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WITHOUT WARNING,YOUR COMPUTER
CAN SPRING A DISASTROUS TRAP.

A retailer's programmer directed
the first $100 revolving credit card
payment to his account. The second
$100 was credited to the account
of the first payment, and so on. The
eventual shortage could never be
traced back to him.

Heat from a basement fire at a computer manufacturer's software products distribution center reached the
computer room above. Because
hardware and machine readable
records can be damaged by temperatures as low as 120'F, destruction
ran into the millions.

An entire accounts receivable file was
erased when the computer operator in
a medical institution mounted a magnetic tape on the wrong equipment.
After hundreds of costly hours spent
reconstructing the file, the same accident happened again.

Reduce exposure to computer risks.

Here's the first comprehensive gui
to computer control and audit.
Traps. Invisible problems lurking in your computer systei
Fraud. Natural disaster. Human failings. They strike withol
warning. All dangerous. All preventable. "Computer Contrc
G Audit" is a 450 -page guide to eliminating these traps. It'!
a thorough study of one of the most important management
controls in business today.
W orking with a wide variety of organizations, Touche
Ross & Co. —an international accounting and consulting
firm—�compiled�their�experience�into�a�total�computer
control management system. Now these safeguards
have been published by The Instituteof Internal Auditors
as Computer Control G Audit.
r — — — — —— — — — W n w � — � — � — � — ,
" Computer Control G Audit" covers concepts
I The Institute of Internal Auditors, publishers of "Computer
& Audit; is committed to supporting state -of -thebut stresses applications. A unique feature is the I Control
art advancement among all auditing functions. If you don't
complete set of Control Evaluation Tables to p ut I find "Computer Control &Audit" a vital addition to your li- I
brary, return it within 10 days for a full refund.
the system to work immediately. It's designed to (I Se
nd me
copies of "C ompute r Control &Audit"

be used. And the I IA has edited and formatted

the information to help internal auditors, CPA's,
data processing management, systems analysts
a n d bu sin ess m a n a g er s wor k t og et he r m or e
effectively.
Send $20 for your copy of "Computer Control
& Audit" today. And take the teeth out of any
traps your computer may be setting.
(Members of The Institute of internal Auditors
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$20 per copy:"
� � Pa yment� enclos ed.

� �Pleas e�bill� me.
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entitled to 25% discount on $20 price. Discounts I
for libraries and quantities over 10 available on
request.)
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Florida residents add 4% sales tax. A 50t handling charge will be
added if payment not included with order
J Please send membership information for The Institute
of Internal Auditors
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The Institute of Internal Audito rs
5500 Diplomat Circle, Orlando, Florida 32810
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PRESIDENT'S PERSPECTIVE

The ERISA Paradox
Every day seems to bring to our attention another illustration of the
perils of government regulations. Legislators have passed bills with
good intentions only to discover after laws have been put into effect
tha t they have unforeseen consequences.
A case in point is the Employee Retirement Income Security Act
of 1974. In this issue, Dean A. Adler describes some of the
requirements of the ERISA legislation.
The objective of the legislation was to protect and improve the
employee benefits of privately operated company pension plans. In
large companies, it appears to be doing so, but at the same time,
because of the fact that the "reforms" are very costly thousands of
small companies are dropping their pension plans altogether and
letting employees provide for their own retirement. The paperwork
requirements of ERISA alone are so burdensome that they require
hundreds of thousands of hours of added labor costs annually.
All of us in private business who are attempting to fund pension
plans for our employees are becoming more acutely aware of our
responsibilities with the enactment of ERISA.
But conspicuous by their absence from the regulatory
requirements of ERISA are the employee benefit plans of
governmental units at all levels — federal, state and local. If they
were required to meet the fiduciary standards of ERISA, many
governmental units would be technically bankrupt today. At a
minimum, full disclosure of the retirement benefits which have been
promised to government employees would be sufficiently
enlightening to taxpayers and would create sufficient concern that
we might reasonably expect some corrective action.
The ERISA legislation, then, is a prime example of the paradox of
governmental regulations. Although intended for good purposes,
legislation often achieves only partial success, has unwanted
consequences, a nd crea tes una nticipa ted costs for everyone to
bear. And industry more often than not is held to tougher standards
than the government itself.
Now is the time for Congress to amend the statute, recognizing
its weaknesses, and to simplify the reporting requirements.

GEORGE D. GEE
President, 1976 -77
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By Leonard M. Savoie
In today's economic climate, tax questions and practical political aspects of accounting for
inflation far outweigh the relative conceptual merits of price -level accounting, replacement
cost accounting, and current value accounting.

Cover:

Workers scrub newly
woven rug outside
AzerbaijaSeer pagea19.

19

FOR EXPORT: ACCOUNTING EXPERTISE
By Earl C. Rogness

Photo courtesy of Iran
Information & Tourism
Center.

In the developing countries one can most often find the willingness to work, but persons
with education and skills needed to give direction are in short supply. Writing from his ow n
experience, the author tells how he assisted in bringing accounting know -how to two
developing countries.
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ANOTHER LOOK AT ERISA
By Dean A. Adler
A boon to the employee, ERISA can be a headache for the employer and those who are
called upon to administer the new Law's provisions. This article contains a brief review of
the Law's main features, its reporting requirements and some of the penalties for failure to
comply.

26

BAD DEBT LOSSES
By George C. Fowler
A prime concern of many businessmen is the loss they experience from bad debts. How
this type of loss can be minimized, through tax deductions for write -offs and reserves for
bad debts, is explained and illustrated by example.

29

AN IMPROVED INCOME STATEMENT
By Richard Vangermeersch
The improved income statement suggested here would benefit both the sophisticated
external user and the top -level internal user since it breaks out separately all revenues and
expenses from operations. It then includes extraordinary non - recurring items, thus
presenting a clearer concept of income.

34

FLEXIBLE BUDGETS AND MARGINAL COST PRICING
By Albert L. Bell
The developments in flexible budgeting and direct costing have made possible a fusion of
management accounting and micro - economic theory. Because of the refinement of the
accounting data and a better understanding of marginal analysis, it is now possible to
apply price theory to many pricing situations.
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PATIENT MIX AND BREAKEVEN ANALYSIS
By James D. Suver and Bruce R. Neumann
Using a contribution margin approach, these authors show how patient mix can affect the
total revenue, the total number of patient days, and in a proprietory hospital, the profit.
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EDP CONTROL MEANS TOTAL CONTROL
By James R. Davis
One of the major recurring themes in accounting literature concerns the procedures and
the problems associated with establishing internal security controls around a data
processing system. The successful approach will involve everybody in the firm who has
any contact with the data.

45

CAPITALIZING LEASED ASSETS
By Jonathan D. Pond
The issue of whether or not to capitalize leases has been argued for over a quarter of a
century. The author reviews the pros and cons of the issue and concludes that the FASB
must take a strong stand for capitalization.
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CAPITALIZATION OF COMPUTER SYSTEMS COSTS
By Russell H. Gunderson
Computer systems are assets that are certainly important to a company's operation. An
example of the capitalization guidelines and procedures followed by one industrial
company to account for these assets is offered by the author.
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By Howard 0. Rockness, J ohn D. Bazley and Loren A. Nikolai
The use of variance analysis for pollution control evaluation is illustrated with a
hypothetical example.
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A new book by New York Times economic writer, Leonard Silk, explores the lives, times
and impact of five leading economists.
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CMA —Twice a Year
The results of the 1976 examination for the Certificate in Management
Accounting published in the December issue are encouraging in a
number of ways. As reported by the Institute of Management Accounting, which administers the examination, more than 1,000 took the examination—a 43 percent increase over the previous year.
Second, it is obvious from a review of the background of those who
achieved high scores on the examination that the Institute is successfully enrolling non -NAA members in its program. In other words, we are
reaching beyond our membership in this effort to professionalize management accounting. None of the Beyer Medal winners this year currently are NAA members and yet they had heard about the CMA program and were sufficiently interested to register and take the examination.
Third, as the article points out, the program is appealing to all segments of the management accounting profession —one of the criteria
that IMA must maintain to ensure its success.
Given the strong support of corporations, universities, and others it
is no surprise that the IMA is taking a second step in the development
of the Certificate in Management Accounting program, Beginning this
year, the examination will be held biannually in June and December.
The reception given this innovative program has been encouraging
from all quarters. Thanks to the introduction of CMA, the Association
has made great strides in the professional ization of management accounting.
However, we will continue to need the support of NAA chapters and
members to ensure that the Institute of Management Accounting
achieves its objectives. With your support the program can have a
major influence on management accounting curricula and the education of the majority of accountants who will eventually help to keep the
industrial dynamo spinning.
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common effort to do all that we can to protect
the basic freedoms that are so essential to the
practice of a profession." Mr. Chetkovich is
managing partner at Haskins & Sells.

JANUARY 1977
SEC Chief Outlines Moves
To Spur Business Investment

A national association of bank commercial loan
and credit officers, The Robert Morris Associates, has passed a resolution unanimously supporting the Financial Accounting Standards
Board. Speaking for RMA, the president of the
organization, Dan W. Mitchell, said: "no matter
how much we might disagree with the FASB on
particular issues, it is still imperative that we
support the concept of having accounting rule
changes remain debated and resolved in the
private sector." The resolution reads, in part,
"We fully support the independence of the
Board and enthusiastically support it as the single authoritative permanent group to originate
and review fundamental accounting standards." The resolution was passed during the
RMA annual convention last Fall and was
spurred by the recent attacks on the FASB
from Government and private sources.

In a speech before the Economic Club of New
York, Securities and Exchange Commission
Chairman Roderick M. Hills said that the Commission is taking a number of steps to reduce
existing impediments to investment. The Commission is seeking:
To eliminate the tax discrimination against
equity in favor of debt. "By allowing interest on
corporate debt to be deducted and not dividends paid on securities, our laws have unintentionally contributed to the grave imbalance
that now exists between debt and equity."
• To eliminate taxes levied on corporate
profits that are not real in an economic sense
by reason of inflation.
• To put all investment funds, whether under
the jurisdiction of ERISA, Bank Regulatory
Agencies or the SEC on the same regulatory
standard,
• To redesign the regulation of venture capital efforts.
a

Robert Morris Associates
Supports FASB

Seidman Sees Inflation Rate at 5%
SEC Sets Meeting This Month
On How Well It's Doing
This month the SEC will meet with representatives of the securities industry and public interest groups to discuss the impact of options
trading on market - making, how the Commission can protect investors, and whether different types of disclosure are needed to protect
investors whose interests and needs differ.
Commissioner Hills also is quoted as saying
that the conference would discuss what the
Commission's relationship with the private sector in setting accounting and auditing standards
should be.

AICPA Must Meet Challenge Of
Increased Regulation, Says New Head
In his inaugural address to members of the
AICPA, new President Michael N. Chetkovich
stressed the need for unity in order for CPAs to
maintain their status as an independent profession. He said, "The threatening nature of the
challenges we face calls for leadership in a
MANAGEMENT ACCOUNTING /JANUARY 1977

In a luncheon address at the Downstate New
York Council regional conference, L_ William
Seidman told participants that the best estimate of economic advisors was that the economy is firmly based for reasonable growth. Formerly assistant to the president for economic
affairs, he said that as the Ford Administration
left office its economists envisaged a 5% rate
of inflation in 1977.

Arthur Andersen Publishes Annual
Report
The financial health of a Big 8 firm was again
bared to the public when Arthur Andersen &
Co. published its annual report for the year ended August 31, 1976. The only firm to open its
books, Andersen reported fees of approximately $425 million and earnings of $101 million.
The firm also reported that it had appointed
Haskins & Sells to make an independent audit
of its financial statement for the year ending
August 31, 1977. It took this action, following a
recommendation of its Public Review Board.
Continued on page 68

Management
Accounting
Practices
Louis Bisgay, Editor

SEC Committee Will Recommend
Industry Disclosure Guidelines
The SEC's Advisory Committee on Corporate
Disclosure held an open meeting October 2122 to review its staff's recommendations relating chiefly to segment reporting and disclosure
guides for specific industries. A panel consisting of representatives from private industry and
the financial analyst community discussed various aspects of financial reporting. Then the Advisory Committee took over and, after extended
discussions, agreed to one of the staff recommendations —that it "recommend to the Commission that it develop disclosure guides for
specific industries to encourage uniform textual
and financial statement disclosure of material
items which are unique to a particular industry."
The recommendation will incorporate the notion that the procedure should be considered
experimental and should be limited, at first, to
perhaps three or four industries. The group also
suggested that the SEC establish a mechanism
to insure that sufficient input is obtained from
financial statement preparers and users prior to
formulation of proposed guidelines.
In a related move, SEC Commission Chairman Roderick M. Hills announced the appointment to the Advisory Committee of John C.
Burton, Deputy Mayor- Finance of New York
City and former SEC chief accountant.

Other SEC Activity
As most everyone knows by now, in recent
years the Securities and Exchange Commission has been very active in increasing financial
disclosure by publicly held companies, The
Commission continues in this vein, though certain actions promise a break in the spate of requirements for greater disclosure:
• The SEC issued for public comment a proposed Form S -14A, an optional short registra-

tion form for securities and solicitation of proxies in connection with business combination
transactions. Present requirements often result
in exceedingly long and complex disclosure
documents. The registration statement as proposed would consist of the following three
parts:
Part 1 —would be a short summary prospectus for all shareholders.
Part II —would contain more detailed information and would be provided to shareholders
only upon request.
Part III —would contain the standard information usually filed with the Commission as Part II
of a registration statement.
• At a press conference, SEC Chairman
Roderick M. Hills announced that the Commission is developing new, simplified registration
procedures for companies that want to sell up
to $2 million of securities to the public.
• Another SEC proposal would require the
disclosure in proxy statements of any legal actions involving a company's officers and directors. In addition, a company would be required
to disclose any other directorships held by
members of its board and the details of its executive compensation plans.

CASB Proposes Two Draft Standards
The Cost Accounting Standards Board staff issued for comment draft standards on "Accounting for Costs of Service Centers" and
"Distinguishing Between Direct and Indirect
Costs." The purpose of the proposed Standard
on Service Centers is "to provide criteria for
accumulating costs of service functions as
service centers and to allocating costs thus accumulated to cost objectives on a basis that
reflects usage." It also provides a number of
techniques to aid in compliance.
In releasing the latter draft standard, the staff
said the proposals are "designed to supplement existing regulatory concepts and definitions relative to cost classification." They are
based on the principle that existing practices of
maximizing direct identification of costs with
cost objectives should remain undisturbed, providing the allocation of costs reflects their beneficial or casual relationship to cost objectives.

FASB Issues 6 Interpretations
In a flurry of activity, the Financial Accounting
Standards Board issued six interpretations to
clarify the application of several of its Statements on Financial Accounting Standards.

Continued on page 68
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"PaperworkPain"
*3 - Digging throughthe financial reports
(Third in a series of problems your business can do without

"Can't someone just give me the facts ?"
What you don't know about your pinpoint accuracy in your financial
business for months at a time can
information. And develop a sound
really hurt you.
overall financial plan.
Sure you get those detailed
And when you're ready, SBC can
volumes of monthly reports from each get you up and running in a matter of
department.
weeks.
We're the computerized
But let's face it, finding a cost
overrun, spotting a trend or trying to bookkeeping experts. Since 1932.
Which means you profit from our 40
find the right facts in the average
ream of financial reports is like trying years experience. (That's why they
named the whole service bureau
to find a needle in a haystack.
industry after us — The Service
How do you cut through all this
Bureau Company)
information to know at a glance how
We handle Payroll, Accounts
you really stand?
Receivable, Sales Analysis, Labor
And what if you get no inforDistribution, General Ledger, and
mation at all? That's even worse than
Accounts Payable for businesses just
too much.
like yours.
When you let SBC handle your
Send the coupon and we'll send
General Ledger and Financial Reports, you a valuable booklet, "6 Things Y o
you get a better handle on your business. Can Do Today That Can Help You u
Instead of the report crunch
Make Your Company More
every month or no information at all,
Profitable."
SBC 's General Ledger Service lets you
But better hurry. Because the
identify and control the performance
sooner you mail us the coupon the
of each department. Spot trends in
faster we can help you get a better
time to make money from them. Get
handle on your business.
We let you spend less time on paperwork and more time on making money.

For fast relief from Paperwork Pain,
send for this free booklet today.
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the knowledge and
an educational process*

MC;Ipj10
Cincinnati
March 7 -11
STOUFFER'S CINCINNATI INN

NATIONAL
ASSOCIATION
OF
ACCOUNTANTS
CONTINUING
EDUCATION
PROGRAM

Mon./Tue.
• Developing and Using Standard Costs
• Long -Range Strategic Planning and Analysis
• Operational Auditing
• Effective Cash Management
Mon. /Tue./Wed.
• Data Processing — Concepts and Information
Systems Design
Wed.
• Financial Aspects of Long -Range Planning
Wed. /Thu.
• Accounting Information for Pricing Policies
and Decisions
Wed. /Thu. /Fri.
• Flexible Budgeting and Performance Reporting
Thu. /Fri.
• Inventory Management and Control
• Computer Security and Internal Control

development resulting from
New York
March 21 -25
NEW YORK SHERATON
Mon. /Tue.
• Developing and Using Standard Costs
• Management Accounting for Executives and
Managers
• Managing by Objectives for the Financial
Manager
• Operational Auditing
• Effective Cash Management
• Marketing Fundamentals for the Management
Accountant

Mon. /Tue./Wed.
• Data Processing — Concepts and Information
Systems Design
Wed. /Thu. /Fri.
• Flexible Budgeting and Performance Reporting
Thu. /Fri.
• Planning and Control of the Maintenance
Function Requirements Planning
• Material
• Economic Evaluation of Capital Expenditures
• Fundamentals of Management Information
Systems Design
• Behavioral Science Implications for Management
Accounting
MA - 1/ 77

(Please type or print)

I
I
I
I
I
I

Name
Social Security No.
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(Account No.)

Please register me for the following Courses:
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Registration Information
To register for any Course listed, fill
out and return the registration form
together with your check to:
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
Att: CEP Registrar
(212) 754 -9758
Fees
Members Nonmembers"
$130
1 day course $105
235
210
2 day course
315
340
3 day course
The fee for NAA Courses includes daily
luncheons, refreshments, and all
technical materials.
"Nonmembers, The $25 differential
per course for nonmembers may be
applied to NAA membership; or the
$25 may be applied against the dues of
an NAA member of the same firm
(organization). The differential may
be used anytime before June 30, 1978.
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• Five audio cassettes (7'% hours of clear, concise, interesting,
professionally produced audio programming):
— One cassette (1'/2 hours) for SSP No. 1: A Contemporary
Introduction.
—A second cassette (1'/2 hours) for SSP No. 2: Cost Concepts
and Cost Behavior Analysis: Their Impact on Decision Making and,
— Three cassettes W/2 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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TO THE EDITOR

The Accountant Can Contribute
The article in the July 1976 issue of
MANAGEMENT ACCOUNTING entitled,
"Management Accountant: Catalyst for
Change," by Grant W. Newton, is in
my opinion excellent and most challenging.
While some case application material
is discussed in the article, further development of the interrelationships of the
technical and behavioral organization
structure may be helpful to the management accountant. For example, assume
that we deal with the following typical
condition:
1. We have four profit centers in which
products are basically similar (structure).
2. We have several corporate service
centers (technical) which include;
a. Clerical systems and computer
services,
b. Accounting,
c. Purchasing,
d. Industrial engineering,
e. Quality control, and
f. Personnel (behavioral).
In addition to the conflict of responsibility of the profit center and corporate
service center managers, we have contract administrators who are held responsible for meeting schedules and
profit objectives of specific contracts.
There may be as many as forty contracts in process at any one time, and
each contract may be produced in one
or more profit centers. Performance responsibility is thus divided three ways.
If profit center managers are to be
held responsible for profit, we may reason that each one should have the power to decide on anything that affects cost
or income. Some of these decisions
could have a negative effect on total
company profits. For instance:
1. Separately developed material and
production
control
procedures,
which may not be compatible and
may cost several times that of a single development, may be used.
2. There may be separate accounts payable departments, which could cost
MANAGEMENT ACCOUNTING /JANUARY 1977

more than one corporate department.
3. Each center could have its own purchasing department. (The corporation may lose the advantage of volume buying and procurement expertise.)
4. Industrial engineering costs may be
higher with four separate groups.
5. Quality control may report to the
profit center managers and lose its effectiveness as an audit function.
In addition, only profit center managers can authorize clerical systems and
computer studies. Thus if benefits come
in future periods and costs in a current
period, there may be some reluctance on
the part of the manager to undertake
worthwhile projects which would reduce the current year profit.
The accountant can contribute to the
corporate organization planning team
by preparing practical cost and income
data on proposed organization structures. The one selected should show the
best long term profit potential and the
best balance among the structural, technical and behavioral schools of thinking.
Kenneth H. Bergstrom
Emeritus Life Associate
Rockport, Mass.

