frank probably works in an office
where he undoubtedly has the use of a
desk and chair. Assuming he works 40
hours a week and 48 weeks a year he's
using his employer's furniture at less than
22 percent of capacity. It would be interesting to learn what Frank's opinion is
of his employer's overcapacity in this
area.
My guess is that Frank's employer competes rather than cooperates with companies in the same business. Otherwise
the United States Department of Justice,
the Federal Trade Commission or some
"do- gooders" such as Nader's Raiders
would be making a few pointed inquiries.
It occurs to me that hospitals may in
their own way be competing for the
patients' business.
Nevertheless I expect if Frank probed
into the hospital area deeply enough he
would find a great deal of cooperation
among hospitals whose objective hopefully is to provide proper patient care.

James J. Doherty
Boston Chapter

Milton, Mass.

Tends to Confuse
Lawrence A. Gordon's article, "Tile
Return on Investment and the Cost
Of Capital , " MA NA G EM EN T AC C OUNT ING ,
February 1976, presents a clear description of ROI, the cost of capital, and the
use of the cost of capital in capital budgeting decision - making as well as a comparison between ROI and cost of capital.
As such, it represents a summary of elementary material on the subject dealt
with in most modem texts on cost accounting.
Dr. Gordon's conclusion does raise
some questions. He notes rather naively
that: "Ideally, the accounting information system should be modified so that
the true economic events are recorded,
thereby eliminating the differences between the accounting return on investment and the internal rate of return.
Thus, the major benefit derived from
MANAGEMENT ACCOUNTING /AUGUST 1976
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Tools for today's decision makers.

SEC now calls for
replacement costs. 1 P
Here's the system
that delivers them.
The new computerized WS Fr,t:ed Asset Management System
takes replacement cost accounting in stride. Generates all
required financial and tax reports. Offers important advantages
over existing systems, including: 1) replacement cost accounting
capability. 2) 385 - character asset description, 3) annual updating
of insurable values. For information without obligation, call or
write: Jack Heath, Vice President, or contact your area M &S office.

i

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

appraisals by
Marshall and Stevens
Corporate headquarters:
1645 -D Beverly Boulevard, Los Angeles, California 90026
Offices around the world W A Unionamerica Company

Circle 4 on Inquiry Card.
calculating a firm's return 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 cost of capital."
It is a favorite academic excuse to point
out that the ex post reporting systems
used by accountants differ greatly from
the ex ante decision- making models and
financial information content of such
models and that the only "truth" is that
contained in decision models. To go
from this observation as Gordon suggests,
that the return on investment is used as
a surrogate for the internal rate of return, could well imply that the same
surrogate should be used in the decision
model, thus doing away entirely with the
need for the internal rate of return or
present value approach to decision -making. Indeed, if one accepts the assumption; one achieves the consistency in
evaluation of a project before and after
the fact. This implied circularity in reasoning does not provide a desirable solutio n.

The problem of the inconsistencies in
the dccision- making process and the reporting and evaluation after the fact is
not a new one. (See M. Schiff, "Effects

of Variations in Accounting Methods on
Capital Budgeting," M A N A G E M E N T AcCO UNT ING , JUIy 1965, and Lerner and
Rappaport, "Limit DCF in Capital
Budgeting," Harvard Business Review,
Sept. —Oct. 1968.) The conclusions suggested in the cited articles are that pres.
ent value models are indeed used in decision- making, but they are constrained
by the planned short -term earnings
growth set for the company. This has the
effect of discarding projects which are
justified on a cost of capital measure over
their expected life for the projects which
have a favorable short -term effect on total
corporate earnings. In short, the final
step in the decision- making process is
the projection of the income rather than
the cash -flow effect on total company
earnings. The ex post comparisons are
then made in terms of planned and actual
earnings.
To conclude, Dr. Gordon provides a
useful elementary descriptive piece. However, his kev contribution in his conclusion tends to confuse rather than
elucidate.
Michael Schiff
New York Chapter
New York, N.Y.
11
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AN MBO PERSPECTIVE
ON CONTROLLERSHIP
To realize a dynamic and achievement- oriented organization,
the controller must direct his activity at what should be rather
than at what has been.

By Ray Vander Weele
Because members of a management staff work in
various functional areas, they view the organization's goals, objective, strategies and plans differently. Controllers and other managerial accountants
should therefore examine themselves periodically
from other points of view, trying to see their function as others see it.
This article views "controllership" from the
viewpoint of a manager operating within a management by objectives (MBO) environment.
Functions of Accounting
Two primary purposes of accounting must be
recognized by those companies that have —or are
considering adopting —a management by objectives
approach.
The first purpose is to provide historical information. This information is useful for outside parties
and persons within the organization who need it.
The second purpose (the concern of this article)
is to provide the necessary information and feedback to operating managers, so they improve their
overall performance and the profitability of the
organization. This aim implies that the financial
information system must be an integral part of the
entire communications and motivational network of
the management system. To realize a dynamic and
achievement- oriented organization, the controller
must direct his activity at what should be rather
than what has been.
For example, suppose your president's educational background is engineering. Suppose he is review.
ing the monthly P &L statements, variance reports,
cash flow statements, pro -forma statements, forecasts (for possible use in form 10 -K), and price level adjusted statements —plus the charts and
graphs associated with these. These reports are intended to provide him with "information useful for
making economic decision," but he may still be
MANAGEMENT ACCOUNTING /AUGUST 1976

starving for feedback information if the data he receives is raw and unorganized.
Accountants who have grown up in current reporting systems often confuse feedback with financial reporting. Feedback requires that information
be tied to specific objectives. Financial reports
require that data be gathered for general purposes
and organized in specific ways. Furthermore, they
must be prepared according to specific principles
and guidelines.
What is MBO?
Most writers agree that management by objectives ( MBO) allows a total systems approach to
managing an organization. It is not merely a technique to sub - optimize one portion of the management process. MBO goes beyond budgeting, profit
planning, long -range planning, or operational planning. MBO encourages a climate in which each
manager can achieve his maximum potential. An
MBO system is not intended to be merely a way to
elicit objectives from operating managers; rather it
is a method of developing managers, appraising performance, compensating organizational units and
managers, developing a positive environment for
motivation, and controlling the entire process.
Steps in the MBO Process
The primary purpose of MBO, then, is to improve organizational and managerial productivity.
For that reason, the development of objectives and
of plans to achieve them is an integral part of the
process rather than its beginning or end. Briefly,
MBO encompasses the following steps:

R. VANDER WEELE
Madison Chapter is an
Associate Professor of
Accounting and
Finance at the
University of
Wisconsin, where he
is also Director of the
Management Institute.
Dr. Vander Weele, a
CPA, holds an A.B.
degree in Economics
from Calvin College,
an M.B.A. degree in
Finance from
Northwestern
University and a Ph.D.
degree in Accounting
from the University of
Wisconsin. He was
awarded the Lybrand
Cold Medal for this
article (1975 -76).
This article was
submitted through the
Madison Chapter.

1. A line manager needs to know the long -range
goals, strategies, plans, and assumptions of top
management before he can develop his objectives
for the coming year. Otherwise the objectives
will be written from too narrow a perspective.
2. The manager also needs to coordinate his ob13

"... the more

achievement oriented
managers are,
the less
tolerant they
are of
excessive
paperwork..."

jectives and plans with other departments. Sales
must be coordinated with production; cash flows
are dependent upon sales and collection patterns;
and accounting must consider the effects of all
this activity on interim financial statements.
3. The manager next must assimilate the higher level objectives and coordinate inputs within his
frame of reference. He needs to define the role
he must play in assisting the overall organization
in achieving its objectives.
4. Developing major premises, assumptions and
specific objectives is the next step for the manager. Objectives should be realistic, measurable,
and attainable.
5. Planning and budgeting come next. Once a
selection is made of what the manager wants to
accomplish, planning determines how he will do
it. Planning must occur within the constraints
imposed by the individual, by policy and by
strategy. Budgeting, on the other hand, involves
the allocation of resources in the most economical manner to achieve the stated objectives. Thus,
budgeting is a system of allocation, not valuation,
of economic resources.
6. Coordination and cooperation in the objective setting, planning /budgeting process are essential
ingredients of the MBO system. joint objectives
and enhanced communications are by- products of
a system that requires managers to consider each
other's objectives.
Feedback and control must be established which
focuses on the achieved results compared to the
objectives specified earlier.

recognizes that different persons are working at
different levels in their drive for need satisfaction.
STRIVING FOR POWER

Influential writers have postulated that a person's basic need for doing better and achieving more
through aggression, is based on his struggle for significance. Indeed one writer has suggested that
aggression and violence are ultimately based on a
person's inherent need for self- affirmation.2
Fortunately, in business and management, violent
behavior rarely is seen. But vet, observers view the
business system as too competitive. Fierce competition may not find expression in overt aggression
against others, but the aggression may express itself
in more subtle ways (excessive mobility, ulcers,
heart attacks, and suicides) . Competition among
managers sometimes drives them to seek their own
ends —even when common sense recognizes that
cooperation would be in the best interests of all.
An MBO system of management recognizes that
an environment must be conducive to the satisfaction of human needs; it properly recognizes that
cooperation and joint objectives serve the aspirations
and needs of both the individual and his organization.
ACHIEVEMENT - ORIENTED MANAGERS

Evidence supports the thesis that the more
achievement - oriented managers are, the more they
demand feedback on their own performance. They
want to know how well they are doing, and whether
their achievement needs are being met. A corollary
thesis is that the more achievement - oriented manThis synopsis, brief though it is, should help de- agers are, the less tolerant they are of excessive pavelop the necessary implications for the financial perwork, unnecessary routines, and raw, unorganized
manager and his information system as he adjusts data.
his perspective to the MBO philosophy and style.
MBO is successful in firms because managers recognize that a business is an organization in which
Why Is MBO Successful?
people attempt to satisfy needs and aspirations.
Organizations that view MBO as a total manage- Thev realize that excessive control and machinelike
ment approach have achieved greater success than techniques have a dampening effect on individual
those that restrict their perspective. If the controller development.
alone views MBO, an overemphasis on budgets and ` -Implications for Feedback
control may develop. If the personnel manager
Controllers and their staff in firms that have
alone views MBO, he uses a different perspective,
and undue emphasis may be placed on performance successfully implemented MBO will recognize that
appraisal. If the sales manager alone views MBO budgets, plans, objectives, forecasts, and financial
as a means of setting priorities, such a perspective reports are not ends in themselves, but are means
by which the internal operating manager can achieve
may imply only the setting of sales quotas.
Managers should recognize the following psycho- a higher level of productivity and self- esteem.
The financial manager who has this perspective
logical assumptions that underlie the success of a
of the total management process soon will recognize
total management approach.
the following considerations in developing a feedHIERARCHY OF NEEDS
back- control system.
Each person has a lifestyle that determines how
he responds to others and how he sees himself. FEEDBACK MUST NOT BE DEHUMANIZING
The financial manager must be aware that even
These responses occur because of basic needs that
develop through an individual's subtle reactions to though numbers appear to be cold and sterile, they
others, and which are significant to him.,
come alive to persons who focus on them to gain
Continued on page 23
Persons who are growing constantly, and who
need to achieve a higher level of need satisfaction,
Abraham Maslow, Motivation and Personality, Harp er & Row
are generally those who have the potential to be- Pub lis hers, Inc ., New York, N. Y., 1970.
=
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come more effective managers. MBO, as a system, Violence,
I
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REPORTING
CORPORATE
PERFORMANCE IN
THE SOCIAL SPHERE
The time - honored accountability of the corporate enterprise to
its owners is now being replaced by a broader concept of
accountability to society at large.

By Manuel A. Tipgos
Performance is the key to success. In business
parlance, performance is viewed primarily from the
bottom line of corporate reports. It is associated
only secondarily with the unparalleled standard of
living and economic power of this country. This is
consistent with the pronouncement of the classical
economist that the hot pursuit of profits brings the
good life to society.
Performance, in an economic sense, has gained
an unprecedented connotation in American society.
We have begun to realize that economic progress
for its own sake is as undesirable as stagnation. The
undesirable effects of economic progress are evidenced by an unwholesome environment: polluted
air and water, rotting cities, poverty, and other
social ills. From the present concern for these problems emerges a contemporary meaning of economic
performance which encompasses not only excellence
in promoting economic progress but also commitment to the prevention and eradication of these
social problems.
Likewise, accountability takes on a broader meaning. The time - honored accountability of the corporate enterprise to its owners is now being replaced
by a broader concept of accountability to society

at large. The mood is simply that while business is
the principal provider of the remarkable standard
of living enjoyed by the American society, it is also
the prime user of society's resources. In a number of
instances, some of these resources have been utilized
free of charge. Therefore, it is incumbent upon the
business enterprise to take responsibility for the unwanted effects of its actions.
Demands have been raised for corporate perforMANAGEMENT ACCOUNTING/AUGUST 1976

mance accountability in the social arena. These
demands pose serious questions which must be answered in terns of the new corporate social responsibility concept. In response to this challenge,
responsible and socially inclined business executives
have taken the lead by committing significant
amounts of their corporate resources toward the
alleviation of various social problems. Today, such
programs as pollution abatement, environmental
conservation, equal opportunity for minorities, and
Blue Grass Area
other programs which cost millions of dollars are Chapter,
is an Assistant
not uncommon business activities.
Professor of
Accounting at the
Accounting and Corporate Social Performance University of Kentucky.
Despite the amount of activity that is taking Dr. Tipgos holds a B.S.
place in the social sphere, there is a growing degree in Commerce,
cum laude, from Far
need for performance information. Accounting re- Eastern University in
ports have failed to articulate expenditures made Manila, an M.B.A.
for social improvements in a form commensurate degree from Texas
with the significance of the actions taken. From Tech, and a Ph.D.
degree from Louisiana
an accounting standpoint, three alternatives are State
University.
available to cope with the problem. The first He was awarded a
alternative is for the accounting profession to Lybrand Silver Medal
ignore the magnitude of the problem and leave for this article
it to corporate management to dispose of in what- (1975-76).
ever fashion it sees fit. The trouble with this approach, however, is that the narrative disclosures This article was
currently found in annual reports are uncoordin- submitted through the
ated and unrelated, and that their financial sig- Blue Grass Area
nificance is isolated from the operating results of Chapter.
the corporate unit. Consequently, such disclosures
are perceived by certain readers of annual reports
as mere publicity or public relations gestures, a
view which undermines the true intention of the
business organization.
The second alternative is for accountants to
15

"...the
management
accountant
must grapple
with a
leadership
crisis . . . "

conduct a social audit thus defining the impact of
the business unit on society. This approach involves
designing a sophisticated measurement system so
that the cost incurred and the benefits derived can
be incorporated in some sort of corporate social
performance monitoring mechanism. Unfortunately, technology is the primary hindrance to this
approach of the social audit which would be conceived of as all- encompassing reckoning system
for discovering the social impact of a corporate
unit. This would broaden the meaning of corporate
social performance so that it would embrace both
action and inaction. However, to measure management inaction would mesmerize able minds.
The third alternative open to accountants is to
view the problem in terms of the profession's traditional role as a provider of business information.
This is an action - oriented approach which considers
the accounting aspects of socially inclined business
activities to be no different than ordinary or regular
trading activities of a business unit. It proposes to
report management actions in the social sphere in
the accountant's traditional financial statement reports in terms of "what it takes" (cost) to pursue them. This approach shows remarkable promise
but considering the prevailing attitude of the accounting profession, its usefulness may not be
proven.
SEC Pressures on Social Disclosures
The passage of the National Environmental
Policy Act, which directed the SEC to interpret
and administer its statutory authority to the fullest
extent possible in accordance with the environmental policies set forth in the Act, appears to
have propelled the Commission's concern for social
disclosures. In July 1971, the SEC issued Securities
Act Release No. 5170 which requires corporations
registered under the Securities Act and the Securities Exchange Act to disclose material matters relating to the environment and to civil rights which
may affect the capital needs and earnings of the
company., In February 1975, the Commission
announced a public hearing regarding disclosures
of socially significant matters. This was followed
by the issuance on October 16, 1975 of a proposed
rule requiring all companies filing with the Commission to disclose in proxy statements, registration
statements, and reports to shareholders certain
data relative to a company's plans and activities in
complying with environmental protection statutes."
These actions by the SEC point to more pressures
for social disclosures in the years ahead. Therefore, the business community should brace itself
for meeting these requirements.
2

Attitude of Most Accountants
The attitude of most accountants, particularly
those in public practice, is to put the burden of
complying with disclosure requirements regarding
social issues on corporations. This appears to be
the essence of the testimony of the special AICPA
task force which presented the Institute's position
on social disclosures during the SEC hearing on
16

May 8, 1975. The task force proposed that "... the
SEC and corporations should be encouraged to develop techniques for gathering and reporting information about the social impact of business on
employees, consumers, and the general public. However, such disclosures should be permitted but not
required, in sections of reports not covered by the
auditior's opinion. "} The position taken by the
AICPA is shared by a leading member of one Big
Eight accounting firm. He emphasized that social
disclosures are matters for corporate management
to decide and his job as an independent accountant
is to review the disclosures in the light of his
responsibilities to the users of financial information.
There is much need for leadership in this area.
The AICPA Environmental Accounting Committee
which was created in 1970 was charged with the
responsibility of compiling information on the work
of CPAs in the environmental management area
in the hope of identifying opportunities for service
by accountants. Another committee created by the
Institute, the Social Measurements Committee,
promises to provide guidelines for measuring and
reporting corporate social information, but at this
writing such guidelines are unavailable.
The greatest problem at present is that the
accounting and reporting issues of social performance were not viewed originally in terms of the
accountant's responsibility as a provider of financial
information. From a financial accounting standpoint, neither cost - benefit relationship nor quantification or measurement of corporate management
action or inaction would present a tremendous
obstacle. The reason is that the accounting information included in financial reports already represents an aggregation of the results of management
action and inaction, and these reports never purport
to show a cost - benefit relationship arising from
management decisions. The question that should
be dealt with is who should take the initiative of
filling the void? Who has the training, the aptitude,
the sensitivitv, the willingness, and the objectivity
to present an unbiased picture of the organization's
affairs in the social arena.
These questions create a tremendous challenge
for the management accountant, far above the
demands of providing corporate management with
a reservoir of financial and budgetary expertise. The
present challenge is quite unique, and perhaps, the
greatest of the challenges that the management accountant has faced in recent years. There are three
significant reasons for this.
First, the management accountant must grapple
with a leadership crisis in his search for a monitoring system for corporate performance in the social
arena. That meaningful help will come from the
leading accounting organizations, at least in the
forseeable future, appears to be questionable. This
SEC Securities Act Release No. 5170, "Disclosures Pertaining to
Matters Involving the Environment and Civil Rights," July 19,
1971.
-T he C PA Letter, February 24, 1975.
t
Haskins & Sells, Th e Week in Review, October 18, 1975. With a
few minor revisions and deletions, the SEC announced very recently the adop tio n o f this rule.
I
The CPA Letter May 12, 1975. See also The Journal of Accountancy, June 19,15, pp. 12, 14.
I
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is so not only because of the current attitude of
most accountants, but also because the accounting
profession is confronted with serious problems on
other fronts, particularly in its financial accounting function.
Second, the management accountant is actually
facing a credibility crisis arising from the public's
distrust of corporate actions as portrayed rosily by
public relations staffs and bleakly by recent disclosures and investigations of corporate behavior.
Third, the management accountant will find that
there exists a continuing request for information
regarding corporate actions of social significance by
both governmental bodies and interest groups, but
corporate response to such requests has normally
been denial or opposition. Clearly, this negative
behavior has not helped the business image; it
has helped, however, generate more controls from
governmental bodies and criticisms from the general public. Confronted with these challenges, what
should the management accountant do? What directions are open to him?

What Action to Take
The leadership that the management accountant
could provide is wanting from both within and outside his firm. The following critical areas within his
organization need immediate attention.
DEFINING THE PROGRAMS AND THE COSTS

Considering the pressure applied on management
by interest groups, the need for information, qualitative and quantitative, about corporate activities in
the social arena is increasing dramatically. While
qualitative data are normally available within the
organization, quantitative information is critically
lacking."
As a first step, the management accountant could
provide invaluable assistance to executives involved
in promoting action in the social sphere by asking
them to define the term "social programs" (social
projects, socially- relevant projects, etc.) and to conduct an inventory of these programs based on such
a definition. Admittedly, virtually all activities of
the corporation have social significance. However,
top management should devise a realistic and working definition of the term to be able to control the
firm's activities in the area. In defining the term,
reference may be made to studies and reports listing corporate activities which are considered to be
social programs.a
The next step is to define the costs incurred in
undertaking each social program. Again, a realistic
and workable definition of cost should be adopted.
For this purpose, "input cost" is recommended as
a costing approach which includes specific dollar
expenditures in undertaking social projects. For example, the input cost of a water pollution abatement project includes: (1) the depreciation of the
pollution control equipment, (2) administrative
costs, (3) cost of operating the equipment (in some
cases— incremental costs), and (4) in certain instances— research costs. Likewise, the input cost
of a social program (such as sponsoring a day care
MANAGEMENT ACCOUNTING /AUGUST 1976

center, training the hard -core unemployed, etc.),
may consist of (1) direct out -of- pocket expenses (in
certain cases — incremental costs), (2) cost of time
spent by company personnel in pursuing the program, (3) cost of equipment or materials and supplies used or donated for the project, and (4) a
certain portion of department overhead.,
DATA BASE FOR SOCIAL PROGRAMS

Considering the ever - increasing and continuing
demand for these data, the management accountant
should coordinate his efforts with those of the appropriate personnel within the organization to obtain a data base for social programs. As suggested
above, such a data base could be one of the results
of applying the input cost approach for costing
social programs. It should be so designed as to anticipate future needs for information concerning the
social activities of the organization.
Coordination with the appropriate departments
concerning the social activities of the organization
is extremely important if the organization intends
to pursue a certain level of social performance. In
this respect, the management accountant could
serve as a catalyst for such coordination in the firm's
effort to set up a data base for corporate social
activities. For instance, constant communication
with the strategic planning group concerning plans
in the social area is extremely necessary in designing
a data base for such activity. Likewise, open communication lines with the marketing research and
planning staff regarding social trends would provide
an important input in anticipating future demands
for social information.

virtually
all activities
of the

"...

corporation
have social
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MANAGEMENT ACCOUNTANT CAN FORCE THE ISSUES

In his attempt to provide leadership, and in
finding solutions to the reporting and disclosure
problems of corporate social performance, the management accountant can make a remarkable contribution by forcing the issues on the accounting
profession through the latter's attest function. This
could be done by the inclusion of a footnote (or
other form of disclosure) in the financial statements
regarding the company's social programs and the
related cost figures as determined by applying the
input cost approach discussed above. Pollution
abatement projects and equal opportunity practices
for women and minorities are excellent candidates
for such a disclosure because of the existence of
adequate data resulting from government reporting
requirements. Naturally, the independent accoun6

The lac k of thes e data and the need fo r them was p ut to this
writer by the director of co rpo rate soc ial resp ons ibility of a multi•
natio nal oil co mp any when he indic ated that if his c ompany c ould
only push a button and obtain the cost information concerning
their s oc ial p ro grams, they c ould perform a better jo b in purs uing
them.
Examples of thes e s tudies and reports are those undertaken by
First Pennsylvania Corporation in the ten major fields of social
co nc ern, the Ins titute of Life Ins uranc e s tudy o n the six areas of
social concern by whic h life ins urance co mp anies are visible, and
the report of the Quaker Oats Company on various socially relevant areas in which the company is involved.
T
The input cost approach was successfully applied in a costing
stud y of the s oc ial pro grams of a large oil company, The study
resulted in the creation of a simple management info rmatio n s ys tem for social pro jects whic h is intend ed to generate these costs
on an annual basis. To d ate, the resulting c os t figures are being
studied to ascertain their accuracy, and plans are underway to
expand and to c omputerize the system to provide a data base fo r
the company's social activities.
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tant, in performing his attest function, has to review
these disclosures for accuracy and reasonableness.
Consequently, he has to decide whether the disclosures are accurate and appropriate.
Outside his organization, the management accountant could open lines of communication among
counterparts either on a nationwide basis (perhaps, through the NAA and other similar organizations), or on an industry basis (through industry
forums like the American Petroleum Institute for
oil companies) . Exchanges of ideas and experience
in dealing with the problem are particularly useful.
In the oil industry, for instance, the American
Petroleum Institute, through the cooperation of the
oil companies, has formulated guidelines to determine which portion of the vast machinery and
equipment owned by its members should be included as environmental conservation equipment.

A Note on Input Cost Approach
and Proposed Disclosure
Input cost as a costing methodology for measuring the social performance of a corporation does not
profess to measure the "true cost" of corporate
activities on the social front. In fact, certain hidden
costs are specifically excluded from the definition.
Nevertheless, it provides a starting point and a
measure of sensitivity to social issues in terms of
corporate resources set aside for the purpose.
From an external reporting standpoint, the input
cost approach fits into the present framework of
the accounting profession's reporting model, for the
latter does not profess to show either the true cost
of business activities or a cost - benefit relationship
(with which most accountants are concerned) of
management actions and inactions.
From an internal reporting point of view, the
input cost approach will provide an important input
to management decisions regarding corporate involvement in social issues. As a guide for reporting
the input cost of social programs in the firm's
accounting reports, the following ideas will serve as
a broad framework for disclosing air, water, and
other environmental pollution abatement projects:

is

The equipment and other pollution control fa.
cilities should be removed from the property,
plant, and equipment caption in the balance
sheet, and be labeled as "property, plant, and
equipment — pollution and environmental damage control," "pollution control facilities," or
other similar terms.
A footnote is needed for these facilities. At a
minimum, the footnote should disclose the following:
a. The relative contribution of the company and
the industry to pollution and other environmental problems— (Preferably, the location of
the company and its contribution to environmental problems in the area should be stated.)
b. The federal and state laws applicable to the
environmental problems caused by the company
and the industry—(This could be disclosed in
general terms because a company with operations in various states has to comply with various
state laws.)
c. A statement as to the program of compliance
set by the company —(This should include its
annual goals and a comparison between the
latter and the actual accomplishment of the program.)
d. An elaboration of the goals and accomplishments of the program whether below, equal to,
or above the legal requirements
e. A statement of the future plans of the company.

