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PRESIDENT'S PERSPECTIVE

No Limits
With the resumption of regular meetings at the chapter level
and CEP courses at the national level this month, the tempo of
Association activities is picking up. Your national officers will be
visiting the award - winning chapters during the Fall to present
trophies and banners.
As a former chapter officer and director, I know how important
it is to get off to a good start. Well- planned technical programs
and interesting speakers can give a chapter the momentum to
carry it through a most successful year.
What is true for the organization also holds for the individual.
If you start out by getting involved in chapter activities and
functions you will find the rewards commensurate with your
participation. This is especially important for new members.
As you become better acquainted with fellow NAA'ers you
will find many with common interests in the accounting field.
Try sharing your experiences with them.
It's been stated over and over again that you get back what
you put into a job or an organization. From personal experience
I know the truth of this adage. There are no limits to your future.
Tomorrow can be the most rewarding and exciting time of your
life. Your growth in an accounting career is determined only by
your enthusiasm and your initiative.
Let NAA help you along the way.

GEORGE D. GEE

President, 1976 -77
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THE IMPACT OF PROPOSED CASB STANDARDS
By Fred A. Jacobs and Hartwell C. Herring, III
On March 5, 1976, the CASB withdrew its proposed Standard No. 413 and replaced it
with proposed Standard No. 414. The authors believe that, to the extent that tax rates
differ, contractors would not be treated equally under either Standard.
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INTERIM FINANCIAL STATEMENTS FOR CONTRACTO RS:
A CASE STUDY
By Ronald J. Schenk
Interim reports, the author discovered, had to be similar to the year -end andited
but had to be provided more often and on a more timely basis.
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MODIFIED PAYBACK ANALYSIS
By Mawsen Liao

This article introduces and demonstrates the considerations of the time value of
money, the salvage value of the project, and the uncertainty of cash flows in the
payback analysis.

22

INPUT - OUTPUT ANALYSIS FOR FINANCIAL DECISION
MAKING
By Joseph A. Russo, Jr.

A new tool for accountants, input- output analysis is capable of highlighting any
inconsistencies in the plans of producing and consuming divisions with regard to
mutual transactions.

25

LEASE ACCOUNTING: A CURRENT CONTROVERSY
By John M. Hannon
A lease is an agreement requiring rental payments for a definite period of time for
the use of specified property, The problem is how to account for it and disclose it in
financial statements.

29

ACCOUNT MONITORING AND CASH MANAGEMENT
By Gene R. Handy and Roscoe Perritt
Large national banks, because they transact a great deal of business with each other,
often maintain accounts in each other's bank. These are described by the authors as
"due- from" and "due -to" accounts. How they are monitored to manage the cash flow
is the subject of this article.

32

CAPITAL BUDGETING: THEORY AND PRACTICE
ByEdmund W. Mehler
The success of a business enterprise depends largely on intelligent planning and
management of capital resources. The author here compares capital budgeting theory
and practice, and uses his own company as a model.

39

FOR W ANT OF A NAIL
By Kenneth H. Bergstrom
Many businesses go along for years without taking a look at what they are doing. As
a result, they can easily stagnate and decline. The author tells here of how one such
business was turned around by applying some relatively simple solutions.
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FORECASTING FOR CONTROL
By Bradford A. Lindsey
In light of the current uncertain conditions of our economy, we need all the help we
can get in forecasting. The author here shows how his company handles forecasting
problems.
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ENGINEERING STANDARDS AND STANDARD COSTS
By Roswell M. Piper
The engineering standards underlying standard cost systems pose many problems. The
author points up the lack of understanding with regard to the nature and reliability of
these standards.
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INFORMATION RETRIEVAL
By Harold D. Blake and Karen M. Frey

Described in this article are several on -line information systems with data bases on
current events, world trade, biological abstracts and medical literature analysis. The
authors point out that one aspect of information retrieval is the need for more
formalized training for the users.
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IMPROVE YOUR TECHNICAL W RITING
By Richard C. John

Success awaits the management accountant who is technically competent and who is
able to translate his technical competence into simple explanations and clear
recommendations for management action.
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NOTICE OF PROPOSED AMENDMENTS TO THE
CONSTITUTION
A number of changes to the NAA Constitution approved by the Board of Directors
are submitted to the NAA membership to vote on.
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AMENDMENTS TO THE BY -LAWS
Text of changes in the By -Laws approved by the Board of Directors at its meeting in
Miami Beach last June.
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MORE DEBITS THAN CREDITS
Accounting Critic Briloff in a new book caustically dissects the anatomy of financial
reporting. His case histories include the "Big 8" firms, as well as some infamous
business swindles.
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Are You on the Crest of the Wave?
To s om e extent all of us are s pec ialis ts , but i f w e d o n o t have at
leas t a fam iliarity w ith the broad is s ues that are stirring today than
we are the poorer because of it. As FASB Chairman Marshall S.
Arm s trong s aid rec ently, "W e are today engaged in a m onum ental
rethink ing of the precepts underlying financial accounting—reexam ining its c onventional wis dom ."
In lig ht of thi s p eri od of dy nam ic c ha nge , it is inc um b ent up on
every ac c ountant to read, write, and attend accounting technical
sessions in order to stay current and not end up in some quiet
backwater — obsolete in mid-c areer- As the chapter and CEP technical sessions begin this m on th, paus e and reflect a m o m e n t o n
what you are doi ng for yo urs elf in keeping pace w ith this fastchanging w orld.
It is true that ever y m em ber o f th e As s ociat ion c annot poss ibly
absorb and retain all the details of the latest SEC ruling or the
im plic ations of ERISA legislation. How ever, he can take advantage
of the educ ation al op portu nitie s ava ilabl e to help him s tay o n the
cres t of the w ave of change. NAA CEP c ourses and chapter technical program s are only tw o options available. There are m any m ore
offered by both NAA and other organizations. Use them !
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Letters

TO THE EDITOR

A Dormant Subject Reopened
Mr, A. J. Winters' article, "Looking at
the Auditor Rotation Issue," in the
March 1976 issue reopens a subject
which has been relatively dormant over
the last few years. The reasons for the
dormancy are:
1. The auditing profession is seriously
embarking on various programs to help
assure the maintenance of the highest
quality of service and professional
standards through self- registration,
classification of firms, and peer review.
2. The SEC is encouraging the concept
of the "auditor of record" who has
a continuing contact with and a
thorough knowledge of his client. This
enables the auditor, among other
things, to be in a position to review
quarterly information to make it
more meaningful to users.
To me the knowledge of complex
multinational companies can only be
learned and maintained over a period of
years. The auditor on the first year of
such an engagement is under a tremendous disadvantage. Rotation is not the
answer. The answer must lie through
meaningful quality control over the work
done by auditors perhaps coupled with
policy rotation of staff people within the
firms.
J. L.Craig, Jr., CPA
Essex County Chapter
Morris Plains, N.J.

Auditor Rotation—Another View
Changing the responsibilities and functions of the personnel within the CPA
firm performing the audit is a facet of the
auditor rotation issue not addressed by
Mr. Alan J. Winters in his article, "Looking at the Auditor Rotation Issue," in the
March 1976 issue of MANAGEMENT AcCOUNTING. Yet in practice it is the most
common means of obtaining rotation of
auditors.
This way, the benefits of rotation are
obtained without the associated costs
through staff changes within the firm.
It is not necessary to familiarize an entire
group of auditors with the client's operations and financial statements. In addition, background audit data can be

carried forward from year to year thus
keeping costs at a minimum.
Continuity of reporting and an understanding of the client is maintained since
normally the entire staff on an engagement is not replaced at once. Yet fresh
ideas and concepts are initiated when
new people are assigned to an audit.
In large firms, staff rotation evolves as
a result of promotions, personnel turnover and transfers. In smaller firms, rotation is obtained through design.
While I am not suggesting the rotation issue be shelved, I do feel a significant degree of rotation is obtained
under currently followed practice.
Duane Muting, CPA
Grand Rapids Chapter
Grand Rapids, Mich.
To Rotate or Not to Rotate?
Alan Winter's discussion of the advantages and disadvantages of periodic
rotation of auditors in his article, "Looking at the Auditor Rotation Issue," in
the March 1976 issue Of MANAGEMENT
ACCOUNTING, contained some interesting
thoughts.
The idea that independence is not the
primary issue of rotation is well stated.
Also, the identification of "public" costs
was very thought- provoking. However,
Professor Winters' argument that only
by rotation of auditors can the public
be protected "...against auditors getting
too routine or too relaxed" is not entirely valid.
It has been my experience over two
busy seasons on the audit staff of a "Big
Eight" public accounting firm that the
continual influx of new staff tends to prevent this problem from occurring. The
staff person performing a given part of
the audit in any given year will very
rarely, if ever, perform that same part of
the audit in succeeding years. This rotation of audit staff brings with it a host
of new ideas for approaching the audit
function, which is one of the benefits
usually cited in advocating auditor rotation. A second factor which tends to
minimize the possibility of relaxed auditors is the turnover at supervisory levels
within an office of an accounting firm.
These new supervisors bring with them
new viewpoints and approaches to the

audit. It should be noted that an attempt
is usually made to maintain some continuity on each audit engagement to
maximize quality of the audit and minimize its cost. Some continuity also allows
the audit team to develop a thorough
understanding of the client. This understanding will enable the auditors to audit
the client's business, not just its books
and records.
Clients concerned about this problem
can establish an audit committee if one
does not exist already. A typical charge
of such a committee, usually composed
of outside directors, is to meet with the
outside auditors and discuss the audit and
any problems noted during the course
of the audit.
Professor Winters notes the potential
effect on current auditors of a review of
their work at some later date by another
fine. The tendency within the accounting profession towards peer review provides this incentive for quality work
currently. The review of one international
firm by an outside panel of experts, as
well as the Peer Review programs of the
AICPA and quality control programs
within many firms are cases in point.
These points all tend to motivate
against rotation of auditors. The other
benefits of rotation cannot be dismissed
though. As Professor Winters concludes,
all the advantages and all the disadvantages must be analyzed on a continuing
basis in order to provide a resolution of
the issue.
David F. Carter, CPA
Peoria Chapter
Peoria, 111.
Required Reading
The article, "Information Science and
Relevant Accounting Reports," by Germain Boer and John O. Everett, in the
April 1976 issue, should be required reading for all accountants and managers.
As a preparer and user of accounting
data, I found this article most beneficial
in providing a "system" for evaluating
and improving accounting reports. we
have been deluged by the reports we ourselves generate, while neglecting to take
the time, which seems always critical, to
evaluate the functions we perform. It is
definitely time for accountants to begin
MANAGEMENT ACCOUNTING/SEPTEMBER 1976

examining the relevance of information
they provide.
The authors make a number of points
which I feel are important:
The need for relevent information has
done little to stimulate accountants
to study how the relevance of information can be improved. I think this is
a case of gross negligence on the part
of our profession.
A distinction is made between the
concepts of relevance and pertinence.
Relevence is defined as the property
which assigns answers to a question
asked of the system; while pertinence
is the property which assigns answers
to an information need. It seems one
reason for subsequent reports being
issued using the same data in different
formats is that the initial report did
not satisfy the manager's need.
3. Judgement of the system operator
versus that of the system user many
times determines whether information
is relevent or pertinent.
4. The more accountants and managers
interact and discuss their problems
with one another, the more relevant
the information provided by the accounting system will be. This is a very
important point because this interaction puts emphasis on the user as well
as the preparer who usually assumes
the burden to improve communications.
5. I would agree with the conclusions of
relevance experiments that the subject
content of the documents as compared
to the query is the most important
variable affecting relevance. Since accountants always seems to be working
under time constraints, time would
always determine the effectiveness of
a system.
6. There is a weakness of the relevance
measures due to time lags. Because of
the changing needs if an organization
and varying economic conditions, what
is relevent today may not be tomorrow.
In reading how to improve accounting
reports, I found the points on interchange
between accountants and managers, and
disclosing how figures are developed to
be relevant. For me, however, the points
on determining the needs of the report
user, and reporting accounting data in
the vernacular of the report user are pertinent.
My congratulations to Dr. Boer and
Mr. Everett for this excellent article.
They have prepared the necessary inforMANAGEMENT ACCOUNTING /SEPTEMBER 1976

mation; now it is up to each accountant
or manager to determine its relevance.
Ben Garrett
Northwest Suburban
Chicago Chapter
Barrington, III.

Obtaining Bank Credit
If the banker's problem is one of determining the degree of risk in granting a
bank loan ( Robert E. Greene, "Obtaining Bank Credit," April 1976), he has
the right to demand that management
and the accountant employ the proper
verification and evaluation procedures.
However, astuteness in granting bank
credit also recognizes the need for an indepth evaluation of managerial operational skills and flexibility to meet the
competitive and economic challenges
which are not reflected in the financial
statements.
It must be most embarrassing for the
banking community to read published
reports wherein earnings of borrowers
are restated "... to reflect losses on discontinued operations ..." and "... losses
from the planned disposition of certain
facilities and investments."
Granting bank credit requires the banker to make an all- inclusive study of past
and present performance so as to gain an
insight into the capability of management for fulfilling future obligations.
Accordingly, bankers, management, and
accountants should explore and employ
reliable forecasting techniques which consider the risk of uncertain economic and
competitive factors.
Emphraim D. Dworetsky, CPA
Professor of Accounting
Long Island University
Bayside, N. Y.

In Complete Agreement
I am in complete agreement with the
letter written by Mr. Roger C. Emge in
the March 1976 Issue Of MANAGEMENT
ACCOUNTING. Out of fifteen articles written in this issue, seven were written by
members of the teaching profession. Only
eight articles were written by professionals out in the field.
I read this publication in order to share
in the experiences of my fellow workers
in the business world. I do not see how
a person, who has spent his or her enContinued on page 40
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Accounting for Restructured Debt Public Hearing Causes Concern in Financial World
Because of the intense interest in the issue, the FASB public hearing on accounting by debtors
and creditors when debt is restructured was extended from two days to four days last July.
Bankers in particular were concerned that the FASB might opt for a "current value" approach
in which loans and investments might have to be revalued when they begin to go bad. Such a
practice could lead to an erosion in current bank earnings and capital positions, they maintain.
Walter B. Wriston, chairman of Citicorp, expressed this concern at NAA's Annual Conference
when he sharply criticized the "current value" approach. To allay these fears, FASB Chairman
Marshall S. Armstrong stressed that its discussion memorandum on the issue was not a "proposal" for current value accounting or any other concept. "The terms 'current value accounting'
and 'present value accounting' ordinarily imply revaluation of all assets and all liabilities each
time financial statements are issued. The discussion memorandum does not address that possibility and the Board does not have that possibility under consideration for restructured debt.
The project is being considered within the framework of the conventional historical cost financial statements and is concerned solely with appropriate accounting when debt is restructured.
Revaluations of restructured debt subsequent to the date of restructure are not under consideration in the project."
MAP Committee Testifies on Accounting for Restructuring
From a creditor's viewpoint, a gain or loss on a restructuring should flow through the income
statement as a normal operating item but the amount of such gain or loss would be impacted
by any reserve for loss, the MAP Committee said in its statement on accounting for restructuring of debt. As for the debtors' accounting, a majority of the Committee agreed that a
gain or loss on restructuring should be reflected on the income statement appropriately segregated as an unusual item. Also in its presentation, the MAP Committee stated that market
value generally represents the best basis for measurement in debt restructurings.
FASB Revised Draft on Lease Accounting Drops Requirement for Balance Sheet Presentation
A revised draft of a proposed Statement on accounting for leases has just been issued by the
FASB. One of the modifications in the latest draft drops the requirement that operating leases be
shown parenthetically on the face of the lessee's balance sheet. Also, corresponding reductions have been made in the amount of information required to be disclosed in footnotes to the
lessee's financial statements. Lessor footnote disclosures have been reduced, too, and are to be
applicable only to enterprises whose predominant activity is leasing as a lessor. In its comment
on the initial exposure draft, the MAP Committee opposed the proposal that captions for operating leases be shown on both.sides of the balance sheet. Comments on the revised exposure
draft should be made in writing by October 1, 1976, to Director of Administration, FASB, High
Ridge Park, Stamford, Conn. 06905.
Arthur Andersen Sues to Enjoin SEC on Two Accounting Rules
Arthur Andersen & Co. has taken a second step in its challenge of the SEC's authority in making accounting rules. After the Commission turned down the accounting firm's petition to
reconsider a requirement that when a corporation changes its accounting methods the auditor
must state whether or not the change is to a "preferable method," Andersen went to court to
enjoin the SEC from enforcing this rule and another. The other ruling it objects to is Accounting
Series Release No. 150 in which the Commission officially recognized FASB statements as a
source of "substantial authoritative support" in determining accounting practices. "Our objective," according to the firm, "is to sort out the relative responsibilities and rights of registrants,
independent auditors, and professional organizations as well as the Commission so that the
ground rules are properly determined and understood rather than being in such a state of
confusion." Although turning down the challenge of the rule regarding the auditor's statement
on change of accounting methods, the SEC is inviting further comment on three questions:
whether it should continue to recognize the FASB's rulings as a "frame of reference;" whether
it should further define "substantial authoritative support;" and whether it should spell out
what it means by "accounting principles and practices."
Accounting Engaged in Monumental Rethinking, Says Armstrong
"We are today engaged in a monumental rethinking of the precepts underlying financial accounting— reexamining its 'conventional wisdom,' This reexamination, this rethinking, is occurring not only in Stamford but in Washington, in New York, in Toronto, in London. Never in
the history of financial accounting has there been such activity." Marshall S. Armstrong, chairman of the FASB, told the annual conference of the Financial Analysts Federation.
For more Data Sheet, turn page
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series of dramatized case studies that give you the skills

and control, budgeting and profit control, risks and uncertainty, behavioral factors, standard costs and responsibility accounting. 104 - minute cassette,
workbook, workpaper and an application for Certificate
of Completion. Complete course $40.

modules focus on insurance, banking, hospital, office
situations with emphasis on the logic of change,

economics, price elasticity, internal control, role of
mathematics, and other profit producing techniques.
Three 90- minute cassettes W/2 hours), 150 + page work-
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SEC Has Gone Too Far, Says The Corporate Communications Report
Some evidence that the SEC might be taking a new path in its policy toward rule- making is
offered in an interview with SEC Chairman Roderick Hills published in the May issue of The
Corporate Communications Report. Mr. Hills told the editors: "We're trying to instill a discipline that says we don't regulate unnecessarily, and we are one by one going back over the
regulations we have and trying to reexamine them." In the same issue of the semimonthly
publication, the editors say, "The SEC, with its headlong activist bent and increasing emphasis
on financial disclosure as an end in itself, is becoming a great sore point, a source of deep
anger and frustration, within the business community." They conclude that although well intentioned the SEC disclosure regulations taken as a whole are not doing any good; instead
they are beginning "to create more confusion and disarray than no action at all."
Chairman Hills Says Economic Analysis of Regulations Needed
Another indication that the SEC is concerned about the reaction from the business community
about its spate of regulations was given in a recent speech by Chairman Hills. He said, "It has
become increasingly apparent that greater economic analysis is required in order for the Commission to properly perform its regulatory functions —both to monitor the effects of existing
regulations and to provide an informed basis on which to propose new ones. The Commission
is developing that economic capacity and is institutionalizing its use in each of our divisions.
Each proposed new regulation should be examined in the light of available economic evidence
before being adopted. Monitoring programs should be created to permit us to determine later
whether or not the regulations we adopt are producing the results that we expected."
MAP Committee Expands to 12; Alonzo Is Chairman
Effective July 1, the Association's Management Accounting Practices Committee (MAP) has been
expanded from nine to twelve members. The additional complement is designed to facilitate
the Committee's mandate to respond for the Association to standard- setting bodies and to develop management accounting guidelines. Martin V. Alonzo, vice president and controller of
AMAX, Inc., is the 1976 -77 chairman of this committee.
AICPA Produces Guidebook for Political Campaigns
To help political candidates find their way through the maze of rules for keeping careful accounts and at the same time raise and spend funds within limits, the American Institute of
CPAs has produced a 306 -page handbook, Compliance with Federal Election Campaign Requirements: a Guide for Candidates.
NAM and Chamber of Commerce Plan Merger
The National Association of Manufacturers and the Chamber of Commerce of the U.S. have
approved a merger of the two organizations. The proposed merger will be presented to the
boards of the two organizations this month.
Finance Still Route to the CEO's Office
According to the latest analysis of Forbes Magazine's roster of top company chief executives,
almost a third of chief executive officers came up through the finance function. Of 822 top
companies looked at in 1975, 27.1% were led by CEOs with a background in finance. Of those
newly appointed in 1975, the largest category- 32.5% —had backgrounds in finance, according
to CCMP Management Consultants, Inc.
Grant Made to Encourage Accountants to Assist Mental Health Centers
A $630,000 grant has been given the University of Denver to train business accounting and
finance graduates in applying their knowledge to the needs of community mental health centers. The program to begin in January 1977 will fund ten positions and up to five additional
students could be accommodated in the program each year. For more information, write Dr.
James E. Sorensen, professor of accounting, University of Denver, Denver, Colo. 80210.
Former FASB Member Named to Accounting Hall of Fame
John W. Queenan, a retired member of the FASB, has been voted as the single entrant into the
Accounting Hall of Fame for 1976. A former managing partner of Haskins & Sells, Mr. Queenan
is the only accountant to have served on all three accounting rule- making bodies in the private
sector of the U.S.
MAP Comments on IASC Statement on Sources, Uses of Funds
In a comment on the International Accounting Standards Committee Exposure Draft 7, "Statement of Sources and Uses of Fund," the MAP Committee said it was in full agreement with
most of the draft's provisions. It suggested, however, that the term "changes in financial
position" as a name for the funds statement be given greater prominence.
10
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REGIONAL CONFERENCE
AT THE SHERATON HOTEL
NOVEMBER 12-13, 1976
Come to "the BIG APPLE" and discover:
"How to Learn to Live with Inflation and Love it"
FROM OUR GUESTS
MR.�WILLIAM�S.�KANAGA�—Man.�Part.,�Arthur�Young�&�Co.
MR.�ROBERT�E.�MAYS�— Member FASB
MR.�L.�WILLIAM�SEIDMAN�— Asst. to President for Economic Affairs
and a Lawyer, Banker, and Accountant
An elegant dinner /dance social event is
planned for Friday evening. The Sheraton
Hotel is located just minutes away from
Lincoln Center, the New York Coliseum, Central Park and other entertainment, cultural,
and recreational options to fulfill everyo ne's

desire. W hy not make a weekend visit to the
Big Apple and participate in the Conference.

------------------------------ - - - - -Mail this Registration Form to:
NAA N. Y. REGIONAL CONFERENCE

-----------------------------------Mail this Reservation Form to:
NEW YORK SHERATON HOTEL

BOX 2584, GRAND CENTRAL STATION
NEW YORK, N. Y. 10017

The Conference is limited to the first 300
registrants. Clip the co up on s below and
regis ter immediat ely.

7th AVENUE and 56th STREET
NEW YORK, N. Y. 10019

Enclosed is check for $ ............................ covering

NAA CONFERE NCE

registration indicated below.
(Make c heck payable to
NAA N. Y. Regional Conference)
Novem ber 12 (All Day) and 13 (Half Day) 1976
�
�
�
�
NAME

All Events Early Registration .... $70
Keynote and Technical Sessions
including Lunch .......................... $40
Dinner /Dance ............................. $30
Saturday Technical ...................... $10
.........

...... ..............................

P L E A S E P R I N T O R TY P E

....... ............................... CHAPTER ......................
NA M E TO A P P FA R O N B A D G E

ADDRESS ....................
CITY . ............................... STATE ............ ZIP ........
WIFE'S NAME ..................
If attending the Conference

...............................

Please make reservation for .................. persons.
NAME(S) .............. ....................... ...............................
LAST

FIR ST

COMPANY ................................... ...............................
ADDRESS

.................................. ...............................
CITY . ............................... STATE ............ ZIP ........

Arrival
a.m.
Date .................... p.m.

Departure
Date ............................

� �Single Room ............ .... $36, $39, $42, $49
� Double Room .................... $46, $49, $52, $59
� Suites 1 Bedroom ............ $75, $110
�
2 Bedrooms .......... $120, $165
Please circle room rate desired.

Rightinnyour
ownhometown
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Any chapter of NAA may now sponsor one or more top quality courses
or seminars for NAA members and nonmembers in its area.
COURSES

SEMINARS

CA — MANAGEMENT ACCOUNTING

S -1
S -2
S -3
S -4
S -5
S -6
S -7
S -S
S -9

CA -I Basic Concepts and Techniques for Management Accounting
CA -2 Standard Costs and Flexible Budgeting for Production
CA -3 Standard Costs and Flex ible Budgeting for Marketing
CA -4 Direct Costing and Contrib ution Reporting
CB — DATA PROCESSING
CB -1 Data Processing —Basic Compu ter Concepts and Techniques
CB -2 Data Processing — Flow Charting and Block Diagramming
CB -3 Management Information Systems — Concepts and Techniques
CC — SPECIALIZED AREAS
CC -I Effective Inventory Management
CC -2 Using Accounting Information for Pricing Policies and Decisions
CC -3 Financial Appraisal of Capital Investment Proposals
CC-4 Capital Budgetin g and Project Control
CT— TAXES
CT-1 Federal Income Tax Aspects of Business Op erations

Managing Corporate Cash
Direct Costing for Decision Making
Management Accounting for Small Business
Managing Company Assets in Small Business
Long -Range Profit Planning
Developing the Annual Profit Plan
Maintenance Cost Control
Marketing and Distribution Costs
Contribution Accounting for Marketing
and Production

If you are interested in more information
on this Local Education Activities Program
(LEAP) series, ask your Chapter Education
Director or Chapter President or write to:
HUGH M. SCOTT

National Association of Accountants
919 Third Avenue
New York, N.Y. 10022

THE IMPACT
OF PROPOSED
CASB STANDARDS
To the extent that effective tax rates differ, contractors would not
have been treated equally under proposed Standard No. 413, nor
will they be under its replacement, proposed Standard No. 414.

By Fred A. Jacobs and Hartwell C. Herring, III
The Cost Accounting Standards Board (CASB),
charged with the responsibility of promulgating
standards "... to achieve uniformity and consistency in the cost accounting principles followed by
defense contractors and subcontractors under Federal contracts," is beginning to deal with inflation.
Initially, the CASB addressed the issue of contractors' capital erosion due to historical cost -based reimbursable charges applicable to contracts they
were performing. Its first formal action resulted in
the publication of the proposed Standard No. 413,
"Historical Depreciation Costs; Adjustment for Inflation." t
In the proposed standard, the CASB presented
a method for adjusting file reimbursable depreciation charge of contractors to reflect deterioration of
their capital due to inflation. More importantly,
however, the CASB stated quite clearly that it had
chosen one of several ways of accomplishing an
end, and that all other methods had been rejected.
Specifically, the proposed Standard stated that "The
Board has chosen . . . to measure the impact of
inflation in terms of the observed erosion of purchasing power." 2 However, before the proposed
Standard No. 413 was implemented, it was super ceded by proposed Standard No. 414.
The new Standard would provide a means for
developing the inflation - related, reimbursable contractors' cost.' The proposed method will provide,
according to the CASB, ... .. reasonable recogni1rical Depreciation Costs; Adjustment for Inflation," A
d Standard of the Cost Accounting Standards Board,
Reguter, Vol. 40, No. 197, October 9, 1975, pp. 47517 -19.
p, 47518.
of Mo ney as an Element o f the C os t of Facilities Cap ital,"
osed Standard of the Cost Accounting Standards Board,
Register, Vol. 41, No . 45, Marc h 5, 1976, pp. 9562 -9563.