A Step Beyond MBO
The article, "An MBO Perspective on
Controllership," by Ray Vander Weele,
in the August 1976 issue of MANAGEMENT ACCOUNTING was informative
and well done. Management By Objectives has been with us for some time
now.
There is a newer management style
which is taking hold in many companies
as an improvement on MBO called
"Management by Results" (MBR). The
key here is Results as opposed to Objectives.
While an objective may also be a result, in many cases it is an activity. It
may or may not have any effect on the
bottom line of the P & L statement
while the goal set to accomplish results
will have the desired effect.
An MBR program must take in the

total view of the organization as
posed to individual objectives. A maintenance superintendent might have an
objective of operating his department
within budget. To meet that objective he
might be responsible for the shutdown
ofa production area due to lack of timely repairs or continuation of a preventive maintenance program. Would he
not be more worthy of a halo if his results document stated, "Reduced production down -time by X number of
hours due to mechanical failure, while
maintaining budget integrity of the
maintenance department." How can he
meet the goal if the plant blows up? The
MBR document has a column for general conditions and premises, not to be
used as a crutch but to cover conditions
that would make meeting of goals impossible.
With any program involving humans
there will be pitfalls and MBR is not an
exception. Just the area of joint responsibility could keep the paper manufacturers profitable for years.
op-

Letters

Edward Hagopian
Wilbraham, Mass.
Bureaucracide
I was happy to see Mr. Gee's editorial
on "Bureaucracide" in the October
1976 issue of MANAGEMENT ACCOUNTING.
Mr. Gee's position is an important
one and I feel that all public statements
by our influential citizens concerning
the threat to our present business and
economic system are helpful in telling
the story to many who may be unaware
of those threats.
Individual voices occasionally are
heard in the right quarters but the most
effective voices advocating the private
enterprise system are those coming
from the leadership of large membership groups.
Thanks again for joining the fight,
Earle B. Hammond, Jr.
National Supply Co.
Div. of Armco Steel Corp.
Houston, Tex.
Continued on page SS
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SEVEN STEWS TO THE 4"AURA
THERE ARE SEVEN STEPS FROM THE TIME A CANDIDATE DECIDES HE IS INTERESTED
IN THE PROGRAM TO BEING AWARDED THE CERTIFICATE IN MANAGEMENT ACCOUNTING.

1. Candidate applies for
membership in the Institute
of Management Accounting.
He arranges for proof of educational attainment and
character references to be
sent the Institute. Deadline is
February 1 for the June 1977
exam.

5. Candidate sits for examination on June 15, 16 or 17,
depending on number of
parts taken.

2. Institute notifies candidate of acceptance when
educational credentials and
references are received.

4. Institute sends candidate
authorization letters for requested examination parts
and exact address in selected
city where examination will
be held. Notification around
May 1.

6. Institute notifies candidate of examination results
in September 1977.

3. The Institute member
next applies to sit for the
examination, specifying parts
to be taken and city location.
Application deadline is March
1 for the June 1977 examinations.

7. Certificate in Managemen t Accounting then
awarded to candidates who
have passed all five parts
and have fulfilled the requirement of at least two
years of appropriate management accounting experience.

NOTE THAT THE CANDIDATE INITIATES THE ACTION IN STEPS 1, 3 AND 5.
THE INSTITUTE HAS THE RESPONSIBILITY FOR THE OTHER FOUR.
( F o r i n f o r m a t i o n C on t a c t : I MA , 5 7 0 C i t y C e n t e r B u i l d i n g , A n n A r b or , M i c h i ga n 4 8 1 0 4 )

Price Level
Accounting,
Practical Politics,
and Tax Relief
Financial reporting practices have demonstrated that businessmen
are not interested in reducing reported income even though they
recognize that real income, in inflationary periods, is declining.

By Leonard M. Savoie
Back in 1951, George O. May headed a study
group on concepts of business income. He and a
distinguished group of accountants, economists,
lawyers and businessmen concluded that business
income should be determined by measuring revenues and costs in units of equal purchasing power.
Despite the eminent auspices, the concept never
got off the ground, partly because inflation averaged less than two percent a year over the next 15
years.
Interest in inflation accounting revived somewhat in the late 1960s as the rate of inflation increased. Then in June 1969, the Accounting Principles Board issued its Statement No. 3, Financial
Statements Restated for General Price -Level
Changes. This Statement recommended that his tofical financial statements be supplemented by
statements restated for general price -level changes
by using a general price -level index, specifically
the Gross National Product Deflator. When considering the topic, the Board persuaded 17 large
companies to prepare price -level adjusted financial
MANAGEMENT ACCOUNTING /JANUARY 1977

statements to test the techniques and possibly reveal problem areas that needed further attention.
Having proved by these practical applications that
the method worked and produced useful information, the Board urged the cooperating companies
to disclose summary price -level results in their annual reports. All but one of those companies
would have reported lower earnings on a price level adjusted basis, and they chose not to disclose
this.
The one company that had higher earnings on a
price -level adjusted basis proudly reported this in
its annual report. But a closer look was warranted. The company did not report that the improved
results occurred because the company was very
highly leveraged, with liabilities far in excess of
monetary assets. Although the price -level earnings were high, the company was approaching financial disaster and within three years had to sell
several of its businesses to avoid bankruptcy.
On December 31, 1974, the Financial Accounting Standards Board, successor to the Accounting
Principles Board, issued an exposure draft of a
proposed Statement of Financial Accounting
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price -level
accounting's
production
department has
far outstripped
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department. "
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Standards titled "Financial Reporting in Units of
General Purchasing Power." This proposal embraced substantially all of the concepts and techniques contained in the APB's earlier statement.
Customers Are Not Buying
Typically, in periods of substantial changes in
price levels, accountants have approached the
problem of determining business income from the
standpoint of concepts and techniques. On the
other hand, businessmen and economists seem to
view the problem from the standpoint of erosion
of capital through taxation of overstated profits
and the practical politics ofobtaining suitable relief.
In my opinion, these basic differences in approach have brought us to the point where the
accountants' conceptual proposals will likely fail
because of the partial practical relief already obtained through political processes and because of
new Securities and Exchange Commission disclosure requirements, which I will discuss later.
Meanwhile, the accountants have developed an
extensive literature to support accounting recognition of price -level changes and complex techniques of implementation.
In so doing, I submit that price -level accounting's production department has far outstripped
its sales department. The shelves are full of brilliant concepts and sparkling techniques, which are
unassailable but also unsalable, and customers are
not buying them. In business, when we produce
more than we can sell, we build up inventories,
and then suffer painfully as we are forced to reduce or halt production until we can sell inventories. I suggest that the accounting profession
should be out selling very hard if it wants to see its
products move off the shelf and into use out in the
field.
A Look at LIFO
Over the years, other groups have been selling
their ideas and thus business has available to it
partial recognition of the inflationary effects on its
operations. Significantly, the selling has been done
in Congress and the Treasury Department so that
the relief obtained is in cash saved from reduced
taxes. This may or may not reduce income in financial statements reported to stockholders, but it
does improve cash flow.
The most important of these relief measures are
the last -in, first -out (LIFO) method of valuing inventories and accelerated depreciation. They represent only partial tax relief and fall short of the
relief which would be obtained by recognition for
tax purposes of price -level adjustments, replacement costs or some other form of current values.
Nevertheless, these measures are very important to business. I believe most businessmen will
not be interested in other inflationary accounting
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recognition unless the new proposals provide tax
relief greater than that now available. Financial
reporting practices have demonstrated that businessmen are not interested in reducing reported
income even though they recognize that real income in inflationary periods is declining.
Look at the two items I have mentioned. Accountants really do not like LIFO, because it
makes a mockery of the balance sheet. Back in
1939, however, accountants told Congress that
LIFO was a generally accepted accounting principle, and therefore should be approved as a method
for determining taxable income. Noting very little
use of this method, a skeptical Congress wrote
into law that ifLIFO is used for tax purposes, no
other method can be used for determining income
in reports to stockholders and creditors.
Businessmen do not like LIFO either, because
the financial reporting conformity requirement depresses reported earnings. Consequently, even today when so much cash flow is at stake, some
companies that badly need the cash have foregone
the tax savings from LIFO in order to report
higher earnings. Unfortunately, they are probably
not getting credit for the higher earnings in the
stock market, for security analysts have become
quite good at deducting so- called "inventory profits" from income reported on a FIFO basis.
Accelerated depreciation came into the tax laws
in the 1940s and 1950s. As Congress did not say
how it had to be reported to stockholders, a common practice was to use the fastest depreciation
methods for tax purposes and less fast write -offs
for financial reporting. This circumstance gave
rise to arguments lasting for decades over accounting for deferred income taxes related to the
differences in the methods.
Speaking of arguments and Congress brings to
mind the investment tax credit. Over the objections of the accounting profession, Congress specified that no one can tell a taxpayer how to account
for the credit in reports to stockholders. As a result, most companies report the credit in income
of the year in which it reduces tax. Although it is
not really an element of inflation accounting, the
investment tax credit does contribute to the reduction of taxes and therefore helps curb the erosion
of capital.
Overseas Experience
Proponents of some form of inflation accounting often cite overseas experience as examples of
what can be accomplished to adjust financial
statements for changing purchasing power. A
closer look, however, reveals a political environment that dominates the scene.
In Brazil, price -level accounting is practiced
and it is recognized for income tax purposes. But
it is only partial and some aspects of it are required by law. Adjustments must or may be made
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for a variety of items, and this involves indices for
fixed assets and a provision for maintenance of
working capital. In fact, the entire Brazilian economy is based on indexing.
Replacement cost accounting is used by some
Dutch companies, but the practice is not as extensive as its proponents would have us believe. Even
though the theory has been developing in the
Netherlands since 1917, only 39 of 200 Dutch
companies in a recent study used replacement cost
accounting. Significantly, it is not accepted for tax
purposes.
In the United Kingdom, the Accounting Standards Steering Committee of the Institute of
Chartered Accountants issued a Standard calling
for supplemental presentation of price -level adjusted financial statements. Of 300 large companies specifically urged to do this, only nine complied. Meanwhile the government became disturbed about the proposal and set up the Sandi lands Committee to study the broader impact of
the Standard. That committee came out in favor
of a form of replacement cost accounting, called
the current cost accounting method, as opposed to
the Institute's general purchasing power units approach, and the Institute has backed off. The
Sandilands Committee recommended that tax be
based on current cost profit and that a comprehensive review of taxation should be undertaken
prior to introducing such a fundamental change.
An Uneasy Feeling
Similarly, back in the United States, the SEC
proposed disclosure of current replacement cost
information in notes to financial statements rather
than the FASB's financial reporting in units of
general purchasing power. The then chief accountant of the SEC referred disparagingly to the
Board's proposal as "PuPu accounting ". In
March of 1976, the SEC issued a ruling on this
subject. The rule called for supplemental disclosure in financial statements of the current cost of
replacing inventories and productive capacity and
the amount of cost of sales and depreciation if
they had been computed on the basis of replacement costs, without any disclosure of income effect. During this time the FASB price -level proposal drifted and later it was deferred and reclassified as a low- priority project.
While the FASB was sparring with the SEC, it
seemed to be overlooking Congress and the Treasury Department.. I mentioned to an FASB member that those of us who are on LIFO would ignore an FASB standard on price -level accounting
if necessary to preserve tax savings from LIFO,
because price -level accounting would state inventories on a method other than LIFO. His response
was, "That problem will have to be resolved with
the Internal Revenue Service." This gives me an
uneasy feeling about the FASB's grasp of the situMANAGEMENT ACCOUNTING /JANUARY 1977

ation. The conformity requirement is not an IRS
rule but a law passed by Congress. It appears to
me that unless the law is changed, the IRS is required to terminate LIFO if a company reports its
income on any other basis.
Very likely, companies enjoying the benefits of
LIFO would strongly oppose efforts by the FASB,
SEC (or anyone else) to delete the conformity
clause in the law, for fear that Congress would
remove the very right to use LIFO. Furthermore,
companies resisting attempts to change the law
would probably successfully enlist their public accounting firms in support of their resistance. After
all, they talked us into adopting LIFO in the first
place.
Along that line, it is interesting to note that the
SEC has for some time had the following rule: "If
the LIFO inventory method is used, the excess of
replacement or current cost over stated LIFO value shall, if material, be stated parenthetically or in
a note to the financial statements," I know ofonly
a few companies that comply with this rule. Instead, most companies use language specifically
contained in an IRS ruling which permits disclosure of the amount by which inventories would
have been higher if the first -in, first -out (FIFO)
method had been used. The SEC has accepted this
disclosure even though FIFO is a different concept from replacement or current cost. Unless the
SEC is willing to continue to accept the FIFO
disclosure as being in compliance with the new
replacement cost rule, a further accommodation
between SEC and IRS will be required or LIFO
companies will be faced with the dilemma ofrisking termination of the LIFO method or violating
an SEC rule.
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Complex and Confusing
Price -level accounting is simple in concept, but
the techniques set forth by the FASB could be
exceedingly complex. A great deal of work would
be involved in preparing financial statements in
units of general purchasing power. Also the new
disclosures would probably be confusing to users
of financial statements. In my opinion, the appeal
of price -level accounting to accountants is its objectivity. The technique may be used by all companies using a single index. The results can be
audited. At the same time many accountants view
the SEC replacement cost proposal with great
concern because of its lack of objectivity. SEC
guidelines for the implementation of the new rule
are not specific enough to provide comparable results between companies. Replacement costs have
to be determined by estimates and appraisals with
a high degree of subjectivity. Also, insufficient attention is directed to the cost of technological
change, because rarely is a piece of productive
equipment replaced with an identical model. In
addition, replacement facilities often introduce
17
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economies of scale. The SEC proposal deals with
only four elements of cost and does not concern
the effects of inflation on the complete financial
statements.
Economic Reality and Practical Obstacles
It is fashionable today to talk in terms of introducing "economic reality" into financial reporting. The trouble is that few can agree on what
constitutes economic reality and how it should be
measured. Presumably, economic reality requires
reporting in terms of current values or fair values
or units of general purchasing power. But these
methods lead accounting information farther
away from the commercial enterprise goal of using cash to make a profit and generate more cash
to return to its owners.
In matters other than inflation accounting, the
FASB, with full SEC blessing, seems to be strongly in favor of cash basis accounting, as demonstrated clearly in the new standards on research
and development, contingencies, and development -stage companies.
Regardless of what accounting rules are imposed on business by the various rulemakers,
management will find a satisfactory way to run its
business. On the other hand, a rule- making body
like the FASB may not be able to survive if it tries
to impose an unenforceable rule.
In revealing some practical obstacles to the
adoption of inflation accounting, I am not speaking slightingly of the concept or the idea of supplemental disclosure of the effects of inflation.
Perhaps it is time to get inflation accounting out
of the laboratory and into the real business world.
In fact, the routine presentation of financial statements in terms of current purchasing power or
replacement cost by all of business just might help
influence Congress that further tax recognition of
inflation is needed. But this will not be enough.

If some form of inflation accounting is what
business and the accounting profession want, we
should agree on a single method and stop talking
to each other and start talking to the people with
the authority to affect the economy. In short., inflation accounting's sales force should be communicating the merits of a single method of inflation
to the body with specific political power —the
Congress of the United States.
This point has been noted by SEC Chairman
Roderick Hills who said in a speech on January,
7, 1976, that the replacement cost rules will ".. .
better communicate business realities to those
who make tax policy." Still later he said, "I do not
suggest to you that tax reform will magically follow adoption of the proposed rules which would
require disclosure of the increased costs resulting
from inflation, but I do believe that without some
reasonable first step in data development, we will
not even see movement toward tax reform." This
is a logical statement., but I believe we should not
wait for some "movement toward tax reform." Instead, we should urge direct Congressional action
now to stop the taxation of overstated profits —
taxation that amounts to the expropriation of capital.
Business requirements for capital over the next
several years are immense. Obtaining that capital
is essential to provide jobs and produce goods and
services which lead to a healthy national economy
and also a healthy world economy. A substantial
amount of capital could be available to business
by providing full tax relief from the impact ofinflation.
To Conclude
Supplementary inflationary information is interesting, but real nourishment would be provided
to everyone ifthe techniques were translated into
income tax reduction and increased cash flow.
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For Export:
Accounting Expertise
In a world of growing problems of scarcity, where developing
countries are under increasing pressure to "catch up ", one of our
most important exports can be accounting know -how.

