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hours of clear, concise, interesting, N�
•�Five�audio�cassettes (7%
professionally produced audio programming):
—One cassette Ilvz hours) for SSP No. 1: A Contemporary
Introduction.
—A�second�cassette (1'/z hours) for SSP No. 2: Cost Concepts
and Cost Behavior Analysis: Their Impact on Decision Making and,
—�Three cassettes (4' /s hours) for SSP No. 3: Management
Accounting for Business Decisions in a Service Oriented
Economy.
Three color - illustrated workbooks integrated with the audio
presentations. 104 pages each for SSP No. 1 and SSP No. 2.
And 250 pages for SSP No. 3. Totaling 458 pages in all, containing thousands of illustrations, diagrams, how- to -do -it
examples, charts, graphs, and yes, humor.
Three sets of exercise answer sheets of indicating your
suggested solutions to the many self- review questions.
•�Three�applications�for�three�Certificates�of�Completion.
•�Mini Cassette Recorder /Player, small enough for one -hand
operations but packed with features that mean business.
The entire package: all three courses plus the mini cassette
recorder packaged in a handsome binder costs only $175.00.
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(Our universal desire for peace and goodwill is
rekindled each year by the spirit of the holiday
season. It begins in our own minds and hearts and
radiates to those around us. Its love, its beauty, its joy,
and above all, its abiding faith will permeate our
thoughts, words and deeds.

Aswe strive for a world of reason and understanding,
as we seek that which unites us, and as we pursue the
ideals of human dignity, our hope for peace on earth
will approach reality. The true spirit of brotherhood,
though, knows no season. It is present throughout
the entire year.

As professional management accountants in an
association whose members are found worldwide,
we have a unique opportunity to develop the mutual
respect which assures the attainment of our common
goals. May we all join hands in this endeavor.
'Nest wishes on behalf of your officers, directors and
staff for a holiday filled with hope and a new year
which abounds with the renewed pursuit of a
purposeful life.

President, 1976 -77
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BENEFITS OF IMMEDIATE WRITEOFFS
By Michael Schiff
An
interesting
proposal
one
hundred
percent
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investment capital short fall and could be used as a possible weapon against
inflation.

Cover:
Planning valves rtsing

campaign involves artists.
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ACCOUNTING FOR PERFORMANCE EVALUATION AND
DECISION- MAKING
By William L. Ferrara

come afterwards. See

page 38 .

An attempt is made in this article to close the gap between financial reporting and
managerial decision- making. The author explains the concept of a two -part
transfer system in combination with cash flow methodologies and annuity
depreciation wh ich sho uld enhance performance evaluation.

Photocourtesy of Marstelier.
Inc
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OPERATIONAL APPROACH TO CASH MANAGEMENT
By W. Larry Elliott
The prob lems associated with the management of cash in a business are
discussed and the elem ents of the stock of cash and the demand for cash are
defined. These are then equated to show the equilibrium position of the firm.
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THE INTERNAL AUDITOR AND THE ANNUAL AUDIT
By Roger N. Knight and Gregory B. Tomlinson
Many companies have recently established positions for internal auditors and, in
some cases, en tire internal audit departm ents. Regardless of their reasons for so
doing, companies usually expect the internal auditor to participate in the annual
audit.

29

ACCOUNTING FOR STOCK OPTIONS
By Thomas C. Waller
A stock option is a contract between employer and employee whereby past
service is rewarded and future service is bargained for. The author exam ines the
nature of the co ntract, and suggests a way in which its worth can be measured.

32

PROFIT AND GROWTH THROUGH SALES
COMPENSATION
By Wesley O. McGee and David T. Norman
Salespeople should be encouraged to sell the products that return the highest
profit rather than concentrating on sales volume alone. The authors propose a
system of variable commission rates based on gross contribution to fixed
expenses and profit.

35

SALES AND COST DEFLATORS
By David Dee
The author sh ows us that even if we are dealing with apples and oranges it is
possible to differentiate between inflationary and operational factors in sales and
cost of goods sold. The deflators described here put meaning into current dollars.

38

COST ACCOUNTING PROPOSAL FOR AN ADVERTISING
AGENCY
By Larry H. Beard and Valarie A. Hoyle
Advertising agencies, according to the authors, are numbered among the
greatest corporate offenders in avoiding accountability for their operating
expenses. In this article they suggest a system whereby these costs can be
allocated on a departmental basis.
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TASK -COST ANALYSIS OF CONSTRUCTION IN
PROGRESS
By Hen ry G. Pan sza
The task -cost analysis approach is p roposed here for general contractors
engaged in a number of activities, each of which must be taken into account for
percentage -of- completion billings.
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DECISION TREE ANALYSIS FOR ACCOUNTING
DECISIONS
By Jam es D. Blu m
Although there are numerous opportunities to use decision trees, two especially
applicable areas are: the capitalization decision tree and the lower of cost or
market inventory decision tree.
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MINIMIZING THE LIFO POOL SAMPLE
By Den n ie L. Wh eeler an d Ro b ert E. Shirley
The statistical sampling procedure described is applicable to any size inventory
pool and does not require a presample. Although the method is stated in
mathematical terms, it requires only data that are normally at hand and some
sim ple estim ates.
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A BETTER JOB . . . YOURS FOR THE ASKING

By Rob ert Half
A simple, but successful, approach for the job- seeking accountant is to ask for
every job he applies for.
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SHAVE, STRATTON AND TANKER —BEYER MEDAL
WINNERS
Eleven others win Certificates of Distinguished Performance for their outstanding
grades on 1976 CMA examination.
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Without Comment

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

In a departure from our usual practice, this month we are reprinting an
editorial by Dr. Raymond P. Marple that originally appeared in an NAA
compilation titled Toward a Basic Accounting Philosophy. Published in
1964, the article is still very much pertinent today. As Past National
President Clinton W. Bennett says in the book's preface, "There is
much in this discussion of Value -Itis which we of the accounting and
business community will ignore at our own peril. Here, without footnotes, is the complete article.

Published monthly, for members only,
by the
NATIONAL ASSOCIATION
OF ACCOUNTANTS
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Readers of current accounting literature may have noticed of late the
reappearance of a malady which seems to spring up every so often.
Past experience indicates that it is contagious and may develop into
an epidemic. For want of a better name it will be called "Value- itis,"
because it causes its victims to become enthralled with the importance
of objective proof of subjective values. For example, it causes an investor to pay an unwarranted price for a share of stock because others
with the same disease have purchased enough of the same stock to
force the market price up.
In the accountant, and particularly the academic theorist, this condition seems to be brought on by overexposure, malnutrition and neglect— overexposure to economic theory, malnutrition from a diet lacking in economic realities, and neglect of the lessons taught by history.
It seems to be most virulent among the relatively young, but will also
attack the oldsters who have lost the immunity they developed in the
early 1930's. Again this time the malady seems to have attacked investors before accountants. But this time most of the investors seem
to have recovered earl y, perhaps due to the droppin stock prices recently.
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VALUE -ITIS

Symptoms and Treatment
There appear to be two prescriptions for dealing with this disease.
One, is to let it run its course. It is seldom fatal; most victims recover in
time. But there is danger in this course. It may run on and spread to the
point where severe measures are necessary. If it gets too bad, without
some event su ch as a depress io n o r maj or recessi on to correct i t,
many in the business and financial community may decide that accountants are not well enough to provide them with the financial information they need, and turn to others for it. Even now there are some in
the financial community who believe that "cash income" is more significant than "accounting income_"
The other prescription is to treat the symptoms. This is not always
immediately effective with those who have the disease, but it protects
others who are likely to be exposed and thus prevents its spread. If
tho se s ub ject t o exp os ure can be made t o see th at th e no ti on s or
ideas which are symptoms of this disease are fallacies or misconceptions, they will have developed an immunity. The symptoms of "Valueitis," as they affect accountants, Include the following:
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1. The conscious or unconscious assumption that accounting is an
Continued on page 60
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When your client's
usual money sources say "sorry,"
see what Heller has to say.
The c onversati on w ill c over
more than your client's balanc e sheet and current
ratios. W e're interested in
m ore t han n um ber s because we're interested in
providing your client more
money than other sources
would. So we'll discuss his
and his potential. And giv(
consideration to his speciz
of today's particular econc

`Let'stalk'.'

HELLER
Financial Services

At Heller we're anxious to talk with
anyone who can make profitable
use of $50,000 to $5,000,000 or
m ore. W e' l l l end agai nst your
client's receivables and other collateral at a practical rate that will
enable him to m ake m oney on the
money he's borrowed.
ent w il l appreci at e
,,Iler. The association
i practical, profitable
;e Heller isn't all talk.

Walter E. Heller & Company 105 W. Adams St., Chicago, 111.60690
New York • Boston • Philadelphia • Baltimore • Syracuse • Detroit • St. Louis
Charlotte • Kansas City • Denver • Atlanta • Miami • Birmingham
New Orleans • Houston • Dallas • Phoenix • Los Angeles • San Francisco
Portland • San Juan P.R.Heller services also available through Heller
Companies in Canada and twenty other countries around the world.
Circle I on Inquiry Card.

Letters

TO THE EDITOR

The Figler Pattern
In November 1975, Homer R. Figler's article, "Accounting for Human
Assets," explicitly suggested a measurement model which I feel has been ignored by most HRA researchers. Figler
described the pattern as follows (on
page 24):
"But generally a man increases in
value as he gains training and experience; the extent of the improvement
varies broadly from one individual to
another. Moreover, some people continue to increase their knowledge and
skills until the day they retire, while
others `peak out' at some point in
their career and thereafter either remain static or begin to deteriorate."
I would argue that Figler's description of the value of an organization's
human resources is much more appropriate than methods which capitalize
acquisition costs and begin to amortize
an employee's value shortly after he or
she joins the organization. If a company
is dealing with its employees in a rational manner, the employees should be
more valuable one -year (5 years, 10
years, 20 years) after their entry than on
the date of entry.
It is my belief that more HRA researchers must direct their attention to
the "Figler pattern" of measuring human resource value. To do otherwise
would seem to be very unwise and unrealistic.
Ken Milani
Notre Dame, Ind.

paid by a married couple filing a joint
return (one party with income only), on
the same amount of taxable income.
The tax varies from a $5.00 difference at
$1,000 taxable income to a $12,110 difference at $200,000 taxable income —all
in favor of the married couple.
A recent Revenue Ruling, 76 -255,
which appeared in IR Bulletin #197628, July 12, 1976, will have the effect of
eliminating the sham transactions that
accompany a manipulated year -end
marital status for income tax avoidance
purposes. The couple will still be considered married for tax purposes and
will be required to file either a joint return or separate returns subject to the
restrictions on married persons filing
separately.
Charles J. Smithers
Warner Robbins, Ga.

One Breadwinner per Family
In your July 1976 "Letters" column,
Richard C. John asked, "Why Does
Uncle Sam Hate Marriage ?" and then
cited three examples of married couples
paying more Federal income tax than
they would have had they been single.
The title of his letter would have been
better stated as "Why Does Uncle Sam
Hate Marriages —Where Both Partners
Earn Taxable Income ?" In the more
traditional case, where the taxable income is earned by the husband only, the
tax laws work in favor of the married
state. Perhaps Uncle (or Uncle's tax
writers) feels that one breadwinner per
family would ease the national unemployment problem.
Lawrence G. Hixon
Torrance, Calif

Married for Tax Purposes
I refer to "Why Does Uncle Sam
Hate Marriage ?" which appeared in the
July 1976 issue of MANAGEMENT ACCOUNTING Letters to the editor.
A review of the tax tables indicates
that Uncle Sam also hates single tax
payers. The inequities are evident when
we examine the amount of tax paid by a
single individual compared with what is
6

He Opts for Written Narrative
Mr. Richard C. John's article, "Improve Your Technical Writing," in the
September 1976 issue, stirred up some
thoughts on writing. He made some
good points on how to write. Too many
of us, however, don't recognize when
we should write.

Time after time I pick up a client's
interim report which is designed for
management's or outside directors' information and find no written narrative
whatsoever. The tabulated data in these
reports are often lengthy and time -consuming to review and interpret. Often I
find that such data lead to important
questions which should be asked. Because there is no written narrative in
these reports explaining unusual variations from budget or from prior year
data, they are not usually informative.
They result in more questions than answers.
On the other hand, I receive a monthly financial report from one of my clients which contains many pages of financial data and a two -page narrative.
The narrative is the most important
part of the report. When I review this I
read the written narrative first, seeking
explanations for unusual transactions or
variances. Then I go on to spend a little
time scanning the financial data in the
accompanying tables for verification of
the narrative.
As Dr. John stated, to be truly effective as an accountant, we must be able
to communicate the results of our work.
The ability to communicate in writing is
a valuable tool. To some of us, however,
it is just as important to recognize when
we should write. Interim financial reports intended to inform management
should contain explanations in the form
of a written narrative as well as financial
data, in order to be effective.
Raymond M. Cochran
Passaic, N.J.

She Opts for Economic Statements
MANAGEMENT ACCOUNTING, in the
July 1976 issue, was very timely with
the articles about "Current Cost Accounting."
Management and outside users of financial statements have increasingly
questioned historic cost. However, there
is a more fundamental concept than historic cost in question. Financial statements which focus on financial or dollar
MANAGEMENT ACCOUNTING /DECEMBER 1976

measurements are ofquestionable value
when other measurements are more useful.
Perhaps it is time to change the term
from "financial" to "economic" statements. It is the economic changes that
conventional financial statements have
not reported well enough and that the
"current cost" approaches are attempting to report. If "well- offness" is the
criteria of net income, then financial accounting has fallen short of measuring
it.
Current cost concepts may be the end
toward which we are gradually working
in accounting doctrine or the concepts
may be only an initial step away from
financial accounting. It is entirely possible that after evolving and perfecting
"economic statements" of the enterprise, we will push farther toward "social statements" which add to economic
reporting the social resources consumed
and produced.
The quest for better reporting need
not stop here. Perhaps, we will in time
perfect "full- cost" statements ofthe enterprise, recognizing its total contribution to and withdrawal from the environment.
Melissa L. Martinson
Portland, Ore.
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bf A merger

Toolsfortoday's decision makers.

could murder
two companies.

If your company is verging on merging, or considering a
sale or acquisition, you'll welcome the comprehensive report:
"Mergers and Acquisitions."Discusses ways to structure
combinations: tells how to avoid many of the traps and pitfalls
on the way to a deal. For informat ion without obligation, call or
write: Jack Heath, Vice President, or contact your area M &S office.

Phone: (800) 421 -8436
In California, call collect: (2 13) 385 -1 5 15.

appraisals by
Marshall and Stevens
Corporate headquarter,:
600 S. Commonwealth Avenue, Los Angeles, California 90005
Offices around the world

W A Unionamerica Company

Circle 2 on Inquiry Card
Readers may be interested also in
these two papers:

Very Few New Problems
Roger D. Wolstadt suggests in his article, "The Challenge of the Sandilands
Report," July 1976, that H.W. Sweeney's Stabilized Accounting is the first
significant paper in the inflation accounting literature. This could mislead
the reader into believing that the subject
had not been dealt with previous to
1936.
Indeed, the Journal of Accountancy
published several papers concerning the
issue more than 15 years before Sweeney's efforts. One particularly interesting article was Livingston Middleditch's
"Should Accounts Reflect the Changing
Value of the Dollar ?" (February 1918,
pp. 114 -120). His conclusion sounds
very timely some 58 years later "Would
it not be scientific, sound accounting
practice, in those instances in which it
makes any essential difference, to make
the books of accounts reflect the
changes in the value of the monetary
unit ?" (p. 120).
MANAGEMENT ACCOUNTING /DECEMBER 1976

"Renewal Costs and Business Profits
in Relation to Rising Costs," by John
Bauer, The Journal of Accountancy,
December 1919, pp. 413 -419.
"Depreciation, Appreciation and
Productive Capacity," by W.A. Paton, The Journal of Accountancy,
July 1920, pp. 1 -11.
In the former, Bauer suggests the use of
replacement costs in computing depreciation. Paton's observations on the differences between general and specific
price indexes fit with the writings of several contemporary authors.
These papers all show that there are
really very few "new" problems in accounting. It is sobering to realize how
long it takes to bring about a solution.
Paul B. W. Miller
Assistant Professor
The University of Utah
Salt Lake City, Utah

The Impact of Standards
Messrs. Fred A. Jacobs and Hartwell
C. Herring, III, in their article, "The
Impact of Proposed CASB Standards,"
in the September 1976 issue, show a
lack of understanding of contract pricing and contract cost accounting. Their
misunderstanding of the mission of the
Cost Accounting Standards Board is especially surprising inasmuch as Dr. Jacobs is Chairman of the American Accounting Association's Committee on
Liaison with the CASB.
The authors speak of a Congressional
intent "...to keep the capital of defense
contractors intact," and they say that
the CASB is thwarting that intent.
However, they do not even hint at the
manner in which the Congress ever expressed the intention. They seem to ignore the many overt actions taken over
the years by the Congress to encourage
investments in equipment and facilities.
The Congress has apparently recognized that cost reductions might reasonably be expected to result from the inContinued on page Sl
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House Subcommittee Blasts FASB's Rule- Making Efforts
"The FASB has accomplished virtually nothing toward resolving fundamental accounting
problems plaguing the profession," This is one of the conclusions of a report, Federal
Regulation and Regulatory Reform, released by the House Subcommittee on Oversight
and Investigations. The Subcommittee, which is chaired by Rep. John E. Moss (D- Calif.),
also said, "Considering the FASB's record, the SEC's continued reliance on the private
accounting profession is questionable." The report continues: "Independent accountants
and auditors should become neutral corporate financial reporters. Thus, to the maximum
extent practicable, the SEC should prescribe by rule a framework of uniform accounting
principles. In instances where uniformity is not practicable, the SEC should require the
independent audit or to attest that the accounting principles select ed by management
represent financial data most fairly. He should also prescribe supplemental data to permit
a translation from one set of assumptions to another, thereby permitting comparability
among companies in a particular industry."
In defense of the Board, FASB Chairman Marshall S. Armstrong charged in a letter that
the Subcommittee had issued a confused, unsubstantiated and highly misleading report.
Mr. Armstrong contended that the Subcommittee had failed to comprehend the difficulty
of achieving agreement on accounting concepts, pointing out that the Board had resolved
such accounting issues as research and development, contingencies, and foreign currency translation. He also criticized the Subcommittee -for its "almost exclusive" reliance on
the testimony of Prof. Abraham J. Briloff of the City University of New York. Dr. Briloff, a
scathing critic of accounting practices, has published two books on corporate scandals.

Sees Little Hope of Standard- Setting Remaining in the Private Sector
In light of Congress's latest criticism of the FASB, the remarks of Michael C. Jensen,
associate professor, Graduate School of Management, University of Rochester, have a
special point. At the Stanford Lectures in Accounting at Stanford University, he said:
"Finally, let me say that I think much of the hope that the FASB will succeed in keeping
the standard setting function in the private sector is naive. The SEC now holds almost all
the cards, and I believe the private sector will lose this power struggle unless it conforms
to the SEC's wishes; and if it does, who cares? The only way I can see for the private
sector to retain the standard - setting power is to obtain strong support in Congress. But
this requires a situation in which the interest of Congress coincides with that of the FASB
and the profession, and I don't think it does."

FASB Issues Interpretation on Interim Period Taxes; FAF Names Biegler
A proposed interpretation on "Accounting for Income Taxes in Interim Periods" has been
issued for public comment by the FASB. The interpretation explains, clarifies and elaborates on the requirements of APB Opinion No. 28, "Interim Financial Reporting." In a
Board - related action, John C. Biegler, senior partner of Price Waterhouse & Co., has been
elected president of the Financial Accounting Foundation, succeeding Ralph E. Kent. Mr.
Kent, who has served as president of the Foundation since it was organized in 1972, will
continue to serve as a member of the board of trustees.

Cities Should Adopt Financial Reporting Practices of Private Enterprises
The financial reporting practices of municipalities leave much to be desired, according to
a study by Coopers & Lybrand and The University of Michigan. The report, Financial
Disclosure Practices of the American Cities, states: "Those familiar with the financial
reporting practices of commercial firms are in for a bewildering experience when they
attempt to understand publicly distributed financial reports of the American cities." Such a
condition has come about because "the rules presently governing municipal disclosure
call for a type of reporting that fails to present a clear picture...."
MANAGEMENT ACCOUNTING /DECEMBER 1976

Some habits

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

NAA
a good habit
. . .

:

National Association of Accountants
919 Third Avenue, New York, N.Y. 10022
(212) 754 -9700

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

Benefits of
Immediate Writeoffs
That the proposal for immediate writeoffs of new machinery and
equipment provides a greater incentive for capital investment than
is now possible under the ten percent investment tax credit and
accelerated depreciation methods ca n be demonstrated.

By Michael Schiff
Tax incentives aimed at encouraging investment
in plant and equipment have been employed for
many years in this country. However, analyses of
the short -fall in internally generated funds indicate that current tax incentives are not adequate
to overcome the impact of inflation under a system where the net income which serves as a basis
for taxation is based on historical costs.' Despite
the incentives, and specifically with regard to depreciation of capital assets, depreciation based on
historical costs yields a charge far less than would
have been made if depreciation were based on the
replacement cost value of the capital assets being
depreciated.
A solution to the problem is suggested in the
recently published Sandilands Committee Report
in the U.K. It recommends the use of current replacement costs as the basis for financial reporting
and urges that corporate income taxes be similarly
calculated. The idea is not a new one but the recommendation that this realistic approach be the
regular basis of accounting for both tax and financial reporting and that historical -based financial
statements be provided as supplements to the proposed reports lead the British accounting fraternity to refer to the Sandilands proposal as "... a bit
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of a bombshell dropped into U.K. accounting
thought." This revolutionary accounting method
will, however, take some years to implement since
there are some real reservations as to its ultimate
adoption.
In the United States, the closest we have come
to replacement cost accounting is the SEC proposal (S7 -579) dated August 21, 1975 on which comments were due by January 31, 1976. This proposal, if adopted in its present form, would require
reporting replacement cost for "inventories and
productive capacity, cost of sales and depreciation, depletion or amortization." Whether or not
this proposal will be implemented is difficult to
tell at this writing, and the likelihood that the tax
basis for corporate income will be modified along
these lines seems even more remote.'
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One Hundred Percent Depreciation
The question is, can American industry wait for
the adoption of these changes in income determination while struggling to close the gap in financing the replacement and expansion of capital
equipment? A possible proposal which, while not
solving the problem in its entirety, does move in
the direction of mitigating the effects of inflation.
The proposal is to use 100 percent depreciation.
Under this proposal:

This article was
submitted through the
New York Chapter.
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immediate
writeoff
provides a
greater
incentive. . . "
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Exhibit 1
BENEFITS OF IMMEDIATE WRITEOFFS
Pre sent value of tax d epreciation de duc tio n,
ze ro p erce nt annual inf lation rate
Depreciation metho d:
10 percent inve stm ent tax credit and double declining
balance depreciation
100 pe rce nt de pre ciatio n in year o f acq uis ition
Difference

Desire d rate of return
15 percent

20 percent

$42 ,9 00
45,500
$ 2,6 00

$37 ,6 00
43,500
$ 5,9 00

$3 3,70 0
41 ,7 00
$ 8,00 0

Pres ent value of tax dep reciation deduction,
five pe rce nt annual inf latio n rate
Depreciation method:
10 percent inves tment tax credit and double declining
balance depreciation
100 pe rce nt de pre ciatio n in year o f acq uis ition
Difference

$37,600
43,500
$ 5,9 00

$33,700
41,700
$ 8,0 00

$30 ,4 00
40,000
$ 9,600

Pres ent value o f tax d epre ciation ded uction,
te n pe rc ent annual inf lation rate
Depreciation method :
10 percent inve stm ent tax credit and double declining
balance depreciation
100 pe rc ent de preciation in year o f acquis ition
Difference

$33 ,7 00
41,700
$ 8,00 0

$30,400
40,000
$ 9,6 00

$27 ,8 00
38 ,5 00
$10,700

1. All new machinery and equipment acquired after the effective date of the modification will be
written off in full in the year of acquisition.
2. The gain or loss resulting from the sale or
trade -in of equipment written off in the year of
acquisition will be treated as ordinary income
or loss.
3. All equipment currently owned will be depreciated as heretofore with no change.
4. Published reports of companies will be required to reflect the tax treatment in published
financial reports.'
That the proposal for immediate writeoffs of
new machinery and equipment provides a greater
incentive for capital investment than is now possible under the ten percent investment tax credit
and accelerated depreciation methods can be demonstrated. Consider a company about to acquire a
$100,000 piece of equipment with an assumed ten year life. Further assume three desired rates of
return on the investment of 10, 15 and 20 percent,
a 50 percent income tax rate, and inflation rates of
0, 5 and 10 percent during the life of the equipment.
The relative attractiveness of the investment of
the $100,000 expenditure insofar as depreciation
is concerned can be measured by the present value
of the tax depreciation deduction under the three
inflation rate assumptions shown in Exhibit 1.
The immediate writeoff or 100 percent depreciation yields a greater incentive under stable prices,
and the incentive increases under the two assumed
rates of inflation. It should be noted that the differences are of course greater for higher desired
rates of return. With higher long -term interest
rates, higher rates of return on investment in capital assets are required. Also, the modification in
the approach to depreciation suggested here is
12

10 percent

even more attractive in light of these demands. In
short, immediate writeoff provides a greater incentive and addresses the problem of inflation by limiting its impact to the year of acquisition of the
equipment.
The proposal for 100 percent depreciation also
provides for consistent treatment between tax and
financial reporting, a requirement which is not essential in justifying the desirability of the overall
proposal or in its implementation. Yet the confusion associated with financial reporting of depreciation in annual reports has reached the point
where it should be addressed. According to a recent issue of Accounting Trends and Techniques,
84 percent of a sample of 600 large companies use
a different depreciation method for reporting to
stockholders (generally straight line) than they do
in reporting for tax purposes.' In the latter case,
they use some form of accelerated depreciation.
The difference in tax, computed on these two bases, is reported as deferred income tax, which tends
to grow in size. The difference which has been
initially identified as a liability, has been interpreted to be either a liability, an increase in owners'
equity, a deduction from capital assets, or a combination of these.
The problem is complicated further by the fact
that the accounting profession has no operational
criteria for selecting depreciation methods to be
used for an asset or group of assets. The requirement for consistency in tax treatment and financial reporting would solve this problem. Admittedly, this is a drastic move, but there appears to
be little on the horizon to suggest a better solution
while at the same time addressing the more compelling problem of the relative inadequacy of depreciation allowances. In addition, precedent does
currently exist for such consistency, Where the
Continued on page 26
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Accounting for
Performance Evaluation
and Decision - Making
If we are truly interested in having executives and managers make
decisions that are beneficial to stockholders, then we must
implement performance evaluation techniques that yield the proper
decision orientation.