°

° Op Cit., "Histo ric al Dep rec iation Co sts " p . 47519.
Ibid.
7 The interest rate p ropo sed is the semi - annual rate established by
the S ec retary o f the T reasury und er Pub lic Law 92-41. This rate
rcquirea that the current p rivate co mmercial rates o f interes t fo r
new lo ans maturing in ap pro ximately five years to taken into ac count. Op . Cit., "Co at of Money," p. 9562.
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tion for the cost of a contractor's investment in
facilities by using the semiannual interest rate established under Public Law 92 -41. "}
The purpose of this article is to demonstrate the
gross inequity that can result from the application
of either of these proposals under current Federal
income tax regulations. The effect of superimposing
existing tax law on the contractor is to thwart the
intent of the Congress to keep the capital of defense contractors intact.

Impact on Taxable Income
Under proposed Standard No. 413, contractors
would have been required to "(1) establish vintage
groups of depreciable assets; (2) compute the depreciation expenses based on historical costs for
each group; (3) determine the percentage change
in the index from each group's base year to the
current year, and (4) determine the total inflation related adjustment for the depreciation expense." 5
Specifically, the formula for generating the reimbursable cost waste

F. A. JACOBS
Knoxville Chapter, is
an Assistant Professor
of Accounting at the
University of
Tennessee, Knoxville,
Tenn. He is a CPA and
he holds a B.A. degree
from the University of
North Carolina, an
M.B.A. degree from
East Carolina
University,and a Ph.D
degree from the
University of Georgia.

DA = HCD x G N P° _ I
GNP B
Where
DA = Inflation related depreciation adjustment
HCD = Historical cost depreciation
GNP, = GNP price deflator for current year
GNP, = GNP price deflator for base year
Under proposed Standard No. 414, the cost
reimbursement formula produces an additional
amount which represents the contractor's cost of
money for facilities capital. Essentially, the calcu.
lation is equal to the average net book value of
depreciable and amortizable assets times the interest factor.7
Both proposed Standards would accomplish
similar results. Each would provide for reimbursing
the contractor for the "... imputed costs of capital
investment . .. which have not been considered

H. C. HERRING, III
Knoxville Chapter, is
an Assistant Professor
of Accounting at the
University of
Tennessee, Knoxville,
Tenn. He is a CPA and
he holds B.B.A. and
M.S. Degrees from the
University of Alabama.
This article was
submitted through
the Knoxville Chapter.
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previously in determining contract cost under Government procurement regulations.""

Exhibit 1
BEFORE ADDITIONAL REIMBURSEMENT

Example

Co ntractor (taxp ayer)

$20 0,0 00

150,000
10,000

150,000
50,000

-0-

2,2 00

$

Fed eral inc ome tax (1)

$16 0,0 00

$

150,000
$ (7 0 , 0 0 0 )

C

$

80 ,0 00

$

Taxable inc ome b efore
depreciation
Historic al c ost
depreciation
Taxab le income

B

$

A

17,500

1, The fe deral income tax is equal to 22 pe rce nt o f the first $25,000 of taxable inco me and 4 8 pe rc ent of the exce ss o ve r $2 5,00 0.

Exhibit 2
AFTER ADDITIONAL REIMBURSEMENT
Contractor (taxp aye r)

$1 60 ,0 00

$20 0,0 00

150,000

150,000

150,000

$ (7 0 , 0 0 0 )

10,000

50,000

$

50,000
$ (2 0 , 0 0 0 )

C

$

80,000

$

B

$

Taxable income before
depreciation
Histo rical cost
depreciation
Taxable inc ome b efore
additio nal reimbursement
Add itional reimb urs eme nt
treated as taxable
incom e (1)
Taxable income

A

50,000
60 ,0 00

50,000
$10 0,0 00

$ 22 ,3 00

$ 41,500

Add itional tax (2 )

•0-

20,100

24,000

26,000

$

$29 ,9 00

50,000

$

Net c as h flows from
$50 ,0 00 re im burse me nt ( 3 )

$

•0•

$

Tax

1. Since the calculation is a reimbursable am o unt, it would constitute gross
income under the Inte rnal Revenue Code (whic h has no inf lation adjustme nt pro vis io ns). Ass uming GNP d eflato rs of 1 6 0 f o r the c urre nt ye ar and
12 0 fo r the base ye ar the c alculatio n und e r Stand ard No . 4 13 is :
$1 50 ,0 00 X (1 6 0 /1 2 0 - 1 ) = $ 5 0 , 0 0 0
Ass um ing amortizab le and depreciable assets of $62 5,0 00 and an interest
rate of eig ht pe rce nt, the c alc ulatio n unde r S tand ard No. 41 4 is :
$62 5,0 00

x

.0 8 = $ 5 0 ,0 0 0

2. Ad d itio nal tax us ing the rates in Exhibit 1.
3. The additio nal $50,000 reimb urse ment in (1 ) minus the add itional tax
in (2 ).

Exhibit 3
PROFIT ON A $275,000 CONTRACT
Contrac tor (b id d er)

275 ,0 00

275 ,0 00

275,000

357 ,5 00
12,400

$
$

$
$

50,000
325 ,0 00
20,100
345 ,1 00

$

3 57,500
32 ,5 00

$

$
$

50,000
32 5,00 0
•0325 ,0 00

$

$2,00 0,0 00

$

C

$2,00 0,0 00

$

B

$2,0 00,000

$

Total inve ste d cap ital
Total historical c os ts
on p roject
Additional reimbursement
Economic cost
Ad ditional tax ( 1 )
Break-even point
Economic co st plus an
assumed 10 percent p rof it
Pro fit o n c ontract

A

50,000
325 ,0 00
24,000
349 ,0 00
357 ,5 00
8,5 00

Exhibits 1 and 2 depict the cash flow conse.
quences of applying either reimbursement formula
to three hypothetical taxpayers, Contractors A, B,
and C. Exhibit 1 depicts the current situation
using current cost accounting practice and existing
tax law resulting in taxable incomes of $(70,000),
$10,000, and $50,000 for Contractors A, B, and C,
respectively. Using existing federal income tax
rates for corporations results in tax liabilities of
$0.0, $2,200, and $17,500, respectively. Exhibit 2
illustrates the results after applying the reimbursement formulas to recover capital losses from deterioration of purchasing power. Note that the
same data are hypothesized in Exhibit 2 as in Exhibit 1, adding only the cost reimbursement which assumes equality of capital factors among the
three contractors. This results in taxable income
increases for all three, but higher tax liabilities occur for only Contractors B and C. In other words,
the additional revenue forthcoming to each Contractor represents an addition to gross income resulting from different tax consequences. Contractor A is allowed to keep 100 percent of his capital
recovery ($50,000); Contractor B is allowed to
keep less than 60 percent ($29,900); and Contractor C is allowed to keep only 52 percent ($26,000) of the additional revenue. The latter two experienced a reduction in their capital structures
due to the incompatibility between the rules of
the taxing authority and the intent of Congress as
expressed in the CASB proposed Standards. The
probability of Contractor A's survival is increased
while the probability of Contractors B and C's
success and /or survival is lessened despite the fact
that A may be the least efficient contractor.
Impact on Bidding Incentive
A related issue concerns the impact on the contractor's break -even point and his ability to achieve
that given minimum profit which would induce
bidding. In Exhibit 3 are illustrated hypothetical
data for a project with total historical costs of $275,000 for each of the three Contractors (bidders) A,
B, and C. The additional cost reimbursement is
assumed to be $ 50,000 for each bidder. For the
purpose of illustration, the sum of these two
amounts may be defined as the economic cost.
Contractors A and B must also bear additional
costs equal to the income tax paid on the additional $50,000 of cost reimbursement, making total
costs for Contractors A, B, and C $325,000, $345,100, and $349,000, respectively. If the reimbursement formulas allowed ten percent profit on economic cost, each bidder would receive $357,500.
The profit for Contractors A, B, and C would then
be $32,500, $12,400, and $8,500, respectively.
If the factors for rate of return are introduced,
it can be shown that only Contractor A will bid
Continued on page 18

1. Ad d itio nal tax using tax rate s in Exhibit 1.
R
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INTERIM FINANCIAL
STATEMENTS
FOR CONTRACTORS:
A CASE STUDY
1 asked myself, "What kind of information do they need? Are a
balance sheet and income statement enough? How much detail
will I need to get for a job progress report? Are they just
interested in the bottom line on an income statement? Will
monthly measurements help ?"

By Ronald J. Schenk
A management consulting firm had told my soon
to be employer, a construction industry contractor,
that it was time for him to hire an internal accountant. An internal accountant, they said, would
not only streamline the accounting function but
would also present and discuss the performance of
the company on an interim basis. In this way, the
stage was set for me to join the company in June
of 1974.
The company was an old, well - established, reputable firm and its main growth to its present level
had taken place in the last five years. The accounting function had been maintained by a series of
bookkeepers, of which there had been a large turnover, and the auditing was performed each June
30tH by a local CPA firm. A service bureau processed the weekly payroll and provided a labor
cost analysis by job.

My Immediate Goal
On my first day in the construction industry I
was anxious to tackle the company's problems. My
immediate goal was to start the new fiscal year by
tearing apart the old system, throwing out double
effort, adding new devices and getting information
processed as efficiently as possible. Then, after a
few months of adjusting the system to the needs
of both management and I.R.S., I was ready to
tackle the problem of monthly financial statements.
1

Aud it$ o f C onstructio n C ontracto rs , AIC PA, New York, 1965.
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I asked myself, "What kind of information do
they need? Are a balance sheet and income statement enough? How much detail will I need to get
for a job progress report? Are they just interested
in the bottom line on an income statement? Will
monthly measurements help ?" With the extremely
small amount of information published by anyone
on the subject, I was blind in one eve and could
see very little out of the other. With the exception
of an Industry Audit Guide for construction contractors, published in 1965 by the AICPA, I concluded that very little help was available
Back to management I went for further discussion. `Basically," the boss said, "We would like
to see each month the same report we get at year
end from the CPAs but we want it extended to
show in an itemized form what makes up totals
like receivables, payables, and job cost. Other than
that, you tell us what we need."
That, at least, gave me direction. I know I'll
need a statement of condition; assets, liabilities and
capital, and profit and loss. Shouldn't be too hard
to get. According to accounting theory, if the books
balance, I should be able to list assets on one side
and liabilities on the other along with capital
(which is increased by the difference between income and expenses) . Even this basic statement of
condition, it turned out, was to prove more formidable than I had anticipated.
The first snag I hit was in the current assets
section. In what examples I could find, I kept
seeing an item labeled "Costs and estimated profits

it
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"This schedule
turned out
to be one of
the most
useful."

"Accrued or overbillings." This last was the one I
needed for my current assets and current liabilities
adjustments. This schedule turned out to be one
of the most useful. My resultant statement supplied
descriptive and comparative facts as well as the
actual cost to date on every job in the books. It
was almost a source document for management.
See Exhibit 1. At this point also I used the itemized
listing to substantiate the total sales figure, the
total cost figure, and the billings accrual adjustment on the profit and loss statement. However,
because my statement was based on a current fiscal
year period, all uncompleted costs or billings had
to be carried forward from the last fiscal year and
backed out (at the bottom of the schedule), so
that only the current fiscal year's activity was
shown.
The actual calculation of the billings adjustment
for each job, according to the Guide, should be
done as follows: Divide the total cost to date by
the total estimated cost to get the percent of completion figure, which is also equal to the percent
of your profit. Anything billed over the total of
actual cost plus profit means you are over - billed,
and will require an adjustment to sales. The total
of all jobs over - billed is reported in the Current
liabilities section of the Statement of Financial
Condition. See Exhibit 2. On the other hand, if
the total cost plus profit in your calculation is
higher than what has been billed then you are
under - billed and will require a positive adjustment
Schedule B
to sales. The total of all under - billings is reported
My AICPA Guide came to the rescue here. It in the Current assets section (usually just below
spelled out in Schedule B, each area of monetary the contract receivables as an adjustment).
This helped me to reduce my mountain to a
concern on a contract. It provides columns for the
job names, contract amounts, estimated total costs, molehill. The rest started to fall in line. The Stateestimated total profits, and billings to date. Col- ment of Financial Condition was fairly convenumns are also provided for actual costs to date tional except for the Capital section. The Comwhich include labor, sub- contracts, materials, equip- pany's Secretary- Treasurer was in the middle of a
ment, accrued and total costs to date. There is also battle to increase our bonding line. He asked me
a column for cost to complete and one labeled to leave as little room for confusion on these in-

in excess of billings." An inquiry to our CPAs was
in order. They explained that a contractor's billings
are seldom in line with what is actually due him.
He frequently "front -end loads" or, as in the nature of cost -plus work, is constantly behind on
billings. To "front -end load" is to report more work
completed than has actually been done during the
initial months of the contract, offsetting somewhat
the ten percent retainage normally held by the
developer. Most people accept this procedure which
evens out towards the end of a contract, but it
results in the contractor receiving money not yet
due him and his books must be adjusted to satisfy
the accrual. On the other hand, some work that
the contractor does, such as cost -plus work, results
in costs and related profits being due before they
are billed. Again an adjustment is necessary to
show what is due the contractor. I concluded,
therefore, that any costs plus related profits due the
contractor but not vet billed would go into the
current assets section of the statement. Any billings,
in whole or in part, sent out by the contractor
which were not due him would go into the current
liability section of the statement. This section had
been labeled, "Billings in excess of costs and estimated profits." Of course, the net effect of the
two can be balanced in the income statement by an
adjustment to sales. That doesn't sound so bad,
but how in the world would I arrive at the needed
adjustment?

Exhibit 1
CONTRACT BILLINGS AND RELATED COSTS-APRIL 30, 1975

2

3

1,500 ,000
1,300 ,000
200,000
700 ,0 00

300 ,0 00
260,000
40,000
275 ,0 00

125,000
108,000
17,000
40,000

Lab or co s ts Inc l. taxes and ins ur.
Subcontract costs
Material costs
Equip ment and othe r c o sts
Accrued costs
Total co s ts to date

62 ,0 00
325 .0 00
130,000
13,000
50,000
580 ,0 00

19,000
123,000
55,000
8,0 00
20 ,0 00
225 ,0 00

6,0 00
10,000
19,000
1,000
3,00 0
39 ,0 00

Co s t to complete

720 ,0 00

35 ,0 00

69,000

Acc rue d e arning s (ove r b illing s)

(3 0 ,7 6 9 )

Job no "
Contract am ount
Ac tual o r e stimate d to tal c o sts
Actual or e stim ated profit
Billings to date

Job
1
2
3

16

1

(1 5 ,3 8 5 )

5,1 38

Fiscal year
to date
contract
activity

Totals

Less previous
fiscal year's
balance

7,4 74 ,1 34

2,4 29,853

5,0 44 ,2 81

69 7.49 8
3,74 3,91 6
1,9 14 ,0 71
158 ,0 41
210 ,0 00
6,7 24 ,4 57

218 ,0 17
1,1 31 ,5 09
80 8,10 1
62 ,40 1
- 0 2,2 20 ,0 28

47 9,48 1
2,6 12,407
1,1 05,970
95 ,6 40
21 0 ,9 3 1
4,5 04 ,4 29

.. .

...
...
...
.. .
.. .
.. .

2,51 1,07 9
(5 9 ,7 0 4 )

no:
Eleme ntary school
Switc hing station
Local church
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"The
Exhibit 2
STATEMENT OF FINANCIAL CONDITION -APRIL 30, 1975
Assets
Current asse ts

April 30 , 1975
Percent
Balance
of to tal

Statement of
March 31, 1975
Percent
of to tal
Balance

2.75

$ 25 ,0 00

3.4 1

$ 30,000

55.07
11.01
1.43

500,000
100,000
13,000

54 .0 1
10.23
1.93

475,000
90,000
17,000

4.07
71.58

37 ,0 00
650 .0 00

3.18
69.35

28,000
610,000

11
1.54
1.10
77 .0 8

1,000
14,000
10,000
700 ,0 00

.10
1.36
138
95.60

90 0
12,000
12,100
665 ,0 00

3.30

30 ,0 00

3.30

29,000

1.67

15,000

1.82

16,000

4.95
(1 .6 5 )
3.30

45,000
(1 5 ,0 0 0 )
30 ,0 00

5.12
(1 .5 9 )
3.53

45,000
(1 4,00 0 )
31,000

Machinery and e q uipm ent
Less depreciation

16.52
(5 .2 9 )
11.23

150,000
(4 8 ,0 0 0 )
102, 000

17.06
(5 .1 2 )
11.94

150 ,0 00
(4 5 ,0 0 0 )
105,000

Truc ks and automo biles
Less depreciation

4.96
(2 .2 0 )
2.76

45,000
(2 0,00 0 )
25,000

5.12
(2 .0 5 )
3.07

45 ,0 00
(1 8 ,0 0 0 )
27 ,0 00

1.10
(.4 4 )
.6 6

10,000
(4 ,0 0 0 )
6,0 00

1.14
(.4 0 )
.7 4

10,000
(3 ,50 0 )
6,500

Cas h on hand and in b anks
Receivables
W ork in process (c urre nt)
Retainage
Sundry
Costs and estimated earnings in excess of
billings
Deposits
Prepaid expenses
Inventory
To tal curre nt ass ets
Othe r as sets
Cash surre nder value
Lif e insurance
Investments in and advances to affiliated companies
Fixed Assets
Leasehold imp roveme nts
Les s amo rtization

Furniture and f ixture s
Less depreciation
Total assets

Financial
Condition
was fairly

100 .00

$9 08 ,0 00

100.00

$87 9,5 00

10.46

$ 95 ,0 00

13.64

$12 0,0 00

18.72
1.32
12.11
.55
32 .7 0

170,000
12,000
110,000
5,000
297 ,0 00

17.62
1.48
9.10
.8 0
29 .0 0

155,000
13,000
80 ,0 00
7,0 00
255 ,0 00

conventional
ex ceptforthe
Capital
section."

Liab ilitie s and c ap ital
Current liabilitie s
Sho rt te rm notes payable
Accounts payable
Direc t jo b co st
Operating
Retainage
Sundry
Accrued expenses

1.10

10,000

1.48

13,000

Inc ome taxes payab le

2.20

20 ,0 00

2.05

18,000

Billings in excess of c o sts and estim ated earnings
I ns tall m e nt n o te s curre nt p ortio n
To tal curre nt liab ilitie s

4.96

45,000

4.43

39 ,0 00

2.20
53.62

20 ,0 00
487 ,0 00

2.27
52.87

20,000
465,000

Lo ng term liabilities
I ns tall m e nt n o te s lo ng te rm p o rtio n
Total liab ilities

5.3 1
58.93

48,000
535,000

5.68
58.55

50,000
515 ,0 00

11 .0 1
19.27
10.79
41.07

100,000
175,000
98 ,0 00
373 ,0 00

1.13
19.90
10.18
41.45

100 ,0 00
175,000
89 ,5 00
364 ,5 00

100.00

$90 8,000

100.00

$87 9,5 00

Capital
Capital Stock
Retained Earnings
Curre nt Earnings
To tal liab ilitie s and e q uity
Signif ic ant ratios
Current ratio
Quic k ratio
De b t to e q uity
W orking c apital
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1.44 to 1
1.39 to 1
1.43 to 1
$21 3,0 00

1.43 to 1
1.38 to 1
1.4 1 to 1
$20 0,0 00
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"One other
feature 1
provided was
a budget
analysis."

terim statements as possible. "We need to impress
and, more important, inform our bonding company," He said. "I want them to look at the audited
year -end statement for last year and be able to see
familiar items on these interim statements." This
posed no problem, except for the Capital section.
The audited statement showed retained earnings
reflecting a percent of contract completion method,
so my statement must do the same. Under retained
earnings I showed the total accumulated through
the last accounting period. This fiscal year's net
profit went into what I labeled "Current earnings."
This permitted me to show a measurement of current activity in the Capital section as well.
As finishing touches to my interim statement, I
decided to do two things: (1) I made it a comparative statement, showing the previous month's
activity (perhaps later I would include the previous
year's activity also) and (2) I calculated significant
ratios for management, such as current ratio, quick
ratio, debt to equity and then I also listed the
amount of working capital available each month.
One other feature I provided was a budget
analysis. The attempt at an annual budget was a

step in the right direction. Management could see
what was happening to operating expenses. The
company had three divisions; now each one could
know how it was doing. My budget spelled out the
three main concerns of each: sales, direct costs
and overhead costs, compared with what they expected to happen. Only then could they measure
their individual success.
By December, half way through the accounting
cycle, 1 was able to present and discuss the first
of the monthly statements. In an effort to make
the information timely I am meeting with management no later than ten calendar days into the
month for discussion of the previous month and
fiscal year to date.

Conclusion
The managers are elated with the results. For
the first time they feel as though they know what
is happening, when it happens. They feel they now
have more control of the company, using current
information to adjust operations. In time, it can be
used more as a tool than as a reflection of operations; and then its real value can be seen.
❑

THE IMPACT OF PROPOSED CASB STANDARDS
Continued from page 14
under certain conditions. For example, assume that
each contractor has invested capital of $2,000,000
and will bid only on contracts which are expected
to yield a return of 12 percent on that investment.
Further assume that the project will require one
month to complete. The minimum profit each will
accept under these conditions is $20,000 ($2,000,000 X 12% X 1/12). Hence, only Contractor A
could afford to bid on the project.

Conclusion
The failure to coordinate the regulatory activities of the taxing authority and the CASB has the
potential effect of thwarting the intent of Congress
in authorizing the facilities cost Standard. If the
additional reimbursement for the cost of a con-
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tractor's investment in facilities is subject to the
Federal income tax, the contractor will not fully
recover his economic cost insofar as the reimbursement represents that cost. To the extent that effective tax rates differ, contractors would not have
been treated equally under proposed Standard No.
413; nor will they be under its replacement, proposed Standard No. 414. This inequality would
further result in unequal impacts on the profit
margins and breakeven points of various contractors and thus affect their inducement to bid on a
given contract. Insofar as inefficiency is indicated
by lower taxable incomes and lower effective tax
rates, there is a definite bias in the above factors
that favors the inefficient producer. This analysis
supplies evidence that there is a need for coordination of the regulatory activities of the CASB with
the Internal Revenue Service.
F]
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MODIFIED
PAYBACK ANALYSIS
What is the time period over which an investment outlay will be
recovered when taking into consideration the sum of the net
cash flows from operations and the salvage value of the
investment at the end of the time period?

$3,000
$4,000
3,000
3,000
$

3,000
6,000
$10,000
$13,000
$16,000
$

2
3
4
5

Cumulative
cash flow
$

Cash
flows
$3,000

$

Year
1

For example, the traditional payback period is three
years. This payback period is then compared with
the maximum acceptable payback period to determine whether the project should be accepted. If
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

Year
1

2
3
4
5

Cash
flows
$3,000
$3,000

$4,000
$3,000
$3,000

Present
value

Cumulative
value

$2,727
$2,479
$3,005
$2,049
$1,862

2,727
5,206
8,211
$10,260
$12,123

Roanoke Chapter, is
an Assistant Professor
of Accounting at
Virginia Pollytechnic
Institute and State
University,
Blacksburg,Va. He
holdsan M.S. degree
from Illinois State
University,and a
Ph.D.degree from the
University of Florida.

through

This article was
submitted

Traditionally, the payback period is defined as
the number of periods it will take to recover, in
the form of cash inflow from operations, the initial
investment outlay. For example, suppose that a
company is considering a project costing $10,000,
the life of the project is five years, and the expected
annual cash inflows at the end of each year are as
follows:

Most individuals prefer having cash in hand now
rather than later because it gives them more options. Therefore, a dollar in hand today is worth
more than a dollar to be received a year from today. The difference in value is the accumulated
interest or the opportunity cost of using a dollar
for one year. Therefore, in the payback calculation,
an adjustment for the time value of money in the
flows should be made.
Consider the problem discussed above, if the
firm's cost of capital is ten percent, then the present value of the annual cash flows are as follows:

M. LIAO

the Roanoke Chapter.

$

Traditional Payback Analysis

Payback Analysis and
the Time Value of Money

r

$

The payback method is one of the more popular
methods of measuring the desirability of a capital
investment. It is simple to compute, and easy to
understand, and it places a high degree of emphasis
on liquidity. In our rapidly changing business environment, it is vitally important that we determine
whether an investment will become obsolete before
its cost can be recovered. Consequently, the payback method is useful when the danger of obsolescence is great, and it will indicate that the investment is sound when the payback period is very
short. The payback method is also often used by
companies with weak financial positions. In such
cases, the companies prefer to use the payback
method so as to limit their capital investments to
projects that promise a very rapid payback.

the acceptable maximum payback period is three
years, then the proposed project will be accepted.
If the acceptable maximum payback period is less
than three years, then the proposed project will be
rejected.
Obviously, the traditional payback analysis is
simple to apply and in many cases may give answers approximately equivalent to those given by
more sophisticated methods. It should be pointed
out, however, that this method fails to consider
the time value of money and the over -all return of
the project. Furthermore, it does not consider the
risk of future cash flow, but relies on the certainh,
of estimates.