By Earl C. Rogness
For the textile industry in developing countries,
the major costs of production are raw materials
and the expensive investments in plant. It is the
responsibility of accounting to provide management with timely data on raw material utilization
(through measurement and control of waste) and
efficient use of production facilities so that priority
of management attention will be directed to these
critical factors.
Giving assistance in the development of these
necessary accounting skills has become the goal of
several organizations in the industrialized world.
This article gives a brief description of my experience with one such organization, the International
Executive Service Corps.'
My own experience as an Executive Volunteer
came in two countries: first in El Salvador and
later in Iran. My background and expertise are in
textiles, so both assignments took me into textile
plants. My specific assignment was to help develop cost controls and to establish procedures which
would allow management to determine accurately
the full costs of production for each month.
EL SALVADOR
The El Salvador company was an old, established textile manufacturer with two plants producing cotton fabrics —denims, prints, and dress
goods —from cotton grown in El Salvador. DeMANAGEMENT ACCOUNTING /JANUARY 1977

spite its being well established in the textile industry, this company had no accounting procedures
for product costing, and only limited measures of
performance as had been developed through engineering.
Until recently, though, they did not need sophisticated accounting and control procedures.
They usually had a competitive advantage because
they used raw materials produced in their country, and enjoyed an abundance of labor available
at low rates of pay. While this environment lasted
they competed with other countries for a market
that provided a fair profit, and they usually sold
everything they produced.
But this environment has changed. Suddenly,
new and critical problems have developed. Inflation has taken a heavy toll in Central America.
Capital markets have dried up, making loans hard
to find. When money is available, the interest rates
are steep. Cotton is no longer available at favorable prices to local industry because cotton is a
world commodity. Cotton exports are therefore
large because they are needed for foreign exchange, so local industry must now compete for
this raw material in a world environment. Inflation has raised the price of needed machinery replacements. Moreover, our study showed that, for
years, depreciation rates had been too low, thereby compounding the difficulty of making replacements. And although there is still a surplus of labor, the majority of these workers are in poor
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physical health and are illiterate— therefore limited in their capacity to be trained. A high rate of
absenteeism further complicates the labor problem.
The changed environment produced the need
for better management —a management which
had to have current information about the full
costs of their operations. In order to establish a
basis for performance measurement, standard
costs were needed as well.
Our first step in El Salvador was to establish
cost standards based on full utilization of plant
(we used 85 percent of capacity) with costs of materials, labor, supplies, and overhead distributed
to production cost centers to provide the basis for
responsibility reporting.
We then set up procedures to cost the product
at full absorption standard cost. Although we recognized the advantages of direct costing for developing useful contribution margin data, we avoided
direct costing for this operation because, lacking,
sophistication, they would probably tend to reduce prices in order to gain new sales outlets, thus
leaving them with inadequate profits.
As a third major project to provide management with working tools, we established a detailed
budget system to give them a framework within
which to plan and quantify their plans. At the
very least it gave them for the first time, the basis
for some kind of plan. Following from the standard cost system, actual performance may be
compared to standard costs and viewed in relation
to the budget.
Complicating our task (and their ability to operate) was a cumbersome accounting system overlaid with voluminous and detailed government reporting requirements. These combined to produce
serious delays in getting operating information.
Monthly financial and operating statements were
routinely two and three months late.
We tried to impress upon accounting personnel
the need for current reports, and to show them the
advantages of timely reporting. In this we tried to
help them develop shortcuts to allow information
to flow in an orderly way.
We devised daily reports for management
showing daily production of yarn and fabrics as
well as the number of looms operating in each
shift. The latter is a key measure of production in
the textile industry. Orders received and volume
of shipments were included. Thus, one report for
daily and cumulative monthly guees would serve
as a quick guide for management: concise, timely,
and relevant..
IRAN

The Iranian company had just completed its
first phase of installing a new plant built out in the
desert to manufacture machine -made Persian carpets. In fact, they were already starting construc20

tion to expand their facilities. After our experience in El Salvador the contrast was striking. Instead of old equipment needing renovation, here
was a new plant with all modern production
equipment, fully air - conditioned and humidied
(an essential in textile production in the desert).
Apartments and a guest house were provided for
the technical supervisors, as well as a swimming
pool, gardens, and orchards. Future plans call for
a school and a supermarket.
Their raw materials include cotton from Iran,
wool from New Zealand, and jute yarn from Belgium. The labor force comes mainly from a town
about eight miles away, and commutes back and
forth for each shift by bus.
Their accounting lacked methods to establish
full costs by cost centers. They were also without
procedures to measure performance except in
terms of engineering data furnished by the manufacturers of the machinery, but this was often not
applicable to their particular case.
The first step at this plant was to establish a
system for developing standard costs, and then to
set up standards by cost center from the best information available. We impressed upon them
that standards should be based upon the most efficient use of material, people, and plant facilities.
This first try tends to be tentative because the
information about possible production, percentage
of waste material, manpower required, and the
like, may not be accurate. Also, the allocation of
certain overhead costs to production may require
further refinement. However difficult the task, the
important point is to make a start. Once established, a system may be revised without great difficulty.
In this plant there were six distinct and separate
departments, each set up as a cost center. Because
labor rates are low, savings in manpower are not
very important. What is important is the way labor performance affects the utilization of two
more expensive resources: materials and plant.
Conclusion
In a world of growing problems of scarcity,
where developing countries are under increasing
pressure to "catch up ", one of our most important
exports can be accounting know -how. This brief
but valuable experience showed me that accounting is a vital force for developing efficiency and
thereby conserving the limited resources of these
developing countries. What we so often take for
granted —tight but achievable standards for production levels and cost to give management useful
measures of actual performance —is most likely to
be unavailable (and unheard of) in developing
countries.
' The International Executive Service Corps is a non -profit organization, composed mainly of retired executives, which serves as a consulting and support arm
for industry in developing countries. Executive Volunteers are sent to foreign
countries on assignments which usually last from two to four months. Volunteers
have been sent to some fifty countries in all parts of the world.
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Another Look at ERISA
Very few people realize that an employer can be taken to court,
fined, or even possibly be imprisoned for failure to comply with the
law.

By Dean A. Adler
Born out offrustration over pension benefits lost,
due to bankruptcies, mergers, and occasionally
unscrupulous employers, the Employee Retirement Income Security Act of 1974 is considered
to be a major piece of legislation. It insures for the
worker his right to at least part of his pension,
whether or not he worked for the sponsoring company until his retirement. The ERISA, as the Act
is called, applies to almost every sort of retirement
or pension plan regardless of the employer's size
or number of participants in the plan. However,
there are several exceptions, namely:
1. Government pension plans (state as well as local plans)
2. Church pension plans
3. Pension plans established and maintained solely for the purpose of complying with workmen's compensation laws or unemployment
compensation laws
4. Pension plans maintained outside the United
States primarily for nonresident aliens (those
who are not United States citizens)
5. Excess benefit plans, or union plans that do not
qualify for special tax treatment, and do not
involve employer contributions.'
Provisions of the Law
Some of the most important provisions of the
new law are as follows:
ELIGIBILITY
The law requires employers to enroll each employee 25 years ofage and older with one year of
MANAGEMENT ACCOUNTING /JANUARY 1977

service into the pension plan. If a plan provides
for immediate full vesting, the employer could require the employee to have three years of service
before enrollment. The law also stipulates that
employees who begin service before they are 25
could have three years of that service credited
toward vesting when they turn 25. The law also
prohibits a plan from excluding an employee because he is too old. It prohibits plans which exclude employees who begin their employment
within five years of reaching the normal retirement age.
VESTING
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The law establishes new minimum standards
whereby the employer has three choices:
1. 100 percent vesting after 10 years ofservice
2. 25 percent vesting after five years of service,
grading up to 100 percent after 15 years.
3. 50 percent vesting when age and service (if employee has at least five years of service) equal
45, grading up to 100 percent vesting five years
later.
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The law also stipulates that pension plans must
pay 50 percent of a retired employee's pension to
his surviving spouse unless the employee specifically waives that right. However, pension plans
providing for early retirement need not provide
for joint and survivor payments unless the employee so requests within a specified time period.
FUNDING

The law requires the employer to fund annually
the full cost for current benefit accruals and to
21
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amortize past service benefit liabilities over 30
years for new plans and over 40 years for existing
plans. It also requires that normal costs of administering a pension plan be funded currently. Employers who fail to comply with the minimum
funding standards are subjected to a five percent
excise tax; and unless the deficiency is corrected in
90 days, such tax goes to 100 percent of the deficiency (the tax is nondeductible!).
LIMITS ON CONTRIBUTIONS AND BENEFITS

The law increases the maximum deductible annual contributions that can be made by self -employed people to H.R. 10—or Keogh plans to the
lesser of $7,500; or 15 percent of earned income.
It limits pension benefits paid annually to high salaried employees to $75,000 or 100 percent of
the employee's average compensation for his highest three years of earning, whichever is less. And,
it limits contributions to profit- sharing plans and
money - purchase plans to 25 percent of an employee's annual compensation or $25,000, whichever is
less.
PLAN TERMINATION INSURANCE

The law establishes a government insurance
fund to insure vested pension benefits of $750 per
month or 100 percent of the employee's average
wages during his highest paid five years of employment, whichever is less. The employer pays
an annual premium of $1.00 per participant and is
liable for any insurance benefits paid up to 30 percent of the company's net worth.
FIDUCIARY RESPONSIBILITY

The law establishes the "prudent man" rule as
the basic standard of fiduciary responsibility. It
prohibits various transactions between fiduciaries
and parties -in- interest, and prohibits investment
of more than 10 percent of the pension plan assets
in the employer's securities. A fiduciary is defined
as any person exercising power of control, management or disposition over a pension fund's assets. A fiduciary is required to act only to the benefit of plan participants. He is also required to
diversify pension fund investment. He is prohibited from dealing with pension funds for his own
account and is also prohibited from receiving
kickbacks. A fiduciary is made liable for any loss
to the plan occurring because the fiduciary's standards were disregarded. The law prohibits anyone
from becoming a fiduciary for five years after conviction for a crime or five years after imprisonment, whichever is later.
INDIVIDUAL RETIREMENT ACCOUNTS

The law provides a vehicle for transfer of vested
benefits and permits employees of private or public employers, that do not have qualified retirement plans, to make contributions to a personal
22

retirement fund (earnings on the fund are not taxable until distributed). It has also raised the minimum tax deductible amount that a self - employed
person can contribute to his own pension plan.
Before the new law was passed, a self - employed
person could deduct the lesser of 10 percent of his
annual earnings or $2,500; now he can deduct the
lesser of 15 percent of annual earnings or $7,500.
The new law also allows low- income, self -employed persons to receive tax deductions for pension plan contributions of $750 or 100 percent of
earned income, whichever is less. It. does, however, stipulate that self - employed persons can count
no more than $100,000 of earned income in computing pension benefits or contributions for them selves.'
PORTABILITY

The law permits an employee leaving a company to make a tax -free transfer of the assets behind
his vested pension benefits (if the employer agrees)
or of his vested profit - sharing or savings plan
funds to an individual retirement account. The account must, however, be established within 60
days after the employer distributes vested pension
benefits to the employee. (This benefit was not
available to employees before ERISA. When an
employee left a firm, his vested benefits stayed
with the firm he left. Then, when the person
reached retirement age, a pension based on his
vested benefits would be paid. The law allows anyone to make a tax deductible contribution into his
qualified individual retirement account. He may
deduct the lesser of 15 percent of his annual gross
compensation or $1,500. He can put this amount
in gradually or in a lump -sum contribution before
the end of the taxable year. Under this plan, benefits cannot be withdrawn before age 59 1/ 2 without
a penalty (benefit payments are required to begin
at age 701/ 2).'
REPORTING

The law requires the employer to provide employees with a comprehensive booklet every five
years, describing the plan provisions, and to report annually to the Secretary of Labor on various
operating and financial details of the pension plan.
TERMINATION INSURANCE

There is one other area of concern, which the
new law affects: termination insurance. Termination insurance is mandatory for all pension plans
subject to the minimum funding standards that
have more than 25 participants over a five -year
period. Under these plans, the employer promises
that he will make certain contributions toward an
employee's retirement benefits, but does not
promise what the final amount will be. Profit sharing, stock bonus, thrift plans, and money purchase
plans all fall into this category. Under "defined
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benefit plans," the employer promises that upon
retirement he will pay certain fixed benefits based
on the length of time worked.' Employers with
defined benefit plans will be required to pay annual premiums to the Pension Benefit Guaranty Corporation (PBGC), a division of the Labor Department. The premium rate is $1.00 per participant
for single- employer plans and $.50 per participant
for multi - employer plans. The PBGC acts as a
"surety" to pay guaranteed benefits, but with the
right of recovery against the employer for any
losses it sustains.
For plans which cannot cover their liabilities,
the PBGC offers vital guarantees. Once a termination plan is determined to have insufficient funds,
the PBGC takes over management of the remaining assets of the plan. It might also seek a federal
court order to appoint a trustee for the plan. The
PBGC assumes the responsibility for sending out
monthly checks to eligible members. It also assists
individuals in establishing their retirement accounts and in transferring vested benefits to an
individual retirement account upon leaving a job.
It has the power to seize 30 percent of an employer's net worth if necessary to make up deficits of
the plan. This might make an employer take a
second look before terminating a good pension
plan. The administrator of the plan should report
any events to the corporation that might indicate
financial instability, such as loss of tax qualifications, benefit cuts, or decrease in number of participants.'
Reports
There are four main government agencies that
an employer must report to: the Department of
Labor, the Pension Benefit Guaranty Corporation
(only for plans covered by termination insurance),
the Internal Revenue Service, and the Secretary of
the Treasury. In addition, a Summary Description
Report must be prepared and sent to all plan participants and beneficiaries,
DE PA RT ME NT OF LA BOR

The following reports must be made to the Department of Labor:
1. Summary of plan description, 120 days after
plan is subjected to reporting and disclosure
provisions
2. Changes in plan description or modification in
terms of the pension plan, 60 days after change
or modification is adopted or occurs
3. Updated plan description integrating all
amendments, as Secretary of Labor may require, but it shall be no more frequently than
every five years
4. Annual report, 210 days after end of plan year,
or as prescribed by regulation
5. Terminal reports for plans winding up affairs
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6. Underlying documents under which plan is established or is operated, such as a trust agreement or collective bargaining agreement (only
if requested by Secretary of Labor)
Under the new act, as stated in 1974, all pension plans are required to file an Annual Report
(Form 5500) with the Department of Labor for
approval. Previously, only pension plans with
more than 25 plan participants were required to
file.' If, after filing, the report is rejected because it
is incomplete, the report must be resubmitted
within 45 days after rejection date, with proper
corrections. If the report remains incomplete, or is
not resubmitted, the Secretary of Labor has the
power to retain an accountant to audit the plan,
or he can bring civil suit for appropriate relief.
Copies of the report must also be sent to the Secretary of Health, Education, and Welfare, and one
copy must be made available for inspection by the
general public.'
The Annual Report would consist of numerous
schedules and reports as follows:

"This might
make an
employer take a
second look
before
terminating a
good pension
plan. "

1. Balance sheet, which must have assets and liabilities aggregated by categories, valued at
current cost, and they must be displayed for
comparison with prior year balance sheet
2. Income /loss statement with details of revenues and expenses necessary
3. Transaction schedule containing details of every transaction between the plan trustee and
any person employed by, or having an interest
(direct or indirect) in either the plan or employer corporation
4. Schedule of assets showing maturity dates,
rates of interest, and any collateral with its
maturity value, cost, and current value plus a
detailed list of defaulted loans and leases
5. Most recent annual statement regarding plan
assets held by the bank
6. Details of transactions involving the lesser of
$300,000 or three percent of plan assets
7. List of average number of employees covered
by the pension plan
8. Actuary statement with an evaluation of the
pension plan made every three years unless
the actuary determines a need to evaluate the
plan more often (The statement is not required for savings plans, profit- sharing plans,
or individual account plans.)
9. Name and address of each fiduciary
10. Name and address of each person receiving
more than minimal compensation in excess of
$5,000 from the trust during the preceding
year
11. An explanation of any changes in the trustee,
accountant, insurance carrier, actuary, administrator, investment manager
12. If some (or all) plan benefits are provided by
Y8

"There are
certain reports
that plan
administrators
should file . . . "

life insurance, a statement from the insurance
carrier stating:
a. Total premiums for the year
b. Administrative costs per year
c. Amount of commissions, and to whom
they were paid
d. Total amount paid in benefits per year
13. An opinion by an individual, qualified public
accountant in regards to the financial stability
of the plan and the Annual Report.'
PENSION BENEFIT GUARANTY CORPORATION

The following reports must be made to the Pension Benefit Guaranty Corporation for plans covered by termination insurance:
1. Intent to terminate pension plan, 10 days before proposed date of termination
2. Certain events which affect the continued life
of a pension plan, 30 days after administrator
knows of their occurrence
3. Annual report, within six months after end of
the plan year
4. Notice of withdrawal of a substantial employer
from plan to which more than one employer
contributes to the closing of a facility which
results in a 20 percent (or more) decrease in the
number of plan participants, within 60 days
5. Such other reports, as corporations may require from plan administrators, who have initiated termination proceedings
There are certain reports that plan administrators should file to prevent plan termination, and
these also are reported to the PBGC. These are:

2.

3.
4.

5.

ed from service of plans subject to vesting standards, due as prescribed by regulation.
Notification of change in status, for plans subject to vesting standards, due as prescribed regulation
Annual return for certain pension and deferred
compensation plans
Actuarial statement of valuation for certain
pension and deferred compensation plans, not
less than 30 days after merger, consolidation,
or transfer of assets or liabilities
Actuarial report for defined benefit plan for the
first year funding provisions apply at the end of
every third year thereafter, within the prescribed regulation.'

THE SECRETARY OF THE TREASURY

The following reports must be made to the Secretary of the Treasury:
1. Change in pension plan name
2. Change in name or address of plan administrator
3. If plan is terminated
4. If a merger of a plan with another occurs, or if
there is a division of a plan into two or more
plans
5. An annual registration statement with the
name of plan, name of plan administrator,
name and social security number of each plan
participant, those who have separated from
service during the year with vested benefits, but
not yet receiving benefits (with nature, amount
and form of such vested benefits)."
REPORTS TO PLAN'S PARTICIPANTS

1. A tax disqualification of the pension plan
2. Benefit decrease by plan amendments
3. A decrease in active participants to 80 percent
of the number at the beginning of plan year; or
75 percent of the number at the beginning of
previous plan year
4. An IRS determination that there has been a
complete or partial termination of plan
5. Failure to meet minimum funding standards
6. An inability to pay benefits when due
7. A merger, consolidation of transfer of assets or
liabilities
8. A distribution of $10,000 or more within a two
year period to a "substantial owner" (i.e., 10
percent or more of the business) if, after the
distribution, the plan has unfunded, non- forfeitable benefits (unless the distribution was made
because of death)
THE INTERNAL REVENUE SERVICE

The following reports must be made to the Internal Revenue Service:
1. Annual registration, listing employees separat24

The following reports must be made to the
plan's participants:
1. Clearly stated rights and obligations of plan
participants under the new law
2. Written explanation of terms, any joint survivor options and effect of not electing such option before annuity starting date
3. A statement of amount, nature and form of
vested benefits to any participant who separates
from service with vested benefits, but who does
not receive any benefits in the year of separation
4. An up -to -date summary of the pension plan,
distributed every five years, unless new amendments have been added since last summary
5. A statement listing all vested benefits upon termination
According to the previous law, an employer
with more than 100 plan participants had to submit an easy -to -read description of the plan to the
Labor Department and to his employees upon request as well as to the Internal Revenue Service.
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Under the new law, each employer with a pension
plan must submit a written, understandable summary description to each plan participant and
beneficiary of the plan. (All material used in preparing these reports must be kept six years from
date of filing.) The summary description must be
distributed to newly covered employees 90 days
after the employee is covered.
If a new amendment has been added, then a
description of the entire plan must be distributed
to each plan participant and beneficiary, within
210 days after the end of the plan year in which
such amendment was adopted. The participants
are also to receive a balance sheet and income/
loss statement which was contained in the Annual
Report, within 210 days of close of each plan
year."
Enforcement
Very few people realize that an employer can be
taken to court, fined, or even possibly be imprisoned for failure to comply with the law. For
example, any employer who willfully fails to report or make disclosures, may be fined, not more
than $5,000; or may be imprisoned for not more
than one year; or both. If a corporation is involved, a fine of $100,000 will be imposed. If the
plan administrator fails or refuses to furnish a
plan participant (or his beneficiaries) with a copy
of the plan within 30 days after the request is
made, the administrator may be held personally
liable to the participant for up to $100 per day; as
well as any other relief that a court may decide is
proper. Also all participants are allowed to sue to
recover benefits, to clarify their rights to future
benefits, and to receive damages for any breach of
fiduciary responsibility.
The Secretary of Labor can bring his own suit
for some violations, if so requested by one or more
participants; or by the Secretary of the Treasury.
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(If the Secretary of Labor is involved, he has the
authorization to enter an employer's premises, inspect the books and records, and question the employees.)
It is unlawful for an employer to discharge, fine
or suspend, expel or discipline, or discriminate
against a participant for exercising his rights under the law or for giving information or testifying
at inquiries or proceedings relating to the law. The
law also forbids the use of fraud, force, violence,
or threat to interfere in any way with a plan participant in the exercise of his rights under the law.