Conclusion
The expertise brought by the management accountant to the executive suite is extremely valuable. The challenge of reporting corporate performance in the social sphere provides him with an
opportunity to do even better, not only for his
organization, but also, perhaps, for protecting the
business ideology of this country. To provide leadership in portraying the social consciousness of the
business enterprise and to help bridge the credibility
gap between business and society is indeed a unique
opportunity for the management accountant.
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INFLATION
ACCOUNTING
FOR UTILITIES
If they do not agree with the positions of either the FASB or the
SEC, they should communicate their opinions directly. Otherwise
they may find themselves concerned with the education of their
own regulatory commissions.

By James B. Edwards
Inflation is one of the major forces existing in
our economic environment today and there are no
business entities unaffected by it. This situation
has provided the recent impetus for the use of
accounting which recognizes changes in the general
level of prices.
The most recent evidence of the concern for
disclosure of the effect of inflation on financial
statements is to be found in the issuance, in late
August of 1975, of Release No. 33 -5608 by the
Securities and Exchange Commission (SEC).' The
proposal would require disclosure in footnotes to
financial statements of:
1. Current replacement cost of inventories as of
the close of the fiscal year (If current replacement costs exceed "net realizable value," the
amount of the excess cost would have to be
shown.)
2. The approximate cost of sales for the two most
recent fiscal years if it had been based on the
current replacement cost of goods and services
sold, as reckoned at the time the sales were
made
3. The estimated current actual cost of machinery,
raw materials and other facets of "productive
capacity" and the current net replacement cost,
reflecting depreciation, depletion and amortization of assets at the end of each fiscal year
4. The amount of depreciation, depletion and
amortization that would have been accrued if
the company had figured them on the basis
of current replacement cost of productive
capacity
Earlier, on December 31, 1974, the Financial
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Accounting Standards Board (FASB) issued an
exposure draft of a proposed Statement which
would require all entities (including non - public
companies, not - for -profit entities, and regulated
companies) to include supplemental financial in.
formation in units of general purchasing power
(GPP) as part of their annual financial statements.'
This proposal, which essentially preserves the concepts set forth in Accounting Principles Board
Statement No. 3, issued in 1969, would require
supplemental information of:
1. Annual (not required for interim) historical
financial statements (statement of income and
balance sheet) to be fully converted to current
units (dollars) of GPP (The Gross National
Product Implicit Price Deflator —GNP Deflator
—would be used as the sole index to restate
historical financial statement amounts to units
of GPP as of the most recent balance sheet
date.)
2. Accounting principles for GPP financial statements would be unchanged from those in historical financial statements (The historical
amounts, as determined by generally accepted
principles of accounting, would be adjusted by
the appropriate index.)
3. Monetary items assets and liabilities that are
or will be convertible into a fixed number of
dollars regardless of changes in prices (cash, receivables, debt) —are stated in current dollars
and do not require restatement as of the current
balance sheet date. Nonmonetary items — assets

J. B. EDWARDS
Columbia Chapter, is
an Associate Professor
of Accounting at the
University of South
Carolina, Columbia,
S.C. Dr. Edwards,
who is a CPA, has
also earned a CMA.
He holds B.B.A.,
M.B.A. and Ph.D.
degrees from the
University of Georgia.
He was awarded a
Certificate of Merit
for this article
(1975 -76).
This article was
submitted through
the Chattanooga
Chapter.

' The SEC has since issued Aceounling Series Release 190, which
requires footnote disclosure of certain financial data regardintq
current replacement cost. See "SEC Adopts Replacement Cost, '
Management Accounting, June 1976.
s The FASB announced Qublicly on June 3 that it has decided to
defer further consideration at this time of a Statement on
Financial Reporting in Units of General Purchasing Power.
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and liabilities not classified as monetary (inventory, property and equipment) —must be restated to units of current purchasing power.
4. Income statement items must also be restated
to GPP units as of the related balance sheet
date. Principle income statement effects are
additional depreciation resulting from restatement of property, plant and equipment and the
gain or loss in general purchasing power resulting from holding net monetary items. The customary relationship of income tax expense to
pre -tax income is usually not preserved since
GPP income tax expense is restated based on
income tax expense from the determination of
historical net income.
When GPP information for earlier periods is
presented for comparative purposes, all monetary
and nonmonetary financial statement amounts
must be updated ( rolled forward) to units of
GPP at the end of the current period.
6. The following minimum disclosures would be
required for all entities:
a. Statement of income —total revenue, depreciation of property and equipment, net general
purchasing power gain or loss, income from continuing operations, net income, net income per
common share, and cash dividends per common
share.
b. Balance sheet — inventories, working capital,
net property and equipment, total assets and
total common stockholders' equity.
It is important for the SEC and the FASB to
carefully consider their respective proposals on inflation accounting. Adoption of both proposals
would result in mandatory reporting of financial
data based on three substantially different bases:
Historical (generally accepted principles of accounting)
Units of general purchasing power (FASB)
Replacement cost (SEC)
Units of general purchasing power and replacement cost accounting are not simply alternative
solutions. Although both approaches deal with
changing prices, each addresses different questions
for different purposes. They rest on different conceptual bases: GPP accounting refines historical
cost; replacement cost accounting rejects it. The
financial representations they produce are not
identical.

Two Countervailing Forces
It is difficult to generalize about the effects of
more rapid rates of inflation on general price -level
adjusted income of utility firms. There are two
countervailing forces affecting the results: (1) the
gain on net monetary items caused by a highly
leveraged industry and (2) higher depreciation
charges.
The gain from a net monetary liability position
depends on the current year's rate of change in
prices and the portion of nonmonetary assets
20

financed by debt rather than equity capital. The
depreciation adjustment reflects the impact on current appreciation of the cumulative change in prices
since the assets were acquired. There is no a priori
basis for determining which force will be greater.
The answer depends primarily on three factors:
1. The rate of change in the price level during the
current year relative to change in earlier years,
2. The estimated service life of tangible assets, and
3. The capital structure of the firm.

Problems with Regulated Utilities
The FASB proposal does not appear to focus sufficiently on the unique characteristics of regulated
entities. Utilities are allowed to recover only embedded costs of debt from customers; therefore,
gains recognized from holding debt during a period
of inflation may be illusory. What should worry
the utilities is that rate - making commissions might
treat the higher restated earnings as true current
earnings. If regulators utilize GPP financial statements and consider gains from holding debt as
offsets to cost of service, necessary rate increases
might not be allowed.3
The following questions should be resolved before either the FASB or SEC requires the application of their respective proposals to regulated
utilities:
1, How should regulated utilities account for the
gains and losses resulting from holding debt?
2. Is it appropriate to restate retained earnings for
price level gains resulting from holding debt?
3. Is it appropriate to restate utility plant in units
of current general purchasing power or current
net replacement cost if such amount exceeds the
amount recoverable from customers through
depreciation as allowed by regulatory commissions?

Resolution
In order to expose the effects of inflation on total
plant, the computed "gain" from holding debt
could be recognized as long as it is deferred to
future periods as a reduction of the cost of non monetary assets. Gains from holding debt should
not be recognized prior to the time when the cost
of assets financed with debt is recovered from customers through depreciation allowances. This approach produces the same effect of restating only
assets not financed by debt and preferred stock.
The restated plant, net of accumulated depreciation, the deferred GPP gain on debt, and related
depreciation expense may still be in excess of
amounts expressly allowable by the regulatory commissions for ratemaking purposes. Therefore, it
may be necessary that plant be reduced to amounts
expected to be recovered from customers through
3 Very few entities in the United States have rep o rted info rmatio n
expressed in units o f general p urchasing po wer. Indiana Telep ho ne
Corporation is the only public utility that has c ons istently rep orted
price -level adjusted financial statements in its published annual
reports. Only three other c o mp anies pub lis hed s uch d ata in their
1974 annual repo rts : Shell Oil C ompany, Mc Cormick & C ompany,
Inc ., and T oled o Ediso n Co mp any.
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business less reasonably predictable costs of completion and disposal) of inventories as of each
balance sheet date.
3. Compare replacement cost, computed in step
one, with net realizable value, computed in step
two. If replacement costs exceed net realizable
value, the amount of the excess cost would be
shown by footnote disclosure.
4. Restate the cost of sales for the two most recent
fiscal nears based on the replacement cost of
goods and services at the time the sales were
made. (Since very few utilities hold significant
inventories for direct sale to customers and increased fuel costs are often covered by "fuel
adjustments" passed on to customers, steps 1 -4
are omitted in the illustration.)
5. Compute the replacement cost of machinery,
raw materials and other facets of "productive
capacity" and the net replacement cost, reflecting accumulated allowances for depreciation,
depletion and amortization, at the lowest
amount that would have to be paid in the normal course of business to obtain an asset of
equivalent operating or productive capability as
of each balance sheet date. (The prior year is
omitted in the illustration.)
6. Restate the amount of charges for depreciation,
depletion and amortization that would have
been accrued if the entity had figured them on
the basis of replacement cost, computed in step
5.
7. Prepare footnote disclosures of the above, as
required.

depreciation allowances. However, if it can be
presumed that the rate of return on common equity
allowed by the ratemaking bodies includes a factor
for inflation, adjusting plant financed by common
equity for changes in GPP would seem appropriate.

Illustration
It might be helpful to review a hypothetical
balance sheet and income statement for a typical
utility showing these adjustments in a very simple
case. The five major steps of the FASB restatement
process in general terms are:
1. Identifv which assets and liabilities are monetary
and which ones are nonmonetarv.
2. Restate all nonmonetary assets and liabilities.
3. Restate all revenues and expenses in the income
statement and dividends and other changes in
retained earnings for the period.
4. Compute the GPP gain or loss for the current
yea r.
5. For comparative purposes, update (roll forward)
the amounts included in the prior period's restated financial statements to current units of
GPP. (This last step is omitted in the illustration.)
And, the seven major steps of the SEC restate ment process in general terms are:
1. Compute the replacement cost of inventories at
the lowest amount that would have to be paid
in the normal course of business as of each
balance sheet date.
2. Compute the "net realizable value" (i.e., estimated selling price in the ordinary course of
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A simplified balance sheet is shown in Exhibit
1. Column 1 is stated at historical cost in units of

Exhibit 1
SIMPLIFIED BALANCE SHEET
(December 31, 1975)

1,000,000
3,850,000
210,000
700,000
2,100,000
3,640,000

1,000,000
3,850,000
210,000
700,000
2,100,000
1,820,000

n/a
n/a
n/a
n/a
n/a
$(1,225,000)

1,820,000

n/a

n/a

n/a

n/a

n/a
$8,000,000

n/a
$3,500,000

n/a
$11,500,000

$

n/a
$11,500,000

$
$
$

1

Column 5

Column 6

Current
value
adjustments
n/a
6,125,000
1,225,000
4,900,000
4,900,000

Restated to
12/31/75
SEC method
1,000,000
$14,875,000
2,975,000
$11,900,000
$12,900,000

6,125,000
$ 4,900,000

$

n/a
n/e
70,000
n/a
700,000
2,730,000

1

$

$1,000,000
3,850,000
140,000
700,000
1,400,000
910,000

$

Column 3

$

Current liabilities
Long term debt
Deferred income taxes
Preferred stock
Common stock
Retained earnings (deficit)
Accumulated unrealized gain on
debt
Excess replacement cost of
utility plant above actual cost
Total

Historical
$1,000,000
$8,750,000
1,750,000
$7,000,000
$8,000,000

Restated to
12/31/75
FASB method
1 000 000
$13,090.000
2,590,000
$30,500,000
$11,500,000

Column 4
Restated to
12/31/75
deferred gain
on debt
1,000,000
$13.090,000
2,590.000
$10,500,000
$11,500,000

$

Current assets
Utility plant
Less accumulated depreciation
Net utility plant
Total

Column 2
General
price
level
adjustments
n/a
$4,340,000
840,000
$3,500,000
$3,500,000

$

Column 1

1,000,000
3,850,000
140,000
700,000
1,400,000
(315,000) 0
n/a

6,125,000
$12,900,000

•

Impact of restating accumulated depreciation; indicating the possibility of declaring dividends to common shareholders in excess of current value accounting earnings.

MANAGEMENT ACCOUNTING /AUGUST 1976

21

"...

deprecia-

tion expense
has been
adjusted
upwards by
approximately
50 percent . . . "

money. GPP adjustments in accordance with the
FASB's proposal are shown in Column 2 with the
resulting restated balance sheet amounts shown in
Column 3. Column 4 represents the restated balance sheet prepared in accordance with the FASB's
proposal, except that the gain from holding debt
and preferred stock is deferred.
Current value adjustments in accordance with
the SEC's proposal are shown in Column 5 with the
resulting restated balance sheet amounts shown in
Column 6. However, it must be noted that Column
6 is not prescribed by the SEC proposal. The
proposal specifies footnote disclosure of the affected items only. The presentation shown in
Column 6 merely highlights the implicit impact
that the SEC proposal would have on the historical financial statement.
Note that the utility plant has been adjusted
upward by approximately 50 percent for GPP accounting and 70 percent for current value accounting. Accumulated depreciation was restated by assuming that its percentage to utility plant approximates the historical percentage. These and other
restatement rates are merelv assumed for illustrative
purposes only.

The related income statement is shown in Exhibit 2. Each of the columns represents the identical
concepts and procedures as followed in the balance
sheet illustrated. Note that depreciation expense
has been adjusted upwards by approximately 50
percent. This is the most significant adjustment to
operating income in Column 3. This effect is also
true for Column 6. The effect on income in Column
3 of this adjustment has, however, been more than
offset by the gain from holding debt.
One Ot her Probl em
Property records may not be sufficient to analyze
items by year of acquisition. Such records usually
indicate the date assets were placed in service. For
significant additions, it will be necessary to determine when the related expenditures were charged
to construction - work -in- progress. For example, an
energy - generating plant may have been under construction for a period exceeding five years. Such a
significant addition would need to be restated under
GPP accounting using the index in effect during
the time each material expenditure was made.
Restating accumulated depreciation will present
other problems. Under the composite method of

Exhibit 2
SIMPLIFIED INCOME STATEMENT
(For the Fiscal Year Ended December 31, 1975)

$

1 2 .5 %
5.0%

$1,97 4,0 00

23.2%
9.3%

274 ,5 40
44,100
230 ,4 40

1 0 .0 %

$ (2 1 4 ,3 7 5 )
n/a
n/a
n/ a
$ (2 1 4 ,3 7 5 )
n/a
$ (2 1 4 ,3 7 5 )

$
$
$
$
$

n/a
n/ a
n/a
n/a

$

$ (2 1 4 ,3 7 5 )

14,000
$1,5 56,625

$

32 3,40 0
44 ,1 00
367 ,5 00

n/a
214 ,3 75

784 ,0 00
520,625
n/a
164,500
73,500

$

642 ,0 40

$

$
$
$
$
$

$
$

51,450
n/a
(1 4,00 0 )
37 ,4 50

n/a
214 ,3 75
n/a
n/a
n/a

$

579.880
44,100
535,780

$

32 3,40 0
44.100
367 ,5 00

$

947 ,3 80

$

249 ,1 30
2,1 00
247 ,0 30

51,450
385 ,0 00
(1 4 ,0 0 0 )
422 ,4 50

$

$

604 ,5 90

$

524 ,9 30

$

15,400
2,1 00
17,506

82 3,20 0
458,150
(7 9 ,6 6 0 )
172,760
77 ,2 10

16,450
$1,46 8,1 10

$

266 ,6 30

$2,0 72,700

16,450
$1,54 7,7 70

$

2,450
205 ,5 20

$

$
$
$
$
$

n/a

$

$

Restated to
12 /3 1/7 5
SEC method

$

330 ,7 50
42,000
288 ,7 50

Curre nt
value
ad justme nts

$

Ne t inco me
Less pre ferred d ividend required
Balance app lic able to com mon

$

$

Restated to
12 /3 1/7 5
FASB method

82 3,20 0
458,150
n/a
172,760
77,210

2,4 50
38 5,00 0
(1 4 ,0 0 0 )
373 ,4 50

308 ,0 00
42,000
350 .0 00

Column 6

39,200
151,900
n/ a
8,2 60
3,7 10

49 ,0 00
n/ a
n/a
49,000
680,750

Column 5

$2,0 72,700

$ (1 0 6 ,8 2 0 )

$

$
$
$
$

Intere st charges:
Lo ng te rm d eb t
Other
Total

Co lumn 4
Restated to
12 /3 1/7 5
deferred gain
on debt

98,700

631 ,7 50

$

Income bef ore intere st charges

14,000
$1,34 2,2 50

$

Operating inc ome
Other incom e:
Allowance for funds used during construc tion
Gain on de bt & pref e rred stoc k
General pric e leve l g ain (los s)
Total

784 ,0 00
306 ,2 50
n/ a
164,500
73,500

$

Colurrin 3

$

Historical

General
price
level
adjus tm ents

$

Expenses:
Operation & mainte nanc e
Depreciation
Le ss g ain o n d eb t
Taxe s othe r than inc om e
I nc o m e taxe s -c urre nt
Provision for de ferred
inc ome taxes
Total
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Column 2

$1,97 4,0 00

Operating re venues

Return on:
Historic al e quity
FASB re stated equity
FASB restated equity
gain o n de b t
SEC res tated equity

Co lum n 1

417,375

49,000
n/a
n/a
49,000
466,375
308 ,0 00
42 000
350 ,0 00
116,375
42.000
74,375

3.2%

with deferral of
7.4%
26.6%

5.9%
6 .9 %
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calculating depreciation charges, salvage, removal
costs, and gains or losses on disposition are all
cleared to the accumulated allowance account.
(Suggestion: One might turn to the tax records
which are generally prepared on a vintage year
basis. Of course, such amounts will have to be
adjusted to recognize differences between tax and
financial accounting amounts. Otherwise, one may
have to utilize actuarial assumptions or engineering
estimates to solve this problem.)

ConcludingRemarks
Utilities should study these matters very carefully. If they do not agree with the positions of
either the FASB or SEC, thev should communicate
their opinions directly. Otherwise, they may find
themselves concerned with the education of their
own regulatory commissions. The ultimate result
of such a situation could generate confusion and
loss of capital capacity.
❑
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AN MBO PERSPECTIVE ON CONTROLLERSHIP
Continued from page 14
satisfaction or achievement. For example, the phrase
"unfavorable variance of 10 percent" is a negative
phrase to a line foreman who has worked overtime
several evenings repairing parts. His negative variance report may have showed that he did not have
sufficient "earned hours" for overhead absorption
purposes.
Feedback and control systems operate best in
an MBO environment if emphasis is on the positive
rather than the negative; one that focuses on the
future rather than on the past. An achievement oriented manager performs better in an environment
where there is positive reinforcement rather than
where there are numbers that point out historical
inadequacies or failures.
Inadequacies and failure will inevitably arise,
but too often reporting systems adequately describe
the "who" but fail to describe the "what." Control must imply the observation and correction of
all❑the❑elements❑in❑the❑MBO❑process❑—❑goals,❑objectives, assumptions, joint objectives and plans, and
must go beyond mere fault- finding with a unit or
department manager.
FEEDBACK MUST BE TIMELY AND SIGNIFICANT

Operating managers want to know those facts
critical to the achievement of their specific objectives. Reports should tie in with the degree of priority the line manager has given each of his objectives.
The feedback in an MBO system requires that
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information be fed back to the line manager to assist
him in monitoring, controlling, and improving the
way he is achieving his objectives. If, for example,
the objective of an inventory control manager is to
maintain a level of inventory of no more than
five days of production, a report giving him monthly
inventory dollar values would be of no help.
FEEDBACK MUST BE DYNAMIC

The operating manager needs to find tools that
help him become a better manager and to achieve
better results. An effective MBO system ties the
reward system to the achievement of objectives.
When individuals and groups know that their performance depends upon the achievement of objectives, that good performance is rewarded, and that
the relationship between rewards and performance is
perceived❑to❑be❑clearcut❑—the❑motivational❑climate
will be enhanced.

Conclusion

Viewed from an MBO perspective, the controllership function provides the tools and environment
necessary to improve organizational effectiveness.
Effectiveness is dependent upon the achievements
of the individuals who make up the organization.
Where achievement is thwarted, organizational
effectiveness and managerial productivity are diminished.
Persons in the controllership functions will do
well to view their function and system to be sure
it meets the criteria required to support a dynamic
and effective organization.
❑
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BANKING RELATIONS
AND SHORT -TERM
CASH MANAGEMENT
A happy relationship with your bank in good times doesn't hurt,
but in times of stress it can be invaluable.

By James H. Toy
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The problem of establishing a short -term cash
management program is approached like any other
problem. One starts with an analysis of what is
actually happening now so as to obtain a sound
understanding of that before attempting to institute
a better program. Although it might seem logical
to start the analysis with daily deposits, withdrawals,
and balances on the bank statements, someone doing this for a few minutes would realize he was
getting nowhere, because these figures have very
little meaning. He would realize that the problem
needs to be subdivided into smaller, more manageable problems that can then be comfortably analyzed. This technique can be applied to the transactions on an old- fashioned bank statement —
deposits, withdrawals, and balances.
Deposits
Deposits are broken down into categories containing like items. The possibilities for logical categories
vary from company to company and from industry
to industry. Therefore, the breakdown of deposits
has to be tailor -made to your own business. There
are, however, a few fundamental breakdowns to start
you thinking along the correct lines. These include
items such as: receipts from cash sales, collection
of receivables, and proceeds from borrowing.t These
breakdowns will prove helpful in your analysis because each of them has its own characteristics and
frequency of occurrence. Some businesses might
wish to subdivide some categories even finer, such
as the separation of cash sales by store, or the separation of the collection of accounts receivable and
notes receivable. But the objective of this exercise is
to subdivide the receipts problem only into as many
categories as possible without confusion so they can
be studied, worked on, forecasted, and followed up,
each in the most logical way for it.

Disbursements
In a similar fashion, the disbursements are sorted
into categories having similar characteristics. Payroll can be categorized as weekly operating and
weekly administrative payroll, salaried payroll, and
abnormal payrolls, such as annual bonuses and vacation pay.2 Payments may also be categorized for raw
materials, property additions, income tax, property
tax, insurance, interest, vendors or suppliers, and
pension plans. Repayment of debt is broken down
into short -term and long -term categories,
In some cases, the accounting records will not
easily provide the above breakdowns. Our ledgers
usually concentrate on the accrual basis even though
we seek information on a cash basis. For example, a
single check to a vendor may pay a number of invoices, some of which are for property additions, and
others of which are for ordinary supplies or repair
parts. Each conflict must be resolved on an individual basis. Ask yourself: Isn't the availability of
the information for solving the cash management
problem likely to be worth more than the bother
and expense of obtaining the breakdown from the
accounting records?
Daily Balances
Even though you have had no effective.cash management program, it is possible to look backward
and break the daily bank balances down into parts:
1. Uncollected funds (obtain data from the bank)
2. Collected funds, which can be classified as
a. Balances required in connection with borrowing arrangements;
b. Balances required for other services; and
Other deposit items include proceeds for maturing investments,
refunds received (from income taxes, claims against vendors, etc.)
receipts from sale of property, transfers from other banks, and
investment income from dividends and interest.
S A separate classification can be made for deposits of payroll
taxes, Including withholdings.
I
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—
—

—

—

—
—

—

—

—

—

—

—

—

—

—

—

—

—

—

—

795
806
2

—

—
—

140
146

161
157

10
9
5
4

5
4

30
30
5
4
100

—

75
67

—

1

70
75

90
93

40
36

5
797
812
125
126
40
38
100
80
300
305
50
51

—

—

—

7
15
13
—

A

73
85
88
50
51

—

Debt reductions

160
157
1

—

The daily cash record is probably the most useful
tool in the cash management program. This is a
columnar worksheet for each accounting period,
with a column for each banking day, and a line for
each of the breakdowns of collections and disbursements. As the program matures, you will probably
find that columns for weekly subtotals and period
totals will also prove useful. A section at the bottom of the schedule can show net difference between collections and disbursements each day
(collection over /under), the bank balance and any
short-term or temporary investments.
Actual events are recorded on this schedule as
they become known, and each day's transactions
should be balanced on the morning of the following
banking day. As the history of transactions grows
on this record, our fund of knowledge about our
pattern of operation also grows.
Later, this record can be expanded to include

30
31
10
9

—

Tax deposits

50
52
20
20

140
146

Week
Total

—

Accounts payable

F
A
F
A
F
A
F
A
F

75
67

Fri
7

—

Capital additions

5
185
189

—

Administrative payroll

236
253

—

Disbursements
Production payroll

185
183

—

Total collections

235
253
1

March 1975
Thurs
Wed
6
5

—

Other

F
A
F
A
F
A
F
A
F
A

—

Proceeds for borrowing

Tues
4

—

Investment income

Mon
3

—

Collections
Accounts receivable

Daily Cash Record
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necessary
tool ... is a
daily cash

Exhibit 1
DAILY CASH RECORD
(In thousands)

140
147

3
130
136

150
225

20
25

1
175
71

4
615
604

Collections
over/ (under)

F
A

96
106

55
53

(75)
(158)

120
121

(14)
86

182
208

Bank balance
Temporary investments
Inactive bank balances
Imprest balances

A
A
A
A

413
250
75
30

416
300
75
30

408
150
75
30

409
270
75
30

405
360
75
30

768

821

663

784

870

(333)

(198)

(31)

(487)

(416)

435

623

632

297

454

Total charges

Total funds
Less — Checks in
"flo at"
Cash and temporary
investments per
general ledgers
F Forecast
A Actual

A

—

—
—

—
—

—
—

—

—

—

—

—

—
—

—
—

Other

—

F
A
F
A
F
A

—

The first necessary tool in an effective cash management program is a daily cash report. This does
not have to be overly complicated. The items to be
shown for each general bank account are in order:
opening balance, deposits for the day, disbursements
for the day, interbank transfers, adjustments, and
closing balance. If there is only one general fund
account, a one -page report will suffice for the entire month by the mere addition of a single line for
each banking day. If several accounts are involved, a
separate report is prgpared for each banking day
showing the status of each bank as well as the totals.
This report shows the transactions from the
bank's point of view. That is, the balances are the
balances on their ledgers, the deposits are the ones
they credited, and the disbursements are the checks
that cleared (not the ones we issued). This requires
daily telephone communication with your general
fund banks. It also places a premium on reducing
the number of general fund accounts you have to
watch, so obviously it is simplest to have one general fund account through which everything passes.
This can be done by converting some accounts into
virtually inactive accounts and changing others to
imprest accounts. All this may seem extremely
bothersome, but you cannot do an effective job of
cash management by watching your own book
balances because they don't show the right picture.
As a side benefit of this report, items to be
reconciled will be discovered on a daily basis, and
work can be started immediately to clear them up.