By William L. Ferrara
Every responsibility reporting (performance evaluation) system has a definite effect on organization decision - makers.' Given this effect, one must
then argue for the same incremental and cash flow
concepts in responsibility reporting that we speak
bso loudly for in decision - making. In other words,
how can we expect executives and managers to go
along with and truly make decisions based upon
incremental and cash flow concepts unless their
performance will be evaluated in accordance with
the same basic concepts. Given that external financial reports are reports that are used to evaluate the performance of a chief executive, how can
we expect him to use or even encourage decisions
based upon incremental and cash flow concepts if
his performance is evaluated via non - incremental
(i.e., full cost) and accrual concepts,
Robert N. Anthony was perhaps the first to emphasize this concept as goal congruence in an accounting context. In 1964 he wrote as follows:
"Essentially, therefore, the control system
should be designed so that actions that it
leads people to take in accordance with
their perceived self - interest are actions that
are also in the best interests of the company. In the language of social psychology,
MANAGEMENT ACCOUNTING /DECEMBER 1976

the system should encourage goal congruence ... Perfect congruence between individual goals and organization goals does
not exist, but as a minimum the system
should not encourage the individual to act
against the best interests of the
company."

z 01

The Preconditioning Effect

Over the years an increasing number of people
have wrestled with the preconditioning effect of
the reporting system and its impact on various
aspects of accounting. Sidney Davidson made a
strong case for reconciling the periodic measurement of net income (external reporting) with the
concepts of managerial analysis.' He suggested as
an "article of faith" that wise managerial decisions should not result in a reduction of reporting
accounting income and vice versa. "If management comes to feel that accounting practices inhibit desirable action, this indeed will present a
day of reckoning for accounting." ` Over and
above these basic comments, he described four areas of conflict (obsolescence, development costs,
inventories and income taxes) and gave his
thoughts on reconciling each.
A few years later the American Accounting Association Committee on Managerial Decision
Models concluded in its report that an area de-
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the time is
ripe for more
boldness . . . "

"...

serving of research, "... is the need to base performance evaluation (control standards) on the
planning models used." ` Specifically mentioned
are incremental costs and cash flows for decision
making and the notion that developing a consistent model for reporting performance" . . . will
mean modifying the traditional accrual full -cost
statements based on historical transactions."
Even though the focus of this report was on internal reporting, one can readily see that it deals with
the same basic issue dealt with by Davidson.
Richard E. Vendig who was worried about the
lack of consistency between incremental decision making and non - incremental or full cost performance evaluation in a divisional profit center context recommended a two or three -part transfer
price as the basis for achieving consistency.' Robert Beyer recommended a similar approach when
discussing product line profitability and he re -emphasized and made his thoughts much clearer
when he teamed up with Donald J. Trawicki on
the subject of measuring segment profitability.'
Actually, the time is ripe for more boldness,
since accounting has reached a crossroad where
we must move toward more credible financial reporting, internally and externally, and there is an
excellent chance that extensions and combinations
of the two -part transfer price and the cash flow
methodologies will yield results that would tie together not only performance evaluation and decision- making, but internal and external reporting
as well. Furthermore, it may not be too difficult to
build into our recommended approach the most
significant features of price level adjusted data
and /or current value data.
A Two -Part Transfer Price
When one speaks of transfer pricing, the conversation almost automatically tends toward a discussion of divisional profit performance in large
scale divisionalized firms. This is unfortunate,
since the concept of a two -part transfer price relates to cost centers as well as profit centers, in
even the smallest nondivisionalized firms, Furthermore, not too many people really understand
the full implications ofa two -part transfer price in
terms of the total accounting information system,
Perhaps this lack of understanding relates to the
fact that a composite of the best thinking of the
subject has not yet been put together. Hopefully,
the following comments will enhance understanding. A two -part transfer price embodies four notions:
1. Complete separation of fixed and variable costs
in the budgetary (planning) process as well as
the performance evaluation (control) process
2. Separation of fixed and variable costs for all
categories of cost., i.e., manufacturing, marketing and administrative
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3. Assignment of variable costs to units of output
as well as divisions, subdivisions, departments,
work centers, etc., at the standard or budgeted
rate per unit of output or activity
4. No assignment of fixed costs to units of output,
however, at least some and perhaps most budgeted fixed costs would be assigned in lump sum amounts (not an amount per unit of output) to divisions, subdivisions, departments,
work centers, etc.
There should be no disagreement on the first three
items above. The last item could, however, present
some disagreement. Thus, let us concentrate our
attention on it.
The primary thought is that "fixed costs should
not be unitized," i.e., fixed costs should not be
converted into an amount per unit ofoutput since
that would make fixed costs look like variable
costs. Unitizing fixed costs would foster the unfortunate possibility that fixed costs would be treated
as variable costs in the budgetary process and /or
the performance evaluation process. To recommend that fixed costs should not be unitized is not
the same as recommending that fixed costs should
be ignored.
The lump -sum assignment of budgeted fixed
costs should foster an appropriate consideration
of fixed costs. In the first place, only budgeted
fixed costs will be assigned in lump -sum amounts
which leaves all fixed cost variances in the segment ofthe firm responsible for the variance. The
same result is obtained with variable costs by assigning variable costs at a standard or budgeted
rate per unit of output. Second, the fixed costs to
be assigned in lump -sum amounts will include
only those fixed costs that can be assigned on a
reasonably objective basis. Assigning to segments
only those fixed costs which can be assigned in a
reasonably objective manner will eliminate the issue of arbitrary assignment of common or joint
fixed costs.
The real problem, if any, with lump -sum assignment of fixed costs to segments is the methodology of determining reasonably objective amounts to
be assigned to various segments. The methodology
of assignment is twofold: (1) some fixed costs are
actually identifiable or traceable to a segment
which makes assignment direct and obvious, and
(2) other fixed costs are related to long range expected use and should thus be assigned in proportion to long range expected use.
Segment Profitability
A perfect application of the two -part transfer
price exists in the area of segment (or product
line) profitability. For example, let's consider the
often told story ofthe international marketing division ofa United States firm which manufactures
all of its products domestically.'
MANAGEMENT ACCOUNTING /DECEMBER 1976
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Exhibit 1
PRODUCT LINE PROFITABILITY REPORT

2,0 00

2,0 00

$15,000
4,0 00
$11 ,0 00

8,00 0

$

Segme nt co ntrib ution
Common fixed costs
Net p rofit

2,000
4,000

$

8,5 00
$14 ,0 00

4,0 00
6,0 00
9,0 00

$

5,500

Traceable fixed costs
Directly traceable
Assigned via two-part
transf er p rice
Total traceable fixed costs

$

$25 ,0 00
10,000
$15,000

$

$20 ,0 00
8,00 0
$12 ,0 00

$

$52 ,0 00
23,000
$29 ,0 00

$

Sales
Variable costs
Pro fit co ntrib ution

$

Segment and /or product lines
8
C
A

Total
division

$

1. The distinction between fixed and variable
costs should be built directly into any respectable accounting system; the need for special
analysis and consultation with a cost analyst
suggests that the accounting system in this case
was less than respectable.
2. The unitization of fixed costs is a no -no; in this
case (especially when coupled with [1] above) it
made the fixed costs appear to be variable with
the net effect that each unit sold looked like it
resulted in a loss of $.10 per unit rather than a
profit contribution of $.20 per unit.
3. The decision - making and performance evaluation technologies are not synchronized, i.e., decision- making was based upon incremental

"... a bunch of
accountants
make me look
like a bum. . . "

Had a two -part transfer pricing system existed
in this case, there would have been little or no
difficulty. In fact, the two -part transfer price
would have elicited from the division manager an
appropriate short -range decision and a reconsideration of relevant long -range commitments with
the total system impacts of both long and short range completely in focus.
To emphasize these points consider the product
line profitability report in Exhibit 1 which was
prepared to illustrate the profit impact of meeting
the competitive price on Product Line C. The
profit contribution line shows that all variable
costs would be covered with a resultant margin
over variable costs of $2,000 if the competitive
price is met. In addition, the segment contribution
line shows that the profit contribution will not be
sufficient to cover traceable fixed costs. Thus our
division manager can quickly see that in the short
run, the best decision is to meet the competitive
price; if he did not, he would still be stuck with
traceable fixed costs of $4,000 and no profit contribution to help defray them. Simultaneously, he
sees that Product Line C does not look too viable
in the long run since its segment contribution is
negative at the current competitive price. Thus, at
this point he must automatically start thinking
about whether or not he would recommit himself
next year to the same level of fixed costs for Product C. Over and above appropriate long and short run considerations, the "Total column" focuses
attention on the total system profitability which in
this case is the "total division "; in other instances,
the Total column could refer to the total firm
while columns A, B, and C could be divisions."
A few additional comments might be in order
to clarify some features of two -part transfer pric-

$

Our story sounds like it had a happy ending,
but that is not the case, since the performance
evaluation report did not show a profit contribution on the almost discontinued line, it showed
that a loss of $.10 ($.704.80) was incurred on every unit sold. You can still hear the division manager muttering to himself, "I make a sound and
profitable decision and a bunch of accountants
make me look like a bum. I really have no choice
but to get rid of that product line."
At least three errors are illustrated above:

concepts while performance evaluation was
based upon non - incremental (full cost) concepts with the net result that the division manager is being forced to make decisions based on
non - incremental data since that is the way his
performance is being evaluated.

$

For a particular product line, the international division is paying the domestic division $.80 per delivered unit for a product
it currently sells for $1.00 which makes
profit per unit equal to $.20 for the international division. Suddenly a competitor offers an identical product for sale at $.70
per unit. The international division obviously cannot meet this price since doing so
would yield a $.10 loss per unit.
However, before the international division finalized its decision to drop the product line, the division manager, remembered
the distinction between fixed and variable
costs and wondered how much of the $.80
per unit cost was fixed and how much was
variable. After much consultation with and
special analysis on the part of a home office
cost analyst, it was determined that $.50 of
the $.80 per unit cost was variable and $30
was fixed. Thus, our division manager, the
cost analyst and the home office pricing
policy staff concluded that the competitive
price could and should be met. The product supposedly yielding a loss of $.10 per
unit at competitive prices was actually
yielding a profit contribution of $.20 ($.70$.50) per unit toward the coverage of fixed
costs and there was no known alternative
use for the facilities currently being used to
produce the line which was almost
dropped.

7,000
5,000
2,0 00
1,500
2,5 00
4,000

$ (2 , 0 0 0 )
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"We must not
resort to ability
to pay
measures ... "
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ing. The profit contribution (sales less variable
Any fixed costs which cannot be assigned to
costs) should embody deductions for all variable segments on some logical basis should not be ascosts, i.e., manufacturing, marketing and adminis- signed at all; they should be treated as common
trative (if any). For example, variable costs in the costs and shown only in the total column. This
illustration could easily have included a sales would emphasize the very appropriate notion that
commission of $.05 per unit paid to international we have in the typical firm a common core of
sales personnel with the result that the profit con- costs not really assignable to any segment; and
tribution of each unit sold would have been only that the only way we can overcome such common
$.15 rather than $.20 per unit.
costs, is to seek out that combination of market
Traceable fixed costs were classified into direct- opportunities which would over a period of years
ly traceable and those assigned via a two -part yield the greatest segment. margin. This should
transfer price. Directly traceable fixed costs would also automatically yield the greatest net profit for
include items such as the salary of the product the total system as long as we effectively control
line manager, salary of salesmen who deal exclu- the costs of our common core.
sively with a single product line (if any) and adIn many ways the most important thing to
vertising and promotion expenditures specifically avoid is the erroneous notion that every cost
related to a single product line. Traceable fixed should be assigned to a segment. We must not
costs assigned via a two -part transfer price would resort to ability to pay measures, such as relative
have to be assigned on some logical basis, i.e., in sales volume, profit contribution, or segment conthe present instance the thought is that they repre- tribution to make an arbitrary cost allocation. The
sent manufacturing fixed costs transferred from result of such allocations of corporate overhead,
the appropriate domestic manufacturing plant on institutional advertising, etc., would tend to hide
the basis of long -range expected use of manufac- the costs of the common core and more importuring facilities by product lines A, B, and C.
tantly might result in an insidious behavioral reacLong range expected use could be determined tion from segment managers, We have all heard of
on the basis of a five -year plan (e.g., a five year or from segment managers who have said, "Why
moving average), or some combination of past his- - should I and my subordinates try to do our best in
tory and future expectations. The result would be generating profitable volume if the result is that
something akin to a determination via the plan- we will end up looking bad because our `fair
ning process that product lines A, B, and C are share' of corporate overhead is thereby inexpecting to use 20 percent, 30 percent, and 30 creased." Allocation of common costs is a number
percent, respectively, of the manufacturing facili- pushing exercise, without economic substance.
The beauty of the two -part transfer price comties and should thus be charged with 20 percent,
30 percent, and 30 percent of the budgeted fixed bined with segment profitability reporting relates
manufacturing costs. The unused 20 percent of especially to the profit planning function. Given
manufacturing facilities should not be charged to that initial profit plans for the coming five years
any product line or segment; it should be charged are typically put together shortly after mid -year,
only to the total system as a common fixed cost. one can review the efficacy of such plans in suffiThe net result of this procedure would be to cient time to make adjustments prior to implecharge each segment with the proportion of next menting the plan. In fact, estimates concerning
year's budgeted fixed costs it committed itself to.
innumerable combinations of pricing, advertising
In no event, however, would expected idle facil- and promotion policies and their related product
ity costs be charged to a segment. The percentages mixes can be reviewed before the first year of a
mentioned above would be related to a normal five -year plan even starts. Short-run implications
volume measure, and facilities expected to be un- of each alternative combination show up on the
used would be automatically highlighted during profit contribution line, long -term implications on
the planning process with the hoped for result the segment contribution line and total- system imthat responsible officials will initiate studies de- plications in the total system column. In actuality,
signed to seek out profitable opportunities for use the most important thing to keep in mind is the
of such expected idle facilities.
impact of each alternative on the total system.
The commitment of a segment to its lump -sum The total system column, which includes all reveshare of traceable fixed costs could be emphasized nues and all costs, should help emphasize that the
as a commitment by charging the lump -sum total system is never lost sight of in two -part
amount to the segment at the beginning of the transfer pricing. Nonetheless, all of these profit
year or charging one - twelfth of it to the segment planning niceties would be of little consequence if
at the beginning of each month. This commitment we did not use the exact same technology in the
idea would in essence stress the long -run nature of performance evaluation or control function.
At this point one could and should ask how the
fixed costs and segment contribution as opposed
to the short -run nature of variable costs and profit two -part transfer pricing system would fit into
other parts of the accounting system, i.e., parts
contribution.
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other than segment profitability reporting. Surprisingly the answer is quite simple, since two part transfer pricing relies essentially on keeping
variable and fixed costs separate and assigning
fixed costs only in lump sum amounts. We will
continue to work with cost centers and even with
such things as distributions of manufacturing
service department costs to producing departments. The only thing we will not do is unitize the
fixed costs into rates per unit. Only variable costs
will be stated in terms of rates per unit and they
will be charged out at the standard or budgeted
rate. Fixed costs will be charged out in lump -sum
amounts (at the beginning of each period) using
that proportion of budgeted fixed costs for a cost
center equal to the proportion of expected future
use ofnormal volume ofsuch cost center by other
cost centers or profit centers.
In the case ofthe domestic manufacturing division related to our earlier illustration, the manufacturing division is considered to be a cost center.
It will be charged for all actual costs incurred and
will be credited for variable costs (at standard) as
well as lump sum amounts of budgeted fixed costs.
The ultimate result then would be to relieve a cost
center of all budgeted or standard costs leaving
behind variances between actual and budget or
standard.
Cash Flow Performance Evaluation
It is impossible to argue against the applicability of discounted cash flow concepts for decision making. Thus there really is no choice but to convert performance evaluation from accrual accounting to cash flow accounting. Otherwise, we
will put managers in the intolerable position of
making decisions one way and having their performance evaluated another way.
To illustrate the problem involved here, let us
consider another often told story of a division
manager."
Our division manager (DM) approved a
very large capital expenditure for his division and then convinced his superiors that
they should also approve the project since
the capital expenditure was expected to
yield a cash flow return on investment
(ROI) of 15 percent. Subsequently, the
DM found that his profit center report indicated that his division ROI had not only
declined but had resulted in a return significantly below 15 percent.
Obviously, he was perplexed and he began to examine his profit center report in
detail. He found, as we all know, that his
profit center report was based on accrual
(not cash flow) accounting, but to make
matters worse, net income was being calculated using accelerated depreciation with a
MANAGEMENT ACCOUNTING /DECEMBER 1976

switch to straight -line depreciation after
approximately half the new asset's useful
life. Thus the numerator of the accrual
ROI equation was being significantly reduced during the early years of the new
assets life while the denominator was average book value during each year. The result of all this was a very low accrual ROI
during each period of accelerated depreciation and high average book value; and, a
very high accrual ROI during the later periods of straight -line depreciation and very
low average book value. At no point did
the accrual ROI come close to 15 percent;
it was either significantly below or above
15 percent.

"Only variable
costs will be
stated in terms
of rates per
unit. . . "

What really bothered our DM was that he
made a good decision but the accounting performance evaluation system was going to make him
look bad for about four years by which time he
would either be fired or transferred. His successor
then would walk into a perfect situation; a high
accrual ROI caused by the switch to straight -line
depreciation and a significantly diminished book
value. Furthermore, as all DMs caught on to the
system, there would be a strong bias against any
new investment regardless of the story projected
by discounted cash flows.
Approach to a Solution
Normal depreciation accounting produces an
allocation of original cost (less estimated salvage
value) over projected useful life which is systematic but what else can we say for it. For example,
one need only ask the following two questions to
shake his confidence in normal depreciation accounting; viz,
I. When was the last time you encountered a
building or some equipment which was being
effectively and efficiently utilized long after its
"accounting useful life" was over?
2. When was the last time you encountered a
building or some equipment which had a current value well in excess of its original cost?
These two questions should make us wonder
about the economic viability of useful life and salvage value estimates. In some instances, one can
truly wonder if there is such a thing as depreciation. A solution may be found in annuity depreciation.
Annuity depreciation as defined here involves
the recoupment of investment cost rather than an
allocation of investment cost. It speaks to the issue of how much of your investment you have
recovered in cash over and above some desired
ROI percentage. To implement this concept we
simply ignore depreciation deductions and similar
17

amortizations. The net result is similar to adding
depreciation and other amortizations to net income after tax in order to derive a fund flow figure. For example, in all cost and profit centers,
depreciation would no longer be counted among
the costs with the result that cost center data will
be cash cost oriented and profit center data will be
cash income oriented. We say cash cost oriented
and cash income oriented since the adjustment we
are making, while it involves the major item in the
conversion of net income to net cash flow, ignores
changes in working capital other than cash. This
final touch could easily be added, but for the present we will concentrate on the major item, i.e.,
depreciation and amortization.
A cash flow oriented segment report can result
in some very interesting financial data when it is

Exhibit 2
CASH FLOW SEGMENT REPORT

Sales
Variable costs
Pro fit co ntrib ution
Traceable fixed costs
(exc lud ing dep reciation)
Segment flow
Common fixed costs
(exc lud ing dep reciation)
Net flow

Total
system

A

Segments
B

$65 ,0 00
29 ,0 00
$36 ,0 00

$35 ,0 00
16,000
$19 ,0 00

$30 ,0 00
13,000
$17 ,0 00

15,000
$21 ,0 00

8,50 0
$10 ,5 00

6,5 00
$10 ,5 00

5,0 00
$16 ,0 00

Exhibit 3
INVESTED CAPITAL SEGMENT REPORT
CURRENT VALUES AT BEGINNING OF YEAR
Total
system

B

30 ,0 00

$1 7,00 0

$13 ,0 00

70,000
$10 0,0 00

30 ,0 00
$47 ,0 00

40 ,0 00
$53,000

$

W orking capital
Traceable property
(p lant and e q uipm e nt)
Segment capital
Commo n pro perty
(p lant and e q uip m e nt)
Total cap ital

Segments
A

20 ,0 00
$12 0,0 00

Exhibit 4
CASH FLOW ROI AND CAPITAL RECOVERY DATA
$10 ,5 00

$10,500

10,000

4,7 00

5,3 00

$11,000
5,000

5,800

5,200

2,0 00
7,0 00
$ 4,000

"B OY is an abb reviatio n f or be ginning of ye ar.
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$

B

$21 ,0 00

$

A

$

Segment flow
Capital charge
De sire d R0 1(10 % ) x BO Y'
segment capital
Co ntrib utio n to re c overy
of segment capital
Comm on f ixed co sts (ex. dep r.)
Desired R01 (1 0 %) x BO Y
comm on capital
Total co mmo n items
Contribution to rec overy of to tal capital

Segments

Total
system

combined with the "current value" notion for valuing assets. For example, consider Exhibits 2 and
3. Exhibit 2 yields a measure of cash flows from
operations at the segment level and for the total
system. Exhibit 3 yields a measure of the current
value of working capital (beginning of the year)
plus property plant and equipment identifiable
with each segment and for the total system. In
combination, cash flows and current values yield
the cash flow ROI-type data plus the capital recovery data shown in Exhibit 4.
Those truly familiar with annuity depreciation
will recognize Exhibit 4 as an application of the
concept. It is simply a matter of dividing cash inflows into two parts: a capital interest charge on a
beginning of year investment and the remainder
into a capital or investment recovery factor. The
interest charge is the same cost of capital rate or
desired ROI rate used in capital budgeting even
though the exact rate to be used in each specific
instance is not easy to agree upon. Exhibit 4
should also remind the reader of the residual income concept which in a cash flow context is essentially the same as annuity depreciation.
Another step in putting together a cash flow
oriented performance evaluation system would be
to determine the current value of the capital as of
the end of the year and to compare it to the beginning of year current value to obtain the difference.
This difference when adjusted for additions to and
reductions from invested capital during the year
should yield the change in value of the beginning
of year capital during the year.
If the value increased there obviously would
have been appreciation rather than depreciation,
This appreciation plus the "flow from operations"
(by segment or total system) could then be used to
calculate a "true" ROI during the year on the
beginning of the year capital expressed in current
values (by segment or total system). Actually this
very realistic ROI could be partitioned into an
appreciation and a cash flow component.
If the value decreased, one could compare the
decrease with the amount of capital recovery to
determine whether the capital recovery did or did
not cover the decrease. In addition, the "flow
from operations" minus the value decrease could
then be used to calculate the true ROI on beginning capital which could also be partitioned into
cash and value change components as mentioned
above. The value change component of the ROI is
in essence the cash flow oriented replacement for
the discarded accrual depreciation factor.
Some Difficulties and Another Possible Solution
Due to the fact that much work still has to be
done with regard to pragmatically implementing
the concept of "current values" some might prefer
an alternate solution to the cash flow- accrual dilema. The major difficulties involved in implementMANAGEMENT ACCOUNTING /DECEMBER 1976

ing the concept of current value are first to define
the concept and second to determine reasonably
objective methods of measuring the agreed upon
definition. Accounting literature, of recent vintage
especially, is at times loaded with conceptual and
pragmatic discussion which suggests or implies
that current values are essentially the same as replacement costs. Furthermore, the issue of inflation accounting with general and /or specific price
level indices is almost impossible to separate from
these issues. Thus let us consider an historical cost .
alternative to the previously described current value approach.
Historical costs might actually provide a more
palatable and objective appoach than current values, especially if they are price level adjusted. It is
also possible that some might consider the approach to be described below as quite reasonable
conceptually. Our historical cost approach would
still involve the same "cash flow segment report"
of Exhibit 2. The "invested capital segment report" of Exhibit 3 would change only to the extent
that invested capital would be expressed in historical costs and in the case of property plant and
equipment, these historical costs would not be reduced by "accrued depreciation to date "; they
would be expressed in terms of original historical
cost reduced by a cash flow capital recovery to
date derived from exhibits similar to Exhibit 4. In
addition, the historical cost of the invested capital
and the capital recovery should be price level adjusted to overcome the traditional stable dollar assumption of accounting. See Exhibit 5 for a revised Exhibit 3.
In combination, then, Exhibits 2, 4, and 5 yield
the annuity depreciation concept applied to price
level adjusted historical costs. The net result is a
concentration on how much of the actual investment, by segment or total, has been recovered to
date over and above a desired ROL
A comparison of Exhibits 2 and 5, by segment
or total, would yield the cash flow ROI on price
level adjusted beginning of year unrecovered in-

vestment. This would be a very interesting number to compare with the current yield on the firms
long term indebtedness and the presumably higher
rate for desired ROI.
At the total company level, the "total system"
column of Exhibits 2, 4, and 5 could easily represent a very interesting alternative to today's accrual, non -price level adjusted financial reports. For
example, the "total capital" of Exhibit 5 could be
compared to the "net flow" of Exhibit 2 to derive
a "return on the firms unrecovered total invested
capital at the beginning of the year." If we reduced the total capital of Exhibit 5 by the amount
of long -term indebtedness, we could even derive a
"return on the stockholders' portion of the firms
unrecovered invested capital." In many instances,
today we may find that the more realistic kind of
reporting recommended here could easily show
that many companies are really not doing too
well, i.e., their recovery of price level adjusted invested capital may be minimal or nonexistent.