". .. al l
participants are
allowed to sue
to recover
benefits ... "

Conclusion
The biggest supporting argument for the new
law is the guaranteed protection of employees
pension benefits (earned vested benefits). In the
past, companies have terminated their pension
plans because of insufficient funds or for other reasons. However, it should be noted that all sorts of
reports have to be filed with different agencies.
Also, the rules and regulations that tell how to
deal with prior service costs to be amortized, unfunded liabilities, and other accounting procedures are so complicated and technical, it takes a
lawyer to interpret them. One can see why a small
firm would almost have to hire an expert or give
up the pension plan.
❑
' "Congress Clears Bill to Regulate Pension," Congressional Quarterly Almanac93rd Congress, 2nd Session 1974, Congressional Quarterly Inc.. Washington,
D.C., 1975, p. 245.
Ibid.,p. 246.
' Ibid., p. 247.
' Sylvia Porter, "How the Pension Benefit Guaranty Corporation Works," Toledo Blade.February 20, 1976, p. 14.
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' As o f January 2, 1976, a new ruling concerning filing has been stated. The
administrators or pension plans with fewer than 100 plan participants, are no
longer subject to filing a detailed report; and they are not required to engage an
independent public accountant to audit the plan books. They will eventually file
a Form 5500 -C, which is to be designed jointly by the Labor Department and the
IRS. See "ERISA Reporting for Small Plans. Simplified." Haskins and Sells.The
Week in Review, January 2, 1976, p. 7.
' The New Pension Law Spells Out Participants Rights. Op. Cit., p. 9.
'John L. Belford. Jr., "How to Comply With the New Record Keeping, Disclo.
sure and Reporting Requirements of the Pension Law," The Practical Accountant, November-December 1974, p. 56.
The New Pension Law Spells Out Participants Rights, Op. Cit.. p. 8.
0
Belford, Op. Cit, p. 57.
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Bad Debt Losses
It must be shown that the debt had some value at the beginning of
the tax year and that the value at the end of the year is less. The
amount so determined as worthless may be taken as a deduction in
that tax year.
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By George C. Fowler
Most businesses suffer, at some time, losses due to
non - payment for goods or services delivered, or
for loans made in good faith. These losses are represented by receivables which are wholly or partially worthless.' They become "bad debt losses"
which must be accounted for and which should be
minimized. This can be done in part by taking
advantage of the provisions of the Internal Revenue Code which permit bad debts to be treated as
deductible expenses for tax purposes.
There are many ways to determine when a debt
is actually worthless. In most instances one or
more of the following situations will provide adequate reasons for bad debt deductions:
1.
2.
3.
4.
5.
6.

The bankruptcy of the debtor
The disappearance of the debtor
The death of the debtor
The receivership of the debtor
The termination of the debtor's business
A declaration that other debts of the debtor
have been judged worthless
7. A significant decline in the debtor's business
8. A significant decline in the value of the property, if the property is secured
9. An excess of senior claims over the fair market
value of the debtor's assets
To be able to take a deduction for a bad debt,
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the taxpayer must be able to prove the following
points:
1. That a debt actually existed;
2. That the debt represented a loan with repayment expected;
3. That the debt became wholly worthless, or
worthless to the extent written off, during the
tax year; and
4. That the addition to the reserve (if this method
is used) is reasonable.
The taxpayer must also indicate what the adjusted basis would be if the debt were sold (factored) or exchanged. However, if a debt was
worthless at the time it was acquired, it would not
be deductible. This could happen if a loan or advance was made under circumstances which normally would not occur. A loan could be considered a contribution to capital or even a gift if it
were made to an almost insolvent debtor in hopes
of recovering this and other debts owed. If a prudent man would not have made a loan or extended
credit because the reasonable expectation of repayment did not exist, the Commissioner may
take the position that the loan or credit is actually
a gift to the debtor or an investment in his business and disallow a deduction for a bad debt. Caution should be taken when dealing with debtors
that are thinly capitalized or are very close to being insolvent.
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Debts owed by political parties may not be deducted as bad debts if they become worthless even
though a liability exists.' One other debt that cannot be handled as a bad debt deduction is one
arising due to expropriation, intervention or seizure by a foreign government.'
Wholly and Partially Worthless Debts
Section 166(a)(1) of the Internal Revenue Code
states the general rule as follows:
"Wholly worthless debts —There shall be
allowed as a deduction any debt which becomes worthless within the taxable year."
This is clear enough and poses no significant problem to the taxpayer. However, Section 166(a)(2)
requires a much closer look. It reads:
"Partially worthless debts —When satisfied that a debt is recoverable only in part,
the Secretary or his delegate may allow such
a debt, in an amount not in excess of the
part charged off within the taxable year, as a
deduction."
This does not mean that the taxpayer must clear
each deduction with the Secretary, but upon audit
he must be able to supply adequate proof that the
specific debts involved have truly become partially
worthless to the extent a deduction was taken. If
the district director is not satisfied with this proof,
the deduction will be disallowed. All material relating to a partial or wholly worthless bad debt
deduction should be retained as proof to be supplied to satisfy the district director upon audit.
These would include letters, dunning notices, and
even newspaper articles upon which the decision
to deduct was based.
One method for making the deduction is by
specific write -off. This method may be used in one
or two ways. A debt may be deducted when it
becomes partially uncollect.ible, or the taxpayer
may choose to defer the write -off until the debt is
entirely worthless. It is not required that the debtor be notified or that the debt be removed from
the books completely; although, it may not appear
as an asset. The debt does not have to be cancelled
or released to become a bad debt deduction.
A partial write -off may be used by a corporation or, in the case of a business bad debt, by anyone other than a corporation. The taxpayer may
deduct the portion of the debt in the year that this
portion becomes worthless. This eliminates the
need to wait until a debt becomes wholly worthless. Each partial write -off must be substantiated,
and the taxpayer must be able to supply proof of
the worthlessness of each part of the debt as it is
deducted. Also, it must be shown that the debt
had some value at the beginning of the tax year
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and that the value at the end of the year is less.
The amount so determined as worthless may be
taken as a deduction in that tax year.
As an example, if one of your customers was
declared bankrupt and you were notified that only
$.50 on each dollar of a receivable would be paid,
how much would be deductible? In this instance,
one -half of the debt could be written off in the
year of notification. In the event that only S.25 of
each dollar was actually received in settlement,
the other one - quarter of the debt could be deducted in the year that the amount of final payment is
known.
The Internal Revenue Code also allows the taxpayer to defer taking the deduction until the debt
becomes totally worthless. To take a deduction for
a wholly worthless debt in the year in which it
becomes worthless, the taxpayer must prove that
the debt had some value at the beginning of the
tax year. If the debt had no value at the beginning
of the year, it could not have become worthless
during the year. The result of a disallowance
could be a loss of the deduction forever (if the
correction is barred by statute of limitations). The
deduction of the write -off for a wholly worthless
debt is allowable only in the year in which it becomes so. This is true even though no tax benefit
can be derived by taking the deduction. The deduction cannot be taken in a prior or later year so
as to benefit from a tax deduction.
Section 6511 of the Code sets a special statute
of limitations for filing refund claims due to wholly worthless bad debts. Under this section of the
Code a claim for refund may be filed up until ".. .
seven years from the date prescribed by law for
filing the return for the year with respect to which
the claim is made." ' This was added to the Code
because many times a court settlement concerning
a worthless debt is not reached until the normal
three -year statute of limitations has run.

"Each partial
write -off must
be substantiated . . ."

Reserve for Bad Debts
A second method of deducting bad debts is covered in Section 166(c). This subsection reads:
"In lieu of any deduction under subsection
(a), there shall be allowed (in the discretion
of the Secretary or his delegate) a deduction
for a reasonable addition to a reserve for bad
debts."
The key words in this sentence are "a reasonable
addition." The Income Tax Regulations state
that:
.. a reasonable addition to a reserve for
bad debts shall be determined in the light of
the facts existing at the close of the taxable
year of the proposed addition. The reasonableness of the addition will vary as between
Y7

classes of business and with condition of
business prosperity. It will depend primarily
upon the total amount of debts outstanding
as of the close of the taxable year, including
those arising in prior taxable years, and the

The initial
reserve would
be deductible..."

total amount of the existing reserve.`
This method is allowable only to an accrual basis
taxpayer and may be used only where the type of
debt involved may not be collectible in all events.

Exhibit 1
EXAMPLE OF BAD DEBT RESERVE COMPUTATIONS
In 19 71 , m anag e me nt de cid ed that it would be b e ne ficial fo r the co mp any to
switch to the re se rve me thod f or b ad d eb ts . T he initial reserve would be com-

For example, no bad debt reserve would be allowed in the case of federal government receivables. (Bad debt deductions are not allowed for
cash basis taxpayers because the amounts of the
obligations would not be reflected in income until
they are collected.) The reserve method of accounting for bad debts may be disallowed by the
Commissioner if he feels that it is inappropriate
because it does not clearly reflect the income in
the tax year.
To establish the amount of the initial reserve for
bad debts, the taxpayer must use the following
formula (see also Exhibit 1):
Initial reserve

=

Net bad debt losses
for 5 preceding years

puted as follows:
Year -end
accounts
receivable
$ 500 ,0 00
700,000
1,2 00.000
1,1 00,000
1,1 00,000
$4,60 0,0 00

1967
1968
1969
1970
19 71

Initial res erve =

$57.000
$4,60 0,0 00

Net bad
debt loss
$ 8,00 0
12,000
10,500
14,000
13,000
$57 ,5 00

% $1 ,10 0 ,0 0 0 = $1 3 ,7 5 0

The initial re se rve is req uire d to be writte n o f f ove r te n years b eg inning with
the ye ar o f c hange in m ethod s . In 1971, the c o mp any would be allowed a tax
ded uction of $1 4,3 75. This is mad e up o f:
Debts written o ff in 1 971
1 /10 of orig inal reserve
Total bad deb t d eduction fo r tax purposes

$13,000
1,375
$14 ,3 75

In each of the s ub se q ue nt nine ye ars , a d ed uc tio n f o r $ 1 ,37 5 will be take n o n
the tax re turn in ad ditio n to a re as o nab le ad d ition to the res e rve f o r b ad de b ts .
If, in 1972, the accounts receivable balance was $1,30 0,0 00 and the net
write -o ff s fo r bad de bts we re $ 15 ,0 00 , the ne w tax re se rve wo uld be c om pute d
as follows:
Year -end
accounts
receivable
$ 500,000
700 ,0 00
1,200 ,000
1,1 00,000
1,100 ,000
1,3 00,000
$5,90 0,0 00

1967
1968
1969
1970
19 71
1972

Ne w re s e rve -

$72 ,5 00
$5,90 0,0 00

Net bad
debt loss
$ 8,0 00
12,000
10,500
14,000
13,000
15,000
$72,500

X $ 1 ,30 0 ,0 0 0 = $ 15 ,9 7 7

The am o unt to be shown as a bad debt expense on the tax re turn for 1972
would be:
Bad Debts W ritten Off
Reasonable addition to reserve
1/1 0 o f o rig inal rese rve
Bad debt expense

$15,000
2,227
1,375
$18 ,6 02

The c hang e in bo th the bo ok and tax re se rve s fo r 19 72 are shown below. The
reasonable addition to the reserve for the year was $17,227. This consisted
of the $15,000 which was booked plus the $2,227 schedule " M " entry that
was made for tax p urp ose s.
Reserve
19 71
Provision
Recoveries
Write -offs
1972

Book
$13 ,0 00
15,000
2,0 00
(1 7 ,0 0 0 )
$13 ,0 00

Tax
$13 ,7 50
17,227
2,0 00
(1 7 ,0 0 0 )
$15 ,9 77

Difference
$ 750
2,2 27

$2 ,9 77

Sum of year end receivables
for 5 preceding
years
multiplied by:
Trade receivable at the close of the taxable year of
change.'
If a new business is considering using the reserve
method, no historical information will be available. "In that event, the experience of like businesses of similar size and activity may be substituted
until the new business has acquired sufficient experience of its own." '
The taxpayer does not get the benefit of this
new reserve all in the year of change. This new
reserve must be deducted in ten installments beginning with the year of change and continuing
for the next nine taxable years.' In the year of
change, the taxpayer may also deduct the amount .
of debts actually charged off. In the first year that
a deduction is required, a taxpayer makes an election by using either the direct write -off or reserve
method.' If a company has been in business for
ten years before the need for a bad debt deduction
arises then the tenth year's return would set the
precedent for all subsequent returns. The initial
reserve would be deductible in full as it would not
fall under Rev. Proc. 64 -51 concerning a change
in accounting methods.
In the case of a taxpayer who has established a
precedent by using one of the methods, an "Application for Change in Accounting Method," form
3115 must be filed within the first 180 days of the
taxable year of change. The initial reserve in this
case would come under Rev. Proc. 64 -51 and
must be written off over ten years. A form 3115
must also be filed, and the Commissioner's consent secured to change from the reserve method to
the direct write -off method of accounting for bad
debts. When this kind of change is made, the balance in the reserve account must be included in
gross income for the taxable year. This change in
Continued on page 33
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An Improved
Income Statement
The model income statement will not only present a much clearer
concept of income but will also lead to a much greater interest in
financial accounting.

By Richard Vangermeersch
Two factors have severely limited the usefulness
of the net income figure in the traditional income
statement. The first factor is the tendency for accountants to use the single -step approach, which
treats all revenues as being derived from the same
source and all expenses as being of one type. The
second factor is the accounting maze that accountants find themselves in when they try to
comply with APB Opinion Nos. 9, 20, and 30.
While these factors are defended as making accounting simpler and more uniform for the typical
external user, they have limited the use potential
of the net income figure for more sophisticated
external users and top -level internal users. Both of
these users would greatly benefit from a detailed
analysis of the income statement and from a
knowledge of the accounting rules applicable to
the computation of net income. A model income
statement is therefore suggested, see Exhibit 1,
which attempts to get more sophisticated external
users and top -level internal users away from "final
figure myopia" and from "bottom- line- itis."
Operating Revenues
Operating revenues (1) are limited to the revenues earned from the main operations of the entity. The easiest definition of this would be that it is
the revenue that is matched against the cost of
goods sold figure. All other revenues would be
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classified as other income. The operating revenues
classification focuses attention on what has been
earned through the traditional operations of the
company.
Cost of Goods Sold
Cost of goods sold (2) should be shown in the
following detail:
Beginning inventory (method)
Purchases

$ 5,000
285,000

Total available
Ending inventory

$290,000
8,000

Cost of goods sold

$282,000

The detail allows the user to note the inventory
method used and the amount of the difference between the beginning and ending inventories. This
can be a useful point in making a judgment about
the level of inventory on hand. The notation of the
inventory method gives the user an awareness of
whether to adjust cost of goods sold for the first in, first -out (FIFO) inflationary profit. It might
also serve as a vehicle for getting top -level managers involved in the accounting for inventory decision process.
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Gross Profit
Gross profit (3) has a great deal of meaning for
Y9

a# too
easy for
management to
...
skimp
"It

Is

lower and middle -level managers but tends to get
obscured for external users and for top -level inter nal users. In fact, one could label the gross profit
figure as one of the major casualties of the movement to the single -step income statement. The
gross profit figure tells much of the success of the
selling function of the business, in that an attempt
should be made to maximize gross profit rather
than the sales figure. The single -step approach
tends to obscure the maximization objective, since
the revenue figure is much more apparent than the
cost of goods sold figure.
Expenses
Expenses (4) are classified into four types. Type
1 non - discretionary (4a) and type 2 discretionary
(4b), are almost impossible to define rigorously.
Discretionary is an expense that is dependent
upon the decision of management and has a likelihood of benefiting the future.
Advertising and marketing programs (01), research and development (02), major maintenance
programs (03), and employee training (4b4) are
examples of expenditures which have a clear relation to the future but which are not to be capitalized because of the conservative nature of financial accounting. The use of the term "future benefit" typifies these four items. It is only all too easy
for management to skimp currently on these items
and to thereby maintain the current profit position. There may be serious future ramifications because of this short- sighted policy. Users of the in-

Exhibit 1
SUGGESTED FORMAT OF MODEL INCOME STATEMENT
1.
2.
3.
4.

Operating re venues
Cost of goo ds s old
Gross profit
Expenses:
4a. Non - discretionary
4b. Discretionary
0 1 . Adve rtis ing and marketing prog ram
0 2 . Research and development
0 3 . Majo r mainte nance p ro gram s
0 4 . Emp loyee training
4c. Write -downs
4d. Eff ect of c orrections of errors in acco unting e stimates
5. Net pro fit fro m us ual and freque nt occurre nces be fore income taxes

6. Inco m e tax o n
6a. Tax liability p aid (reg ular liability— inves tm ent cred it)
6b. Tax liability de ferred
7. Ne t p ro fit fro m usual and f re quent o cc urre nc es
8. Other inco me (ne t o f taxe s )
8a. Dividends
8b. Interest
8c. Share of investe e's prof it or los s
8d. Discretio nary revenue fro m sales of investments and capital as sets
9. Other expenses (ne t o f taxe s )
10. Inc om e o r lo ss (net of taxe s) from usual but inf req ue nt oc curre nc es
11. Inc om e or los s (ne t of taxes) f ro m unus ual b ut f re quent o cc urre nc es
12. Inc ome or lo ss (net of taxes ) f rom o perations o f a disco unted se gme nt
13. Income or loss (ne t o f taxes) from sale of se gme nt of the bus ine ss
14. Effe ct of changes in acc ounting me tho ds
15. Extrao rd inary item s (ne t o f taxe s )
16. Net inco me
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come statement should be able to make a judgment about managements' concern for the future
by analyzing the trend of monies spent for these
discretionary items. Each entity should analyze its
expenses so that other expense categories can be
added to the discretionary classification. Each entity should also disclose as many separate non -discretionary expenses as possible for user analysis.
Write -downs (4c) treated as ordinary income
have increased since APB Opinion Nos. 9 and 30
were issued. The following items were listed as
being ordinary income writedowns in APB Opinion No. 9:
"Certain gains or losses (or provisions
for losses), regardless of size, do not constitute extraordinary items (or prior period
adjustments) because they are of a character typical of the customary business activities of the entity. Examples include (a)
writedowns of receivables, inventories and
research and development costs, (b) adjustments of accrued contract prices and (c)
gains or losses from fluctuations of foreign
exchange. The effects of items of this nature should be reflected in the determination of income before extraordinary items.
If such effects are material, disclosure is
recommended." '
APB Opinion No. 30 lengthened the list of ordinary items to include:
"Certain gains and losses should not be
reported as extraordinary items because
they are usual in nature or may be expected to recur as a consequence of customary
and continuing business activities. Examples include: (a) Write -down or write -off of
receivables, inventories, equipment leased
to others, deferred research and development costs, or other intangible assets. (b)
Gains or losses from exchange or translation of foreign currencies, including those
relating to major devaluations and revaluations. (c) Gains or losses on disposal of a
segment of a business. (d) Other gains or
losses from sale or abandonment of property, plant, or equipment used in the business. (e) Effects of a strike, including those
against competitors and major suppliers.
(f) Adjustment of accruals on long -term
contracts." 2
The user has to know these write- downs, so
that he can decide whether to include or exclude
them from projections about the future operations
of the company. One of the unfavorable results of
APB Opinion Nos. 9 and 30 was the potential for
hiding these write -downs from the users of the
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income statement. Perhaps a very good case can
be made for the limitation of the use of extraordinary items but the potential for hiding important
occurrences must be overcome by disclosure on
the income statement.
Effects of corrections for errors in accounting
estimates (4d) have the same potential for being
hidden as write- downs. APB Opinion No. 20
called for a prospective treatment of errors in accounting estimates:
"The Board concludes that the effect of
a change in accounting estimate should be
accounted for in (a) the period of change if
the change affects that period only or (b)
the period ofchange and future periods if
the change affects both. A change in an
estimate should not be accounted for by
restating amounts reported in financial
statements of prior periods or by reporting
pro forma amounts for prior periods." '
Prospective treatment requires disclosure of such
an occurrence so that users can restate the past if
they so desire. At least they will be warned about
this change.
Net Profit before Taxes
Net profit from usual frequent occurrences before income tax (5) is the only figure in the model
income statement that is comparable to the figure
in the traditional current operations concept. The
emphasis of recurring events (so that projections
can be made) caused a school of accounting to be
built around the current operations concept. The
best definition of this concept comes from the following dissent to APB Opinion No. 30.
"Mr. Bows dissents to this Opinion because in his view it will cause serious erosion and confusion in efforts to achieve an
informative and proper presentation of results of operations. This deterioration will
occur because ordinary operating results
will be blurred by inclusion of nonoperating, unusual and nonrecurring terms that
affect net income for a given period. For
example, material gains or losses from retirement of debt, from major devaluations,
from sales of nonoperating capital assets,
from major storms or floods, and from litigation unrelated to current operations are
to be included in the determination of income from continuing operations' rather
than being set out separately on a net -oftax basis below such operating results. The
statement of income will present a distorted picture of ordinary operating results
and thus will be less useful to readers than
ifordinary operating results were clearly
MANAGEMENT ACCOUNTING /JANUARY 1977

distinguished from truly extraordinary
items on a net -of -tax basis and with a separate indication of their earnings per share
effect." `
Income Tax