—

Daily Cash Report

"The first

—

Such an analysis of the past, however, is of little
use. We should be looking ahead. If our program is
to be successful, we will have to manage the actual
balances so that they equal 1 plus 2a plus 2b above,
and that 2c for any month will approximate zero.
So, let's forget the past and move on to the future.

daily (or at least weekly) forecasts of each line
item. This is done by double- spacing the line descriptions. The forecasts are entered on one line and
the actual events are posted on the second line.
Once the record is complete for each accounting
period, it is placed in a semi - permanent file and
saved for a number of years. This record will prove
helpful in establishing behavior patterns which may
vary for a number of reasons, including seasonality,
banking holidays, regular holidays, mail strikes, and
other unusual occurrences. For these reasons, brief
explanations should be made before filing on the
record of any abnormal events that appeared to
affect any of the entries.
Exhibit 1 represents a simple example of the
Daily Cash Record as it might appear after the
work is posted through the first week of the period.
Note that the actual collections over or under for

—

c. Excess balance (which can be invested) or
deficiency in balance (representing under -compensation of your bank).
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"Investments any day will reconcile the difference in the "total
funds" for that day as compared to that of the pretoday are ceding day. Specifically, the $53,000 excess of colover charges on March 4, added to the
made on the lections
$768,000 total funds at the close of business on
basis of an March 3, equals the $821,000 total funds at the
close of business on March 4.3
estimate of
Other Tools
what today's
transactions
will be."
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efficient in collecting past due accounts and interest thereon?
7. Could we improve matters by switching banks?
8. How can we be sure that unusual items are deposited promptly? This includes items such as
proceeds from sale of fixed assets, income tax
refunds, and proceeds of borrowings. These usually are relatively large, but their nonroutine
nature tends to slow down processing.

A large desk -top calendar is extremely handy as a
method of reminding the cash manager of future Retard Disbursements
transactions to be completed. Investments can be
In a similar fashion, attention is given to each
noted in the space for the day of maturity. Notes category of disbursement with the objective of
can be made to ensure that due dates for dividend slowing down its impact upon the bank account as
payments, income tax payments, scheduled debt much as possible within the constraints of company
reductions, and deposits of withheld payroll taxes, policy. Some questions to be answered:
are not overlooked even when the amounts are still
1. Are we paying items before their due dates?
unknown.
Investments today are made on the basis of an 2. Are we taking discounts that are really costing
estimate of what today's transactions will be. The
us money when compared to the rates we are
either paying or receiving for funds?
actual will not be known until sometime tomorrow
at best. This implies the use of a daily worksheet 3. Are we delivering required disbursements to the
for making the estimate of what, if anything, is
bank on their specific due dates?
available for temporary investment. This worksheet 4. Are we disbursing from the proper bank to take
will deal partly with known numbers and partly
advantage of mail and clearing time?
with estimates, and they should not be comingled. 5. Are we mailing our checks at the end of the day?
Some of the known items include opening balance 6. Are checks being released earlier than the comper the bank, at least some of the deposits, investpany policy provides?
ments maturing todav, and any transfers in or out
Devise next a system to learn the clearance patyou have ordered the bank to make today. Estimates are generally limited to such things as what tern of checks mailed out on any specific day. Treat
deposits may be made after the cut -off for the in- unusually large checks as a different "population"
vestment decision, and how many of the outstand- from the mass of normal checks. These larger
checks frequently clear faster than average because
ing checks are really going to clear today.
The daily worksheet is designed to aid the anal- they receive expedited handling.
The clearance pattern of the remaining checks
ysis as much as possible, and to provide a record
showing how and why each investment decision is now tested over several weeks. The results can
was made. It ought to contain all quotations ob- be stated in terms such as:
tained for short -term investments and indicate
12 percent clear in one banking day,
which quotation was accepted.
36 percent clear in two banking days,
Speed up Collections
68 percent clear in three banking days,
95 percent clear in four banking days, and
Each of the breakdowns of receipts is investi5 percent take more than four banking days 4
gated thoroughly to see whether it can be gotten
into the bank balance more quickly. Some typical
The expected clearance is then computed by prequestions follow:
paring a schedule for each bank account, with each
1. How is a deposit transmitted to the bank? De- day's checks issued becoming a line and the expected clearance entered in columns by banking
livery in person is quicker than mailing.
2. Do we always deposit today that which we re- day. For purposes of short -term cash planning, you
ceive today, and if so, does the deposit get in can assume this clearance schedule is correct, although you may want to increase the early numbefore the bank's cutoff for the day?
3. If our customers or our operations are widely bers somewhat to allow a margin for variations from
dispersed over the country, do we utilize lockbox the normal. The total forecasted daily clearances
or concentration bank techniques for speedy should be compared to the actual on a continuing
local collection followed by wire transfer to the basis.
This system of covering checks works best if the
central bank?
4. Would it be profitable to factor our accounts disbursements are actually made against imprest
receivable or honor a bank credit card?
5. Should discount or other terms on our accounts
For purposes of the exhibit three assumptions have been made:
ledger balance with the bank needs to average about $410
receivable be modified to promote quicker pay- The
000, temporary investment must be in multiples of $10,000, and
payroll
checks and normal accounts payable checks are issued
ment by our customers?
late Thursday to be available to the payees no earlier than
6. Are we mailing invoices or statements to cus- sFriday.
Payroll checks should be reviewed separately, because they
tomers promptly, and is our credit department probably have a clearance pattern all their own.
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funds in the same bank as your general fund account. The imprest funds can be reimbursed from
the general fund by one of two ways:
1. The bank can charge the general fund with an
amount equivalent to the checks charged to the
imprest fund each day (the so- called "zero balance bank account "), or
2. You can instruct the bank as to the amount to
be transferred to each imprest account each day.
Each approach has its advantages and disadvantages. In the first, you know always what your imprest balances will be (zero), but are left in doubt
about the more important general fund account
balance, which the bank will develop sometime late
in the day or during the night. In the second, you
know that your general fund balance is, but the
imprest accounts will always have a balance not
readily known on a current basis. If you have
played the coverage too close, these balances may
entail an occasional overdraft. Your negotiations
with the bank should therefore include an understanding that all the accounts will be treated as
mere convenience subdivisions of a single overall
account. Under this arrangement, a small overdraft
in one of several subdivisions should represent no
problem.
As a result of the above technique, there will
always be a number of checks issued and charged
against cash in your general ledger accounts but not
yet used to reduce the bank balances we are using
for cash management purposes. These are normally
referred to as the "float ". The planning balances
can always be reconciled on the Daily Cash Record
(Exhibit l ) by subtracting the float shown on our
clearance schedule.
In some instances the total float may even exceed
your bank balance. This would be embarrassing if
all the float should miraculously clear in a single
day. But this will never happen. Your estimate of
float should never be more than about 10 percent
off, and the normal balance maintained with your
bank for other purposes should be more than
enough to handle this margin of error. Thus, in
many cases, your normal float of issued checks is
enough to cover all—or a substantial part —of the
balance your bank expects you to maintain.
Bank Balances Required
Your bank is probably making an analysis of your
account every month. If you are not getting it, you
can request that you receive a copy routinely. The
normal analysis will tabulate each of the services
connected with your account for the month, such
as number of deposits, number of checks handled,
number of return items handled, number of wire
transfers made, and number of reconciliations
made. Each of these activities is multiplied by its
unit cost. To the sum of these activity costs is
normally added a flat charge for monthly account
maintenance. These costs are converted into targeted balances for a breakeven operation by dividing them by a worth of funds stated as a percent
MANAGEMENT ACCOUNTING /AUGUST 1976

(which may change from month to month and will
vary from bank to bank) . The analysis show the
average daily ledger balance from which is subtracted the average daily balance of "uncollected
funds" to arrive at "available funds ". This is the
portion of your funds that the bank is permitted
to use for purposes such as loans and discounts.
Somewhere in the equation, the bank will give effect to the required reserve balances mandated by
the regulatory authorities. A comparison of the
available funds to the targeted funds indicates to
the bank the extent to which your balances are adequate to cover the cost of its services. If you are
on the low side, the bank may approach you about
maintaining higher balances, but if your balances
are on the high side, the subject may not be
brought up unless you do it.

"it is ... a form
of insurance to
maintain a
satisfactory
relationship
with the
bank."

Maintenance of Proper Bank Balances
A happy relationship with your bank in good
times doesn't hurt, but in times of stress it can be
invaluable. It is basic good business —and a form
of insurance —to maintain a satisfactory relationship
with the bank.
Therefore, you should find out precisely what the
bank has a right to expect in the way of balances,
and then maintain them at that level or even a
little higher. Typically, a bank may expect the
ledger balance to consist of two basic categories of
funds: available funds and uncollected funds.
Available funds represent checks in your deposits
that have cleared the banks upon which they are
drawn. Your available funds balance is needed to
support:
Any borrowings from the bank —(This is customarily set at 20 percent of your unpaid loan
balance. Using this percentage, you can calculate
this requirement each day.)
Any unused line of credit —(This is commonly
set at 10 percent of the unused portion of any
line of credit. Therefore, this requirement can
also be calculated exactly each day.)
Other bank services, primarily the checking
accounts —(This is the balance shown to be
required by the monthly account analysis.
Experience will enable you to estimate this
element of the required balance with satisfactory
accuracy.)
Uncollected funds represent the checks included
in your deposits that have not yet had time to clear
through the system to the bank upon which drawn.
Clearance time can run from zero days for banks
in the same city to two or more banking days for
banks in more distant cities. The bank is required
to keep track of these on a theoretical basis, and
can normally tell you what the balance is. After
working with the figures a while, you will probably
be able to estimate this number satisfactorily, either
as an absolute amount or as a percentage of your
ledger balance.
After you obtain a clear understanding with your
bank officer as to what the bank expects for each
27

"A successful
cash
management
program can
produce
additional cash
on a one -time
basis . . . "

of the above elements of the balance, you can set
up a worksheet (Exhibit 2). This worksheet shows
the targeted balance for each day, and a month -todate daily average of the targets. In a parallel
section, the schedule shows the actual ledger
balance by day, and a month -to -date daily average.
The objective is to manage the actual ledger
balances so that the month's average daily balance
is at least equal to the target. Relatively wide swings
can occur on a day - to-day basis, but the monthly
average can be managed in a fairly accurate way.

Temporary Cash Investments
A successful cash management program can produce additional cash on a one -time basis if emphasis
is maintained on improved collection and disbursements procedures. Such a program permits the use,
on a day- by-day basis, of that part of your bank
balance which is excess and therefore available for
other uses.
Through your short-term investment vehicle,
investments can be made for periods of time
ranging from one day up to as much as two, three,
or four weeks. These investments should be made
with the certainty of availability at the due date
the overriding consideration, because today's investment may represent the payroll payment of next
week. Once satisfied on this point, you can make
your decision based on such factors as vield and
convenience. Maturities should be scheduled to
make the funds available on dates when forecasts
indicate the need for funds. It is also good practice
to scatter the maturities out every day or so just
to be sure that anv unexpected expenditure (or
drop in deposits) doesn't create a crisis.

Forecasting
An intelligent decision on scheduling maturities
can be made only if you have looked ahead and
have tried to anticipate the cash flow. Since the
program is short term, so will the forecasting be
short term.
One method of short -term forecasting involves
the use of the daily cash record. The various categories of deposits and disbursements can each be
forecast, perhaps by day, for a week ahead or for

Exhibit 2
AVERAGE DAILY WORKSHEET
(In thousands)
Date
3/ 1 /7 5
2
3
4
5
6
7
8
9
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Each
day
417
417
413
416
408
409
405
405
405

Actual balances
Total
Daily
to date
average
417
417
834
417
1,247
417
416
1,663
2,071
414
2,480
413
2,885
412
3,290
411
411
3,695

Each
day
412
412
410
411
409
409
408
408
408

Targeted balances
Total
Daily
to date
average
412
412
824
412
1,234
411
1,645
411
2,054
411
2,463
411
410
2,871
3,279
410
3,687
410

two weeks ahead or maybe even four weeks ahead.
However, due to the lack of a cross check for reasonableness, the farther ahead one tries to see on this
basis, the less satisfactory it normally proves to be.
So this approach should probably be restricted to
trying to foresee no more than the next four weeks.
When these forecasts are posted to the daily cash
record and the actuals compared to them as they
occur, a feedback mechanism begins to work which
may make possible better forecasts in the future.
For those periods of time beyond four weeks
a balance sheet forecasting method is preferred.
In this method, operating management makes a
monthly forecast of items such as billings, inventory
levels, operating schedules, capital additions, and
(possibly) variable margins for up to a year ahead.
Using this base data, historical relationships, the
fixed -cost budget, and a known starting point, you
can forecast a series of condensed monthly income
statements and related balance sheets. In this forecast, all line items except cash and temporary cash
investments are projected in the most logical
manner. The balance sheet is then brought into
balance by forcing out a residual number representing cash and temporary cash investments. If
the residual number is negative (and the other
•items appear to be right), it indicates a need for
increased borrowings, which must be entered on the
liability side to provide at least a minimum cash
balance on the asset side of the balance sheet.
'When the projected financial statements have
been completed, you will be able to study them
for their implications for future operations. First,
you can analyze them for overall reasonableness
and internal consistency. 'Try here to discover any
factual or clerical errors in compiling the statements. Secondly, you can analyze any indications
of needed changes in strategy. Do we need to cut
overhead drastically? Can we afford proposed capital
additions? Do we need to arrange for a larger line
of credit with our bank? Can we feel free to devote
part of our cash to long -term investments? Satisfactory answers to questions of this nature cannot
be obtained from the detailed cash flow forecast
prepared on the daily cash record.
Finally, you can adopt a procedure to compare
actual statements to these forecasts. Likewise, you
might compare by line item subsequent forecasts
to prior forecasts. In this way you can gradually
improve your forecasting techniques and be in a
position to explain how the changes in forecasted
cash position occurred.
Conclusion
The adoption of a program for short -tenn cash
management can be worthwhile for any company.
Its implementation can result in a one -time increase
in cash available, but the real advantage lies in the
effective determination of any excess funds on a
daily basis, and their investment to provide additional earnings that otherwise would have been
missed.
Cl
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MONEY TALKS,
DOESN'T IT?
It is ironic that variance reports frequently go out of their way
to translate events and materials into money.

By Robert C. Chilton

Speaking the Language

If the accounting manager could look behind the
frustrations of the plant manager as he stares in
disbelief at the operating statement, lie would be
able to recognize the cause of the plant manager's
anguish. Here is a man who has planned faithfully
and carefully to use the tools of production —men,
materials, and equipment —to achieve the company goals. He has worked many hours; he has
contended with illness and absenteeism, machine
breakdowns and power failures, defective materials
and schedule changes; and now he is confronted
with a close to incomprehensible financial report
that explains to the fifth decimal place the cost of
his failures. There is a labor variance, separated into
the components of time variance and rate variance.
There is a material variance, further divided into
usage variance and price variance. And there is an
overhead variance, broken down into efficiency
variance, activity variance, and expense variance.
All the totals tie in neatly to the company's statement of operations; all the totals check out to the
penny. Yet the plant manager has a feeling of helplessness.

Accountants generally fail to notice that, although accounting is said to be the language of
business, it really is more a method of recording
and reporting. The real language of business is
money. After all, what other common denominator
could be used to express the many varied activities
of a business? What other unit of measurement
could describe not only what has happened (the
income statement), but also where we stand (the
balance sheet)? And, after all, the whole purpose
of American enterprise is to make money, isn't it?
Therefore, why shouldn't dollars be used to communicate the facts behind our financial position?
The difficulty with using dollars in an operating
statement —at least from the plant manager's stand point—is that dollars are consequences, not events.
And the production plan is not a consequences
Plan, but an events plan. The manager is called
upon to produce a certain number of units. To do
this he employs a specified number of workers for
a planned number of hours. He also makes use of
certain pieces of production equipment that consume a certain quantity of power. He makes allowances in his plans for average losses of machine and man - hours, and he schedules sufficient additional raw material to provide scrap, waste, or low
yield. In all of these things, he doesn't consciously
plan to spend dollars. Nevertheless, accounting reports subsequently will be prepared reducing the
hours, pounds, gallons, and Btu's, to dollars.

The Accountant's Job
The job of the accounting manager is to manage
the accounting department. In simple terms, this
means the preparation of the monthly accounting
reports— accurately, neatly, and on time. There
may be no premium on imagination, but there is a
strong emphasis on getting the job done. In this
respect, the accounting manager shares much in
common with the plant manager. He too must
survive illness and absenteeism as well as computer
breakdowns, requests for special reports, mail delays, and duplicating equipment failures. In spite
of such adversity, and often times after many hours
of overtime, he usually gets his job done on time.
And then the factory manager tells him that his
report is next to worthless. Now there are two frustrated individuals.
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Translation Problems
It is ironic that variance reports frequently go
out of their way to translate events and material
things into money. For example, a material usage
variance, although conveniently expressable as, say,
an overusage of 17 lbs., or 3.5 percent, may instead
be reported as "$12.36" which, when added to a
material price variance of "$6.13," will quite accurately account for a total material variance of
$18.49," which in turn will agree with a summary
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statement. In the same manner, a labor time variance, easily expressable (and understandable) in
hours and tenths of hours, will be calculated in
dollars and cents as the "labor time variance" portion of the total labor variance.
Probably one of the more dramatic examples of
how the use of dollars as a language obscures the
information it seeks to divulge is in the area of
fuel costs. In many industries, the cost of fuel,
once a relatively small portion of the production
cost dollar, now has become a significant element
of total cost. In addition, many companies have
been forced by rising costs and frequent scarcity
to join the ranks of multiple fuel users. In such
circumstances, what does a statement of fuel cost
signify? A factory manager who has both oil and
gas available -with gas as the cheaper fuel, but
with frequent gas supply interruptions -will plan
his production schedule to take advantage of the
lower cost fuel whenever possible. He cannot, however, be held to a particular dollar cost. He can
only be expected to make efficient use of the
facilities available to him. To measure his performance, therefore, the accounting manager should
select a real common denominator, such as Btu's
to indicate fuel consumption. It will be a futile
exercise and a frustrating experience for the factory
manager or for the accountant to establish a standard cost in dollars in such circumstances.

... manage-

ment
accountants
should report
. . . the
information
behind the
dollars..."

Define: Variances
In the preceding examples of variance analysis,
the perceptive accountant will notice that the labor
variance and the material variance each contains an
element properly under the control of the production supervisor, and each contains an element not

Exhibit 1
COMPARATIVE STATEMENT OF MANUFACTURING
OPERATIONS
Month
1976
3,914

3,612

23,810

19,911

4,111
95.2%

3,715
97.2%

26,215
90.8%

21,877
91.0%

50,100

47,324

292,814

281,664

51,200
97.9%

49,516
95.6%

299,992
97.6%

287,318
98.0%

30

$1,216,004

$1,139,883

33,314
41,444
18,701
40,510
4,115
3,300
$328,924

239,011
312,294
123,006
247,200
26,650
21,000
$2,185,165

200,914
216,175
114,491
243,060
25,110
19.800
$1,959,433

51.92
11.47
91.06

51.07
13.12
91.78

57.25
10.86
98.41

$

53.99
12.35
94.75

$187,540

$

Unit costs
Direct labor
Material
Manufactured

$

Costs of production
$211,312
Direct labor
Other payroll
39,411
costs
48,337
Material cost
22,818
Supervisory salary
41,200
Depreciation
4,275
Insurance
3,500
Taxes
5370,853
Total

$

Key statistics
Units produced
Material used
(units)
Efficiency
Labor hoursstandard
Labor hoursactual
Efficiency

Six months to date
1975
1976

1975

under his control. The time variance of the labor
variance -if expressed in time and not in money can be a useful and informative tool. Likewise, the
usage variance of the material variance, if expressed
in pounds, gallons, or other appropriate measure
and not in dollars, will provide a tool of great
utility to plant management. On the other hand,
the labor rate variance concerns something beyond
the production supervisor's responsibility. He does
not negotiate or establish labor rates; he may not
even have a choice in the assignment of a higher
or lower paid worker to a particular task.
The same reasoning is even more pertinent with
respect to the material price variance. Raw material
and parts are withdrawn from the storeroom according to a bill of materials, and not according to
cost. The production manager has no control over
the cost of the materials he uses. But although he
cannot reasonably be considered responsible for the
price of the labor or material assigned to him, he
most certainly is responsible for their proper employment. The statement the production man will
find most useful therefore, will be one that compares what he did with what he set out to do, expressed in the same units in which he did his
planning.
Report Facts, Not Dollars
In many manufacturing companies, of course,
there are special reports prepared for factory managers, supervisors, and foremen that provide the
kind of analysis useful to them. They report labor
utilization in hours, material utilization by unit,
and efficiency expressed as a percentage. But there
seems to be no convenient way, particularly with
respect to material, to report quantity information
and statistics on higher level financial statements.
Summary statements of factory operations deal
almost entirely in dollars, with occasional listings
of standard hours produced or units manufactured.
As a result, factory managers may be frequently and
fruitlessly called upon to explain "baffling" dollar
variances, because the financial report fails to deal
with the events represented by the dollars.
To fill this void in communication, management
accountants should report as much as possible of
the information behind the dollars in the operating
statements prepared for top management. In Exhibit 1, a somewhat simplified example, the non dollar information is listed at the top of the statement. Another solution would be to include it
where appropriate in the body of the statement.
Other costs can readily be calculated and reported,
such as hourly labor cost, cost of fringe benefits,
etc.
Conclusion
If he finds among the "financial" reports some
recognizable units of measurement, the factory
manager may lose his look of dismay and may
actually find the accounting manager a kindred
soul. Deep down, we all believe that if the pounds,
hours, and other units of production are managed
properly, the dollars will take care of themselves.
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INVENTORY
CARRYING COSTS
Four basic -cost categories must be considered when calculating
inventory carrying costs: (1) capital costs, (2) inventory service
costs, (3) storage space costs, and (4) inventory risk costs.