"Historical
costs might
actually provide
a more
palatable and
objective
approach . . . "

Conclusion
The methodology of financial reporting must
move closer to the methodology of management
decision- making. One cannot legitimately ask decision- makers to use an incremental cash flow
methodology while performance evaluation (internal and external financial reporting) is based on
non - incremental accrual concepts. If we are truly
interested in having executives and managers
make decisions that are beneficial to stockholders,
then we must implement performance evaluation
techniques that yield the proper decision orientation. The same goes for the orientation required of
middle and lower levels of management.
Hopefully, the techniques and concepts mentioned above will facilitate having more of us
think about the intolerable gap between what too
many accountants recommend for decision -making as opposed to performance evaluation.
O

Exhibit 5

MANAGEMENT ACCOUNTING /DECEMBER 1976

INVESTED CAPITAL SEGMENT REPORT
UNRECOVERED PRICE LEVEL ADJUSTED
HISTORICAL COSTS AT BEGINNING OF YEAR
Total
system
W orking capital
Traceable property, plant and
equipm ent (Price leve l adjusted
orig inal his torical cost net
of price level adjusted capital
recovered to date)
Segment capital
Comm on pro perty, plant and
equip ment (Price level adjusted
original historical c ost net of
price level adjusted capital
recovered to date)
Total cap ital

Segments
A

B

30 ,0 00

$17 ,0 00

$13 ,0 00

90 ,0 00
$12 0.0 00

50,000
$67 ,0 00

40 ,0 00
$5 3,00 0

$

' All control reports should be decision oriented, i.e., oriented toward inducing a
desired behavior (decision) pattern. If we conceive a performance report and the
method of using a performance report to constitute a message to the person or
group whole performance is being measured we can in effect say that the message orients the recipient to act in a certain way. The only issue then would be to
make sure that the induced behavior pattern is the desired behavior pattern. See
William L. Ferrara, "Responsibility Reporting vs. Direct Costing —Is There a
Conflict ?" ,Management Accounting, June 1967, p. 47.
Robert N. Anthony, Management Accounting, third edition, Richard D. Irwin,
Homewood, 111., 1964, p. 362.
' Sidney Davidson, "The Day of Reckoning: Accounting Theory and Manage.
ment Analysis." Journal of Accounting Research, Autumn 1963.
Ibid.. p. 119.
' American Accounting Association, "Report or the Committee on Managerial
Decision Models," The Accounting Review. 1969 Supplement, p. 57.
• Ibid.. p. 58.
' Richard E. Vendig, "A Three Part Transfer Price." Afanagemenr Accounting.
September 1973.
' Robert Bcycr, Profitability Accounting for Planning and Control. The Ronald
Press Company. New York. 1963. pp, 196 and 205. See also Robert Beyer and
Donald J. Trawicki, Profitability Accounting for Planning and Control, second
edition, The Ronald Press Company, New York, 1972, p. 156.
' For a more elaborate presentation of this story see The Argentine Drug Caper
available from the Intercollegiate Case Clearing House, Soldiers Field, Boston,
Mass.
Through the use of a report similar to Exhibit I for both decision making
(planning) and performance evaluation (control), managers should inevitably
think about the most relevant Iong -term, shoe -term, and total system variables
and implications concerning specific profit planning and control situations.
" For a more elaborate presentation of this story, see Westport Electric Corporation (8) available from the Intercollegiate Case Clearing House, Soldiers Field,
Boston, Mass.

25,000
$14 5,0 00
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Operational Approach
to Cash Management
The cash balance at any particular time is not a random
phenomenon but is the result of known and controllable variables.
This means that the cash manager can take action to influence
those variables in the best interests of the firm.

By W. Larry Elliott
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What are the problems associated with the management of cash in a business environment? A few
years ago a typical businessman might have responded that " The only problem here is to make
sure you have enough cash to pay your bills when
they become due." Now, however, cash availability as needed is actually only half of the problem.
Excess cash must also be considered and transformed into an asset which will be productive.
Cash , meaning currency and demand deposits, are
unproductive resources with the exception perhaps of a return in the form of bank services for
maintaining certain average or minimum amounts
on deposit. As a result , holding more cash than is
actually needed by the firm is not only not beneficial but is also detrimental as measured in terms
of opportunity cost.
The elements involved in the cash management
problem must be defined with special attention to
the relationship of this problem to other elements
in the operation of the firm. By structuring the
problem, an operational approach to cash management becomes more apparent . Certain approaches which should be useful are suggested.
The Stock of Cash
The stock of cash or cash balance at any given
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moment in time can be thought of as the amount
of cash on hand at the end of the previous time
period plus and minus receipts and payments, respectively , from normal operations .' In addition,
increases and decreases in the cash balance can
take place as a result of transfers to and from temporary investments . In symbolic terms, we can
therefore define the cash balance as:
BC = B P + R O — P O + M I + F I — AI
where
BC = Current cash balance
BP = Cash balance at the end of the
previous time period
Ro = Receipts due to operations
P p = Payments due to operations including
maturing liabilities and normal
dividends
MI = Normal maturities of temporary
investments
FI = Forced conversions of temporary
investments
AI = Additions to temporary investments
RECEIPTS
Receipts ( R O ), are the inflows of cash associated with operations. Collection of receipts is generally the result (or anticipation) of delivering goods
MANAGEMENT ACCOUNTING/ DECEMBER 1976

or providing services. Generally, a customer does
not remit cash simply because the sale has been
made but will wait until it is actually billed. The
speed of the billing process, then, is a factor in the
speed of the collecting process.
Obviously, also, receipts from the sale of goods
can be expected only if shipments are being made
either directly from production or out of inventory. In other words, although the sale is normally
thought of as the initiating step for the collection
process, there is also an accompanying event. For
each quantity of goods sold there must be a decrement in that amount of production, or a reduction
of that amount of inventory, or a combination of
the two.
Once a sale is made there may be an immediate
increase in cash but generally there is a lag between the time of the sale and the collection of
cash. This lag is represented in the financial records by "receivables." The amount of time of the
lag varies from company to company and is dependent upon the policies and practices of the
company. Some of the policies and practices
which the company can use to speed up the collection of cash are:
1.
2.
3.
4.

A lock box collection system
Clearly defined credit policies
Shorter credit terms
Alternative financing for customers

The lock box approach to collections is the
process of having customers remit to post office
boxes controlled by a bank. The bank picks up the
remittances and credits the company's account
immediately, saving a day in the collection process, This type of arrangement also may be advantageous in that it may be possible to cut down on
the personnel required to handle cash and better
controls may result with the bank handling the
incoming cash. There are also disadvantages to
this arrangement. For instance, it will cost the
company something, either in terms of a fixed cost
per check or in terms of maintaining a significant
compensating balance with the bank.
Credit policies adopted by a given company
also affect the rate of collection. In other words, a
company could speed up its collection by simply
extending credit only to those customers that pay
on time. On the other hand, collections could slow
down considerably if credit is extended to everyone regardless of his payment behavior. To some
extent, management may be able to control these
policies but industry practice may also play an
important role. For instance, in certain industries,
such as construction, slow payment is the generally accepted way of doing business and anyone attempting to speed up that collection by credit restraints would find themselves at a competitive
disadvantage. In other industries, however, instiMANAGEMENT ACCOUNTING /DECEMBER 1976

tutional factors may not be as important and
speeding up the collection process by credit policies imposed would result in only a small percentage loss in business.
Cash discounts are also believed to play a major
part in controlling the rate of collection. For example, terms of "2/10, net /30" represent an annual interest rate of 36 percent which should induce a rational customer to make payment within
the discount period. On the other hand, is it rational for a company to offer a discount of this magnitude? The answer to this question, of course,
depends upon the specific situation of the particular company in question. Generally, discounts are
not offered exclusively to stimulate the inflow of
cash. Institutional factors contribute a great deal
to the decision of whether or not to make cash
discounts available. If it is the custom within an
industry to give cash discounts, a single company
would find itself at a competitive disadvantage if it
refrained from doing so. If, however, a company
offers cash discounts in order to speed cash collections, careful consideration should be given to this
policy.
If a company has a demand for cash, a speedup
of the collection process through the use of cash
discounts should be considered along with other
alternatives such as short-term financing. If, however, a company does not have a demand for cash
and may even be seeking an outlet for excess cash,
it may be irrational to be offering cash discounts
which are not required. One possibility might be
the use of cash discounts at specific times of the
year when there is a demand for cash. The discount is a management tool and should not be
used arbitrarily.

"The discount
... should not
be used
arbitrarily. "

PA YM ENT S

Payments (PO) are the expenditures which
must be made to maintain normal operations of
the firm. These expenditures may be divided into
two categories: programmed and activity.
Programmed expenditures are those which
have been determined in advance and the amount
and date of payment are reasonably well known.
For instance, based on the forecasted demand in
anticipation of production activity, management
will decide on certain expenditures. A major expenditure of this nature would be for a basic work
force such as managerial personnel, supervisory
personnel, and those workers with particular
skills. Generally, with the exception of bonus pay,
the amounts of these salaries would be set well in
advance of their payment. In addition, there are
many other expenditures such as maintenance and
major repairs which would fall into this same category. In other words, the timing and amount of
payment are determined by management decisions
based primarily on immediate and long -range demand forecasts.
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1. Schedule payments according to their due date.
2. Reduce the loss of cash discounts.
3. Centralize payable and disbursement procedures.
4. Release checks late in the day.
All these practices are directed at holding on to
the cash as long as possible. Payments should be
made when necessary to avoid losing a cash discount but they should not be made until the end
of the discount period is reached. In other words,
the discount that can be taken is the same whether
the bill is paid at the beginning or at the end of the
discount period.
MATURITIES AND INVESTMENTS

Maturities of temporary investments (M I) also
represent inflows of cash. These inflows at particular points in time are actually determined by the
investment decisions in previous periods, i.e., the
selection of investments with given maturity
dates. There are also implicit if not explicit decisions in previous periods not to convert the investments into cash prior to their maturities. Additions to temporary investments (A I) and forced
maturities of temporary investments (FI) also affect the balance of cash (BC) at any given time.
The Demand for Cash
The demand for cash can be represented by the
following equation:

=
=
=
=
=

where
D
DT
DP
DS
DC
DR

=

D = DT + DP + DS +DC +DR

Demand for cash
Transaction demand
Precautionary demand
Speculative demand
Compensating balances demand
Reporting purposes demand

TRANSACTION DEMAND

The transaction demand for cash (DT ) may be
expressed as:
22

DT = PE — RE > 0
where
PE = The expected payments within the
planning period
RE = The expected receipts within the
planning period
Cash receipts and cash disbursements for a given period are seldom exactly the same. For that
reason it may be necessary to hold cash over from
previous periods in order to make up the difference when disbursements exceed receipts in a particular period. In those instances where receipts
are expected to exceed payments, there is no
transactions demand for cash; such a demand
arises only when disbursements are expected to
exceed receipts.
The determination of the transaction demand
for cash depends, therefore, upon the determination of expected receipts and expected payments.
These can be predicted with reasonable accuracy
within a given planning period since cash movement within a reasonably well run firm is not a
random phenomenon as some writers assume in
their management models. Not only are receipts
and payments a result of determinable variables
but also some of these variables can be controlled
by the financial manager. Where certain random
elements do exist within the cash flow process,
they do not prevent a reasonably accurate prediction or forecast.
Receipts are, of course, primarily dependent
upon sales in prior periods, with management policies and the industry environment being the link
between the two. By holding the environment and
management policies constant, and this is not an
unrealistic restraint, the relationship between sales
and cash receipts can be determined. Companies
should make compansions in the normal course of
operations in order to see what effect existing
management policies are having on sales and receipts. A complete study would ascertain the relationship between collections and sales of a given
type product, in a given area, to a given type of
customer. Since such information is generally coded and available in relation to sales, it would not
be extremely difficult to relate this to actual receipts.
An example of the type of information that may
be derived, consider a sale made at time, t, to customer 01, or product 4,
area 0012. The probability is 10 percent that it will be collected
t + 5, 20 percent at t + 6, and so forth. If the
collection is not made at t + 5, it would be possible to restate the probabilities.
In terms of record keeping it would be quite
simple to record receivables in terms of a predetermined distribution rather than as one simple
debit. In other words you would have receivables
on

Other expenditures, however, vary directly with
productive activity, and the volume and timing of
the activity determines the amount and the timing
of the payments. Expenditures which fall into this
category include ordinary repairs, payroll for
pieceworkers and non - essential service labor,
manufacturing supplies, and so forth.
Although the prime determinants of expenditures are in general the result of management programming and activity, other factors also affect
the expenditures, especially in regard to their timing. These factors may be controlled to some extent in several ways. For example, the use of cash
can be maximized as follows:

in

"All these
practices are
directed at
holding on to
the cash as long
as possible. "
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at t + 5 (whatever the date is), receivables at
t + 6, and so forth, The advent of electronic data
processing has made such accumulations of data
not only possible but also quite practical. The result is that management can accurately project its
collections of sales already made. The distance of
the projection depends, however, on the normal
lag time between the sale and the collection. If the
bulk of all sales are say collected within a ten -day
period, the maximum period for a projection
should only be ten days.
This brings us to a "second stage" projection
process which entails the projection of cash receipts not from actual sales but rather from projected sales. The question is whether or not such a
projection is truly a forecast or whether it is at
this distance only speculation. In other words, not
only is it necessary to estimate collections given a
particular level of sales, it is also necessary to estimate what that level of sales will actually be prior
to the sales taking place.
The cash manager can therefore operate only
with the cooperation of the sales manager. The
cash manager must be provided with reasonably
accurate and not overly optimistic sales forecasts.
This adds more emphasis to the suggestion that
cash management is highly interrelated with other
managerial functions of the firm. I f sales forecasts
are accurate and the projections of collections
based on sales are accurate, there appears to be no
reason that cash forecasts cannot be based on sales
forecasts.
The other factor leading to the determination of
the transactions demand for cash are the expected
payments (PE), the determination of which is difificult but less so than the determination of the
expected receipts (RE). A difference results because payments are initiated by the firm whereas
receipts are initiated by the customer of the firm.
As earlier suggested, payments fall into two major
categories— programmed and activity. Programmed expenditures are, of course, more predictable in that they are tied to decisions made
well in advance of the disbursement date and are
more likely to be tied to institutional factors regarding the payment timing. For instance, a program decision regarding the size of the office force
will also be accompanied by a program decision as
to the amount of salaries and by an institutional
factor that the salaries will be paid on the first day
of each month,
Activity payments on the other hand are tied to
the variation in productive activity and this relationship is not of the functional variety. In other
words, the date and the amount of payment can
be estimated given the level of production although it cannot be determined with the degree of
certainty that is available with programmed payments. In order to estimate those expenditures directly related to production, it is necessary to look
MANAGEMENT ACCOUNTING /DECEMBER 1976

at both current and previous activity in order to
determine the appropriate relationships. For example, expenditures for productive labor can usually be tied to production levels with perhaps a lag
of one week. On the other hand, expenditures for
repairs generally depend on a level of activity for
several periods of time.
As in the case of expected receipts (RE), it may
be necessary to go to a second stage forecast in
order to determine a transactions demand for cash
for an appropriate planning period. Instead of going to the production level, it may be necessary to
go to an earlier "triggering" event, namely the
sales forecast to which the production level is related. In a stable company where the production
level is closely tied to the sales forecast, expenditures can successfully be tied to this forecast.
When both PE and R E have been established for
the appropriate planning period, then the transactions demand for cash can be determined.

"The cash
manager can
therefore
operate only
with the
cooperation of
the sales
manager. "

PRECA UT IONA RY DE M AND

The precautionary demand for cash (Dp) exists
because of the uncertainty involved in the determination of the transactions demand. Because
firms are not willing to accept the risks of not
having an adequate cash balance, they will maintain additional precautionary balances.
Edward Whalen, in the Quarterly Journal of
Economics,' points oui three things which affect
the optimum size of precautionary cash balances:
Cost of illiquidity
2. Opportunity cost of holding precautionary
cash balances
3. Average volume and variability of receipts and
disbursements
The cost of illiquidity refers to the consequences for a given firm as a result of being out of
cash. As indicated, this would vary from firm to
firm and it is impossible to state in exact terms
exactly what this cost is. If a firm that runs out of
cash has a high credit rating and an adequate line
of credit, such a cost is probably negligible. If, on
the other hand, a firm has a difficult time acquiring funds by borrowing, the cost of illiquidity may
be extinction. There is a third situation in which
the firm has adequate liquid assets although they
are not in a cash form. The cost of illiquidity in
this case is the cost of converting those assets into
cash.
The second factor in the determination of an
appropriate precautionary balance is opportunity
cost. The cash that is held for precautionary reasons could be used alternatively in an income producing capacity. The income that would have
been derived in this other capacity is therefore an
opportunity cost.
The third factor Whalen mentions is the varia23

"One new idea
and one
modified idea
should be
added . . . "
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bility and average volume of receipts and disbursements. "The probability distribution of expected net disbursements is assumed to have a
mean of zero and a standard deviation which is
determined by the degree of uncertainty attached
to the pattern of expected receipts and disbursements. As the average volume of receipts and disbursements increases, the standard deviation of
expected net disbursements will tend to increase
because possible discrepancies between receipts
and disbursements increase.... an increase in the
standard deviation of the net - disbursements distribution will require an increase in precautionary
cash balances in order to maintain a given probability against insufficient cash -on- hand." '
One new idea and one modified idea should be
added to those factors influencing precautionary
demand which are normally found in the literature. The first is concerned with the behavioral
characteristics of management and its attitude
toward the position of a cash shortage. At one
extreme would be the type of manager who, because of past experiences, environment, and so
forth, would see a cash shortage as an unbearable
embarrassment and a reflection on his ability as a
manager. This type of manager would insist on a
larger precautionary balance than some other
manager. At the other extreme would be the manager who is absolutely immune to criticism of a
cash shortage and would see excess cash in the
form of precautionary balances as unproductive
waste.
Another factor which is actually a modification
of Whalen's cost of illiquidity is the concept of the
"risk of ruin." In certain instances a shortage of
cash will hurt the firm and cause it damage in
terms of losing business and in the downgrading
of its reputation. This type of reaction is preferably called the "cost of illiquidity" or "cost of
cash shortage." In a second situation this reaction
might be so severe as to completely drive the firm
out of business; this can be referred to as "crossing
the ruin threshold." The proximity of the firm to
this ruin threshold would have a strong effect on a
particular firm's decision as to the size of the precautionary demand. Although it is difficult to assign a particular relationship between this ruin
threshold and the size of the precautionary balance, it should be apparent that the further away
from the threshold the smaller the need for a precautionary balance.
Now that we know the factors which determine
what the precautionary demand for cash is, another question needs to be asked. Do precautionary
balances need to be held in the form of cash? The
alternative to a cash form would be the holding of
temporary investments. Two conditions which
would always make holding precautionary balances in temporary investments as satisfactory as
holding them in cash are instantaneous transfer

and transfer without cost. In other words, if the
transfer is instantaneous the precaution is just as
well taken by having temporary investments as
cash. To the extent that there is a cost connected
with this transfer, the holding of precautionary
balances in the form of temporary investments
may not be entirely satisfactory. Keep in mind,
however, that the holding of these balances is precautionary and their utilization, by definition,
would be for the "unexpected." As such, only a
minimum in transfer cost would be required. It
should be kept in mind that balances held in the
form of investments would be earning a return
and to the extent they were held as cash there
would be an opportunity cost.
SPECULATIVE DEMAND

The speculative demand for cash (DS) is an
idea borrowed from Keynesian economics. It is
defined as follows:
"There is a speculative motive for holding
money. At any point in time there is a certain rate of interest which households and
businesses as potential suppliers of loanable
funds consider to be about `normal.' If the
rate of interest is currently low, that is `below normal,' households and businesses may
withhold a part of their savings which
would otherwise flow into the money market
as a part of the supply of loanable funds."
Speculation means the desire to take advantage
of fortuitous opportunities. In a business firm situation, it does not seem that the speculative demand for cash would be very significant. The significance would, however, be a function of the
particular firm in question and perhaps of the industry in which the firm finds itself situated. For
instance, some firms are established within markets, including markets where they purchase factors of production, which are relatively stable.
These types of firms would have probably little
demand for maintaining cash balances for speculative purposes. In other words there would be
few opportunities for bargain purchases which
would necessitate some amount of cash being kept
in readiness for this purpose. Other firms operating in fluctuating markets might have opportunities where the best interests of the firm would be
served by having cash on hand to take advantage
of unusual opportunities which present themselves from time to time. A study might show
whether or not these opportunities present themselves in any sort of consistent manner (i.e., seasonal) or whether they are of a random nature. If
they are predictable to some degree, then of
course it would be possible to maintain these balances only at particular times. Once these opportunities become predictable, however, are they acMANAGEMENT ACCOUNTING /DECEMBER 1976

tually any longer of a speculative nature? It would
appear then that such expected disbursements
would be part of the transactions demand.
Under the economic approach to speculative
balances, this demand would exist because the return from using the cash for investment is relatively low as compared to the return which might
be derived if speculative opportunities present
themselves. Another way to look at this same idea
is to consider the opportunity costs associated
with holding cash for speculative purposes. In
most situations, if the opportunity costs were
high, the speculative demand for cash would be
low. If, on the other hand, the opportunity cost is
low, management might feel that the best way to
maximize the return to the firm would be to hold
cash for speculation.
The nature of the management personnel of the
particular firm under consideration is another important factor in the determination of the demand
for speculative cash. In other words, certain managers seek out opportunities for speculation or
rather hold cash in hopes that a random opportunity will present itself Other managers would
consider such an approach to be unacceptable in
their position as a professional manager.
COMPENSATING BALANCES DEMAND

The compensating balances demand for cash
(DC) is required because in most situations firms
make arrangements with their banks to maintain
an average or minimum balance in return for various services to be received. Several types of bank
services which should be considered when making
an arrangement of this nature are as follows:
1.
2.
3.
4.
5.
6.

Processing services
Professional services
Lines of credit
Other loans
Floats
Sources of financial information

It would be much easier for the firm if all banking services were clearly priced and payment
could be made by a cash outlay to the bank, or at
least by the maintenance of a specific amount of
balance. Traditionally, however, this has not been
the case. The level of balances required is usually
determined by bank - corporation negotiation. An
obvious factor in determining the level of these
balances is of course the services which the firm
will require from the bank, Certain firms require
more services from the bank than others due to
their financial condition and the type of financial
operations of the firm. As pointed out, these balances are determined by negotiation so that the
relative negotiation skill and position of the bank
and the firm has a major bearing on their size.
Since there is an agreement with each bank
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with which the firm deals, the number of such
banks would have a direct effect on the total compensating balance which the firms must maintain.
A firm must realize that this cost is implicit in the
use of several banks.
In some instances the compensating balances
demand for cash is not an effective demand for the
firm's cash. Such a situation would exist when the
cash being maintained for transactions, precautionary, and speculative purposes exceeds that
agreed upon for compensating balances.

"Cash is
therefore used
as window dressing. "

REPORTING PURPOSES DEMAND

An item on the balance sheet which always receives a great deal of attention from readers of
financial statements is the cash balance. For this
reason management sometimes takes special precautions, right or wrong, to have large cash balances as of the date financial statements are prepared. The extent to which any particular firm
goes in order to be able to report larger balances is
dependent upon various factors.
One of the primary factors affecting this determination is the financial condition of the firm. If a
firm is in a strong financial position, the balance of
cash makes very little difference to either management or the reader of the statement. A company
in a weaker situation may be able to compensate,
or at least management may feel that it can, by
showing a large cash balance. Cash is therefore
used as window - dressing. Certain managers feel
more strongly about the ability of this window dressing so the relative demand for cash for this
purpose varies in relation to these managerial beliefs. The particular type of business may also effect this demand significantly. Slow- turnover
companies may suffer more in the eyes of the
statement reader without a strong cash position.
As in the case of bank compensating balances,
the reporting purposes demand for cash (DR)
may not be an effective demand, since the cash
demanded for other purposes may be more than
adequate to cover the reporting needs. The effective demand will only be that necessary to bring
the quantity already demanded up to a higher level for reporting purposes.
Liquidity Management Versus Cash Management
Liquidity management is a broader concept
than cash management including not only cash
but also other assets which are convertible into
cash (temporary investments, etc.). The factors
and problems underlying the demand for liquidity
are very similar to those underlying the demand
for cash. The primary difference is that the demand for liquidity is a longer run concept. The
planning period for liquidity is therefore longer
than it is for cash —long enough for the appropriate conversions into cash to take place to meet the
demands of this longer period.
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"The cash
balance . . . is
not a random
phenomenon

The specific lengths of these two periods vary
from firm to firm depending primarily upon the
firm's operating cycle. If the firm has a long operating cycle, the planning period will necessarily be
long and the problem of management will be more
difficult because of the forecasting problems. If the
operating cycle is short, the planning period will
be shorter but will entail constant replanning.
Equilibrium Position
An equilibrium position is reached when there
are no forces active to cause a change from that
position. In the case of cash and liquidity management an equilibrium position would be defined as
follows:

=
=

BC
TI
D

=

where
LD

=

LD = BC + TI

Demand for liquidity (for simplicity
liquidity in this instance meaning cash
and temporary investments)
Balance of cash
Balance of temporary investments
Total demand for cash

and
BC = D
If the conditions of this equation are met, there
will be no pressure to move away from the position. The liquidity and cash of the firm are just
enough to meet the firm's demand for liquidity
and cash. If LD > BC + T I, additional liquidity
is needed from other sources such as short -term
borrowing. If L D < BC + T I, funds invested in
cash and temporary investments can be used for
other purposes. In this case:

FA = BC + T I —❑LD
where
FA = Funds available for other uses
The first step in reaching a cash and liquidity
equilibrium is to satisfy the requirement for liquidity. Once this is done then the next problem is
the allocation of liquidity between cash and temporary investments. If D = BC, then the allocation between cash and temporary investments is
satisfactory. On the other hand, if D > BC, a
forced conversion (FI) of temporary investments
is necessary. By forced conversion is meant the
sale of temporary investments prior to their maturity date. If BC > D, cash is available for consideration for temporary investments (A I).
Whether or not the investment is actually made
will depend on various factors such as the cost of
investing, the return from investing, safety factors,
and the relationship of maturities to needs in future periods.
Conclusion
The cash management problem does not exist
separately from all the other financial and managerial problems of the firm. The cash balance at
any particular time is not a random phenomenon
but is the result of known and controllable variables. This means that the cash manager can take
action to influence those variables in the best interests of the firm.
❑
' There are of course other receipts and other payments in addition to those in
the normal course of operations such as receipts from long -term financing and
payments of liabilities prior to their maturity.
' Edward L. Whalen, "A Realization of the Precautionary Demand For Cash,"
Quarterly Journal of Economics, May 1976, p. 315.
Ibid.. p. 316.
' C.R. McConnell, Economics, McGraw -Hill Hook Company, New York, 1966,
P. 582.