"Greater user
attention can
also be focused
on the income
tax policy ... "

The income tax (6) caption allows the user to
spot immediately the income tax status of the
company. Since the income tax status ofa company is an external influence on the company's operations, it is best to treat this item as a separate
expense. Greater user attention can also be focused on the income tax policy ofthe tax managers, especially in questionning why one company
has a significantly lower tax expense than another.
Tax liability paid (regular liability— investment
credit) (6a) and tax liability deferred (6b) focuses
attention on the effect that APB Opinion No. 11
has on the deferred income tax payable account. If
one believes that Opinion No. 11 is misleading, it
would be possible to adjust for it. Without this
information an adjustment could not be made.
The breakdown of tax liability paid allows the
user to see the effect of the investment credit.
Net Profit after Taxes
Net profit from unusual and frequent occurrences (7) is the last item reflecting ordinary business operations. The remaining items are either of
a nonoperating nature or of a special nature and,
as such, are separately captioned, Generally accepted accounting terminology has been adopted
so that the model income statement can end with
the same amount shown in a one -step income
statement.
Other Income
Other income (net of taxes) (8) relates to what
may be described as ordinary miscellaneous revenue. As previously explained, attention should be
first focused on operating revenue and then on
other income. These two items have different
managers responsible for them.
Dividends (8a) and Interest (8b) reflect financing income, Share of investee's profit or loss (net
of taxes) (8c) refers to income from stock held in
another company. An investor company has to
recognize as income its percent ownership (if20
percent but not more than 50 percent of the investee's net income).'
Discretionary revenue from sales of investments
and capital assets (8d) removes from operating
revenue the effects of transactions that can lead to
income manipulation. For example, by deciding in
which year to sell, management can control the
desired net income for one of the years.
Other Expenses
Other expenses (net of taxes) (9) center around
financing charges. The advantage of this caption is
31

.a
requirement for
an entry to
retained
earnings would
have been
preferred .. .

that it removes from operational expenses certain
financial items. This reduces the difficulty in comParing a company which is primarily equity financed with one which is primarily debt financed.
The users of this income statement can then con sider the cost of financing.
Income or Loss
Income or loss (net of taxes) from usual but
infrequent occurrences (10) and income or loss
(net of taxes) from unusual but frequent occurrences (11) are tongue -in -cheek captions to attempt to portray the impossibilities of dealing
with the requirements of APB Opinion No. 30.
This Opinion required separate classification of
items which were both unusual in nature and infrequent in occurrence: 6
"Disclosure of unusual or infrequently occurring items
26. A material event or transaction that
is unusual in nature or occurs infrequently
but not both, and therefore does not meet
both criteria for classification as an extraordinary item, should be reported as a
separate component of income from continuing operations. The nature and financial effects of each event or transaction
should be disclosed on the face of the income statement or, alternatively, in notes
to the financial statements. Gains or losses
of a similar nature that are not individually
material should be aggregated. Such items
should not be reported on the face of the
income statement net of income taxes or in
any manner inconsistent with the provisions or paragraphs 8 and 11 of this Opinion or in any other manner that may imply
that they are extraordinary items. Similarly, the earnings per share effects of those
items should not be disclosed on the face of
the income statement." '
The confusion of APB Opinion No. 30 is best
typified by these following comments from some
of the members of the Board:
"Mr. Horngren assents to this Opinion
because it provides somewhat more definitive criteria for pinpointing extraordinary
items than have existed to date. However,
he agrees with the substance of paragraph
4. Separate identification of abnormal, unusual, or infrequent items is the primary
need. Whether these items are classified as
an extraordinary or ordinary is a secondary issue. Furthermore, he is unconvinced
that any criteria can be formulated which
provide a workable distinction between extraordinary and ordinary items." 6
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"Mr. Norr assents because he believes
the Opinion will reduce the frequency of
use of the extraordinary item category. In
order to provide stewardship he believes all
items should go through the income statement with supplemental disclosure of results of discontinued operations, paragraph
8. He believes that the criteria created in
this Opinion for extraordinary items, unusual and infrequent (paragraphs 20 -22),
are subjective and unworkable. He does
not believe earthquakes, expropriations or
prohibitions under new laws (paragraph
23) are extraordinary. He believes that the
extraordinary category has resulted in a
proliferation of abuses, particularly debits,
comparable to direct entries to surplus. He
believes the investor is best served by single
line identification of unusual items. In that
way there is stewardship for past events
and the reader may predict which items
may not recur. Thus, the subject of forecasting is a companion piece and is a vital
adjunct to an all- inclusive income statement." 9
Income or loss (net of taxes) from operations of
a discontinued segment (12) and income or loss
(net of taxes) from sale of a segment of the business (13) are items also specified in APB Opinion
No. 30. Both of these items are extremely useful
for analysis and they are correctly handled in the
Opinion,
Effect of Changes in Accounting Methods
Effect of changes in accounting methods (14) is
included in order to comply with APB Opinion
No. 20 on accounting changes. The Opinion wisely requires a separation of the cumulative effect on
retained earnings of an accounting principle
change from all other income statement items. 10
However, a requirement for an entry to retained
earnings would have been preferred since it is unwise to enter into the net income calculation an
amount which is very significant to net income
and which is subject to income manipulation depending upon the year of the change.
Extraordinary Items
Extraordinary items (net of taxes) (15) has been
severely constricted by APB Opinion No. 30:
"Extraordinary items are events and
transactions that are distinguished by their
unusual nature and by the infrequency of
their occurrence. Thus, both of the following criteria should be met to classify an
event or transaction as an extraordinary
item: (a) Unusual nature —the underlying
event or transaction should possess a high
MANAGEMENT ACCOUNTING /JANUARY 1977

However, dissatisfaction with this Opinion is best
illustrated by Financial Accounting Standards
Board (FASB) Decision No. 4 on Retirement of
Long Term Debt, which reversed the stand taken
in APB Opinion No. 26 that gain or loss on such
retirement is an ordinary income item:'-'
"Gains and losses from extinguishment
of debt that are included in the determination of net income shall be aggregated and,
if material, classified as an extraordinary
item, net of related income tax effect. That
conclusion shall apply whether an extinguishment is early or at scheduled maturity date or later." "

Net Income
Net income (16) is the same amount as on the
simplified single -step income statement approach
and, as such, serves to give the sophisticated external users and top -level internal users assurance
that what they have in the model income statement is much more information and not a different method of computing net income.

"Accountants
will then
become the true
tellers of
business in a
descriptive
Sense.
"

degree of abnormality and be of a type
clearly unrelated to, or only incidentally
related to, the ordinary and typical activities of the entity, taking into account the
environment in which the entity operates.
(b) Infrequency of occurrence —the underlying event or transaction should be of a
type that would not reasonably be expected
to recur in the foreseeable future, taking
into account the environment in which the
entity operates." I t

Conclusion
This model income statement will not only
present a much clearer concept of income but will
also lead to much greater interest in financial accounting. Accountants will then become the true
tellers of business in a descriptive sense.
' "Reporting the Results of Operations," APB Opinion No. 9, APB Accounting
Principles: Original Pronouncements. AICPA, New York, 1973, p. 6561.
"'Reporting the Results of Operations," APB Opinion No, 30, Ibid.. p. 6814.
"Accounting Changes," APB Opinion No. 20, Ibid.. p. 6692.
APB Opinion No. 30. Ibid.. p. 6816.
"The Equity Method of Accounting for Investments in Common Stock," APB
Opinion No. 18, Ibid.. p. 6672. APB Opinion No. 18 appears to violate both the
entity and conservative traditions in financial accounting and users should be
aware of the accounting effects of this Opinion.
APB Opinion No. 30, Ibid.. p. 6813.
Ibid., p. 6815.
' Ibid.. p. 6815.
[bid. p. 6816.
0
APB Opinion No. 30, Ibid.. p. 6690.
" APB Opinion No. 30. Ibid.. p. 6813.
"Early Extinguishment of Debt;" APB Opinion No. 26, [bid., p. 6766.
"'Reporting Gains and Losses from Extinguishment of Debt," Statement of
Financial Accounting Standards No. 4, Financial Accounting Standards Board,
Stamford. Conn., 1975, p. 3.

BAD DEBT LOSSES
Continued from page 28
accounting method should be thoroughly researched before a final decision is made to avoid
an unexpected tax liability. If a taxpayer on the
reserve method decides that the reserve is not required any longer he must take into income any
amounts which resulted in a tax benefit in a prior
taxable year.
There are advantages to using the reserve method of accounting for bad debts. The three major
advantages are: (1) It eliminates the large volume
of records that must be kept by a taxpayer with
many accounts receivable: (2) it better relates high
sales and receivable years with a comparatively
large addition to the reserve, and: (3) by using the
reserve method of accounting for bad debts, a deduction may be realized years before the actual
loss occurs. This increases the cash How of the
taxpayer by reducing the tax liability.
What happens if a debt is written off and in a
later year it is recovered? if the taxpayer uses the
specific write -off method of deducting bad debts
the recovery must be included in income. This is
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true only to the extent that a tax benefit was derived from the original write -off. If no tax benefit
was derived by the original write off the recovery
does not have to be included in income. If the
taxpayer is using the reserve method the recovery
should be credited to the reserve and not taken
into income. This would result in a smaller addition to the reserve in the year of recovery,
Conclusion
Taxpayers have at hand two methods of accountil,g fcr bad debt losses for tax purposes —the
specific write -off method, and the reserve for bad
debts method. One or the other" should be considered as part of the company's on -going cash management and tax program.
The Tax Court in 192', defined "worthless" as destitute of worth -- having no
value. uolueIcss, useless. Higgenbotham - Bailey -Logan Co., 8 BTA 566, Dec.
2901
' Internal Revenue Code Section 271
' This loss, however, could be deductible under Sec. 165 of the Internal Revenue
Code
Internal Revenue Code Sec. 6511 (d) (2)
Sec. 1.166.4 (b) (1) of the Income Tax Regulations
Revenue Procedure 64.51 Sec. 4.01 (1)
Internal Revenue Service Publication 334, "Tax Guide for Small Business"
Chap. 18, pg. 101
' Revenue Procedure 64 -51
Revenue Ruling 69.548
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As management accountants become aware of the usefulness of
economic theory, they become involved in the process of
investigating how cost figures and other data can be adjusted,
combined, and used to implement it.
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Because price theory as developed by the economist was highly abstract, the industrial accountant felt that it had very little applicability to his
problems. Similarly, the economist was not aware
of the extent to which the accountant had developed cost figures and had made cost studies which
could be used in refining and implementing the
price theory.
Recently, accounting education has included
micro - economic theory. This has placed an increasing emphasis on managerial economics as an
aid in solving business problems, As management
accountants become aware of the usefulness of
economic theory, they become involved in the
process of investigating how cost figures and other
data can be adjusted, combined, and used to implement it.
The area under consideration in this article is
the applicability of cost accounting to marginal
analysis. More specifically, it is concerned with
the relationship of direct costing and flexible budgets to the calculation of marginal cost and to
marginal cost pricing.
The purpose of this article then is twofold. It. is
an attempt to clear up some of the misunderstanding which still exists between the material presented in economic theory and that which is used in
cost accounting. It is also the aim of this article to
continue the work of providing a fusion of these

two bodies of knowledge in order to provide a
better basis for management understanding and
decision-makingWhat Is Cost?
Cost to the economist means opportunity cost.
In other words, what the factor of production
could command put to other uses. To management it means the cost of foregone opportunities,
and involves the income given up because one investment is selected rather than another. The opportunity -cost concept is relevant to business decision- making because it emphasizes the choices
managers must make in using scarce resources.
Accounting cost, on the other hand, involves
only an outlay of funds or a decrease in the value
of an asset. Opportunity cost is broader in the
sense that it includes imputed costs, which do not
show up in accounting costs. It refers to such
items as return on equity capital, interest on the
amount invested in idle land, or rent on a company facility such as a warehouse.
The different cost concepts and cost measures
depend upon the length of the time period and
different managerial uses and viewpoints. For this
study, the time period is relevant because the classification of costs into fixed, variable, and mixed
bears a close relationship to short-run and long run costs. The short run is usually defined as a
period of time in which the plant capacity cannot
be varied, so a part of the costs is fixed and the
MANAGEMENTACCOUNTING/JANUARY 1977

other part varies with the utilization ofplant. The
long run is a time period of sufficient length that
all factors ofproduction can be varied or, in other
words, the plant capacity may be changed and all
costs are variable.
Since this article is concerned with costing and
pricing at different volumes within a fixed capacity, we will consider only short -run costs. More
specifically, we will measure the marginal, or incremental, cost associated with a change in volume; so it is the variable portion that is under
scrutiny rather than the fixed.
Marginal Cost
Theoretically, marginal cost is the change in total cost resulting from producing one more unit of
output, and incremental cost means the change in
total cost caused by a change in the level of activity.' Furthermore, marginal cost —as used in economic theory —is a close approximation of the
standard direct cost per unit as calculated in cost
accounting. This means that within the relevant
range (normal capacity) this direct cost may be
used as the marginal cost per unit at this level of
operation.'
In order to determine the marginal cost at different volumes, we must concentrate on those
costs that can be traced directly to a unit of product. These costs are traceable, or direct, costs: direct materials, direct labor, and variable manufacturing overhead in a unit of product.
Direct material cost varies directly with
changes in the level of production, so this material
can be purchased in the quantity needed. The
quantity placed in process can be measured accurately, and so can the portion stored for future
use.
Unlike direct material costs, direct labor costs
do not necessarily vary proportionately with
changes in the level of production. Labor costs
can be fixed, variable, or a combination of both.
The labor costs are fixed where there is a stable
labor force with no overtime work. On the other
hand, the number of hours worked may be closely
related to output. Here management may use
overtime, part time help, and a varied work week
which will cause the direct labor costs to vary approximately in proportion to production. Ifa relatively stable labor force is maintained, but extra
workers are hired when volume reaches a certain
level, the labor cost is fixed up to a point. But
beyond that it will vary in steps, and will behave
like a semi- variable cost. If the steps are very
small it will be advantageous to assume the cost
will vary directly with volume and that it is linear
throughout. But ifthe steps are large, direct labor
cost must be treated as a semi - variable cost and
shown as a step function.'
In order to determine marginal cost, the third
factor that must be calculated and budgeted is the
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variable manufacturing overhead. Some overhead
costs vary directly with volume, for example,
power in some plants. Others have both fixed and
variable elements and are referred to as mixed
costs. Some cost analysts break these into semi variable and semi -fixed. The semi - variable consists
of a base amount that represents the minimum
cost of supplying the service and a second part
that varies directly with changes in volume. An
example might be factory supplies where a minimum amount is required to get production started, and an addi`..onal quantity is needed as the
level of activity increases. The classication of
semi -fixed refers to stair -step costs because they
vary in steps.' The best example is cost of supervision. A foreman may supervise a range of activity:
1,000 to 4,000 direct labor hours per week, for
example. But when production goes beyond the
4,000 hours it is necessary to hire another foreman, and so on.'

"Actually the
flexible budget
is a set of
budgets ... "

Flexible Budgeting
Because manufacturing overhead costs are not
the same at different levels of production, it is necessary to develop the flexible (variable) budget.
Actually the flexible budget is a set of budgets
calculated for each of a number of production levels within the normal range, with the manufacturing overhead items separated into fixed and variable categories.
In order to develop the flexible part of the budget, it is necessary to have an adequate knowledge
of the cost behavior patterns. For those that vary
directly with the level of activity, a set of rates or
formulas are developed. The activity unit should
be one that is affected primarily by changes in
volume. This may be calculated on the basis of
output or input. Usually some satisfactory measure of input is used such as direct labor hours or
machine hours. Then the rates are calculated for
the different overhead items. In the example below the volume base is in terms ofstandard direct
labor hours.
In some departments it may be possible to calculate satisfactory rates per direct labor hour for
all of the overhead items, but in other departments it is necessary to separate those items that
are directly variable from those that are semi -variable, and to calculate the latter group separately
and in different ways.
First a rate is developed for each item that varies directly with standard labor hours. Based upon
the strictly variable items from the table it would
appear as follows:
Expense
Materials handling labor
Miscellaneous factory supplies
Power and light
Total

Rate per DLH
$.0800
.0186
.0240
$.1226
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"Other
manufacturing
costs may vary
differently. "

Based upon past experience and the data available, amounts for the semi - variable items are calculated at the different levels of activity. Let's take
the salaries of the assistant foremen as an example. Salaries will vary in steps since each person
can supervise a range of activity. Here the number
ofassistant foremen required may vary with small
changes in volume, or they may vary only with
substantial changes. Data, experience, and judgment should enable the superintendent to forecast
the volume level changes at which additional supervisors will be needed, and the amount of supervisory costs at each level.
Other manufacturing overhead expenses may
vary differently. Maintenance and repairs may be
relatively fixed from the company viewpoint, since
a company may maintain a fixed staff resulting in
a fixed total amount. Nevertheless, the cost accountant may assign maintenance expense to each
department on a direct labor hour basis, thus
making it a variable cost to the department. Or,
again, maintenance may not vary directly, but behave in a step -like manner.
Regardless of how manufacturing overhead
items vary, it is possible to calculate a set of budgets at the various levels. These figures are absolutely essential to the calculation of marginal cost
when the volume changes from one level to another.
Calcidation of Marginal Cost
In the following calculations it is assumed that
the company has only one department and manufactures one product. Also, it is assumed that production occurs within the normal range of 60 to
100 percent of practical capacity. Even though
economists develop hypothetical cases showing
marginal cost from ten percent of capacity to as
high as 130 percent, no attempt will be made in
this example to go outside of the normal range.
If a flexible budget is available, marginal cost
can be calculated under either absorption costing
or direct costing. Since only the incremental cost
is relevant, only the variable part of the budget is
used, and it does not matter how the fixed manufacturing overhead is handled.
Assume that this company used the following
standard cost data:
Direct materials (10 pounds at $1.0) $10.00
Direct labor (8 hours at $3.75)
30.00
Total
$40.00
Furthermore, assume that the selling and administrative expenses are fixed. (If a substantial part
of these non - manufacturing expenses is variable
the accountant adds on the variable amount per
unit in order to arrive at the marginal cost per
unit.)
The usefulness of this marginal cost concept
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can be illustrated by a specific case. Assume that a
company has been operating at 70 percent of capacity (1,641 units per month) with little chance
of increasing the rate of utilization in the next six
months. Now it has an opportunity to secure a
private brand order for 3,000 units to be delivered
in equal installments of 500 units per month at a
price of $48.75. This special order will have no
effect upon the regular sales. If this order is accepted, production and sales will increase from
1,641 units per month to 2,140 units per month or
from 70 percent of capacity to a little more than
90 percent of capacity.
The marginal cost per unit of increasing production from 70 to 90 percent is as follows:
Variable manufacturing
overhead at 90%
Variable manufacturing
overhead at 70%
Change
$1,369.74
468.75 units