$

By Mawsen Liao

Obviously the payback period is not three years.
It is, in fact, almost four years when the time value
of money is considered. This example demonstrates
19

"...

estimates
of cash flows
and salvage
value are
subject to a
certain degree
of risk or
uncertainty."

how the consideration of the time value of money
in payback analysis can produce different results.
Also, it can be seen that the payback analysis without consideration of the time value of money may
result in misleading information. For example, if
the maximum acceptable payback period is 3.5
years, the project will be accepted under the traditional payback ana1vsis, but rejected according to
the modified method which considers the time
value of money.
Payback Analysis and
the Salvage Value
By definition, traditional payback analysis tries
to answer the question: "How long will it take
for an investment outlay to be recovered by the
net cash flows from operations ?" However, since
the nature of the payback analysis places a high
degree of emphasis on liquidity, a more fundamental question may be asked: "What is the time
period over which an investment outlay will be
recovered when taking into consideration the sum
of the net cash flows from operations and the
salvage value of the investment at the end of the
time period?' The method which considers the salvage value of a project at a point in time in the payback calculation is called the "bail -out method." 1
This method improves the traditional payback
method from the stand -point of measuring loss
avoidance. Moreover, consideration of the salvage
value at each point in time may change the over -all
return which is one of the major limitations of
the traditional payback analysis. If the salvage
value of a project at any point in time reflects the
present value of the future cash flows generated
by the project, then the method which provides
consideration for salvage value would adjust the
profitability of a project beyond its payback period.=

Exhibit 1
THREE LEVEL ESTIMATES OF ANNUAL CASH FLOWS
AND SALVAGE VALUES
Year
1
2
3
4
5

Annual cash flow
Salvage value
Most
Most
Most
Most
Most
Most
optimistic
likely
pessimistic optimistic
likely
pessimistic
$4,000
$3,000
$2,200
$6,800
WOW
$5,000
4,000
3,000
2,000
6,000
5,000
4,500
5,000
4,000
2,900
4,800
4,000
3,600
3,500
3,000
2,000
3,500
3,000
2,600
3,500
3,000
2,000
3,000
2,500
2,100

Exhibit 2
MEANS AND STANDARD DEVIATIONS FOR THE
CUMULATIVE CASH FLOWS AND SALVAGE VALUES
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Salvage value
Standard
deviation
$300
250
200
150
150

Mean
$5,967
5,083
4,067
3,017
2,517

Payback Analysis under
Conditions of Uncertainty
The discussion of the payback analysis so far
has been limited to a situation of certainty. In
other words, single dollar amounts of annual cash
flow and salvage value are assumed. However, in
many practical problems, estimates of cash flows
and salvage value are subject to a certain degree of
risk or uncertainty. Therefore, the probability
concept can be used to improve the analysis.a
In order to apply the probability concept to payback analysis, three level estimates of annual cash
flow and salvage value must be made. (i.e., the most
optimistic estimate, the most likely estimate, and
the most pessimistic estimate.) These three estimates are used to determine the probability distribution of the cumulative cash flow estimates for
each year. Then, from this probability distribution
information, the probability of recovering the initial
investment at the end of each year can be developed. This can be demonstrated by use of the three
level estimates of annual cash inflows and salvage
values shown in Exhibit 1.
From the data shown the means µ and standard
deviations S for annual cash flow and salvage value
can be determined by using the following formulas:
µ

a +4m + b
6

S= b - a
6
where
a = The pessimistic estimate,
b = The optimistic estimate,
in = The most likely estimate.
For purposes of illustration, the annual cash
flows and salvage values are assumed to be independent, so that no correlation exists between
annual cash flows and salvage value. Then by applying the statistical method of linear combination, the means and standard deviations of the
cumulative cash flows and salvage value at the end
of each year can be determined.4 They are shown
in Exhibit Z. The present value of the means and
the standard deviations for the sum of the cumulative cash flows and salvage value at the end of each
year are calculated as shown in Exhibit 3.
Since the mean of the sum of the cumulative
cash flows and salvage value at the end of each

Sum

$

Cumulative cash flows
Standard
Mean
deviation
$300
3,033
6,066
424
10,049
550
12,966
604
654
15,883
$

Year
1
2
3
4
5

In this case, the payback period is reached when
the present value of the cumulative cash flows plus
the salvage value at the end of a particular period
is equal to the initial investment outlay.

Mean
9 000
11,149
14,116
15,983
18,400
1

Standard
deviation
$424
492
585
522
671

Charles T . Ho rngren Cost Acco unting: A Managerial Emphasis,
Prentice -Hall, Inc. 1912, %p 477, 8.
N. Dopuch, J. 6. Birnberg, and J. Demski, Cost Acco unting:
Accounting Da ta } or Managements Decisions, Harcourt Brace
ovanovic , Inc., 1974, pp, 136, 7.
A number o f techniq ues suc h as PER T o r the co ntinuo us d si tribution techniq ue can be used to develop the prob ability of rec over ing
the initial investment at the end of a perio d.
4
The sum of any number of ind ependent variables has a m ean
equal to the sum of the means of the summed variables and a
variance equal to the sum of the variances of the s ummed variab les.
7

1
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Exhibit 3
PRESENT VALUES OF CUMULATIVE CASH FLOWS
AND SALVAGE VALUES
Standard Prese nt value
deviation factor (1 0 % )

Mean

1
2
3
4
5

9 100 0
11,149
14,116
15,983
18,400

$4 24
492
585
622
67 1

.909
.8 26
.7 5 1
.6 83
_621

Pres ent value
Mean
Stand ard deviation
$

Year
$

8,1 8 1
9,2 09
10,601
10,916
11,426

$3 85
406
439
425
417

Exhibit 4
CALCULATIONS OF Z VALUE AND THE PROBABILITY
OF RECOVERING THE INITIAL INVESTMENT AT THE
END OF EACH YEAR
Calc ulation
-

Z

-

(1 0 ,0 0 0 — 8,1 8 1 ) /3 8 5
(1 0 ,0 0 0
9 , 2 0 9 ) /4 0 6
(1 0 , 0 0 0 - 1 0 , 6 0 1 )/ 4 3 9
(1 0 ,0 0 0 — 1 0 ,9 1 6 ) /4 2 5
(1 0 ,0 0 0
11 ,4 26 ) /4 1 7

—
—
-

1
2
3
4
5

—

Year

4.73
1.95
—1.37
—2.16
—3.42

Prob ability
0
2 .5 6 %
9 1 .4 7 %
9 8 .4 6 %
9 9 .9 7 %

—

year is the sum of a number of means of probability distributions, the sum of the cumulative cash
flows and salvage value will tend to be normally
distributed. Therefore, a z value can be computed
by dividing the difference between the initial investment and the present value of the sum of
the cumulative cash flows and salvage value at the
end of each year by the related standard deviation.
The z value represents the number of standard
deviations that the initial investment varies from
the present value of the mean of the sum of the
cumulative cash flows and salvage value at the
end of a year. The probability of recovering the
initial investment at the end of each year may
be determined by using a table of areas under the
nonnal curve. Exhibit 4 shows the calculations of
the z value for each year and the probability of
recovering the initial investment at the end of
each year. Exhibit 5 is a graphic illustration of
the probability of recovering the initial investment
at the end of each year. From the data in Exhibits
4 and 5, the firm can estimate the risk involved in
the project by checking the probability of payback
at the end of the maximum acceptable payback
period. For example, if the maximum acceptable
payback period is three years, then the probability
of recovering the initial investment outlay before
the expiration of the maximum acceptable payback period is 91.47 percent. Also, the firm can
determine the riskiness among alternative projects
by comparing their payback probabilities at the
end of each year.
Conclusion
The traditional payback period method has been
criticized as a misleading method for capital budgeting because it ignores the time value of money,
the over -all return of the project, and the uncertainty of cash flows. IIowever, some adjustments
can be made to improve the traditional payback
analysis. This article has introduced and demonstrated the considerations of the time value of
money, the salvage value of the project, and the
uncertainty of cash flows in the payback analysis.
The traditional payback analysis with the considerations of the proposed adjustments will provide a more adequate method for capital budgeting.
j]
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INPUT - OUTPUT
ANALYSIS
FOR FINANCIAL
DECISION - MAKING
One of the strongest points arguing for the role played by
input- output analysis is in its ability to forecast a turnaround or
dip; a trend by its very nature is unable to do this.

By Joseph A. Russo, Jr.

A. RUSSO, JR.
Member -at- large, is a
Manageme nt
Consultant and
Associate Professor of
Accounting at Pace
Univer sity, New York.
Mr. Russo is a CPA
and holds B.B. A. and
M.B.A. degrees from
Pace University.
He was awarded a
Certificate of Merit
for this article
(1975 -76)

From its initial application to macro - economics at
the national level, and later to the regional and
state levels, input - output analysis has more recently
been applied to industries, to large fully integrated
companies and to conglomerates as well, which
themselves function as mini - economies. Input output analysis is generally focused on sales and
sales forecasts. For instance, in financial analysis
and planning, the sales forecast is the critical variable. Almost every business cost and investment is
ultimately, in some way, tied to the level of sales
volume. As examples, inventories, receivables, and
payables immediately come to mind. Then there
are the derived or secondary financial effects. More
inventory and greater product through -put generate
a need for capital expenditures —plant and equip ment —or perhaps idle facilities. The critical role of
sales, then, is the reason why we find most input output analysis applications to this area.
Example

This article was
submitted through
the Brooklyn Chapter.

Let me illustrate a very simple application of
how input - output based sales forecasts were used
1

The inp ut - output model us ed was The Econoscope Beta S pstem,
develogyed by the Econoscope Group, Inc., Warren, New Jersey,
The Standard Industrial Classification, is a codification Put out
by the Bureau of Labo r Statistics , and is required as id entific ation
in connec tio n with many repo rts to the government.
s MAPCAST is an offering of econometric forecasts produced by
the G eneral Electric Comp any, MAP S ervic es, R ockville, Maryland.
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to evaluate the projected financial requirements
for a large chemical company. The company, Kern tix, produces plastic and synthetic materials as well
as chemicals. These products, in turn, are sold to
fabric, yam, and thread mills and to producers of
rubber and plastic products.
Three sales forecasts were used in the study.
The first was a forecast based upon trend analysis
utilizing sales data for the ten years preceding the
forecast period, 1974 to 1978 in this case. The
other two forecasts were generated from industry
forecasts obtained from the Econoscope Group's
Input - Output model using sectors most closely
matching the Kemtix SIC codes., The first of these
was a base line economy obtained from MAPCAST,
a General Electric offering, and the second, also
from MAPCAST, was a recession economy.2 The
recession forecast was taken out for only two years,
while the base line forecast ran for five years.
A regression equation was developed using the
historical industry data obtained from the input output model together with the Kemtix sales trend
history. This equation was used to forecast Kemtix
sales based on a market share assumption. One of
the strongest points arguing for the role played by
input- output analysis is in its ability to forecast a
turnaround or dip; a trend by its very nature is
unable to do this. Having made use of the inputoutput tables to produce the alternative sales forecasts, another model, in this case HWMAPS, a
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

financial planning model, was used to convert these and selected chemical products. Thus, any error in
forecasts into projections of external financial re- the assumptions made for exports will result in the
multiplication of that error by a factor of slightly
quirements.'
Exhibit 1 illustrates the profit forecast. Note better than three times in the sales forecast. An
that the general shape of the profit curve is the
same under all three sales forecast assumptions, alExhibit 1
though the input - output and recession forecasts
CONSOLIDATED NET INCOME
(Millions of dollars)
are higher than that based on the trend. The graph
also reflects some movements in assumed prices
and costs over the period, but the same set of assumptions was applied in all three cases.
$300
Exhibit 2 is even more interesting. Drastically
different projections of financial requirements are
produced by the input - output based forecast and
250
the trend forecast. In the case of the trend forecast,
the company was shown to be gradually liquidating.
The input - output model shows that a considerable
200
drain on resources would occur in order to finance
the higher activity levels projected. Additional financing would be required to make up for the lack
150
of adequate investment (especially in plant) over
the previous five years.
It might be interesting to speculate for a moment about the alternatives to input - output analy100
sis which might have been used in this study. A
trend line is a rather naive forecasting tool. But
50
what about regressions? Could we not have developed a regression model to forecast Kemtix's sales
74
ss
70
72
based on one, two, or more causal variables? I'm
Year
Input - output forecast
sure we could have done that. But after all, no
matter what techniques you use, if they are caus- -- R e ce s s io n fo re cas t
ally based, the forecasting problem has not been
- - - - -- Trended sales projection
solved; it has only been transformed from a need
to forecast sales to a need to forecast causal variables. It would appear Ito me to be preferable to
forecast three or four cltusal variables for use in a
Exhibit 2
regression model than to have to forecast (or guess
EXTERNAL FINANCING NEEDS
at, perhaps) a whole laundry list of final demand
(Millions of dollars)
assumptions to use in an input- output model.
But since we have to turn to outside help in
any case (be it forecasts or specified causal ecoSsoo
nomic or demographic series or an entire economic
scenario), the input- output model is to be preferred
because at least the interactions at secondary and
higher levels are considered. With regressions and
400

76

78

76

78

trends, we d on't h ave th at security.
An I np ut - Output Bonus

Another bonus of input- output analysis can be
found in Exhibit 3 which shows the composition
of projected final demand for 1975 and the total
projected demand for chemical and selected chemical products for the same period. This chart was
prepared using the September 1975 Econoscope
input- output forecast for the year 1975, and points
out those areas where the sales forecast is most
sensitive to error.' Notice, for example, that exports,
which account for only nine percent of final demand, cause 29 percent of the demand for chemical

zoo
�

I
0
i
-200

68

70

72

74
Year

Input - output forecast
I I IW M A P S is a pro pr ie ty
financ ial pl anni ng model de vel o pme nt
by the aut ho r and o wne d by Ho r nbl owe r & Weeks— He m phi ll ,
N o ye s , Inc . N e w Yo r k.
a tt
quarterly
on
Tha
Ecoenscope
Vi ew tio
, September,
cur
re nt
eco nom ic condi
ns an d outl1975,
ook wri
en by 7� ournal
e Econo-

- -- R ec e ss io n f ore cas t
--�-�--•�Trended�sales

scope G r o up , Inc . an d publi shed by G E M AP Services, Rockville,
M ar yl and.
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"... the table
captures the
essence of
what is a
complex
business en-

Exhibit 3
ECONOSCOPE INPUT - OUTPUT FORECAST
SEPTEMBER 1975

Exhibit 4
COMPANY INPUT-OUTPUT TABLE

Chemicals
& selected
the m. p ro d uc ts

GNP + Im po rts

Plant Plant Plant Plant Plant To tal
1
2
3
4
5
Plant
1
Plant
2

viro nme nt. .."
49`%b
Personal
co ns ump tio n

59`;„

Plant
3

Inte rnal
process

transactions

+1 11=

Plant
4
Plant
5
Total
4%

du<able ea
Pro
6 °ro

8 °6
9
9%
8%
10%

ducet s
lit >y pr`vate

ons

p

9%

' t"On

+

Exports

29'Z

State &
lo c al g ovt.

Non- material co sts & pro fit

To tal p rod uc tio n

Fed eral govt.

-

l

�

5 r°
4%

error in projected state and local government expenditures, on the other hand, would be reduced by
a factor of two and one -half in the sales forecast.
Information such as this, obtainable only from
input- output analysis, can Help a financial planner
to know where his critical assumptions are and to
better allocate time and resources in the refinement
of estimates used in his projections.
The Company Input- Output Table
There is one more growing application of input output analysis in financial decision - making, and
that is as a model for the large, fully integrated
business. 'Phis approach is of value in preparing
and evaluating financial projections of companies
which manufacture products that are sold to other
divisions of the company for use as components in
the production of other products. The mere filling
out of the transaction table invariably highlights
anv inconsistencies in the plans of the producing
and consuming divisions with regard to mutual
transactions.
Exhibit 4 sh ows the overall structure of an input ou tp ut table as ap plied to an integrated business.

Along the top of the table (within the "Internal
process transactions" block) are the producing and
consuming sectors. In this case it would include
the different plants of the company followed by
several columns breaking down outside sales by
major category. Going down the rows (also within
24

Outside purchases
compe titive + non - com petitive

the "Internal process transaction" block), the plant
sectors are followed by outside purchases, which
have been separated into competitive and noncompetitive purchases. Fina1lv, the bottom rows
show the components of value added and profit.
As is the case with any input - output situation,
the table captures the essence of what is a complex
business environment and presents it in a simple,
easy to deal with manner. In this regard, filling in
such a table performs the same function as writing
a bunch of numbers in the form of a column in
preparation for addition. That is, it makes the
problem easier to grasp and deal with.
The core of the table is the upper left -hand
comer, because here the mutual dealings between
the plants introduce secondary and higher order
effects into any decision changing the level of
activity for any plant, or in evaluating decisions
involving buying an input or using some of the internally produced material instead.
Conclusion
These are a few of the different ways the ideas
of input- output analysis are being used or can be
used in some areas of financial decision - making.
There are many more. The growing interdependence in our society and the world will demand a
greater utilization of this too]. I expect that with
this growth will come its application to areas other
than those that are sales dependent.
❑
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LEASE ACCOUNTING:
A CURRENT
CONTROVERSY
A lease pertains to something much more definite than purchase
commitments and employment contracts.

By John M. Hannon
The controversy which exists today over the accounting treatment for leases stems mostly from
the inconsistencies in Accounting Principles Board
Opinions No. 5 and No. 7. Even more basic is
the issue from which these inconsistencies arose:
Whether or not to capitalize leases. This latter
question must be taken up first. Once a decision is
made, it can then be decided where the inconsistencies in the Opinions lie and what the best solution to amending the Opinions would be.

The Opinions in Question
In 1964, the Accounting Principles Board issued
Opinion No. 5, "Reporting of Leases in Financial
Statements of Lessee." The Opinion was a major
breakthrough. It explicity stated the conditions
which determine whether or not a lease is in substance an installment purchase. It went on to state
that installment purchases should be capitalized
and their related obligations shown on the balance
sheet. The Opinion also made it clear that all other
leases (operating and financing) were only executory contracts, did not give rise to special property
rights, and should not appear on the balance sheet.,.
Some controversy arose over this point, since many
people felt that the financing method also should
be capitalized. Despite this disagreement, progress
was made in that the accounting profession had
finally established a definite set of guidelines and
rules for determining the proper accounting treatment of leases. Thus, a certain degree of uniformity
in reporting for various types of leases was achieved.
In 1966, the Board issued Opinion No. 7 which
explained the accounting treatment for various types
of leases from the standpoint of the lessor. In1

APB Accounting Principles AICPA, Commerce C learing Ho us e,
Chicago III., 1973, p. 3511- 31x19.
The Financial Accounting Standards Board issued, on July 27,
1976 for public co mment, a revised d raft of a p ro pos ed Statement
on accounting for leases, whic h modifies in s everal impo rtant respects the provisions o f its first expo sure d raft, is sued Augus t 26,
1975.
9
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credibly, the Opinion called for capitalization of a
financing lease on the books of the lessor. In other
words, the same lease might be accounted for in a
different fashion by the lessee than by the lessor.
The accounting treatments for the lessee and lessor
in this situation would not be conceptually comparable, and thus the Board seems to have violated
logical theory if not accounting theory.
Just before handing over authority to the Financial Accounting Standards Board the APB issued
Opinion No. 31 which requires additional disclosure
for non - capitalized leases. Besides requiring more
disclosure of total aggregate rentals for future periods, this Opinion also suggests that the present
value of lease commitments be shown in footnotes
to the financial statements. The purpose of the
Opinion was only to serve as a temporary remedy
for handling the leases in question (financing
leases) until the FASB could decide definitely what
the correct accounting treatment for these leases
should be.2
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Categories of Leases
Should leases be capitalized? Before answering
this question, lease arrangements should be broken
down into three categories: (1) operating leases,
(Z) financing leases, and (3) lease- purchase agreements.
THE OPERATING LEASE

The operating lease amounts to nothing more
than a rental agreement. The lessor leases property
to the lessee who agrees to make periodic payments
to the lessor. This method usually is short (no
more than three or four years) in duration, is cancellable by either party at any time, and provides
that the lessor will pay such costs as maintenance,
taxes, and insurance. In effect, the owner (lessor)
is only letting another party (lessee) use the property while still maintaining the true ownership and
interest in the property. In accounting for the lease
payments, the lessor simply records them as rentals
25

"In
symmetrical
fashion, the
lessee should
use the
capitalization
method."

(income) and the lessee records them as expenses.
It is only logical that the methods erirployed by
both parties be comparable, since it is the same lease
agreement which they are accounting for.
THE FINANCING LEASE

A financing lease is one in which the lessee
recognizes special property rights. It is used as a
means of financing a fixed asset as opposed to the
simple short -term rental (use) agreement. The
agreement is longer than the operating lease; it is
usually noncancellable; it provides that the lessee
will provide for the upkeep of the property (taxes,
maintenance, insurance); and its primary purpose
is to provide a means of financing for the lessee. In
effect, the lessee treats the property as though he
were the owner of it even though he does not in
fact own it. This is what gives rise to the concept
of special property rights. Theoretically, the accounting methods used by both parties to this lease
should also be conceptually comparable. The lessor
should use the financing method and the lessee the
capitalization method.
Under the financing method the lessor would
record as a receivable the total periodic payments.
The difference between this amount and the discounted present value of the periodic payments is
credited to "Unearned Lease Revenue." This revenue is realized as the periodic payments are made.
Thus, the income statement will show revenues
from the lease while on the balance sheet the receivable, offset by the unearned revenue, will be
presented.
In symmetrical fashion, the lessee should use the
capitalization method. He should record the total
periodic payments as an obligation (which amount
will be equal to the lessor's receivable) and charge
the difference between this amount and the discounted present value of the periodic payments
to an account called "Discount on Lease Obligations." This discount is amortized over the life of
the lease with each payment. An expense will then
be shown on the income statement and an obligation, offset by the remaining discount, will appear
on the balance sheet.
THE LEASE - PURCHASE

When the financing method goes as far as to
make the lease agreement in effect an installment
purchase, the result is the lease- purchase method.
In addition to the attributes of the financing
method, a lease- purchase will contain a provision
that the lessee, at the end of the lease, may purchase
the asset for a nominal sum. When the duration of
the lease agreement closely approximates the useful
life of the asset, this also indicates that an installment purchase has actually occurred. The proper
accounting treatment would be for the lessee and
lessor to record the transaction as a purchase and
a sale, respectively. Gains and losses should be
recognized over the life of the lease in the same
manner as revenues and expenses are realized under
the financing method.
Although leases that are in substance install26

ment purchases present no major difficulties, it has
been suggested that in addition to the conditions
set forth in Opinion No. 5, leases which cover
substantially the entire remaining economic life
of the property involved should be considered installment purchases. There has also been arguments
that the Accounting Principles Board was too conservative in setting its "narrow" criteria for determining what was "in substance a purchase." Following the criteria set forth in Opinion No. 5, only
what is "in fact a purchase" is now recorded as
such. The solution suggested is that the definition
of a lease- purchase be broadened to include all
transactions which are substantially purchases,

The Controversy
Since there is no difficulty in accounting for operating leases or lease- purchase arrangements, the
controversy obviously surrounds the handling of
financing leases. The leases in question are longterm, non - cancellable arrangements which do not
meet the criteria for qualifying as lease- purchase
agreements. The APB claims that the appropriate
title (and the one to be used herein) is "executory
contract."
The crux of the matter is to determine whether
executory contracts give rise to assets and liabilities
or are only commitments subject to footnote disclosure. To determine whether or not they belong
on the balance sheet, perhaps it is best to define
assets and liabilities and examine the objectives of
the balance sheet. A consensus definition of an
asset is that it is a cost arising from past transactions which represents expected future economic
benefits. An executory contract represents future
benefits, but it is not clear that a transaction has
taken place. The transaction is not actually consummated until the end of the lease. A liability is
defined as "a legal obligation to pay a definite
amount at a definite time in return for a current
benefit." 4 This definition fits the terms of an
executory contract quite well. Thus, it appears
that there is a liability but no corresponding asset,
a situation which is impossible to record under the
double -entry system. In order to solve the conflict,
the objectives of the balance sheet should be examined to see whether or not its is designed to
contain this sort of information.
A balance sheet ideally should reflect the present
economic value of all assets and liabilities. The
residual would then be the true net worth of the
owners. This would, however, be impractical as well
as impossible. As a result, the balance sheet is
limited to reporting the historical cost of all assets
and liabilities. If some assets (or liabilities) do not
have a historical cost, then they are not shown on
the balance sheet. Thus, the balance sheet does not
a The acc ounting treatment holds for all lease - purdtsac agreements
except for the manufacturer or dealer - lessor (covered in APB
0p into n No . 27). These spec ialized lessors are required to record
the entire proceeds as revenue in the year of sale and also to
charge to exp ens e the c ost of the property. T his treatment properly
reflects the fact tha t th e ma in baseness of this type of lessor is
leasing property; no majo r disagreement has ans en over this
Opiniony.
* Sidne Davidson, James S. Sc hind ler, and R o man L. Weil , Ac co unting: T h e Language o Business, Thomas Ho rton and Co.,
Glen Ridge, N. J., 1974, p. 1 .
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Arguments Against Capitalization
Opponents of capitalization state that the traditional transaction concept must be broadened if
leases are to be included, since an executory contract is not an accounting transaction. If the concept is broadened, then many other executory contracts would have to be considered also. Many of
these contracts would be unmeasurable at the time
the agreement was made, thus making it impossible
to report them fairly and objectively. To leave the
transaction concept in its traditional form destroys
the idea that an asset and a liability have been
created.
Those who oppose capitalization of leases also
contend that financing through a lease is not the
same as financing with borrowed funds. When
funds are borrowed, a definite quantifiable liability
exists and money which was lent must be paid back.
A lease is only a commitment for future payments
and does not represent a liability for an initial outlay of cash. What seems to be overlooked here is
the fact that instead of money being borrowed,
property is borrowed. When looked at in this light,
a loan agreement and a lease agreement become
very similar. They are actually alternative methods
of achieving the same result. Therefore, if borrowed
funds are to be shown as an obligation on the balance sheet, it follows that the obligation arising
from leased property should also be shown.
Another argument for non - capitalization points
out that title does not pass, and accounting should
reflect the legal status of the transaction. This is a
weak argument. Accounting in recent years has
moved more toward the concept of reporting substance over form and presenting the economic reality. The Accounting Principles Board explicitly states
that reporting the economic substance rattler than
the legal form is one of the "Basic Features of Financial Accounting.' 8
Others argue that inclusion of leases as assets
and liabilities on the balance sheet would make
analysis of financial data less meaningful. They
point out that it is more relevant to stockholders
and creditors when it appears in footnotes. There

i

Some opponents of lease capitalization argue that a lease is a
co mmitment and no t a liab ility. They als o believe that reac hing
into the future to p ull b ac k to the p resent a liab ility for future
operating expenses is an indefinite approach and its usefulness
has not yet been conclusively demonstrated. Full disc los ure in a
footnote is preferred by these authorities.
APB Accounting Principles, Vol. I, AIC PA, New Yo rk, N.Y.,
255.
David F. Hawkins, Corporate Financial Reporting, Ric hard D.
Irwin, Inc., Homewood, Ill., 1971, p . 496.
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seems to be no explanations behind these reasons,
but let us assume they are valid for the time being.
The final argument for non - capitalization is that
changing to capitalization would upset the financial
picture of many firms. Such a turnaround in their
positions, the argument runs, could affect their
debentures and credit rating and thus would be
unfair, since only the appearance and not the operations would be changed. This argument appears
absurd. If leases are so material to the firm that
their disclosures would upset the entire financial
picture, then it seems they are significant enough
to merit more than footnote disclosure. It seems
obvious that in cases like these, leases are only
being used as hidden liabilities. As Hawkins points
out, "accounting .. , is interested in presenting a
useful report of the company's financial position ...
[therefore] it is indefensible to omit a significant
asset and liability simply because its inclusion in the
balance sheet would hurt the company.

"...

a loan
agreementand
a lease
agreement
become very
similar."

"r

purport to be a complete inventory of property
rights; witness the enormous values of intangible
property rights that are not there.
How do executory contracts fit into the mold
of the balance sheet? To begin with, they do not
necessarily have to be shown, since the balance
sheet does not reflect all property rights. Assuming
it has been decided that it will be shown, the next
step is to determine the historical cost of the
contract. It has no historical cost, but the liability
is fixed and by discounting the payments to arise at
a present value, the value of the asset can be found.-,

A Lease Is More Than a Contract
In advocating lease capitalization, the first step
is to eliminate the idea that a lease is another type
of executory contract. A lease pertains to something
much more definite than purchase commitments
and employment contracts. The lessee has possession of the leased property right from the beginning
of the contract and is responsible for many facets
of ownership (e.g., maintenance, taxes, insurance,
storage). As mentioned previously, leasing is more
similar to debt financing than to other executory
contracts. In fact, the principal basis for distinguishing between lease agreements and other future
expense commitments is that leases represent a
means of financing property, whereas those future
expense commitments are not a means of financing
anything. Also, the lessor has already fulfilled his
part of the contract by delivering the property, thus
eliminating any future consideration on his part.
Even if a lease is an executory contract, it is obvious that it should not be categorized with all
executory contracts and should be given special
consideration.
One of the previous viewpoints that a lease —
because it was an executory contract —was not an
accounting transaction becomes invalid when the
lease is considered separately. The lease can now be
scrutinized by itself instead of discussing it in a
broader concept (as an executory contract). The
fact that the lessor has fulfilled his obligation at
the beginning of the lease lends support to the
theory that a transaction has taken place. Another
view which can be taken in this situation is that
the lessor has lent the lessee the money to pay
for the property and the lease is the agreement to
repay the borrowed funds. If construed in this way,
the lease is exactly the same as debt financing which
is certainly an accounting transaction.