By Douglas M. Lambert and Bernard J. La Londe
Inventory carrying costs, the costs that are associated with the quantity of inventory stored,
represent some of the highest hidden costs in
industry. The magnitude of these costs, and the
fact that inventory levels are influenced by the
configuration of the physical distribution system
used, demonstrates the need for their accurate
assessment. Currently, most managers who do consider the cost of holding inventory, use estimates
or traditional industry benchmarks, anywhere from
15 to 35 percent of the value of the inventory.
However, there are also many corporations that
do not consider inventory carrying costs even
though these costs are both real and substantial.
The cost of carrying inventory has a direct impact not only on the number of warehouses that a
company must maintain, but on all of the firm's
distribution policies. Given the same customer
service level, low inventory carrying costs could lead
to the use of multiple warehouses and to a slower
mode of transportation such as railroads. High
inventory carrying costs, on the other hand, could
result in a limited number of stock locations and
would require a faster means of transportation, such
as motor carriers or perhaps aircraft in order to
provide the same service. Without an accurate
assessment of the costs of carrying inventory, it is
unlikely that a company would choose the distribution policies that would minimize its costs. A
knowledge of the cost of oarrying inventory also is
required to accurately determine economic manufacturing quantities, economic order quantities, and
sales discounts, all of which are currently calculated
on the basis of estimated costs. The total cost
associated with carrying inventory also must be
known if cost tradeoffs are to be made within the
logistics system. Exhibit 1 illustrates the tradeoffs
that are necessary when establishing customer
MANAGEMENT ACCOUNTING /AUGUST 1976

service levels, purchasing policies, transportation
policies, and warehousing systems if maximum
corporate profitability is to be realized.
The Basic -Cost Categories
Four basic -cost categories must be considered
when calculating inventory carrying costs: (1)
capital costs, (2) inventory service costs, (3 )
storage space costs, and (4) inventory risk costs.
CAPITAL COSTS

Many businessmen think that inventory is a
relatively liquid and riskless investment. For this
reason, they feel that a somewhat lower return can
be justified on inventory investments. However,
holding inventory requires capital that could be
used in other corporate investments, and by having
funds invested in inventory a company foregoes the
rate of return that could be obtained on such
investments. Therefore, the company's opportunity
cost of capital should be applied to the investment
in inventory., This cost of capital should be applied
only to the out -of- pocket investment in inventory.
Although most companies use some variation of absorption costing for inventory valuation, only variable manufacturing costs are relevant. That is, the
cost of capital, the company's minimum acceptable
rate of return, should be applied only to the variable
costs directly associated with the inventory.
The measurement of the cost of capital is, however, very complex. For example, the coupon rate
on bonds is not an accurate measure of the cost
of debt capital. To measure the cost of debt capital,
the impact of the marginal use of debt on the
market price of common stock must be estimated.
Also, the figure used for the cost of capital will
depend on whether the security valuation is made
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The cos t of c apital also s hould be applied to the investment in
physical assets such as materials handling equipment if the
amount of investment varies directly with the volume o f inventory held and not the quantity of inventory shipped.
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on the basis of investment opportunities, stream
of dividends, stream of earnings, or discounted cash
flow. What is required is a straightforward method
of calculating the cost of capital that can be easily
understood and applied by businessmen.
In most business situations available capital must
be rationed to the most attractive investment possibilities. James Mao offered the concept of a hurdle
rate —the rate over which projects will be accepted
or the minimum acceptable rate of return —for use
in situations where capital is rationed. He defined
the hurdle rate in these situations as the rate of
return on marginal investments, due to the principle of opportunity costs. For instance:
"Consider for example, a firm which pays
10 percent for funds that it acquires and that,
because of capital rationing, is currently
turning down marginal investments promising
annual returns of 15 percent. For this company the hurdle rate in investment decisions
is 15 percent, although the cost of capital is
only 10 percent. This means that the relevant
time value of money is measured by the
return on the most lucrative investments
foregone by the firm, rather than by the price
at which the funds were originally acquired.
Of course, the 15 percent hurdle rate could
also be designated as the cost of capital to the
firm, if this term is interpreted generically".2
For most pragmatic business decisions, "capital
rationing" is a more meaningful concept than
"capital budgeting" and the concept of opportunity
cost is more meaningful than the concept of a
weighted average cost of capital. "For most decision making situations, it is the opportunity calculated
cost of capital which is far more important for a
given decision than an actual calculated cost of
capital based upon something which happened
yesterday." 3
The hurdle rate concept presented by Mao,
should be used in order to accurately reflect the true
cost involved.' It should be used by companies experiencing capital rationing which is the rule rather
than the exception. Where capital rationing does
not exist, the capital invested in inventory is expected to earn a rate competitive with marketable
securities and /or other liquid investments of the
firm.
INVENTORY SERVICE COSTS

The inventory service costs are made up of taxes
and insurance. Taxes vary depending on the state
in which inventories are held. The tax rates can
range from zero in states where inventories are
exempt to 19.8 percent of the assessed value in
Indiana. In general, taxes vary directly with inventory levels. Insurance rates, on the other hand, are
"James C. T. Mao, Quantitative Analysis of Financial Decision,
Collier - Macmillan Canada, Ltd., Toronto, Canada, 1969 p. 373.
s Sam R. Goodman Financial Man er's Manual and Guide,
Prentice -Sall, Inc., Englewood Cliff's, N.J. 1973, p. 220.
s In some very sppecial circumstances, suds as the canning industry short -term financing may be used to finance the seasonal
build -up of inventories. In these situations, the actual cost of
borrowing is the acceptable cost of money.
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not strictly proportional to inventory levels. Insurance is usually purchased for a specified time period,
and the insurance policy will be revised periodically
based on expected inventory changes. Insurance
rates also vary for other reasons. They could be
affected by the types of materials used in the construction of the building to house the inventory,
the building's age, and considerations such as the
type of fire prevention equipment installed.
STORAGE SPACE COSTS

In general, there are four types of facilities that
should be considered and the treatment is quite
different for each one. These are:
1. Plant warehouses
2. Public warehouses
3. Rented (leased) warehouses
4. Privately owned warehouses
The costs associated with plant warehouses are
usually fixed in nature, although some variable
costs such as the cost of taking inventory and other
direct expenses should be included in inventory
carrying costs. Fixed charges and allocated costs
are not relevant for inventory policy decisions
unless the warehouse space could be rented or used
for some other productive purpose, if not used for
storing inventory.
Space in public warehouses is usually rented on
a dollar per hundredweight or on a volume occupied
basis. The use of public warehouses is a policy
decision made because it is the most economical
way to provide the desired level of customer service
without incurring excessive transportation costs.
For this reason, most of the costs related to the
use of public warehouses should be considered as
throughput costs and only charges for recurring
storage that are explicitly or implicitly included in
the rental cost should be considered in carrying
costs. Of course, the cost of capital associated with
holding inventory in public warehouses must be
included in the inventory carrying costs. This cost
is equal to the variable manufacturing cost plus
variable distribution cost multiplied by the opportunity cost of capital or hurdle rate.
When warehouse space is rented or leased, it is
normally contracted for, and the contract is in force
for a specified length of time. The amount of space
rented is based on the maximum amount needed
for the period of the contract. Thus the rate of
incurring warehouse rental charges does not fluctuate from day to day with changes in the inventory
level, although the rental rates can vary from
month to month or year to year when a new contract is negotiated. Most operating costs for the
warehouses are fixed with time but some may vary
with the amount of inventory held. In any case,
these costs could be eliminated by not renewing the
contract and are therefore a relevant input for
decision- making. However, these costs should not
be included in inventory carrying costs, but rather
in the warehousing costs category (see Exhibit 1) .
Their inclusion in inventory carrying costs simply
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clouds the issue and forces an unnecessary recalculation of the inventory carrying costs percentage
with each change or proposed change in the number of warehouse facilities.
All operating costs that could be eliminated by
closing down a privately owned warehouse, or the
net savings resulting from a change to public warehouses should be included in warehousing costs and
not in inventory carrying costs.
INVENTORY RISK COSTS

Inventory risk costs vary from company to
company. They include charges for obsolescence,
damage, pilferage and relocation of inventory. The
cost of obsolescence is the cost of each unit which
must be disposed of at a loss because it becomes
obsolete. It is the difference between the original
cost of the unit and its salvage value. This figure
may or may not show up on the profit and loss
statement as a separate item. Usually obsolescence
results in an overstatement of the cost of goods
manufactured account or the cost of goods sold
account. Consequently, some difficulty may be experienced in arriving at this figure.
The costs associated with damaged goods should
be included only for the portion of damage that is
directly attributable to the volume of inventory
held. Damage incurred during shipping should be
considered a throughput cost since it will continue
regardless of inventory levels. Often this figure is
identified as the net amount after claims.
Shrinkage due to pilfering is an increasingly important problem for American businessmen. Inventory theft in the view of many authorities is a
more serious problem than cash embezzlement. It
is far more common, involves far more employees,
and is hard to control. This cost may be more
closely related to company security measures than
inventory levels, although it will definitely vary
with the number of warehouse locations.
Relocation costs are the costs associated with
transshipment of inventory from one stocking location to another to avoid obsolescence. In most
cases these costs are the result of tradeoffs between
transportation and warehousing costs and are not
relevant for inventory holding costs.

quirements. One company made exclusive use of
leased facilities. Another company used public
warehouses and corporate managed facilities on a
50 -50 basis, and the last company included in the
sample used private, leased and public warehouses
on a 10 percent, 40 percent, and 50 percent basis,
respectively.
In addition to plant warehouses, the number
of field warehouses used by the respondents ranged
from five to over twenty with two companies falling into the last category.

"Shrinkage .. .
is an
increasingly
important
problem for
American
businessmen."

DATA COLLECTION

It was necessary to obtain the following information in order to accurately determine inventory
carrying costs:
1. A documented opportunity cost of capital
figure --(An interview with the company's controller or someone else with the appropriate
background was used to obtain this data. This
figure represents the company's minimum acceptable rate of return on new projects.)
2. Insurance and taxes on finished goods inventory
for the past year or for the budgeted year —
(The total taxes on finished goods inventory
for the product group or division being studied
was considered to be an adequate measure.)
3. Breakdown of warehousing costs both fixed
and variable by plant warehouses and field
warehouses —(In this situation variable costs
were considered to be those costs that changed
with an increase or decrease in the level of inventory investment.)
4. The inventory risk costs associated with finished goods inventory and expressed in dollars
for the time period being studied — (These
costs were comprised of: obsolescence, shrinkage, damage, and relocation costs.)
Exhibit 1
COST TRADEOFFS REQUIRED IN THE LOGISTICS SYSTEM

Customer
service levels
(cost of lost sales)

A Survey
In order to obtain the data to determine the
significance of inventory carrying costs a survey
was made of six companies. Their actual accounting
records and costs were investigated in depth.
The six companies included in the study were
manufacturers of packaged goods products. Most
of their sales were in the household consumer
market although some of the companies had substantial institutional sales. All of the companies had
annual sales of over $1 billion or were divisions
of multinational corporations with sales volumes
in excess of $1 billion annually. Every company
included in the study had multiple products that
were marketed in the United States.
Three of the firms used public warehouses to
satisfy 100 percent of their field warehousing reMANAGEMENT ACCOUNTING /AUGUST 1976

Inventory
carrying
costs

Transportation
costs

Lot quantity
costs

Warehousing
costs
(throughput costs,
not storage)
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". . . c o o p e r a -

tion wa s
evident from
all l e vel s

5. Standard manufacturing costs for each product
6.

of

management."
8.

10.

12
13

as well as information concerning the costs
included in these standards
Average monthly finished goods inventory for
each product- (either last year's actual or this
year's projected)
Average annual total finished goods inventory
for the past year
Breakdown of where in the system inventory
was held -(for example: field warehouses, 33
percent; plant warehouses, 45 percent; and
in transit, 22 percent)
Current inventory carrying cost and method
of calculation
Copies of any in -house or consultant's studies
in which inventory carrying costs were included or should have been included
Examples of the kinds of decisions in which
management used, or expected to use, inventory carrying costs
Time required to obtain this information
Problems involved with implementation of the
methodology

already were considering their own studies prior
to being contacted by the researcher. In fact, the
corporate staff group of one of the companies was
conducting its own study on a corporate basis
although the divisional vice- president of distribution referred to it as a "less scientific approach" to
the problem.
FINDINGS

Most of the data collected during the study
of the six food products manufacturers are summarized in Exhibit 2. From this and other data
obtained, the following major findings emerge:
RAN G E O F CA R R YI N G CO ST P E R C E N TA G E S . The
results suggest that each company should calculate
its own figure since individual carrying cost percentages ranged from a low of 14 percent to a high
of 43 percent.
TH E

TH E D A TA . With few exceptions,
the data were readily available in each of the companies; however, a number of minor problems deserve attention:
A V A I L A B I L I TY O F

GENERAL RESULTS

Almost 50 interviews were conducted with an
average of about eight per company. Without
exception, the attitude toward the research topic
was enthusiastic and cooperation was evident from
all levels of management. Four of the six companies

One company did not have a specific hurdle
rate for new investments, and another company,
although it used a hurdle rate of 20 percent,
was required to pay its corporate head office
only eight percent for money that was invested

Exhibit 2
SUMMARY OF INVENTORY CARRYING COST DATA

Time re quire d fo r d ata
collection

Company A

Company B

Company C

Company D

Company E

Company F

4 0 .0 0 0 %

2 9 .0 0 0 %

2 5 .5 0 0 %

8 .0 0 0 %

3 0 .0 0 0 %

2 6 .0 0 0 %

0.0 9 1
1.897

0.2 10
0.4 60

1.6 89
0.0 85

0.05 8
1.1 66

0.0 23
0.02 8

4.5 46
0.33 4

0.57 3

2.8 93

0.45 6

2.9 25

0.8 00
1.2 86

1.700
0.12 4
0.32 9
0.30 2

N/A

3 2 .9 6 2 %

3 3 .8 0 5 % °

0.5 00
-

-

-

-

-

N/A

-

0.39 8

-

0.2 33

-

-

-

-

0.73 8

-

Inve ntory carrying c os t co mp onents
Capital costs
Inve ntory se rvic e co sts
Insurance
Taxes
Storage space costs
Recurring storage
Inventory risk costs
Obsolescence
Damage
Shrinkage
Transshipm ent costs
To tal inve ntory carrying c os ts
(Before taxe s )'
Invento ry carrying co st p erc entage
us ed p rio r to this stud y
Average inventory of division or
product group studied
Method of inventory valuation

14.203 %

1

3 0 .0 6 8 %

2 8 .3 4 7 %

9.5 %°

15%

20%

8%

25%

15 %

$10 .00 0,0 00
Full manufactured cost

$25,000 0 00
Variable cost
delivered to
the customer
70 ho urs b ut
only 20 hours

$8,00 0,0 00
Actual variable costs of
prod uction
40 hours

$5 00 ,0 00
Full manu.
factured
cost
30 hours

$45 ,0 00 ,0 00
Variable cost
delive red to
D.C.
20 hours

$2,00 0,0 00
Full m anufactured
cost
20 hours

42.959 % b

16 hours

1

per year required for
update
$3 00

$2 0 0
$1 50
$3 00
$2 25
$1 50
Co st o f data c olle ctio n
1
a) As a p e rce ntag e o f the variab le c os ts d e live re d to the dis trib utio n c e nte r -(This allows a c om p aris on to b e made of all c o mp anie s.)
b)
c)
d)
e)
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Inventory Carrying C o sts we re 35 .44 1 pe rc ent o f the f ull manf actured
Inve ntory Carrying Co sts we re 14 .1 00 p erce nt of the f ull manufactured
Invento ry C arrying C os ts were 27 .3 21 pe rc ent o f the f ull m anufac ture d
Altho ugh 9 .5 pe rce nt was the afte r tax num b e r, the c o m pany had b ee n

1

cost.
cost.
cost.
us ing it as a b e fo re taxe s f ig ure in the c o st trad eo f f analysis .
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is

in inventories. Consequently, the eight percent
figure was used as the division's cost of money.
Although the inventory investment data and the
insurance and taxes on the inventory investment
data were readily available in most cases, in
one company three days' work was required to
determine the accurate tax calculation of .460
percent of the inventory value. Since a small
percentage error in this number would have
little impact on a carrying cost of 30 percent,
it was recommended that in the future, the
percentage of total inventory represented by
each product group be applied to the total
taxes figure, a procedure which would require
approximately fifteen minutes.
The cost of assets necessary to support changes
in the inventory investment did not appear to
be a significant factor for the companies studied.
These costs were related more closely to throughput than to the quantity of inventory stored.
4. The variable costs associated with the volume
of inventory held were available in every coin pany; however, the costs of damage and shrinkage and to some extent the cost of obsolescence
required managerial estimates. Only one company did not have a record of these costs but
the others did require an estimate of the portion attributable to the volume of inventory
stored. For example, damage also was found
to be a function of such factors as throughput,
general housekeeping, the quality and training
of management and labor, the type of product,
the quality of protective packaging, the materials
handling system, the number of times the
product handled, and how it is handled.
One possible method of isolating the damage
related to storage would be to graphically plot
damage rates versus inventory levels by warehouse location or to use least- squares regression
analysis with these data. Not only would this
provide a comparative measure of warehouse
management performance but it would allow
the study of the relationship of the rate of
damage to inventory levels. In the interim
management judgments were used.
5. Relocation costs which are the costs associated
with the trans- shipment of inventory from one
stocking location to another were believed to
be negligible. In most cases these costs are the
result of conscious trade -offs between transportation and warehousing costs and are not relevant
for inventory carrying costs.

a certain level of sophistication in terms of the
accounting data available within the company. In
a less sophisticated company it is conceivable that
substantial additional effort may be required in
order to accurately trace some of the cost components. For example, in situations in which in•
ventory risk costs represent a substantial proportion
of the total inventory carrying costs, a managerial
estimate of the proportion of these costs related
to the level of inventory held would not suffice.
Consequently, it would be necessary to implement
a reporting system that would accurately reflect
these costs or to use regression analysis.

"... traditional
industry
benchmarks
for inventory
carrying costs
are not
accurate."

IMP AC T ON DECISION - ]MAKING. Six studies in which
inventory carrying costs had been used as an input
were obtained from the companies. In two of the
six cases, the outcomes obtained by substituting
the calculated carrying cost percentage for the
carrying cost figure previously used, varied enough
to change the decision and in only one situation
was the change relatively insignificant. Consequently, it would appear that the current figures
were not accurate and that each company should
calculate its own inventory carrying cost percentage.
PO T ENT IAL USES. The managers believed that inventory carrying costs would be most useful as an
input to. (1) distribution system design, (2) decisions regarding customer service levels or objectives, (3) balancing production schedules, (4)
determining inventory levels, and (5) the analysis
of product profitability. In all of the companies
studied, the senior distribution executive believed
that inventory carrying costs are a necessary input
to distribution system design. It should be noted,
of course, that managers other than those in distribution may find inventory carrying costs to be a
useful component in their decision- making. However, only the controller and distribution personnel were involved in this study.

ADJUSTMENTS TO THE MET HODO LOG Y. One minor
problem was experienced in terms of using the
carrying cost percentage in economic order quantity
(E.O.Q.) analysis. If the quantity generated from
this formula required that additional fixed storage
space be added, then the E.O.Q. should be recalculated including the cost of any additional facilities that are necessary. Should the E.O.Q.
change appreciably, a number of additional recalculations would be necessary in order to find the
best trade off between order quantity and the
THE COST OF DATA COLLECTION. For all six comadditional capital costs.
panies the cost of annually updating the carrying
cost figure was estimated to be less than $300 and Conclusion
the estimates ranged from $150 to $300. These
It would appear that the traditional industry
estimates were based on data collection experience benchmarks for inventory carrying costs are not
in the companies and the rate of pay of the person accurate. It would seem prudent for companies
or persons responsible for the annual update.
to actually calculate the figure that applies to their
Some caution should be exercised in viewing specific set of circumstances, especially since it
the $300 data collection expense as the absolute can be obtained at a relatively low cost. The
maximum. This is due to the fact that the $150 methodology presented in this article appeared
to $300 range experienced in this study assumes to hold but further research is required.
❑
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PRODUCT MIX
DECISIONS:
DIRECT COSTING VS.
ABSORPTION COSTING
Constraints to be considered include those associated with the
production capacity of the operating departments; the sales
limitations associated with each of the products; the inventory
liquidation restrictions associated with each product (since sales
cannot exceed current production plus beginning inventory);
and in the case of absorption costing, an inventory build -up
restriction caused by a storage space limitation or other
restricting factor.

By D. Jacque Grinnell
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The solving of linear programming problems to
determine optimal product mixes in order to
maximize profits has traditionally assumed the use
of direct costing as the basis for measuring profits.
While the use of linear programming to solve
product -mix problems is well - known, its application
to absorption costing systems apparently has been
neglected. In this article we will show that the use
of direct costing as the definitional base is not a
necessary assumption; absorption costing also is
adaptable to linear programming and can serve as
an alternative basis for defining profits and for
determining the profit function to be maximized.
The distinction between direct costing and
absorption costing is, however, important to the
solution of these linear programming problems. It
can be shown that the optimal solution in a given
case may differ depending upon the underlying
definition of profit., If absorption costing is to be
used as the definitional base for the profit function,
two assumptions are necessary to insure that the
profit function is represented by a linear equation:

(1) the unit fixed manufacturing overhead cost for
each product is normalized or predetermined and
(2) the fixed manufacturing overhead volume
variances arising in the normalized cost system are
treated as period costs.
The General Case
The general form of the linear profit equation
for the multiproduct firm under direct and absorption costing may now be developed. Consider the
following notation concerning a manufacturing
situation involving n products and m operating
departments, each of the n products requiring
processing in one or more of the in departments:
Variables
X; = Total sales (in units) of the ith product;
i= 1,...,n
Y, = Total production (in units) of the ith
product
' It has b een s hown that d irec t co sting profit is so lely a functio n
of p rod uct sales, whereas absorption costing profit is a function
no t only of p ro d uc t sales b ut also o f pro duct p rod uc tion. S ee G .
Amerman, "P ac ts Abo ut Direc t Co srinq fo r Profit Determination,'
Accounting Research, April 1954.
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Constants
a, = Unit selling price of the ith product
bi =

Un it variable man ufactu ring co st o f th e ith

product
C1 =

M
E c, j = Un it fixed manufacturing cost
j =1
of i t h product, all departments

c, j =

kjh, j = Un it fixed manufacturing cost of
the ith pro duct in the jth dep artment

d, =

Unit variable no n- m anufactu ring cost of the
ith product

D =

Total period fixed non - manufacturing cost

h ij =

Ho urs req uired for m anu factu re o f o ne u nit
of the ill,

kj =

Kj/ H j = Predetermined fixed manufacturing cost per hour for the jth department

Kj =

Total period fixed manufacturing cost associated with jt" Department j = 1, ..., m

The profit based on direct costing is equal to the
total contribution margin minus the total fixed
manufacturing cost minus the total fixed non -manufacturing cost, and it may be expressed by the following equation:
n

n

PAC=

(a,— b,— COX,

i =1
E (Kj —I c1jY,) —

I

C

—

d, X, —D1

By reducing and rearranging terms, the following
equation is obtained:

=

QI

n

ments ..."

XI

where Q, represents maximum sales for the period
for product i at a given selling price.
Similarly, n inventory liquidation constraints will
exist, the liquidation constraint associated with
product i can be formulated as:
R,

If we assume that the volume variance is treated
as a period cost, the profit based on absorption
costing is equal to the total gross profit minus the
total volume variance of all departments minus
the total variable non - manufacturing cost minus
the total fixed non - manufacturing cost, and it may
be expressed by the following equation:

operating
depart-

where P j represents the total hours of production
capacity available in department j for the period.
In turn, n sales contraints will exist, the sales
constraint associated with product i (where i = 1,
2, ..., n) can be expressed as:

m

(a,— b,— di)Xi — E Kj—D
j =1
i =1

Pjo =

"Constraints to
be considered
include those
associated with
the production
capacity of the

n
Pj !t Y, hljYl
i =1

product in the jth department

H j = Total capacity hours available in the jth
department for the period

PAC

problem then becomes one of maximizing that
(profit) function subject to a series of linear con straints.2 Constraints to be considered include
those associated with the production capacity of the
operating departments; the sales limitations associated with each of the products; the inventory
liquidation restrictions associated with each product
(since sales cannot exceed current production plus
beginning inventory); and in the case of absorption
costing, an inventory build -up restriction caused by
a storage space limitation or other restricting
factor.
Consistent with the previous notation, m production constraints will exist. The production constraint associated with operating department j
can be expressed as follows:

Xi — Y,

where R, represents the inventory of product i on
hand at the beginning of the period.
Finally, the inventory build -up constraint can
be represented by the following:
S ?i

n

l st (YI — XI)

where s, represents the space requirement for one
unit of product i and S represents the total unoccupied space available at the beginning of the
period for storage of all products.
An Application
Consider a company that has two operating
departments, machining and finishing. The company manufactures two products, A and B, each of
which requires processing in each of the two de.
partments. The required per unit machine hours

(at — bi — ct — di) Xt

i =1

n

1 =

a

m

+ B C.Y, — I

1

1 =

1

K, — D

Given either a profit function based on direct
cos ting or one based on absorption costing, the
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The profit function based on direct costing is mathema tically
formulated as P oo = f(X1, Xs, . . .
Yn) whereas the abso rption coating pro fit func tion is formulated as 1;ee = f (X1 , Xs , . . . ,
X.; Y1, Ys,
N- I t als o m ay b e o b served that the s um o f
the co efficients o f the 3L and Y variables for a given pro duct in the
absorption cos ting profit functio n equals the coeffic ient o f t he X
var i abl e f o r t hat pr o du c t i n t he di r e c t c o at i n g pr o f i t f unc t i o n; t hat

;8:

(s i — b t — a — d i ) + c = ( a , — b i — d t )
for
= 1,

all i, i

,,, n
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. the direct

and maximum productive capacity per period for
each department are summarized below:

Alternatively, the profit function for absorption
costing may be stated as:

costing primal
solution

reflects a
complete
liquidation of
inventories..."'