$4,600.99
3,231.25
$1,369.74

+ $40 = $42.92

This is the "average" marginal cost if the level of
production increases from 70 percent to 90 percent of capacity. This figure is a close approximation of the marginal cost per unit involved in producing the 500 extra units per month.
On this basis, the contract price per unit (marginal revenue) of $48.75 is greater than the marginal cost of $42.92 and produces a contribution
margin of $5.83 per unit and a total contribution
for the 500 units of $2,914 per month. Therefore,
the special offer should be accepted as long as the
other sales are not affected. This is true even
though the total cost per unit may be higher than
the price per unit for the special order. When a
firm is operating at a level substantially below capacity, special orders should be considered as long
as the price (marginal revenue) is greater than the
marginal cost, because the transaction will result
in a contribution to fixed costs and profit.
Marginal Cost Pricing
In micro - economic theory, the point of most
profitable output (or least loss) is where marginal
revenue equals marginal cost. This means the firm
will maximize its profit or minimize its loss by
setting that price and producing that quantity
where the extra revenue from the last unit just
equals the extra cost of producing and selling that
unit of product. Of course, the price must be
above the average variable cost or the firm should
discontinue production.
The above is a theoretical concept difficult to
apply — particularly in view of the difficulty of
forecasting the demand, constructing a demand
schedule, and calculating the marginal revenue.
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This fundamental economic principle does, however, have applicability in pricing. Marginal analysis can be used as a theoretical guide to view the
pricing problem in conceptual terms, and also to
show how marginal cost pricing can be used directly in certain pricing situations.
The well -worn cliche that "nobody ever made a
profit without covering all costs" is a misleading
statement that may prevent firms from maximizing profits. True, in the long -run, the company as
a whole must cover all costs to make a profit. But
covering average total cost should not determine
whether or not a particular activity is undertaken.
In many cases, however, it may be the marginal
cost that should be the guide for production and
pricing.°
Cost, in any case, is only one factor that determines price, so obviously marginal cost will not
determine the price of a product. It will, however,
establish the minimum price that can be accepted.
Market conditions (demand) will set the maximum that can be obtained. It is within this range
that many profitable pricing decisions will be
made.
A manufacturing firm is concerned primarily
with the regular production and pricing of standard mass - produced products. One of the characteristics of standardized products is that they tend
to have a life cycle composed of introduction,
growth, maturity, and decline. Each stage has a
specific cost that should be used in setting the
price during that stage.
The introductory stage has a high average total
cost because the development and engineering
costs are high, and productive efficiency is low. If
the pricing manager uses this total cost figure and
then adds the usual mark -up, the initial price may
repel customers and prevent the increase in sales
usually associated with the growth stage.' If, however, marginal cost is used as the basis for pricing,
a figure is arrived at which may stimulate sales
and provide the contribution budgeted for the introductory stage.
As the product moves into the growth stage,
the productive efficiency increases, costs change,
and competition tends to increase. Volume will
increase until it begins to approach the planned
plant capacity, and the level of operations approaches the point of optimum output. This is
also knows as the point of maximum efficiency. At
this level, the average total cost is at its lowest
point. But besides this cost figure, the pricing
manager must consider probable increased competition before he can establish a price which will
maximize the contribution, or at least achieve the
budgeted amount.
As the product matures, differences between the
various brands tend to lessen, quality is equalized,
customer acceptance is stabilized, and price becomes the most important factor." At this point,
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the production manager might want to consider a "Cost, in any
cost reduction program to lower both product case, is only one
cost and price so as to improve its competitive
factor that
position and net income. Of course, special attention should be given to maintaining product quali- determines
price ... "
ty.
Product innovation and more effective marketing may enable the product to remain in the mature stage for a very long time. If, however, the
product moves into the declining stage, marginal
cost again becomes critical in determining price
because it may not be possible to establish a price
that will achieve the usual target return using average total cost. Also, direct cost and contribution
are critical in determining when to discontinue
production. If sufficient capacity is available, production will continue as long as the product is
producing the budgeted amount of contribution.
When a new product appears that has a higher
contribution margin, and if adequate capacity is
no longer available, the original product may be
discontinued even though it is providing the target
amount of contribution.
Another pricing situation where marginal cost
pricing is applicable is in the case of price discrimination: charging different customers different
prices. In order to use price differentials, the demand elasticities between the various markets
must differ, and the firm must be able to segment
the market in order to prevent the resale of the
lower - priced products in the higher - priced market.' This differential is based on either a difference in value ofthe product, which frequently involves product differentiation, or upon a difference in the cost of providing the product. 10 The
cost used should be the marginal cost, and the
prices will depend upon the demand elasticities in
the different markets.
A special application of price differentials is
used in penetrating any new market — particularly
a foreign market where geographic barriers provide a convenient basis for price discrimination.
Frequently the price charged in the foreign market will be based on the marginal cost, and may
result in selling the product in the foreign market
at a lower price than in the domestic market. This
may enable the company to become established in
the overseas economic community.
Conclusion
The manufacturing flexible overhead budget is
constructed to cover a relevant range rather than
just one level of activity. It makes possible better
planning, and provides a closer control over performance. This device provides a better means of
comparing actual data with budgeted figures since
they are automatically geared to changes in volume. Recently, the flexible budget has been used
as an aid in calculating the incremental cost of
Continued on page 40
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Patient Mix and
Breakeven Analysis
Using this concept, hospital management can determine if the
forecasted revenue is realistic and, if not, take action to change
cost patterns or patient mix to achieve the hospital's goals.

By James D. Suver and Bruce R. Neumann
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A very important tool for planning hospital operatio n s is to u se b reakeven an aly sis, an accounting
to o l th at h elp s t o se greg ate co st s th at vary with
vo lu m e fro m th o se th at are co n stant for a period
o f tim e. Th ese tw o catego ries o f costs ar e called
variab le an d fix ed respectively . In a hospital contex t, th e u se o f b reakeven an aly sis highlights the
managerial acco u ntin g con cept of contribution
margin , which is th e difference between the
charge the patient pays and the variable cost of
treatin g the patien t. Fo r ex am p le, assum e a patient daily ch ar ge o f $1 20 a n d variable costs of
$40, th en th e con trib utio n m argin is $80. The contrib u tio n m argin is th e am o u n t available to cover
fix ed op erating costs, fixed n on reimbursable costs,
and fixed amounts needed for future expansion
plans.
Given this relationship, the role of breakeven
analysis can be clearly sh own. In a proprietary
hospital, th e breakeven point is that level of
ch arges or p atien t d ays that allo ws the hospital to
co ver all co sts other th an p ro fit.. It will break even
at the level o f activity where th e contribution m argin eq uals th e total of its fix ed or comm itted costs.
Th ese relatio n sh ip s can b e exp ressed algebraically
in th e fo llo win g man ner:
TC = F C + O C + V C
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where
TC
FC
OC
VC
and
TR

=
=
=
=

Total costs
Fixed operating costs
Other necessary costs
Variable costs

= PD X DC

where
TR = Total revenue
P D = Patient days
D C = Daily charges
Breakeven will occur when:
TR = TC
Consider a hospital with the following cost
structure:
Fixed costs = $800,000
Other necessary costs = $200,000
Variable cost = 25 percent of total revenue
Then at breakeven:
TR = TC = $800, 000 + $200, 000 + . 25TR
TR = $1,333,333
If the am ount of the daily charge or the number
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Exhibit 1

Self -pay
Private insurance
Medicare
Medicaid

Patient
mix

Contribution
margin

20%
25%
30%
25%

(120- 40) -$80
(120.40) —$80
(110.40) =$70
(100- 40) =$60

Weighted
contribution
margin
$16
20
21
15
$72

Reimbursement
rate
$120
120
110
100

Weighted
reimbursement
rate
$24
30
33
25
$112

l

Method of
payment

r

COMPOSITE CONTRIBUTION MARGIN

The composite contribution margin = ($72/$112) = .64.
Variable costs = 1 — contribution margin = .36.

of patient days is known, then the total revenue
JR) can be used to find the unknown quantity.
For example, assume there will be 10,000 patient
days next year. What should the daily charge be?
DC = TR/P D
DC = $1,333,333/10,000
DC = $133
Patient Mix
The above analysis assumed that there was only
one level of daily charge. This is clearly not realistic in the hospital environment. There are at least
four and usually more reimbursement possibilities. For example, there would usually be at least
the following categories of patient reimbursement
possibilities:
Self -pay patients
Private insurance plans
Medicare plans
Medicaid plans

Patient mix

Reimbursement basis

Self -pay
20%
Private insurance 25%
Medicare
30%

Total charges
Total charges
Cost or charges,
whichever is lower
Reimbursable costs
only

25%

$120
$120
$110

$100

Given the above data, what level of total revenue must be achieved to break even? In order to
determine this point, a composite contribution
margin can be developed as shown in Exhibit 1.
At breakeven:
TR = TC = $800,000 + $200,000 + .36TR
TR = $1,562,500

Each of these reimbursement plans would probably pay different proportional amounts of the total patient charges. However, this complication is
the same problem faced by industrial companies
that produce or sell more than one product.
Breakeven analysis can be applied in these cases
by using a composite contribution margin. For example, consider a hospital with the following cost
structure and patient mix:

Medicaid

Self -paid
Private insurance
Medicare
(to the point where costs are
greater than charges)
Medicaid
(to the point where costs are
greater than charges)

Fixed costs = $800,000
Other necessary costs = $200,000
Daily charges = $120 per patient day
Variable costs = $40 per patient day
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This projected level of total revenue can be used
to determine the amount of revenue needed from
each reimbursement source. This is obtained by
multiplying the projected revenue ($1,562,500) by
the patient mix in percentage terms.
Method of
payment
Self -pay
Private insurance
Medicare
Medicaid
Total revenue

Patient
mix
20%
25%
30%
25%

Revenue
312,500
390,625
468,750
390,625
$1,562,500

$

1.
2.
3.
4.

Out -of- pocket costs are assumed to be the same
for each patient and the following schedule is used
for reimbursement purposes:
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The number of patient days in each category is
obtained by first determining the total number of
expected patient days. This is obtained by dividing
the projected revenue $1,562,500 by the composite
average daily charges $112, which is equal to
13,951 patient days. This relationship indicates
the expected level of volume, in terms of patient
days. The number of patient days in each category
is then determined by multiplying the projected
volume (13,951) by the patient mix:
39

patient mix
is a significant
and crucial
variable that
cannot be
ignored . . . "

Method of
payment

Patient
mix

Patient
days

Self -pay
Private insurance
Medicare
Medicaid

20%
25%
30%
25%

2,790
3,488
4,185
3,488

TR = $800,000 + $200,000 + (40 /120)TR
TR = $1,500,000
Using the projected level of total revenue
($1,500,000), the number of patient days in each
category can be determined:

13,951

Total patient days

This analysis indicates that 13,951 patient days
are needed to operate at the breakeven point if
costs and patient mix are at the planned levels.

Method of
Patient
mix
payment
Self -pay
50%
Private- insurance
50%

Applications
Using this concept, hospital management can
determine if the forecasted revenue is realistic
and, if not, take action to change cost patterns or
patient mix to achieve the hospital's goals. As patient mix changes, the breakeven level of revenue
also changes. The analysis can be used to evaluate
changes in the patient mix. For example, if the
hospital were able to eliminate medicare and medicaid patients and obtain an adequate volume of
self -pay and privately insured patients, what volume of patients is required to break even?
Method of
payment
Self -pay
Private insurance

Patient
mix
50%t;
50%

Contribution
margin
$80
$80

The composite contribution margin is now $80
and the breakeven volume of total revenue is:

Revenue
750,000
750,000
$1,500,000
$

"...

Patient
days
6,250
6,250
12,500

In addition, the same techniques can be used at
the end of an accounting period to evaluate why
actual performance did or did not meet the budgeted goals.
Conclusion
These brief examples indicate that patient mix
is a significant and crucial variable that cannot be
ignored in breakeven analysis in the health care
industry. Assumptions about patient mix are extremely critical in planning for the future and it
would be very misleading to ignore the effects of a
shift in patient mix. If desired, these methods
would also permit the hospital to engage in separate breakeven calculations for each type of patient. However a breakeven analysis for each type
of patient would require knowledge of the fixed
costs that could be attributed to each type of patient.
1]

FLEXIBLE BUDGETS AND MARGINAL COST PRICING
Continued from page 37
producing additional units. This has made possible the use of marginal analysis in evaluating a
wide range of pricing situations.
Because of the many factors influencing price
and profits, most managers are content with satisfactory profits and use a cost -plus formula to set
the price and to achieve this goal. This system of
average cost pricing will provide adequate profits,
but it may overlook many opportunities where
marginal cost pricing can be used to secure sales
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that will increase the contribution and the company's net income.
O
' Since in much of the literature these two terms are used interchangeably, we
will, in this article, consider them to be synonymous.
' Germain Boer, Direct Cost and Contribution Accounting, John W iley and
Sons, New York, N.Y., 1974, p. 151.
' Charles T. Horngren, Cost Accounting. A Managerial Emphasis Prentice -Hall.
Inc.. Englewood Cliffs, N.J., 3rd ed., 1972, pp. 237.8.
, For the remainder of this article, mixed items will be referred to as semi-aria11c, and no attempt will be made to distinguish between semi- s•ariable and scmifixed.
' Boer, Op. Cit., p. 13.
N.A.A. Research Report No. 37, "Current Application of Direct Costing."
Whether this is true or not depends upon the strength of the demand during the
introductory stage.
Boer, Op. Cit., p. 169.
Gordon Shillinglaw, Cost Accounting — Analysis and Control, 3rd ed.. Richard
D. Irwin, Inc., Homewood, III.. 1972, p. 676.
" Marshall R. Colberg. Dascomb R. Forbush. Gilbert R. Whitaker. Jr., Business
Economics, Richard D. Irwin, Inc.. Homewood, III_ 5th ed.- 1975. pp. 339.40.
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EDP Control
Means Total Control
In a manual system, the audit trail consists of journals, ledgers, and
workpapers that permit the auditor to trace transactions through the
system. In an EDP system, however, form, content, and
accessibility of records frequently make it difficult to follow a
transaction completely through the system.

By James R. Davis
The in stallatio n o f an electron ic data pro cessin g
system in a firm affects many peop le and alters the
internal co m tro l sy stem , bu t it d oes n o t lessen in
any way th e n eed fo r a s tro n g sy stem o f in tern al
control. In an y EDP sy stem , weaknesses in in ternal contro l p ro vid e m o re o p p o rtu nities fo r erro rs
or fraud to go u nn oticed , an d it is mo re d ifficu lt to
establish acco un tab ility fo r th em .
Control Ch an ges for EDP Sy stem s
It is gen erally agreed th at acco u n tin g in tern al
controls are co n cern ed w ith safegu ard in g th e assets of th e firm an d assu ring the reliab ility and
accuracy of finan cial in fo rm ation . In th e sam e
way, EDP co n tro ls m u st b e o p erative th ro u gh o u t
the system, an d in clu de an y area wh ere a u ser h as
cont act with d at a, e ith e r th ro u g h th e eq u ip m en t
or extern al to it. Su ch co ntrols in clud e:
I. Lim itin g d ata access to au tho rized persons,
and th en o n ly to th e d ata that are n eed ed
2. Reportin g varian ces to m an agem en t o n a tim ely basis in ord er to in itiate co rrective action s
3. Using the co ntrols over processes with in th e
system itself
4. Im plem en tin g th o se co n tro ls th at are effective
but no t so un reaso nable that it beco mes imp ossible to live with the sy stem.'
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In a m anual system the accounting departm ent
has traditionally been responsible for the accurate
postings to ledgers, arithm etical accuracy, and
general bookkeeping activities. In a n ED P en vironm ent, however, traditional functions once vested in t he acc ountin g depa rtm ent have now been
altered significantly, elim inated, or transferred to
the com puter. These changes im pose greate r responsibility on the accounting departm ent, and
also on the source and user departm ents than was
necessary in a m anual system . Specific m easures
must now be im posed on the system to control the
actions of people at each stage in the flow of data.
The accuracy of a computer eliminates the need
for som e of the inspection necessary in a m anual
system, but the lack of hum an intervention during
processing m eans that som e of the control is lost.
Unless the system is designed to recognize unintentional errors or deliberate fraud in the data,
machine reliability is lessened. Com puters cannot
think, so they m ust be program m ed to detect unusual transactions that manual inspection traditionally caught. Fortunately, once program m ed
for error detection, the procedures for these controls m ay be m ore com prehensive, effective, and
efficient than previous manual controls.'
General controls include the primary plan of
organization and ope rat ion o f t he EDP a ctivit y,
the procedures for docum enting, reviewing, testing, and approving system, program s and
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"Documentation serves
essentially as a
communications link . . . "

changes, controls built into the equipment and
data files, and other data and procedural controls
affecting EDP operations. The specific application
controls are categorized in the basic areas of input, processing, and output.
Documentation
Documentation consists of descriptions of procedures, charts, instructions to employees, flow charts, and other necessary descriptive materials.
Although it is usually costly, documentation is an
absolute necessity if the investment in the computer installation is to be protected. Without sound
documentation, the system will be highly vulnerable when key individuals leave. Also, the system
may become uncontrolled and incapable of being
audited by management or outside auditors.
In general terms, documentation serves to provide management with a clear understanding of
systems objectives and concepts, and to ensure adherence to company policies. It also serves as a
basis for reviewing accounting and internal controls by internal and external auditors, and provides a reference for systems analysts and programmers responsible for maintaining existing
systems and programs. Adherence to the ideal of
full documentation varies widely in practice because of the time and expense involved in preparing and maintaining the information.
Documentation serves essentially as a communications link between users and the data processing department. If lucid standards of accuracy
and schedule requirements are not specified between these groups, one group may often receive
blame for problems outside its realm of responsibility. Also, data inaccuracies may result if schedules that affect more than one group are disregarded. The process of preparing documentation
also helps to establish lines of communication between those responsible for getting the jobs completed.
Documentation identifies the placement of control elements by enumerating precise duties and
responsibilities. Proper documentation provides a
means of monitoring changes in the system and
makes the process of change easier, because it
presents to all concerned parties a concise analysis
of the status of data processing at any given time.
Since an EDP system is a complex collection of
subsystems, routines, sources of input, volume
variations, and output requirements, documentation is crucial for efficient integration of personnel
and equipment according to predetermined schedules and data specifications. Documentation aids
both management and accounting in evaluating
the operating efficiency and effectiveness of the
data processing activity by serving as a basis for
comparison. It is also invaluable for training new
employees and assisting current employees in
learning changes in the system.