BENEFITS OF IMMEDIATE WRITEOFFS
Continued from page 12
LIFO inventory valuation base is used on the tax
return, it must be used in public reporting and
only recently the FASB has prescribed immediate
writeoffs for research and development costs
which makes it consistent with the practice that
the bulk of corporations have applied to their tax
returns.
Conclusion
In short, 100 percent depreciation provides an
incentive to replace and expand capital equipment
superior to those currently available and attacks
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the problem of investment capital short -fall. Additionally, by requiring conformity between tax depreciation and book depreciation, the method
points to a way out of the morass of current accounting methods for reflecting depreciation in
published annual reports.
❑
' The ability of American industry to finance capital equipment replacement and
expansion is being discussed with increased frequency; an appraisal of the size
and significance of the fund gap was analyzed recently by R.H. Jones in the
Harvard Business Review, Sept. -Oct. 1975. Changes in federal tax policy are
frequently mentioned as a key factor in reducing the gap by increasing internally
generated funds, thus decreasing the extent to which industry must borrow.
The SEC has since issued Accounting Series Release 190, which requires footnote disclosure of certain financial data regarding current replacement cost. See
"SEC Adopts Replacement Cost," .Management Accounting,June, 1976.
' This would not preclude a footnote or other form of disclosure of current
replacement cost of machinery and equipment. A precedent exists currently in
the disclosure of current values of inventory reported under LIFO in the financial statements.
' Accounting Trends and Techniques, 1974 Edition, AICPA, New York, p. 260.
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The Internal Auditor
and the Annual Audit
The independent auditor must first determine by inquiry and
observation how the internal audit function is working. He must then
tailor his examination to take advantage of its strengths, and to
audit its weaknesses.

The internal audit function should be regarded in
much the same way as any other internal control
feature of an organization under examination, As
such, the independent auditor, or public accountant, must first determine by inquiry and observation how the internal audit function is working.
He must then tailor his examination to take advantage of its strengths, and to audit its weaknesses.
Although it may be somewhat of an oversimplification, the independent auditor can generally determine the manner in which the internal audit
function is conducted by giving careful consideration to the following three questions and documenting adequately the answers to them in his
workpapers.
Question 1
Is the internal audit department actually independent?
This question must be objectively considered
before the independent auditor can determine to
what extent he is willing to rely on the internal
auditor. The internal auditor's independence must
be demonstrated both in the organizational structure and in practice. He must be independent of
the records and transactions he is examining;
therefore, he should not be involved in the day -today accounting functions of the business entity.
All too often the internal auditor is merely regarded as a "troubleshooter" for financial and acMANAGEMENT ACCOUNTING /DECEMBER 1976

counting management. In addition, he should be
reporting directly to top management of the organization, ideally, the audit committee of the Board
of Directors.
As a practical matter, the independent auditor
is probably in the best position to judge just how
independent the internal auditor and his department are by virtue of his thorough knowledge of
the client as well as his day -to -day dealings with,
and observations of, the internal auditor at work.
Question 1
Do internal audit personnel have adequate education and experience to perform their work in a
competent, professional manner?
This information can be obtained through discussions with the internal auditor himself, or from
more in -depth sessions with company management during the initial phase of the examination.
In most cases, internal auditors should have at
least an undergraduate degree in accounting or a
related field. The manager of a sizable internal
audit function should have extensive auditing experience, some of which possibly gained in
public accounting. A certificate as a certified public accountant and membership in The Institute of Internal Auditors would indicate technical
competence and interest in his profession.
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Question 3
Are the organization, planning, scope of work, supervision, and reporting practices of the internal
auditor formalized and documented adequately to
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the extent
of compliance
with the
standards set
forth above may
vary greatly
from one case
to another. "
"...

allow the independent auditor to review his work
properly?
Here, as in most other areas of auditing, documentation is essential. The internal auditor should
work from written programs initialed by the persons performing the work so that the independent
auditor can make maximum use of his efforts. His
work should be properly planned and evidence of
such planning should be retained in his workpapers. Upon completion of an internal audit assignment, a qualified individual should review the internal auditor's workpapers. The workpapers
should contain evidence of the proper clearance of
review notes and pending matters. The internal
audit assignment should culminate, in almost all
cases, with a written report directed to an individual not directly involved with the function or department under examination, but who has the authority to evaluate and take appropriate action on
the internal auditor's recommendations. Written
responses should then be made to the internal auditor's reports. Moreover, such responses should
be directed to the person to whom the internal
audit report was originally directed.
Obviously, the extent of compliance with the
standards set forth above may vary greatly from
one case to another. But, when the independent
auditor has reviewed the internal audit function in
light of these criteria, he will be better equipped to
approach his next problem: that of determining
the specific manner and extent to which he is prepared to rely on the internal auditor. In any case,
no internal audit function, regardless of its proficiency or independence, may be considered a replacement or substitute for the work of the independent auditor.
Using the Internal Audit
The independent auditor has three basic approaches by which he may effectively use a properly organized internal audit function.
Some examinations will lend themselves to a
combination of these approaches, and in each
case, the independent auditor should thoroughly
document his approach. Such documentation
should be in the form of both memoranda and
revisions to the audit program, and should carefully set forth the reasons for, and the extent of,
the reliance placed on internal audit work as a
positive element of internal control. This documentation is an integral part of the overall planning of the examination and the related review of
the internal control and accounting system of the
entity being examined.
REDUCTION OF AUDIT TESTS

The independent auditor may determine he is
justified in reducing the scope of his compliance
or substantive audit tests if he is satisfied with the
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internal auditor's scope of work for the period being examined. This would include a proper evaluation of the internal audit programs and procedures. This approach is entirely reasonable if the
tests performed by the internal audit function are
viewed as another facet of the organization's internal control, and are properly documented in the
workpapers.
JOINT PARTICIPATION BY INTERNAL AND
EXTERNAL AUDITORS

In order for this approach to be feasible, the
wcrk of the internal auditor should be identified
separately from that of the independent auditor.
The independent auditor should also control the
work situation, and provide adequate supervision
of the internal auditor.
Again, documentation is important, particularly in that the independent auditor must relate the
work of both parties to the overall objectives of
the examination.
EXAMINATION OF AN ENTIRE OPERATING
ENTITY SOLELY BY THE INTERNAL AUDITOR

Although this method is controversial, under
certain circumstances it is appropriate. In such
situations, the independent auditor should evaluate or review the internal auditor's evaluation of
the system, and the system of internal control; and
in either case, he should review the internal auditor's program before he starts his work. He should
also review the workpapers upon completion. In
order to support his own report, the independent
auditor must properly document the scope of the
internal auditor's work (and his review of it) in his
own workpapers.
Before the independent auditor agrees to this
kind of approach, he should consider the significance of the operating entity to be examined by
the internal auditor. Most practitioners would
probably agree that participation by the internal
auditor should be limited to entities not material
to the consolidated group. There may, however,
be circumstances that would make such participation at a larger entity entirely appropriate. Conversely, depending on the nature of the entity's
operations and its effect on the consolidated
group, there may be circumstances precluding this
approach even if the entity is relatively small.
Conclusion
In considering the internal auditor's participation in annual examinations, it becomes apparent
that, regardless of the approach used or the circumstances surrounding each engagement, the independent auditor must use his judgement to assure the performance of the engagement in the
most professional manner possible, and at the
same time, using all the client's available resources.
❑
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Accounting
for Stock Options
There is nothing to prevent a firm from issuing property for services
and recognizing the exchange. If the receiver of the property later
sells it back to the firm, it by no means affects the previously
recognized cost of services.

By Thomas C. Waller
Stock option plans are widely used in business as a
means of compensating employees— usually executives —for past services, and encouraging their
future good performance. Generally, such a plan
grants the employee an option to buy stock in the
corporation at a designated price that may or may
not be equivalent to the current market price at
the time of the grant. The employee may either
exercise the option to buy the stock at the designated price, or allow the option to lapse after a
stated period of time. There are many variations
in these plans, but in all of them there are controversial accounting problems. The main ones are at
what point in time, and how, should compensation be recognized and measured? This article will
analyze the exchange that takes place between the
corporation and the employee, and discuss the
problems occurring and their effect on financial
reporting.'
Recognition of Compensation
To illustrate the problem, let's assume an employee is granted an option on January 1, 1976, to
buy 100 shares of stock at a price of $100; the
option is exercisable after one year and will lapse
after five years. We further assume that one -half
of the grant is in recognition of services during
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1975 and one -half is in recognition of his expected
future services. The market value of the stock is
$101.
Prior to the option there would have been a
date on which the plan was adopted. This represents a plan of action only, and no transaction is
deemed to have taken place. The grant of the option to the employee is, however, a transaction
and should be examined more closely. The transaction, an exchange between the employee and the
corporation, has two elements: compensation for
past services, and compensation for future services. For past services the employee has received a
promise that he may purchase stock at a fixed option price for a period of five years. The compensation for future services is an executory contract,
a promise- for - promise exchange. The employee in
exchange for a promise of a future equity in the
corporation, has given an implied promise of future services.
Immediately after the grant, the employee services (which are continuous) begin to fulfill the
promise, and the contract is no longer executory.
The contract is thus continuously a service -forpromise exchange up to the point of exercise or
lapse of the option. It should be noted that up to
the date of exercise no money has changed hands,
and if the option lapses, the contract will be completed without monetary exchange. It can there-
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"Clearly most
options have
value to the
grantee. "

fore be argued that the option is a barter exchange
of nonmonetary considerations. But should this
prevent us from recognizing a compensation expense? There is nothing to prevent a firm from
issuing property for services and recognizing the
exchange, If the receiver of the property later sells
it back to the firm, it by no means affects the previously recognized cost of services.
Measurement of Compensation
Most corporations escape the measurement
problem by not recording any element of compensation in simple stock plans.' The rationale is that
the difference between the market and option
price on the date of grant are not material, and
that it is sufficient to disclose pertinent information in footnotes to financial statements. Such disclosure is required by the SEC and New York
Stock Exchange. The AICPA, beginning with
ARB 37 in 1948 up through ARB 43, Chapter
13B in 1953, took the position that, for compensation purposes, the option should be valued at the
date of grant.' Some writers have taken the position that expense should be measured at the date
of the exercise when funds denied the corporation
by the existence of the option are known.' This
would appear to run counter to the accounting
principle that we record transactions as they occur (notwithstanding the inherent inaccuracies
and difficulties of measurement) and not some future, final day of reckoning.
To continue our illustration, we could infer that
the employee's compensation was $100 (his saving
of $1 per share if he exercised the option on that
date). As one -half of the option is for prior services, the transaction could be recorded as
follows: '
Executive compensation
Deferred executive compensation
Accumulated credit under stock
option plan

$ 50
$ 50
$100

This would allocate the cost ofservices received
and receivable to the current and future periods,
and recognize the obligation to issue stock in the
future. The question that occurs is what really is
the monetary value of the exchange? In the mind
of the employee the options may be worth $100
today and nothing in the future, or he may be
confident that the stock will double and his options will be worth $10,000. To make the problem
more difficult, and probably more realistic, how
shall we measure the exchange if the option and
market price were both $100? If we accept the
argument that, when the market was $101, the
corporation was presumed to have in mind a compensation of $100, should we be consistent and
presume the corporation had no compensation in
mind when the market was $100? Clearly most
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options have value to the grantee. Up to the point
of exercise of the option, he can gain but cannot
lose. It should therefore be presumed that the corporation intended to compensate the employee on
the date of grant. It could also be argued that the
corporation did not have in mind a reward of only
$100 in granting options to buy stock worth
$10,000. Carrying the argument a step further, the
stockholders might not recognize it as only $100.
Not only might there be a probable overstatement
of income for several periods, but the investors
would be risking the dilution of their equity as the
options are exercised.
APB Opinion No. 25 nevertheless held that
measurement should be based on the difference
between the quoted market price of the stock and
the amount the employee is required to pay. The
Opinion also upheld ARB 43 which stated that
the date of grant
would be the appropriate
point at which to evaluate the cost to the employer, since it was the value at that date which the
employer may be presumed to have had in mind."
The accountant thus chooses the date of grant as
the measurement date on the logical basis of what
the parties had in mind; but he appears to discard
this logic when the market price and option price
are the same. Several dissents and qualifying opinions of the APB centered around this question of
not recognizing compensation costs even though
the grants convey valuable rights to the employees.
Another aspect of ARB 43 may pose a problem
to accountants. The date of grant is stated to be
"... the date on which the corporation foregoes
the principle alternative use of the shares which it
places subject to option, i.e., the sale of such
shares at the then prevailing market price." This
is opportunity cost which is not generally accepted as an accounting principle in the recording of
assets. One could question opening the door to
recording opportunity costs on the dubious basis
prescribed in ARB 43.
An attempt to resolve the dilemma might be to
place a value on the option itself. If, for example,
a similar option were freely exercisable and traded
on the Chicago Board Options Exchange the value of the "call" might provide a basis for estimating its value.° Such an estimate would rely on the
estimates of investors participating in the exchange. Another approach would be to estimate
the value of the option based on the corporation's
own prediction of future earnings and stock values. Both of these approaches, however, suffer
from a basic fallacy relating to the purpose of accounting: the need to keep accounting and investor functions separate.
Record, Don't Evaluate
Accountants record transactions on the basis of
consideration exchanged, and should not inject
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the evaluations of investors in the financial statements. If an asset is purchased, for example, the
accountant does not record its future value; this is
left to the investor to evaluate. Accepting the
proper role of the accountant, the granting of the
option should be recognized on the basis of objective measurement of the cost to the corporation at
the time.
An alternative to measuring the value of the
option might be to measure the cash value of the
consideration received, i.e., executive services. A
non - monetary exchange may be measured by either the fair value of the consideration given or
received, whichever is more clearly evident. If, for
example, the employee offered the corporation a
building in exchange for options exercisable at
current market price, there would be little hesitancy on the part of the accountant to record the
building at its fair value. Thus, if the employee in
our example were to be compensated an additional $2,000 in the absence of an option plan, the
value of the option could be recorded as $2,000.
The question to be answered by the accountant is
whether such an estimate is preferable to an obvious understatement of compensation.
Exercising the Option
If after one year, the employee in our example
exercises the option at a time when the market
price is $110, the event would be recorded as follows:
Cash
Accumulated credit under
stock option plan
Common stock and paid -in
capital

$10,000
$

same compensation including 100 options. If one
exercised the option when the market price was
$101 and the other exercised the option when it
was $110, it would be illogical to record their
compensation as $100 and $1,000 respectively.
The consideration received —employee services —
is the same and should be so recorded.
Variations
Interesting variations in stock option plans are
those in which future events determine the
amount of the option, or if a restriction is placed
on the exercise of the option until some future
event occurs. Deferred stock plans grant the employee the right to shares of stock on his retirement which can be many years in the future. In
these cases, the market value at the date of grant
does not provide a good basis for measuring the
amount of the grant. For example, an employee is
granted shares of stock that are nontransferable
and subject to restrictions for five years. The market price would be objective evidence of the worth
of the grant only if there were a market for such a
restricted stock. Lacking a measure of what the
restricted stock would be worth if sold to the public, it would appear that the accountant may have
to resort to a calculation of the amount of cash
compensation that would otherwise be earned by
the employee.
The possible lapse of the option as the result of
a market decline, say to $98, should be examined.
In this case, there would be no accumulated credit
under the stock option plan, and after the lapse,
the following would be recorded:

"... the
granting of the
option should
be recognized
on the basis of
objective
measure ment ... "

100
$10,100

The deferred executive compensation account
will be amortized over an appropriate period of
time. It can also be seen that ultimately the valuation of the option at the date of grant has no effect
on the total amount of stockholders' equity. Because the valuation of $100 was used, common
stock and paid -in capital was increased by $100,
and executive compensation expense caused a reduction of $100 in retained earnings. The important considerations are the number of options and
their price. To illustrate the effect of this, the
$10,000 cash could purchase approximately 91
shares of treasury stock and the dilution would be
nine shares. The nine shares at $110 would cost
$1,000 to purchase, and is equivalent to the gain
to the employee. Should $1,000 therefore be recognized as the correct compensation of the employee? Actually there are two transactions that
have occurred. The first is the option, and the second is the exchange between the corporation and
investor. To demonstrate the point, assume that
there were two employees in jobs meriting the
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Accumulated credit under
stock option plan
$100
Common stock and paid -in capital
$100
The charges to executive compensation are not
affected, as the consideration received at the time
of the grant is not changed by subsequent market
action. The lapse is the result of a decision by an
individual in the role of an investor rather than
that of an employee.
Effect on Income
Let us look now at the effect of recording the
option on entity income. Several possible time periods over which the deferred executive compensation should be amortized are (1) until the option
is exercisable, (2) until the option lapses, (3) the
year in which the option is granted, or (4) for the
remainder of the employee's service with the corporation. Going back to the granting of the option, the promise of future service received is, at
best, vague. Conceptually, the corporation expects
the restrictions that may be attached to the option, and the later ownership of stock will bind the
Continued on page 34
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Profit and Growth
through Sales
Compensation
Cost reduction programs can be effective, but they should be
combined with a realistic sales incentive program to generate
profitable sales. The cost expert cannot cost himself into
profitability without such a combination.

By Wesley O. McGee and David T. Norman
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There are several ways in which to increase profitability: reduce variable manufacturing costs, reduce fixed costs, increase sales dollar volume at
present prices, increase gross margin on sales by
increasing prices or changing product mix, or increase the turnover of current assets to reduce finance costs. Managers today frequently focus exclusively on the first two ways. This article focuses
on the fourth way: increase gross margin on sales
by changing the mix of the product line. This is
done by instituting a system of variable commission rates in order to motivate the sales group to
seek a higher commission by selling the most profitable products.
Implementing the Program
Management should first be certain that a number of devices, systems, and procedures are available to implement such a program. A progressive
and imaginative sales function will take advantage
of such a system and this makes introduction easier. Next, a good costing system is a must, including cost by product line, easy and effective allocation of overhead by departments and product line,

good inventory reporting and sales status reports
which can be forwarded to the salesperson on a
timely, efficient basis. It is almost imperative that
before the implementation of such a system is undertaken, the manufacturing operation be in a position to supply quality information to the sales
function.
Motivating Salespeople
When salespeople are compensated on the basis
of net sales dollars, there results a natural instinct
to offer to the marketplace all products that,
through the commission structure, have the most
impact on their paychecks. This leaves the salesperson with no financial incentive to increase a
company's profitability level other than by increasing sales volume at present prices. This
method can increase volume substantially and
thereby ultimately cover the total fixed costs of
the business; but it is unlikely that returns on investment or returns on sales dollars will ever exceed industry averages.
Let's examine variable commission rates as a
method or mechanism to motivate the sales group
to sell the product that yields the highest gross
contribution to fixed expenses and profit. Many
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times the question comes up: "Why use such a
system? We've always been happy with constant
commission rates as a percentage of the sales dollar." The purpose of suggesting a variable commission rate on the variable gross profit contribution is to encourage profitable sales rather than
sales made for volume only. It can be used to encourage close -outs and slow moving items, and
will eventually allow management to price its
products according to styling and demand.
An Example
Let's look at variable commission rates as a tool
in a sales incentive program. We will take as an
example a hosiery company and construct a commission structure for it.
Exhibit 1 shows the present commission structure as it would apply to the sales of three typical
styles.
On a basis of two percent of net sales, the commission amounts to $545, and the hosiery company would earn a contribution of $6,752.50 to fixed
expenses and profit. Since the commission structure is the same for each item in the product line,
sales personnel have no financial incentive to
change the mix of the sales involved, The only
way they can increase their earnings is to increase
the volume of sales. If we use a variable commission structure, however, earnings for both sales personnel and the company are affected. See Exhibit 2.
The management of the firm is not likely to tell
the sales department the exact gross margins for
each style in the product line. Instead they would
give them only the price and the sales grouping
letter upon which commissions are to be based for
the commission rate. Management has defined
groups A through D as:
Group
A
B
C
D

Contribution
(percent)
27 and above
21 -26
15 -20
8 -14

Commission
(percent)
10
7
4
1

In our, example, management has defined commissions as a percentage of contribution to fixed
expenses and to profit rather than as a percentage
of net sales dollars generated. Therefore, the commission rate must be higher in absolute terms for
each style. Although the total commission dollars
received by salespersonnel may not necessarily
change significantly, when they realize that some
products carry a higher commission than others,
there is a greater likelihood they will attempt to
move the items most profitable to them. In the
process, the hosiery company will obtain increased revenues. See Exhibit 3.
For the mix of styles, in Exhibit 4, the company
MANAGEMENT ACCOUNTING /DECEMBER 1976

Exhibit 1
COMMISSION (TWO PERCENT) BASED ON NET SALES
Style

Doz. sold

Price

10
6
14

1,000
3,00 0
1,000

$4.75
5.50
6.00

-

Net Dollars
$ 4,750
16,500
6,0 00
$27,250

Total
Commission:

$2 7 ,25 0 X .0 2 = $ 5 4 5

Style

Dollars

10
6
14

$ 4,7 50.00
16,50 0.00
6,0 00.00

X

Gross margin

=

.25
,29
.13

Contribution
$1,18 7.50
4,7 85.00
78 0.00
$6,752 .50

Total

Note: In this case, we are as s um ing the re are no returns and allowances, and
that net d ollars rec eive d by the c o mp any are the s am e as gros s s ales .

Exhibit 2
PRICE AND COST BY STYLE
Sty le

Pr ic e / D oz.

Di r . &
Var . C ost

Gr o ss
mar gi n ( /a )

Sales
Gr o up

1
2
3
4
5
6
7
8
9
10
11
12
13
14

4.50
4.50
3.85
5.00
5.00
5.50
4.35
5.50
4.75
4.75
4.75
4.50
3.50
6.00

3.4650
3.2850
3.2725
3.3500
3.6500
3.9000
4.0020
3.7400
3.4200
3.5625
3.6575
3.6450
2.7300
5.2200

23
27
15
33
27
29
8
32
28
25
23
19
22
13

B
A
C
A
A
A
D
A
A
B
B
C
B
D

Exhibit 3
COMMISSION BASED ON VARIABLE MARGIN PRICE
Style

Doz. sold

Price

10
6
14

1,000
3,0 00
1,000

$4.75
5.50
6.00

=

Total

Net dollars
$ 4,75 0.00
16,50 0.00
6,0 00.00
$27 ,2 50.00

therefore:
Style

Contribution

10
6
14

($4 .7 5• $3 .5 62 5)
($5.50- $3.9000)
($6.00- $5.2200)

X

Dozens X Co mm is sion =

1,000
.0 7
3,0 00
.1 0
1,0 00
.0 1
Total commis sions paid

Dollars

$ 83 .1 3
480 .00
7.8_0
$57 0.93

Exhibit 4
INCREMENTAL SALES ANALYSIS
Added commission
Style

Contribution

10
5

($4.75 - $3.5625)
($5 .0 0• $3 .6 50 0)

X

Dozens X Commission =
1,000
.07
1,000
.1 0
Added commission

Dollars
$ 83 .1 3
135 .00
$ 51.87

Ad de d c ontrib utio n to comp any
Style

Net sales

10
5

$4,75 0.00
5,0 00.00

X

Gross margin

Co ntribution

.2 5
.2 7

$1 ,1 88
1,350
$ 16 2
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pays out an additional $51.87 in commissions, but
it has received $162.00 additional contribution to
fixed and profit. This net increase to the company
is $110.13 more than would have been received
under a commission structure oriented solely to
the net sales price.
Conclusion
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Cost reduction programs can be effective, but
they should be combined with a realistic sales incentive program to generate profitable sales. The
cost expert cannot cost himself into profitability
without such a combination. Structuring variable

ACCOUNTING FOR STOCK OPTIONS
Continued from page 31
employee to some period of employment. Unless a
large statistical base is available for estimating future employment, it will be another guess that accountants must use in allocating costs to time periods.' Assuming in our case that the promise -forpromise exchange was for one year, would it make
any difference if the compensation were not recorded at the date of grant? We have shown that
the value of the options, whether $100 on the date
of grant or $1,000 [($110 — 100) X 1001 at the
date of exercise has no ultimate effect on total
stockholders' equity. It is likewise true that early
recognition of the contract at the time of grant has
no effect on entity income. An entry on January 1,
1976 could be:
Cash
Executive compensation
Common stock and paid -in
capital

$10,000
$ 100
$10,100

The only difference existing after this posting is
one of timing. If we had measured executive compensation as $1,000 (or zero for that matter) the
only evidence in the balance sheet detectible after
January 1, 1977 would be the classification of ele' The managerial accounting and tax implications of executive compensation arc
beyond the scope of this article.
Accounting and Reporting Problems of the Accounting Profession, 4th ed.,
Arthur Andersen & Co., August 1973, pp. 91.92.
' APB Opinion No. 25. in 1973, recognized more complex plans in which the
terms depend on events subsequent to date of grant. This Opinion defined the
measurement date as "the first date on which are known both (1) the number of
shares that an individual employee is entitled to receive, and (2) the option or
purchase price, if any."
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commission rates as percentage of gross contribution to fixed costs and profit permits the manufacturer to have greater flexibility in planning his operations and obtaining increased profits. At the
same time he can offer an incentive (a higher percentage commission) to the salesperson to sell
those items most profitable to the manufacturing
organization.
Finally, variable commission rates can result in
simplified sales management and an increase in
profitability. Both items are of significant importance to manager and salesperson alike, since both
are seeking increased profits and market share. E)

ments of the exchange among retained earnings,
and common stock and paid -in capital. The input
to the corporation has been service of the employee and $10,000; the output has been 100 shares of
stock. That was the original intent when the option was granted.
Summary
The accounting for stock options should be
based on the principles of selection and measurement for exchanges. Although the exchange is initially an executory contract between the employee
and the corporation at the time the option is
granted, the fulfillment of the employee's commitment begins immediately thereafter, The measurement of the exchange at the time of grant is well
grounded in principle, but the amount is a thorny
problem that does not appear to have been settled
by APB Opinion No. 25. An alternative of
measuring the exchange in terms of what compensation the grant supplanted introduces a difficult
estimate, but it is possibly a better one than the
zero estimate normally made in accordance with
the Opinion. Finally, regardless of the timing or
measurement of the exchange, there is no ultimate
effect on entity income, and only an allocation
from retained earnings to common stock and
paid -in capital.
O
' B.R. Ddlavon, "Employee Stock Options," The Accounting Review, July 1945,
pp. 320.326.
William J. Schrader, Robert E. Malcom, and John J. Willingham. Financial
Accounting, An lnput/Output Approach, Richard D. Irwin, Homewood, 111.,
1970, pp. 473 -477.
"'Values in Opt ions," Fortune Magazine. November 1973, p. 89.
' Henry R. Jaenicke, "Accounting for Restricted Stock Plans and Deferred
Stock Plans." The Accounting Review. January 1970. pp. 115.128.
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Sales and Cost Deflators
The sales and cost deflators are valuable aids for determining the
extra capitalization a firm needs in order to keep pace with inflation.
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The Sales Deflator

=
=

where
SD
Sa
Sb
Qa
Qb

=

_

SD

Sa
Qa

—

The sales deflator is an index number which
represents the weighted average change in the selling prices of a firm's products from one period to
another. It can be expressed by the formula:

=

Comparative statements are supposed to reflect a
firm's progress. They are supposed to present to
management an accounting of growth and profitability over a period of time. However, the impact
of inflation seriously distorts the figures so that
comparability is not actually achieved. Sales figures and cost of goods sold figures, change with
time. They change because ofoperations and they
change because of inflation. Without the effects of
inflation, all these figures could be compared directly and a firm's growth and profitability could
be ascertained. It is necessary, therefore, to discount or deflate the figures we wish to compare.
To do this we will develop first a "sales deflator."
It is used to adjust our most recent sales figures in
order to discount seemingly inflated profits.
A second adjustment aid, which we will develop, is the "cost deflator," It is an index of the
change in the current cost of goods sold as compared with some other period. It can be used to
adjust accounts payable or any other item expressed in terms of the cost of sales. For example,
the accounts payable can increase significantly for
two reasons: (1) a lengthened payment period, and
(2) increased costs of individual items purchased.
By using a cost deflator we can remove the inflation from the current accounts payable figure,
thus making it comparable with figures from other
periods.
The cost deflator can also be used as an adjustment for inventory valuation, on the assumption
that the product composition of inventory is simi-

lar to that of a prior period. In inflationary times
the same physical inventory requires increasing
amounts of cash to maintain. The cost deflator
provides the means for deflating current dollar
levels of inventory to dollar levels of previous periods. In this way the firm can determine the additional cash it needs to maintain a constant physical inventory.