Liability or Commitment?
If a lease is closer to being a liability than a
commitment, it is only logical to conclude that a
transaction has taken place. The non - cancellable
27

"The
accounting
profession
must decide
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accounting
treatment for
leases..."

feature of a financing lease indicates quite a strong
commitment. The most . convincing point that a
lease is a liability is that the lessee is committed
to making a series of fixed cash payments which
reduce his ability to meet a similar obligation to
other creditors.
A lease is closer to being a liability than a commitment; it is, therefore, an accounting transaction. It is very similar to debt financing and,
contrary to other executory contracts, one party's
(lessor's) obligation is fulfilled at the present, not
in the future. These attributes of leasing seem to
indicate that lease arrangements should be capitalized and shown on the balance sheet. Non- capitalization is only a means of obscuring important liabilities.
Valuation Question
Immediately the question pertaining to the
proper valuation of assets and liabilities arises. The
danger of implementing estimates of future payments and future rates for present use has been
pointed out. Admittedly, this is a major shortcoming in capitalizing leases. More study needs to be
given to the question of the proper charge to income arising from the capitalization of financing
leases. Nevertheless, estimates can and should be
made.
Since leases comprise a significant element of
the business environment and it is possible to make
reasonable estimates of the resulting assets and
liabilities, they should be capitalized and shown on
the balance sheet.
For those who advocate only footnote disclosure
of "lease commitments," consider that footnotes
have never been intended as a substitute for sound
accounting. Support is also found in the statement
that "the function of notes ... should be to supplement . . . the items already presented in the
statements rather than to . . . [complete] the
statements themselves. "$ Another method sometimes preferred over capitalization is presentation
of the assets and liabilities "short" in the balance
sheet. That is, including their amounts in the
money columns on the face of the statement, but
excluding these amounts from the balance sheet
totals. This is a compromise method accepted by
the SEC, but it confuses the investor and explains
very little, if anything, about the lease. The accounting profession must decide on the proper
accounting treatment for leases and capitalization
should be the answer.
Resolving the Inconsistencies
The glaring inconsistency between Opinion No.
5 and Opinion No. 7 can now be pinpointed and
resolved. The inconsistency is that the criteria for
determining when the lessor should use the financing method are different from the criteria used by
the lessee in deciding whether to capitalize or not.
In other words, certain leases might not receive
symmetrical treatment on the lessee's and lessor's
e joho H. Myers, Accounting Research Study No. 4, "Reporting
of Leases in Financial Statements," AICPA, New York, N.Y.,
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books. The proper criteria must be identified and
then the Opinion which contains the incorrect
criteria must be amended.
Having decided that financing leases should be
capitalized, it is merely a matter of examining the
two Opinions to determine which one contains the
correct criteria. Opinion No. 7 provides for an
"incident of ownership" test to determine whether
or not a lease should be capitalized. All financing
leases pass most or all of the incidents of ownership
to the lessee and thus, under Opinion No. 7,
financing leases should be capitalized. It follows
that Opinion No. 5 must be amended. The criteria
in Opinion No. 5 are much narrower with respect
to capitalizing leases than are the criteria in Opinion
No. 7. There is some agreement that the concept
should be broadened, but not that financing leases
should be capitalized. It seems that once the "material equity" test in Opinion No. 5 is eliminated,
financing leases cannot be distinguished from installment purchases unless additional arbitrary criteria are established. The concept of installment purchases would again be too narrow if this were done.
In other words, as long as installment purchases are
distinguished from financing leases, the concept of
a lease - purchase will always be narrow. Both methods are means of financing property and in substance lend themselves to capitalization.
What seems to be the major problem concerning
the lease accounting controversy is not the question
of capitalization, but that the Accounting Principles
Board deliberately issued conflicting promulgations.
Even if they desired to limit capitalization to lease purchase, which they did, they had no excuse
whatsoever for establishing different criteria in a
following opinion. If, as they state in Section
4051.18 in Volume 1 of APB Accounting Principles, the major problem was proper income recognition by each party to the lease, the Board could
have accepted the compound interest (sinking
fund) method of depreciation. This would certainly
be preferrable to the glaring inconsistency which
now exists. If the accounting profession is to establish any trust in the world of financial reporting,
and if it is to gain the confidence of the SEC, investors, and other creditors, then it must first
demonstrate that it is capable of superior logic and
judgment.
Conclusion
It has been concluded that financing leases
should be capitalized, and that APB Opinion No.
5 should be amended to resolve the inconsistency
between it and APB Opinion No. 7. The major
reasons are logic and a more strict adherence to
accounting theory. While there are many cases
where practical considerations override the strict
adherence to theory, this is not the situation when
dealing with the problems of leases. Leases will
continue to be an important factor in accounting
and financial reporting, and hopefully, the ruling
body in the accounting profession (FASB, etc.)
will issue a promulgation that will agree with the
above recommendations.
❑
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ACCOUNT MONITORING
AND CASH MANAGEMENT
Since a substantial majority of the large national banks are
characteristically borrowers of Federal funds, the process of
freeing excess funds in due -from accounts leads to a net
reduction in the amount of funds large banks must borrow each
day to meet their Federal Reserve requirements.

The Monitoring Process
The fundamental steps required to monitor account balances start with the extraction of the appropriate components of information from various
input materials. These include notification to us
of our balance in our due -from account by the
correspondent bank, our bank's general ledger, and
analyst worksheets that capture reported clearing
house items and holdovers. The monitoring process
proceeds through calculation of desired balances
and concludes with the implementation of practical drawdown and buildup applications. These applications modify the calculated balance levels to
more effectively position accounts with respect to
the size of the intended balances or peg set for
the account and the time of the month. From
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The two -fold objective of an account monitoring
process is to minimize excess balances in our "due from" accounts, and to adequately compensate our
correspondent banks for services rendered. A due from account is one which reflects the aggregate of
funds that our bank has on deposit with a correspondent bank. It is similar in concept to a common checking account; however, in this context it
refers to an account maintained by our bank at
another bank. Hence, it is one of our asset accounts
and a liability account to the other bank. In the
same way, a "due -to" account represents funds that
other banks have on deposit with our bank.

this monitoring process, output data are generated
which provide input information necessary to position account balances on succeeding days. However,
because of the large volume of transactions and
the complexity of many of the transactions, the
levels of funds in the due -from accounts seldom
equal account pegs.
For example, a due -from excess condition may
exist when the (running. average) daily balance of
funds, or deposits in an account, exceeds the peg
set for that account. The peg serves to compensate the correspondent bank for transactions related to services performed. To justly compensate
the correspondent bank, the average daily balance
of the account should equal its peg. However, if
the balance in the due -from account is allowed to
rise significantly above the peg, the excess funds
held in the account would be unproductive, since
a due -from account earns no interest. Whenever
that occurs, our bank foregoes the opportunity of
utilizing the excess funds productively.
The objective of minimizing excess funds is
achieved by identifying those accounts in which
excess fund conditions exist and by releasing (withdrawing) appropriate amounts from the accounts
for deposit in our Bank's Federal Reserve account,
or to build up other due -from accounts where balances are below desired balance levels. Since a substantial majority of the large national banks are
characteristically borrowers of Federal funds, the
process of freeing excess funds in due -from accounts
leads to a net reduction in the amount of funds
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large banks must borrow each day to meet their
Federal Reserve requirements.
The goal of an account monitoring process is
to align the average daily balance of each due -from
account with its respective peg. The average daily
balances are determined monthly; consequently, to
determine the appropriate daily action, it is necessary to account for the variables which influence
account balances. In light of the effect that each
transaction has on daily balances, account fund
levels are structured to produce the desired daily
position for each account.
During each day most due -from account balances
fluctuate in response to debit and credit transactions. Assuming there are no incorrect due -from
account entries (correspondent or our bank), assuming that all transactions impacting our bank's
due -from accounts are posted to the bank's general
ledger on the day in which the account balances
are affected, and assuming that our bank's holdovers are reported to a cash position analyst on the
day in which they occur, then there will be no
difference between our bank's collected balance
and the correspondent bank's balance of our account. However, this is seldom the case; there is
a significant number of transactions to our due from accounts that are not reported on the appropriate day. In addition, if there is increased account activity (number of transactions affecting the
account), there is a greater likelihood for differences
(or variances) to exist between the correspondent
bank's balance of our account and the balance of
our account as reflected on our bank's ledgers. It is
important, therefore to use the correspondent bank's
talances in meeting due -from account pegs. Our
bank can, thus, satisfy account fund maintenance
requirements from the correspondent's perspective,
while saving our bank from making needless increases to account balances which our general ledger
might indicate are necessary. Substantial savings to
our bank can be attained through an effective account cash position monitoring process, i.e., aligning
account pegs with correspondent balances.
Our correspondent banks recognize only collected funds as remuneration for services performed,
since only collected funds contribute toward meeting our account peg. Collected funds (i.e., available
funds) produce immediate credit to our due -from
account. Conversely, uncollected funds could be
part of a deposit or account balance which is not
immediately available for use in meeting an account
peg. They can be deposited items in the process
of being presented to a drawee bank for Federal
Reserve fund payment (Clearing House items) or
available fund deposits which were debited to our
bank's asset account but were not credited to our
bank's due -from account until the next day (holdover). Thus, although a due -from account is credited for all deposits received, the correspondent
bank does not recognize the uncollected portion as
remuneration for services performed. Our bank
must consider these funds as unavailable until a
prescribed period of time has passed (normally one
day).

The daily account balances reported to our bank
by the correspondent bank are normally greater
than the respective balances shown on our bank's
books because: (1) "they credit, we do not debit"
mistakes (which represents beneficial float to our
bank) tend to occur more frequently than "they
debit, we do not credit" mistakes, (which represent
potential claims to our bank,) and (2) "they debit,
we do not credit" mistakes, are traced faster than
"they credit, we do not debit" mistakes. The correspondent's reported balances must, therefore, be
compared with our bank's general ledger balance
(i.e., the combination of collected funds and Clearing House items). By subtracting the Clearing
House items from our bank's ledger balance, the
difference for each account represents the collected
fund position by our bank's books for the previous
day.
The correspondent's reported balances are usually ledger balances also. To derive our collected
positions, the Clearing House items and holdovers
for each account are subtracted by the correspondent
bank from the respective due -from account balances.
The difference represents the correspondent bank's
record of our due -from accounts collected fund position. When the correspondent bank supplies our
bank with our bank's collected position, the figure
is used in establishing the future position to be
maintained.

Drawdown and Buildup Adjustments
Drawdown or buildup actions can be implemented to adjust account balances to attain a desired peg. The fundamental equation for the determination of a desired balance is:
DB =P— (TB— CHF— HO —OB)
+ 1/N (D — S)
where:
DB = Desired balance (per our bank's ledger)
P = Account peg
TB = Their (correspondent's) balance
CHF = Clearing House funds (items)
HO = Holdovers
OB = Our balance (per our bank's general ledger)
N = Number of days for which the drawdown/
buildup is being determined, e.g., for weekends (Friday, Saturday, and Sunday)
N = 3, for weekdays N = 1
D = Deficit carryover
S = Surplus carryover
If the desired balance, DB, computed is negative, then the actual desired balance used must not
exceed the correspondent bank's collected balance
at the end of the day (DB -TB). The imposition
of this constraint ensures that the correspondent
bank's ledger balance of our account is equal to or
greater than zero. To maintain good correspondent
relationships the account balance should never deliberately be reduced to an overdrawn condition. To
illustrate, assume that:
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DB = $1,750,000 — ($4,771,000 — $90,000
— $500,000 — $1,300,000)
+ 1/3($1,389,000)
DB = — $668,000

"During the
first 20 days of
the month,
account
balances
should be kept
below the
peg.

/

Using these variables in the desired balance equation, the following desired balance is obtained.

the holdovers and Clearing House fund transactions, as reported, must be subtracted from the correspondent bank's reported balance to obtain the
collected position of the account for the day. By
adding this daily surplus figure to the carryover
position of the previous day, we get the current
surplus position of the due -from account.
Several additional factors must be taken into consideration when establishing the daily drawdowns
and buildups to provide an improved measure of
control over account cash positions during the
month. For instance, the time of month has a bearing on daily account desired balances. Account balances tend to increase as the end of the calendar
month approaches. Therefore, ending month balances should be incorporated in setting desired daily
balances. During the first 20 days of the month,
account balances should be kept below the peg.
Balances should then be built up as needed during
the remaining days of the month to meet the average daily collected balances peg.
To provide flexibility in meeting the average
daily collected balance pegs by the end of the
month, the first 20 days deficit carryover can automatically offset increasing balances. If an account
balance does not increase as expected by the end of
the month, an adequate amount of funds can always be deposited in the account on the last business day of the month to meet the peg.
In addition to the balance positioning techniques
(i.e., keeping account balances below the peg for
the first 20 days of the month), active accounts
should be kept proportionately farther below the
account peg during the first 20 days of the month
than inactive accounts. Because there is more volatility associated with active account balances, there
is a greater chance of these balances exceeding account pegs as the end of the month approaches (assuming no measures are taken in the first 20 days
of the month to offset anticipated balance increases). Consequently, the proportionately larger
deficit carryovers carried in active accounts during
the first 20 days of the month will serve to offset
the larger balance increases these accounts typically
experience in the remaining days of the month.

,-

P = $1,750,000
TB = $4,771,000
CHF = $90,000
HO = $500,000
OB = $1,300,000
D = $1,389,000
S =0

Because balances are constantly changing throughout the day, no attempt is made to implement a
desired balance which is too precise. In other words
the peg may be rounded off to $700,000. Furthermore, non -zero digits present in the desired balance
present a greater chance of generating transposition
errors and misunderstandings in the drawdown implementation process. Consequently, rounding off
to within several thousand dollars of the calculated
amount generally produces as accurate and workable a figure as necessary for modifying account
balances.
The calculation of a drawdown (withdrawal
minus the net positive difference between the running balances of the account as obtained from worksheets and the desired daily balance) or a buildup
(deposit minus the net negative difference) is obtained and implemented. Deposits in our bank's
due -from accounts move from our bank's Federal
Reserve account through the Federal Reserve System to the appropriate correspondent Federal Reserve Bank and subsequently to the correspondent
bank's reserve account. Conversely, withdrawals flow
from the correspondent's Federal Reserve Bank to
the appropriate Federal Reserve for deposit in our
reserve account.
Accounts with relatively large pegs offer greater
drawdown potential than accounts with small pegs.
There is a greater range between a large peg and a
zero account balance than there is for an account Conclusion
with a small peg, and it is easier to reduce a large
The overall objectives of the monitoring process
surplus position. To calculate the day's surplus (or are: (1) To minimize excess funds carried in due deficit) carryover, the account peg must be sub- from accounts and (2) to insure that due -from cortracted from the correspondent bank's collected respondent banks are equitably compensated for
balance. (If the correspondent bank does not dif- their services, i.e., to insure that account balances
ferentiate between collected and uncollected funds, equal account pegs (computed on a monthly basis) .
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In recent years, management literature has had the
usual number of articles dealing with the theory
of capital budgeting. These articles concern themselves with the concept of rate of return and the
various methods of calculating rate of return. Most
articles deal mainly with mathematical theory and
the application of this theory to several sample
projects. Much is made of the differences in project
ranking utilizing accounting rate of return, payback
or discounted cash flow. This article will attempt to
present theory initially and then actual practice in
capital budgeting in a fairly large integrated company.'

Basic Premises
Capital budgeting is the process of planning the
continuing investment and reinvestment of the
business enterprise's resources and the monitoring
of that investment. In any capital investment, there
is a commitment of the enterprise's funds into a
Project that will return the invested funds (or some
portion of the funds) during future periods. The
business enterprise is assumed to be seeking profit
maximization as a fundamental goal even though
other objectives may be desirable and, at times,
given primary consideration. This is to say that
the direct purpose of a project may be to expand
a market, improve a process, reduce the cost of
a process, upgrade product quality, or perhaps
foster employee morale; but there is always an
expected profit contribution or financial impact. In
any capital investment there is an assumed improvement in the long -range profit position of the enterprise.
Capital expenditures, from the planning view,
do not necessarily coincide with accounting or tax
conventions. From an accounting or tax viewpoint,
capital expenditures generally involve investment
into fixed units of plant or equipment which in' Hammermill Paper Company, Erie, Pa.
2
]
M. Fremgen, "Capit
Budgeting Practices: A Survey,"
Alanagem ent Accounting, May 1973, p. 23.
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vestment is recovered ratably each year against the
sales revenue generated. However, projects which
require investment into inventories or accounts receivable (working capital) must include the value
of these investments in determining the overall investment along with the machinery, buildings, and
land. Thus, the investment base includes both fixed
assets and working capital. In certain situations, the
investment may also include expenditures for items
such as advertising and research development costs
as well as startup costs. From an accounting or tax
point of view, these expenditures may well be considered as expenses to be recovered against sales
revenues in the year incurred rather than added to
the fixed asset accounts.
The business enterprise is considered to be operating under conditions of capital rationing which may
be defined as "a situation in which an organization
does not have and cannot obtain enough capital to
make all of the investments that are available to it." 2
Essentially, more projects for capital expenditure are
presented than the firm can provide capital for.

When Should the Firm Invest?
Some investments made by a firm require no
investment analysis or rate of return calculation.
These are the investments required to maintain
production or to stay in business. If the warehouse
roof starts leaking, the firm will invest in a new
roof. If the motor for indispensable productive
equipment fails, it will be replaced immediately
without consideration as to rate of return, because
the only alternative is not producing the product
(going out of business). If the Environmental
Protection Agency requires a pollution control
project, for example a settling basin for an effluent
that is currently discharged into a nearby stream,
the investment will be made because the alternative
is no production at all. All of these investments
must be considered as obligatory or replacement.
Once the firm has decided upon the portion of its
capital investment that is demanded by the obligatory or essential projects, it can move into the
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Measuring the Rate of Return
The methods of measurement commonly used to
evaluate capital expenditure projects are generally
the following five:
ACCOUNTING RATE OF RETURN

The accounting rate of return is the expected
average annual net income from an investment
divided by the initial outlay for that investment.
To illustrate all of the five measurement methods,
MANAGEMENT ACCOUNTING/SEPTEMBER 1976

the following simulated project will be used as an
example.
The initial net cash investment required is $100,000 which includes the outlays for the equipment
and the necessary working capital for inventories
required. The $100,000 is also net of the expected
cash salvage value of the old equipment which was
replaced by the new project. The anticipated cash
inflows of the project are as follows:

End of year
1
2
3
4
5
6

Post -tax
net cash savings
50,000
60,000
30,000
20,000
20,000
30,000
$210,000

,,... the
profitability of
a product
should be
formulated in
incremental
terms . . . "

$

area of desirable projects. These are the projects
over which the firm has some discretionary power,
and usually involve a return on the investment
derived from either cost reduction or expansion of
sales.
It is at this point that the firm may well ask the
question —when should we invest? In employing
the factors of production —] and, labor, capital, and
the enterpriser, the fine will generally continue to
add labor until the marginal revenue product resulting from the addition of the last worker just
equals his wages. The value of this marginal or
last portion of the products is the gross receipts
derived from the sale of the product produced by
the last unit of labor added. When this situation
is reached, the firm becomes indifferent about adding any more labor units as the cost of such labor
would be the same as the revenue produced by it.
In the employment of capital, much the same
analogy may be drawn. The wages of capital may be
thought of as interest or interest represents the return to capital. The firm will add to its capital investment until it reaches the situation where the
interest on that capital just equals the revenue produced by it. This is referred to as the marginal efficiency of capital —that is, the excess of rate of return from an additional unit of investment over
its cost.
When this return just equals the cost of providing the capital, the firm will become indifferent
about adding any more capital units just as it became indifferent about adding additional labor units
when their cost equalled their revenue.
A significant portion of the recent writings on
capital budgeting concerns itself with the concept of
rate of return and solutions to the problem of comparing the return from future flows of funds with
today's costs of employing capital. Essentially, the
writings concern themselves with the measurement
of the marginal efficiency of capita]. In determining
the rate of return of an investment, it is generally
accepted that the profitability of a project should be
formulated in incremental terms if its potential
contribution to company profits is to be properly
judged. Another generally accepted concept is that
a capital expenditure should be defined in terms of
economic behavior, rather than in terms of accounting conventions or tax laws. The criterion, then, is
the flexibility of the commitment involved —the
rate of turnover into cash, or cash flow. Indeed, the
crucial estimate in analyzing the productivity of a
capital investment is the care and precision with
which the cash flows are estimatcd.3

The cash savings for the sixth year includes the
conversion of the inventories into cash and the cash
value received from the salvage of the equipment.
The accounting rate of return is so named because
it purports to give an answer which is comparable
to the results which will later be reflected by the
accounting records. In this simulated project, the
expected average annual net inflow is $35,000. Dividing this average inflow by the original investment
of $100,000 produces an accounting rate of return
of 35 percent. This method is basically a non -time
value approach as it fails to recognize the time
pattern of the cash flow.-' The dollar values of the
cash inflows are brought into the calculation of the
average annual net inflow at full face value even
though some are received at the end of the first
year, and other inflows are not received until a point
in time six years away. Failure to recognize the time
value of money is the major shortcoming of the
accounting rate of return measurement. This method is also referred to as the simple rate of return.
PAYBACK

The payback measurement of rate of return is
also referred to as the payout method. Conceptually,
this is the length of time required to recover the
original cash investment from project earnings (the
"payback" or how long does it take to get back the
investment). It is also referred to as the time it
takes an investment to pay for itself. Again, this is
a non -time value approach. It is probably the easiest
to comprehend by operating personnel. In addition
to this deficiency, it does not take into consideration
earnings subsequent to the payout period. Although
not a strong tool with which to measure risk, the
shorter the payback period the less risk of loss of the
investment. Used in this framework, the payback
method is a crude measure of risk.
In the simulated project above, the payback
period would be one and five- sixths years, calculated
as follows:
Joel Dean, Capital Budgeting, Columbia University Press, New
York N.Y., 1951.
T. if. Verno n, "C ap ital Bud geting and the Evaluatio n Proc es s, "
Management Accounting, October 1972.
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"The present
value method
is also a time
value approach
to the
measurement
of rate of
return."

Original investment
Less net savings in first year

$100,000
—50,000

Balance
Less net savings in second year

$ 50,000
—60,000

Excess of investment

$ 10,000

Tile second year net savings of $60,000 have returned more than the balance of the original investment. The savings are being achieved at the
rate of $5,000 per month. In ten months the necessary $50,000 will be accumulated. Ten months
equals five- sixths of a year, hence the payback period
is one and five- sixths years. Note that no consideration has been given to earnings beyond this point
in time.
AVERAGE RATE OF RETURN

The average rate of return is a close cousin of the
accounting rate of return. It is calculated by dividing the average annual net income from the investment by the average investment. It differs from the
accounting rate of return in the use of the average
investment rather than the initial investment. The
thought here is that the true investment is an average investment. The average investment is considered to be one -half of the initial investment,
since it declines from the initial investment amount
to zero at the end of the project's life. In the
simulated project discussed, the average rate of
return would be 70 percent calculated by dividing
the expected average annual net inflow of $35,000
by the average investment of $50,000. This method
is again a non -time value approach failing to recognize the time pattern of the cash inflow.
DISCOUNTED CASH FLOW

The discounted cash flow rate of return is a time
value approach to the measurement of rate of return. The basic concept involved is that earnings
received in the future have less value than earnings
received now. This is because earnings transfonned
into money can be invested immediately to earn
some predetermined rate of return even if that rate
of return is only at the rate of savings interest in a
bank savings account. For instance, $100 invested
today into a savings account at five percent will be
worth $105 one year from today, $110.25 at the end
of two years, and $115.76 at the end of three. Reversing this familiar compound interest example,
we can ask what is the value today of $115.76 to be
received in exactly three years if money can be invested at five percent. The answer is, of course,
$100. The discounted cash flow rate of return attempts to determine the rate of compound interest
required to discount future earnings back to equal
the investment required now. In our example, the
earnings are expected to occur over a time period of
six years, but in rather irregular amounts. The investment required is $100,000. By a trial -and -error
method we must determine what interest rate will
be required to discount those future earnings back
G
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to the original $100,000. The correct answer is
about 32 percent which means that the present
values, which total $100,000, of each of the future
cash flows could be invested today at 32 percent
compound interest and in six years this amount
would be equal to the $210,000 earnings accumulated by our simulated project. The primary advantage of this method is that it provides for
project ranking independent of assumptions regarding the cost of capital.-,
PRESENT VALUE

The present value method is also a time value
approach to the measurement of rate of return.
The major difference between this method and the
discounted cash flow lies in the fact that the discount rate is supplied or predetermined beforehand
for the present value method. In most cases, this
is the firm's cost of capital or an established minimum rate of return that must be achieved by a
proposed project before it can receive consideration.
In our simulated case, we shall establish the minimum rate of return as 15 percent. This means that
we shall discount all future earnings of the proposed
project back to the present time at a discount rate
of 15 percent. The amount so determined can then
be compared to the amount of the original investment ($100,000). The present value of the proposed project is about $143,000 which is $43,000
more than the original investment. Since the
present value of the future earnings is greater than
the original investment, the project is considered
acceptable. This method will not rank competing
projects; it will only tell if a project will return the
original investment. However, by dividing the present value of the future earnings by the initial investment, a ratio or index can be developed which
can serve to rank projects. In this case this ratio
would be 1.43.
The five methods of measurement of rate of
return for the simulated project have produced the
following answers:
Accounting rate of return
Payback
Average rate of return
Discounted cash flow
Present value

35%
1 -5/6 years
70%
32%
$143,000

Monitoring the Progress of the Project
This phase of capital budgeting is not covered
as extensively in current literature as the rate of
return concept. To ensure that the project is
properly authorized and carried out in accordance
with original intent, planned costs, timing of expenditures, and financial results, management must
establish control procedures.
The initial control mechanism is considered to
be the capital budget for the business as a whole,
and this budget is established prior to the year in
which the expenditures will occur.
An immediate or short -range capital budget will
generally cover only a one -year period, but will
generally be a part of a longer -range plan, usually
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

a five- to ten -year period. The formulation of the
short -range capital budget enables management to
evaluate competing projects and determine the
contribution of each. In the normal case, the requests for capital expenditures far exceed the funds
available, so the budgeting process is one of weeding out the low - priority projects. Some projects may
be acceptable but not for the immediate future.
These projects can then be deferred.
Once the process is completed, the consolidated
budget, representing the thinking of many levels of
management, is presented to a budget committee or
top management. At this level, the overall amount
of the budget is set either by executive decision or
by a review of the proposals presented that have
survived the weeding -out process. After the budget
level has been set, the originators of the approved
projects are normally informed of the inclusion of
their projects in the approved capital budget.
The second point of managerial control of
capital expenditures is the requirement that all
projects be submitted for specific management approval before work is begun or binding commitments are made. This requirement applies to projects that are in the approved capital budget as well
as subsequent alternate proposals or additional
projects. This request for management approval
usually occurs sometime during the budget year,
but not until the project is about to be implemented. This second review affords management
another chance to examine the project and decide
if it wishes to proceed with the project. It also permits originators time to re- examine the proposal in
detail and formulate more exact cost and revenue
estimates. At the point of requesting management
approval to implement the project, the estimates
should be refined and the project benefits specifically worked out.
Project approval occurs based upon the formal
request. It is generally accepted that as the dollar
amount of the proposed investment increases, so
does the approval level. Inherent in the procedure
is the fact that benefits will be reaped over a fairly
extended length of time and an error in judgment
involving an investment in fixed plant and equipment is serious in that it usually exerts a continuing
effect on the operations and profits of the com8
panv.
At this point, a procedure for the control of
costs, time, and quality is required to cover the
project from approval to completion to ensure that
the project is carried out as proposed. This usually
takes the form of a monthly or quarterly report
that details the progress of each authorized project
setting forth the spending to date on the project,
the estimated amount necessary to complete the
project, the timing of the remaining expenditure,
and a comparison between the amount authorized
for the project in total. The emphasis is normally
on individual projects or jobs.
The report form may be designed in such a way
as to highlight those projects that are exceeding
their approved dollar amounts so management may
take action to determine the reasons therefor and
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be prepared to provide additional funds to cover
the anticipated excess spending.
Approval of overrun requests must generally be
given by the same management level that approved
the original request unless the total dollar value of
the original investment and the overrun exceed
its approval level. Approval then must be given by
the next highest executive level.
Post - Auditing of the Investment Decision
REASONS FOR THE AUDIT

After the funds have been expended and the
project is put in service, a well - rounded capital
expenditure program will focus on a post audit of
the investment, Such an audit fosters a sense of
responsibility in the originators of capital investment programs. If it is known that projects will be
reviewed, those who planned the projects will tend
to take action to attempt to ensure that the project
does achieve its planned result. The integrity of
future capital expenditure requests and justifications
is enhanced. Another reason for the post audit is to
direct management's attention to unsuccessful projects so that additional action may be taken to attain
planned performance. A third reason for the post
audit is to gain experience in evaluating, selecting
and approving future capital expenditure proposals.