Department 1
(machining)

Department 2
(finishing)

Machine hours per
unit of A
4
Machine hours per
unit of B
2
Maximum productive
capacity per period 3,000 hrs

1

+ $13(YH)�—�$12,500
where
XA=�Total�sales�in�units�of�Product�A�� !t�0
X$ =�Total�sales�in�units�of�Product�B�� --�0
YA=�Total�production�in�units�of�Product�A�� 1-�0
Ye = Total production in units of Product B 0

3
1,500 hrs

The relevant selling price and variable cost data
are summarized as follows:

Given either of the profit functions, the constraints
are represented by the following:

Product A Product B
Unit selling price (ai)
$ 50
$40
Unit variable manufacturing
cost (bi)
$22
$16
Unit variable nonmanufac-

1. Department 1 production
4YA+ 2YB <_ 3,000
constraint in hours
2. Department 2 production
YA + 3Y$ <_ 1,500
constraint in hours
3. Sales constraint for ProdXA<_ 650
uct A in units
4. Sales constraint for ProdXB< 400
uct B in units
5. Inventory liquidation constraint for Product A in
X.�—�YA< 100
units
6. Inventory liquidation constraint for Product B in
XR —�YB<_ 50
units
7. Inventory build -up constraint in cubic feet of
/
2�(YA�—�XA�)
space
+ Yg —�XH) 5 250

turing cost (di)

5

Total unit variable cost
Unit contribution margin

4
27

20

$23

$20

In addition, total fixed manufacturing overhead
costs are $6,000 per period in Department 1 and
$4,500 per period in Department 2. Total fixed
non - manufacturing costs per period are $2,000.
If an absorption costing system is used, departmental fixed overhead rates per machine hour will
be predetermined on the basis of capacity hours,
resulting in a $2 per hour rate for Department 1
and a $3 per hour rate for Department 2. Per unit
fixed manufacturing costs for each product are
summarized below:
Product A
Department 1
4 h rs X$2 = $ 8
Department 2

1hr x 3 =
Per un it to tal (c� )

Product B
2 h rs X$2 = $ 4

3 3hrsX 3 =
$11

9
$13

In addition to th e ex isten ce of the departm ent
prod uction constrain ts, it h as b een estimated that
sales o f Pro d u ct A at th e u n it selling price of $50
are limited to 650 units for the period. Sales of
Pro d u ct B at th e $40 u n it sellin g price are lim ited
to 400 un its fo r th e p eriod .
At th e begin ning of the current period, there
are 100 u n its o f P ro d u ct A o n ha nd and 50 units
of Pro d u ct B o n h an d . Th e co m pany has 500 total
cu bic feet o f sto rage sp ace available for inventory.
Each un it of Pro d u ct A requires 2 cubic feet of
space wh ile each unit of Produ ct B requires 1 cubic
foot of space; therefore, at the beginning of the
cu rren t p erio d , 250 cub ic feet o f storage space are
occupied and 250 cubic feet are unoccupied.
Consistent with th e previous discussion, the
profit function based on direct costing may be
formu lated as follows:

Pnc = $23(XA) + $20(XH) + $0(YA)
+ $0(YH) — $12,500
38

PAc = $12(X A) + $7(XB) + $11(YA)

This illustration represents the familiar product mix type of problem with which linear programming is well adapted to deal, even when the number of products and constraints is many times
greater than the two products and seven constraints used in this case. Relevant information
associated with two different optimal linear programming solutions, one using direct costing, the
other using absorption costing, is summarized in
Exhibit 1.
OPTIMAL SOLUTIONS FOR PERIOD 1

It may be noted from Exhibit 1 that, as might
be expected, the direct costing primal solution
reflects a complete liquidation of inventories since
the Company will produce only enough of Product
A to meet the Product A sales constraint while devoting the remainder of its capacity to the production of Product B for immediate sale. Under the
absorption costing approach, the Company chooses
a different production combination for A and B
in order to better utilize available production
capacity since profits are a function of both sales
and production. The net result is that the optimal
direct and absorption solutions reflect different
sales and production decisions in order to maximize
period profits.
The marginal values or shadow prices provided
by the dual solutions also are shown in Exhibit 1.
Under direct costing, an additional hour of product
MANAGEMENT ACCOUNTING /AUGUST 1976

tion capacity in Department 2 (or the availability
of an additional unit of Product A from inventory)
together with an additional unit of Product A sales
capacity would permit an additional unit of Product
A to be sold. This would add $6.67 plus $16.33, or
$23, to profits, the unit contribution margin associated with Product A. Similarly, the availability
of an additional unit of Product B from inventory
would permit an additional unit of Product B to be
sold, therebv increasing profits by $20, the unit
contribution margin of Product B.
Under absorption costing, an additional unit of
Product A sales capacity would add $12 to profits,
the unit gross profit associated with Product A. The
availability of an additional unit of Product B from
inventory would permit an additional unit of that
product to be sold, thereby increasing profits by $7,
the unit gross profit of Product B.

agrees with the direct costing primal solutions. The
period 2 absorption costing primal solution also
would agree except for the fact that the 50 units
of Product A that are in inventory at the beginning of period 2 are sold during the period and
result in an additional $600 (50 units X $12 per
unit) in profits.
It is useful to compare the period 1 primal
solutions with the period 3 primal solutions since,
unlike period 2, the set of constraint conditions
underlying the analysis of a given period is consistent between direct and absorption costing. A
comparison of the period 1 situation with the
period 3 situation indicates two basic differences
between the periods: (a) beginning inventories
existed in period 1 but not in period 3, and (b) in
period 1 the existence of sales constraints represented an effective limiting factor with respect to
one product (Product A) but not the other (ProdOPTIMAL SOLUTIONS FOR PERIODS 2 AND 3
uct B); the existence of sales constraints was not
Given the results in Exhibit 1 for period 1, the an effective limiting factor for either product in
analysis may be extended to subsequent periods. period 3.
However, for period 2, the limits associated with
It may be concluded that the existence of a sales
the three inventory constraints (5) through (7) constraint acting as an effective limiting factor for
are altered as a result of the period 1 optimal some products but not for all can result in different
solutions. See Exhibit 2. It may be noted that the optimal production and sales decisions and, thereperiod 1 constraints were the same for both direct fore, different maximum profits between the direct
and absorption costing, but that constraints (5) costing program and the absorption costing program
and (7) differ between direct and absorption cost- (e.g., period 1). In the absence of such a limiting
ing for period 2. However, the optimal solutions condition, the optimal production and sales defor period 2 result in constraints (5) through (7) cisions will coincide within and between the direct
again being the same for period 3.
costing and absorption costing programs; as a reThe relevant information associated with the sult, the maximum direct costing and absorption
optimal direct and absorption costing solutions for costing profits will be the same (e.g., period 3) .
periods 2 and 3 is also summarized in Exhibit 2.
The existence of a beginning inventory of a
It may be observed from Exhibit 2 that the direct particular product will, of course, contribute to the
costing solutions are the same for periods 2 and 3, achievement of the sales limit for that product. For
whereas the absorption costing solutions differ example, in period 1, the existence of a beginning
between periods 2 and 3. It also may be seen that inventory of 100 units of Product A meant that
the period 3 absorption costing primal solution only 550 units of production were required during

". ..

a sales

constraint ...
can result in
different
optional
production
and sales
decisions. . ."*

Exhibit 1
SUMMARY OF OPTIMAL SOLUTIONS FOR PERIOD 1

500

6.67
20.00

50
—0_

$
$
$
$
$

—0_

400

=

Year-end empty storage space (cu ft)

—0—
50

$

--0-—0

16.33
—0—

$

Ending inventory— Product A (units)
Ending inventory—Product B (units)

—0—
—0—

$8250 0 0

$

—0—
331/3

- n
6.67

PAc

$

Unused sales capacity—Product A (units)
Unused sales capacity—Product 8 (units)

600
300

$

1662/3
--0

$9783•

650
350

$

Slack variables:
Unused production capacity —Dept 1 (hours)
Unused production capacity —Dept 2 (hours)

Pno

Absorption costing solution,
Dual
solution
(marginal
values)

Primal
solution
(total units)

$

550
316 2/3

$

Production—Product A (units)
Production— Product B (units)

$

650
366 2/3

—

Primary variables:
Sales— Product A (units)
Sales— Product B (units)

=

Direct costing solution
Dual
Primal
solution
solution
(marginal
(total units)
values)

1.30
5.80
12.00
0
0
7.00
___0__

• P ne = $ 23(650) + $20(366 2/3) + $ 0(550) + $ 0(316 2/3) —$12,500 = $9783
• ' P A e = $ 12(650) + $ 7( 350)
+ $11(600) + $13(300)
—$12,500 = $8250
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the period in order to reach the sales limit of 650
units for the period; the 550 unit production level
choice for Product A is reflected by the optimal
direct costing solution. However, one can conceive
of the period 1 situation as having no beginning
inventory of Product A and a sales constraint of
550 units; again, only 550 units of production would
be required to reach the sales limit, such a choice
being reflected by the optimal direct costing
solution. However, the optimal absorption costing
solution would again reflect a production level for
Product A of 600 units.
Depending upon the situation, the existence of
beginning inventories may or may not be crucial to
the achievement of the sales limit for a product.
What is essential to the obtaining of different
optimal production and sales decisions between
direct and absorption costing is that the sales
limit is achieved for some products but not for
others.
It also may be observed from Exhibit 2 that the
marginal values provided by the direct costing dual
solution are in agreement with the period 3
absorption costing dual solution insofar as production capacity hours are concerned. These marginal
values should agree since (a) the sum of the coefficients of the X and Y variables for a given product
in the absorption costing profit function equals the
coefficient of the X variable for that product in the
direct costing profit function and (b) the optimal
production and sales levels will coincide within and

the
existence of
beginning
inventories
y

may or may
not be
crucial ..."

between the direct costing and absorption costing
programs when sales constraints do not represent
effective limiting conditions.
With respect to the inventory liquidation constraints, the marginal values associated with the
availability of an additional unit of product from
inventory reflect the unit contribution margins of
Products A and B in the case of the direct costing
program; similarly, for the absorption costing program, the marginal values reflect the unit gross
profits associated with Products A and B.
OPTIMAL SOLUTIONS FOR PERIOD 4

In order to provide a basis for further observations, it is useful to extend the analysis beyond the
first three periods. Given the period 3 results under direct and absorption costing, assume that the
limits associated with sales constraints (3) and (4)
are revised as shown in Exhibit 3 and the remaining constraint conditions are the same for period 3.
Information associated with the optimal direct and
absorption costing solutions for period 4 is also
shown in Exhibit 3. It may be noted that once
again the optimal solutions differ.
The period 4 results reflect the fact that sales
limits for both products are achieved. As would be
expected, the optimal direct costing primal solution
shows that production need be sufficient only to
meet sales requirements. The optimal absorption
costing primal solution not only results in the sales
limits being achieved for both products but also

Exhibit 2
SUMMARY OF OPTIMAL SOLUTIONS FOR PERIODS 2 AND 3
Absorptio n cos ting solution

Direct costing solution
Periods 2 and 3

Period 2

Dual
Primal
solution
solution (m arg inal
(to tal units ) values)

Dual
solution
Prim al
(m arg inal
solution
(to tal units ) value s)

500

—

—

_o—

—0—

—0—

500

--0 —

7.00

=

X400

X5 0 0

=
=

50
0

Direct
costing

0
0

X500

$
$

Absorption
cos ting
0
0
X500

$

$

+

+

$73 00
0(3 00 )
$12 ,5 00
$ 2 0 (3 0 0 )
0(6 00 )
+ $ 7(30 0) + $ 1 1 (6 0 0 ) + $ 1 3 (3 0 0 ) — $12,500 = $7900
+ $ 7 ( 3 0 0 ) + $ 1 1 ( 6 0 0 ) + $ 1 3 ( 3 0 0 ) — $ 1 2 ,5 0 0 = $ 7 3 0 0
=

—

=

•• PAC = $1 2 (6 5 0 )
••• PAC = $1 2 (6 0 0 )
40

0
0

—0 —

+

$ 2 3 (6 0 0 )

=

5. Inve nto ry liq uid ation co ns traint fo r P ro d uc t A :
6. Inve nto ry liq uid atio n c ons traint f o r P ro d uc t B :
7. Inve ntory b uild -up c ons traint:

• PLIC

Absorption
costing

=

Inve nto ry c ons traints

12.00
7.00

Period 3

Period 2
Direct
costing

-0 __
—0—

$

50

100

$

=

$
$
$
$
$
$
$

—0—

12.00

—0—

4,90
3.40

$

500

—0—
—0—

—0—
—0—

1.30
5.80

$

Year-end empty storage space (c u f t)

23.00
20.00

600
300

$

--0—
- 0 —

—0—
100

P-+c
$7300•'*

=

End invent — Prod A (units )
End inve nt —P rod 8 (units )

—0—
—0—

60 0
300

=

50
100

—0—
—0—

$

Unus ed sales c ap —Prod. A (units)
Unused sales cap —Prod. B (units )

4.90
3.40

$

—0—
—0—

1

$

Slack variables:
Unuse d pro d cap —Dep t. 1 (ho urs )
Unused prod cap —D ept. 2 (ho urs )

600
300

$

600
300

Dual
Primal
solution
solution
(m arg inal
(to tal units ) value s)

Pw —
$79 00• •

$

Production — Product A (units )
Production— Product B (units )

65 0
30 0

F,'
$7 3 0 0 •

$

600
300

$

Primary variable s:
Sales— Product A (units )
Sales— Product B (units )

Period 3
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results in the production of additional units for
inventory.
With respect to the dual solutions presented in
Exhibit 3, the marginal values associated with
production capacity hours under the absorption
costing program reflect the predetermined hourly
fixed overhead rates for each of the operating
departments. This should be the case since the opportunity to utilize an additional hour of production
capacity would improve the volume variance and
profits by an amount equal to the hourly fixed rate.
The marginal values associated with sales capacities
reflect unit contribution margins in the case of
direct costing and unit gross profits in the case of
absorption costing.
OPTIMAL SOLUTIONS FOR PERIODS 5 THROUGH 8

If the illustration is continued forward to periods
5 through 8 using the same period 4 sales constraints, it is found that the optimal direct costing
solution remains unchanged from period 4. However, the optimal absorption costing solution continues to change for each period, 5 through 8, as
units are produced for inventory, as well as for sale,
and as the mix of Products A and B in inventory
is altered until only Product B remains in storage
at the end of period 7. As a result, constraints (5)
through (7) for the absorption costing program
necessarily change as shown in Exhibit 4.
It may be observed that when production
capacity exceeds sales capacity, the optimal absorption costing solution will result in the production
of units for inventory until storage space is fully
occupied. In the situation depicted in Exhibit 4,
storage space is completely filled during period 5.
However, in periods 6 and 7, the mix of Products
A and B in storage is altered in order to maximize
the total amount of fixed manufacturing overhead

associated with products in storage; this is accomplished by storing only Product B and the necessary
rearrangement is completed in period 7.
The optimal absorption costing solution stabilizes
in period 8 and, in that period and thereafter, is
in agreement with the optimal direct costing primal
solution. That is, when storage facilities are fully
occupied and when the mix of products in storage
stabilizes, then sales and production levels will
coincide and the maximum direct costing and
absorption costing profits will agree.
It may be concluded that for periods when
production capacity constraints exceed sales capacity
constraints such that sales are effectively limited
for all products, then the optimal direct costing
and absorption costing primal solutions can differ
(e.g., periods 4 through 7). Eventually, however,
a period is reached where the optimal linear programming primal solutions coincide (e.g., period
8).
The marginal values provided by the dual solution
to the period 8 absorption costing program also
deserve comment. By comparing the Exhibit 3
direct costing dual solution with the period 8
absorption costing dual solution shown in Exhibit
4, it may be observed that the marginal values are
in agreement insofar as sales capacities are con cemed. These marginal values should agree since an
additional unit of sales capacity permits an additional unit of product to be produced and sold,
thereby adding $23 to both direct costing and
absorption costing profits in the case of Product A
and, in the case of Product B, $20.
The marginal value associated with the Product
A inventory liquidation constraint in the period 8
absorption costing program may be interpreted as
follows: The ability to liquidate an additional unit
of Product A from inventory would result in the

"... a period
is reached
where the
optimal linear
programming
primal
solutions
coincide ..."

Exhibit 3
SUMMARY OF OPTIMAL SOLUTIONS FOR PERIOD 4
Direct costing solution
Dual
solution
(marginal
values)

Primal
solution
(total units)
Primary variables:
Sales— Product A (units)
Sales— Product B (units)

450
200

Production— Product A (units)
Production— Product B (units)

450
200

Slack variables:
Unused production capacity —Dept. 1 (hours)
Unused production capacity —Dept. 2 (hours)

800
450

Unused sales capacity — Product A (units)
Unused sales capacity — Product B (units)

0- /
0

PDC =
$1850

Absorption costing solution
Dual
Primal
solution
solution
(marginal
(total units)
values)
450
200
600
300

PAU
$4800•*

$
0
$ - 0

—0
—0_

$
$

200
3.00

$
$

—0—
—0—

$
$

12.00
7.00

23.00
20.00

Ending inventory— Product A (units)
Ending inventory— Product B (units)

—0—
—0--

$
0
$ —0

150
100

$ —0—
$
0

Year-end empty storage space (cu ft)

500

$ —0 —

100

$

0

3. Sales constraint for Product A: X450
4. Sales constraint for Product B: =200
* PDC
= $23(450) -1- $20(200) + $ 0(450) -1- $0(200) — $12,500 = $1850
••Pec = $12(450) -1- $ 7(200) -1-$11(600) + $13(300) — $12,500 = $4800
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...

sales

capacity
constraints . . .
must ex i st .. . "

production of one less unit of Product A while
permitting the production of two more units of

Product B for storage. The net effect would be to
increase the build -up of fixed overhead cost in inventory by 2 X $13 less $11, or $15, thereby increasin g absorptio n costing p rofits by that amount.
Th e marginal value associated with the inventory
build -up or storage space constraint reflects the fact
that an additional cubic foot of storage space would
permit the production of an additional unit of
Prod uct B, thereby increasin g th e build -up of fixed
overh ead cost in in vento ry and, in turn, absorption
costing profits b y $13.
SUMMARY

In summary, when an absorption costing system
is used to measure profits, the optimal solution to
the linear programming problem, in terms of sales
and production decisions, may differ from the
optimal solution using a direct costing system. In
order for the solutions to differ, sales capacity constraints, as opposed to production capacity constraints, must exist and effectively limit the sale of
one or more of the firm's products. In situations
where the sale of one or more, but not all, of a
firm's products are effectively limited by sales

capacity constraints, the optimal solutions associated with the two profit measurement systems
may continually differ. In situations where the sale
of all of the products is effectively limited by sales
capacity as opposed to production capacity constraints, differences in the optimal solutions associated with direct costing and absorption costing
may exist during some initial periods; ultimately,
however, such differences will disappear and the
optimal primal solutions will coincide. In situations
where sales capacity constraints are nonexistent or
nonlimiting with respect to all products, the
optimal direct costing and absorption costing primal
solutions will be in agreement.

Conclusion
The preceding discussion concerning the relationship of linear programm ing to profit m axim ization
within the context of absorption costing systems, as
well as direct costing systems, leads to a number of
conclusions worthy of comment.
1. By building production variables as well as sales
variables into the program, the optimal linear
programming solution provides product -mix inContinued on page 53

Exhibit 4
SUMMARY OF OPTIMAL SOLUTIONS UNDER ABSORPTION COSTING FOR PERIODS 5 -8
Period 5
Primal
so lutio n
to tal units
Primary variable s:
Sales— Product A (units )
Sales— Product B (units )

450
200

Period 6
Dual
solution
marg inal
values

Primal
so lutio n
to tal units

Period 7
Dual
solution
marginal
values

450

=
$3,600•
Pac

200
360

Primal
s o lutio n
to tal units

Period 8

Dual
solution
marg inal
values

Primal
s o lutio n
to tal units

PAC =

450
200

450

Pw =
$3,2000 "

200

$2,300• • •

Dual
solution
marg inal
values

PAC

=
$1,8500'0•

Prod uction—Product A (units)
Production— Product B (units)

420
360

Slack variables:
Unused prod cap —Dept. 1
(hrs.)

600

$

0

800

$ —0 —

800

$ —0—

800

$

—0—

$

3.00

—0—

$

3.00

300

$ —0—

450

$ —0—

—0—

$

20.00

—0—

$

20.00

—0—

$

23.00

—0—

$

23.00

11.00

—0—

$

11.00

—0—

$

20.00

—0—

$

20.00

$ —0—
$ —0—

—0—
500

$ 15.00
$ —0—

0
500

$ 15.00
$ —0—

$

—0—

$

—0—

$

Unused prod
(hrs .)

cap —Dept.

Unused sales cap —Prod.
(units )
Unused sales cap —Prod.
(units )

380

420
260

450
200

—

/ ,

V —

2
A
B
0

$

End. invent —Prod. A (units )
End. invent —Prod. B (units )

120
260

$
$

o

0

30
440

Yr -end empty storage space
(c u f t)

—0—

$

4.00

—0—

4.00

13.00

13.00

3. Sales c onstraint fo r Prod uc t A:
450
4. Sales c ons traint fo r Pro duct B: --EE 200
Invento ry c onstraints
5. Inventory liquidatio n c ons traint — Product A:
6. Inventory liquidatio n c ons traint — Product B:
7. Inventory b uild -up c ons traint:

5
X150
X1 0 0
X100

For pe riod:
6
7
X1 2 0
30
X2 6 0
X40
=
0
=
0

8
=
0
—
_500
=
0

*P A C = $ 1 2 ( 4 5 0 ) + $ 7 ( 2 0 0 ) + $ 1 1 ( 4 2 0 ) + $1 3 (3 60 ) — $1 2 ,5 0 0 = $ 3 ,6 0 0

= $12(450) + $7(200) + $11(360) -I- $13(380) — $12,500 = $3,200
• • • PAC — $12(450) + $7(200) -f- $11(420) -I- $13(260) — $12,500 = $2,300
• • • • PAC - $12(450) + $7(200) + $11(450) J. $13(200) — $12,500 = $1,850
• • P AC

42

MANAGEMENT ACCOUNTING /AUGUST 1976

ACCOUNTING FOR
THE HORSE
RACING BUSINESS
The key in deciding how to record these old transactions was
to determine how they would look on the books today it they
had been properly recorded in the beginning.

By Richard R. Haun
One sunny spring day, while watching their horse
perform at the racetrack, two friends of mine (who
happened to be licensed quarterhorse trainers) convinced me th at I should join them in owning a
horse. The idea delighted me and we quickly
worked out a partnership agreement whereby they
would provide all the training services for our
horse and I would provide accounting services for
their business. (Hereafter, they will be referred
to as clients.)

The Business
The business, John Doe Racing Stables, is owned
and operated by a man and his wife. The charter of
their business is twofold: first, to own and race
their own quarter horses and, second, to train and
race other people's horses.' Each of these two
charters requires a different accounting treatment.
As in many other small, family owned businesses,
record keeping for the majority of trainers at a race
track, including my clients, is a haphazard event at
best. Once a year, during tax season, an attempt is
made to find all of the past year's receipts and add
them up. After finding or recreating nearly all of
the past year's activity, it becomes necessary to
determine exactly what a "year" is. In the State of
California, the last major quarter horse meet of the
year ends in late September.' The next meet starts
in mid - December and ends in mid - February of the
following year. The race track does not mail its
Form 1099 (statements for recipients of miscellaneous income for purse money won by the various
owners' horses) to the IRS until after this meet is
over in February. Since most horse trainers arrive
at the track on the first of December, a few days
MANAGEMENT ACCOUNTING /AUGUST 1976

before racing actually starts, we decided to establish
December 1 to November 30 as the fiscal year for
the business. This meant that care had to be taken
not to claim anv income or expenses from the prior
year.

Learning the Operations of the Business
The next major undertaking was to learn the
business itself and all of its various aspects. To
become a horse trainer, a person must pass a rigid
state examination and obtain a trainer's license from
the state.' This license must be reviewed once a year
and can be revoked at any time by recommendation
of the local Board of Stewards to the California
Horse Racing Board (C.H.R.B.). The C.H.R.B. is
the governing body for all horse racing in the state.
To become a horse owner, a person must have a
bona fide trainer, a horse in his name at the current C.H.R.B. sanctioned meeting, and an owner's
license from the state.
Most trainers own their own horses as well as
train horses that other people own. A horse may be
bought outright from another owner, or claimed out
of any claiming race. To claim a horse, a person
must be a licensed owner and have a trainer. Thirty
minutes before race time the person must post the
purchase (claiming) price of the horse (in cash)
with the track paymaster. Legally, once this has
been done title passes to the new owner regardless
of the outcome of the race. If the horse wins the
race the former owner gets the purse money. However, if the horse should be injured or killed in the

R. R. HAUN
Orange County
Chapter, is Pasadena
Plant Controller for
the Stuart
Pharmaceutical
Division of ICI United
States, Inc., Pasadena,
Calif. Mr. Haun holds
an M.B.A. degree
from the University
of Southern California
at Los Angeles.
This article was
submitted through the
Orange County
Chapter.

' Nearly all trainers own a ranch where these horses are bred,
trained, and boarded during the off season. This ranch serves as
both a permanent residence and a place of business.
= A meet is a group of regularly scheduled racing days at a given
location.
I When a trainer takes a horse to another state to race, he must
obtain a new license from that state.
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"Each horse
has a separate
ac co un t. ..
with the track
paymaster."

race, the new owner has no recourse; the previous
owner automatically receives the claiming price of
the horse in cash from the track paymaster. If this
unfortunate event should occur, the new owner
would have a sizeable tax write -off for casualty
losses.
During a race meeting, horses are boarded in the
stables at the race track at no cost to either the
owner or trainer. However, each track has different
veterinarians and horseshoers, whom the owners or
trainers pay directly for services. Each horse has
a separate account in the name of the owner with
the track paymaster. Any monies (purses) won in
races by the horses are automatically deposited into
this account by the paymaster, and after each race
the paymaster takes out of each horse's account the
appropriate amount of money for payment to the
jockeys (who are retained by the trainers).' These
jockey expenses are not deducted from the gross
amount of the 1099's and, therefore, must be
shown as separate items on the income statement.
It is the owner's responsibility to always have a
positive cash balance in his horse's account at the
track in order to pay for these jockey fees. Therefore, if his horse has not won any money, the
owner must put his own out -of- pocket cash into the
horse's account. The owner or his authorized agent
(normally the trainer) may withdraw money f rom
this account at any time, but at the end of the
meet the track paymaster issues a check to each
owner for the balance of money in his horse's
account.'
Each trainer purchases equipment, feed, and
other necessities from whatever sources are available. Binding, written, legal contracts are sometimes entered into between the trainer and his
owners to cover reimbursement for the expenses.
These contracts normally specify the name of the
horse, the trainer, the owner, training fees to be
paid by the owner, who pays for any veterinarian
or shoeing bills, and a payment schedule with an
appropriate late charge fee. A great many disputes
have arisen between owners and trainers in the
absence of such a contract. These disputes are
usually quite painfully settled by the Board of
Stewards and often result in revocation of licenses.
Cash Basis Accounting
After absorbing the general aspects of the business, as briefly described above, the next step was
to determine the basis for accounting. It was evident
that nearly everything around the business, from
purchasing a horse to making a wager, was on a cash
only basis. The books were, therefore, set up on a
cash accounting basis rather than an accrual basis.
No revenue was realized until payment was received
from the owners, and no expenses were recorded
until actually paid. This meant that there would be
no inventories of feed and supplies. All such items
were paid for in cash and used up immediately. The
only problem area resulting from the cash basis
* Ten percent of the purse for a win, $35 for second, $30 for thud,
and $25 for all other finishes.
5 After the meeting, the horses are shipped to the next track or
back to the ranch at the expense of the owner.
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system was training fees received from owners by
trainers for services performed. At the end of the
month the trainers billed each owner for services
rendered during the month. In most cases the bills
were paid immediately before any more services
were performed. However, some owners do get behind in their payments. This problem is countered
by the fact that the trainers, as authorized agents
of the owners, can withdraw monies due them from
the owner's horse's account at the track. If the
account does not have enough money to cover the
delinquent bills, the trainer may assume part ownership in the horse as payment of the bills. As a result there are no receivables shown on the balance
sheet. All equipment purchased at a cost of $100
or less is expensed during the period in which it
was purchased. Any equipment purchased at a cost
of over $100 is capitalized. The purchase or claim
of a horse is also treated as a capital expenditure
since it is realizing revenue.