=

By David Dee

This article was
submitted through the
San Francisco Chapter.

Sb
Qb

Sales deflator
Sales (in dollars) for current period
Sales (in dollars) for base period
Quantity sold in current period
Quantity sold in base period

The sales deflator can be used to make inflated
total sales figures more meaningful by making
them comparable. It can quantify the divergence
which has occurred between dollar sales and unit
sales over a specified time period. This is done, as
indicated in the formula, by computing the
weighted average change which has occurred in
the selling prices of a firm's products between two
periods. If the firm sold only one item, this would
35

be easy. The percentage change in the selling price
of the item could be computed and this factor
could be used to deflate the actual sales figure.
Most firms, however, sell many items, and this
makes the development of the sales deflator more
complex.
To develop the sales deflator, it is necessary to
analyze the firm's unit sales in relation to its dollar sales for at least two periods. To do this, three
types of information are necessary:
1. The proportion of a product's (or product

Exhibit 1
SALES AND COST DEFLATORS

1975
Units sold
Unit price
Sales
Unit cost
Cos t of g oo ds sold

225
.12
$27 .00
.09
$20.25

150
.1 7
$25 .50
.1 2
$18 .00

27
.60
$16 .20
.45
$1 3.50

$6 8.70

1976
Units sold
Unit price
Sales
Unit cost
Cost of goo ds s old

235
.1 5
$35 .25
.1 1
$25 .85

160
_20
$32 .00
.1 5
$24 .00

30
.7 5
$22 .50
.56
$1 6.80

$89 .75

$
$

.3 93
.3 93

Price factors (2 )
Sales
Costs

.3 71
.3 47

1.50
1.57

1.33
1.50

Totals

$

$53 .25

$

$

$36 .60

$

$51 .75

$

$
$

$

$
$
$

$
$

Contribution factors (1 )
Sales
Costs

Pineapples
25
.50
$1 2.50
.35
$ 8.75
$

Oranges
135
.15
$20 .25
.10
$13 .50
$

Apples
205
.10
$20 .50
.0 7
$14 .35
$

1974
Units sold
Unit price
Sales
Unit cost
Cos t of g oo ds sold

$6 6.65

.2 36
.2 60

1.00
1.00

1.50
1.60

Sales deflators (3 )

.590

.493

.3 54

1.4 37

Cost deflators (3 )

.6 1 6

.523

.4 00

1.5 39

1. Contribution factors
Us ing 1 97 5 as the
weighting p eriod

Apples
Oranges
Pineapples

Sales
2 7 .0 0 /6 8 . 7 0 2 5 .5 0 /6 8 .7 0 =
1 6 .2 0 /6 8 . 7 0 =

.3 93
.3 7 1
.2 36
1.0 00

Costs
2 0 .2 5 /5 1 .7 5 =
1 8 .0 0 /5 1 .7 5 =
1 3 .5 0 /5 1 . 7 5 =

.3 93
.3 47
.2 6 0
1.000

2. Price and cos t fac to rs
Dividing 19 76 price (c o st)
by 1 974 base period price (c o st)

=
=

=

Costs
1 1 /0 7
1.57
1.50
1 5 /1 0
5 6 /3 5 = 1 . 6 0
=

Sales
1.50
1 5 /1 0
2 0 /1 5
1.33
7 5 /5 0 = 1 . 5 0

Apples
Oranges
Pineapples
3. Deflators
Multiplying c ontributio n
fac to rs b y p ric e (co s t) fac to r

36

.5 90
.4 93
.3 5 4
1.437

Costs
.3 9 3 X 1 .5 7
.3 4 8 X 1 . 5 0 =
.2 6 1 X 1 .6 0 =
=

Sales
.3 9 3 X 1 .5 0
.3 7 1 X 1 . 3 3 =
.2 3 6 X 1 . 5 0 =
=

Apples
Oranges
Pineapples

.6 1 6
.5 23
.4 00
1.5 39

group's) contribution to total dollar sales in a
representative period,
2. The average selling price of the product in the
base period, and
3. The average selling price of the product in the
current period.
To find the ratio of a product's sales to total
sales, a time period must be selected which is representative with regard to the product. This may
or may not be the base period. Once this period is
selected, the dollar sales of the product and the
total dollar sales for the firm must be determined.
The method selected for this determination will
probably depend upon the type of source information available. If it is impractical to tabulate the
sales of the entire period, then some type of sampling may be used. This procedure is repeated for
each product or group of products. Once the dollar sales of each product and the total dollar sales
have been determined, a "contribution factor" for
each product can be computed by dividing the
dollar sales of each product by the total dollar
sales. Each product's contribution factor will be
less than 1.00 and the sum of all the factors will be
1.00.
If another period is selected as the base period,
the average selling prices in the base period will
also have to be determined. These prices are then
paired with the corresponding contribution factors for each product in the index. To compute
the sales deflator for a particular period, the average selling price for each product on that period
must be determined. It is then divided by the price
of the same product in the base period to yield a
"price factor," or percentage change in price. This
factor is then multiplied by the product's contribution factor. When all of these results are added
together, they should yield the firm's overall sales
deflator for the compared period. See Exhibit 1,
The same procedure is used to determine the sales
deflator for any other period.
There is one important assumption that must be
made when using a sales deflator, and that is that
the product mix (the proportion of unit sales of
each product to unit sales of other products) does
not change significantly between the time periods
being compared. The validity of this assumption
will depend on the type of industry and the particular firm being analyzed. In many businesses,
though, this assumption may be valid for long
enough periods of time to make the development
of a sales deflator worthwhile.
To use the sales deflator you must have: (1) an
actual dollar sales figure to deflate, (2) a sales deflator for the same time period as the sales figure,
and (3) a sales deflator of some other period (the
base period). In the example in Exhibit 1 the total
sales in 1976 was $89.75. This figure can be deflated to 1974 (base period) dollars as follows:
MANAGEMENT ACCOUNTING/ DECEMBER 1976

1.000 X $89.75 = $62.45
1.437
Thus when the effects of inflation are removed
by the sales deflator, an adjusted sales figure results which indicates that actual sales have increased only $9.20 from 1974 to 1976 instead of
the reported $36.50 ($62.45 — $53.45 not $89.75
— $53.45.)
The sales deflator is probably most helpful in
comparing sales figures within a short time span,
about one or two years. It becomes increasingly
inaccurate as the length of time between compared periods increases. If revised on a monthly
basis to reflect current selling prices, however, it
can be useful for adjusting daily, weekly, and
monthly sales figures to make them comparable
with those of the previous year. It can also be used
to adjust accounts receivable figures for comparison with previous years' figures.
The Cost Deflator
The cost deflator is developed for the purpose of
comparing the cost of goods sold in the current
period with cost of goods sold in another period.
The cost deflator is an index number which represents the weighted average change in the costs of a
firm's products from one time period to another.
For example, if the cost of sales in the base period
is $8,000 when 500 cases of oranges are sold and
$6,400 in the compared period when 400 cases of
oranges are sold then no inflation has occurred
because the average cost of a case of oranges in
each case is $16. If, however, the cost of sales in
the compared period were $7,000, then inflation
would have occurred because the average cost per
case rose to $17.50. An index of this inflation can
be found by computing the cost deflator.
There are two ways in which the cost deflator
can be determined. It can be expressed approximately by the formula:
CD = Sab
Sa

X Ca
Cb

MANAGEMENT ACCOUNTING /DECEMBER 1976

Ca
Cb

=
=
=

where
CD
Sa
Sab

=

1974 SD X 1976 total sales
1976 SD

=

Base period dollars

Cost deflator
Total sales in current period
Total sales in current period
expressed in base period dollars
Cost of sales in current period
Cost of sales in base period

"... we may
obtain a cost
deflator for each
product..."

By substituting figures from Exhibit 1, and using the base period dollars ($62.45) for 1976 (as
determined above using the sales deflator), we get:
CD = $53.24
$66.65
X
= 1.58
$62.45
$36.60
Thus the cost of goods sold has increased 56 per
cent because of the effects of inflation between
1974 and 1976.
A more accurate method for determining the
cost deflator is to calculate the contribution factor
and cost factor for each product as was done for
determining the sales deflator. In this way we may
obtain a cost deflator for each product as well as
the firm's overall cost deflator. This method is illustrated in Exhibit 1.
The cost deflator can be used to deflate cost of
goods sold figures and accounts payable figures in
the same way that the sales deflator can be used
deflate sales figures and accounts receivable figures. As mentioned previously, it may also be
used to deflate the inventory figure provided that
the product composition of inventory is similar to
that of sales. As an inventory deflator it tells us
the percentage increase in cash which is necessary
to carry the physical inventory. By subtracting the
restated (deflated) inventory from its actual cost, a
dollar figure is produced which is the amount of
additional cash needed to maintain the current inventory level.
Conclusion
The sales and cost deflators developed in this
article are valuable aids for determining the extra
capitalization that a firm needs in order to keep
pace with inflation. This capitalization must be
provided either by increased debt, by a transfer of
assets from elsewhere in the firm, or by a retention
of accounting profits.
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Cost Accounting
Proposal for an
Advertising Agency
One of our initial determinations in expanding the existing system would be to
categorize the various departments as either operating or service departments.

By Larry H. Beard and Valarie A. Hoyle
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Because their personnel's energies are directed
predominantly toward sales and revenue generation, many advertising agencies have no systematic method of determining internal service cost for
specific projects. In this article we will look at the
cost accounting system of a regional full- service
advertising agency, which we will call ABC Advertising. In addition, we will suggest the use of a
data collection system that will provide more
complete information for managerial decision making.
Background
ABC Advertising bills approximately five million dollars annually. The primary services supplied to clients are copywriting, print production,
radio and television production, media selection
and placement, art design, and public relations.
The agency employs 24 people: two managers, five
account executives, four copywriters, three artists,
a production manager and three assistants, a media buyer, three bookkeepers, and two secretaries.
Although ABC invoices certain clients on a negotiated fee basis for services such as public relations activities, the agency earns most of its income from commissions and internally - produced
projects. Commissions are generated by the agen-

cy when it purchases radio, television, or publication time or space. The agency charges the client
the rate quoted by the station or publication, but
is in turn invoiced by the various media for 85
percent of the total cost, thus allowing 15 percent
commission. Since the price of the service has
been established by commission parameters, relatively few records of cost incurrence are maintained on commission -based projects.
Cost data for internally - produced projects are
maintained by individual jobs. For example,
should a client request a brochure to advertise a
product, the agency will open a "job jacket" on
the project. The job jacket is a 10" X 14" envelope that functions both as a job cost sheet to collect selected costs incurred by the job, and as a
receptacle for reference material and information
requirements. Exhibit 1 is a facsimile of an ABC
Advertising Company job jacket.
The Existing System
Only direct material costs and direct labor
hours of art time are recorded on the job jacket.
Direct materials such as printing and type composition purchased from vendors are listed on the
form when ordered, and costs are recorded when
vendor invoices are received. Hours of art work
are recorded by the artists in the appropriate
space provided on the form.
MANAGEMENT ACCOUNTING /DECEMBER 1976

Upon completion of the job, the jacket is routed
to the bookkeeping department, and job costs are
calculated as follows: Art time is charged at the
rate of $30 per hour. The amount for art labor is
added to the cost for direct material, and a markup of 17.65 percent is applied to this total.' The
result of these calculations is the price of the job,
subject to the approval ofthe account executive in
charge ofthe account. The account executive analyzes the tentative price and makes a determination regarding the following:
Is the price too high in relation to charges for
similar jobs to this client?
Is the price too low because the "creative product" is too valuable to be priced as low as the
tentative price indicates?
If the sales price is determined to be too high, the
account executive reduces the price to an acceptable amount and records a negative variance for
the particular job on the internal bookkeeping records for the client. This variance is later applied to
other jobs for the same client which, in the opinion of the account executive, can bear the additional charges. Ifthe price ofthe job appears to be
too low, the account executive adds whatever
amount can be justified, thereby balancing out
past negative variances or increasing the profit
margin of the projects. Accurate records are kept
of the negative variances, but no record is maintained for positive variances; they merely appear
on client invoices and result in additional profit
for the agency.
Pricing on commission -based projects is a function of the 15 percent media rate differential, and
pricing on internally - produced projects is effectively whatever the market will bear. No attempt
is made to measure labor costs in departments
other than the art department, and no overhead is
applied to projects. Consequently, the data collection system cannot evaluate or measure client or
project profitability.

tions performed by individuals in service departments are seldom if ever traceable to specific projects, costs incurred by these departments would
be best reflected in overhead rates calculated for
operating departments.
Hourly rates for the operating departments are
shown below. In computing the effective hourly
rate to charge for each department's labor, we
used an historical record of annual billable hours
as a base.
Department
Media
Production
Art
Copy
Account service

Hourly rate
$9.70
$8.00
$14.80
$12.50
$15.20

1.1119
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Overhead rates for the operating departments
were established by the following procedures:
1. Estimate costs for the subsequent period.
2. Assign direct costs to the appropriate department.
3. Allocate indirect costs to each department.
4. Allocate service department costs to operating
departments.
5. Compute operating department overhead rates.
COS T E STIMAT ION

The corporate chart of accounts from the general ledger provides an excellent categorization of
the various classifications of costs. Numerous
forecasting techniques may be applied to historical financial data to assist the projections of management, and this procedure can be readily incorporated into the annual budgetary process.
ASSIGN DIRECT COSTS

All direct costs (with the exception of salary
E xhib it 1
A DV E RT IS ING JOB JA C K E T

Expanding the Existing System
Client _
Title

Holiday Sterling Company

Flatware Brochure

Job No.

Medium

Insertion or delivery date

Broch .

3/20/76

Description:

Operating departments
Media
Production
Art
Copy
Account service

Service departments
Bookkeeping
Executive
Secretarial

Hourly rates for employees in the operating departments could then be calculated by dividing total departmental salary costs by total billable
hours for a specific time period. Because the funcMANAGEMENT ACCOUNTING /DECEMBER 1976

1234

Date

2/2/76

Size
Copy

x 1 2"
2110/7 6

Layout

2 /15[76

"

One of our initial determinations in expanding
the existing system would be to categorize the various departments as either operating or service:

Deadlines:

Finished art 2/20 /76
Vendor or
supplier

Purchase
order no.

Description

Cost

Art time

XYZ Printing

6

Printing

S1200

6 hr.

2/13

Typo Type

9

Composition

200

2 hr.

2119

Tota l

S1400

39

... greater

internal
efficiency could
well result ... "

costs of operating departments, which were billed
as direct labor) can be assigned to the departments. Salary costs of the service departments are
easily assigned, as are art materials (to art department), travel and entertainment (to executive and
account service departments), and office supplies
(to secretarial department).

hours for the base. Since various individuals spend
time working in several departments, we divided
the projections of the total billable hours for each
operating department into the overhead costs of
the respective departments. The resulting overhead application rates for the five operating departments are as follows:

ALLOCATE INDIRECT COSTS

Department
Media
Production
Art
Copy
Account service

The remaining indirect costs such as rent, insurance, maintenance, depreciation, and other
costs incurred for the benefit of more than one
department can be allocated by some equitable
base. Examples of allocation bases include floor
space occupied, estimated usage or benefits received, and salary costs.
ALLOCATE SERVICE DEPARTMENT COSTS

After all estimated costs have been allocated to
the departments, the service department costs can
be allocated to the operating departments. Again,
the method and allocation base selected should
reflect the most equitable distribution of service
department costs given the particular circumstances within the firm.
COMPUTE OPERATING DEPARTMENT
OVERHEAD RATES

In computing the rate used to apply overhead
to individual projects, we selected annual billable

Exhibit 2
ADVERTISING JOB COST SHEET

Client
Title

Job No.

Holiday Sterling Company
Flatware Brochure

Medium

Brochure

3/20 /76

Insertion or delivery date

Deadlines:

Description:

Cost

6

XYZ Printing

9

Typo Type

2/2 /76

Site

9" x 12"

Copy

2/10176

Layout

2/15 /76

Finish

2120176
Overhear!

Direct labor

Direct material
P.O. No. Vendor

1234

Date

Date

$1200 2/2

Dept.

Hours Cost

Account
service

4

$60.80

Copy

3

37.50

2/5

Art

2

29.60

2/9

Art

5

74.00

2/20

Account
service

2

30.40

2120

Production

3

24.00

200 2/4

Summary
Direct labor
Overhead applied
Total lob cost

40

$1400.00
$

Direct material

$

Costs:

256.30
187.80

Date

Cost

3/31

$187.80

Overhead rate hour
$7.70
$6.90
$12.00
$8.60
$9.55

Costing the Project
The expanded system would include three components for costing individual projects: direct material, direct labor, and overhead. Direct material
would include all materials purchased from outside vendors: signs, displays, printing, mechanical
artwork from freelance artists, and all other miscellaneous purchases traceable to specific jobs. Direct labor would be an average departmental salary rate for employees performing operating department activities. Overhead costs would be a
function of the hours spent by employees in operating department activities times the respective
depdrtmental overhead rates.
Job cost sheets would be maintained by the
bookkeeping department, with time reports submitted daily by operating department employees
for all billable hours assigned to specific jobs. The
bookkeeping department would then convert the
information into cost data for the job as shown in
Exhibit 2. After all direct material, direct labor
and overhead are charged to the job, a profit
markup must be added. This profit markup would
be calculated by the agency based on the percentage of before -tax profit expected.
Conclusion
In addition to providing a more comprehensive
determination of project and client profitability,
the expanded data collection system would allow
management to make more accurate cost estimates before a project is accepted. The job cost
sheets may be used to estimate each department's
time, direct material, and overhead requirements
to insure that both agency and client expectations
will be met. Improved job cost estimates would
permit account executives to make more informed
"go or no -go" decisions during the project negotiation stage with clients. Furthermore, greater internal efficiency could well result as agency personnel obtain an increased awareness of the correlation between effective use of billable hours and
profitable operation of the agency.
❑

$1844.10
' The 17.65 percent markup on the agency cost is mathematically equivalent to
15 percent commission on the amount billed to the client.

MANAGEMENT ACCOUNTING/ DECEMBER 1976

Task -Cost
Analysis of
Construction
in Progress
Most construction firms, even the smaller ones, will already have
available through their accounting system the basic data needed for
the successful application of a task -cost analysis.

By Henry G. Pansza
Performance accounting in the construction industry is more difficult to control than in other
industries due to the extraordinarily varied sets of
activities involved. True, there are exceptions. For
example, an excavation contractor can measure
activity in cubic yards of earth moved and a paving contractor can determine progress in terms of
cubic yards ofasphalt or cement laid. But for the
most part, a general contractor is engaged in a
much greater variety of activities. Hence, the use
of a seemingly solid cost basis in accounting for
construction contracts is generally accepted,
mostly because no one has come up with anything
better.
Two methods ofaccounting for long -term fixed price contracts are recognized: the percentage -ofcompletion method and the completed contract
method. When both estimates ofcosts to complete
and determination of percentage of completion
are "reasonable and dependable," the percentage
ofcompletion method is preferred. The advantage
of using percentage -of- completion lies in the recMANAGEMENT ACCOUNTING /DECEMBER 1976

ognition of income as a contract progresses. The
disadvantage lies in the hazards of arriving at a
reasonable estimate of total costs to complete the
job. When dependable estimates are lacking or
"inherent hazards cause forecasts to be doubtful,"
the completed contract method is preferred.'
The AICPA recommends the percentage -ofcompletion method of other measure of progress
toward completion as may be appropriate having
due regard to work performed." 2 The main concern is to properly measure work performed,
Therefore, in the early stages of a contract, the
costs of such items as materials and subcontracts
would have to be excluded "... if it appears that
such an exclusion would result in a more meaningful periodic allocation of income." '
The trouble with this line of thinking is that the
most practical means of measuring progress, incurred costs to date, is placed in a doubtful category of acceptance. Most contractors would not
agree with the argument that only labor costs reflect accomplished work. Materials delivered to a
job site also represent work performed by someone in the manufacturing or fabricating effort.
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1.
2.
3.
4.

How much has been billed in excess of costs?
How much of this has been earned?
Is the earned amount fairly stated?
How much is unearned and, therefore, a current liability?
5. Are unbilled costs and earnings, a current asset, fairly stated?

Construction managers know all this, but most
of them are optimists and they will tend to underestimate a very critical figure in the income determination formula, the estimated cost to complete
the job. Under the cost -to -cost method, one variation of the percentage -of- completion method, the
numerator is costs incurred to date and the denominator is costs incurred to date plus estimated
additional costs to complete the job. Therefore,
the effects of the construction manager's optimistic estimate is to:
1.
2.
3.
4.
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Understate the denominator,
Overstate the percentage of completion,
Overstate the estimated gross profit, and
Apply an overstated percentage of completion
against an overstated gross profit.

POC =

CTD
TEC

GPE = EGP X POC

=
=

where
POC
CTD
TEC
GP E
EGP
UB /C
B

=

UB /C = B — CTD — GPE

=

Before going into the technical aspects of this
article it would be well to consider related human
problems. Conscious of stockholders, bankers,
and bonding people looking over their shoulders,
construction managers naturally wish to present
the best possible profit picture. Stockholders will
be suspicious of any substantial increase in earnings per share based on a significant build -up in
unbilled costs and earnings. So will the bankers
and the bonding companies. The bonding people
in particular will be critical. Bonding capacity is
roughly the equivalent of ten -times net working
capital. Hence, a build -up in unbilled costs and
earnings which in turn means an increase in current assets will be closely reviewed. This concern
with billings as related to costs pretty well dictates
the use of a cost basis. And the reporting formats
prescribed by bonding companies for analysis of
construction in progress are usually designed to
answer the following questions:

Assume that the company is performing on a
$300,000 contract with total estimated costs of
$255,000. The actual year -end costs are $80,000
and billings are $100,000. Under the cost -to -cost
method, the "Unearned billings over costs" is
computed in three steps:

=

A Problem with Billings

The Cost -to -Cost Method

=

The exclusion of materials and subcontracts, even
in the early stages of a contract, becomes even
more difficult to justify in the light of the current
practice of appointing a contract manager who in
turn will subcontract all of the work to be performed.
Other measures of progress proposed by the
AICPA, such as physical units completed, engineering estimates, and architectural estimates,
have the distinct disadvantage of being difficult to
measure in certain instances, and difficult to substantiate in others.

=

"Stockholders
will be
suspicious of
any substantial
increase in
earnings per
share..."

Percentage of completion
Costs to date
Total estimated costs
Gross profit earned
Estimated gross profit
Unearned billings over costs
Billings

Then
POC =

$ 80,000

= 31.37 percent

$255,000
GPE = $45,000 X .3137 = $14,117
UB /C = $100,000 — $80,000 — $14,117
= $5,883
The Billing- Accrued Method
The billing- accrued method handles the problem more directly. The over (under) billing is obtained by applying "the portion expensed" to the
progress billings from which is subtracted the
costs to date. The formulas for the billing- accrued
method are as follows:
PE =

TEC

XB

CP
OB = B — TEC
where
PE = Portion earned
CP = Contract price
OB = Over (under) billings
Then
PE =

$255,000

X $100,000 = $85,000

$ 300,000
OB = $85,000 — $80,000 = $5,000
The $5,000 credit balance would be shown as a
liability on the balance sheet.
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Most construction firms, even the smaller ones,
will already have available through their accounting system the basic data needed for the successful
application of a task -cost analysis. The first step is
to prepare a schedule of work in progress for each
job. Each job is then subjected to a careful analysis and evaluation of work remaining to be done
versus amounts available to accomplish this work.
The task -cost relationship is then used to arrive at
estimated cost to complete. Let us assume that the
contractor's accountant has established the
amounts for items 1 through 5 as follows:
L
2.
3.
4.
5.