... a wellrounded
capital
expenditure
program will
focus On a post
audit of the
investment."

WHEN TO A UDIT

First of all the project must be completed, since
part of the audit compares actual expenditures for
the project against the planned expenditures. Most
projects involving an economic return on the investment are best post audited after being placed
in service for a six -month to one -year period of
time. This enables the project to go through a
shake -down period and accumulate a reasonable
earnings or savings period to be used in the audit.
Generally, the accounting department performs
the post audit, although personnel such as the
chief engineer, plant manager, or originators of the
project may be responsible for gathering of the data
and assembling the report. In some cases, the post
audit is prepared by one group and reviewed by
another group.
Formulation of the Capital Budget Request
At the local or plant level, the project originators
or sponsors usually initiate the budget estimates.
These proposals, along with their justification, are
submitted to plant managers, but ordinarily only
after informal discussions have occurred. In actuality, the search for projects is a continual process.
Indeed, in most companies the demand for capital
for proposed projects far outstrips the supply of
capital allotted for the capital budget. Most projects
of any consequence have been carefully considered
and planned well in advance of budget time and
discussed well up the management line to get
guidance and to find out whether they are in con0

A typical layered approval procedure mikht permit the plant
manager to ap prove pro jects up to . 55, 000; the d ivisional manager
up to $25,000• the gro up vic e pres d ent up to $75,000; the p res ito $100, 000 and the bo ard of directors all p ro jects over
dent
$100,000,.

A
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"Desirable
projects are . . .
sub - classified
as either profit
or non - profit."

formity with management's plans. By means of this
procedure, it may be said that by the time the
budget reaches top management for approval, there
are no surprises in it.
Many of the details involved in the preparation
of the budget are covered by a capital budget
procedure manual. The timetable for the process
from one such manual follows:
Jan. - July
Operating managements consider various capital additions for their respective divisions for the coming
year and discuss the projects with reporting officers.
Aug. 1
All major projects (over $50,000) being considered
are forwarded to the Corporate Capital Budget Staff
for economic analysis standardization and preliminary review.
Sept. 1
Final screenings of division budgets take place at
division level and proposed final budget requests
are presented to reporting officers.
Oct. 1
Finalized proposed division budgets are filed with
the Corporate Capital Budget Staff.
Oct. 1 - Dec. 1
Top level management reviews the proposed budgets in line with overall company objectives and
funds available.
Dec. 1 - 15
Reporting officers receive management notification
of the approved budgets for each division. Division
managements and the Corporate Capital Budget
Staff receive copies of the approved budgets.
Fiscal year end
Division controllers forward initial spending pattern
forecasts based on amount of approved budgets to
Capital Budget Staff.
The projects within the budget are often classified as to urgency by the submitting plant. One
such system utilizes the concept of Essential and
Desirable as the basic classification. Essential projects are defined as those that represent the minimum needs of the operating unit to maintain
operations at their present level of effectiveness. Not
undertaking these projects would involve acceptance of an operating risk level that is above practical
limits and would likely result in impairment of present operating efficiencies during the budget year.
Desirable projects are defined as those that probably
should be done, but with the acceptance of tolerable
risk, can be delayed until the next budget period.
Desirable projects are further identified and subt
Procedure 1lfanual, Capital Budgeting, Hammermill P ap er C om;ranze 1974, p. 4.
The Conference Board Capital Investments: Appraisals and
Limits, Report No. 641 1§74, p 8.
6 J. M. F remgen, Op. t;'it., p. p0.
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classified as either profit or non - profit. Profit projects
are those that promise a return on the investment
through profits derived from the sale of new products, cost reduction achieved through new processes,
or lower cost methods of performing present operations. Non -profit projects are those that have
limited, if any, profitability. This category includes
those projects that are profit maintaining (or loss
preventing), projects dealing with working conditions and facility replacements and improvements.
Another classification in common use is the
"Contingency." This is usually a budget category
set aside to cover unforeseen events and to fund
projects expected but not specifically foreseen at
budget preparation time.
Measuring the Rate of Return
The methods actually in use by companies today
to compare probable returns forecast from projects
follow rather closely the methods mentioned in
capital budgeting literature. The principal mathematical standards used today listed in order of
frequency are:
1. Payback
2. Discounted cash flow rate of return
3. Return on investment (average rate of return)
4. Net present value
5. Benefit -cost ratio (present value index)"
In the recent survey conducted by the Conference Board, it was noted that the majority of the
firms employed two or more mathematical criteria
in analyzing capital expenditure proposals. Where
only a single yardstick is used, a substantial majority
chose either the discounted cash flow return on investment or the payback method. Surveyed companies were in general agreement that best results
are obtained when whatever method is used is
applied consistently and serves primarily as a guide.
Another survey indicated that the most important
method (as decided by the respondents) was the
Discounted Cash Flow method, especially in the
firms having larger capital budgets, whereas the
firms with smaller budgets felt that the payback
method was the most important.9
A method of mathematical analysis that is somewhat of a hybrid was also in use. Identified as the
average rate of return, this method recognizes the
time value of money; but, unlike the discounted
cash flow method which assumes that the cash receipts from the investment under consideration will
be reinvested at the discount rate, the cash receipts
are reinvested at a rate of interest equal to the
company's return on alternative investment.
In actual practice, a company that uses the discounted cash flow method or the present value
method generally finds that the mechanics are tiresome unless a computer program is utilized to
quickly perform the mathematical calculations. This
is especially true for the discounted cash flow
method of determining the rate of return. A simplified worksheet approach was observed in actual
practice. This worksheet (Exhibit 1) determines
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Project Selection between Plants
Although each operating unit or plant of the
company is thought of as competing for the same
capital dollar, in the usual situation, the total budget is spread out between plants in such a way
that the essential projects are funded in the main
for all plants. In addition, major projects within a
given plant or division are generally rotated so that
each year one or two divisions receive major portions of the capital budget and in a following year
other plants are favored. Once the essential projects
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

and major expansion projects have been funded,
the remaining capital budget funds are distributed
to divisions based on the rate of return criteria. As
this distribution is being determined, both the rate
of return and the dollars required are considered.
Often, high- return projects requiring large amounts
of capital are passed over in favor of a number of
somewhat lower rate -of- return projects which require
smaller amounts of capital. Top management uses
the concept of spreading the capital budget dollars
widely within the company rather than strictly on
basis of rate of return.

"Risk analysis
is an extension
of sensitivity
analysis . . . "

Monitoring of the Budgeted Projects
In the company surveyed, the budget is continually monitored by use of the Capital Budget Status
Report which is prepared at the plant or division
level each month or fiscal period. This report is
quite brief, but displays the plant or division's approved budget amount, the amount of budget
which has been authorized, the indicated over or
underrun of all projects authorized in the budget
year, the projects that have been submitted for
approval but not yet actually approved, and the re-

Exhibit 1
PROFIT PROJECTS -WORKSHEET
A. Project cost
B. Working capital
C. Total investment (A + B )
D. Factor from Table A
E. A X D
F. Yearly savings
(Before depr, or income tax)
G. Factor from Table B
H. F X G
I. Adjusted cash flow (E H)
J. Ratio of I to C (I C)
K. Compound return from Table C
(Interpolated)

$100,000
10,000
110,000
$

.057

$

+

-

10,000
15.700

.143
8.5%

Table A

Table B

Factor
.072
.070
.066
.060
.057
.054
.053
.049

Economic
life
2
3
4
5
6
7
8
9
10 over

Factor
.141
.202
.258
.308
.354
.396
.434
.469
.500

Ratio
.458
.539
.633
.741
.865
1.262
1.815
2.578
3.618

Rate of
return
22
24
26
28
30
35
40
45
50

&

Tax
life
2
3
5
8
10
12
13
16

5,700

$20,000
.500

_

the present value of the annual tax depreciation
arising from the project assuming a discount rate
of 10 percent and also the present value of the
savings or profit generated by the project during its
economic life assuming a discount rate of 10 percent. The worksheet also assumes a planning period
involving a maximum economic life of 10 years.
The present values of both the tax depreciation and
project savings are then assumed to be invested at
a compound rate of 10 percent interest for a fixed
ten -year period for all projects. The 10 percent rate
is the company's historic return on all capital expenditures. The amount determined to be the total
of this compounding effort is then related to the
original capital investment into the project and the
question is, "At what rate of compound interest
must the original project cost be invested to accumulate to the same total ?" This rate of compound
interest is the rate of return for the project. The
worksheet illustrated makes this rather complicated
set of computations quick and easy.
Many companies today are going beyond the
mathematical formulas just mentioned. Risk considerations are also employed in a further step in
the analysis. Probabilistic analysis involves four basic
steps: (1) key input variables must be identified,
(2) the range over which these variables may extend
must be determined, (3) the variables must be
repeatedly combined in either a random or selected
fashion to produce results and (4) a probability
distribution reflecting the likelihood of outcome
of various results must be prepared. Sensitivity
analysis involves calculating the rate of return
repeatedly using ranges of values for each variable
used in the computation of the rate of return. Each
variable is inputed at several points over its range
while all other variables are maintained at their
original deterministic value. This type of analysis
would alert management to the key variable and to
its criticalness in acheiving the indicated rate of
return. Risk analysis is an extension of sensitivity
analysis wherein key input factors are simultaneously
varied over their entire ranges and then brought together in either a selected or random fashion to
determine the impact of the possible combinations
on project profitability. Because this procedure
produces not only a range of possible outcomes,
but also an indication of the frequency with which
particular results within the range occur, it enables
users to make capital investment decisions in a
manner consistent with their attitudes on the acceptance of risk.

Table C
Ratio
.093
.112
.135
.163
.195
.233
.277
.328
.389

Rate of
return
4
6
8
10
12
14
16
18
20

Source: Hammermill Paper Co. Procedure Manual, "Capital Budgeting," 1974.
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maining portion of the budget that is yet to be
authorized. The mechanics of the form are such
that by inserting the proper figures where called for,
the form will automatically set «p the arithmetic to
arrive at the uncommitted balance. The form also
has space for entering the description of projects
approved during the period being reported on and
their amount as well as a list of the projects submitted and for which approval is pending.
The reports submitted by the plants and divisions
are consolidated at corporate headquarters and the
consolidated report is circulated to top management
and the board of directors at regular intervals. This
constant monitoring of the status of the capital
budget by top management tends to provide early
notice of trouble spots and enables management to
avoid surprises.
Another control mechanism in regular use is a
report on the actual spending against each approved
project from the time of approval until the project
is closed out. This is called the "Capital Authorization Progress Report." In addition to displaying the
expenditures to date on each project, the estimated
amount of expenditures needed to complete the
project is also shown to include the timing of these
expenditures by calendar quarter. Each project's
total actual and anticipated expenditures are compared to the amount authorized for the project and
the indicated over or underrun is highlighted on the
report. This report is prepared at the plant or division I vel and circulated to interested parties there
and at orporate headquarters. The reports are also
consolidated at corporate headquarters to produce a
report which sets forth the total expenditures on all
capital projects each fiscal period and on a year -todate basis.
Comparison of Theory and Practice
Capital budgeting theory seems to concentrate on
the area of measurement of rate of return to include financial analysis and project selection. In a
recent survey, respondents indicated that the state
of capital budgeting that they found most difficult
and critical was project definition and estimation of
cash flows."
This same survey found that financial analysis
10 J . M . Pr e m s e n, Ibid., p. 25.
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was considered the second most critical stage of
capital budgeting, but only narrowly more critical
than project implementation and review. In order
of difficulty, project implementation and review
ranked above financial analysis and project selection.
In theory, almost all capital dollars are distributed on the basis of projects with the highest rate
of return where in practice, a sizable portion of the
capital budget is devoted to "essential" projects
which often do not have a high rate of return.
In theory, the rate of return is frequently the
highlight in determining if the project will be
accepted; but in practice, management's feel of the
situation and the personal judgment of top management regarding the merits of the proposed project
are paramount. In addition, management tends to
desire to spread the available capital dollars to many
units of the company, even to the extent of including in the budget some projects having a lower rate
of return than other projects from a location which
already has a number of high rate of return projects in its approved capital budget.
Conclusion
Budgeting for the updating of American industry
is a formidable task. Management today needs all
the help it can get to plan, evaluate, finance and
control capital expenditures. Current literature on
the subject might sharpen its focus on the project
definition and estimation of cash flow stage and on
the project implementation and review stage and
devote less time to the financial analysis or rate of
return stage. The main worth of a capital expenditure program is not found in the sophistication of
the analysis technique; indeed, this may be the
least important aspect. The real value is found in
its effectiveness to unite the efforts of the firm's
management toward assuring that the requirements
of tomorrow are provided for today.
Management must develop the proper climate in
which innovation flourishes, formulate an acceptable method of evaluating proposals, authorize expenditures that follow the plans of top management, control those expenditures, and develop a
reasonable post audit program to keep score. The
future of the firm is being decided today by the
planned actions of its forward- looking executives.
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FOR WANT OF A NAIL
After a series of studies, we concluded that in order to produce
a better product more efficiently, we would need new machines.

By Kenneth H. Bergstrom
This article is based on an actual case concerning
a nail manufacturer during the mid- 1950s. Its purpose is to show the constructive thinking and work
necessary to make a small concern profitable in a
competitive economy.

History and Statistics
During the 1950s, competition in this industry
was such that prices could not be increased without
risking a loss of volume. Profits therefore had to be
achieved by superior performance. At the time our
company had been in business for about 40 years
in an old, but solidly built, factory. Annual sales
were about one million dollars. The earning figures
for the past five years, however, were at the zero
point. Furthermore, the balance sheet showed that
the owner's equity was negligible, with loans representing most of the ownership. The interest on
these loans was a heavy cost burden.
To complicate the situation, our general manager
had just resigned and the new general manager,
although basically competent, had limited manufacturing experience. I was assigned to him as management consultant, and together we went to work.
Our first task was to explore existing conditions.
A quick observation showed that:
1. Manufacturing equipment was inefficient compared with that used by competitors. Most of it
was fully depreciated. Operation volume was
running about 50 percent of capacity.
2. The product line was very extensive as to types
of nails and size ranges.
3. There were about 200 customers in the area of
about six states, served by one salesman. An
average of 20 customer orders per day were received.
4. Accounts receivable were factored, collected by
banks to cover loan interest.
5. Cost and control information was nonexistent.
Therefore, management did not know profitability by products nor by customers.
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

Balancing the above negative factors was the
superior morale of our employees. These 50 to 60
people had a great desire to keep the company
going. Communication from president to plant
sweeper was excellent.

Cost Analyses
Our second task was to make various improvements without making costly changes to present
facilities. (Although eventually we did modernize
our production equipment). In other words, to get
the best results from what we had to work with,
we applied accounting and cost analyses to our
several product lines and market outlets. How did
each contribute to company income? We could
not afford a cost department, but in one month's
time, limited but practical product cost information
was developed on a direct or out -of- pocket basis to
be able to cost sales. The results of the marginal
income reports enabled us to direct sales effort to
the more profitable lines. We also costed incoming
orders to get advance guidance. The same costs
served as a basis for customer quotations and price
lists. One key bit of information was that management knew the day of each month when the break even line was reached. Marginal income then covered fixed costs. Improving operating procedures to
make each monthly "break -even day" earlier became a game enjoyed by all employees.
We next studied the production schedules of our
present facilities. To what extent were the machines
producing product? What were the reasons for
down time? We examined scheduling procedures.
On repetitive sales items we applied economical
lot methods, and used these items to level production and thereby control finished goods inventories.
Made -to -order items were given priority. The factory supervisors contributed most of the effort to
make this study because they knew the problem
best. In the process, numerous facts were revealed
which had escaped them in the course of their daily
routine. Simple procedures were set up by which
intelligent scheduling decisions could be made. Factory employees and supervisors now knew the capac-
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ity of their machines for daily, weekly, and longer
periods of time. They knew their progress too.

Some Other Costs
Direct labor costs as such were a minor cost
factor compared with materials and machine output. We did, However, install a job evaluation and
merit rating procedure so as to maintain the high
morale of our personnel. Excessive labor turnover
was costly because operator machine skills took
months and sometimes years to acquire.
The cost of scrap could be a major loss factor.
Variations in production volume requirements demanded management decisions on when to work
overtime, or when to set up additional shifts. The
pros and cons were expressed in cost figures. By the
same token, when production demand volume decreased, we calculated the cost of inventory buildup
compared with idle or down -time data. In all these
comparative cost calculations, factory and office
personnel participated and contributed towards the
best decisions.

Marketing
On the marketing front, we explored the possibilities of making other items on our equipment.
The results were gratifying. Some design changes
in present products also helped increase profitable
item volume. Packaging for the convenience of "do
it yourself" people resulted in increased volume at
satisfactory profit margins.
We actually reduced, or stopped, trading with
some customers without an appreciable loss in total
marginal income, after we conducted an analysis
of marginal income by customers that showed very
low profit on some large accounts and, in some
cases, actual marginal losses.

Continued from page 7
tire life becoming educated and teaching,
can be classified as an authority on accounting practices in the field.
I also believe that MANAGEMENT AcCOUNTING should make a better effort to
obtain articles written by the people
who have experienced the day to day
activities in our profession.
Charles E. Haley
St. Louis Chapter
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Facilities Modernization
Our third major project was to investigate opportunities to reduce costs and increase profits by a
facilities modernization program. After a series of
studies, we concluded that in order to produce a
better product more efficiently, we would need new
machines. In addition to the need for improved
nail - making machines, we discovered a major competitive disadvantage in that we did not have our
wire- drawing facility. With wire - drawing machines,
fewer size wire gauges would be purchased and inventory control of raw material would be easier.
There was also a material cost advantage. We pre.
pared comparative schedules showing the past year's
actual operating data recalculated using new equipment.
The machines were ordered and subsequently installed, After only a few months of operation, the
target performance was achieved. The old equipment was moved to another location and kept in
operating condition. We found we could -use these
machines on certain long -run inventory items, so
we set them up permanently for this purpose. This
reduced set -up costs and relieved peak load scheduling needs.

Conclusion
This case demonstrates that positive results can
be achieved by simple practicable methods. The
number of people on overhead was not increased.
Those who participated enjoyed the extra effort
they gave. We were literally able to say we made
our nail, shoed our horse, and won our battle. []

What We Make It

LETTERS

St. Louis, Mo.

Likewise, after we analyzed transportation costs,
we cut our sales efforts to distant customers and
concentrated on those within a reasonable distance.

I see no justification for comparing the
number of articles by teachers to the
number of teachers in a particular
Chapter as Roger Emge did in his letter
to the editor in the March 1976 issue of
MANAGEMENT ACCOUNTING. Would it
not be more appropriate to equate the
number of manuscripts submitted by the
teachers, many of whom are also CPAs,
and those submitted by others to the
number published? Would the "occupational ratio" then be so disproportionate?
The question is not the survival of
MANAGEMENT ACCOUNTING but the

future Of MANAGEMENT ACCOUNTING. IS
it to be a debit and credit cookbook or a
professional journal? The membership of
NAA is a diverse one. It encompasses all
areas of the accounting profession, and
so should MANAGEMENT ACCOUNTING.
It should be a forum for current professional news, practical applications of
accounting principles, the introduction
of new concepts and methods, or whatever we the membership choose. MANAGEMENT ACCOUNTING will be what we
make it.
Edward G. Trudell
Polk County Chapter
Lakeland, FIa.
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FORECASTING
FOR CONTROL
Forecasting often is used to extrapolate past events into the
future. Used this way, it often becomes a passive tool set to a
barren pasture.

By Bradford A. Lindsey
Events have a way of making the best looking
forecasts end up looking ridiculous. This will never
change entirely. In the fall of 1973, for ex amp le,
38 out of 40 to p eco n o m ists failed to p red ict th e
coming recessio n . The majo r d o mestic auto mo b ile
manufacturers went on producing their med ium
and large -sized car models, virtually ignoring the
subcompact market, which, by 1975, had approached 20 p ercen t o f the to tal d om estic m arket.
Surely, if lead in g eco n om ists an d large companies
using the m ost sophisticated techniq ues cannot correctly predict even the direction of th e eco n om y ,
what hope is there for reliable information from
forecasting attemp ts?

Rather than simply putting emphasis on the
predicting aspects, this article will try to encourage
a sense of user participation in the process. The
forecasting approach itself is best explained by
breaking down the process into its four main components —data collection, historical analysis, original budget forecasts, and revised budgets.

Data Collection

easy -to- understand short -term forecasting tool our
company (Warn aco ) has just begun to use. W e
find it helps its to get q u ick feed b ack o n wh en ou r
orders are n o t go ing alo n g acco rd in g to plan .
At Warn aco, we know all too well what the
whims of th e m arket can bring. W e are a diversified apparel manufacturer consisting of 17 divisions., We realize, m o re th an m o st, th e need fo r
good forecasting, because apparel sellin g is h ighly
dynamic and un predictive— especially when dependent on consum er attitud es toward fashion.
Let us take ladies' shirts as our example. Th e
product line, however, could be television sets or
New York City expenditure categories instead of
ladies' shirts. In o ther wo rd s, alm ost an y com p an y
can apply certain elements of the forecasting
method abo u t to b e d escrib ed .