The Chart of Accounts
A client in the horse racing business who is
paying for a bookkeeping and accounting service
demands, and is entitled to receive each of the
following:
1. A clear and concise set of books that are in
compliance with all generally accepted accounting practices and applicable IRS or Federal
laws
2. Information that is easily understandable that
he can converse about meaningfully with other
parties
3. Information presented in a manner that highlights the major aspects of his business in such a
way that he can make decisions that will maximize his profits
4. Detailed and current cost figures that enable
him to know exactly where his money is going
Illustrated in Exhibit 1 is a chart of accounts to
cover all of the various transactions that might
occur. Although fairly brief and simple this chart
of accounts does indeed provide for nearly all types
of transactions occurring in the business. Four
digits were used to number the accounts. The first
digit was used to signify the type of account: 1 for
assets, 2 for liabilities, 4 for income, 5 for expenses.
This numbering system served a fourfold purpose:
(1) it facilitated easy reference and filing; (2) it
allowed flexibility for adding, deleting, or changing
accounts, (3) it facilitated the preparation of an
income statement and other financial reports, and
(4) it enabled the client to fully understand his
books and, therefore, derive maximum benefit from
them.
In looking at the various accounts in Exhibit 1,
several problems unique to the horse racing and
training business become apparent. For example,
in initially setting up the books, it was discovered
that several transactions were occurring which
still had balances and were not complete. They
often were several years old. In one case, the pony
MANAGEMENT ACCOUNT ING /AUGUST 1976

"Physically
locating all of
the client's
equipment
took some
time."
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horse (used in the business to take other horses to
the track) had been purchased ten years earlier.
Exhibit 1
In another case, it was a mare (used for breeding
CHART OF ACCOUNTS
purposes) that had been purchased several years
Account
earlier. These transactions would have originally
Description of account
number
been recorded as a credit to cash for the original
Assets
Cash on hand
1005
cost or purchase price and a debit to the asset
Cash at track
1010
account "horse." Since this was a capital expenNotes receivable
1020
diture, the asset account "horse" would have been
Inventory of equipment
1025
periodically credited with depreciation and the
Horses
1030
Accumulated depreciation— horses
"depreciation expense" account would have been
1035
Accumulated depreciation—equipment
1045
debited. This process would have continued until
Property —ranch
1050
the horse was fully depreciated. Since these transAccumulated depreciation property
1055
actions would have long since been completed and
Other assets
1060
the two horses still maintained a substantial market
Liabilities
value, a journal entry was made to debit the acAccounts payable
2005
Mortgage payable
2010
count "horses" and credit the "owner's equity"
Interest payable
2015
account for the fair market value of the horses.
Other liabilities
2020
Another journal entry identical to this was made
Owner's equity
2035
for a similar transaction which occurred three years
Retained earnings
2040
earlier. In that transaction the client was given a
Income
foal (in lieu of cash) for payment of training
Purse money
4005
Gain or loss on sale of capital asset
4010
services rendered by the client. The key in deciding
Training fees received
4015
how to record these old transactions was to deter.
Miscellaneous income
4020
mine how they would look on the books today if
Expenses
they had been properly recorded in the beginning.
Feed bills
5005
The fact that the ranch served as both a perEquipment expense and tack supplies
5010
manent residence and a place of business also posed
Jockey expenses
5015
Shoeing expense
some interesting questions about accounting theory
5020
Vet and medical expenses
5025
and practice. The 40 -acre ranch was purchased 12
Entry fees, licenses and dues
5030
years ago through the Farm Home Loan AdminisTransportation and hauling
5040
tration for an original cost of $38,000 at five percent
Lead pony expense
5045
Unreimbursed transfer fees
interest for 30 years.' At the time of purchase, the
5050
Insurance
5055
ranch contained only a three - bedroom frame house
Part time help
5060
and bam. During the past years, the client has
Auto, lodging, and entertainment
5065
built an eight -horse stall, a two-story feed barn, a
Miscellaneous
5070
regulation five - eighths -of -a -mile track completely
Depreciation expense —horse
5075
Depreciation expense —tack equipment
5080
encircled with railing and four permanent iron post
Telephone
5085
corrals. Journal entries to record all of this activity
Taxes
5090
were made and are shown in Exhibit 2.
Interest expense
5095
In setting up a depreciation schedule, care had
to be taken to determine how much depreciation
the client had claimed for the business on prior
years' tax returns. Since the clients were away from
Exhibit 2
the ranch eight months out of the year to attend
JOURNAL ENTRIES
various race tracks and at home the other four, it
(1)
Land
Buildings
was determined that eight - twelfths of a full year's
$20,000
$18,000
depreciation expense should be reported each year.
Owner's
Mortgage
The straight -line method of depreciation had been
equity
payable
used and was thus continued. An assessment of all
$9,000
$29,000
the facts yielded the depreciation schedule shown
(2)
Additions
in Exhibit 3.
improvements
Owner's
By looking further at these exhibits, we see that
to buildings
equity
$19,000
$19,000
the additions and improvements have been completely paid for, but not fully depreciated and the
(3)
Accumulated
depreciation
Retained
net book value of the ranch at 11/30,/75 was
buildings
earnings
$32,370 ($20,000 + $18,000 + $19,000 — $24,$24,630
$24,630
630).
Taking an inventory of equipment in this busi.
ness was also a unique experience because it had was at other race tracks; the rest was either in
never been done before. Physically locating all of storage at the ranch or in the hands of the borthe client's equipment took some time. Some of it rower. Most of the equipment was over a year old,
had been paid for in cash, and was either expensed
I Although the figures presented are simulated, they do present a
fairly accurate overall picture.
or fully depreciated. As a result, the asset account
MANAGEMENT ACCOUNTING /AUGUST 1976
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. . one way
of acquiring a
horse is to
claim it in a
race."

"equipment" showed a zero balance on the balance
sheet, but was footnoted to reflect that even though
all equipment had been folly depreciated, it still
carried a fair market value of $8,000. This inventory
report which showed number of units, description
of item, estimated fair market value per unit, and
extension, was typed up and given to the client.
This enabled him to know at a glance what he had
on hand, what it was worth, and what it would
cost to replace. If it ever became necessary for the
client to borrow money, such an inventory could
become very useful.
Another account necessary for the business is
"gain or loss on sale of capital assets." As mentioned
earlier, one way of acquiring a horse is to claim it
in a race. This is also a good way to lose or sell a
horse. Claiming prices on quarter horses range
anvwhere from $1,600 to $15,000. In addition to
claiming races, there are stakes races, invitationals,
races for non - winners, maiden races, etc. A claiming
race is the only one of these in which a horse may
be bought or sold. Normally a claiming horse is
not eligible to run in one of these other types of
races so he must stay in the claiming races. If a
licensed owner claims a horse for $1,600, state law
requires that for thirty days after a horse is claimed,
it must be entered in races having at least a 25
percent higher claiming price. This means that the
cheapest price the owner could run him for in his
next start would be $2,000. If the horse was claimed
away from him for the $2,000, that would be a
$400 profit which must be reported as incorne. A
few horses are claimed for $1,600 and improve
enough to later be claimed away for as high as
$5,000. By the same token, some horses are often

Exhibit 3
DEPRECIATION SCHEDULE
Orig inal
cost
$15 ,0 00
3,0 00
5,000
8,00 0
2,5 00
4,0 00
$37 ,5 00

Life
(yrs)
20
12
15
15
15
15

Depreciation /year
straight line
$ 5 0 2 .5 0 (1 )
25 0.00
333 .33
533 .33
166.67
266 .67
$2,05 2.50

11 /3 0/7 5
balance
$8 ,9 70
—

Item
House
Barn
Stall
Feed shed
Track
Corrals
Totals

1,000
1,600
500
800
$12 ,8 70

Amo unt taken
sinc e 1 1 /6 3
$6,030 .00
3,0 00.00
4,0 00.00
6,4 00.00
2,0 00.00
3,2 00.00
$2 4,63 0.00

Exhibit 4
COST OF KEEPING A HORSE IN TRAINING
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Units used
per day
N/ A
1 bale
1/q bale
15 po unds
3 po unds
N/A

Once a month
N/ A

Cost per unit
$1.5 0 /day
$2.60
$6.50 /bale
$1 0 .5 0 /1 0 0 lbs .
$10.00 /100 lbs.
$1.50 /day
$30.00 e ach time
$1.00 /day

Pricing and Cost Accounting Strategies
When I first began working with this client, one
of his first questions was: "How can I have a full
stable of horses in training and still be losing
money ?" The ultimate answer to this question was
uncovered by taking a hard look at the pricing and
cost accounting nature of the business. All trainers
charged their owners a fixed fee per day per horse.
This fee was to cover all out -of- pocket expenses
(feed, vitamins, medical care, etc.) incurred by the
trainers in boarding, training, and racing the
owner's horses. The fee, in addition to covering
out -of- pocket costs, usually includes a profit for the
trainer's services. The average fee being charged by
all other trainers per horse was $15 a day. In addition to this fee, state law requires that the trainers
receive a minimum of 10 percent of the purse
money in races won by their owner's horses. My
client, on the other ]land, was charging a fixed fee
of $8 a day plus 20 percent of purse money for
wins. At this point we decided to prepare a cost
analysis to determine exactly how much it cost to
keep a horse in training and racing. Exhibit 4
shows the results of this analysis. The client was
shocked to learn that it cost him $11.10 a day ($3
more than he was charging) just to keep and feed
the horse. This meant that according to his current
pricing structure, the client was not even breaking
even unless the horse was winning several races.
He was also not receiving any base fee for his
services, and, therebv, in effect doing the work for
free. Based on this analysis, three plausible alternative pricing strategies were developed. Following
is a discussion of each alternative:
FIRST ALTERNATIVE

(1 ) Taken at 8 /1 2th's a year. (L and was no t dep rec iated .)

Item
W orkme n's c ompens ation
insurance
Straw
Hay
Grain
Sweet feed
Vitamins and b oosters
Shoeing
Other medications
Total

claimed for a high price, become ineffective and
are then claimed away at a substantial loss. This
loss must also be reported on the income statement.
Such profits or losses are, therefore, recorded in the
"gain or loss on sale of capital asset" account.
Other separate income accounts for purse money
won by horses owned by the client and fees received by the client for horses he has trained are
also required. By matching costs, the profit margin
for the different types of racing businesses can be
calculated.

Total cost
per day
$1.50
2.60
1.62
1.58
.3 0
1.50
1.00
1.00
$1 1.16

The first alternative was to charge $8 a day and
20 percent of all purse money. This alternative was
not chosen, primarily because it still does not provide the client with a fee for his training services.
The first five horses in a race receive a share of the
purse money according to the following scale:
1st place receives 55 percent;
2nd place receives 23 percent;
3rd place receives 14 percent
4th place receives 6 percent; and
5th place receives 2 percent.
Getting even 20 percent of some of these shares
would only be a minimal improvement. In addition,
competition at the major tracks is very' intense
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SECOND ALTERNATIVE

The second alternative was to have owners pay
all out -of- pocket expenses directly, a fixed training
fee, and 10 percent of all wins. This alternative
proved unacceptable for two reasons: (1) The
owners did not want the inconvenience of paying
several different bills each month. They preferred
to pay their trainers once a month for everything.
(2) The horses required many things on a day -today basis— such as shoeing and receiving medical
care. Most of these services could not be obtained
without paying in advance, in cash. It would simply
not be feasible to contact the owners for money
every time a horse needed something. Instead the
trainers pay the bills themselves and bill the owners
once a month.
THIRD ALTERNATIVE

",
,

3. All licenses required by the state
4. Authorized agencies (permits to represent)
which are obtained by most trainers at a cost
of $10
5. Sales taxes paid when claiming a horse
6. Reasonable living expenses while at the various
race tracks and away from the permanent place
of residence
7. All mileage between the ranch and race tracks
8. Wages paid for stable help, ranch hands,
exercise boys, and ponying
9. All feed, vitamins, and medical services purchased for horses (A trainer cannot grow hay
on his own ranch, feed it to his own horses and
then deduct it.)
10. Any tack equipment such as saddles, bridles,
shanks, reins, etc.
11. Any clothing necessary in the operation of the
business (This would include spurs, boots,
chaps, riding helmets, rain gear, etc.)
12. Tools used around the stall such as hoof picks,
rakes, pitchforks, etc.
13. Any racing forms, daily programs, or trade
magazines about horses and horse racing
14. Any medical supplies for horses such as bandages, liniment, alcohol, or hoof paint
15. Depreciation on the horses themselves
16. Loss or death of a horse due to illness or in.
jury
17. Depreciation of major equipment like trucks,
horse vans, starting gates, hot walkers, etc.
18. Transportation expenses incurred in shipping a
horse from one track to another

.

and a quarter horse generally runs about 30 to 50
races a year. Cashing in 50 percent of these races
is considered excellent. Therefore, this alternative
was rejected.

horse

racing
activities
should
naturally be
classified as a
business . . . "

The third alternative was to charge $15 a day
plus 10 percent of all win purses. This was found to
be the best alternative for a varietv of reasons. The
$7 increase in basic fee seems high, but it does in
fact only increase the price to the average price in
the business. It also provides a fair, steady, month to -month income for the trainer. It improves the
cash flow position significantly. The only drawback
of this alternative, was convincing the owners that
such an increase was justified. The owners had always received the best services possible from my
client in the past. This, plus the fact that there
A person's horse racing activities should naturally
still was hardly a better price anywhere, softened
be
classified as a business for tax purposes rather
the blow considerably.
than as a hobby or entertainment.'

Tax Problems
A partial list of some of the more unique and
interesting items that a trainer may show as
legitimate expenses of the business are as follows:
1. Liability insurance (workmen's compensation),
which is required by law, that covers injury
sustained by any person who may be handling,
caring for, or riding a horse
2. The open claim fee paid by a licensed owner
who does not currently own a horse in his
name and claims one from a race
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Conclusion
Horse training, racing, and owning is indeed a
fascinating business. It is one that readily highlights
the value of good accounting practices. It is also a
field in which very little accounting research has
been done. This could provide a welcome challenge
to the ambitious accountant who is seeking to
broaden his horizons.
Further information on the tax aspects of the horse racing busi.
ness can be obtained from two excellent sources. These are: February and March 1975 issues of Quarter Horse of the Pacific Coast
magazine and a book titled, The Business of Horses, by Kenneth
A. Wood.
T
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NEW BUSINESS
PLAN -GOGGI
FOUNTAIN SERVICE
A small business would let me be my own boss, it would
provide interesting and challenging work, and it could provide
a good income.

By Stephen C. Goggi

in

What if I were to be suddenly laid off or fired
from my present job? In pondering the implications
of this interesting problem, I came up with several
choices that would be open to me. First, I could
go out immediately and look for a similar job with
a similar firm. Second, I could look for an industrial
S. C. GOGGI engineering job with another company. Third, I
could just go look for any job I might be qualified
is a Financial Analyst for. Fourth, I could attempt to start my own busiat Schering- Plough
Corp. Mr. Goggi holds ness and be my own boss. Finally, I could do
nothing and collect unemployment insurance coma B.B.A. degree
Production pensation.
Management from the
The first three choices all leave me with the
City College of New
potential
of being laid off or fired again, and posYork, and is at present
sibly
having
to deal with a boss I do not like or
working toward an
M.B.A. degree in cannot agree with. Collecting unemployment inManagement at surance would provide only temporary income, and
Fairleigh Dickinson would not provide sufficient income in any case.
University,
My best choice would be to go into business for
myself and avoid the red tape and petty politics
This manuscript was of a large corporation. A small business would let
submitted through the me be my own boss, it would provide interesting
Union County and challenging work, and it could provide a good
Chapter.
income.

Criteria
My next step would be to decide what kind of
small business I could handle. In deciding this, I
set up five criteria matching my capabilities and
goals to the requirements of such a small business.
These criteria were:
The business must neither be highly technical
nor require special skills. Obviously, I could
not become a brain surgeon or a dentist.
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2. The business must be of a nature to be learned
quickly and easily. I would not be able to afford several years of schooling to learn the
operation of the business.
3. The business would have to be established. I
decided on an established business in view of
the statistics showing that a very high percentage
of small businesses go bankrupt in their first five
years.
4. The business must be affordable. I must have,
or be able to obtain, sufficient funds to purchase
the company. I decided I could spend from
$10,000 to $15,000 on a new business venture.
5. Finally, and perhaps most important, the business must be profitable enough to supply enough
income to satisfy my needs.

Source of Funds
My financial position right now is strong because
my wife earns a very good income, but I plan to
rely on her income only as long as it takes to get
my business going. Even so, after I found that the
prices of several businesses I looked at were beyond
what I intended to invest, I concluded I would
need a partner in order to meet my planned investment and still get a profitable business.
After careful consideration I decided to ask a
friend if he would like to be my partner in a small
business. He agreed. Fortunately, he too —being
now in a strong financial position —would be able
to match my own investment.

The Company
In the process of investigating several potential
business investments, we found a small fountain
service on Staten Island that met all our requirements. The total price of the business— $27,000—
MANAGEMENT ACCOUNT ING /AUGUST 1976

Exhibit I
THE MARKET
Stops
21 5
21 0
425

Percent
of market
51
49
100

Our s hare
" A " stops
" B " stops
Total market share

52
55
107

12
13
25

Com petito rs' share
Local
Metropolitan- based
Total com petition

25 8
60
318

61
14
75

Present market
" A " stops
" B " stops
Total market

Average
per stop

" A " s to p s (5 2 )
Cases of syrup
50 lb . drums C O2
Jars fruit
nuts

4
1
2

Price

Sales

12.00
10.50
3.00

$

12
2
8

12.00
10.50
3.00

$

" B " s to p s (5 5 )
Cas es o f s yrup
50 lb drums CO=
Jars f ruit
nuts

2.4 96
546
31 2
3,3 54
7,9 20
1,155
1,320

$10,395
15.00
$6 00 .0 0

Expenses

8 9,500

A
B s to p s (1 0 7 )
Cas es o f s yrup
50 lb. drum s C O .,
Jars fruit
nuts

1,605
600
$15,954

$

1

$

Service calls
New ins tallatio ns (1
Gross mo nthly sale s

—

5,750
500
250
2,000

Unit
Cost

Ite ms

Cost
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$
$
$
$

6,9 44
81 0
1,088
8,84 2
1,049
9,89 1
6,063

4,0 00
485
245
20
55
175
85
21
$

G & A expenses
Salaries
Rent
Phone
utilitie s
Office supplies
Insurance
Vehicle expenses
Tools
mis t.
Amortiz. o f go odwill
Total overhe ad expenses (3 2 % o f s ale s )
Gross income
Taxes
Ne t in c o m e ( 3 .0 7 % )

$

Our market would consist of candy stores,
luncheonettes, restaurants, diners, and bar and grills.
For simplicity, let's call the candy stores and
luncheonettes "A" stops and the others "B" stops.
The total present market is made up of 425 potential stops. Of these, 215 are "A" stops and 210
are "B" stops. Our starting market share would be
52 "A" stops and 55 "B" stops, or 25 percent of
the total market potential. Because the business is
organized by routes, we decided we would keep the

Gross margin ( 3 8 % of s ales )

$

The Market

8.00
5.00
2.00

Cost of goods sold
Service
installatio n e xpenses
Total direct co st of goo ds
and services sold ( 6 2 % of s ale s ) (2 )

$

10,000
$22,500
5,000
$27,500

86 8
162
54 4

&

$ 3,000

&

Goodwill
Total cost of the company
One month's expenses
Total investment

&

$2,800
200

&

Equipment
3/ 4 ton truck
Tools and equipment
Total

$

&

$

Inventory
Fountain syrups
CO, drums
Fruits and nuts
Fountain supplies
Total

customers paid
cash on
delivery."

$

Revenue

&

The cost of the company could be broken down
into three major categories: inventory, equipment,
and goodwill.

"... 95 percent
of the

Exhibit 2
PRO -FORMA AVERAGE MONTHLY INCOME STATEMENT

&

What Do We Get

same ratio of "A" to "B" stops, thereby allowing
an even daily delivery pattern.
Our competition would be primarily from one
source, the other Island -based fountain service who
now enjoys 61 percent of the market. The large

$

was within our budget: $22,500 selling price plus
an investment of approximately $ 5,000 for one
month's expenses. Operation of the company
would not require any special technical ability, and
the skills required could be learned comparatively
quickly and easily. In fact, both my friend and I
had had prior experience with this kind of business
during the summers when we were in college.
The company was a reasonably profitable business with an earnings ratio of approximately three
percent over the last five years. The owners, both
of whom were older, did not wish to expand their
business and were content with a three percent
return. The company was also one of two major
fountain services on Staten Island, with only minor
competition from the large metropolitan -based
service companies. It enjoyed an excellent reputation throughout the Island and had excellent customer loyalty. "Service" was the key to this good
reputation, and my partner and I decided we would
maintain this policv.
The business consisted of three major functions:
the sale of syrups and fountain supplies, fountain
repair work, and installation of new fountain systems. It was set «p on a route basis; that is, there
were five daily routes with 20 to 25 stops per
route. Another feature of the company we liked was
that approximately 95 percent of the customers
paid cash on delivery. This would save us a great
deal of accounting and paperwork.

5,086
97 7
489
488

1. Base d o n o ne ne w installation pe r m o nth regardless of s top c lassification.
2. Percentage o f net sales.
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it would

$

$

$

$
$

metropolitan -based services do not have an active
interest in Staten Island because of its inaccessibility. They do, however, hold 14 percent of the
market.
Unlike our company, our competitors do not
have a good reputation with their customers. In
fact, after discussions with several store owners, we
concluded it would not be difficult to double our
business in a comparatively short period of time.
We therefore projected a market goal of 50 percent
of the total market (215 stops) by 1980. (See
Exhibit 1.)
Profit Structure
Exhibit 2 is a pro -forma income statement
showing average monthly sales by stop, unit sale
price, average monthlv sales, unit cost of goods,
and total average monthly cost of goods. The average monthly sales amount to $15,954, which would
give us approximately $191,000 per year in sales.
Furthermore, the income statement shows a potential monthly gross margin of approximately 38
percent of sales, total expenses of 32 percent of
sales and a net income after taxes of approximately
3.1 percent of sales. Also, my partner and I would
each draw an annual salary of $24,000, thus
satisfying our criterion of sufficient income.
Short-Term Plan
Our short -term plan is to capitalize on our
reputation in order to build our business. We
would sell syrups, C O , and fruits and nuts at
prices equal to, or below, our competition, give all

so

1979
$294.1
184.4
$112.7
$110.7'
2.0
1.0
1.0

1980
$336.6
208.0
$128.6
114.4
14.2
7.1
7.1

1981
$386.9
239.3
$147.6
122.8
24.8
12.4
12.4
$

1978
1977
(Dollars In thousands)
$252.7
$218.7
Net sales
156.5
135.7
Cost of goods sold
96.2
83.0
Gross margin
76.9
68.2
Total expenses
19.3
14.8
Gross income
9.7
7.4
Taxes
9.6
7.4
Net income
*Addition of new truck, route, and two employees
$

to double our
business . . . "

Exhibit 3
FIVE -YEAR PROJECTED INCOME

$

not be difficult

$

"...

our syrup customers "free" service for minor
fountain repairs requested during deliveries, and
give prompt, courteous service at reasonable prices.
We feel that prompt and courteous service would
be as good a source of advertising as our advertising
in local newspapers and the telephone book. Since
our routes can usually be completed by 1 p.m., we
would have afternoons free to sell our services by
personal sales contact.
Long -Term Plan
Our long -term (five -year) plan is to maintain
our present customers and grow by 15 percent per
year. This plan would enable us to capture 50 percent of the market by 1980. A look at our five -year
projected income statement (Exhibit 3) shows this
growth. We project a business expanded enough
by 1978 to be able to add two more employees and
another truck, so that we could run two daily
routes. Furthermore, we plan by 1980 to expand
into other closely related fields such as servicing
fire extinguishers, doing refrigeration work on
fountains, servicing for major soft -drink producers,
and systems service and installation for the major
beer companies.
Conclusion
My partner and I have decided we would
maintain the current three percent earnings ratio,
increasing our salaries only at a rate proportional to
increases in sales. If our projected sales can be met,
this would give us salaries of $50,000 each by 1980,
which is better than nothing.
❑
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APPLYING STANDARD
COSTS TO A RECYCLED
PRODUCT: THE
AUTOMOBILE TIRE
It requires seven gallons of crude oil to produce the average
automobile tire, but only two - and - one -half gallons to recycle one.

The invention of the pneumatic tire made possible
the recycling of a wom -out tire by a process of attaching new robber to a worn casing. This process,
called vulcanizing, extended the life of a tire and
offered substantial savings to the consumer. But
the new industry moved slowly for years; equipment was cumbersome, and quality less than desired, with separations and leaks commonplace. It
was not until World War II that improved techniques and the development of simthctic fibers and
rubber compounds produced tough casings and
long - lasting treads. Today's recycled tire is a precise
product which in many cases will equal the mileage
of the original.
Why Recycle?
More than 200 million tire casings are discarded
annually in the United States. Using an average
weight of 25 pounds per tire, the result is a 5 billion pound solid waste disposal problem.
In addition, it requires seven gallons of crude
oil to produce the average automobile tire, but only
two•and- one -half gallons to recycle one. Based on
the 30 million recycled tires sold annually, the resulting energy savings amounts to approximately
135 million gallons.,
The Recycling Process
There are six basic steps in the recycling process
1. Inspection, Each casing, or worn-out tire, is
thoroughly inspected for nail holes, ply separaMANAGEMENT ACCOUNTING /AUGUST 1976

re-

tion, or broken beads. Minor nail holes
paired, but if ply separation or broken beads are
found, the casing is discarded.
2. Buffing. The casing is buffed to remove the remainder of the old tread. Strict adherence to
proper contour must be observed.
3. Cementing. Each casing is then carefully cemented so as to allow complete adhesion of the
new rubber.
4. Building. The rubber is applied in a warm
state, either from a precision extruder or in pre measured widths known as "camelback."
5. Curing. The curing cycle is completed by adding heat, pressure, and time. Each of the elements varies with equipment and compounds,
with curing time varying from 22 minutes to two
two hours.
6. Final Inspection. After the curing process, each
tire must be inflated to normal pressure and
tested for roundness, overflow, and separation.
are

By Charles W. Banks

Building a Cost System
Tire recvcling, like any manufacturing process,
is composed of materials, labor, and overhead.