42

Documentation must be protected from loss or
destruction. Duplicate copies should be stored in a
remote location, accessible only by authorized
personnel. These duplicate records serve an additional purpose; they enable members of management and internal auditing to make periodic comparisions with current programs to satisfy themselves that no unauthorized or fraudulent changes
have been inserted. The usefulness of duplicate
documentation to external auditors is readily apparent.
Three Categories
Three categories of documentation must be implemented in a system: systems documentation,
programming documentation, and operating documentation.
SYSTEMS DOCUMENTATION

Systems documentation should include an English language narrative stating both the overall
objectives of the system and subsystems and the
applications of the system in relationship to each
other. This narrative should be approved by the
user groups for whom the output is intended as
well as by top management. Because systems documentation requires the involvement of generalists, the English narrative should avoid technical,
computer- oriented terminology.
Along with this narrative, a systems flowchart
should be prepared to indicate the flow of data
through the system, and to indicate the hardware
involved. The flowchart, using standard flowcharting symbols, should correlate with the narrative and be supported by procedures manuals for
all operations in the system.
PROGRAM DOCUMENTATION

This documentation should contain comprehensive descriptions of the programs on file. It is a
valuable tool for developing tests of the system,
for discovering where procedural weaknesses exist, and for providing a point of reference for modification in the system.
Documentation for each program should include an English language description of what the
program is intended to accomplish, the hardware
required to run the program, flowcharts illustrating the logic of the program, and input /output
record layouts for various media. Record layouts
should include:
1. Details of records, with descriptions of all
fields (use standard abbreviations only)
2. Location of decimal points
3. Indication of field sizes
4. Type of data: alpha, numeric, or alphanumeric
allowable on each field
5. Data codes describing all possible values of the
code and their meanings
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6. Header label record conventions to be used
7. Blocking factors to be used
8. Trailer record conventions to be used
9. Special control records, ifany.'
Descriptions of printed record layouts, rules for
special computations, internal and external controls to be checked, instructions for preparing,
editing, and controlling data should be included in
documentation for each program. Editing and
control procedures should include such tests as
reasonableness and consistency, Standards for file
descriptions and console messages —and their
meanings —are also necessary for each program.
Each program's documentation should be a
complete unit, avoiding reference to other documents, and written in accordance with predetermined programming specifications. Program listings should be compiled and English language
comments added to explain program components.
Copies of source and object programs are part of
the documentation, and should be stored away
from the main computer center as .backup files.
Remote storage of programs also serves to discourage unauthorized changes to programs —provided the data processing manager, or internal auditor, periodically compares production programs
with copies of the originals.
Program modifications should be approved in
writing by the data processing manager and documentation should be updated. Those modifications should then be tested in a manner similar to
testing a new program. Test data should include
all valid combinations of data as well as data designed to violate control procedures. Thorough
modification testing should be monitored by non systems personnel and should include the following:
1. Mock data designed to violate the edit and other controls of the system
2. Large doses of "live" transaction data as an
assurance check on the comprehensiveness of
the mock data
3. "Control answer" violations of the system,
with proper followup of variations from controlled answers
4. Tests of more than one cycle of the same program in order to verify its updating capability,
and "string tests" ofthe entire system to verify
program compatibility from input, through
processing programs, to reporting.`
OPERATING DOCUMENTATION

Operating instructions, the third category of
documentation, should include systems flowcharts, console display explanations, actions to be
taken for special conditions, restart procedures,
and output disposition. Instructions for data input /output should include input media preparaMANAGEMENT ACCOUNTING /JANUARY 1977

tion instructions, logging procedures, conversion
of raw data into machine readable form, verification instructions, storage of raw data after input
to the system, and review of the output, such as
batch control checks.
Operating instructions should be legible, and located near the console. To make sure that the instructions are actually being used, the data processing manager should observe operations during
working hours, and conduct a periodic review to
check for adequate updating of the documentation. Illustrations of forms and layouts, and samples of outputs are also a part of this documentation, If machine readable input is prepared by
source departments, easily understood procedures
manuals must be written for them, since they
most likely will have little knowledge of data
processing procedures.

"Program
modifications
should be
approved in
writing ... "

Application Controls
Application controls primarily concern input,
processing, and output. The consistency and integration of a system demand valid data handling
techniques at every point. Input is typically the
weakest link in the processing chain, and many
experts consider the manipulation ofinput data as
probably the easiest way to perpetrate fraud. Because fraudulent data may be indistinguishable
from legitimate data, the input devices must be
carefully controlled. If an unintentional error is
made in the initial recording of the data, it may
easily pass through the entire system without detection. It may also be transferred to other departments for processing; consequently, there must be
control over the interdepartmental movement of
data as well. Since a single transaction can affect
many files, and eventually output, controls over
input must assure both valid input data and proper program posting in specific files.
While data is entering the computer, well -designed data editing functions ensure that only valid data are processed and that unacceptable data
are flagged for correction or removal. Some of the
more important controls during processing include: sequence check, character check, reasonableness and limit tests, completeness checks, and
digit checks. Also, tests of logical transaction
combinations provide control over such items as
equality of debits and credits. A list ofacceptable
transaction combinations should be incorporated
in the computer program to process accounting
data. The inputs of each transaction transmitted
for processing are jointly tested against the acceptable transaction combinations, and only transactions with account coding corresponding to that
contained in the computer program are accepted
for processing.
When errors are detected during a run, good
internal control requires established procedures
for follow -up and correction. In handling errors:
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"The ability of
the computer
system to
measure itself is
a most powerful
internal control
tool.
11

1. Overall control of good data plus error data
must be maintained
2. Reconstruction of the error record from the
source data must be possible
3. The rules on resubmission of corrected records
must be clearly defined
4. Overall controls must be reestablished after
correction runs.`
The ability of the computer system to measure
itself is a most powerful internal control tool. It
reports who is doing what, for how long, how and
when. This information may be reported continuously by the console log or stored, analyzed, and
reported periodically. This console log is examined by a control group withing the data processing department. Actual run times recorded by the
console log are compared with predetermined
time standards. Halt conditions and machine malfunctions recorded by the console log are also investigated by the control group. This group also
records the progress of batches through the department, from initial receipt logging through
each step in the processing to final disbursement
of output. Persons receiving output also aid in
control if they screen output carefully and compare it with control totals maintained in the
source department. If the organization is small
and does not have the personnel to segregate data
processing duties, greater reliance is placed on the
controls exercised by source departments. These
controls include scrutiny of output processed by
the computer, custody and access to assets restricted from the data processing department, and
independent reconciliation of accounting controls.
Organizational Independence
However reliable the input of a system, the effectiveness of controls are reduced if, as in a small
manual system, one employee prepares input and
also had custody of the assets, or if any one employee is in a position to prepare input and control
the program processing it. The following guidelines on the separation of responsibilities are generally accepted:
1. The data proprietor (a functional group in the
firm which originates data) determines classification of data, establishes individual needs for
access to data, and propriety of data.
2. The installation manager handles data from
the functional group according to classification,
administers accessibility on local or remote basis, and conducts periodic reviews of operational security under his control.
3. The data processing security administrator
monitors the data processing security program,
acts as the focal point for security matters, is
involved in the security aspects of new applications, and conducts training programs.'
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Unless the system is large enough to justify separation of the duties, the data processing manager
will probably act as the security administrator as
well. Within the data processing department, development, operating, and control activities
should be separated. In a very samll system, however, complete separation may not 'be practical or
possible, but authority should be delegatea in such
a way that no individual is responsible for the
complete processing of any transaction. No one
person should have the access necessary to both
initiate and conceal errors or irregularities in the
normal course of his duties.
Levels of Control
Data controls are determined by two groups in
the firm: top management of the organization and
data processing management. Top management's
overall responsibility for data processing includes
authorization of major systems additions or
changes (evaluated in terms of expected cost and
benefits), and post - installation review of actual
cost and effectiveness of systems projects. Management should monitor project proposals and
evaluate the reasons for any deviations from projections. The assessment of performance on the
post - installation review will aid in evaluating future systems requests. Top management has the
responsibility for employing data processing personnel and for reviewing the organization and
control practices of the data processing department. Top management also evaluates performance by comparing actual costs, delays in schedules, and error rates with expected levels of performance.
Within the overall structure of the firm, the
EDP group should be functionally independent in
its relationship to other operating departments.
By separating responsibilities, the EDP group operates as a service department to all other functions in the firm.
Although a firm may have sound personnel policies, data processing managers may practice psychological methods, even though disfunctional,
that serve to create an atmosphere of security.
This can be done most effectively by making the
employees aware of their security responsibilities
through education and training, the department
manager observes security rules. The manager
should also be sure that employee morale is kept
high by informing them of company policy on a
regular basis and by including key employees in
decisions that may affect their jobs.
Audit Trail
Compared to a manual system, the EDP system's source documents and visible historical records are easier to alter or eliminate. In a manual
system, the audit trail consists of journals, ledgers,
Continued on page 47
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Capitalizing
Leased Assets
The first thing to consider is that the lessee does not own the asset
being leased. He does, however, possess the right to use the asset
in the operation of his business just as he would any purchased
fixed asset.

By Jonathan D. Pond

Arguments for Capitalization

Before the practice of leasing began, corporations
had three methods of acquiring assets: by direct
cash payment, by debt financing, and by issuing
stock in the company to acquire the necessary
funds. Each of these financing methods involved
full recognition on the balance sheet of the asset
acquired. Today many assets are acquired by
long -term, noncancellable lease arrangements
which afford the lessee the same privileges and
responsibilities as if the assets were purchased. in
fact, a great majority of leases currently entered
into by corporations have several common characteristics: (1) The leases are noncancellable; (2) The
terms of the leases equal or substantially equal the
estimated useful economic lives of the assets; and
(3) The terms provide for transfer of title to the
lessee at the end of the lease term at no cost or for
a nominal cost.
The fundamental similarities in leasing transactions fortunately make the controversy over lease
accounting fairly clearcut. There are two basic alternatives, each strongly supported by various
groups:

THE LEASE AS AN ASSET
The first thing to consider is that the lessee does
not own the asset being leased. He does, however,
possess the right to use the asset in the operation
of his business just as he would any purchased
fixed asset.' Therefore, while ownership is not indicated in the leasing arrangement, the rights associated with ownership are usually inherent. In
substance, therefore, the lease is not unlike any
other method of acquiring assets. For this reason,
appropriate accounting would require full recognition of the property under lease as an asset on
the balance sheet. In other words, ownership, per
se, should not be the guiding principle in determining whether an asset should be capitalized. A
less tangible but more significant criterion for capitalization would be the possession of the rights of
ownership. To omit the lease from the balance
sheet would result in an understatement of the
company's economic resources.

1. Leases should be capitalized.`
2. Leases should not be capitalized. Instead, footnote disclosure is sufficient.
MANAGEMENTACCOUNTING/JANUARY 1977

THE LEASE AS A LIABILITY
When a lessee enters into a long -term noncancellable lease, the lessor has a claim against the
resources of the lessee. Proponents of lease capitalization argue that the lessee's commitment to
make future payments is virtually identical to a
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"These
directives
require
substantial
footnote
amplification

commitment made by a borrower to repay a lending institution when it purchases equipment. Such
claims are traditionally listed as liabilities on the
accounts of the debtor. Again, the substance of
the transaction dictates that a lease obligation be
treated the same as any other obligation if fair and
complete disclosure is to be made.
Arguments Against Capitalization
Those who oppose lease capitalization cite a
number of arguments. Some attack the concept of
capitalization directly while others suggest various exogenous factors.
THE LEASE AS AN EXECUTORY CONTRACT

An executory contract is one in which one party has performed all obligations under the contract while the other party has not completed performance. In substance, therefore, a lease would
be considered to be an executory contract in that
the lessor has performed his obligation by delivering the property while the lessee has not performed until all rental payments have been made.
The opponents of lease capitalization contend that
a lease does not always create a legal liability on
the part of a lessee. They claim that recognition of
a liability for future rental payments is not appropriate. However, there are a number of examples
of appropriate balance sheet liabilities which do
not involve legal obligations. Pension and retirement reserves and liabilities set up under product
warranty provisions are not contractural liabilities. Standard accounting procedures, however,
dictate that reserves be set up because, in substance, these items are actual liabilities of the firm.
DISCLOSURE BY FOOTNOTES

Some opponents of capitalization, including at
least one national accounting firm, contend that
the provisions of APB Opinion No. 31, supplemented by the Securities and Exchange Commission Release No. 147,provide adequate disclosure
of a firm's lease obligations. APB Opinion No. 31,
"Disclosure of Lease Commitments by Lessees,"
was the last Opinion issued by the Accounting
Principles Board (1973).It was very disappointing
to many interested parties because it did not deal
directly with the crux of the lessee accounting
problem. It did not specify appropriate criteria for
capitalization of leases. Instead, Opinion No. 31
specified that additional footnote disclosure of
noncapitalized lease commitments be made. These
disclosures include total rental expense for the period(s) reported, aggregate rental commitments as
of the latest balance sheet date for each of the
succeeding five fiscal years, each of the next three
five -year periods, and the remainder in a single
amount.'
The SEC, in Accounting Series Release No. 147
(1973)has required substantial increases in disclo46

sure of lessee obligations. In addition to those requirements stipulated in APB Opinion No. 31, the
SEC specifies that financial statements of registrants must disclose the impact upon net income
for each period presented if all noncapitalized financing leases were amortized on a straight -line
basis and interest cost was accrued on the basis of
the outstanding lease liability. The SEC stated
that APB Opinion No. 31 fell considerably short
of what the Commission considered to be adequate disclosure.'
These directives require substantial footnote
amplification of lease transactions but still provide
considerable leeway for firms to keep leases off the
balance sheet. However, footnote disclosure is not
now and never has been an adequate substitute for
good accounting practice. Many firms tacitly
make the decision to lease rather than buy for the
specific purpose of keeping the liability off the balance sheet and /or providing a lower level of cost
in the early life of the asset. Such abuses are not
rectified by increasing footnote disclosure.
DAMAGE TO THE FIRM'S FINANCIAL POSITION

A common argument against lease capitalization is that many of the firms with substantial
lease obligations would suffer severe deterioration
of their financial strength if these obligations were
put on the balance sheet. Some of them would
even be put in violation of debt restrictive covenants. Also, the substantial amount of debt obligation would prohibit them from using anything but
equity financing. For them, equity financing during the current economic downturn could be extremely painful. However, it should be kept in
mind that even if they did not capitalize, their
problems are not completely solved. First, corporate lenders are fairly sophisticated analysts of financial statements. They would have already discounted the effect of lease financing obligations as
disclosed in the footnotes. Therefore, balance
sheet presentation of these liabilities would not
cause any surprises for them. Second, the argument that lease capitalization will harm a company's financial position is really a strong argument
in favor of it. Fair accounting should preclude any
company from being able, in effect, to conceal legitimate obligations from the financial statements.
DAMAGE TO THE ECONOMY

This argument is being used to influence Congress. It clouds the fundamental issues which
present rather compelling reasons in favor of
stricter accounting for leases by lessees. Damage
to the economy would, according to this argument, result from both the huge increase in corporate liabilities and the expected higher initial expenses of capitalized leases (versus rental
charges). However, the fact that companies which
lease can now present more favorable balance
MANAGEMENT ACCOUNTING /JANUARY 1977

sheets and income statements than their counterparts who purchase has an onerous implication.
The private enterprise economy of this country
provides an automatic mechanism for the free
movement of capital toward the most efficient users of capital. Lessee accounting reflects, erroneously, a more efficient utilization ofcapital. Until
leases are properly reflected on the accounts, the
intended free movement of capital might be impeded, Thus, it can be argued that permissive
lease accounting principles might be diverting
capital away from the most efficient users.

they should be accounted for in the same manner.
By taking a strong position for lease capitalization, the FASB has begun to counter one of the
strongest criticisms of the profession.
E
As far back as 1953, the procedure of capitalizing leases was suggested. Chapter 14 of Accounting Research Bulletin 43 made two recommendations with
resPeet to lessees:
I. Disclosure should be made in the financial statements relating to lease
amounts, periods and guarantees.
2. Where it is evident, after evaluation of lease terms, that the lease is in fact a
purchase, the property should be included as an asset and a corresponding
liability should be recorded.
' In 1972, APB Opinion No. 27 enumerated more specific criteria far recording
lease transactions as sales by lessors. Among the more significant criteria, any
one of which would strongly suggest the existence of a sale, are: (1) a ndncancellable :case term equal to, or almost equal to, the life of the property; (2) transfer
of
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Conclusion
Since the accounting profession first recognized
almost twenty -five years ago that certain types of
leases might best be considered as purchases by
lessees, leasing activities in the United States have
become a major method of financing assets. And,
as long as companies are able to finance off the
balance sheet, many will opt for leasing.
The characteristics of a lease are very similar to
any other type of debt financing, and, therefore,

counting principles upon the Financial Accounting Standards Board. The FASB,
in turn, in recognition of the importance of this matter, placed the subject on its
initial agenda. It has since issued an Exposure Draft on August 26, 1975: revised
on July 22, 1976.
The Exposure Draft was expected, at this writing, to become a final Standard
before December 31, 1976. The proposed Standard requires capitalization of
leases that meet any one of the following four criteria:
1. The lease transfers ownership of the properly to the lessee.
2. The lease contains an option to purchase the property at a bargain price.
3. The lease term is equal to 75 percent or more of the estimated economic life
Of the property.
4. The present value of lease payments is 90 percent or more of the fair value of
the leased property.
The 1975 Exposure Draft was criticized because it provided for lease capitalization on a prospective basis only. The revised Draft, therefore. includes requirements for balance sheet recognition of all capital leases starting with financial
reports for periods beginning after December 31, 1980.
' This is but one example of recent SEC intervention into areas where it has felt
the accounting profession has not acted on a timely basis.