Apparel manufacturers normally process their
bookings (orders) on a weekly basis so that this
time unit is the basis of reporting. At this point we
decide whether to use confirm ed, unconfirmed, net,
or gross orders. Each company should decide this
qu estion based on its own needs. The crucial point
is to be consistent in reporting once a choice is
mad e. For our company, the decision was that net
con firmed orders provided the most reliable indicator.
Next decide if your product line is seasonal —
such as spring, fall, or holiday. If the answer is yes,
these seasons should be treated as separate entities.
Data should be collected four years back if possible.
As we shall see, this collection of historical data is
not absolutely necessary, and thus new lines can be
handled through manual estimates. Because the
data are entered in summ ary by week, the input
sho uld not take long to do. If the orders have been
saved on computer files, a program could be written
to generate the weekly summaries.
Our forecast system has the capability either to
su mm arize the data to higher levels (from product
line to division to company) or t o t ake the data
directly at the higher level.z Product line can be
used in almost any m anner desired. It can be used
to distinguish price categories, special distribution
features, or simply physical characteristics of the
pro duct. To get an early start and understanding of
the system , we used only the highest levels.
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After the data have been collected, we are ready
to d o the analysis. The first report which is run is
the Cumulative Order Report (Historical). See

Product Line: Ladies' Shirts
This article is n ot abou t econ ometrics, regression

analysis, technological forecasting, or the like. Prop.
erly used, these tools have their place and can be
quite valuable. What we will consider, rather, is an
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"We suspected
that retail
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tighter controls
on their
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Exhibit 1. We see on the left hand side cumulative
bookings for the past four years and the current
vear to date. The right hand side of the report
shows the corresponding cumulative percents. For
example, the figure 80.8 percent under the 1974
"Percent of Season" column indicates that most of
the orders had come in by the eighth week of the
season that year. Nothing is shown for 1975 because
those percentages would not be available until
year -end. In the "AVE" column are the average
percentage figures over the past four years. These
normally are the percents that are used in the forecast program. The "EST" column at the right allows the user to insert his own percent distribution
based on his best judgement.
Looking at this report, certain observations can
be made. In each succeeding year from 1971 to
1974, the retail stores tended to place their orders
earlier and earlier as shown by the percents' increasing values. Based on this accelerating trend,
one might want to make his forecast by using
percents closer to those of 1974 rather than the
average. Yet, management, realizing back in March
1975 that we were in the midst of a recession, and
feeling that retail stores would be ordering much
slower than normal, chose to use percents even
lower than 1971. In short, the user is not bound by
history (averages or trends), but can choose his
own pattern. For ease in explaining, however, we
will assume that the averages were chosen for forecasting and breaking down the total season budget.
If special estimates are chosen instead, the system
simply overrides the averages with these values and
then proceeds to project using these new values.
Original Budget Forecasts
Now we come to the Orders Forecast Report
which is run on a weekly basis (Exhibit 2). This
report provides feedback on how well actual orders
are meeting budget expectations. Likely candidates
for this report include the president, controller, and
the vice presidents of manufacturing and marketing. At this point all that is required of the user is
for him to enter the total season budget as a parameter to the system. Management felt that $9,000
(in thousands) was a reasonable goal to shoot at for
Fall 1975. This figure is shown on the final line
under the Cumulative Expected Orders column.
The system then proceeds to do the rest of the
work. It breaks down the $9,000 into cumulative
weekly budget estimates using the average percents
derived earlier in the history analysis. Thus for the
first week we have $1,053 (11.7% x $9,000), the
second week 2,484 (27.6% x $9,000), etc.
The low and high seasonal percent indexes are
also shown. These indicate the range of uncertainty.
The user can verify these percents by checking the
earlier order history report.
The Orders Forecast Report was first run back in
early March (actual week = 09) . As long as the
sIn actuality, management knew well before the season started
that 1975 would be an unusual year. To get the full picture they
chose to nun two weekly order forecast reports
ne using average
percents (as s hown in Exhibit 2), and the other using their own
percents (Exhibit 3).
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original budget remains unchanged at $9,000, the
seasonal index and expected orders columns will
remain unchanged from week to week. The Actual
Orders, Deviation, and Forecast columns will have
a newly added line each week to reflect the latest
status for actual orders. (In our exhibit, data for the
Actual Orders, Deviation, and Forecast columns
are available only to the 25th week of the season.)
Thus, when the first week of the season came in
with $488 actual, a negative deviation of $565 from
the expected $1,053 was calculated. Also, an expected forecast of $4,170 for the season was calculated ($488 actual - 11.7% ave) along with the
low forecast of $1,991 ($488 actual - 24.5%
high). A high forecast is not provided for the first
week of the season, because a year in the past had
no orders in then. The deviations are large and
indicate that management is not even close to following the expected pattern —at least as based on
history. By the second week, orders are almost
$1,600 below budget. This means either the total
budget is overstated, or the expected order pattern
has significantly changed (as seen in later weeks
from the persistent downward movement of the
deviation percents), or a combination of both. This
leads into our next and final step.
Revised Budgets
We suspected that retail stores were putting
much tighter controls on their inventory investment, whereas in earlier years they had placed early
deliveries to avoid shortages. Now that our suspicions have been confirmed, we re- evaluate our
expectations.3 After getting feedback from our sales
manager and retail store buyers, we decide to stick
with the total budget of $9,000, but to readjust the
percentage pattern. These might be the percentage
estimates of Exhibit 1 discussed earlier. The computer then automatically recalculates the weekly
budgets and deviations to produce a new orders
forecast report (Exhibit 3) . As a result, within
hours, management has the new data and can compare actual orders with them. If later on we want
to see the effect of a $8,000 budget, all we need do
is enter this one figure into the system.
Questions of Evaluation
It is not an easy task to come up with a realistic
percentage breakdown, especially when it is clear
history cannot be used as a guide. In such times,
one must ask searching questions. Is the salesman
seeing his key customers early enough? Is the customer placing small initial orders with larger
reorders to come? Should we concentrate more on
leisure suits and less on basic sweaters? Should
we do more direct advertising to the consumer?
Answers to these and similar questions help determine what percentage figures to use.
The cumulative deviations and associated percents are the crucial figures to watch on the report.
There will probably always be weekly deviations,
sometimes quite large for a given week. But if these
are caused by random occurrences, they should tend
Continued on page 52
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Exhibit 1
CUMULATIVE ORDER REPORT (HISTORICAL)
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Exhibit 2
ORDERS FORECAST REPORT
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ENGINEERING
STANDARDS AND
STANDARD COSTS
Because engineering standards are not as precise as commonly
presumed, the accountant must recognize the possibility of
erroneous standards.
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By Roswell M. Piper

1
Af = 1 — Proportion of non- working time

There are three basic approaches currently utilized
in the development of labor standards, all of which
are categorized under the heading of work measurement. These three approaches are time and motion
studv, work sampling, and predetermined time
standards. Each of these approaches is subject to
a set of assumptions and limitations which makes
them suitable for some situations and less so for
others.

or

Standard Time
Before proceeding to a review of these approaches, it is necessary to define the term "standard time." Standard time reflects a pace of work
which may be maintained by an average trained
worker for long periods of time to perform a defined task, utilizing optimal methods, under given
conditions, and without experiencing undue physical or psychological stress.'
Basically, standard time is obtained by multiplying a normal operation time by an allowance
factor. A formula which may be employed is:
ST = NT x Af
where
S T = Standard time
NT = Normal time
Af = The allowance factor
The allowance factor (Af) is based on the following formula:
1
This d efinitio n is quite s imilar to tho se es po us ed by Nadler and
others. The major difference is the incorporation of humanistic
factors which should be employed in setting these standards. See
Gerald Nad ler, Work Design: A System Concept, Revised edition,
Richard D. Irwin, Homewoo d, Ill. , 1970.
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1
Af = proportion of working time

The allowance factor is usually determined from
this formula utilizing allowances as a percentage
value in relation to total time.
Considerations included in the establishment of
the allowance factor include time to attend to
personal needs, time to recover from unusually
strenuous activity ( fatigue recovery) , time to service and maintain equipment, equipment downtime
due to breakdowns and other irregular occurrences,
and other factors which are considered important in
setting the standard. Although work sampling is
often used in the determination of the allowance
factor, a great deal of judgment is still exercised
by the engineer in the process of selecting the
factor.
Because of the judgmental nature of the decisions
required in the determination of allowance factors,
the final standard time may or may not reflect
actual operating conditions. It therefore provides a
standard which is not as precise or certain as is
commonly assumed. Another fundamental relationship which is often overlooked is the trade -off
between standard time and the quality of the
products produced. Thus, another important variable is the typically inverse relationship between
standard time and the number of defective units
produced. Certain quality levels are generally implied with respect to standard times. Another point
which must be remembered is that these allowance
factors also may be determined by collective bargaining agreements.
The definition of standard time implies that
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

certain preliminary activities are conducted prior
to the establishment of standard times. The first
of these preliminary activities is the definition of
the work task and the analysis of task components
to determine the optimal method of performing the
task. Typically, this process involves the use of
schematic diagrams or charts such as work station
layout charts, simultaneous motion (SIMO) charts
and any others which are needed to analyze the
task. If the task is niodified, sufficient time must be
allowed for the worker to become proficient in the
revised task. Learning curves are often established
for the determination of the time required for the
worker to become proficient in the redefined task.
Thus, a major element in setting time standards is
this preliminary work. It requires judgmental decisions which are subject to considerable error.

Time Study
The oldest technique in work measurement and
the most expensive to conduct is time study. If films
or television tapes are used, a fairly precise analysis
of each job component's time may be obtained. If a
stopwatch is used, job components must be grouped
in identifiable blocks which are amenable to meas.
urement. Furthermore, it should be recognized that
a time study is a statistical sample and that the
number of task cycles which are observed is determined by the statistical confidence level one
considers desirable ( typically, ?5 percent) . However, the sample which is then taken is not usually
randomized; that is, the observer normally times
the worker's activities for the number of consecutive cycles considered necessary and does so on a
continuous basis rather than taking many different
randomly selected cycles. Some engineers do attempt to break up observations and time a selected
number of cycles (typically five or ten per observation) to obtain a sample with higher statistical
validity. After timing observations are completed,
further analysis requiring judgmental decisions is
conducted to produce a standard time.
After timing the task, a fairly well- defined procedure is followed to produce the figure which
represents the standard time from the observed
times. The first judgmental decision involves the
removal of unusual times from the data to obtain a
value which is called the selected average time. The
deletion of unusual times is usually governed by
ideas and guidelines established by the analyst. For
example, the analyst may decide that any value
which lies outside the limits of plus and minus 25
percent of the computed mean of the observed
times is to be considered as a non - representative
time (considered in the determination of allowance
factor mentioned previously). Thus, the analyst
will eliminate unusual times and recompute the
mean to obtain the selected average time. If the
remaining observed time falls within the desired
limits, the analyst will use these values to compute
the standard time, but only after including other
considerations. Since the standard time is considered to represent the time required by an average
trained worker to perform a task and it is difficult
MANAGEMENT ACCOUNTING/SEPT EMBER 1976

to find the "average worker," the selected average
time is multiplied by a rating factor to obtain the
normal operation time. The rating factor is generally
considered to be the ratio of the observed worker's
performance to some average performance level and
can be approximated by comparing the observed
worker's output with some average output for other
workers performing the same task. However, in
many cases this factor is also left to the judgment
of the analyst.
Because of the large number of judgmental
factors incorporated in the determination of standard times through time study, the degree of certainty, accuracy, and precision usually presumed is
more apparent than real. Time study does give a
numerical value which can be highly useful if the
value judgments of the analyst are appropriate and
consistent. The disadvantages of time standards
obtained from time studies are that they are expensive to perform, they require good judgment and
adequate experience, they can be manipulated to
yield the results desired by the analyst, and their
statistical validity may be questioned. Furthermore,
since time studies are related to repetitive, well defined tasks, their application is generally limited
to mass production situations which do not require
great ingenuity or decision- making on the part of
operators.

"Perhaps the
least expensive
approach to
establishing
standards is
work
sampling."

Work Sampling
Perhaps the least expensive approach to establishing standards is work sampling. The basic procedure
seeks to determine the proportion of time a worker
spends in actually producing the product. Taking
the proportion of time spent producing the product
and multiplying this by the time units used as a
base, one obtains the total productive time used.
Dividing the total productive time used by the
number of units of output produced during the
period provides the normal operation time to produce one unit. The standard time is then obtained
by multiplying the normal operation time by the
rating factor discussed above and the product is
then multiplied by the allowance factor, as in time
study.
The procedure used in work sampling is a statistical sampling process where the sample size is
determined by the desired confidence level. Unlike
time study, the work sampling observations are
fully randomized. Each sample observation consists of observing and recording the activity being
performed by the worker at that precise instant.
The first task of the analyst is to determine the
categories of activity. For example, the categories
could consist of activity such as work on the product, routine maintenance, operator idle time due
to machine breakdown, unnecessary idle time, etc.
If the possible activities are not well - defined, the
analyst must employ judgment to fit the activity
into a particular classification. Careful preliminary
analysis can do much to resolve possible ambiguities
in classification of activities.
Work sampling produces a standard time which
is comparable to that obtained in time study, and
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"... trends in

variances
should be
relatively easy
to interpret."

has similar advantages and limitations due to judgmental factors. Since observations are usually made
over a longer period of time than that utilized in
time study, short -run variations in times tend to
be balanced out and there is less chance for the
observed worker to bias the sample. Work sampling
can be used in less well- defined tasks, although
the precision will be less than that obtained in time
study. Because of its simplicity and application to
less structured tasks, work sampling is being employed increasingly in non - manufacturing situations
such as office work. A major disadvantage to the
technique is that less attention is usually paid to
determining the optimal method of performing the
task, and possible improvements in methods may
be overlooked.
Predetermined Time Standards
Predetermined time standards, often called universal time standards, synthetic time standards,
or artificial time standards, are standards generally
established for therbligs, which are elemental standard motions or micro- motions.l These times are
based on large samples of many workers performing
the same therblig and therefore do not require the
use of a rating factor. In general, the normal
operating time for a task is determined by adding
the time values for each of the therbligs required
to perform the task.3
In application, the procedure for setting the
standard time requires an analysis of a task and a
breakdown of the task into the therbligs required
to complete the total task. One then seeks the time
associated with that therblig in a manual and
selects the most appropriate time from a table
which gives alternative measures for different circumstances and variables. The appropriate time is
recorded on the analysis sheet and the total task
time is obtained by adding the individual therblig
values. The normal operation time obtained is
multiplied by the allowance factor to obtain the
standard time.
The major advantage of predetermined time
standards is that new or existing tasks can be analyzed without resort to actual sampling and that
the rating factor can be eliminated. The major
limitation to these standards is that the analyst
must visualize all possible therbligs comprising the
task, which is difficult. Furthermore, the logic of
adding various therbligs has been questioned by
many researchers. Because of these problems, standard times derived from predetermined time standards are seen as being unrealistically difficult for
the average worker to attain. Thus, as in the other
techniques examined, there is always the possibility
for error.
Therb lig — "Any of the basic elements involved in completing a
tven manual
n oreth
r tas k(1868that 1924),
c an beAmerican
subjected Entog in
anal
anagram
of oF.p eratio
B. Gilb
e e r j'.s
he and om House Dic tio nary, Unab rid ged Ed ition, 1971.
s So me o f the b rand napxes fo r these predetermined time standards
are Methods - Time - Measurement (MTM), Work F actor, and Basic
Motio n Time S tudy (BMTS ).
4
For an explanation of these charts and their application in
production management, see Elwood S. Buff'a's excellent exposition
to his text titled , Operation; Management: Problems a nd Models,
Third ed ition, Jo hn Wiley and S ons , Inc. , New York, N. Y. , 1972,
pp. 605 -631.
t
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Variance Analysis and Standard Costs
Because engineering; standards are not as precise
as commonly presumed, the accountant must recognize the possibility of erroneous standards or the
possibility of natural variation affecting his analysis
of variances. Because industrial engineers have only
reported a mean value as the standard, the analysis
of allowable and natural variations in performance
has not received explicit recognition. The recognition of this variability leads to a new interpretation
of the meaning and significance of standard cost
variance analysis:
Since natural variations will occur, the important
factor in variance analysis is the determination of
trends in variances, rather than any single period's
variances. Of course, it should be recognized that
shorter time periods will yield the possibility of
greater deviation from the mean value because the
standard represents a long -term probability distribution. And, if the standard was based on a short -term
sequential cycle sample, the possibility of deviation
from the standard is correspondingly higher. Statistical techniques currently employed in quality control systems should also apply to the analysis of
standard cost variances.
The use of Shewhart control charts for cost
elements is recommended for the analysis of cost
variances.4 Through the use of these charts the
accountant can isolate significant variations which
require managerial attention and thereby facilitate
management by exception. Furthermore, the employment of these statistical concepts would enable
managers to establish priorities in the selection of
activities requiring managerial attention, instead of
attempting to deal with a large number of variances,
many of which are attributable to nothing more
than natural variation. Also, the analysis of trends
in variances would enable the accountant —as well
as the manager —to evaluate the appropriateness of
the standard.
The implementation of this concept would require that the engineer provide more than a mean
value of "standard." In addition the engineer should
be asked to provide a figure representing the standard deviation of task times. The standard deviation
can be used to establish the control limits which
will balance the costs of investigating variances
against the costs incurred when a process is out of
control. The variances associated with time periods
can be plotted on the control charts and trends in
variances should be relatively easy to interpret.
Conclusion
The attachment of greater precision and certainty
to engineering standards than warranted by engineering procedures appears to be a major factor in
the misuse of standard costs in accounting. A working knowledge of the procedures and techniques
used by engineers would appear to be essential to
an effective use of standard costing systems and to
provide an awareness of the values and limitations
of systems derived from engineering standards, as
Continued on page 52
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INFORMATION RETRIEVAL
Of particular importance to the users are the techniques of
search strategy formulation and vocabulary manipulation
peculiar to each file.

By Harold D. Blake and Karen M. Frey
Most retrieval failures identified with online information systems are the result of incomplete or inaccurate search strategies and are not the result
of internal system processing errors. If retrieval of
information is to be effective, the user must have
some knowledge of the indexing process that was
used in the production of the data base, since the
same strategy that was used to input the information
must also be used to retrieve that information., A
thorough knowledge of data base content and structure is, therefore, crucial in order to move smoothly
from one data base to another in a terminal session.
Information retrieving means searching out and
gaining access to specific data elements from the
medium where it is stored. However, one of the
major problems facing the user is that there is no
generally accepted definition of what information
is. Depending on the question asked, the information retrieved can be raw data or raw data filtered
to the point where it is information. In this article
we will review some information data bases and
some aspects of information retrieving.
Machine Oriented Information Systems
The continuing drop in computer costs and the
availability of effective telecommunications networks
have resulted in the emergence of online information services. Online service allows searches which
could never be done by hand, is inexpensive, easier
to use than printed indexes and has greatly increased
reference capabilities. At present, there are six major
providers of online services reaching over 500 institutions. One communications network, that
of TYMSHARE, Inc., provides access to most of
Users of information have been characterized as being officers,
analysts, or browsers. An Officer attempting to find a relevant
document may read only a few documents to find it, a browser is
delighted with great variety, and an analyst would fit somewhere
in between_ See Ratnmohan K. Ragade, "Incertitude Characteriza.
tion of the Retriever - System Communication Process," Information
Utilities, October 13-17 1974, p. 128.
s Davis B. McCarn, " t1 rends to Information," Information Utilities, October 13 -17, 1974, p. 147.
$ There is complete security with the system so that no one else
can determine what searches have been made or by whom. There
are currently many government agency and industrial subscribers
to the system.
I

MANAGEMENT ACCOUNTING /SEPTEMBER 1976

the services. Over ten million unique citations are
available for searching.2
NEW YORK TIMES INFORMATION BANK

Implementation of The New York Times Information Bank began in 1966 and by 1973 the system
was fully operational. The system is an integrated,
centralized computer facility for the input, storage,
and retrieval of information from The New York
Times and about seventy other publications including several other daily newspapers, such as the Wall
Street Journal, Barron's London Observer, and Los
Angeles Times, and a wide range of periodicals
such as Time, Business Week, Fortune, Forbes,
Sports Illustrated and Reader's Digest. In general
the area covered is current events — political, economic, diplomatic, social and cultural affairs.
The system employs over 20 different subject
specialists who abstract information appearing in
The New York Times for entry into the information bank. Within five days of publication, the
abstracts of The New York Times are in the system
and the complete source material is available on
microfiche. The information bank presently extends
back to January 1, 1969.
Other publications have been entered into the
information bank with different starting dates. It
takes four to five weeks for articles that appeared in
these other publications to enter the system because
an outside bureau prepares the abstracts. Information in this case is only available in abstract form
and is not on microfiche.
The University of Pittsburgh became the first
computerized hookup with the New York Times
Information Bank in 1973. This experimental information retrieval system enabled faculty and students
to scan the files of The New York Times from a
remote terminal located on the Pitt campus.3 The
computerized hookup at Pitt consists of four units
in pairs; the first pair consists of a cathode ray
tube terminal with a keyboard for communicating
with the New York -based computers, along with
a high -speed printing device that can produce hard
copy of information displayed on the screen. The
second pair of units consists of a microfiche collect
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tion of the referenced New York Times and a
reader - printer for viewing the microfiche and obtaining hard copy.4
The user is given step -by -step directions for the
information search through massages displayed on
the screen. The computer performs structured
vocabulary searches and asks the user if the search
is to be limited by geography, date, or by some other
criterion until the search area has been narrowed
sufficiently for the system to begin displaying abstracts of relevant magazine and newspaper articles
on the screen. The abstracts appear in reverse chronological order (the most current first) and the
search can be stopped at any point. A printed copy
of these abstracts as they are displayed on the screen
can be secured, or in the case of The New York
Times, the user can insert a microfiche of the
complete text of the article into the reader - printer
machine allowing him both to read the article in
the microfiche and, with a push of a button, secure
a printed copy. Continual improvements and additions to the system are being made with the most
recent new feature being the "Business News Update." This feature is designed as a current awareness tool and it provides the user with a quick guide
to the contents of current issues of a variety of
business magazines.
INTERFILE INFORMATION SYSTEM

The Interfile System, operated by the World
Trade Infonmation Center, is a computerized information system for getting at literature on world
trade. Bibliographic data on world trade is stored
in a data base where it can be retrieved by asking
highly specific questions about almost any aspect
of trade. A question can be phrased in terms of
a commodity, a country • or any one of some 250
terms ranging from price to air cargo rates, marketing trade regulations, cargo rates, employee benefits,
customs broker, etc. This service is available to
libraries and business subscribers through the General Electric Time Sharing Computer Network
and other computer terminal hookups. Participating
world trade centers in various countries contribute
their local data to the total information held in
the central data base.
BIOSIS

BIOSIS (Biosciences Information Service of
Biological Abstracts) was established in 1926 as an

" P itt U. , New York T imes Have C omp uter Info Link, " Lib rary
journal, January 1, 1973 p. 14.
Kay Dur kin an d Jan t geland l "An Exp eriment to Evaluate the
Use of BA P reviews to an On -Line Interactive Mo de," Information
Utilities, October 13 -17, 1974, p. 141.
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information service covering the field of biological
and biomedical sciences. It includes the contents of
about 8,000 journals from over 100 countries covering the world's life sciences literature. The data
base includes abstracts from 1917 to date and is in
machine - readable form from 1959 to date.
Since 1969, Biological Abstracts Previews, a magnetic tape service, has been made available worldwide on a current basis. Bibliographic descriptions
and indexing of all material covered in the Biological Abstracts and Bio Research Index are included
in the Previews tape. These amount to approximately 20,000 documents per month. The indexing
includes an enhancement of titles by the addition
of natural language keywords and two levels of controlled vocabulary indexing. The first level of controlled vocabulary is the subject headings and the
second is the taxonomic headings.'
Indexing in this manner is used to generate
printed indexes which separately or in combination
give good manual access to the data base. The use
of the indexes for searching the machine- readable
files in batch mode is somewhat complicated and
has led BIOSIS to require potential subscribers to
demonstrate that they have not only the ability to
operate a service in a computer -based environment
but the necessary expertise to understand the content of the file.
In a tape supplier, /user environment such as this,
control passes from the supplier to the user and the
reputation of the tape supplier is in the hands of
the tape user. Reasonable assurance that the services
from his tapes will be as effective as possible through
adequate training and instruction of users is at the
heart of this cautionary approach.
MEDLARS

The State University of New York (SUNY) Biomedical Communication Network became operational in 1968 offering on -line searching of the
MEDLARS (Medical Literature Analysis and Retrieval System) data base to a network of medical
libraries. Currently, there are 51 member libraries
and research centers primarily in the East and Midwest. In 1973, the data base coverage was expanded
to include other academic areas such as chemistry,
psychology and environmental science.
Conclusion
The systems making multiple data bases available
to subscribers point out a need for more formalized
training for their users. Of particular importance to
the users are the techniques of search strategy formulation and vocabulary manipulation peculiar to
each file.
1:1
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IMPROVE
YOUR
TECHNICAL
WRITING
An interested reader is one who understands what he is reading.

By Richard C. John
If you still subscribe to the theory that writing
is for English teachers, and numbers are for accountants (because they don't need to be able
to write anyway), read on. You can, and perhaps
should, improve your writing.
To judge from all too many accounting reports
one reads today, improvement is much needed.
Such improvement results from some hard work —
and from caring enough about your reader to make
your writing clear and understandable to him
Analyze Your Style
Most writers experience some difficulty when
they try to analyze their own work. Yet, self criticism of s h,lc and content is necessary if your
writing is to become more effective. One way is to
examine systematically the words, sentences, and
paragraphs in a sample of your writing. This sample
should be at least 100 words long. It should come,
if possible, from a business report or letter. Don't
analyze just any report or letter; rather analyze a
sample of writing in which you tried to be as effective as possible.
WORDS

Count the total number of words in your sample.
Now, count the number of words that have more
than two syllables. Don't include verbs made into
three syllables by adding " -ed." " -ing," or "es."
Omit also proper nouns (capitalized) and compound words made up of easy elements: bookkeeper,
databank, stockholder. Divide the number of the
polysyllabic words by the total number of words.
If the result is .3 or more, your writing will not be
understood by over 85 percent of American managers.
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

SENTENCES

Count the number of sentences in your sample.
Divide the total number of words by the number of
sentences. To be understandable to most managers,
your average sentence length should be less than
14 words.
Your choice of sentence types affects the clarity
of your writing. To be understood by most managers, you should keep your sentences simple.
Simple sentences contain one main clause but no
subordinate clauses.
Compound sentences should not exceed 20 percent of your sentence total. Complex sentences
should never exceed 40 percent. A complex sentence
contains one main clause plus one or more subordinate clauses. An example of a complex sentence:
I write reports when the management asks for them.
The ideas you want to communicate in business
writing frequently require complex sentences to
express them properly. If you want to be understood, however, you will "save" your complex
sentences for those thoughts that need them.
Whenever possible, you will use simple sentences.
Simple sentences hold reader interest and keep
reader understanding high. An interested reader is
one who understands what he is reading. He is
ready to follow your writing through the complex
sentences and long words that may be necessary to
communicate some of your most important ideas.
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An Example Of Writing Analysis
Under the subheading, "Sentences," you
read four paragraphs. Notice that each paragraph
is a collection of related sentences. Each first
sentence introduces the subject matter of the paragraph. One or more sentences follow to expand the
subject matter. The last sentence usually states the
most important idea in the paragraph. Its position
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"Management
accountants
regularly
overuse long
words . . . "

at the end makes it the strongest sentence in the
paragraph,
The four paragraphs contain 16 sentences and
201 words. The paragraphs in this sample are
short. The sentence length averages less than 13
words. Of the 201 words, only 15 are words of more
than two syllables. The content is clear and easily
understood.
Choice of sentence type in the sample aids
clarity. Over half the sentences are simple. Complex
sentences total less than the 40 percent maximum.
Your technical writing probably won't fall within
the "guidelines" as easily as the writing in the
sentence section did, as obviously, the sample is not
technical. Long words and complex sentences will
often be necessary to express your more sophisticated ideas. But if you want your writing to be clear
and easily understood, you must keep it simple.
The Importance Of Style
The clarity and understandability of your technical writing depend largely on your style. For your
writing to be effective your style should reflect the
following principles:
1. Use simple sentences in preference to compound
or complex ones.
2. When choosing between two words, select the
shorter one.
3. Each paragraph should be a set of closely related
sentences. An effective paragraph has a beginning, a middle and an end.
If a paragraph contains more than five sentences,
the first sentence should introduce the topic or
theme of the paragraph. The last sentence should
summarize and emphasize your most important
point. Try also to phrase your last sentence in a
way that carries your reader's thought to the next
paragraph.
Don't Be Afraid To Rewrite
Virtually all good writers rewrite at least once.
(This article was rewritten seven times; it is certainly still far from perfection.) You don't need
natural talent, but you do need the determination
to write as well as you can. An added benefit: each
time you rewrite, you become better informed about
your subject.
For most technical people, effective writing is
the result of rewriting. In your first draft, you put
your ideas on paper. Your subsequent rewriting
develops this rough presentation into an effective
communication. In this process you will reorder your
thoughts, deleting the extraneous, and clearing up
the fuzzy ones. Here are some pointers.
Showboat Language
Showboat language includes everything writers
do to impress rather than inform the reader. Technical jargon and pretentious words —often improperly
used — characterize the writing of too many accountants.
As an accountant, you need to be able to write
clearly. Most readers will be impressed with your as
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counting ability only to the extent they are able to
understand you. Technical jargon is likely to "turnoff" your readers —both managers and other accountants alike. Short words are powerful. To your
reader, they imply that you know what you are
talking about.
Management accountants regularly overuse long
words such as "approximately." "About" is a
simpler and better word. As a manager reads the
fifth "approximately" in your report, he pictures
you as uncertain and vacillating. Ten "abouts" will
pass unnoticed.
"Perform," "conduct," and "accomplish" are
word -traps that many accountants fall into. "To
perform" is to fill a role or complete an assigned
task. If a management accounting group has been
doing an analytical job, a group member may have
performed a specific task, but the group simply did
the job. "Conduct" refers only to the leader's job.
The supervisor conducted the work; that is, he
assigned tasks to be performed. When he writes a
report of the entire job, he should use phrases like
"do the job" or "make the analysis" rather than
inexact showboat phrases like "perform the examination" or conduct the analysis." When the job is
finished, it is done. It is only accomplished if there
were significant obstacles or difficulties to be overcome. In reports, words like "perform," "conduct,"
and "accomplish" may impress your reader —in the
wrong way. His impression may be of a pompous
writer trying to overstate whatever he has done.
"Utilize" for "use," "implement" for "get done,"
"encompass" for "include," "undertake" for try" or
"begin," "effect changes" for "make changes," all
are examples of showboat language that reduce the
effectiveness of your technical writing. "Of sufficient
materiality" is showboat; "important enough" communicates with your reader. "He was the recipient
of ...... should be replaced with the simple, "He
received. . .... To become an effective technical
writer, your rewriting must remove showboat words
and phrases. The necessary technical terns that
remain will then be able to serve their true purpose.
Write In The Active Voice
When accountants talk, they seldom use the
passive voice; when they write, they regularly overuse it. "It has been determined" is passive; "we
determined" is active. "Obsolete items are included
in inventory" should be rewritten: "Inventory includes obsolete items." As the most important
words in the sentence, "Obsolete items" belongs at
the end of it. The end of a sentence is the position
of greatest emphasis. Passive voice makes weak
sentences because the most important words usually
are not emphasized.
Unnecessary use of passive phrases clutters the
writing of many accountants. "It was determined
that....," "it was concluded that....," are phrases
that identify unnecessarily weakened sentences. "It
was observed that over half of the machines were
idle" is a weak sentence. Either "our observation"
or "idle machines" is the most important part of
the sentence. Therefore, either "During our obserMANAGEMENT ACCOUNTING /SEPTEMRER 1976

vation, half the machines were idle," or "Half the
machines were idle during our observation" expresses the author's thought ever so much more
clearly.
Fat Sentences Confuse
A sentence exists to express one complete
thought. Long, sloppy sentences insult your reader
in two ways. First, they are difficult to read.
Further, they imply that your reader is not important enough for you to have taken the time and
effort to express yourself clearly to him.
This sentence appeared in a recent report to
management:
"Comments on the preceding condition
which resulted in loss of management control
over the Department's budget, and which, in
our opinion could have been prevented by
timely management action, were included in
our last report."
The muscle of this sentence, "management action,"
is buried in layers of verbal fat. The accountant was
obviously more concerned with his last report than
lie was with communicating to his reader. Three
shorter sentences would have expressed his ideas
more effectively:
"We commented in our last report on this
condition. Management has lost control over
the Department's budget. In our opinion,
management could have prevented this loss
by timely action."
The accountant's commentary in the preceding
example was important. Apparently, a problem was
uncorrected because management had not acted. In
fairness, one must ask: Is the quoted "fat" sentence a fair example of the quality of writing in the
accountant's last report? If so, the accountant (and
his fat sentences) may be at least partly to blame
for not alerting management to its problem.
Action Words Stimulate Action
In another accountant's report to management
we find:
"Because of the inapplicability of existing accounting classifications, reconciliation was
affected with great difficulty. It is recommended that an updating procedure be put
into effect."
These two sentences are passive, fat, and showboat. The accountant fails to encourage his reader
to take action. Whenever action by his reader is
desirable, the accountant must choose words that
encourage action. Rewritten for action, the example
reads:
"It was very difficult to reconcile the accounts, because the present accounting classification doesn't apply. Management should
MANAGEMENT ACCOUNTING /SEPTEMBER 1976

update the accounting classifications immediately."
immediately"
"Doesn't apply" and "update
occupy- positions of emphasis in....
the rewritten example. The problem ( "doesn't apply ") is stated in
terms of the reader, not in terms of difficulties encountered by the writer. The writer clearly calls for
reader action ( "should update ") and stresses the
importance of such action ( "immediately ") . As the
technical expert, the writer is responsible for making
this interpretation for his reader. If the reader were
fully aware of the classification problem and its importance, the accountant probably would have no
reason to be writing anything.
Accountants can stimulate reader action and improve reader understanding by a very simple device.
Some technical jargon usually is necessary. Yet a
manager often has difficulty understanding technical
terns. Words such as "control," "reconcile," "allocate," "verify," "document," "delegate," and
"confirm," frequently cannot be replaced by simpler
words. To help him understand, the accountant
should therefore use technical terms as verbs. Managers understand technical verbs more easily than
technical nouns.
"Management does not have adequate controls to
provide for effective integration and coordination
of financial policy with the budget" is not a bad
sentence. But it becomes clearer and more effective
when written: "Management should more tightly
control the processes followed in integrating and
coordinating financial policy with the budget." The
rewritten sentence suggests action and, from the
reader's viewpoint, relates the technical terms "integrating" and "coordinating" to desirable action.
Another confusing sentence is:

"Long, sloppy
sentences
insult your
reader ..."