C. W. BANKS
Charlotte Blue
Chapter, is Financial
Vice President of
L & N Royal Tire Co.
in Charlotte. Mr.
Banks, a past
President of his
Chapter, holds a
B.S. degree in
Accounting from the
University of South
Carolina.

This article was
submitted through
the Charlotte Blue
Chapter.

DIRECT MATERIALS

The direct materials used are tread rubber, Cement, solvent, and other repair materials.
To determine the amount of tread rubber to be
applied, a sample casing is weighed after it has
been buffed and again after tread rubber has been
applied. For more accurate results as many as ten
i From a pamphlet by the Tire Retread Information Bureau, Washington, D, C.
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$45- -41.13 = $1.09

DIRECT LAB OR

Because of the varying sizes and weights of tires,
the first step in applying labor is to convert the
various types of tires to equivalent units based on
amounts of labor required and complexity. Industry standards generally assign a unit value of one to
a passenger tire, one - and - one -half units to a light
truck size, three units to a heavv truck, and four
units to a road grader size. In essence, it requires
three times the amount of labor to produce a
truck tire as compared to a passenger tire.

Type tire
Passenger
Light thick
Heavy truck
Road grader
Total

Unit
ratio
1.0
1.5
3.0
4.0

Actual
production
10
10
10
10
40

Equiv.
units
of prod
10
15
30
40
95

Thus 40 units of actual production is converted to
95 units of equivalent production.
The next step in applying labor is to determine
maximum plant production.
Curing
No. time/ Units
Type tire
molds hr. per hr.
Passenger
10
1.0
10.0
Light truck
2
1.5
3.0
Heavy truck
5
2.0
10.0
Road grader
1
3.0
.3
Total
18

Equiv.
Unit units
ratio per hr,
1.0
10.0
1,5
4.5
3.0
30.0
4.0
1.2
45.7

Assume an efficiency rate of 90 percent, and the
equivalent units of 45.7 becomes a standard of
41.13 equivalent units of production per hour.
Further assume that the direct labor cost to nun 18
molds is $45 per hour. The labor per tire may be

The labor for the four illustrative sizes may be
stated as follows:
Unit
ratio
1.0
1.5
3.0
4.0

Type tire
Passenger
Light truck
Heavy truck
Road grader

Labor per
unit
$1.09
1.09
1.09
1.09

Labor per
tire
$1.09
1.64
3.27
4.36

OV ER HE AD

Elements of overhead are distributed to the
product in the same fashion as labor. Assume the
overhead factor to be $.90 per equivalent unit of
production. Therefore, overhead per tire would be
as follows:
Unit
ratio
1.0
1.5
3.0
4.0

Type tire
Passenger
Light truck
Heavv truck
Road grader

Overhead
per unit
$.90
.90
.90
.90

Overhead
per tire
.90
1.35
2.70
3.60
$

Total
cost
2.91
6.63
10.74
26.65

The total cost of producing a recycled tire can
now be summarized as follows:
Material
cost
2.91
6.63
10.74
26.65

Type tire
Passenger
Light thick
Heavy truck
Road grader

Labor Overhead
cost
cost
$1.09
.90
1.35
1.64
3.27
2.70
4.36
3.60

$

Type Tire
Passenger
Light truck
Heavy truck
Road grader

Tread rubber
r@ 38c lb.
Other
Weight
Cost material
2.85 $.06
7.5
6.54
.09
17.2
10.56
.18
27.8
69.5
26.41
.24

$

units ..."

Labor cost - Equivalent units,/llr.
= Labor cost per equivalent unit

$

various types
of tires to
equivalent

determined as follows:

DIRECT MATERIALS

$

convert the

units in each size should be weighed and averaged.
Other direct materials can be applied on an overall
average basis.

$

... the first
step ... is to

Total
cost
4.90
9.62
16.71
34.61

Accounting for Production
During a given month the plant operated 160
hours and reported the following sizes and quantity
as being produced:
Passenger
Light truck
Heavy truck
Road grader

1,440
432
1,440
43

Total

3,355

Exhibit 1 shows the entry that would be generated
from this data.
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Labor
Each
Total
$1 .0 9
$1 ,5 70
1.64
70 8
3.27
4,7 09
4.36
188
$7,175

Overhead
Each
Total
$1 ,2 96
.90
1.35
583
2.70
3,88 8
3.60
155
$5 ,9 22

Inventory
7,056
4.155
24,062
1,489
$36 ,7 62
$

Raw material
Each
Total
2.9 1
4,1 90
6.63
2,8 64
10.74
15,465
26.65
1,146
$23 ,6 65

$

Production
1,440
432
1,440
43
3,3 55

$

Type tire
Passenger
Lig ht truc k
He avy truc k
Road g rader

$

Exhibit 1
MONTHLY PRODUCTION, COSTS, AND INVENTORY
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Salaries
Direct labor
Payroll tax
Rent
Depreciation
Utilities
Insurance
Taxes
Supplies
Maintenance

$

In determining plant efficiency examine the
following actual costs for the same period:
1,200
7,200
864
1,000
1,000
745
300
300
400
88

$13,097
Mfg. Contr.
Labor
Overhead

$ 7,175
5,922
$13,097

referred to the plant in the role of a "converter,"
or a recycling agent for the commodity of used
casings. However, most recycling plants operate
with customers' casings. That is to say, the customer provides the slick tire, and the recycling
plant adds the material, labor, and overhead. In
the event a casing is rejected it is generally returned
to the customer for his inspection and disposition.
Because of the economy in recycling, casings become a valuable commodity and are frequently
in short supply. When available, passenger casings
normally fall in a range of two to three dollars each.
Truck casings vary from $8 to $60, depending on
size and construction.
In the event casings are purchased, the inventory
valuation is normally arrived at by establishing
an average price for each size, and taking any difference to the income statement at the time of
purchase.

"... casings
become a
valuable
comm o d it y . . . "

Conclusion
While the total variance from standard is equal
to zero, close examination reveals a gain of $25 in
direct labor offset by an increase in overhead of a
like amount. Thus, we can conclude that the total
plant operated at 100 percent efficiency.
Accounting for Casings
Throughout this discussion the accounting has

Recycling tires is a valuable service to the consuming public and profitable venture to the independent businessman. However, the owner of a
tire retreading operation must employ concepts of
management to the same degree as any manufacturer. By applying standard costs to his products,
lie is in a position to measure plant performance
and to control manufacturing costs.
❑

PRODUCT MIX DECISIONS: DIRECT COSTING vs. ABSORPTION
COSTING
Continued from page 42
formation in terms of both production units and
sales units. This is true in cases where direct
costing as well as absorption costing is being
used. While the optimal product -mix solution
for a particular time period may not be the correct one from the viewpoint of longer -term
profit maximization, it is correct in terms of
maximizing that period's profit.
Using direct costing, the linear programming
solutions reflect the fact that product production
must only be set at levels necessary to guarantee
that the optimal sales -mix requirements can be
fulfilled for the current period. Inventories will
be liquidated as rapidly as possible, subject only
to limits established by sales capacity constraints. If sales capacity constraints are so
restrictive as to result in idle production capacity
in all departments, production levels required
by the optimal solution represent minimum
levels, and may be increased without affecting
current period profits. Such increases may, of
course, be desirable in order to provide for inventory build -up in anticipation of future levels
of sales in excess of future production capacity.
Under absorption costing, a production capar.
ih, constraint or a storage capacity constraint
will always represent a restrictive element in the
MANAGEMENT ACCOUNTING /AUGUST 1976

optimal program solution. The optimal product.
mix solution cannot be altered, either in terms
of production units or sales units, without reducing current period profits below the maximum
amount determined by the program solution.
2. The linear programming approach to the maximization of either direct costing or absorption
costing profits on a period by period basis may
not lead to combined period profit maximization. The dynamic programming aspects of
absorption costing versus direct costing, while
not considered here, may be an area worthy of
further investigation.
3. The linear programming problem which uses
absorption costing as a definitional base for
structuring the profit equation and the constraint equations and inequations is easily handled by existing computer software programs
originally designed, at least implicitly, with
direct costing systems in mind.
4. In terms of the pedagogy of accounting, linear
programming represents a useful vehicle for
promoting an understanding of the nature of
absorption costing and direct costing. The linear
programming approach is especially helpful in
identifying similarities and reconciling differences between the two methods and for investigating the direct costing and absorption
costing profit implications.
❑
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Part of the capacity audience at the keynote luncheon in Miami Beach.

MIAMI BEACH
ATTRACTS 2,500
Paced by an outstanding technical program, The 1976 Annual
Conference successfully runs to packed audiences composed of
members from across the country and around the world. Final act
of the 1975 -76 competition is played out at the Annual Dinner
as the winners accept their trophies and banners.
The 1976 Annual Conference in Miami Beach was
a mixture of history and today's headlines, of the
tried and true versus the new and unproven, of
tradition and change. In other words, it was like
every other Annual Conference —but different.
What is happening in the field of accounting
today was sharply dramatized on Monday when
Walter B. Wriston attacked a general move toward
current value accounting, and on Tuesday when
Russell E. Palmer defended the concept and described his firm's campaign to persuade businesses
to adopt it. Further contrast between today's world
and yesterday's was pointed up in Herbert C.
Knortz's wide- ranging survey of the history of ac
counting.
Both Conference Chairman Clarence Langer and
Program Chairman Donald 11. Cramer were pleased
at the turnout for this Conference in Miami Beach,
a return to the area after 11 years. Sonic 2,500 NAA
members, spouses and children attended. Following
are some of the highlights of the three- and -one54

half days conference. Also in the following pages
is a summary of the outcome of the inter - chapter
competition for 1975 -76.
In his opening address, Herbert C. Knortz, executive vice president and comptroller of ITT Corp.,
offered "A Salute to the Bicentennial" by tracing
the rocky course of the accounting profession from
the pyramids of Egypt to the World Trade Center
of New York City. The parallels between the accounting of yesteryear and today's complex financial
statements were striking and sometimes humorous.
Financial contracts and accounting records were
a vital part of daily life in the first days of history.
One of the earliest recorded strikes ended when the
government's labor negotiator, called a fan - bearer,
intervened. The entry in the payroll book read:
"Today we were at last given the bread; but we had
to contribute two chests of bread to the fan - bearer."
Mr. Knortz commented: "Even in those days the
government official levied the customary bribe and
the SEC will be pleased to note that there was
MANAGEMENT ACCOUNTING /AUGUST 1976

appropriate recording and fair disclosure of the
transaction."
In concluding, Mr. Knortz warned against the
"unilateral or dogmatic establishment of principles
and regulations." Then he went on to say, "As we
accountant§ proceed into the third century of national life, we can look bact to salute with pride
and humility those unsung theoreticians and organizers who have evolved the accounting concepts
of our time. We can also look forward into the
future years to salute with expectation the problems
and the solutions which will be encountered in the
years to come."

'Don't Blow Up Bridge'
At the keynote luncheon, Walter B. Wriston
sharply attacked a proposal to require current -value
accounting in financial statements as a means of
accounting more fairly for inflation. "Before we
prescribe the wonder drug of current -value accounting, much care should be given to the possible side
effects, which may well be worse than our current
disease."
He told accountants at the capacity luncheon
that, "The intellectual accounting exercises which
are now starting to move from drawing room dialogues to the marketplace appear to be entirely
self - propelled in the sense that virtually no one
outside a relatively small group of accounting theorists is demanding such sweeping changes. There
just is no demand for a whole new accounting
system from people who must use the product."
Repeatedly warning of the dangers of changing
historical accounting rules, which are admittedly
flawed, but have served as a communication bridge
between business, lenders, accountants and the general public, he said, "Before we blow up this bridge,
we must be sure that there is another one in place."
He is chairman and chief executive officer of Citicorp and Citibank, New York City.
In contrast to Mr. Wriston's warning on Monday, Russell E. Palmer, managing partner and chief
executive officer of Touche Ross & Co., said he is
convinced that current -value information will become part of the financial reporting to the public.
"Price -level accounting is deader than Abe Lincoln,"
he stated flatly.
In light of a predicted average rate of 6.5 percent
inflation in the next ten years, management must
be prepared to operate in a different dimension, he
said. "It must manage value." He stressed, "Inflation is a fact and we have an obligation to help
our companies to manage that fact."
Earlier on Tuesday, Robert Donachie, executive
vice president of Earth Resources Co., Dallas, Tex.,
said, "The real change in value cannot be measured
by an inflation index but can only be measured
by the demand and supply in the marketplace at a
point in time." He urged management accountants
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This happy group represented the 21
chapters that won Membership
Achievement Awards during 1975 -76. They
were presented plaques at the annual
business meeting.
to use commonsense as a guideline. "The management accountant .... must never permit accounting standards, rules, principles, or guidelines to become substitutes for judgment."
The third speaker on the Tuesday program,
E. W. Kellev, sketched some of the problems of
raising capital in unsettled economic time. Mr.
Kelley is co -chief executive officer, Fairmont Foods
Co. Monday afternoon, three speakers —Myles L.
Mace of Harvard Business School, Lewis H. Young
of Business Week, and Clarence C. Walton of the
Catholic University of America gave conference goers viewpoints on accounting from the outside.
While the technical sessions were being held,
spouses and the children of members were visiting
sites in the Greater Miami area including Fort
Lauderdale, Vizcava, the Gold Coast, Parrot Jungle
and the Seaquarium. Spouses also heard the
thought - provoking views of Douglas McCartney,
manager of Brown Brothers Harriman & Co., on
planning their investments.
Like every other conference this one had its
distinctive touches ranging from the huge, 100 member delegation from the Carolinas Council
marching behind the Confederate flag to the
coonskins of the Tennessee Valley Council to the
"Liberty Bell" reminders passed out by the
Philadelphia Chapter, which put on a tremendous
effort this bicentennial year and ended up with the
Stuart Cameron McLeod Society Trophy.
In turning over his badge of office to his successor, President Lafe Fox referred to the spirit and
enthusiasm that was evident throughout the 1976
Annual Conference. "Let's all continue to work on
behalf of this unique organization with the same
enthusiasm and dedication that I saw this past
year!"
F1
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Piedmont Winston -Salem Chapter displays Presidents'
Award. L. -r., Past chapter president James N. Smith, NAA
President Lafe P. Fox, President -elect George D. Gee
and chapter President Robert S. Olson.

David H. Lattinville, president of
Syracuse Chapter, shows hard -won
Stevenson Trophy.

THE WINNERS:
PIEDMONT WINSTON -SALEM
SYRACUSE
CUYAHOGA VALLEY
Olean- Bradford takes Remington Rand Trophy; Greater Ozarks wins J. Lee
Nicholson Award; Philadelphia finishes third for Stuart Cameron McLeod
Society Trophy; Brooklyn advances 115 places to capture Carter Trophy
while Virginia Skyline moves 88 places to take Keller Trophy.

Philadelphia Chapter picked up the third -place
Piedmont Winston -Salem Chapter, under the direction of President Robert S. Olson, captured the Stuart Cameron McLeod Society trophy, climaxing
Presidents' Award for the outstanding performance a special effort for the bicentennial year.
For most improvement during the year, Brooklyn
in the competition for the last five years.
Led by David H. Lattinville, Syracuse Chapter Chapter advanced 115 places to take the Carter
won the Stevenson Trophy for the first time in its Trophy and Virginia Skyline gained 88 places to
capture the Keller Trophy.
history.
Cuyahoga Valley under the leadership of Presi'Consistent Hard Work'
dent Edward J. Coia won the Warner Trophy in
"We tried to give a good year to our memberthe competition between the smaller chapters.
Second place finishes were recorded by Olean - ship service -wise and figured the competition points
Bradford Area in the Stevenson Trophy competi- would fall in place," said Robert S. Olson of his
tion and by Greater Ozarks in the Warner Trophy chapter's accomplishment in winning the Presidents' Award. "I give a lot of credit to the past
competition.
56
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presidents. They helped to keep the chapter on
track."
Piedmont Winston -Salem has never placed
higher than a fifth place banner but it has consistently been in the "top 20" for the last five years.
Consistent outstanding performance is what the
Presidents' Award was established to recognize.
"The winning tradition" was started six or seven
years ago, according to President Olson, and the
rest was just an accumulation of hard work over a
long period of time.
In grabbing off first place in the Stevenson Trophy competition, Syracuse put on a spectacular performance. The last time it won a banner was in
1963 -64 when it achieved tenth place.
It was the result of a total effort by the board
and membership, according to President David H.
Lattinville. When the January standings revealed
the chapter in first place, members started getting
excited. "As people became believers, they started
turning out for the meetings," Mr. Lattinville explained.
The chapter had an outstanding membership
acquisition program, ending up in second place with
127 percent net gain in membership. Using the
chapter's first -place position in the standings as an
arguing point, officers and directors managed to
persuade some members to re -join after their
memberships were terminated. "There wasn't a
weak link anywhere," summed up Mr. Lattinville.

Cuyahoga Valley President Edward 1. Coia
(center) and Warner Trophy, flanked by
Vice President Bliss R. Finlay and
President Fox.

'We didn't lose anyone'
Superlatives come easy when you talk about
Cuyahoga Valley. Chartered six years ago, the
chapter has won three banners and two second.
place awards. This year it finished first, achieving
the goal it set for itself when it was created.
President Edward J. Coia attributed the chapter's
fine record to the fact it has had an outstanding
group of directors and officers who have gone
through the chapter's offices and directorates without dropping out. He said that the chapter also
had benefitted from the experience of former members of the Akron Chapter who affiliated with the
chapter when Cuyahoga was spun off.
The chapter did well in membership, too, winning a Membership Achievement Award. Except
for members who were transferred out for business.
reasons, "We didn't lose anyone," pointed out Mr.
Coia. Officers and directors regularly contact every
member to ask him if there are any problems or if
he has any suggestions for impoving chapter programs.
In 18 years of competition, the Olean- Bradford
Area Chapter has managed to win competition
banners in nine years. That says something about
this New York - Pennsylvania area chapter which
won the Remington Rand Trophy, the highest
position it has ever achieved in the standings.
It was a team effort, according to President
Claude E. Tanner. "We're closely knit even though
geographically spread out," he said. He characterized members as enthusiastic, energetic and cooperative.
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Remington Rand winner Olean- Bradford
Chapter President Claude E. Tanner
(wearing hat) is flanked by President
Fox, Carlyle O. Livingston, chairman of the
Committee on Chapter Operations, and
Vice President G. Kenneth Nelson.

Standing behind Greater Ozarks'
second -place banner are 1, r., President
Fox, Mr. Livingston, chapter President
Larry D. Ellison and Vice President
Harry L. Morris.
The chapter also won a Membership Achievement Award and compiled more points- 2066 —in
the manuscript competition than any other.
Chartered five years ago, the Greater Ozarks
Chapter led by Larry D. Ellison managed to put it
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Philadelphia celebrates: L. r., President
Fox, Mr. Livingston, S. Alden Pendleton,
chapter President Malcolm T. Park,
Theodore G. Lieb and Vice President
Donald 1. DiClemente.
all together and take the J. Lee Nicholson Award.
As the bicentennial neared, Philadelphia resolved
to make a special effort to win a banner. The
chapter finished in a blaze of red, white and blue
glory. Not only did it win the third -place Stuart
Cameron McLeod Society Trophy, it garnered the
Membership Round -Up Award with 89 net new
members and won a Membership Achievement
Award.
The chapter had planned well, developing a
bicentennial color theme for its publications and a
"Spirit of '76" competition to encourage member
attendance and participation. The grand prize was
a trip for two to the Annual Conference in Miami
Beach.
The chapter, however, did not plan on losing its
president at the beginning of the year, When that
officer returned from the Annual Conference in
Anaheim, he found he had been transferred. President Malcolm T. Park then came in a year earlier
and led the chapter to a triumphal finish.
The trophies and banners were presented to the
winning chapters at the Annual Dinner in Miami
Beach last June. Other awards also were presented
during the NAA Annual Conference. Following is
a list of banner - winning chapters and their presidents.
Stevenson Trophy
1. Syracuse, David H. Lattinville
2. Olean- Bradford Area, Claude E. Tanner
3. Philadelphia, Malcolm T. Park
4. Charlotte Blue, Charles W. Banks
(tie) San Antonio, Wayne Brasington
6. Brooklyn, Fred H. Altschuler
7. Akron, Orville R. Keister
8. Spartanburg Area, Richard J. Danfy
9. Bridgeport, Bruce F. Powell
10. Niagara, Herb M. Ausderau
11. Piedmont Winston - Salem, Robert S. Olson
12. Columbus, Alex J. Gaal
13. Birmingham, David F. Strawn
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Carter Trophy for Brooklyn: Ur., President
Fox, Mr. Livingston, chapter President Fred
H. Altschuler and Vice President Francis
1. Mejstrick.

Sunny skies for Virginia Skyline: L. -r., Past
President 1. Wayne Keller, chapter
President Gerald E. Moore, Mr. Livingston
and Vice President DiClemente.
14. Westmoreland County, John T. Dunbar
15. Atlanta North, Richard Rammel
16. Cincinnati, Kenneth J. Woltermann
17. Cedar Rapids, Albert E. Watson
18. Hawaii, Conrad W. Hewitt
19. Dallas, Jack D. Gray
20. Portland Willamette, William A. Swift
21. Springfield, Raymond E. Loveland
22. San Jose, Frank J. Mongetta
23. Cleveland East, William J. Riley
24. Evansville, James G. Hummel
25. Richmond, Ronald L. Caricofe
Warner Trophy
1. Cuyahoga Valley, Edward J. Coia
2. Greater Ozarks, Larry D. Ellison
3. Virginia Skyline, Gerald E. Moore
4. Mid - Missouri, John W. Moore
5. Eastern Carolina, J. Edward Adkins, Jr.
6. Chattahoochee Valley, Randall A. Edwards
7. South Central Kentucky, David H. Tucker
8. Central Pennsylvania, Max R. Kenworthy
9. Blue Grass Area, L. C. Hillard, Jr.
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10. Beaver Valley, George S. Vonakis
11. Wabash Valley, Alyce R. Dressler
12. Montgomery, Hugh H. Iiursey
13. Corpus Christi, Perry L. Calk
14. El Paso, Donald E. Darby
15. Ohio- Western Reserve, Kelvin G. Kramp
In the international competition, Lima, Peru,
chapter led by Eduardo Villalobos, won the first place Arthur B. Gunnarson Trophy and Frankfurt,
Germany Chapter won the second -place Rawn
Brinkley Trophy, Jermyn P. Brooks was the 1975 -76
president.

Public Relations Awards
The five chapters which won Public Relations
Recognition Awards were presented plaques for outstanding public relations activities during 1975 -76
at the Annual Meeting in Miami Beach. The names
of the chapters and their presidents and public relations directors are: Hawaii, Conrad Hewitt, Miriam Y. Miyai; Los Angeles, John H. Behdjou, Luis
E. Ruiz; Milwaukee, Curtis F. Rode, Dolores E.
Winkler; Nashville, L. C. Morris, Candace S.
Spriggs, and Reading, Kenneth E. Posey and Elizabeth Aulenbach.

Membership Achievement
For outstanding membership achievement during
the year, San Antonio Chapter led with a 128 percent net gain in membership. Johnstown topped
the Warner Trophy chapters with a 149 percent
net gain, and France led the international chapters
with 168 percent net increase. Following are the
winners of the Membership Achievement Awards
with their presidents and vice presidents for membership.
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PRESIDENT

VICE PRESIDENT
MEMBERSHIP

STEVENSON COMPETITION
CHAPTERS
1. San Antonio
2, Syracuse
3.:tCharlotte Blue
4. Niagara
5. Orange County
6. Brooklyn
7. Dallas
8, Olean- Bradford Area
9. Philadelphia
10. Portland- Willamette
11. Birmingham
12. Evansville
13. Jacksonville
14. Cleveland East
15. Peninsula -Palo Alto

W. Brasington
D. H. Lattinville
C. W. Banks
H. M. Ausderau
E. J. Timmerman
F. H. Altschuler
J. D. Gray
C. E. Tanner
M. T. Park
W. A. Swift
D. F. Strawn
J. G. Hummel
J. G. Culpepper
J. C. Marek
N. P. Jones

E. H. Jennings, Jr.
C. M. Rauhe
T. A. Tillman
J. A. Nichols
G. P. Ferrone
P. M. McGann
H. E. Billings, Jr.
A. T. Sczuolo
N. B. Godick
B. L. Gehring
0. T. Scogna
J. G. Hummel
L. D. Hodges
R. P. Fox
C. S. Lumm

WARNER COMPETITION CHAPTERS
1. Johnstown
2. Corpus Christi
3. Greater Ozarks
4. Cuyahoga Valley
5. South Central Kentucky

J. F. Ryan
P. L. Calk
L. D. Ellison
E. J. Coia
D. H. Tucker

F. B. Mickel
C. A. Mella III
D. M. Gibson
W. D. Lynch
J. Fulkerson

GUNNARSON/BRINKLEY COMPETITION CHAPTERS
France

Jean Fleury

P. R. Jousselin

Membership Round -Up Award
Philadelphia

M. T. Park

N. B. Godick

PRESSLER ELECTED PRESIDENT OF McLEOD SOCIETY
Stanley A. Pressler, Indianapolis Chapter, has been Indiana University and an M.B.A. from Northelected President of the Stuart Cameron McLeod western University. In addition to serving on the
Society for 1976 -77. Mr. Pressler, professor of ac- faculty of Indiana University, he is a partner in
counting at Indiana University, was elected at the Harry Stephens & Co., president of Econobilt DeSociety's Annual Meeting in Miami Beach.
velopment Corp., and president, Harry Stephens
Society members also elected four other officers Olds, Inc.
to serve a one -year term expiring June 1977. Those
He joined the Association in 1939, affiliating
elected were John T. Kokos, Indianapolis, and with the Indianapolis Chapter. He has served as
Charles W. Lent, Jr., Charlotte Gold, vice presi- chairman of the Committee on Accounting Dedents; Charles S. Myerly, Charlotte Gold, secre- velopment and was a national director, 1959 -61,
tary, and W. Atlee Davis, Delaware, treasurer.
and national vice president, 1962 -63. During 1972Elected to serve two -year terms as governors were: 74, he served on the Board of Regents of the InCarl N. Koontz, Knoxville; James E. McMillen, stitute of Management Accounting. A published
Central Texas; William F. Nichols, Peninsula -Palo author In MANAGEMENT ACCOUNTING, Mr. Pressler
Alto; Vincent A. Piucci, Worcester Area; Raymond also has participated in a number of chapter techA. Rehfeld, Alameda County South, and Vernon nical programs and the Continuing Education ProG. Sheffield, Houston.
gram.
Those governors elected to serve a term which
The Stuart Cameron McLeod Society is an orgawill expire in June 1977 are: Gordon A. Johnson, nization composed of present and past officers and
Rochester; Robert L. Pyle, Cleveland; George E. directors of the Association. Its objectives are to
Snively, Phoenix; Arthur S. Taylor, Boston; James promote and perpetuate the acquaintances and
E. Taylor, Knoxville, and Robert L. Woolheater, friendships developed through service in NAA and
Orange Coast.
to provide a reservoir of experience to be used by
A CPA, Mr. Pressler received a B.S. degree from the Association in carrying out its objectives.
❑
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LYBRAND AWARD
WINNERS NAMED
Ray Vander Weele wins the Lybrand Gold Medal; Manuel A.
Tipgos is presented the Silver Medal, and Robert E. Malcom is
awarded the Bronze Medal. Sixteen Certificate of Merit winners
and six Certificate of Recognition winners also named.