Contract amount
Billings to data
Cost to date
Billings over costs
Cost over billings

$343,000
247,000
192,000
55,000

In addition, the accountant has prepared an
analysis of the job as shown in Exhibit 1, but has
not completed column D.
The accountant works closely with the engineer, the estimator, or the manager to compute
amounts to be entered in column D. The take -off
sheets, used to figure the job and bid it, are carefully reviewed to ascertain agreement with
amounts shown in column A. Adjustments are
made as necessary. The take -off sheet is then analyzed, task by task, and those tasks already accomplished are checked off, together with corresponding actual manhours required to accomplish
them. Finally, tasks remaining to be done are isolated, carefully analyzed, and, if necessary, veri-

"Normally,
material
estimates on the
take -off sheets
are reliable ... "

Exhibit 1
TASK -COST ANALYSIS
A
Per
take -off
(6 ,1 0 0 )

Labor hours
Labor costs
Materials
Equip ment
Miscellaneous
Subs
Total

85 ,5 00
54,500
82 ,8 00
5,200
57,000
$28 5,0 00

B
To
date
(4 ,1 0 0 )
57,600
38,400
52,300
3,3 00
40,400
$19 2,0 00

C
Balance
rem aining
(2 ,0 0 0 )
$

Task -Cost Analysis

$

The computation of gross profit for percentage of- completion consists of multiplying the total
contract price by the percentage of completion
and subtracting the applicable costs and expenses.
The Internal Revenue Code requires that supporting certificates from architects or engineers be
available to back up the percentage of
completion.` This method will produce the same
results as the cost -to -cost method if the percentage of completion is the same. I f the percentages
differ it would appear that the contractor must be
prepared to justify the difference.

$

Federal Income Tax

fied with the job foreman, after which the best
possible manhour estimate for each task is calculated. Methodology might include critical path
methods, probabilistic models, engineered standards, or educated guesses, depending on the capability at hand.
Manhour estimates thus arrived at are then totaled. Let us assume that the total manhours
needed to complete the job turn out to be 2,600, or
600 more than the balance remaining. This
amount is entered in column D. Later on, the accountant, using the latest data plus adjustments to
reflect anticipated pay scale changes, will multiply
the 2,600 manhours by the cost per hour thus arrived at, to come up with the labor cost figure
needed for column D. Let us assume that this
turns out to be $36,300. This exercise completes
the first two lines, and the most critical part, of
column D.
The next line, materials, is relatively easy to figure. Amounts in column C are verified by examining purchase orders and isolating material to be
delivered, The estimator, engineer, or manager
should be furnished this information so that he
can match what he has coming with what he has
to do. Normally, material estimates on the takeoff sheets are reliable; the degree of reliability depending upon the level of completeness at the time
of taking off the job. Let us assume that in this
example an adjustment of plus $800 was needed,
making the column D amount $16,900.
Normally, the computation of equipment needed to complete the job is pretty cut - and - dried.
When the job was bid equipment suppliers quoted
fixed prices to the contractor. Therefore, the balance remaining in column C should represent uninvoiced and undelivered amounts. In our example, we will assume that this is the case and will
move the $30,500 shown in column C over to column D. However, we must recognize that problems could develop during periods of inflation, so
that amounts shown in column C might not necessarily satisfy the requirements of column D.
During periods of severe inflation suppliers might
try to hold prices good for only 30 days; therefore,
delays in delivery could result in upward adjustments to column D, with or without corresponding adjustments to column A.

$

Assuming the same facts as in the example
above, except that the costs to date are $90,000
instead of $80,000, then the cost -to -cost method
would produce unbilled costs and earnings of
$5,881, which is credited to income and debited to
current assets and the billing- accrued method
would produce $5,000 as a current asset. As compared to the cost -to -cost method, the billings -accrued method will decrease both the current liability and the current asset.

D
Needed to
complete

27,900
16,100
30,500
1,900
16,600
93,000
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"... The true
situation will not
be revealed by
examining

financial
statements
alone. "

Miscellaneous costs are estimated for specific
line items on the take -off sheets. Some line items
are specific, task - oriented, and can be analyzed by
procedures described above. Others are contingency items and must be analyzed in terms of the
latest information— whether the contingency has
occurred or, if not, whether it will occur, and if
so, whether provisions for its occurrence are adequate or need revision. We will assume a minor
revision in this case from $1,900 in column C to
$1,600 in column D.
Subcontractors will quote fixed amounts and,
except for unusual circumstances or errors,
amounts shown in column C will be used in column D. Column D can now be completed, as follows:

Any amounts appearing in the asset or liability
accounts, — unbilled costs and earnings and unearned billings over costs —are first reversed with
the net contra going to the earned revenue account. Then, the new amounts are placed on the
books by the following adjusting entry:

Labor hours

Needed to
complete
(2,600)

Dr Unbilled costs and earnings $15,000
Dr Earned revenue
11,000
Cr Unbilled costs and earnings
$26,000

Labor Costs
Material
Equipment
Miscellaneous
Subs

$ 36,300
16,900
30,500
1,600
16,600

Total

$101,900

It must be pointed out that the asset and liability amounts shown in the above adjusting entry are
not representative of what is often encountered.
Without the benefit of the disciplined approach
described in this article, a cash - hungry contractor
could develop large amounts for unearned billings
over costs which he will try to off -set by understating estimated costs to complete. Since the offsetting will carry through to the balance sheet, the
true situation will not be revealed by examining
financial statements alone.

The accountant can now complete his task -cost
analysis as follows:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

Contract amount
Billings to date
Cost to date
Billings over cost
Cost over billings
Estimated cost to complete
Estimated gross profit
Percentage gross profit
Percentage completion
Billings over costs: earned
Billings over costs: unearned
Unbilled costs and earnings

$343,000
247,000
192,000
55,000
—
101,900
49,100
14.3
65.3
32,062
22,938
—0—

Adjusting Entries
The procedure described above is carried out

for all the jobs in progress, with the exception of
small, short-term jobs which are normally handled on a completed contract basis. Assume that
the task -cost analysis has been completed for all
jobs and that totals for all jobs include the following:
Unbilled costs and earnings
Unearned billings over costs

$15,000
$26,000

Conclusion
A review of principles and methodology prevailing in the construction industry indicates a
need for a simple, step -by -step approach to the
problem of income determination for construction
in progress. The theme of this article is that this
need can be satisfied by the task -cost approach.
This approach subjects work remaining to be done
to a specific procedural analysis in arriving at estimated costs to complete the job.
' Audits of Construction Contracts. prepared by the Committee on Contractor
Accounting and Auditing and the Committee on Co-Operation with Surety
Companies, AICPA, New York. 1965, p. 13.
Ibid.. p. 15.
' Ibid., p. 15.
IRC Par. 1.451-3(b)(1)

NAA Members Approve Amendments
A majority o f N A A mem bers voting on proposed am endments to the Constitution have approved the adoption of
th o se am endm ents. Of those voting, 96.3 percent approved
th e ado ption of the am endments and 3.7 percent disapproved.
Th e t ex t o f th e pro posed am e ndm en ts wa s pu blish ed in the
Se pte mbe r is s ue o f MA NAGE MENT AC C OUNT ING.
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Decision Tree Analysis
for Accounting Decisions
The first question one must answer is: How long will benefits accrue
from the incurrence of the obligation or expenditure?

By James D. Blum
A major concern of the accountant in external reporting is to achieve proper matching of revenues
and expenses. He is concerned with the problem
of whether to capitalize costs as assets or to expense them as incurred in the current accounting
period in accordance with the matching concept;
which states, that costs should be expensed in the
accounting period in which the costs assist in the
generation of revenue. In other words, we match
those costs which we believe caused this period's
revenue against the revenue recognized this period. Unexpired costs are capitalized as assets because they are expected to benefit more than one
accounting period.' These capitalized costs are allocated to the accounting periods they are expected to benefit. The allocation process is referred to
as depreciation for tangible assets and amortization for intangible assets.
Accounting decisions as to whether to expense
or capitalize costs can often be illustrated in flow
diagram form. A flow diagram assists verbal explanations by emphasizing pivotal decision points
visually. Although there are numerous opportunities to use decision trees, two especially applicable
areas are: the capitalization decision tree and the
lower of cost or market inventory decision tree.
See Exhibits 1 and 2.
The Expenditure Decision Tree
The objective of the first decision tree, Exhibit
MANAGEMENTACCOUNTING/DECEMBER

1976

1, is to demonstrate when a cost should be a period expense versus when to capitalize the cost as
an asset. The first question one must answer is:
How long will benefits accrue from the incurrence
of the obligation or expenditure? This is probably
the most theoretical and least objective part of the
decision process. If one concludes that the obligation or expenditure will only benefit the current
accounting period, then the amount of the obligation or expenditure should be directly expensed.
If, however, one concludes that the obligation or
expenditure does not benefit, or only partially benefits, this accounting period, you must go to the
next decision tree question.
The second question concerns materiality. This
takes into consideration the cost of capitalizing an
expenditure versus the benefit of better accounting
information. If the expenditure is immaterial, you
will derive little benefit in proper matching from
capitalizing the expenditure relative to the accounting cost. Therefore, immaterial expenditures
are directly expensed. If, on the other hand, the
cost is material, one must attempt to obtain proper matching of revenue and expenses.
Material expenditures that benefit more than
one accounting period are then divided into those
that are tangible and those that are intangible.
Tangible expenditures are capitalized. Intangible
expenditures are divided into those recurring each
accounting period in approximately the same
amount and erratic expenditures, i.e., immaterial
in most accounting periods but very large in some

1
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"... many

accounting periods. Intangible expenditures that
are recurring in nature, e.g., advertising expendi-

other factors
tures an d emp loy ee develo pm ent programs, are
must also be directly exp ensed. Erratic in tan gible expenditures,
e.g., preoperating, are capitalized in order not to
considered.
distort any one accounting period.' This decision
is the starting point in deciding how to account
Exhibit 1
EXPENDITURE DECISION TREE
Benefits only this
accounting period

/ or duction related

Expenditure

(11

tocked to sell (� )

or obligation

Immaterial

)t)

Recurring

(1)

Benefits more
than one
acc'ti ng
period

Intangible

Erratic non
recurring

Material

Tangible

(3)

(3)

0 1 Period expense in which the expenditure or obligation is incurred.
(2) Inventory and expense when sold.

(3) Capitalize as an asset and allocate this cost over the expected life of the asset.

Exhibit 2
LOWER OF COST OR MARKET INVENTORY DECISION TREE
NRV >HC

Use HC

RC > NRV
NRV < HC

Use NRV

RC > HC

Use HC

RC < HC

Use RC

NPP >HC

Use HC

NPP <HC

Use NPP

START
RC >NPP

RCf NPP

RC = Replacement cost
NRV = Net realize value, ceiling
NPP�=�NRV�—�Normal�profit,�floor

Lower of Cost or Market Decision Tree
Another example of how decision tree diagrams
can be used in making accounting decisions is the
lower of cost or market inventory valuation decision tree. One must first decide which market
price to compare against the historical cost of inventory. Market is defined as current replacement
(by purchase or reproducing the good) except for
the limitations of.
1. Market should not exceed net realizable value,
estimated selling price less disposal and if applicable completion costs; and
2. Market should not be less than net realizable
value less normal profit.
These exceptions are often referred to as the ceiling and floor for market.
One must first determine whether replacement
cost (RC) is greater or less than the ceiling, net
realizable value (NRV). If RC is greater than
NRV, NRV becomes the upper limit and is compared against historical cost (HC). The lower value, HC or NRV, is used in valuing inventory. See
Exhibit 2.
If, on the other hand, RC is less than NRV, RC
does not exceed the ceiling, RC must be compared
against the floor, NPP (NRV less a normal profit
margin). If RC is less than NPP, NPP is compared with HC and the lower value is used. In this
case RC is below the floor,
If RC is greater than NPP and less than NRV,
RC is between the floor and the ceiling and therefore should be compared to HC. The lower of RC
and HC should be used to value inventory.
Conclusion

RC <NRV

HC = Historical cost

for a cost. However, many other factors must also
be considered.

Flow diagrams can usually assist verbal explanations in accounting decisions. In this case we
have shown that the explanations of accounting
decisions regarding expenditures and inventory
are enhanced by decision trees.
O
' Unexpired costs may also be product costs that are inventoried and expensed in
the accounting period in which the inventory is sold.
' Research and development costs should generally be expensed in accordance
with FASB Statement No. 2.
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Minimizing the
LIFO Pool Sample
Sample sizes of less than ten percent of the inventory, which have
been selected using statistical sampling techniques, are usually
considered to be adequate, and will result in substantial cost
savings.

By Dennie L. Wheeler and Robert E. Shirley
Inflation has caused an increasing number of
companies to consider using last -in first -out
(LIF O) inventory accounting. The method has
the effect of minimizing income taxes and improving cash flow. Theoretically, LIFO is justifiable because it matches current costs against
current revenues.' However, Internal Revenue
Code, section 472 (c) requires that whenever
LIFO i s used for i ncome tax returns, it must
also be used in the financial statements which
will usually show reduced earnings. In addition,
the LIFO method has some other potential disadvantages which include:
1. A prohibition against writing -down inventories to market values when market prices
are less than LIFO costs.
2. Prior permission from the IRS must be obtained if the firm wishes to switch from LIFO
to another inventory method.
3. A LIFO index must be computed annually if
a dollar -value pool of inventory items is in
use and the constituency of the pool does not
lend itself to use of Bureau of Labor statistics
acceptable to the IRS.2
The Need for Statistical Sampling
According to IRS regulation 1.472 -8 (e) : "A
MANAGEMENT ACCOUNTING/ DECEMBER 1976

taxpayer may ordinarily use only the so-called
`double extension' method for computing the
base -year and current year cost of a dollar -value
inventory pool." The double- extension method
requires the computation of an index which is the
ratio of total inventory at current costs to total
inventory at base year costs. This procedure
could be extremely difficult, if not impossible,
in some situations. Fortunately, however, Regulation 1.472 -8 (e) states:
"Where the use of the double- extension
method is impractical, because of technological changes, the extensive variety of
items, or extreme fluctuations in the variety
of items in a dollar -value pool, the taxpayer may use an index method for computing all or part of the LIFO value of the
pool. An index may be computed by double- extending a representative portion of
the inventory in a pool or by the use of
sound and consistent statistical methods."

1
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The IRS tends to interpret the term "representative portion" as being at least 70 percent
of the inventory. 9 While this is a reduction in
effort from the 100 percent requirement of the
double- extension method, further reduction is
desirable; hence, the altemative of "sound and
consistent statistical methods" should be conon47

sidered. Sample sizes of less than ten percent
of the inventory, which have been selected using
statistical sampling techniques, are usually considered to be adequate, and will result in substantial cost savings.4
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Basically the problem would appear to be:
How do we select a minimum number of items,
to be priced at both current year costs and base
year costs, such that an estimated index can be
found which is "sufficiently close" to the true
index; the one which would be obtained by using
the double- extension method for the entire dollar
value pool? We may start by stating the true
index and the estimated index as mathematical
expressions:
N

R

N

y, / f i x,
n

R =

1

n

Y.Y,/ f i x,

2

wh ere

R = The index of total inventory at current
costs to total inventory at base year costs
R = The estimated index (based upon a sam-

Y, =
x, =

N =
n =

where
The standard deviation of the estimated
index
x = The average or mean value of x ;

6R

=

or
N

x = Yx , / N

Derivation and Use of the Procedure
Using the expression for 612 given by equation
(4) and replacing the estimator R by the true
parameter R in equation (3), we find t hat the
minimum number of sample items necessary to
satisfy the inequality in equation (3) is the
smallest integer, n, such that:
N

N Y (y, — Rx, ) I
, =1

n>
5
ple of size n, where n < N)
N
The current cost of the ith item in the cur.0004R2 x2 N (N — 1) + Y. (y, — Rx,) 2
, =,
rent inventory (i = 1, 2, ... , N)
The cost of the ith inventory item for the
base year (or previous year if a "link - upon expansion the inequality becomes:
chain" technique is being used)
N
N
N
The number of items in the entire invenN[
y,2.—
2RY,
x,y,
+
RZ
x12]
tory (or dollar value pool)
6
The number of items of the total which n >
—.0004 R 2z' N(N — 1)
will be included in the sample
N

The concept of "sufficiently close" also requires quantification. Ideally, the IRS should
specify its criteria for sufficient closeness with
regard to computing LIFO indices. The IRS
has not specifically done so. However, in Revenue Procedure 64 -4, it has provided criteria regarding probability sampling for revolving credit
plans; and in Revenue Procedure 72 -36, it provided the same criteria regarding probability
sampling for trading stamp redemptions. In both
Revenue Procedures, one of the criterions stated
is that the sample must produce a coefficient of
variation of no more than two percent. In our
case then, we should be permitted to select a
minimum number of items such that the coefficient of variation meets the same criterion of
two p ercen t. Th is m ay b e stated as:

(3k < , 02
T —
48

3

N

N

+ Y. y12—2R_ x,y1 + R2Y. x,2
1 =1

i =1

1 =1

While equation (6 ) is mathematically correct, it is not yet expressed in terms of quantities which are readily available or estimable. It is
necessary, first, to obtain the following data
which should be available from the current
physical inventory:
1. The total number of items in the current inventory pool
2. The total cost of the current inventory pool at
current prices
3. The largest current unit cost in the current
inventory pool
4. The smallest current unit cost in the current
inventory pool
Then, second, the various terms on the right
hand side of the inequality must be estimated.
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N

ESTIMATING :4

y12

I_I

This term is the sum of the squares of the current costs. It appears in both the numerator and
denominator of inequality (6) and would probably be difficult to estimate directly. But the variance of y,, ... , y n is
14

Y, 2

—

(y

N

1=1

(Tys =

y, ) 2

N

are the indices of the jth year's costs to the base
year costs with R. being last year's index. The
indices R,, ... , R „„ or at least Rm, should be
readily available from the firm's records since
Regulation 1.472 -8 (e) requires that the "... accuracy, reliability, and suitability of the ... index must be demonstrated to the satisfaction of
the District Director in connection with the examination of the taxpayer's income tax returns.”
Then if we let R. denote the index of current
year costs to last year's costs:
R = R.R..

N
(

y12

= NQy. 2 +

y,)2

N

7

The second term of the right hand side of this
equation is simply the total current inventory
pool value squared divided by the total number
of items in the pool.
To obtain a reasonable estimate of the variance, the range of current costs can be used to
estimate the standard deviation 6, which can
then be squared to obtain the variance 6,2. An
estimate of Q, can be had by assuming that the
range is about six standard deviations.

6,

—

y

L

—
6

Thus the problem of approximating R reduces to
the problem of estimating Ra . If the company
is currently switching to LIFO, then R = R.. If
no reliable estimate of Ra is available from the
company's data, then one can simply take the
rate of inflation for the nation as a whole and
add 1.00. For example, if inflation has been
about nine percent for the past year, then use
& = 1.09 in equation (9) . Presumably, the
problem of estimating Ro which covers only the
most recent period should be easier than guessing R directly, which could cover a very broad
time span.
ESTIMATING X
In order to estimate we can simply use:
N

8

8

9

x

which can be algebraically rearranged to

"Several
arguments can
be made in
support of this
approximation. "

Nx =Y. xi = (

N
1. y, )

/R

10

where
= The most costly item in the current inven- where R is determined by estimating R. and
tory
using equation (9).
= The least costly item in the current invenN
tory
ESTIMATING X x, 2
I_I
Several arguments can be made in support of
This term is the sum of the squares of base
this approximation. If the inventory costs were
year
costs, and it also appears in both the
normally distributed, then 99.7 percent of all
y,'s would be contained within plus or minus numerator and denominator of inequality (6).
three standard deviations of the mean. Cheby- It is analogous to the sum of the squares of
shev's Theorem" shows that no matter what the current costs and we can estimate it as follows:
N
N
distribution of the y,'s, at least 89 percent of
2
( ,
x 2 +
=
N
(
I
Yx,
x,) 2 /N
11
them will be contained within an interval of six
standard deviations centered at the mean. Since
the y,, ... , y o are a finite set, then the estimate
The first term on the right hand side can be
Q, will overestimate the true standard deviation
found
from the following equation which is simof 6, in almost all cases.
ilar
to
equation (8) .
By using equation (8) and substituting 6,for
_ xL — xs
12
tS, in equation (7) an estimate of the term y , 2
s

y

yL

1

is easily obtained from readily available data.

where
— The item in the current inventory with the
largest cost at base year prices.
=
The
item in the current inventory with the
x
smallest cost at base year prices.

ESTIMATING R
Suppose the company has been using LIFO
for the past m years and that R,, R 2, . . . , R m ,
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In many cases XL and x s will be readily available. If they are not, then use y,, /R and ys /R as
estimates of XL and x s, respectively, with R being
determined using equation (9 ). It should be
noted however that the item with the largest
current year cost, y L , is not necessarily the same
item with the highest base year cost XL, and
analogously for ys and x s.
In general, (Tx can be expected to be larger
than 6x. The question naturally arises as to the
effect upon the sample size of using (fy and &x
which tend to overestimate 6r and (Fx, respectively. The sample size so determined will in
fact be larger than necessary. The second term
can be obtained from equation (10).
ESTIMATING

N

xty,
l =1
This term is extremely difficult to estimate
directly. But the correlation coefficient, r, between y 1i. . . , yN and x, ... , xN is:
N

X, YL —
i.1

N
N
( XI) ( Yi)
i.1
I.1

r=

I
N

N6x6 y

.95

r 0

0 1

09

•

•

r

Current
year
costs

=

Current
year
costs

~

Exhibit 1
GRAPHS OF SOME POSSIBLE CORRELATION COEFFICIENTS
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Base year costs

Base year costs

Current
year
costs
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.

r

—

Current
year
costs
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••
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Base year costs

upon rearrangement this would yield:
N
Y.x1
1=I

y,

=

N
N
N6 =6, r + (:4 x, ) (Y. yi)
i =1
1 -1

13

All of the quantities on the right side of this
equation have already been discussed and estimated except for the correlation coefficient, r,
which is a measure of the linear relationship between the current and base year costs.
The correlation coefficient, r, is bounded between plus 1 and minus 1 and its value has an
intuitively understandable meaning. An r of
plus 1 would indicate a perfect linear relationship of price increases between the x,'s and y,'s.
An r near minus 1 would be indicative of a
nearly perfectly linear pattern of price decreases.
And an r near zero indicates little tendency for
cost s of the cu rren t year and base year to be
related.
The usual situation would be for most items
in the inventory pool to maintain their relative
cost relationship to other items in the inventory
pool, but not in a perfectly linear manner. Hence,
in gen eral 0 < r < 1, with r probably closer to
1 than to 0. Some scatter diagrams and approximate correlation coefficients are given in Exhibit
1. These could conceivably serve as a rough
guide in guessing the approximate value for r
in an actual situation.
In order to use equation (13) and to complete the sample size computation, an estimate
of r must be obtained. Hopefully, the correlation
coefficient, r, can be subjectively estimated by a
knowledgeable person in the company, such as
the purchasing agent or chief cost accountant.
If no one wishes to subjectively estimate r, then
using an r value of zero or some small number
like 0.1 will provide a sample size which in most
cases is likely to be larger than necessary. However, the use of Q, and 6xwill produce a sample
size which is larger than necessary, anyway. Thus
the burden of estimating r accurately (or conservatively) is greatly reduced.
Conclusion
Statistical sampling will result in a substantially smaller number of items being used to
compute a LIFO index than nonstatistical techniques. However, statistical sampling requires
the use of a random selection process and advance determination of the necessary sample
size. The procedure given attempts to overcome
the latter problem without expending excessive
effort. The procedure does in fact rely on some
estimates which may be a bit crude. However,
mathematical eloquence in deriving the sample
size is not the concern of the IRS. Rather the
IRS takes an after the fact position, with emphaMANAGEMENT ACCOUNTING /DECEMBER 1976

sis on examining whether or not the estimate
computed from the resultant sample was sufficiently accurate.
The principal advantage of the procedure presented is that the approximate number of items
necessary to satisfy the IRS criteria of Revenue
Procedures 64 -4 and 72 -36 can be determined
using information which normally will be readily
available or easily estimable. The procedure is
applicable to any size inventory pool and does
not require a pre - sample nor is it contingent
upon any specific relationships between the current and base year costs.
❑

the !RS
takes an after
the fact
position . . . "
"...

3

Do llar -value LIF O is o ften the o nly p rac tic al method fo r firms
having tho us and s of ind ividual items o r fo r manufac turers with
co mp lex inventories . S ee Mauric e Moo nitz and Louis H. Jord an,
Accounting An Analysis of Its P rob lem s, Holt, Rinehart, and
Wins to n, Inc ., New Yo rk, 1963, p . 261.
2
Under Sec tion 1.472- 8(e)(1) of the Internal R evenue C o d e, " A
taxp ayer entitled to use the retail metho d of pric ing LIF O inventories authorized by Section 1.472.1(k) may use retail pric e
indexes prepared by the United States Bureau of Lab o r S tatis tics ." The IR S period ic ally ap proves the Bureau o f Labo r Statis tics in published rulings. Fir example see Rev. Ruling 75 -529
Cumulative Bulletin 1975 -2, p. 198 -199.
' Lawrence J. Restall and Peter Czajko wski, "C omputation of
LIFO Index: A Statistical Sampling App ro ach," Management
Accounting, September 1% 9; C . Richard Co x and Carl L. Glas s berg, " LIF O : 'The Deflator'❑ —A❑C urrent❑ Review❑and ❑Analysis, "
The T ax AdO ser, January 1971.
.Ib id . , C o x and G las s b erg, p . 30.
, W illiam G. Co c hran, S amp ling Techniques, Sec ond ed ition, p p.
29 -33.
e Freund, Jo hn E. Mathematical Statistics, Prentice -Hall, Inc.,
Englewoo d Cliffs, N. J. , 1962, p. 96.