"The delegation of responsibility for the
documentation supporting allocation of expense among departments is performed by the
assistant controller."
Changing technical terms from noun to verb forms
makes the writer's thoughts clearer:
"The assistant controller is responsible for
allocating expenses among departments. He
delegates the responsibility for assembling
documentary support for these allocations.
Rewriting the original sentence adds definition as
well as clarity. The overall responsibility of the assistant controller is stated. That he delegates only
a portion of his responsibility also becomes clear.
When the writer composed the first sentence, he
may or may not have been aware of what the assistant controller was delegating and what lie was
not delegating. He obviously should be aware,
whether or not he chooses to communicate the
facts to his reader. The important point is: striving
to write clearly and understandably will usually
lead the accountant to a more complete understanding about whatever he is writing and a clearer
communication of his thoughts.
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"Your writing
should be . . .
clear."

Conclusion
To be truly effective as an accountant, you must
be able to communicate the results of your work.
For you to be appreciated, managers must be able
to understand what you write. Even managers with
accounting backgrounds dislike excessive jargon and
overstuffed sentences. Your writing should be
straight - forward and clear.

Writing clearly may not always be easy. Neither
is it an unattainable ideal. Yes, it is work to think
about your subject sufficiently to be able to write
about it in simple, direct sentences. Remember
though: most complex ideas are rnade up of a series
of simple, direct thoughts. Either you take the time
and effort to think your subject through, or your
writing probably will not be clear.
❑

FORECASTING FOR CONTROL
Continued from page 42
to cancel each other out. It is when the absolute
cumulative deviation becomes too high in either
direction that one should seriously reexamine his
initial premises.
Conclusion
Forecasting often is used to extrapolate past
events into the future. Used this way, it often
becomes a passive tool set to a barren pasture.
What is also needed is an active way of influencing
future sales patterns.

This change in concept means that many companies should devote more time coordinating their
advcrtising efforts and marketing plans with their
production capabilities. Courageous decisions on
which items to push and which to drop will be
needed.
In the apparel industry, for example, management must decide which styles it really believes in
and then check that they can be economically produced with the required quality. An improvement
possibility might be to organize for forecasting control. Forecasting tools have their place, but it helps
if they fit in with a totally integrated system. ❑

ENGINEERING STANDARDS AND STANDARD COSTS
Continued from page 46
well as to understand the meaning of variance
analyses.
Engineering standards and standard costs derived
from them do not possess the precision, accuracy,
and certainty commonly attached to them because
of the numerous value judgments employed in setting the standards. Because of the statistical nature
of the standards, standard cost variance analyses
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should explicitly recognize allowable normal variations and focus the attention of management on
abnormal variations. The important factor is the
trend in variances over time which may be analyzed
through the utilization of Shewhart statistical control charts, presently being utilized in quality
control systems. By the incorporation of these concepts in the analysis of standard cost variances, these
variances should become more realistic and more
useful to management.
❑
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Books

FOR THE MANAGEMENT ACCOUNTANT

Budgeting Fundamentals for
Nonfinancial Executives
Allen Sweeney and John N. Wisner Jr.,
Amacom Div., American Management
Association, 1975, 137 pp. —This book
provides a broad picture of what budgets
are, how they work, and how to go about
preparing and presenting them. It serves
the purpose of explaining budgetary
functions.
Circle 3 on Inquiry Card.
Budgeting Municipal Expenditures
A Study in Comparative Policy Making,
Lewis B. Friedman, Praeger Publishers,
1975, 249 pp. —This study examines,
through a comparative analysis of fourteen cities, the connection between how
decisions are made and what spending
choices are made. It is directed toward a
policy analysis framework.
Circle 4 on Inquiry Card.
How To Start and Manage Your
Own Business
Gardiner G. Greene, McGraw -Hill Company, 1975, 243 pp.— Written from
practical experience in the author's own
companies, this book compiles ideas that
may be helpful to those who wish to
venture into the world of small business.
Circle 5 on Inquiry Card
Small Business Management
Fourth Edition, H.N. Broom, and Justin
G. Longenecker, Southwestern Publishing Company, 1975, 558 pp. —This text
now includes an expanded treatment of
business strategy and the process of strategic planning for small firms. It also
reflects current pressures of environmentalism, consumerism, and other issues of
social responsibility.
Circle 6 on Inquiry Card.
Business Policy and Strategy
Concepts and Readings, Daniel J.
McCarthy, Robert J. Minichiello, and
Joseph R. Curran, Richard D. Irwin, Inc.,
1975, 490 pp. —This book presents deMANAGEMENT ACCOUNTING /SEPTEMBER 1976

tailed text material in the business policy
field amply supplemented with readings
from prominent business periodicals.
Circle 7 on Inquiry Card.
Business Law
Principles and Cases, Sixth Edition,
Ronald A. Anderson and Walter A.
Kumpf, Southwestern Publishing Co.,
1975, 1,126 pp. —This edition has been
updated for the social and practical
changes in the law of business. The importance of the social area is recognized
in a chapter dealing with consumer protection.
Circle 8 on Inquiry Card,
Decision Analysis for the Manager
Rex V. Brown, Andrew S. Kahr and
Cameron Peterson, Holt, Rinehart &
Winston, 1974, 618 pp. —This comprises
a one- semester introductory course in
decision analysis for business schools.
Using the case study method, it illustrates the fundamental body of concepts
and techniques underlying decision analysis.
Circle 9 on Inquiry Card.
Management Decision and
Decision Analysis
Colin Eden and John Harris, John Wiley
& Sons, 1975, 257 pp. —This text is
based on the notion that decisions are
made within the context of mental
models. The authors suggest that if
decision - making is to be improved, the
mental models of decision- makers need
to be made more explicit.
Circle 10 on Inquiry Card.
How to Improve Profitability
Through More Effective Planning
Thomas S. Dudiek, John Wiley & Sons,
1975, 349 pp. —This book provides a
practical overview of the factors that
should be considered when a company
seeks to improve profits. The complexities of this subject are covered from
several angles by twenty executives.
Circle 11 on Inquiry Card.

Management by Task Forces
Lawrence W. Bass, Lomond Books,
1975, 197 pp. —This monograph explains
in detail the organization and operation
of task forces based on interdisciplinary
principles. Procedures described have
been put to the test in practical usage by
the author and his associates.
Circle 12 on Inquiry Card.
How To Measure Product Line and
Customer Profitability
Peter L. Mullins, National Association
of Wholesale Distributors, 1974, 25 pp.
—This study shows how to use return
on investment to analyze and compare
objectively the profitability of handling
different product lines and serving various
customers.
Circle 13 on Inquiry Card.

SENO
IR
FINANCIALANALYST
Our pharmaceutical and nutritio nal products manuf acturing
firm has an opening fo r an experienced accountant having a
mini mum of 2 years expenence in capital expenditure
analysis, operatio nal and capital auditing, and o ther f inancial pro ject work. Specif ic experience with auditing o f E DP
and Systems operatio ns, as
well as a B.S. degree in Acco unting o r Finance, are mandatory requirements for this
position.
You will report to our Director, Financial A nalysis and
will be responsible fo r assisting with establishment o f departmental plans, objectives,
and programs.
We can off er you an excellent salary and benefits plan
plus relo cations expenses. If
you qualify for this position
and wish to be considered f o r
this highly pro minent and respo nsible position, send yo ur
resume in complete co nfidence
to: DEPARTMENT M
Manager,
Executive Emplo yment

& Company
Evansville, Indiana 47721
An Equal Opportunity BmpioMer M/F

Circle 14 on Inquiry Card,
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Studentsinterested
inaccountingandfinancialmanagement
nowhaveanopportunity
tobalancethetheoryoftheclassroom
withamorepracticalapplicationoflearnedconcepts.
An NAA Student Membership is the source of this balance.
Membership is $10.00 yearly and includes 12 issues of
"Management Accou nting," selected new research reports,
and the use of the Association's library and technical
inquiry facilities. Stud ents can elect to affiliate with a local
chapter and participate in its activities. Exposure to chapter
educational programs and the free flow of ideas from
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knowledgeable men and women complement and
supplement the intercommunication the student
experiences with friends and faculty on the campus.

The NAA member can help interest students
membership. Make it a personal or chapter project.
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NATIONAL ASSOCIATION OF ACCOUNTANTS
919 Third Avenue
New York, N. Y. 10022
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Employee Productivity

Corporate Planning and Control
Model Systems

James J. Hickey, The Institute for the
Advancement of Scientific Management
and Control, I975, 283 pp. —This is a
broad coverage reference source of ideas,
suggestions, and case histories. Illustrations of how to do it are taken from
current corporate practice.

Akira Ishikawa, New York University
Press, 1975, 166 pp. —The author's objectives in this book are to cast light on
the present state of the art of corporate
models, to clarify the stage of development, to explore new concepts and
techniques, and to elaborate the direction
of future research.

Circle 16 on Inquiry Card.

Circle 21 on Inquiry Card.

Process Quality Control
Ellis R. Ott, McGraw, Hill Book Company, 1975, 379 pp. —This is a straightforward and comprehensive working
guide to troubleshooting in manufacturing processes that uses very little algebra
and no calculus. A total of forty actual
personal case histories is included.
Circle 17 on Inquiry Card

The Information Systems Handbook
F. Warren McFarlan & Richard L.
Nolan, editors, Dow Jones - Irwin, Inc.,
1975, 887 pp. —This is an up -to -date
compendium of current knowledge in
the systems field. Nearly all the chapters
have been written by practicing businessmen for the data processing executive.
Circle 18 on Inquiry Card
The Auerbach Annual- 1 9 7 4
Best Computer Papers, Isaac L. Auerbach,
Editor, PetrocelIi Books, 1974, 346 pp.—
Eight international organizations in the
field of information science have submitted these papers. They are the prize
winning papers of 1973 as recognized by
their respective professional societies.
Circle 19 on Inquiry Card.
Information Systems for
Management Planning and Control
Third Edition, Thomas R. Prince,
Richard D. Irwin, Inc., 1975, 653 pp.—
This book examines the information
dimensions of decision- making processes
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Computer Applications in Property
Management Accounting
The Institute of Real Estate Management
of the National Association of Realtors,
1975, 16 pp. —This study examines both
the advantages and disadvantages of the
use of computers in commercial, industrial, and residential real estate management accounting. Is also exhibits the
numerous systems currently being used,
and explains how they can be applied in
business decisions.
Circle 22 on Inquiry Card.

160 pp.

$11.50

Capital Market Equilibrium
and Efficiency
Implicatio ns for Accounting,
Finance, and Portfolio
Decision Making
edited by James L. Bicksler
Rut gers Uni versi ty
An important new volume which
b ri n gs t o get h er a sel ect
gathering of experts in the fields
of accounting, finance, and
investments.
In Press Fall 1976

Applied Statistics for Business and
Economics
Henrick J. Malik and Kenneth Mullen,
Addison - Wesley Publishing Company,
Inc., 1975, 412 pp. —A basic course in
statistics, this book is not too mathematically oriented, but emphasizes the
application of statistics to a broad range
of business problems.
Circle 23 on Inquiry Card.
Multiattribute Decisions in
Marketing
A Measurement Approach, Paul E. Green
& Yoram Wind with Contributions by
J. Douglas Carroll, The Dryden Press,
1973, 396 pp. —The acknowledged pur.
pose of this book is to face squarely the
problem of multivariate alternatives,
particularly in grappling with large social
systems.
Circle 24 on Inquiry Card

Experience Analysis in
Industrial Planning
Jean -Paul Sallenave,
Uni versit y o f Sherbrook e and
Col umb ia Un iversi ty
After presenting the experience
concept and demonstrating its
relevance to industrial planning,
Sallenave exposes the technical
aspects of experience analysis
and applies specific analytical
tools to a practical situation.
In Press Fall 1976

tsooks

Circle 15 on Inquiry Card.

Circle 20 on Inquiry Card.

Accounting for the Cost
of Interest
Robert N. Anthony,
Harvard Uni vers i t y
This provocative study proposes
that an interest charge for the
use of both debt and equity
capital should be explicitly
recorded in a company's
accounts, just as labor, material,
and other costs are recorded.

LeXlrlytQn

J. Bridge and J. C. Dodds, John Wiley &
Sons, 1975, 309 pp. —This British text
is written at the postgraduate diploma
level, and it attempts to bridge the gap
between economic theory and decision making in the business world.

in diverse organizational settings. Flowcharts are included to clarify the specific
elements and interrelations in the five
generalized models of information systems. Coverage has been expanded to
include nonprofit organizations.

®

Managerial Decision-Making

D C HEATH AND COMPANY
125 Spring Street
HE X T " Lexington, Massachusetts 02173

Circle 25 on Inquiry Card.

Notice of Proposed
Amendments to the Constitution
A number of proposed amendments to the Constitution
were approved by the Executive Committee at its meeting
in Houston, March 19 -20. Subsequently, the NAA Board
of Directors approved the changes at its meeting in Miami
Beach, June 19.
According to the procedure specified in Article VIII of the
Constitution, amendments, repeals or additions approved by
the Board or Directors must be submitted by the Executive
Director to the membership for a vote by mail as soon as
possible. If the Executive Director receives votes in writing
in favor of such proposed amendments, repeals, or additions,
within 60 days, signed by a majority of the members casting
votes, then the proposals are deemed to be adopted.
The complete text of the proposed changes to the Constitution is published In this issue Of MANAGEMENT ACCOUNTING,
the Official Bulletin of the Association. The purpose of each
proposed change is summarized below. In the actual text of
the proposed changes, deletions are enclosed with parentheses
( ) and additions are indicated by boldface.
Article II— Purposes
The Association's attorneys have recommended that the
words "exclusively educational and scientific" be added to the
statement on the purposes of the Association.
Article IV— Management
Section 2. In regard to filling the unexpired tern of any

CONSTITUTION —TEXT OF CHANGES
Article 11— Purposes
Section 1: The purposes of the Association shall be exclusively
educational and scientific as follows:
(a) To develop through research, discussion and exchange
of information a better understanding of the sources, types,
purposes and uses of accounting and related data as applied
to all types of economic endeavor; and to make this information
available to Members and others;
(b) To assist and encourage with respect to the role of
accounting in the implementation and development of the
socio- economic structure;
(c) To stimulate worldwide acquaintance and fellowship
among Members;
(d) To unite through membership in the Association
persons interested in accounting;
(e) To provide opportunities for Members to increase
their knowledge of accounting practices and methods and
to increase their individual capabilities;
(f) To promote the profession of management accounting by providing for the recognition of educational attainment and professional competence of management accountants.
Article IV— Management
Section 2: Any Officer or Director may be removed for cause
by the Board or Directors by a two -thirds vote of the Directors
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National Director, it is impractical for the Board of Directors
to carry out this responsibility since it meets only twice a
year. In practice, the President has appointed directors and
each presidential appointment is put before the Board at its
next meeting for its approval. This change would merely
formalize this procedure.
Article V— Principal Funds
Section 2. It is Association practice to transfer income from
the investment of the Reserve Fund to the Association's
Operating Fund. The wording in Section 2 implies that this
income remains in the Fund and can be expended or appropriated at any time by action of the Board of Directors. The
proposed change would recognize this income as regular
Association income.
A postcard ballot on which you may record your vote is
enclosed. Ballots must be mailed no later than October 31,
1976, in order to be counted and must include your name
(both in signature and printed form) and your account number,
which is printed on the mailing label of your copy of MANAGEMENTACCOUNTING.
As a dues- paying member, you have the right and responsibility to vote upon these proposed amendments. I hope every
NAA member exercises that right.
W. M. Young, Jr.
Executive Director

present and voting at a regular or special meeting for which
advance notice of not less than twenty days shall be given
and in accordance with such proceedings as the Board of
Directors may determine. (Upon such removal of an Officer
or Director, the office shall be filled for the unexpired term
thereof by the Board of Directors.)

CONSTITUTION REVISIONS
IMPORTANT!
* VOTE AND SIGN BALLOT CARD
* DETACH ALONG PERFORATION ---o* MAIL YOUR BALLOT (No Postage Required)
Due to international postal regulations, copies of
this issue mailed to international members do not
include a reply card. However, such members may
vote by writing to the Executive Director, 919 Third
Avenue, New York, N.Y. 10022, and indicating
whether they approve or disapprove of the revisions.
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Article V— Principal Funds
Section 2: No appropriations shall be made from the principal
of the reserve fund except upon affirmative vote of a majority
of the entire Board of Directors at a meeting of the Board
to be held not less than sixty days after the proposal has been
submitted in writing to the entire Board of Directors. If less
than a majority of the entire Board is present at such meeting,
the Executive Director shall within thirty days thereafter transmit by mail such proposal to each member of the Board of
Directors for a vote. If the Executive Director shall have re-

ceived within sixty days thereafter votes in writing in favor of
the proposal signed by a majority of the entire Board of Dirm
tors, such proposal shall be deemed to be adopted with the
same force and effect as if it had been adopted at such meeting
in the manner hereinabove provided. (Annual income from the
reserve fund may be expended or appropriated at any time
by action of the Board of Directors for purposes consistent
with the best interests of the Members.) Income from the
Reserve Fund shall be considered as regular Association
income.

Amendments to the By -Laws
At the same time the Board of Directors approved the amendments to the Constitution, it also approved a number of
amendments to the By -Laws.
According to Article VII of the Constitution, amendments,
repeals or additions to the By -Laws are considered to be adopted
when a majority of the Board of Directors approves them. This
condition having been fulfilled, members herewith are notified of the adoption of these amendments.
The purpose of the changes are summarized below. The
complete text, with deletions indicated by parentheses (),
and additions in boldface, also is published.
Article I-Membership
Section 2. Applications for Membership. Currently, this
section requires the Executive Director to submit all applications for election to membership to the Board of Directors or
the Executive Committee. Because of the current size of the
Association and the number of applications processed each
month, it is not practical for the Executive Director to submit
each application to the Executive Committee and Board.
Therefore, this amendment would give the Executive Director
the authority to approve applications for membership. It then
directs him to report the number of persons admitted to membership since their last meeting at all meetings of the Executive
Committee and Board of Directors.
Section 3. Emeritus Life Associates. This change is proposed so that it is clearly understood that eligibility for Emeritus Life Associate status includes not only retirement but
certain additional requirements established by the Board of
Directors.
Article II— Registration Fees and Dues
Section 1. It is proposed that the word "initiation" referring to the one -time fee for application for membership be
renamed "Registration" since it more aptly describes the purpose of this fee.
Article III -Board of Directors
Section 4. As in the proposed change to the Constitution
noted above, this refers to a Presidential appointment of a
director to fill a vacancy. It also requires that the Executive
Director notify the membership of all such Presidential appointments by publication in the Official Bulletin (MANAGEMENT ACCOUNTING).

Article IX— Committees
Section 3. Both Committees have agreed that the responsiMANAGEMENT ACCOUNTING /SEPTEMBER 1976

bility of reviewing the performance of existing chapters be transferred from the Chapter Development Committee to the Committee on Chapter Operations. That is the gist of the change
involving the Committee on Chapter Operations. In addition,
the description of the responsibilities of the Committee on
Chapter Development has been reworded to reflect these
changes. A change in description of the responsibilities of the
Committee on Finance was recommended to protect the Trustees of the Employees' Pension Plan.
Article X— Affiliates
Section 2. Stuart Cameron McLeod Society. This amendment confirms the special relationship of the Stuart Cameron
McLeod Society as a supporting organization. It recognizes
the Society as a designated affiliate of NAA.
Article XI— General
Section 8. Because of the fact that the Board of Directors
has approved the chartering of Regional Councils, it has been
recommended that the words "Regional Councils" be added
after any reference to chapters or other operating units. With
the addition of a new category in Section 8, it is also proposed
to rename the Section, "Operating Units."
BY- LAWS —TEXT OF APPROVED CHANGES
Article [—Membership
Section 2. Applications for Membership: All applications for
membership shall be made in writing to the Executive Director of the Association on application blanks furnished
for that purpose. The Executive Director shall (submit all
applications for election by the Board of Directors or Executive
Committee) have the authority to approve applications
from individuals who qualify for membership under Article
III, Section 2, of the Constitution. At all meetings of the
Executive Committee and Board of Directors, the Executive
Director shall report the number of persons admitted for
membership since their last meeting.
Section 3. Emeritus Life Associates: A Member of the
Association having retired from active business and satisfied
such other requirements as may be established by the
Board of Directors may be relieved of the obligations of active
membership through designation as an Emeritus Life Associate.
Such Associates may be relieved from the payment of all
or any portion of the annual dues and may receive services
of the Association in accordance with such rules and procedures
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as shall be established by the Board of Directors. Emeritus
Life Associates shall not be entitled to vote or hold office.
Article II— (Initiation) Registration Fees and Dues
Section 1. (Initiation) Registration Fee: The (initiation) registration fee for Members shall be as determined by the Board
of Directors on or before July 1 of each year and shall accompany the application for membership. The Board of Directors
may at its discretion suspend the (initiation) registration fee
when in its judgment such suspension shall be in the best interests of the Association. All funds collected as (initiation)
registration fees shall be transferred to the reserve fund of the
Association.
Article III —Board of Directors
Section 4. Vacancies in Directorships: If the office of any
Director shall for any cause become vacant, the unexpired
portion of the term may be filled by (the Board of Directors).
presidential appointment. The Executive Director shall notify
the membership of all such presidential appointments by
publication in the Official Bulletin.
Article IX— Committees
Section 3. Standing Committees:
(a) A Committee on Chapter Operations of not less than
twenty members with two year terms with ten to be appointed
annually. It shall have the responsibility for:
(1) generating methods and procedures for the most
effective operation of existing chapters;
(2) developing activities and opportunities at the chapter
level in all facets of the Association's programs;
(3) coordinating chapter activities with the regional
and international activities of the Association;
(4) guiding the development of chapter operations programs; chapter visitations by officers, directors and staff;
and of chapter operating manuals; and
(5) receiving recommendations from other committees
relative to chapter trophies and awards and establishing
rules for interchapter competition for trophies and awards
(.) ; and
(6) Reviewing the status of the performance of existing
chapters.
(c) A Committee on Finance of not less than twelve
members plus the Treasurer of the Association. The twelve
members are to be appointed for three -year terms with four
to be appointed annually. It shall have the responsibility for
the financial planning and policies of the Association's affairs
including the short and long -term budgets, the investment
of funds, the NAA Memorial Education Fund and such other
Association financial matters as may be assigned to it from
time to time. (, as well as the relationship of the Association
to the NAA Insurance Trust and the NAA Employees Pension
Plan Trust). It shall also make recommendations to the Board
of Directors regarding the NAA Insurance Trust. Three of its
members shall be named trustees of the NAA Employees Pension Plan Trust, three as the Insurance Committee of the NAA
Insurance Trust, three as trustees of the NAA Memorial Education Fund, and three as the Investment Committee. Such
designations shall be made so that at the beginning of each
Association year one member of each of these three groups
shall be starting a three -year term, one shall have two years of
the term unexpired and one shall have one year unexpired, as
members of this committee. Each of these groups shall have
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one of its members designated as its chairman who shall report
to the Executive Committee and Board of Directors through
the chairman of the Finance Committee.
(d) A Committee on Chapter Development of not less
than six members with three -year terms, with two to be
appointed annually. It shall:
(1) be responsible for the formation of new chapters
of the Association, both domestic and international;
(2) review applications for new chapters, study the
existing and potential resources of the areas with respect
to the strength of such aew chapters and recommend
approval or rejection of applications;
(3) study the potential for new chapters in areas not
served by existing chapters and recommend those areas
in which efforts should be initiated to form such new
chapters; and
(4) review the status of existing chapters and make
appropriate recommendations to the Executive Committee
and Board of Directors ).
(d) A Committee on Chapter Development of not less than
nine members having three -year terms, with three to be appointed annually to provide continuity. Representation from
as many different geographical areas as possible is desired.
It shall:
(1) Encourage and promote the formation of new chapters of the Association, both domestic and international;
(2) Be informed by the national staff of applications for
new chapters and the disposition of each application;
(3) Evaluate the potential for new chapters in areas not
served by existing chapters and make recommendations
where effort should be initiated to form such new chapters;
(4) Review the status of existing chapters relative to potential for new chapter spinoffs and chapter partitioning.
Make appropriate recommendations to the Executive Committee and Board of Directors.
Article X— Affiliates
Section 2. Stuart Cameron McLeod Society: The Stuart
Cameron Mcleod Society shall be governed by its Board of
Governors subject to the provisions of its Constitution and
By -Laws. The Board of Governors shall be responsible to the
Board of Directors of the Association and shall report its
activities to the Board of Directors and between meetings
of the Board of Directors to the Executive Committee.
Article XI— General
Section 8. (Chapters) Operating Units: Chapters, Regional
Councils, or other operating units of the Association may be
established by charter wherever the Board of Directors may
approve, subject to such regulations as to membership, organization procedures, and financial relationship with the Association as the Board of Directors or Constitution and By -Laws
may prescribe. No regulations or restrictions shall be established
by the Board of Directors or chapters which shall restrict
a member in electing to be affiliated with a chapter or to
elect to enjoy the benefits of Association membership without
chapter affiliation.
Charters of chapters, Regional Councils, or other operating
units may be revoked at any time in such manner and after
such investigation as the Board of Directors may deem necessary. Upon the revocation of a charter, all funds in the
chapter, Regional Council, or other operating unit treasury
and all chapter, Regional Council, or other operating unit
records shall be delivered to the Executive Director.
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MORE DEBITS THAN CREDITS
With wit and gusto, the "Scourge of Accounting" is at it again. In
his new book, Abraham Briloff skewers auditors, business
managers, corporate accountants and just about everybody
else who settles for anything less than stark black- and -white
morality in the balance sheet.