Ray Vander Weele, Madison Chapter, was named
the Lybrand Gold Medal winner for 1975 -76 for
his article, "An MBO Perspective on Controllership." The article is published on page 13 of this
issue.
Manual A. Tipgos, Blue Grass Area, was presented the Lybrand Silver Medal for his manuscript,
"Reporting Corporate Performance in the Social
Sphere," published on page 15.
Robert E. Malcom, Central Pennsylvania, was
adjudged the winner of the Lybrand Bronze Medal
for his manuscript, "General Purchasing Power Accounting." The article, co- authored with James S.
Winarchick (not an NAA member), was published
in the July issue.
The three Lybrand medal winners were chosen
from the authors submitting the ten best manuscripts during 1975 -76, as determined by the grades
given each manuscript. A committee consisting of
Robert F. Garland, assistant vice president, Burlington Northern, Inc.; Anthony J. Mastro, professor,
George Washington University, and Allan H. Seed,
III, management consultant, Arthur D. Little, Inc.,
selected the manuscripts which it believed were the
first, second and third outstanding papers submitted.
The Lybrand Medals are sponsored by the firm
of Coopers & Lybrand in honor of William M.
Lybrand, a founder of the firm and the second
president of the Association. Each year the Gold,
Silver and Bronze Medals are presented, respectively, to the NAA member - authors who place first,
second and third in the competition.
The Association also presents Certificates of
Merit to the authors of the 16 best articles, as determined by grades, including ties, and Certificates
of Recognition to the authors of the short articles
rated the highest six, plus ties for sixth place.`
The following authors of the top manuscripts
submitted during 1975 -76 were awarded Certificates
60

of Merit. The issue Of MANAGEMENT ACCOUNTING
in which the winning article was published, or is
tentatively scheduled to be published, is listed with
the name of the author and the chapter that submitted the article.
Certificates of Merit
John D. Bazley, Loren A. Nikolai and Howard O.
Rockness, Raleigh- Durham Area, "Variance Analysis
for Pollution Control and Other Social Programs,"
(To be published in January 1977).
Vincent C. Brenner, Baton Rouge, "Financial Reporting on Units of General Purchasing Power,"
Co- authored with James J. Benjamin, not an NAA
member (Published in June 1976).
James C. Caldwell and Robert W. Ingram, Lubbock Area, "Management Accountants Respond to
Segment Reporting," (To be published in November).
Robert L. DeWelt, Milwaukee, "Labor Management and Control," (To be published in October).
Dwight G. Dollison, Des Moines, "Accounting for
Calf Production," (To be published in October).
James B. Edwards, Columbia, "Inflation Accounting for Utilities," (Submitted through Chattanooga
Chapter), (Published this month).
Alfred M. King, Racine- Kenosha, "Is Price Level
Restatement a Solution ?" (To be published in
November) .
Pieter C. Louwers, Member -at- Large, "The European Public Accountant: A Different View" (Published in September 1975).
Joseph A. Russo, Jr., Member -at- Large, "Input Output Analysis for Financial Decision - Making"
(To be published in September).
Ronald J. Schenk, Florida Gulf Coast, "Interim
Financial Statements for Contractors —A Case
Study," (Submitted through Florida West Central
One author who was eligible for the Certificate of Recognition
subsequently informed the Association that he bad published the
manuscript elsewhere.
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Chapter), (To be Published in September).
Harold M. Sollenberger, Lansing- Jackson, "Financial Planning and Control for Political Campaigns"
(Published in June 1976).
Roger D. Wollstadt, Peoria, "The Challenge of the
Sandilands Report," ( Published in July 1976) .
Frederick H. Wu, Wichita, "Incremental Budgeting: A Decision Tool," (Published in May 1976).

Certificates of Recognition
The authors winning the Certificates of Recognition (short articles) are:
James D. Blum, Delaware, "Decision Tree Analysis," (To be published in December).
Robert S. Hager, Buffalo, "An Open Letter to Management Accountants," (Published in June 1976
issue of Association Leader).
Wesley D. McGee and David T. Norman, Raleigh Durham Area, "Profit and Growth through Sales
Compensation," (To be published in December).
Jonathan Pond, Atlanta North, "Issues Relating to
Lease Accounting" (To be published in January
1977).
Richard Vangermeersch, Providence, "A Critical
Look at CASB Proposed Standard 413," ( Will not
be published as the CASB has withdrawn the proposal) .

Lybrand Medal winners with Edward
Rogers, chairman of the Committee on
Publications. L. -r., Robert E. Malcom, Ray
Vander Weele and Manuel A. Tipgos.

ing to the U.S., he studied at Texas Tech for his
M.B.A. and at Louisiana State University for his
Ph.D. degree.
He joined Price Waterhouse for a couple of years
Writing Like Calisthenics
in the New York Office; then was transferred to the
"I like to write as much as I like to do calisthen- Manila Office. Ile returned to take up a position
ics," says Ray Vander Weele, winner of the Ly- as assistant professor of accounting at the University
brand Gold Medal. He admits writing is difficult of Kentucky.
but, like exercise, the rewards are invigorating.
Another first -time author In MANAGEMENT AcRecently named director of the Management In- COUNTING, Dr. Tipgos has published an article in
stitute, University of Wisconsin, Dr. Vander Weele Managerial Planning and has submitted a book for
holds an M. B.A. degree in finance from Northwest - consideration by a publisher. His article, "Reporting
em University, and a Ph.D. degree from the Uni- Corporate Performance in the Social Sphere," is a
versity of Wisconsin.
continuation of an abiding interest in the relatively
His article published in this issue marks the first new area of social accounting. He wrote his doctoral
time that he has appeared In MANAGEMENT Ac- disseration on accounting and auditing aspects of
COUNTING. He is coauthor of a book, Financial corporate social responsibility.
Management by Objectives, which was just publishMr. Tipgos is unusual in that he seems to be able
ed by Prentice -Hall, and is writing another for Amer- to work on two articles simultaneously. He gets
ican Management Assn. dealing with accounting for flashes of inspiration while taking a shower and has
nonfinancial managers. He is interested in how man- to put it down on paper immediately. An up- coming
agement accountants can provide general managers article has the intriguing title, "A Window Dressing
with accounting tools they can use.
Hypothesis."
Professor Vander Weele has mixed emotions
about the manuscript competition. If you promise a Purchasing Power Accounting
manuscript director that you will write a manuscript,
The story of Robert E. Malcom, the Lybrand
you are almost obligated to do so. lie recognizes Bronze Medal winner, illustrates the perils of
that this commitment acts as a coercive stimulus choosing an accounting area to specialize in today's
but it is a "positive coercion," considering the re- fast - changing economic environment. A professor of
wards of organizing your thinking and writing on a accounting at Pennsylvania State University, he also
particular topic.
was published for the first time in MANAGEMENT
ACCOUNTING when his award - winning article apHe Enjoys Writing
peared in the July issue.
Manuel A. Tipgos, assistant professor of accountThe article on general purchasing power accounting at the University of Kentucky, enjoys writing. ing looked like a hot subject when he wrote and
In fact, he left public accounting in order "to get submitted it. Now, of course, the Financial Accountlost in something and write on it."
ing Standards Board has placed it on the back The Silver Medal winner was born in the Philip- burner, and the Securities and Exchange Commispines where he earned a B.S.degree in commerce, sion replacement cost accounting proposal is up
cum laude, from Far Eastern University. After movContinued on page 64
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Chapter/ Member News
elected financial vice president of American Precision Industries, Inc.... RICHARD J. ORLOWSKI was appointed treasurer
of Osmose Wood Preserving Co. of
America, Inc.
THOMAS A. ROUE, Cedar Rapids, is now
assistant controller of Welty-Way Products.
GERALD TEELE, Charlotte Blue, is now
manager of treasury studies at Duke
Power Co.
VICTOR H. BROWN, Chicago, has been
elected vice president and controller,
Standard Oil Co. (Indiana).... VIRGIL
L. COLE has been promoted to vice president— finance at CSC Corp.

Shreveport Chapter celebrates its Silver Anniversary.
L. -r., Robert L. Saucier, 25th president; Lawrence
1. Holland, President - elect, and W. K. Norton, chapter
member with 15 years of perfect attendance.
Emeritus Life Associates
EDWIN D. ALFORD, Los Angeles.
ELMER H. BAKER, St. Louis.
DONALD B. BILLINGS, SR., San Jose.
Roxo I. BRAUT, Member -at- Large, Yugoslavia.
EDWIN O. CASENHISER, Detroit.
LAWRENCE J. CLARK, Madison.
LAWRENCE H. COUSINEAU, Cincinnati.
THOMAS H. DAVIS, Akron.
WALTER E. DEABLER, Columbia, past
president.
THOMAS J. DWYER, Detroit.
U. J. FARR, Indianapolis, past president.
EARL W. FAUST, Reading.
EDWARD J. GESSNER, Chicago.
ALBERT F. GOODRICH, Cleveland.
STANLEY F. HARVEY, SR., Albuquerque,
past president.
HARLAN H. HOLBEN, Denver.
F. E. JONES, Waterbury, past president.
TERANCE KINDEN, Bridgeport.
H. S. KNEIP, New York.
ROBERT E. LIDE, Columbia.
MARION R. LLEWELLYN, Erie.
H. MALHEIRo -DIAS, Member -at- Large,
Portugal.
THEODORE C. MANDERS, Albuquerque,
past president. Stuart Cameron McLeod
Society.
JOHN I. MARDER, West Los Angeles, past
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president
HERBERT E. MULLER, Tucson.
JOSEPH H. O'ROURKE, Richmond.
JOSE F. PUNTURo, Buenos Aires, past
president.
T. EDWARD PLANT, Essex County.
JAMES A. PLITT, Baltimore.
LAD A. REHULA, Sao Paulo.
ARNOLD W. RHINESMITH, Essex County,
past president. SCMS.
P. H. RocKSTROH, Conejo Valley.
FREDERIC H. ROTH, Cleveland
JOHN C. STOTTLEMYER, Dayton.
JOHN W. THUMMEL, New York.
GROTIUS S. VAN METER, Chicago.
THOMAS C. WORNEL, Cincinnati, past
president. SCMS.
RAYMOND H. ZASTROW, Tulsa.
Promotions and New Positions
DAVID L. HARBERT, Akron, has been
named controller at General Tire & Rubber Co. chemical plant in Newcomers town, Ohio.
PAUL A. ANTRIM, Austin Area, is now
controller with Equity Investors.
DANIEL R. KUNITZER, Battle Creek, has
opened his own office, Daniel R. Kunitzer, CPA, in Battle Creek, Mich.
RICHARD P. BECHT, Buffalo, has been

DONALD R. LESIAK, Cleveland, has been
appointed state examining auditor in
charge of Cleveland.
JAMES T. CONNORS, Columbus, has been
elected assistant controller of the Columbia Gas System Service Corp.
JAMES J. CORBOY, past national vice president from Dallas, has been appointed vice
president - controller, Harbison - Walker Refractories Group.
RONALD E. DURBIN, Dayton, has been
appointed vice president —group controller of Mead Paper.
THOMAS J. MALONEY, Delaware, was
named senior vice president and treasurer
of plastics division, ICI United States.

r

CDallas
ORBOY

KLADE

Milw aukee

ALAN R. BRISNEHAN, Denver, was promoted to director of accounting for
Adolph Coors Co.... RONALD L. COOPER has been named manager of accounting, Coors Porcelain Co.
ROBERT D. HAYES, Des Moines, has
joined Delavan Mfg. Co. as controller.
CLARENCE C. BENEDICT, Detroit, has
been appointed vice president of finance
at D.A.B. Industries, Inc.... CHARLES
E. VOLMER was promoted to controller
of Peerless Cement, division of Amcord,
Inc.
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Three Erie memb ers h ave b een n am ed at
American Sterilizer Co. JAAIES D. FALLON is now Champion division controller
GARLAN F.. NEWCOAIB, JR., manager of
accounts payable, and JOHN G. TovEY,
manager, administration- control, in the
research and develop ment engineering department.
ROBERT J. MOUNTS, Evansville, was
elected presid en t o f Central En terp rises.
MARY J. ADAXIS, Fo rt Wayn e, recently
was promoted to data processing development manager at Lincoln National Life
Insurance Co.
GAUNIs D. HOLLOWAY, Greater Ozarks,
has been promoted to vice president —department of money management, Commerce Ban k of Sp ringfield.

KENNE'T'H E. JURSS, Milwaukee, is now
man ager o f financial operations at Arm strong Products Co. . . . CURTIS G.
KLADE has been elected vice president —
finance of Graf /s Beverages, Inc.
DONALD L. SMITH, Minneapolis Viking,
is now assistant comptroller at Farm ers &
Mech anics Savings Bank.
Five Mo bile m embers were promoted at
Internatio nal Paper Co. B. T. DANIELS
was named financial planning manager:
JAMES P. JONES, general accounting man.
ager; KEITH A. MULL, manager of cost
accounting; J. R. NORNIAN, senior accou ntant, and J. S. PENTON, senior acco un tant.
ROGER SCHINIECHEL, Northern Wisconsin , is n o w office m anager for TEC Systems, Inc.
ALFRED A. DENKER, Philadelphia, has
been elected vice president and treasurer
of Colonial Penn Life Insurance Co., a
Colon ial Penn Group, Inc, m em ber compan y.... ANTHONY J.TANZOLA has been
elected a vice president of ARA Services,
Inc., of Philadelphia.

BAIR D
W i c hi t a

W OOLHEATER
Or ange C oast

MAXINE GENTNER, Hawaii, has been promoted to comptroller, Frito -Lay of
Hawaii, Inc. . . . DON L. RAYhIOND is
now vice president, Resp on se of Hawaii.

DONALD 0. BEEBE, Kalamazoo, has been
elected controller an d general manager of
accounting o peratio ns for RBSA Fin ancial Corp.
GEORGE R. C H A M P I O N , Knoxville, has
been named a partner with th e firm of
Hoover, Harrison, and Gardner, CPAs.
RICHARD R. NVOODAIANSEE, La CrosseWinona Area, h as b een p ro m oted to assistant controller at Peerless Chain Co.
LouisE M . LEwis, Los Angeles, is now
controller of Ristoran te D'Terrazza.

NORNIAN C. EVANS, Member -at- Large, is
now financial control adm inistrator at the
United Ban k o f Den ver.

They'll give you cost - volume - profit
analysis techniques for quickly identifying cost problem s. And, they
make budget preparation faster and
easier too — im prove the accuracy
of profit projections — aid in writing
simpler, more accurate performance
reports — plan and control non manufacturing costs — and more!

They're all in the just published, 1976 edition of
BUDGETING:
Profit, Planning and Control
By Glenn A. Welsch, CPA,Ph.D.

ACCOUNTANTS
WANTED

With its set of 72 schedules, you'll
easily plug in your firm's long -and
short -range planning and control
goals with som e of the trimmest,
tightest techniques you'll find anywhere. And you can use them all
FREE for 15 -days. Send now and see
for yourself how they'll help you—

Walklin & Co., Inc. is offering exclu.
sive fran ch ise territories to qualified
in divid uals desiring financial success
and the ind ependence of owning their
own firm. Millions of sm all and me.
dium•sized businesses need accounting, fiscal consulting and tax services.
High ann ual incom e potential. $7.500
investment. Review the success of
ou r fran ch isees nationally.

WALKLIN & CO., INC.
Corporate Center
10030 N. 25th Drive
Suite 345 /Dept. MA -1
Phoenix, Arizona 85021
(602) 242 -5700

NAME _

CONTROLCOSTS
PLANANDPINPOINT SALES
BUDGETVARIABLEEXPENSES
RAISEPROFITSEACHQUARTER

CLIP AND MAIL NOW!
TO: PRENTICE -HALL, INC., Book Distribution Center, Route 59 at Brook
Hill Drive, West Nyack, New York
10994

Yes, send me my FREE 15-day examination copy of BUDGETING: Profit Planning
and Control by Glenn A. Welsch. Pub.
4176. 604 pp., illus.. 7 x 91/ 4 " , $15.95.

STANLEY HUDSON, Louisville, has been
promoted to financial plan ning officer,
Lo uisville Tru st Bank,
DAVID E. BRUSSEAU, Macomb County —
Michigan, recently was promo ted to divisional vice president— finance, Bank of
the Comm o n wealth .

Simply and completely, the se 72
schedules provide clear dollar -fordollar cost controls on sales
pro...
duction
purchasing and materials
... expenses capital exoverhead
...
penditures
cash flow... each help...
ing you raise your profits...
by spending
less.

DAVID L. BARNES, Piedmont Winston Salem, h as joined McLean Trucking Co.
as tax manager. . . . JOSEPH R. CuAiBY
has joined Gray Pipe and Concrete Co.

JAMES A. NEWITT, Ho usto n, has been
named comp tro ller o f th e LaPo rte Co rp .
ARLEN L. MCDONALD, Jackson, has been
named treasurer of Depo sit Guaranty
Corp.

How 72 Budget Schedules Can
Help Large and Small Firms
Raise Profits This Year
Without Boosting Sales

_

Name - _ - - _

ADDRESS

City
Address

CITY

State /Zip

STATE

P

SAVE' If payment. plus sates tax. accompanies order,
we pay postage and handling. Same return privilege:
refund guaranteed Subject to credit approval

Dept. 1

08571 -2

D-MAAC -NK(8)
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as controller. . . . RUS S ELL R . JO NES
was named associate professor, Appalachian State University.
T E R R Y W . S I M M E R S , P o lk C o u n t y Florida, has been named secretary and officer
of Juice Bowl Products, Inc. He will
continue as comptroller.
JOAN L. FEAGANs, Ralcigh- Durham Area,
recently was appointed first vice president
and controller of Occidental Life Insurance Co.
W A L T E R C . W I L D M A N , J R . , Richmond,
has been elected accounting officer at
United Virginia Mortgage Corp.
T. LAGNESE, Rochester, has been
named controller and planning manager
for the manufacturing division, Xerox
Corp.'s Information Systems Group.
JO HN

P. C O NW AY , Rockford, has been
promoted to comptroller of Northwestern
Steel & Wire Co.
JO HN

R O BER T

R.

CARS ON,

San

Dieg o

Eas t

County, has been appointed vice president— finance for Waveco, a division of
M. H. Golden Co.
Two Virginia Skyline members have been
promoted at ITT CBC- Morton Frozen
Food Div is io n. C HE S T ER S . KU LE S Z A, J R . ,
was named corporate manager— general

COUNT
ON US...
in the south
. . . to help prospective
employees find a rewarding position.
. . . to help prospective
employers fill an important position.
We specialize in accounting management, financial
and data processing placeNat;� �
ment.
,
WeS
ti

DEALY ROURKE
Personnel
1808 West End Avenue
Nashville, Tennessee 37203
(615) 329 -1771

DEALY
ROU KE
PER SONNEL

accounting, an d R O Y M . P AT T E R S O N , C o s t
accounting manager— Crozet Plant....
T H O M AS C . ST ANT O N w a s promoted to
academic vice president at Madison College.
E. TODD, Waterbury, is now
vice president— finance and treasurer of
the Lewis Engineering Co.
RO B E R T

West Los Angeles,
has been pro moted to manager at Oppen-

G E O R G E J . BR EN NER ,

49, Peoria, 1964.
M. NEU, 83, Essex County,
1929. ELA. Stuart Cameron McLeod
Society.
JO S E P H NO LL , 52, Chattahoochee Valley,
1969.
JACK A . P R UIs , 49, Grand Rapids, 1968.
LELAND R. REED, 50, Buffalo, 1959.
EA R L A. R O EG ER , 66, Akro n , 1941. ELA.
JAC O B R O T IiB AUM, 69, Peoria, 1946.
DO N ALD R . M O O R E ,
R AYM O ND

heim, Appel, Dixon & Cc . . . . J UL I U S A .
OTTO has joined in the partnership with
Jack McDonald, McDonald & Otto,
CPAs.
Two Wichita members have been named
at Coleman CO. JON P. BAIRD was elected

A. J. SAXER, 97, St. Louis, 1920.

tre as ur er a n d

1954.

MA R K

L.

F LET C HA LL,

as-

1968.
NO R M A N H . S E HL M EY ER , 7 4 ,

Organization Service
MYRA A. SWICK, Chicago, was elected
president of the American Women's Society of CPAs.
T I I O . I A S J . BAR F IELD, New York, has
been re- elected president of the Subcontractors Trade Assn.
Orange Coast,
has been elected president of the Association of Electronic Importers. Treasurer and controller of the Craig Corp.,
he is a past national vice president, 197475, and is currently on the board of directors of the Stuart Cameron McLeod
Society,
R O B E R T L . W O O L H EA T E R ,

Brooklyn,

1946.
WIL LIA M A . S ET T LE, 60 ,

Saginaw Valley,

C. SHANE, 31, San Diego,

R ANDO LP H

s is t a n t t r e a s u r e r .

62, Fort Wayne,

W I L LI A M A. SC HELM,

1974.
R. C.

S C HER ER ,

80, Sangamon Valley,

1938. ELA.
69, Dayton, 1928.

EA R L P . S ING LET O N,

ELA,
ME LV I N L . S M I T H , 4 7 ,

Evansville, 1973.
San Fernando

C H A R L E S F . S T . JO HN, 5 5 ,

Valley, 1958.
LAR KIN

L.

S T O W E,

71 ,

F.

T AYLO R ,

35,

Davton, 1946.

ELA.
JO S EP H

Southeas t

Lo s

Angeles County, 1972.
G EO R G E R . T U R T LE, 8 8 ,
VAUG HAN,

O.
West Virginia, 1962.
EDW IN

WILLIAM

E.

Chicago, 1920.
Southern

JR . , 4 2 ,

63, Minne-

W E S T ER DA HL ,

apolis Viking, 1973. ELA.
In Memoriam
JOE N. AUSTIN, 53, Chattanooga, 1969.
AL BI N BJ O R K LU ND , 53 , Milwaukee, 1965.
EU G E NE C . C A R M AN , 5 8 , Indiana East,
1974.
S A M U E L A . C O O P E R , 6 1 , N o r w ic h , 1958.
JOHN A. DAVIS, 53, Essex County, 1964.
E . B . E L L I S , 72, Daytona Beach, 1965.
J. F . H A Y D E N , 50, Orange County, 1960.
LEO K. HOULIHAN, 80, Peoria, 1942.
Emeritus Life Associate.
O R IO N N . HUT C HINS O N, S R . , 8 7 , Charlotte Gold, 1948. ELA.
JO HN B. HUG HE S , 54, Miami, 1956.
HAR R Y A . H Y L E N , 8 2 , C a l u m e t , 1945.
ELA.
C HAR LES R . JAMES , 4 0 , Birmingham,

1970.
KACANDA,

54, Philadelphia,

W ILLI AM F . KR A US E,

69, Northern Wis-

JOHN A.
1957.

consin, 1946.
NO R M AN A . LE G ER E , 48 , Bo s to n , 19 65.
R O G ER B. LO N G ES T ,

49, Richm ond, 1958.

T HO MAS L. McASTOCKER, 46, Member at•Large, Canada, 1968.

W ILL IAM

C.

66, Baltimore,

`VITLE R,

1951. ELA.
ER NES T

D.

W R IG HT ,

77,

Dallas, past

president, 1933. ELA.
Salt Lake
Area president, 1970.
Roy I. ZING ER , 69, New York, 1943.
ELA.
DAV ID

A.

ZI11 MER MAN,

61,

LYBRAND AW ARDS
Continued from page 61
front now.
Mr. Malcom says he probably will
abandon research he was doing on price
level accounting. The article was written
with James S. Winarchick, a management
systems analyst for Burroughs Corporation and a recent graduate at Pennsylvania
State University with an M. B. A. degree.
Mr. Winarchick is not an NAA member
so did not qualify for the award.
Author Malcom has collaborated on
three different books. He has a Ph.D.
degree from Ohio State University.
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