LETTERS
Continued from page 7
creased productivity which may be obtained from such investments. The authors also fail to show how the CASB
actions have tended to thwart this intent. Their criticism, indeed, seems to
be that a modest step in the right direction would be much worse than no action at all.
The tables presented with the article
are based on the assumption that the
imputed cost will result in an increase in
taxable income, Both the CASB and the
Department of Defense have expressed
the belief that the economic cost which
will henceforth be recognized as a contract cost, under CAS No. 414 and
ASPR 15- 205.50, was previously included in contract price as a part of
profit. No increase in average contract
prices is to be expected. Rather, a considerable change may be expected in the
basis for negotiating contract prices,
with a reduction in the emphasis on
"cost" in negotiating expected profits.
Even with their own assumptions, the
authors do not support their claim of
"gross inequity." They show that each
of the three contractors would benefit
from the imputed cost. They do show,
as might be expected, that the contractor with the highest income has to pay
the greatest income tax. Is that a "gross
inequity ?"
Paul R. McClenon
Washington, D.C.

Feedback Isn't Everything

Further, that the MBO process can be
far more encompassing to the controlI have read with considerable interest lership community than addressing itMr. Ray Vander Weele's article in the self solely to feedback. This activity is
August 1976 issue titled, "An MBO essential and is an integral part of the
Perspective On Controllership." In gen- process. But it does not create the envieral, it is interesting and covers very ronment for our controller and his manwell the fundamentals of a Management agers to achieve their full potential. AfBy Objectives program.
ter all, the controller is a participant
In attempting to put Mr, Weele's arti- with top management in setting the
cle into perspective, however, I am hav- long -range goals, strategies and plans.
ing difficulty. Early on the first page unThere are other aspects of the article
der Functions of Accounting, I eagerly that merit attention:
digested the statement, "To realize a dynamic and achievement - oriented orga- 1. In place of "coordination and coopnization, the controller must direct his
eration," I would expect joint -acactivity at what should be rather than
countability and commitment.
what has been." Thereafter, I gained a 2. Results rather than Objectives
strong impression that the controller's
should be stressed.
prime MBO responsibility was the de- 3. The establishment of priorities and
velopment❑of❑feedback❑and❑control❑—a
direction would best be emphasized
scorecard if you will. Maybe this is not
in the development of premises, asproviding historical information in the
sumptions, and objectives.
classical sense, but it is still record -keeping, vis -a -vis dynamic feedback, if you
Viewed from an MBO perspective,
will. Indeed, Mr. Weele states on Page objectives from the controllership func14, "Evidence supports the thesis that tion (when directed toward the line rethe more achievement - oriented manag- sults) can make a far greater contribuers are, the more they demand feedback tion to improved profitability and the
on their own performance." The re- achievement of corporate objectives.
mainder of the article is then devoted to
feedback by the controllership function.
John E. Hastings, Jr.
I would like to submit to the reader
Manager, Accounting Operations
that management accountants are also
Monsanto Company
(or should be) achievement - oriented. 5t. Louis, Mo.
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Books

FOR THE MANAGEMENT ACCOUNTANT

Fundamentals of Management
Accounting
John A. Tracy, John Wiley & Sons Inc.,
605 Third Ave. New York, NY 10016,
1976, 565 pp.—Assuming that the student has completed a course in financial
accounting, this book provides him with
a broad coverage of management accounting.

Managerial Accounting: The
Behavioral Foundations
J. Leslie Livingstone, Grid Inc., 4666
Indianola Ave., Columbus, OH 43214,
1975, 208 pp. —The thrust of this book
reflects a joint effort by both behavioral
scientists and accountants. Coverage is
provided in three major areas: the behavior of organizations as entities, small
group behavior, and individual behavior.

Encyclopedia of Accounting Systems
Prentice -Hall Editorial Staff, Jerome K.
Pescow, General Editor, Prentice -Hall
Inc., Englewood Cliffs, NJ 07632, 1976,
1859 pp.—This encyclopedia describes
and illustrates accounting systems for
the broadest possible spectrum of industries, businesses, professions, and nonprofit organizations by specialists in
each field.

Theory of Accounting Measurement
Studies in Accounting Research # 1 0 ,
Yuji Ijiri, American Accounting Association, 653 South Orange Ave., Sarasota, FL 33577, 1975, 210 pp.—The accountability approach presented in this
book places all three parties involved in
accounting in sharp focus, the accountor, the accountee, and the accountant.
This approach includes not only the traditional stewardship issues centered on
the compliance with established rules,
but also with the modern performance
issues oriented toward the efficiency and
effectiveness notions.
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Accounting for Managerial Analysis

made annually to provide a comparison
with prior years' highlighting trends.
Accounting techniques are illustrated
by excerpts from reports of companies
that presented items of particular interest, or of an unusual nature.

Third Edition, James M. Fremgen,
Richard D. Irwin, Inc., 1818 Ridge
Road, Homewood, IL 60430, 1976, 546
pp. —Basis emphasis, as in previous editions of this book, is on the uses of accounting information by management
for planning, control, and decision making. The first chapter introducing the
reader to the nature and objectives of
management accounting is new, as is
chapter five dealing with the allocation
of indirect costs.

Accounting Income Models: An
Application and Evaluation

Management Accounting, A Decision
Emphasis
Don T. DeCoster and Eldon L. Schafer,
John Wiley & sons, Inc., 605 Third
Ave., New York, NY 10016, 1976, 751 pp. —This introductory text. integrates
the generally accepted subject areas
with a focus on what the authors believe
is a portent of the future in management
accounting education. It focuses the student's attention on the primary purpose
of data - decisions by management.

Risk and Uncertainty in Accounting
and Finance: A Book of Readings
John P. Dickinson, Editor, Lexington
Books, 125 Spring St., Lexington, MA
02173, 1974, 239 pp.—In addition to
covering the comparatively well- established methods of data analysis, this
book develops a model for cost control
and an analysis of risk in capital investment for new projects.

John R. Hanna, The Society of Industrial Accountants, 154 Main St., E.,
Hamilton, Ont., Canada, July 1974, 172
pp. —This study applies and evaluates
four generally familiar accounting income models —the traditional historical
cost model, the traditional historical
cost model adjusted for general price
level changes, a current value model,
and the same current value model adjusted for general price level changes.

How to Use Cost Benefit Analysis in
Project Appraisal
Second Edition, Michael J. Frost, John
Wiley & Sons, 605 Third Ave., New
York, NY 10016, 1975, 202 pp.—This
British work is written in nontechnical
language as a manual for all those engaged in large scale projects. It is hoped
the techniques illustrated will bring a
greater objectivity to bear on public and
business decisions that affect people in
work and leisure situations.

A New Introduction to Financial
Accounting

Accounting Trends & Techniques
Twenty -Ninth Edition, George Dick,
Editor, American Institute of C PAs,
1211 Ave. of Americas, New York, N Y
10036, 1975, 484 pp.—This survey of
600 annual reports to stockholders is

Robert G. May, Gerhard G. Mueller,
and Thomas H. Williams, Prentice Hall, Inc., Englewood Cliffs, NJ 07632,
1975, 645 pp.—This book is an outgrowth of a study group on introductory accounting sponsored by the Price
Waterhouse Foundation to explore a
new introduction to accounting. The
objective was to meet the needs of the
student citizen rather than exclusively
the needs of the student of accounting.
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Efficient Capital Markets and
Accounting
Thomas R. Dyckman, David H.
Downes, and Robert P. Magee, Prentice -Hall, Inc., Englewood Cliffs, NJ
07632, 1975, 130 pp. —This analysis
provides a compact summary of the
background material needed to assess
the value of the efficient market concept
as a central principle in day -to -day decision- making.

into several managerial and social uses
of accounting information.

FOR ALL
NAAMEMBERS
OVERSEAS

Auditing

Th e 1977 Annual International
Conference of NAA wi ll be held
in CHICAGO, ILLINOIS, U.S.A.
on June 19 -22, 1977.

Jack C. Robertson, Business Publications, Inc., 13773 Expressway, Dallas,
TX 75231, 1976, 762 pp.—This text is a
blend of conceptual and technical material serving both the long range educational needs of auditors and the immediate demands for technical competence.

If you are planni ng to visit the
U.S. next su mmer, let us kn ow
and we will airmail complete program detai ls t o you i n March , or
earlier.

Pensions, An Accounting and
Management Guide
Felix Pomeranz, Gordon P. Ramsey,
and Richard M. Steinberg, The Ronald
Press Co., 79 Madison Ave., New York,
NY 10016, 1976, 329 pp. —This book is
designed to provide a frame of reference
for the major accounting, auditing, and
financial reporting issues related to pension plans in the light of the Employment Retirement Income Security Act
of 1974.

Office Management and Control: The
Administrative Managing of
Information

This is t h e mos t i mpo rtan t man agement accounting meeting of
the year. An educational experience of to p quality.

George R. Terry, Richard D. Irwin,
Inc., 1818 Ridge Rd., Homewood, IL
60430, 1975, 775 pp.—This update reflects the emerging new machines, new
techniques, and new concepts of managing paperwork. The result is a comprehensive and practical book on office
management.

- WriteJohn C. Freeman
NAA, 9 19 Th ird Avenue
New York, N.Y. 10022

Financial Aspects of Private Pension
Plans

Business and Society; Environment and
Responsibility
Third Edition, Keith Davis, and Robert
L. Blomstrom, McGraw -Hill Book Co.,
1221 Ave. of the Americas, New York,
N Y 10020, 1975, 597 pp. —A college
text, but this book is suitable for courses
in business policy, business and society,
social responsibility of business, social
issues in business, and related courses.

A Brief Introduction to Managerial and
Social. Uses of Accounting
Robert G. May, Gerhard G. Mueller
and Thomas H. Williams, Prentice Hall, Inc., Englewood Cliffs, NJ 07632,
1975, 128 pp.—The materials in this
book provide the reader with insights
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CMA REVIEW
California State University, Los Angeles
An intensive review course conducted on the campus of California State
University, Los Angeles in a stimulating academic environment under the
direction of experienced faculty.

Part 1: Economics and Business Finance ............. ..._April 1 -2
Part 2: Organization and Behavior, Including
Ethical Considerations ...... .........__..._... _..April 15 -16
Part 3: Public Reporting Standards,
Auditing and Taxes ..................... .................April 29 -30
Part 4: Periodic Reporting for Internal and
External Purposes ........................................May 13 -14
Part 5: Decision Analysis, Including Modeling and
Information Systems ....................................May 27 -28
_

Financial Executives Research Foundation, 633 Third Ave., New York, N Y
10017, 1975, 283 pp.—This research
study conducted by Towers, Perrin,
Forster & Crosby follows the style of a
basic handbook.

Eac h c l ass wi l l c o nsi st o f ( 1) l ec t ur e and di s c us si on of C MA exami n ati on t opi c s a nd ( 2)
pr o bl em s ol vi ng . C l as se s wi ll m ee t f r om 8 : 30 t o 5: 30 e ac h da y an d Fr i d ay e ve ni ng s. A
C MA r evi ew boo k c o nsi st i n g o f st udy s ug ges ti on s, r ea di ng a ss i g nm en ts , sa mp le questi ons and pr obl ems, sol uti ons and ar t i c le s on selec ted topi c s is ava i l a bl e f o r $ 2 0 t o
he lp y ou i n y o ur s t ud y ( pl ea s e ad d $1 f or pos tag e) . Fees, whi c h i nc ludes lunc heons,
ar e $8 0 f or e ac h p ar t or $3 50 f or al l f i ve pa r t s. To r eg i s t er o r o bt ai n ad d i t i o na l informa t i o n w r i t e t o :

CMA Review
Department of Acco unting and Business Info rmatio n Systems
California State University, Los Angeles
5151 State University Drive
Los Angeles, CA 90032
213 - 224.2248 or 224.2894

Circle 3 on Inquiry Card
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A Better Job .. .
Yours for the Asking
"Ask and you shall receive" is the advice that this veteran
personnel recruiter gives to the accountant seeking a better
position.

By Robert Half

R. HALF
is head of Robert Half
Personnel, world's
largest chain of
personnel agencies
specializing in financial
and data processing
occupations. He is a
member of New York
Chapter.
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On my way to becoming a Certified Public Accountant, I had three jobs with three different accounting firms. That's not so unusual. What is unusual is that in each case I applied to only one
firm and got the job. I remember the interview
vividly at the last CPA firm. I was asked, "Why
do you want to work for us ?" I replied, "It's been
my ambition to work for your firm. I believe, from
what I've been told, that you have the best reputation of all of the major firms." I got the job on the
spot.
I went into the personnel agency business in
1948. For five years before, however, I was a financial executive with a large corporation. I hired
lots of people. I know now, in retrospect, that
most of my hires were influenced by the person
asking for the job.
Several years ago we were looking for a corporate controller for Robert Half Personnel. The
manager of my office asked me to interview three
candidates. One was a competent accountant with
an unusual outgoing personality. I didn't feel that
this person would be happy, for the long term,
doing accounting work without much involvement with people. I asked him about his goals. He
responded, "I want a job with you. I've known a
lot about your organization for many years, and I
feel that I could make my career with you." I said,
"But it doesn't seem to me that you'll be interested in only accountancy. Not with your type of
personality." He replied, "You're right, but I'll do
the accounting at night and on weekends and
break into placement work during the day." I

hired him for placement work and selected one of
the others for our controllership position. He
proved to be one of the best consultants we ever
hired.
There's only one good way to get what you
want.
Ask for it! The biggest mistake most people
make in job searching is that they fail to ask for
the position. It should be clear to the employer
that you want the job in the spoken word, the
written word, and in your attitude and appearance. When you're looking for a job, make believe
you're an ad. A competent advertising agency
makes no mistakes in preparing an ad. Every
word is weighed. Every illustration clearly indicates the desirability of the product. But most important, every good ad asks you to buy. And unless the ad asks you to buy, it's not effective. Unless you ask for the job, you don't have much of a
chance of getting it.
Ask for every job you interview for.
It probably sounds strange that I recommend
asking for every job ... even the ones you don't
think you want.
There are reasons. You've gotten the interview.
Now find out more about the position and the
company. You'll never know all the facts until the
position is about to be offered to you. More than
likely, you'll have to pass a first interview to meet
the person who probably will be your boss. Here's
where you'll begin to find out more about the position and more about the company.
During the interview avoid self - serving topics.
Wait until you get the offer, or just about have an
offer wrapped up. Salary, of course, is the leading
MANAGEMENT ACCOUNTING /DECEMBER 1976

self - serving topic. Others include fringe benefits,
vacations, hours, working conditions and advancement potential.
Pay Dirt
But suppose you are asked about salary requirements before you're near the offer stage. Your answer could be, "Frankly, salary is important to
me, but the challenge and the company are more
important. I refuse to let salary stand in the way
of a good position. I know that given an opportunity I can prove myself, and the salary will take
care of itself. I like this company. The job sounds
interesting. Let's talk more about my responsibilities." But, only say this if you really believe it,
and, frankly, you should really believe it. There
are good positions and bad ones at all salaries.
You do not have to take the job when it's offered,
but don't you think it's a good idea to find out
more about it before you express disinterest? How
can you decline a job you know nothing about?
If you're unemployed, be conservative in your
salary requirements. Be glad to take a lateral
change, or consider a little less than you had
earned just to get started. Whatever you get paid
is a lot more than you're earning — you're earning
nothing, Don't count the income from the odd
jobs and unemployment insurance
they end,
...
leaving a long lapse of unaccounted
for time. In
the long run this will adversely affect your future
earnings. If possible, take temporary professional
assignments, They can offer you good exposure,
good references and help your morale during your
search.
The list of what not to do in salary discussion is
as long as some applicants' resumes. We've come
across applicants whose salary demands increase
in proportion to the length of time they have been
out of work: "I have to make up for lost time." Is
a prospective new employer about to pay for this?
We've met unemployed applicants who have
separate sets of salary standards depending on the
responsibilities. Does this make sense?
We've talked to candidates who live far out in
the suburbs and expect that the downtown employer should pay the penalty for the inconvenience.
We have come across countless cases of prior
salary exaggeration. Tacking on a bonus that
you're not about to get. Reflecting salary that you
might have gotten had you remained employed
three more months. Not only will the lie often
cause an offer to be withdrawn, but it can make
you look less desirable compared to others interviewed. In addition, it must be remembered that
the higher your salary requirements, the fewer the
opportunities.
But suppose the salary offered is completely out
of line. Your comment could be, "Yes, I did say
salary is secondarily important, but it would be
MANAGEMENT ACCOUNTING/ DECEMBER 1976

impossible for me to make ends meet at this level.
How about $3,000 more now, and we'll talk about
another look at our arrangement in six months.
You will have had a chance to see me in action.
At that time I'm sure we'll have no problem in
arriving at a fair salary."
When you try to get every job you interview
for, you're practicing. Yes, you need interview
practice, too. If you get every job offer, you're sure
to capture the right one when it comes along. You
will have developed your own guaranteed technique in attracting jobs. One that cannot fail.

"When you try
to get every job
you interview
for, you're
practicing. "

A Two-Way Street
Does asking for a job that you may not want do
the company an injustice? No, not at all. The
chances are at the outset they do not want you.
After all, you haven't gotten to know each other.
Most interviewers appear to be interested in everyone they interview. That's how they get to
know them. It's your function to get to know every potential employer. This is part of the logic of
life. It applies to friends, matrimony and employment.
When I say, "Ask for the job ", I don't mean
plead for it. Just make sure during the interview
that you make it known that you're more than
just passively interested. Be enthusiastic about the
company, about the personnel within the company, about the future of the company. Hint about
what you can do for them. Prove it by what
you've done for others. If you're willing to work
hard, make sure you let them know by example.
"I burn the midnight oil frequently at my present
company. When I work, I like to feel I'm part of
the business."
Everyone is interested in someone who is interested in him. Make sure you follow up every interview with a "thank you for your time" letter. If
possible, add a line to the letter emphasizing
something important that wasn't discussed in detail at the interview. After a week or two, follow
up again with a polite, not forceful, phone call.
Don't ask the employer if any decision was made.
Make the purpose of the call to add another item
to the under - discussed phase of the interview.
Make the call short. The fact that you have shown
interest in the job and the company is another way
of asking for the position without being outright
blunt.
Mirror, Mirror
Appearance and personality are more important to getting a job offer than ability, But ability
is more important in holding the job once you get
it, You're asking for the job when you look good.
If your appearance is not tip -top, and your personality is negative, you're not asking for the job
. you're fighting against it.
A negative appearance also can stop you from
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ease ... you'llprobably give a poor performance.
In addition, the employer may be forced to cut the
time allotted to you. But what if the interviewer is
late? This can create a problem if you have another appointment. If you can wait, wait. If you have
to make a phone call, ask for permission to use the
phone. If you must leave, leave. But make sure
you follow up with a call to reschedule the interview. Make sure you show a little compassion.
The probabilities are the delay was unavoidable.
Be Prepared

ti

•

You're asking for the job when you arrive at the
interview fully prepared. Know as much as you
can about the company and the interviewers. Let
them know you have taken time to investigate the
company. If you want to be further prepared,
while you're waiting, ask the receptionist for some
literature about the company. Your preparation
will show through in the interview.
Up in Smoke

even getting a company interview. Think of it, a
personnel agency, or any other third party, represents the hiring firm. Their fees are paid by the
client. The people they recommend must look
good and reflect a pleasing personality.
You can improve your appearance with ease.
Personality might be a little more difficult. Your
clothing should be conservative, businesslike attire. Your clothes from top to bottom should be
properly pressed and clean. And you generally
should have a neat, clean look: Hair well
groomed, nails immaculate. If possible, men
should have a fresh shave before the interview.
Don't be afraid to look better than the people who
interview you. They like it, and it's a great confidence builder for you.
Work harder on improving your personality.
The easiest thing to do is to concentrate on a
warm smile. Enter and leave with a firm handshake. Control yourself from fidgeting during an
interview. Look the interviewer in the eyes for at
least half the interview. Be cordial to every person
you meet in the office, including the receptionist.
Often a receptionist or secretary will alert the interviewer: "Mr. Jones, there's a very nice financial
executive waiting for you." Isn't that a lot better
than paving the way with a remark like, "Mr.
Jones, be prepared to see a nasty data processing
manager "? The job can be killed before the first
word is spoken.
The Early Bird
You're asking for the job when you arrive
ahead of time for the interview. Punctuality is a
trait all employers like. And, if you're late, you
may be rushed into the interview. If you're not at
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You are not playing the odds when you smoke
even if the employer smokes. Smoking rarely
...
can be an advantage, but often can be a disadvantage. Suppose you're invited to lunch with a prospective employer. Should you drink? Never, if the
employer doesn't. If the employer does, make
even if he has more than
your maximum, one
... proper to order a soft
one. And it's perfectly
drink. You'll be sharper, but more important, you
may have just passed their first major test.
You're Not Perfect
You don't know everything. You can't. Interview conversations inevitably will touch on your
weak subjects. Shift the conversation. "Yes, Mr.
Smythe, I have a good working knowledge of budgets, but more than that I believe I'm intelligent
enough and ambitious enough to research anything, My background in standard cost accounting is excellent. There's a correlation between
budgets and cost. I know cost is an important consideration of the Progressive Manufacturing Company. I've installed and implemented two sophisticated systems in two different plants, and have
been praised by the president of the firm ..."By a
commonsense approach to shifting the conversation, you're professionally tooting your own horn.
If you don't do this, your weaknesses will have
dominated the interview, and may be the only
thing the employer remembers. When you soft
sell, the employer gets the message
you're ask...
ing for the job.
Don't be pompous. Every interview and every
follow -up letter is important. Concentrate on the
one situation involving the employer. Avoid discussing other interviews and other possible job offers. And a little humility can't hurt. We received
a form letter from an applicant that was sent to
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many companies and agencies, What would your
reaction be if you read this letter ?:
Gentlemen:
re: Assignment of Employment .#'2039
Due to the number of responses I anticipate, and because of the number of firms
I've contacted concerning jobs, it is necessary that I assign you an employment
.#2039, This is unfortunate, but necessary
in order to facilitate the handling of my
mail. In the future, please have all correspondence bear -#2039 so that it may be
handled quickly and efficiently.
Thank you for your consideration in this
matter.
Sincerely,
I.M. Optimistic
We don't believe that this applicant ended up
with a problem of handling his mail.
A Strong Appeal
If you were doing the hiring, wouldn't you like
a hard worker? Wouldn't you want someone who
cares? Don't you like the shirtsleeve variety of employee working for you? So does each employer
you visit. If the employer senses you don't intend
to work hard, and you care more about your hobbies and other interests than your job, you're not
going to get the offer. If you lie about your willingness to burn the midnight oil when necessary,
and are successful in getting the job ... you probably won't keep it. If you do, you won't advance.
Consider changing your habits. It's difficult, but
not impossible. A lackadaisical attitude is addictive. And the more years you may have acted this
way, the more difficult it is to change. Look at it
this way
if you don't change, you'll go nowhere but...
down.
Don't Condemn
Suppose you were the employer and interviewed an accountant who was completely irate
and bitter about past employers. How would you
react? Chances are your view would be, "Are we
next for this caustic tongue ?" The old cliche is
if you can't say something nice, don't say
true
... Don't carry a chip on your shoulder,
anything.
even if you have just cause. Perhaps you feel
you've been discriminated against for age, sex,
color, weight, height and on and on. Your purpose is to land a good job. The employer wants
someone pleasant, harmonious and personable. Be
objective on the interview. Assume this employer
is not discriminating for illegal reasons. The
chances are you'll be right. But face the reality,
the employer does not have to hire you if you do
not appear to be the right person for the position.
Protect Your Information
You're not asking for a job if you fail to keep
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job opportunities confidential. When people find
out someone does not protect information, it looks
like he cannot be trusted. The intended employer
doesn't want to be inundated with responses from
applicants and recruiters looking for job leads.
And, of course, you're inviting competition to
yourself, and that isn't clever, is it? The only way
to keep a secret is not to tell anyone.
Don't be intimidated. Some recruiters make it a
condition that the applicant tell where he has been
interviewed before they agree to work with that
applicant. Ostensibly it's to protect the job candidate from duplication of effort. In reality, it's to
provide job leads for the recruiter. There's nothing wrong with duplication. As a matter of fact, if
more than one source referred you to the same
employer, you will have had confirming opinions.
The company would determine which source
made the contact first, and since, ideally, you're
not dealing with sources that charge the applicant
a fee, it is not your problem. Recognize that good
agencies and good recruiters have most of their
clients on an exclusive basis. When you breach a
confidence, you ally yourself with sources that can
do you harm, and risk losing sources that will do
you good.
Even friends inadvertently can mention your escapades with other friends and the word gets
around. Before you know it you'll have more competition than you bargained for, But friends can
be helpful too!