Abraham Briloff, although not an accounting scholar, has got to be the most readable author on accounting topics today. Certainly his wit surpasses
that of any other writer on accounting topics and,
as a result, his views probably have reached, and
influenced, a far wider audience.
Few accountants can read his books without being
either delighted or outraged. So his new book,
More Debits than Credits,* which is a kind of a
sequel to Unaccountable Accounting published in
1972, is likely to elicit str¢ng emotions, depending
on the reader's own view of GAAP and related
conundrums.
Dr. Briloff, a professor of accounting at Baruch
College, City University of New York, is a familiar
figure to many NAA members. At a number of
chapters around the country he has regaled members
with his pungent opinions and wide vocabulary
which he uses to demolish the shortcomings of accounting standards and accountants. In both his
writing and speaking styles, he is unusual in that
he does not condescend to his readers or his listeners. He sprinkles Latin and other languages throughout and makes allusions which attest to a broad
knowledge of nonaccounting literature.
But it is accounting that Professor Briloff lives,
breathes and exhorts. His footwork is marvelous
to behold as he dissects line by line the 1974 annual
report of U.S. Steel Corp. Indeed, the chapter
titled "A Cook's Tour Through GAAP- Land"
might very well be required reading for beginning
accounting students.
A practicing CPA, Dr. Briloff is concerned primarily with the principles of accountants, secondarily with the principles of accounting. He delights
0 Abraham ] Briloff, More Debits aped Credits, Harper & Row,
New York, 1976, 453 pages, ;14.95.
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in exposing the ploys of those companies which want
to hype their earnings by stretching GAAP a little.
" ... many knowledgeable and sophisticated persons
urge that we scrap the P in GAAP and substitute
for it the letter S, for Standards. The cynic might
well reply that whether it's GAAP or GRAS, it's
still the same old gas."
In his new book, he returns to some of the
"horror stories" of the Sixties that he first recounted
in his earlier book, and adds new ones to the list.
Equity Funding Corporation gets a going -over
under the title, "The Emperor's New Clothes,"
and Stirling Homex and Robert L. Vesco get their
scouring from the author's Brillo -like wit.
Time has passed by some of the issues. His
ridicule of the Financial Accounting Standard
Board's "PuPU Accounting" (purchasing power
accounting) is interesting but not relevant since
the Board has put it aside.
He seems to believe that changes must be made
to reflect reality in accounting statements but does
not put forth any alternative. " ... our accounting
process presumes that a dollar is a dollar is a dollar
while anyone exposed to reality knows this to be
nonsensical. But then so is the whole historical
cost approach to accounting nonsensical, and should
be abandoned — unless, as it turns out, every other
alternative suggested thus far is even more so."
An expert at detecting buried liabilities in obscure footnotes, Professor Briloff presumably serves
a useful purpose in that somewhere out there some
accountant or auditor will think twice before he tries
a piece of duplicity in financial statements.Yet in
his vitriolic criticism of auditors and the big CPA
firms, Dr. Briloff sometimes seems to presume that
his colleagues are automatically guilty of cooking
the books, leaving no room for admission of honest
mistakes.
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Briloff's

prescriptions
for change
"are highly
controversial."

Th is b o o k is d irected at th e layman; the subtitle
reads " Th e Burnt Investor's Guide to Financial
Statem ents," bu t o ne wo nd ers what kind of book
would Autho r Briloff write for his fellow colleagues.
"Desp airin g b u t no t d esp on d ent," Dr. Briloff does
have som e p rescrip tion s to renew the confidence of
th e p u b lic in acco u n tin g statem ents and auditors.
Predictably, they are h ighly co ntroversial. He would,
for example.*Req uire th at th e accou nting profession m ake it
explicit in no uncertain terms that the attesting
aud itor assum es th e resp on sibility for the selection
of the particular principles "to apply for a particular en tity , and that the selection is based on his
view of fairness (after, of co urse, seeking management's advice b ut not necessarily its consent) . ";
Pro hibit ind ep end en t au ditors from engaging in
management advisory and even tax consultative
services to any entity fo r wh ich the firm assumes
th e in dep en dent attest fu nction;
*Break the "o ligopo listic" stranglehold which the
majo r acco u n tin g firm s have over the AICPA and

MM6N8SBSBIP
BONUS
As a special membership bonus, this
new research publication will be sent FREE
to all NAA members who request a copy
before January 1, 1977. Members in other
countries have until March 1, 1977.

M__

Please c li p and mail coupon only; do not return entire ad. to: "Free Book"
National Association of Accountants
9 1 9 Third Avenue
N e w York, N . Y . 1 0 0 2 2

F-M-il

by Anthony J. Gambino and John R. Palmer
Part of NAA's contribution to the American Bicentennial
celebration, this study examines the economic environment of
Colonial America and the industrial and cost accounting practices
of the early Americans. There were no formal guidelines in
Colonial America, so the businessmen of the day had to adapt
various methods o f accounting to their particular lines o f work.
Included in the study are several examples of early American
journals and ledgers; accounting practices o f Colonial leaders such
as George Washington, Thomas Jefferson and John Hancock; and
an in -depth study of one of the day's leading industries, the iron
manufacturer. Although this time period has been virtually ignored
by accounting historians, it is one of the more fascinating eras.

To obtain your free copy, simply fill out the special
coupon or a photocopy and send it to "Free Book " ,
NAA. Books will be mailed starting in. mid-July;
allow three weeks for delivery in U.S.A.; allow up
to 3 months abroad. Because address labels will be
created from NAA master membership records by
computer, you must furnish your NAA account
number (six -digit number on your membership card,
or the first 6 -digit number on the top line of your
mailing❑label❑—❑on❑the❑front❑cover❑of❑this❑magazine).

Name (Please Print)
NAA Account Number
My mailing address on NAA records is correct. Don't change anything.
❑ ❑Please❑change❑my❑mailing❑address❑on❑permanent❑NAA❑records❑as
indicated below or attached.
I
Requests postmarked after January 1 ( U. S . A. ) or March
(other countries) w i l l not be honored.

MANAGEMENT ACCOUNTING
IN COLONIAL AMERICA

MAIL TODAY!

YES, I want the copy of Managemen t Accoun ting in
Colonial America to wh ich I am entitled as an NAA mem ber.

I

set up an independent disciplinary apparatus. ".
I would not necessarily adopt the Financial Accounting Standards Board as my standard for
excellence in this regard. NN'hile that board is
independent on paper, its principal reliance on
the profession's oligopoly for funding and other
support subjects it to pressures corresponding to
those on the AICPA, and the erstwhile APB."
His most controversial proposal indicates that
he would opt for a central government role in
accounting. He would have Congress establish a
Corporate Accountability Commission to assume
the responsibility "for studying, determ ining, and
prom ulgating standards pertaining to corporate
morality, antitrust and m onopoly aspects, accounting and accountability, and corporate❑tax❑policy❑—
all this on a national and multinational scale."
If such a comm ission were created, one wonders
how long it would take for those being regulated to
control the regulators a la the CAB and the
FC C.
0
Rob ert F. Randall, Fea tu re Editor

If you already got a copy at the Annual Conference,
please do not request another. Thank you.

1 1977

(Coupon may b e photo- copied if you do not want to cut magazine)
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Four Join NAA Staff in Technical Services, Data Processing
Four new employees have joined the staff in the
Technical Services Division and the Data Processing
Department, W. M. Young, Jr., NAA Executive
Director announced. He said the new employees
were hired to bring the affected departments up
to budget and to fill staff positions left vacant because of retirements, promotions and employee
moves.
John E. Drury and Patrick L. Romano have
joined the Continuing Education Department as
Project Managers. Stanley F. Stec succeeds Donald
Mackenzie, who has retired, as Manager, Technical
Information Services. William Wright is now a
Programmer/ Systems Analyst in the Data Processing Department.

DRURY

ROMANO

STEC

WRIGHT

John E. Drury
Mr. Drury taught accounting and finance at
Husson College in Bangor, Maine, prior to joining
the staff. He has a B.S. in economics from the
Wharton School of Finance & Commerce in Philadelphia and an M.B.A. from Boston University with
a major in accounting and finance.
In his new position, he will develop and teach
courses and seminars in the Continuing Education
Program. He lives in Trumbull, Conn., with his
wife, Marcia, and their two children.
Patrick L. Romano
Mr. Romano was treasurer at Fred F. French
Investing Co., New York City, and prior to that
he was affiliated with Holmes Protection, Inc.,
Potters Industries, Inc., and Royal Business Funds,
serving as chief financial officer. He also has taught
accounting, finance and mathematics at Fairleigh
Dickinson University and Bergen Community College.
He has B.S. and M.B.A. degrees in Business Administration from New York University. A CPA,
he lives in Westwood, N.J. He also will develop
and teach NAA courses and seminars.
Stanley F. Stec
In his new position, Mr. Stec will respond to
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member technical inquiries and coordinate the Self Study Program activities.
He was a manager of plant accounting at Babcock
& Wilcox and prior to that he was controller of a
subsidiary of Esterline Corp., New York City. He
has held a variety of accounting positions prior to
his employment at Esterline.
He received a B.S. in accounting from Rutgers
University, New Brunswick, N.J. He lives in Pequannock, N.J., with his wife and four children.
William Wright
Mr. Wright will help develop and maintain all
of NAA's computer systems and programs. Prior to
joining the staff, he was in charge of systems, programming and operations at Samson Window Corp.
He majored in liberal arts at New York University for two years and subsequently attended the
Albert Merrill Institute for Computer Programming
in New York from which he was graduated.
He lives in Brooklyn, N.Y., with his wife.
❑
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Chapter/ Member News

Participating in St. Louis Chapter's 50th Anniversary celebration were, I-r., Executive
Director W. M. Young, Jr.; President Fox's wife, Rita; chapter President Olney F.
Otto and his wife, Marge. NAA President Lafe Fox presented the chapter a plaque,
and U.S. President Gerald Ford sent the chapter written congratulations.

CIIARI.ES A. ANDREWS, Philadelphia.
C. A. BLANKENBURc, Houston.
R A Y T i o N D E. BORG, Long Island- Nassau.
H. CEDRIC BRAUND, Central Texas.
ROBERT A. BRUCKER, Michiana.
DoAiINICK A. CARLETTI, Bridgeport.
ALFRED C. CLARKE, Member -at- Large,
Colombia.
IRA Y. COPEN, Essex County.
WILLIAM W. HARRER, Louisville.
LOREN E. HILL, Wichita.
CHARLES H. HOFFMAN, Baltimore.
MARVIN E. HUMPIIREY, San Diego.
THOxIAS S. LINDSAY, Denver.
LAWRENCE J. RUGGIERO, West Bergen Passaic County.
HENRY S. SAWIN, Philadelphia.
FRANCIS W. TONGEs, Houston.
DONALD W. WILBUR, Hartford.
Promotions and New Positions
DUANE G. LEIGH, Akron, is now financial
director of Northeastern Ohio Universities College of Medicine.
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PAUL A. VELTMAN, Alameda County South, is now controller of Vulcan
Foundries.

Emeritus Life Associates

JOHN R. MILLER, Albany, has been promoted to vice president, Bankers Trust
Co.— Albany.
Two Canton members have been named
at Fiscal Associates, Inc. DONAAL J.
MCCONNEL has been promoted to cost
accountant controller for the Jackson Bayley Electric Controlled Group, and
FLORENCE J. DARRAH, general accounting manager.
DANIEL T. CALDON, Charlotte Blue, has
been promoted to director of fiber analysis, Celanese Corp., New York City.
KENNETH A. ROYSE, Chattanooga, has
been promoted to vice president, Chattanooga Gas Co.
PHILIP G. RAINS, Chicago, has been
named vice president of Benton,
Schneider & Associates.... LAMBERTUS
VAN F o E K E N recently was promoted to
furniture division controller, De Soto
Chemical Corp.

WALTER E. JOHNSON, Cincinnati, has
been promoted to vice president of finance, Norbro Corp. . . . JAMES W.
MARTIN Was promoted to vice president
of finance for Blue Cross of Southwest
Ohio.
Two Columbus members have been
named at Jeffrey Mining Machinery Co.,
division of Dresser Industries. J. THOMAS
ARNOLD is now controller of U.S. operations, and JACK D. CARR, controller of
financial services.
H A R O L D F . WILLIS, Dayton, has been
named director — administration, international operations, of Hobart Corp.
STEVEN E. HARRIS, Denver, was appointed controller of Empire Savings
Building & Loan Assn.... RICHARD D.
ZILLMAN has been named vice president— finance for Adolph Coors Co.
RONALD W. GRESENs, Detroit, has been
appointed assistant controller, Detroit
Edison.
WALTER DUTKo, East Bergen - Rockland,
has been elected associate of Woodward Clyde Consultants.
ERWIN W. D E U C H L E R , Fox River Valley,
has been named vice president and controller of Haeger Industries, Inc.
LARRY K. TARGGART, Kalamazoo, is now
secretary- treasurer at L.R. Klose Electric.
NEALE A. HORMAN, La Crosse - Winona
Area, has joined Culpitt Roofing, Inc.,
as vice president— secretary.

ZILLMANN
Denver

CREED
Macomb County

D. W. ARMITAGE, Lehigh Valley, has
been promoted to manager —profit plan,
Bethlehem Steel Corp.'s planning department.
ROGER TEURFs, Long Island- Nassau
president, and ROBERT A. RIVERO were
admitted to partnership in Peat, Marwick, Mitchell & Co.
WILLIAM T. CREED, Macomb County.
Michigan past president, has been appointed vice president of administration,
Holley Carburetor Div., Colt Industries.
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Ar.ICE M. BRADY, Orange Coast California, has been promoted to controller
at Dunn Properties.
BARBARA E. PADGETT, Piedmont
Winston - Salem, has joined R. J. Reynolds
Industries, Inc., as comptroller of Reynolds Carolina Credit Union.

JAMESC. AMRHEIN, Milwaukee, has been

FREDERICKA. JOSS,Pittsburgh, has been
promoted to manager of accounting, elected vice president and treasurer of
Dostal & Lowey, division of Stowell Dravo Corp.
Industries. . . . JAMES J. HERTE Was `VAYNE L. METS, Portland Columbia,
named senior financial analyst, JOSEPH
recently was appointed controller for the
Schlitz Brewing Co., Container Div....
International Paper Co.
V. M. KOFLER is now vice president of
Two Racine- Kenosha members have been
Sunlite Plastics, Inc.
named at I. Case Co. EUGENE A. BATES
has been promoted to controller of Davis
Mfg. Co., a subsidiary, and DONALD
GEORGE was named controller of the
tractor, transmission and foundry plants.

COUNT
ONUS...
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 placement.
I`i

P Associates
m—

DALE A. BLAUWET, Omaha, has joined
Corsica Livestock Exchange as controller.

el

JOHN W. JOHNSON, JR., Member -at- large,
USA, was named controller Detroit
Edison.
WILLIAM A. COLLINS, Memphis, Is controller with American Clean Tile Co.,
Lansdale, Pa.
ANTHONY V. CAMPILII, ,'slid- Hudson,
was appointed village treasurer in
Wappingers Falls, N.Y.

J.

DEALY
ROURKE

]

DONALD L. JOHNSON, Raleigh- Durham
Area, recently was promoted to assistant
controller, Durham Life Insurance Co.

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

JOHNSON
Salt Lake Area

ZERNHELT
Western Wayne

WALTER G. BULLARD, Mobile, recently
was named comptroller of De Gussa
Corp.
A. W. LINAKIS, Mohawk Valley, has been
named controller of Special Metals
Corp. . . . WILLIAM J.LULEY was appointed controller of Faxton Hospital and
Children's Hospital and Rehabilitation
Center.
CHARLES W. STRUNCK, JR., New York,
has been appointed a vice president, financial controls group, Chase Manhattan
Bank, NA.
S. PETER KLOSKY, IV, North Atlanta,
has joined Hurdman and Cranstoun,
CPAs, as a senior staff accountant.
WILLARD C. SANFORD, Northern Wisconsin, was narned director — accounting
systems and design at Employers Insurance of Wausau.
Five Norwich members have been named
at King Seeley Thermos Co. GEORGE H.
GREGORY is financial and general accounting manager; DONALD P. WOODMANSEE, management accounting manager; ROBERTJ. DONAT,senior accountant;
NORMAN E. BENSON, financial and accounting analyst, and MAURICE J.LABINE,
general accountant.
WILLIAM E. SCHANz, Ohio Mid- Eastern
Area, has joined C -E Building Products
Div., Combustion Engineering Corp.,
Miami, Fla., as vice president— finance.
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ROBERT T. SUTTON, Richmond, has been
promoted to accounting officer, BVA
Credit Corp., a Bank of Virginia Company.
ROBERT C. FISH, Rochester, has been
elected president and chief executive officer, Christopher Press, Inc.... ViJAY
K. RALHAVAN was promoted to manager
— finance and business systems, Pinco
Div., Joslyn Mfg. & Supply Co.
E. J.JOHNSON, Salt Lake Area, has been
promoted to vice president and treasurer,
Mountain Fuel Supply Co.
RAYMOND F. CLISH, Sheboygan Lakeshore, has been promoted to vice president— administration of Schreier Malting.
F. JAMES MOADARAGH, Sioux Falls Area,
has been promoted to vice president,
Western Bank,
Five South Birmingham members have
been named at Vulcan Materials.
THOMAS W. BAILEY was appointed division controller, chemicals division;
HARRY P. DORLON, JR., chief accountant,
Southeast Div.; M. J. FERRIS has been
transferred to Wichita to become plant
manager; REUBEN F. STEWART Was promoted to manager, treasury services, and
DAVID N. WESTBROOK was appointed
senior accountant, corporate accounting.
. . . ROBERT V. FARR has joined Expediter Systems as vice president, finance.
BILLY R. RAMSEY, South Central Kentucky, has been promoted to controller-

PERSONNEL

ACCOUNTANTS
WANTED
Walklin & Co., Inc. is offering exclu•
sive franchise territories to qualified
individuals desiring financial success
and the independence of owning their
own firm. Millions of small and medium -sized businesses need accounting, fiscal consulting and tax services. High annual income potential.
$10,000 investment. Review the success of our franchisees nationally.

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

NAME
ADDRESS
CITY
STATE

71P

Circle 27 on Inquiry Card.

operations manager, Sorensen Mfg. Co.
Two Southeast Los Angeles County
members have been named at Price
Waterhouse & Co. G. THOMAS WILLIS
was named a partner, and ROBERT L.
TINNIN was promoted to manager.
RICHARD G. MCCARTHY, Southern
Maine, has joined Standish Telephone
Co. as chief accountant.
Two St. Joseph Area members have
been named at St. Joseph Light & Power
Co. H. C. IFFERT Was promoted to vice
president and treasurer, and TERRY F.
STEINBECKER to assistant secretary and
assistant treasurer. . . . HOWARD A.
CHRISTENSEN Is now treasurer of Michigan Wisconsin Pipe Line Co.
Two St. Paul members recently were
named at 3M Company. RICHARD D.
PETERS is now area financial manager,
Australia, /Asia, and GLEN H. WIESE,
department manager, Graphic Systems
Services.
LARRY W. PETERSON, Virginia Skyline,
is now controller at the Walker Mfg. Co.
plant in Jonesboro, Ark.
Two Western Wayne members were
named at Holley Carburetor Div., Colt
Industries. FRANCIS L. ZERNHELT has
been appointed vice president of finance,
and JERRY M. SUGRUE, controller.
DONALD G. BOOK, Wheeling, has been
promoted to director of general acounting,
Chemical Div., Pittsburgh Plate Glass.
Organization Service
JOSEPH P. CUNI1,•IINGs, New York, was
named chairman of the International Accounting Standards Committee (IASC) .
He is a deputy senior partner in New
York of Peat, Marwick, Mitchell & Co.
In Memoriam
MYRON W. BAKER, Mohawk Valley, past
president. Emeritus Life Associate. Stuart
Cameron McLeod Society.
GEORGE S. BEATTY, 29, Essex County,
1975.
BARBARA F. BERGER, 51, Boston, 1973.
JOSEPH S. BLACKWELL, 45, Spartanburg
Area, 1972.
JOHN M. BROWN, 85, Mohawk Valley,
1923. ELA.
E. F. HEIDEN, 89, Detroit. ELA.
VERNON L. MECKFESSEL, SR., 57, St.
Louis, 1967.
EDWARD J. REIFER, 51, Central Pennsylvania, 1958.
L. B. RowLEs, 77, Baltimore, 1943.
MARK H. WHITE, 59, New Haven, 1941.
ROGER A. MAPLE, 69, Columbus, 1973.
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Time Off
The following poem was brought to
our attention by William C. Becker,
manuscript director of the Princeton
Chapter. It was written by Herbert S.
Bailey, Jr., director of Princeton Uni-

versity Press, Princeton, N.J. Although
not employed specifically as an accountant or financial executive, Mr.
Bailey demonstrates an intimate
knowledge of accounting and finance.

Quoth the Banker, "Watch Cash Flow."
Once upon a midnight dreary as I pondered weak and weary
Over many a quaint and curious volume of accounting lore,
Seeking gimmicks (without scruple) to squeeze through
some new tax loophole,
Suddenly I heard a knock upon my door.
Only this, and nothing more.
Then I felt a queasy tingling and I heard the cash
a'jingling
As a fearsome banker entered that I'd often seen before.
His face was money -green and in his eyes there could
be seen
Dollar -signs that seemed to glitter as he reckoned
up the score.
"Cash flow,"the banker said, and nothing more.
I had always thought it fine to show a jet black bottom
line,
But the banker sounded a resounding, "No,
Your receivables are high, mounting upward to the sky;
Write -offs loom. What matters is cash flow."
He repeated, "Watch cash flow."
Then I tried to tell the story of our lovely inventory
Which, though large, is full of most delightful stuff.
But the banker saw its growth, and with a mighty oath
He waved his arms and shouted, "Stop! Enough!
Pay the interest, and don't give me any guff!"
Next I looked for non -cash items which could add ad infinitum
To replace the ever outward flow of cash,
But to keep my statement black I'd held depreciation back,
And my banker said that I'd done something rash.
He quivered, and his teeth began to gnash.
When I asked for a loan, he responded, with a groan,
That the interest rate would be just prime plus eight,
And to guarantee my purity he'd insist on some security—
All my assets plus the scalp upon my pate.
Only this, a standard rate.
Though my bottom line is black, I am flat upon my back.
My cash flows out and customers pay slow.
The growth of my receivables is almost unbelievable;
The result is certain — unremitting woel
And I hear the banker utter an ominous low mutter,
"Watch cash flow."
— Herbert S. Bailey, Jr.
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ink -200,
irft ion!

YES, you can improve your business
operation by stepping up to data processing
-with just you and your staff. Your people,
speaking your language, doing your job.
LINK -200 is the easy way to let the speed
and accuracy of a minicomputer connect
you to your daily business information
needs. The Randal Data Systems LINK -200
provides an instant look at the status of
critical operations within your business information required for planning and management is immediately available. Decisions
affecting profit are based on actual up -tothe- minute facts.
Capability + Capacity
RDS LINK -200 is the lowest cost forty
million character disk oriented business
system around. And using Randal's Time Sharing Operating System it supports as
many as sixteen multiple users, each doing
their own thing. Like order entry, inventory
control, billing, accounting, and payroll all being processed at the same time.
Growth Flexibility
LINK -200 is not a "dead-end" system, it
can expand as your business grows. And
J

it's fully software compatible with larger and
smaller RDS business systems, insuring
against obsolescence. Add more video or
hard copy terminals (in your office or across
the country) -more, or faster printers -more
disk storage, and more memory to provide
for the growth your business will experience.
A program library -and more
The RDS LINK -200 has available an expanding library of application programs
including full accounting and payroll functions, inventory, word processing and test
editing. Ask us about other specific industry
applications programs.
In addition, LINK -200 has remote job
and data entry programs, as well as various
communications disciplines. All LINK -200
programs utilize Randal's Time - Sharing
Operating System.
Don't you think you deserve a better
business connection?
All RDS Business Systems are sold exclusively through qualified Distributors and
serviced nationally by Randal Data Systems.
Call us collect, or write, and we'll LINK you
up with one -let us show you how to start
a Better Connection to your business data,

andai data systems, inco
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At Robert Half
wereasselectivein
ourreferrals
asyouareinyourhiring.
After all,
both our
reputations
depend
N

Because your ultimate choice is important to the both of us, our counselors have credentials — accounting,
banking, and data processing.
We've found this kind of background makes us better at evaluating
your job requirements as well as a
candidate's credentials. Results? You
see only the people who are best for
you.
That's why Robert Half can save
you interviewing time. And, of
course, hiring an efficient employee
wi11save you money, too.
Because we're the best
specialized source, more talented
people are available to us. And remember, we're constantly on the
lookout for top personnel, even when
you're not.
Call any Robert Half office —
you'll find us in over 50 principal centers throughout the United States,
Canada, and Great Britain.
We'll gladly put our reputation
on the line for you!

on it.

ROBERT &MLF
PEiZ SONNEL AGENCIES

World's Largest
Finance and EDP
Personnel Specialist.
Offices in the United States, Canada and Great Britain.
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