"Show ... how
you're
bottom -line
oriented ... that
you think in
terms of greater
income for the
company, and
lower costs. "

A Friend in Need Is a Friend Indeed
It's a good idea to let friends know you're looking. They may be in a position to offer suggestions. They will certainly be on the lookout for
you. Similarly, former employers and business acquaintances should be made aware of your availability. Looking for a job is, in many ways, analogous to detective work. You've got to develop as
many leads as possible and expect many of these
leads to be futile. Your odds improve with the
quantity of leads
almost geometrically, because each person ...
you contact may be in a position to recommend you to several others.
Put It in Writing
The resume is your written ad. Don't fight resumes. You need them. Wherever possible, we
avoid submitting resumes to employers. We prefer
personalization. But some employers like a resume in advance of an interview. Almost all of
them want to see it at the time of the interview.
Your resume must ask for the job by highlighting what you can best do for the company. This is
done by accenting your past performance. Show
the reader how you're bottom -line oriented. That
you think in terms of greater income for the company, and lower costs. Give a few examples in a
Con tin ued on page 64
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BHAVE

STRATTON

TANKER

Bhave. Stratton and Tanker—
Beyer Medal Winners
Bhaskar Bhave, senior accountant, Coopers & Lybrand, New
York, N.Y,, achieved the highest grade on the 1976 examination for the Certificate in Management Accounting. He will
be presented the Robert Beyer Gold Medal for his achievement.
Alan J. Stratton, associate— Financial Executive Development Program, GTE Corp., won the Beyer Silver medal for
the second highest grade on the examination.
Leroy Tanker, staff accountant, Price Waterhouse & Co,,
Birmingham, Ala., will receive the Beyer Bronze Medal for
the third highest score.
The Beyer Medal winners were announced by James Bul loch, director of the Institute of Management Accounting,
which administers the examination. He also announced the
names of 11 other individuals who will receive Certificates of
Distinguished Performance for their outstanding grades on
the examination.
Receiving Certificates of Distinguished Performance are:
Sidney J. Baxendale, doctoral candidate, Indiana University,
Bloomington, Ind. He is a member of the Bloomington Chapter.
Kevin C. Bounds, Essex, England.
Patricia Boyer, assistant professor of accounting, University of Toledo, Toledo, Ohio.
Michael A. Dalton, instructor in accounting, Georgia State
University, Atlanta, Ga. He is a member of Atlanta Central
Chapter.
James R. Davis, a member of Beaver Valley Chapter, and
supervisor —tube mill profit center accounting, Tubular Products Div., Babcock & Wilcox Co., Beaver Falls, Pa.
Ernest L. Enke, associate professor, Alfred University, Alfred, N.Y. He is a member of Olean- Bradford Area.
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Vincent J. Giovinazzo, consultant, Coopers & Lybrand,
Atlanta, Ga., and member of the Atlanta Central Chapter.
Raymond C. Kacvinsky, corporate planning analyst, Marathon Electric Mfg. Corp., Wausau, Wis.
Imogene A. Posey, associate professor of accounting, University of Tennessee — Knoxville, and president of the Knoxville Chapter.
Lakshmi U. Tatikonda, associate professor, Eastern Illinois
University, Charleston, Ill., and a member ofWabash Valley
Chapter.
Edward W. Younkins, assistant professor and chairman of
accounting and business administration, Wheeling College,
Glendale, W. Va.
Bhaskar Bhave, 31, holds an M.B.A. in accounting and
financial controls from the New York University. A CPA, he
achieved top rank on the New York State CPA examination,
finishing among the top ten. In his native India he also excelled, winning a gold medal for outstanding achievement on
the examination for chartered accountants.
Mr. Stratton, 25, was graduated, summa cum laude, in accounting in 1974 from Brigham Young University and earned
a Master of Accountancy degree from the university in 1975.
He received honorary mention on the May 1975 Uniform
Certified Public Accountant examination.
Mr. Tanker, 21, was graduated in August with a B.S. degree in accounting from the University of Alabama. By the
time this issue is printed, he will have taken his CPA examination.
The Gold, Silver and Bronze Medals awarded to the top
three scorers on the CMA examination are sponsored by Touche Ross & Co., in honor of Robert Beyer, retired managing
partner, and a past national president of the Association.
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1976 CMA Examination Results
Number of applicants sitting for June examination increases by 43 %; IMA Regents announce a
semi - annual examination schedule.

Over 1,030 accountants sat for the June 1976 examination for
the Certificate in Management Accounting. This represents a
43 percent increase over the previous year. The number of
successful candidates- 265 —was almost double the number
at any previous examination.
The Certificate in Management Accounting has been
awarded to 230 successful candidates who have completed
the two -year experience requirement. The remaining 35 will
be awarded their certificates when they complete this requirement.
1976 Examination Results
The success rates on the 1976 examination were similar to
those achieved in previous years. The table below compares
the past three examinations.

Success Rates on the CMA Examination
Examination Part
1974 1975
Part 1 Economics and Business
Finance
48% 48%
Part 2 Organization and Behavior,
Including Ethical
Considerations
47% 53%
Part 3 Public Reporting Standards,
Auditing and Taxes
60% 43%
Part 4 Periodic Reporting for
Internal and External
Purposes
45% 39%
Part 5 Decision Analysis, Including
Modeling and Information
Systems
40% 40%
Weighted average for entire examination 48% 45%
All five parts passed in one sitting
21% 13%
Number of candidates completing
examination
135 117

1976
40%

50%
54%

48%

55%
49%
22%
265

The educational and experience backgrounds of the candidates were almost identical to prior years. Approximately 75
percent of the participants are employed as management accountants in business, not - for -profit and government organizations. The remaining 25 percent are teachers, students or
employed by CPA firms. As in earlier years, about as many
candidates hold bachelors' degrees as advanced degrees.
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Semi-Annual Examination Scheduled
The Board of Regents of the Institute of Management Accounting has adopted a semi - annual examination schedule.
Beginning with the June 1977 CMA offering, the examination
will be given in June and December each year. The 1977
examination dates are June 15, 16, 17 and December 14, 15,
16. The examination will be given in more than 30 cities in
1977.
The expansion of the CMA program to a semi - annual examination is due to the increased number of participants in
the program and the increasing interest in the Certificate in
Management Accounting as shown by company recognition,
academic recognition, and NAA chapter support.
Three Fortune 500 companies developed and offered CMA
review courses to help their employees prepare for the examination. At least two more companies will join them in offering
such a course for the June 1977 examination. Many other
companies support their employees' attendance in regular
CMA review courses. As the interest in the program has
grown, an increasing number of universities have established
CMA review courses —many encouraged by local NAA chapter activity. A list of organizations offering review courses can
be obtained from the IMA.
A number of universities have modified their accounting
curriculum to accommodate the needs of students who intend
to pursue careers in managerial accounting. This change plus
other academic recognition of the CMA program has made
many students aware of the CMA and more students can be
expected to participate in the examination upon graduation.
For these reasons, the Board of Regents felt that the time
was right to schedule the examination on a semi - annual basis.
This should make the program even more attractive to management accountants.
1976 CMA Roster
The IMA has prepared a roster of holders of the Certificate
in Management Accounting showing that of the industrial/
commercial accountants, approximately 30 percent hold top
management positions, 50 percent, middle management positions, and the remaining 20 percent hold staff and technical
positions. This distribution of positions demonstrates that the
program is appealing to all segments of the management accounting profession, The roster can be obtained by writing to
IMA, 570 City Center Bldg., Ann Arbor, Mich. 48104.
1-1
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VALUE -ITIS
Continued from page 4
end in itself.
2. The mistaken idea that market prices are objective
measures of "value," and that profit is measured by
changes in values.
3. The notion that profits should be assigned to the period
when the effort is expended rather than the period when
they are determined and realized.
4. The resort to methods such as replacement cost to
anticipate, create and overstate profits to be realized in
the future,
Thus the accountant with "Value -itis" resembles his
counterpart, the speculator with his paper profits. Both are
concerned with what might be instead of what is or will be
and because of this they mistake opportunities foregone
for opportunities taken. In the accountant this reflects a
lack of understanding of the purposes and practical limitations of accounting. Correct this lack and the patient recovers.
Accounting Is a Useful Art
It is easy for anyone immersed in theory to forget that
accounting is a useful art. Over the years accounting has
developed into a broad and complex tool. The results of
the accounting process are used by many different people
for many different purposes. Accounting reports are used
to appraise the past, plan the future and control the present. They supply the financial information used by stockholders and investors, by all levels of company management, by taxing authorities and by regulatory agencies.
Determining what accounting practices result in the most
useful information for each of these multiple purposes is a
formidable task. It is much easier and more satisfying to
assume that there must be a set of unifying laws or "principles" which govern accounting for all purposes and that
these principles can be discovered by "logical analysis."
Thus, the theorist starts on his mental excursion without
any thought of his final destination.
Perhaps most of the value theorists do not consciously
make the assumption that accounting is an end in itself.
Rather they tend to ignore or disregard the uses made of
accounting information because of their preoccupation
with theoretical matters. Nurtured in the academic atmosphere which stresses theories and logic, encouraged to
write for publication because it improves their academic
standings and free of any necessity to apply these theories in actual business practice, some academic theorists
are encouraged by the present emphasis on accounting
principles to look at accounting as solely an exercise in
logical analysis.
But there are others who do consciously assume that
accounting is an end in itself by publicly denying that the
uses of accounting information need to affect the way in
which this information is developed. Thus Drs. Sprouse
and Moonitz are on record as advocating " —a clear recognition that broad principles must transcend the historical limitations of profit `available for dividends' or 'subject
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to income tax'." Despite the explanations and qualifications which follow this statement, it is clear from the full
report that this sentence rather clearly reflects their thinking about the relationship between accounting principles
and the uses to be made of the results of the accounting
process. In advocating that inventories be valued at net
realizable value or replacement cost when in excess of
incurred cost, they are transcending the historical limitations of profit "available for dividends" and "subject to
income tax," and suggesting that profit need be neither
realized nor available when recognized. It is difficult to
think of a better way to convince the corporate officials,
who must raise the funds to pay the tax on these paper
profits and satisfy the stockholders' desire for dividends,
that accounting is no longer a useful tool, or a better way
to convince financial analysts that it is cash profits rather
than accounting profits which are important.
If accounting is to continue to serve the business and
financial community —and it has no other use —its practitioners must never forget that the only test of a good practice is its usefulness in developing information for the purpose for which the information is to be used. Theories
which disregard this basic truth must always be suspect.
Profits from Cost Increases
The second symptom —the notion that market prices
provide an objective measure of value and that value increases are profit —is found in others besides accountants. History is replete with examples of investors —in tulip
bulbs, in Florida real estate, in corporate securities and in
commodities of all sorts —who mistook the fool's gold of
price appreciation for the real gold of profits, only to find
that the "value" which market prices measure disappears
overnight. But in the victim of "Value -itis" the symptom is
marked by a special feature —the inability to distinguish
between cost prices and selling prices. He will argue in all
seriousness that when the market price of what you buy
goes up, the value of what you have increases and the
value increase represents a profit which should be recognized and reported.
Proponents of this viewpoint have been known to maintain that a company earns a profit by signing a contract to
pay higher wages. They argue that a wage increase, granted near the end of the year, increases the replacement
cost of the inventory and that the write up of inventory
should be taken as a profit. This is true, they say, because
selling prices will be increased to reflect the increased
costs. Somehow, those who hold this viewpoint cannot
see that it involves acceptance of three totally untenable
assumptions!
1. That selling prices can be increased automatically
whenever costs increase and in the same proportion,
2. That any price increase which is made will be made
before rather than after the lower cost inventory is sold,
and
3. That increased selling prices will have no effect on the
volume of sales, the principal determinant of profit in this
era of high fixed costs.
And, in addition to arguing that increases in the prices of
what you buy represent increases in profits to be realized
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in the future when the inventory is sold, they propose that
Whether replacement cost is used to write up or write
this increased profit be "attributed" to the period of the down the inventory, it represents anticipation of what is
price increase. This brings us to our third symptom.
expected to happen in a future period. We can guess at
the final dimensions needed to measure future profits —
Anticipating Income by Attribution
selling prices and sales volume —but we cannot argue that
This symptom causes the victim to become forgetful the write up or write down measure the profit "attributable
and to use terms carelessly. He usually starts, in justifying to the whole process of business activity" through the
the anticipation of profits, with some such obvious state- point of sale. To do so would be to say that the "whole
ment as "... profit is attributable to the whole process of process" had contributed a profit only when replacement
business activity, not just the moment of sale." Then he costs had increased, none when prices had remained staproceeds to forget his reference to the "whole process" ble, and a negative contribution when replacement costs
and attributes profits to parts of the process. And he ex- had declined_
pects others to believe, as apparently he does, that profits
But the value theorist's real ace in the hole is the net
attributed to the activities of a time period should and can realizable value method. Sprouse and Moonitz propose
be recognized in that time period.
that "... inventories which are readily saleable at known
No one will disagree with the original statement. Profit prices with negligible costs of disposal, or with known or
can be attributed to the whole process of business activi- readily predictable costs of disposal, should be measured
ty—to research, product design, production, marketing at net realizable value (i.e., anticipated sales proceeds
and administration. But this can be done only after the less costs of completion and disposal)." "This procewhole process is complete. In an exchange economy the dure," they say, "will have the result of assigning most if
process is incomplete until a sale has been made and not all the changes in resources and the related profit or
there is a profit to "attribute." As an example, consider the loss to the period of production (or other activity) when the
increased profit which General Motors reported for 1962. actual effort was made."
The financial press has attributed the profit improvement
At last, it would seem, we have a proposed method
to product design and its acceptance by the buying public. which will assign profits to the time periods to which they
But the products were designed in 1960. At the end of can be "attributed." It may be well, however, to consider
1962 it may be possible to attribute a profit, now realized, the following qualifications to the above quoted statement:
to actions which occurred in 1960, But attributing profits,
1. Assuming no change in selling prices or in the physical
when realized and measured, to a past period, is quite
different from determining and reporting them in that past size of the inventory, the net realizable value method will
give the same result as the incurred cost method when
period.
applied consistently, i.e., to both the opening and closing
inventory.
Profits Anticipated But Not Measured
When the victim of "Value -itis" arrives at this point, he 2. A write -up of the entire inventory because of increased
develops a headache —How to measure the profit of the selling prices is merely an anticipation of future profit as in
future which is to be attributed to the present? Undeterred the case of replacement costs, not a measurement of
by the truth that it is impossible to measure something profits attributed to the period.
before all the dimensions are known, he reaches for any 3. The method does not "assign most if not all ... related
method which will anticipate profits. So he proposes that profit or loss to the period of production," even with reinventories be stated at either replacement cost or net spect to an increase in inventory. It assigns more, berealizable value and plant and equipment at replacement cause it transfers forward gross margins rather than net
cost. In so doing he overlooks the fact that these meth- margins.
ods, in addition to anticipating profits, can cause profits to 4. The method can create a profit where none exists or
be reported which will never be realized, overstate the will ever exist when applied to a company which is operating at or below the break -even point.
amounts to be realized and defer losses from one period
5. The method does not "assign ... related profit or loss
to another.
As an example of how easy it is to be misled by value to the period of production." While it anticipates profits, it
theory, it should be noted that the accepted accounting defers losses.
practice of stating inventories at cost or market, whichever
is lower, is an application of replacement cost when lower
than incurred cost. What the value theorists are suggesting is that we correct this error by making another, always
at a different date so that the two will not be offsetting.
What is really needed is to correct the original error —to
stop using "value" represented by replacement costs to
transfer profits or losses from one period to another. It is
time we learned to distinguish between a loss and a prospective loss of profits. Real losses can be recognized
when they occur without a general rule which shifts profits
between periods.
MANAGEMENT ACCOUNTING /DECEMBER 1976

Thus, it is apparent that the net realizable value method
of stating inventories, while it measures change in resources, as "change in resources" is defined by the method, does not "assign ... profit or loss to the period of
production (or other activity) when the actual effort was
made." All that can be said for this method is that it anticipates profits (sometimes non - existent, and always in excess of the amount to be realized in the future).
This prescription for dealing with "Value -itis" may be a
little long on wine vinegar and short on honey. It is suggested that the proportions be varied with the severeness
of the case.
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Chapter /Member News
er of Service Envelope and Paper Co

fel
'

r

KENNETH R. CRAVEN, Eastern Carolina, has been promoted to senior vice
president and comptroller, Planters National Bank.

I

l

FRANK J. ZOLFO, Essex County, recent-

ly was admitted to partnership at Touche Ross & Co.'s New York office.
RONALD G. GIPE, Hagerstown, is now

assistant controller at T.B. Woods.
RONALD R. BARTHOLOMEW, JamesAt Western Regional Conference, Chairman Bill Hook introduces NAA President
George D. Gee. Others, 1, -r., Executive Director W.M. Young, Jr., NAA Vice President
John C. Arme and Olaf C. Thorpe, Jr.

town- Warren, has been appointed business instructor at Jamestown Community College.
JERRY L. HEINIGER, Joplin Tri- State,

was named controller at Fasco Industries, Inc.
ROGER N. SWING, Kalamazoo, has

been promoted to controller, Fabri-Kal
Corp.
ROBERT E. MARION, Lancaster, recently was promoted to comptroller of Penn
Dairies, Inc.
JOHN L. ADAMS, Lehigh Valley, was

named controller of Victor Balata and
Textile Belting Co.
CosMo

S. TRAPANI, Massachusetts
North Shore, has been promoted to director of corporate planning, Ogden
Food Service Corp.

President Gee presents charter for South Central Minnesota Chapter to first
president, Samuel R. Dessalet. At left are Executive Director Young and National
Director George D. Jeddeloh.

MARION F. LANGER, Miami, is now a

partner in the firm of Langer & Langer,
Coral Gables, Fla.
Emeritus Life Associates
NEAL D. DOROTHY, Kansas City.
GORDON F. HARGRAVES, Massachusetts North Central.
KENNETH K. LEECH, Chicago.
THOMAS E. LILLIS, Morristown.
R.C. MILES, Columbus.
EUGENE F. MONNIER, New Orleans,
past president. Stuart Cameron McLeod
Society.
JAMES G. PARKE, Essex County.
WILLIAM O. RANDALL, York.
JACK R. WILLITS, Philadelphia.
Promotions and New Positions
CHARLES R, CHAMBLEE, Birmingham,
has been appointed partner -in- charge of
Ernst & Ernst's Mobile office.... D.
WAYNE MOORE was elected president
of Computer Services Corp.
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PHILIP C. MORRIS, Blue Grass Area,

PHILIP H. KNOX, Mobile, is now con-

has been named accounting manager —
report and analysis, corporate office,
Square D Co.

troller, Eatonton Georgia Lumber Mill,
International Paper Co.
ROBERT L. HARRIS, Morristown, has

E. RAYMOND BRIETZ, JR., Charlotte
Gold, has been named associate director
and treasurer of the Presbyterian Foundation.

been elected vice president and controller, Marsh & McLennan Companies.

ROBERT L. WALKER, Columbia, has

JOHN F, FLEMING, North Jersey Shore,

been named director of administration,
South Carolina National Bank. He is a
senior vice president of the bank.

is now auditor and vice president, Howard Savings Bank.

CARL J. CHATEL.AIN, Corpus Christi,

Area, was named plant controller, Jeannette, Pa., General Tire and Rubber Co.

past president, was promoted to senior
vice president— finance and planning of
Whataburger, Inc.
RICHARD J. GRIBBINS, Detroit, has

been elected vice president and treasur-

WALLACE C. CROW, North Georgia, is

now controller of Osborn Enterprises.

JOHN P. KELLY, Ohio Mid- Eastern

DWIGHT A. BEEBE, Ohio- Western Reserve, has been appointed vice president
in charge of the Financial Services Div.,
Carlisle -Allen Co. ... JACQUELINE A.
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VA LEN T IC wa s p ro mo te d to s e ni or s ta f f

JOSEPH L. RIFE ,

a c c o u nt a nt , J . A . Va l e nt i c A c c o u nt i ng.

ha s be e n na me d t o t he ne wl y c r e a t e d

J.

Orange Coast

SERGISON,

no w a s s i s t a nt c o nt r o l le r a t

pos t of vic e p re s ide nt
fi e l d G r a vu r e C o r p .

of fi na nc e ,

S p r ing-

Ro y a l Ind u s t r i e s .

KEN NE T H

P. FAZZARI, Piedmont Winston- Salem, wa s na me d ma na ge r o f d i v i -

no w t r e a s u r e r of S a nd H A c c e p t a nc e
DO UG LAS SHAR P , p a s t c ha p te r
Co.

JOSEPH
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J.R. C ORKE, 48, Pittsburgh, 1967.
J.G. EHRLIC HER, 68, New Orleans,
1954.
DAVID H. EVANS, 65, Savannah, 1974.
LESTER L. FAR RELL, 64, Pittsburgh,
1951. Eme r it u s Li f e A s s o c i a t e .
WILLIAM B. FISHER, 23, Muskegon,
1975.
S . B . F o x, 60, San Francisco, 1952.
EA RL FULLM ER , 61, Columbia, 1950.
R o s s R, GEARY, 64, Mid- Missouri,
1964.
ROBERT S. HILL, 55, Philadelphia,
1952.
E L w I N A . HIN T Z, 75, Milwaukee,
1946, E L A .
WILLIA M H. HUGHES, 70, Syracuse,
1938. E L A .
J O HN E. KLINKN E R , 66, Dubuque TriState, 1971.
T RUMAN C. KOLDE N, 60, Lake Superior, 1967.
JAMES M. Lo s UR E , 45, Toledo, 1972,
LEOT A G . MAC KENZIE,
Hartford,
1963.
PAUL R. MOORE, 83, Chattahoochee
Valley, 1945. E L A . S t u a r t C a m e r o n

Executives and
Professional People

BORROW up to

$10,
9
000
by Mail
If you need money . . . it's good to
know you can borrow in utmost privacy
. by mail. We are geared to serve the
needs of the executive or professional
person. Signature only; no security required. Competitive rates, payments.
Prepay without penalty. Interest Is tax
deductible. Mail coupon in confidence.

POSTALTHRIFT
LOANS,INC.
Dept 421 -12

703 Douglas St.
Sioux City, IA. 51102
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President
THRIFT LOANS, INC., Dept. 421 -12
703 Douglas St., Sioux City, IA 51102
Send c omp lete i nf o r mat i on and a
Loan Appli c ati on.
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Lakes,

In q u i r y C a r d
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of t he

4 on

E LA .

A, HAGEMEYER, St. Paul,

now
is v i c e pr e s i d e nt — f i na nc e a nd a me m be r

Circle

'

LOREN

Memoriam
R. C OE, 60, Mid - Florida, 1973.
ARN OLD E. COOK,94, Rochester, 1934.
FRANK

Name

HARRY

California, is

COUNT
ONUS...

West Central Ohio,

C i r c l e 5 o n Inq u i r y C a r d

JOHN W. NELSON, 44, Western Carolinas, 1975.
NORTON T. NoGUCHi, 49, Hawaii,
1974.
ROBERT W. OLLIS, 51, Mid - Missouri,
1970.
MAURICE E. PELOUBET, 84, New York,
1929. SCMS. ELA.
A.R. PERRY, 55, New York, past president, 1949.
JOHN R. SAKSA, 52, Calumet, 1968.
GAYLORD W. SMITH, 61, Sioux City,
1969.
ROBERT W. STAFF, 79, Rochester,
1926. ELA.
ARTHUR H. STAGGS, 65, Birmingham,
1955.
ROY E. TEMPLET, SR., 70, New Orleans, 1967.
JOSE C. TORRES, 50, San Juan, past
president, 1959.
Dudley E. Browne
Dudley E. Browne, 64, retired group
vice president of Lockheed Aircraft
Corp., died last October. Mr. Browne, a
past president of Los Angeles Chapter,
and a member of the MAP Committee
since its inception, had served as the
MAP liaison with the Cost Accounting
Standards Board.

A BETTER JOB . . .
Con tin ued from page 57
conservative way, but don't make it appear impossible for the billion dollar
corporation to survive without you. The
resume should be businesslike. It should
be done neatly on 8'/2 x 11 good quality,
white or ivory paper and photo offset. It
should not be more than two or at the
most three pages. The experience
should be in reverse chronological order
(the last job first). Tell a little about
each employer, and highlight the most
important work you did with each company.
Are You the Exception?
Asking for jobs the right way is the
most important phase of job searching.
Only one out of ten who read this article will do it. But if everyone did it, it
wouldn't. work. Don't fear, everyone
won't! No more than everyone will stop
smoking, or everyone will fasten his seat
belt. Why not be the exception? Help
yourself to a better job. It's yours for
the asking.
❑
64

Time Off

"Somehow 'win a few, lose a few' doesn't strike me as an adequate third quarter
earnings evaluation... !"

Letter to Redlohkcots
Some time ago we drew attention to
an innovative annual report pub lished by A .H. Robins Industries
Corp., Commack, N. Y. Its 1975 report is the latest installment in
President Herman D. Post's crusade for livelier annual reports.
Here is an excerpt from the President's letter:
"Dear Mr. or Ms. Redlohkcots:
Thank you for your recent handwritten letter in which you ask a variety of questions about Robins Industries Corp. Unfortunately as I
am not familiar with the style of
your penmanship, I'm not quite
sure that I spelled your name properly or whether you are male, female or other. I will try to answer
your questions in the order in
which you asked them. But to be
perfectly frank, your handwriting is
so terrible that I will have to guess
at your questions as well as at my
answers.
"Your first question was `Are
you still in Business ?' Are we still in
business? Our sales in 1975 were
over
three
million
dollars.
$3,030,006 to be exact. That is the
best we've ever done. It represents a
17% increase over last year and our

profits before taxes were $243,300,
a 31 % increase (for actual year -toyear comparisons have a peek at the
5 year summary on page 10). Unfortunately we had to pay the national debt and make a large solvency payment to keep New York
State from moving to Alabama.
These two amounted to $90,500,
leaving us with after tax profits of
$152,800 or 40 cents a share, an increase of 41 %. I must say that in
our threadbare, weatherbeaten
economy that's not bad....
"You ask, Redlohkcots, (you
don't mind if I leave out the Ms. or
Mr.), how do we increase our sales
and profits when the economy is so
bad? Just lucky I guess. That's the
punchline of a dirty old vaudeville
joke which I can't tell you because
some alphabet soup government
agency or some public protection
group might put me down for corrupting the morals of a stockholder.
The real answer is very simple. We
use old Alva Edison's formula of
90% perspiration and 10% inspiration. In other words we work our
butts off. And while I'm at it, I'd
like to thank all of our employees,
officers and directors who are walking around without butts."
❑
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Rminhtiniiniir

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-8
S -9

CA -1 Basic Concepts and Techniques for Management Accounting
CA -2 Standard Costs and Flexible Budgeting for Production
CA -3 Standard Costs and Flexible Budgeting for Marketing
CA -4 Direct Costing and Contribution Reporting
CB -- DATA PROCESSING
CB- I Data Processing — Basic Computer 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
CC -3 Financial Appraisal of Capital Investment Proposals
CC-4 Capital Budgeting and Project Control
CT— TAXES
CT -I Federal Income Tax Aspects of Business Operations

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

At Robert Half
wereasselectivein
ourreferrals
asyouareinyourhiring.
After all,
both our
reputations
depend
onit.

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
will save 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!

ROME-RT HMLIF
PERSONNEL AGENCIES

World's Largest
Finance and EDP
Personnel Specialist.
0

Offices in the United States, Canada and Great Britain.

Circle 6 on Inquiry Card.