EDP CONTROL MEANS TOTAL CONTROL
Continued from page 44

and workpapers that permit the auditor to trace
transactions through the system. In an EDP system, however, form, content, and accessibility of
records frequently make it difficult to follow a
transaction completely through the system.
In computer processing, audit trails are readily
lost in the collection and summarization of data.
Source documents may be filed in a manner that
makes subsequent retrieval difficult, or source
documents may not exist in an on -line system.
The ledgers may be kept in a non - traditional manner, the data access may be limited to magnetic
media, and print -outs may consist only of exceptions. Therefore, providing for the audit trail by
keeping a record of transactions as they occur
may be difficult to achieve. A detailed file could be
maintained by printing daily proof listings of each
day's transactions, or it might be kept by printing
a transactions journal showing detailed transactions for each active account over a short period
of time. It might also be kept by assembling all
transactions on a journal tape. This tape could
then be fed into an audit program, which would
extract the transactions for selected accounts and
print them in such a way that the accountant or
auditor could analyze the status of an account,
transaction by transaction.
Another important, but often overlooked, deMANAGEMENT ACCOUNTING /JANUARY 1977

vice to help ensure the effectiveness of internal
controls is the review of the system and its operation by the internal auditor. The added dimension
of having an independent staff, unrelated with designing or operating the system, review the existing procedures, greatly enhances overall system
control.
Conclusion
It is evident that computer processing systems
require many kinds of controls for efficient and
effective operation. Along with the basic controls
covering input, processing, and output, there must
also be controls that cover the general operations
of the system. Each major control element must
be integrated into the overall control scheme of
the computer operation. For a particular operation, control elements should be selected so that
they complement each other for the greatest possible benefit.
p
' Melvin Bund. "Security in an Electronic Data Processing Environment," CPA
Joumal, February 1975.
' The AICPA has officially recognized the significance of computers in present
day accounting methods with the issuance of Statement on Auditing Standards,
No. 3, "The Effects of EDP on the Auditor's Study and Evaluation of Internal
Control." The statement discusses EDP accounting controls in terms of general
controls and specific application controls.
' Jeffrey D. Green, "Systems Documentation. Internal Control, and the Auditor's Responsibilities;' CPA Journal, July 1974.
'John M. Horne, "EDP Controls to Check Fraud," Management Accounting,
October 1974.
' Foster Brown, "Auditing Control and System Design." Journal of Systems
Management, April 1975.
' Bund, Op. Cit., P. 34.
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Capitalization
of Computer
Systems Costs
The capitalization and subsequent amortization of computer
systems development costs certainly falls within `generally
accepted accounting principles.'

o
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Both the Financial Accounting Standards Board,
and the Securities and Exchange Commission
have issued pronouncements governing the accounting for research and development expenditures.' Effective for fiscal years beginning on or
after January 1, 1975, all research and development costs, as defined in FASB Statement No. 2:
"Accounting for Research and Development
Costs" (the "Statement "), shall be charged to expense when incurred.
In some companies, the accounting practice has
been to charge research and development costs to
expense when incurred except (1) research and development expenditures resulting in new products
or technology over whose estimated service lives
such expenditures have been amortized, and (2)
computer software expenditures resulting in business systems having an estimated service life of
more than one year. Effective January 1, 1975,
these companies had to modify their accounting
procedures to conform to the statement as subsequently interpreted by the FASB.2
Software Expenditures
Generally, computer software expenditures resulting in a new, unusual, higher - level, or signifi-
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cantly improved software capability are deemed to
be research and development activities encompassed by the Statement, and are to be charged to
expense when incurred. Usually, these expenditures refer to activities of computer manufacturers
and software developers whose business it is to
develop computer software for sale, either in connection with computer sales or as a separate product.
Previous practices of capitalizing certain business systems may continue unchanged. Computer
software expenditures resulting in routine business
systems applications, or in modifications of existing routine business systems (and having service
lives of more than one year), may continue to be
charged to a deferred, or other asset, account and
amortized over the estimated service lives of the
resultant systems. Routine business systems
means the selling, administration, or control activities of a business enterprise. In many instances,
companies have provided that no service life longer than five years be attributed to any such systems.
An Example
As capitalization of certain computer systems
development costs has now been 'officially blessed", readers of Management Accounting may apMANAGEMENT ACCOUNTING /JANUARY 1977

preciate the following example of capitalization
guidelines and procedures followed by an industrial company. We should point out that certain
computer systems development costs are capitalized under policy as established by the corporate
controller.
GUIDELINES FOR CAPITALIZATION

Each new system or program with development
costs of $10,000 or more and a useful life of three
or more years is capitalized individually and amortized over a minimum of three years, or a maximum of five years, from completion date. All
modifications (with development costs of $10,000
or more) to existing systems or programs, or to
previously capitalized projects that extend or
maintain the useful life previously established, are
capitalized separately, and amortized over the
useful life of the modified system or program.
RESPONSIBILITY FOR CAPITALIZATION

The manager of the information systems group
directing the project is responsible for making the
initial decision to capitalize a project, accumulating and reporting costs of the project to corporate
accounting, and establishing the responsibility of
the client /user (whether client /user is from within
or outside the business systems department)
toward the commitment of resources or expenditures for the project.
The corporate controller is responsible for the
final determination to capitalize or expense a project. His decision is based upon the information in
an "Initial Report" or the "Systems Authorization" and the "Completion Report" submitted for
each project by the information systems group responsible for the project.
ACCOUNTING FOR PROJECTS CAPITALIZED

All systems development costs incurred by a
department (in business systems or other areas)
are absorbed by the department, and reflected in
its "Analysis of Expenses." This permits comparisons of "Actual to Plan" and "Actual to Prior
Year" to be made, and to remain, on a consistent
basis.
The deferral and subsequent capitalization of
systems development costs recorded at the corporate level in a "Deferred Financing and Other
Charges" account for balance sheet purposes. The
credit is made to a corporate P &L account which
is subsequently reclassified as "Capitalized General & Administrative Expense."
The amortization of computer systems development costs capitalized on completed projects is expensed to a corporate P &L account. Abandonments are charged to the same account. Corporate
accounting provides each information systems
group with a monthly report that lists all projects
being capitalized by the group. It also separates
MANAGEMENT ACCOUNTING /JANUARY 1977

them by type (in development, or completed and
being amortized) and presents the capitalized
amount and applicable amortization of each project for the month, year -to -date, and project -todate.
At least twice a year, each project, whether in
development or completed, is reviewed by the information systems group responsible for its development so as to verify that the project has not
been abandoned, and the useful life assigned is
still valid. (For the review, corporate accounting
provides each information systems group with a
listing of projects in development and projects
completed.)

"Reasonable
variations ...
will be
allowed. "

Determining Development Costs
In accordance with the company policy, guidelines were established to determine which computer systems development costs were to be capitalized, accumulating and accounting for these costs,
and reporting such costs.'
Computer systems development costs capitalized include cost of systems, programs, or routines
used or developed, plus the documentation required to describe and maintain the programs. Included are computer programs of all classes, such
as operating systems, executive systems, monitors,
compilers and translators, assembly routines, utility programs, and application programs. Although $10,000 has been established as the minimum guideline for capitalization, it is recognized
that it is difficult to predict actual costs many
months before project completion. Reasonable
variations from the $10,000 minimum will be allowed.
The guidelines also specify that development of
special purpose devices by outside consultants or
data processing firms may be capitalized as part of
a particular system. (If the cost is significant, it is
reported as a separate project.) Also capitalized
are the costs of client supervisory personnel and
clerical personnel participating in the development of a system subject to agreement on the
amount between the client /user and systems developers. Information system personnel involved
in developing a program are to determine the program's useful life. The corporate controller, however, should be contacted for guidance in establishing the useful life.
The completion date, on -line date, or fully operational date used as the date of capitalization
should be the date at which the client /user accepts the program or system subject to stated conditions or reservations (no parallel system). As a
general rule, the program or system is ready for
capitalization when the client /user is receiving
and using the output reports.
Joint efforts related to a program being capitalized that are performed with a non - systems group
or departments are capitalized. These costs are to
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"The status of
projects is
determined by
periodic
reviews . . . "

be accumulated and reported by the information
systems group involved. In addition, the following
development costs are capitalized:
1. Modifications to a system already capitalized
(reported as a new project, but are identified
with applicable system)
2. The transfer and reprogramming related to the
transfer of a system between hardware, even
though the output reports may or may not
change
3. Systems and program development for process
control systems
4. Purchased software that must be capitalized
separately
5. Machine time used in "testing and debugging"
programs or systems in development
6. Feasibility studies that result in an actual project.
On the other hand, computer systems /software
costs to be excluded from costs to be capitalized
would include costs of procedures external to
computer operations, such as instructions to transcription operators and external control procedures, leased software costs incurred on a regular
basis for current production, training costs incurred to keep abreast of new development costs
of technical staffs operating as a consulting group,
and all costs not actually incurred but which may
be included in the project reporting system. For
instance, overtime worked by exempt personnel
for which no compensation is paid. Such overtime, if recognized as a dollar cost in the project
reporting system, must be excluded from the costs
reported for programs to be capitalized.
Reporting Development Costs
Three types of reports on programs or systems,
for which development costs are capitalized, must
be submitted by the responsible information systems group. These are an initial report, a monthly
report, and a final report.

Exhibit 1
FINAL PROJECT REPORT
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Natural e xp ens e c las sific ation

Basis for allocating costs to each
program

Salaries (exclude vac ation pay and
payroll loading costs —see overhead and burde n)

Actual basis (alloc ate on a time basis,
using standard rate s (s ) per man -hour,
or othe r app ro p riate basis)

Travel expense
(inc luding
ployee's expense acc ounts)

em-

Actual bas is or alloc ate on a reasonable
basis (percentage, tim e, etc .)

Machine time (inc lud e co st of c ommunic ations •ne twork used)

Allocate on time used basis using standard hourly rates or other reasonable
basis.

Overhead and burden (inc lude all
costs not reported in above classifications such as payroll loading,
and vacation costs)

Actual basis, standard rate /time basis,
percentage of salaries, or other reasonable basis

INITIAL REPORT

An initial report of each program or project to
be capitalized includes the identification number,
name, description, authorization, estimated useful
life, estimated total cost, and the amount recommended for capitalization.
MONTHLY REPORT

Two monthly reports (one for programs in development or programs completed during current
month, and one for completed programs in current year) summarize the costs and individual
identification and capitalization data for each
project.
FINAL REPORT

A final project report (completion report) for
each project being capitalized or being discontinued is submitted when such action is first reported
on the applicable monthly summary report. Total
costs of the project by natural expense groupings
are shown in Exhibit 1.
The subsequent accounting for the costs of projects to be capitalized or projects that are being
discontinued or abandoned is the responsibility of
the controller. The accounting procedures include
actual deferral of such costs for projects in development, capitalization of completed projects by
the accounting department, amortization of projects capitalized by the accounting department,
and recording the adjustments for discontinued
projects, abandoned projects, or changes in the
useful life of projects. The status of projects is determined by periodic reviews and from input generated by the information systems group or client/
user responsible for project development.
Twice a year, corporate accounting is to be responsible for initiating a review of the projects
capitalized in order to determine that any changes
in useful lives or the abandonment of projects are
reflected in the proper accounting period.
Conclusion
The capitalization and subsequent amortization
of computer systems development costs certainly
falls within "generally accepted accounting principles." When minimum dollar limits are established, the number of projects to be accounted for
becomes manageable and permits a company to
show more properly the "costs to subsequent benefits", and to reflect on the balance sheet the value
of assets important to a company's operation. ❑
' FASB Statement No. 2: Accounting for Research and Development Costs,
Financial Accounting Standards Board. October 1974; Notice of Proposed
Amendments to Regulation S -X with Respect to Accounting for Research and
Development❑Costs,❑Securities❑Act❑of❑1933,❑Release❑No.❑5541•❑November❑1974.
' FASB Interpre tation No. 6: Applicability of FASB Interpret ation No. 2 to
Computer Software, February 1975.
' Although this procedure uses the word "program" throughout, the intent is to
capitalize the accumulation of costs for each identifiable development in the
most practical manner. In some cases, this could be the development of a single
program. In other cases, the development could be a system with many programs. Care should be exercised in accumulating the costs of a system where the
system will be going "on- line" in phases. In such cases, the costs for each phase
are to be capitalized as each phase is completed and not deferred until the entire
system could he capitalized.
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Variance Analysis
for Pollution Control
Just as profit- oriented budgeting has been built on the
establishment of goals and objectives, performance standards for
pollution control must be built on a sound statement of goals and
objectives for each program.

By Howard O. Rockness, John D. Bazley and
Loren A. Nikolai
All major companies have been admonished to
include pollution control and, more generally, social responsibility in their goal structure. Many
have done so at the top management level, but in
order to be more successful, related performance
measurements should be incorporated into the
planning and control function as well as the reward system, so as to motivate lower level managers effectively.
A number of these corporations have already
established pollution control as a primary corporate goal and have initiated high level environmental committees to assist in achieving this goal.
One short -range planning and control tool being
used is variance analysis. Variance analysis entails
the establishment of standards and the reporting
of operating performance in comparison with
these standards. Variance analysis has long been
utilized in the planning and control of manufacturing costs, and more recently, of sales revenues.
Establishing Program Performance Goals
Just as profit- oriented budgeting has been built
on the establishment of corporate goals and objectives, performance standards for social programs
such as pollution control must be built on a sound
statement of goals and objectives, Although this is
MANAGEMENT ACCOUNTING /JANUARY 1977

typically a planning rather than a control function, it provides the basis for establishing the control system. There are three identifiable levels in
this planning process. They include (1) identifying
overall long -run program goals which become the
basis for (2) specifying more detailed intermediate
range objectives in order to achieve program goals
and in turn, provide a basis for (3) developing detailed current plans.
LONG -RANGE GOALS
The first level involves establishing company
goals for specific social programs. These may be
quite different from the more traditional goals
which companies identify and work toward. For
example, a company may set a pollution control
program goal to eliminate all harmful emissions,
or perhaps a less demanding goal of meeting state
or federal regulations. For major programs, these
goals are likely to be both long -term and qualitative in nature. They will not provide a basis for
evaluating progress, but rather will establish policy and provide guidance in more detailed planning.
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INTERMEDIATE OBJECTIVES
The second level involves establishing specific
objectives to be accomplished by specific points in
time. These objectives are constrained by and logically follow from, the specification of goals. They
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should be quantitative, as detailed as practical,
and cover as long a period of time as is reasonably
predictable for the specific social program. They
may include, for example, specific statements of
chronological achievement of pollution program
goals by individual plants within the firm, or specific levels to be achieved by all plants by specific
times in the life of the program.
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Evaluating and Controlling Program Performance
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The company can now progress toward evaluation of program goals and performance. Assessment can be separated into two components: (1)
evaluation of program achievement (output) and
(2) evaluation of the relationship between program achievements and program inputs.
Program achievement can be evaluated using
two qualitative and one quantitative assessment.
The two qualitative measures are the comparison
of the program goals with intermediate objectives
and the comparison of the intermediate objectives
with the detailed current plans. The essential connecting link between program goals and intermediate objectives is congruency. Will intermediate
objectives lead to long -run program goal achievement? Are the two levels consistent? Will achievement of the objectives logically result in goal
achievement? This might be termed the assessment of consistency of objectives. Assuming consistency of goals and objectives is achieved, a company can then evaluate the consistency of the current plans with intermediate objectives. Again, the
question to be addressed is whether achievement
of the current plans for the coming year will logically lead to achievement of the less detailed intermediate objectives. This might be termed consistency of plans.
The quantitative assessment of program
achievement can be made by comparing current
planned achievement (as developed in the current
plans) with actual current achievement. For example, a company might compare its planned pollution levels with actual levels achieved. This measure assesses both the effectiveness of managers in
achieving current program outputs and any discrepancies that may be developing between program objectives and actual achievement. This
"achievement variance" is likely to be measured

in program output units such as minority employment levels in percentages, or pollution levels in
milligrams per unit of volume. It ordinarily would
not be measurable in dollar amounts unless there
were explicit internal costs involved. The program
achievement variance is the first of three measures
useful for performance evaluation and control.
The second component of the framework for
performance evaluation and control is the comparison of the actual program outputs and the
program inputs. This "resource utilization variance" requires an expression of current achievement in terms of the quantity of inputs that
should have been used to achieve the actual output, including specification of relationships between outputs measured in terms of program objectives and inputs such as labor and materials.
The result is the standard or expected quantity of
inputs required if program plans are achieved efficiently. Any negative difference between the standard and actual inputs is attributable to an inefficient use of the inputs. The variances may also be
shown in dollar amounts by costing inputs at standard costs. In addition, inputs can be costed at
what they should cost if they are acquired in the
most economical manner. Comparison of the actual cost of the inputs with this standard cost allows an evaluation of the economy with which the
program inputs have been acquired. This is the
"resource acquisition variance" and would be
shown in dollars.
Application of Variance Analysis
Let us now consider a hypothetical numerical
example to assist in the understanding of the variance analysis. Although the analysis can be applied to various social programs, our example is
limited to pollution control.
In this example, a company's production process leads it to discharge chlorides into a river. An
acceptable limit has been set at 250 milligrams per
liter (mg/1) which is the drinking water standard
of the U.S. Public Health Service -' The company
has decided that a project goals of 150 mg /l is
desirable, because it will provide a margin for error, perhaps meet more restrictive future standards, and also will benefit the company's public
relations. An intermediate objective of 200 mg /1
and a current short run goal of 230 mg /1 have
been established. In setting these standards, the
company must be careful to ensure that they are
consistent. For example, the current plan must be
technologically consistent with the ability to
achieve the project goal at reasonable cost. That
is, the company does not want to spend a considerable amount of money buying equipment to
achieve the current plan, and then have to buy
different equipment to achieve the project goal. A
second problem of consistency amoung the standards arises when two pollution problems are reMANAGEMENTACCOUNTING/JANUARY 1977

lated. For example, cleaning the waste water may
create a problem in disposing of the solid waste
created by the cleaning process. Again, the company must ensure that the goals, objectives, and
plans developed for such related problems are
consistent.
Assuming the company's actual current output
of chlorides is 280 mg /l, then the achievement
variance is an unfavorable 50 mg/1, as shown in
Exhibit 1, In most cases, this variance will be
computed in terms of physical measurements, because of the inadequacy of current measurement
techniques. As techniques improve, measurement
in dollars may become more practical.
One aspect of the existence of the unfavorable
achievement variance is that it indicates the company is not complying with the regulatory limit of
250 mg /1. Thus a "compliance variance" of 30
mg /l unfavorable may be identified as a component of the achievement variance. It should be
noted that the compliance variance is not literally
a variance since it is not the result of a difference
between planned and actual performance but is
the difference between actual performance and a
legal requirement. However, the periodic reporting of such a compliance variance should be useful
to the company as it will emphasize the relationship, whether favorable or unfavorable, between
the company's performance and the legal requirements imposed upon it.
To illustrate the resource utilization variance,
the budgeted inputs as well as the actual inputs to
achieve the actual chloride level of 280 mg /l are
as shown in Exhibit 1. The difference between the
budgeted inputs and the actual inputs comprise
this variance, which is reported in terms of
pounds of material, hours of labor, and kilowatt hours of electricity. The development of the budgeted inputs may present some problems, because
the company probably will not know directly the
budgeted inputs since it had no intention of only
reaching the 280 mg /l level. Nevertheless, it
should be possible to use either internal or external data to establish a relationship (however
crude) between the dollars spent or the physical
input units and various pollution levels. Initially,
this will require both careful data analysis and
synthesis of judgment made by engineers, production personnel, outside consultants, and accountants. As experience in setting standards is gained,
their accuracy and reliability should improve.
Despite initial measurement difficulties, it needs
to be emphasized that the company must estimate
the standard inputs for the actual level of output if
control over its pollution control activities is to be
achieved. The comparison must be between budgeted and actual inputs at a given level of output.
A comparison of the budgeted inputs at the current goal output with the actual inputs at the actual output level would not be useful. Two factors,
MA NA G EME NT AC C O UNTI NG /JA NUA R Y 1 9 7 7

the achievement variance and the resource utilization variance, would be compounded into one
measurement causing confusion since each may
result from different causes and present different
control problems.
A consideration of the possible causes of the
resource utilization variance suggests two basic alternatives. The variance may be caused by construction delays or start -up problems, which have
prevented the company from achieving its current
planned output. In this situation, it might be reasonable for the company to forego the measurement of the resource utilization variance if there is
considerable difficulty (and cost) associated with
the measurement of the budgeted inputs. The
company will know it has an unfavorable variance, but determination of the exact amount may
not be appropriate use of the company's resources
if the variance is likely to be temporary. Use of the
proposed framework will pinpoint the need for
corrective action to ensure future achievement of
output goals. Alternatively, the company may de-

"The
comparison
must be
between
budgeted and
actual inputs at
a given level of
output. "

Exhibit 1
EXAMPLE OF POLLUTION CONTROL
VARIANCE ANALYSIS
Pub lic he alth d rinking wate r s tandard
for chlorides
Project goal
Intermed iate ob jective
Current p lan
Actual curre nt output

250 m g
150 mg
200 m g
230 m g
280 m g

/I
/I
/I
/I
/I

A. Achievement variance
50 mg /I unfavorable
The compliance compo nent of the achievement
variance is 30 mg /I unf avo rab le.
B. Resource utilization variance
Material
100 lbs f avorable
Labor
200 hours favorable
Power
100,000 kwh unfavorable
where
Budgeted inputs re quire d to achieve actual c hlo rid e le ve l of 28 0 mg /I are:
Material
30,000 lbs.
Labor
7,50 0 hrs.
Power
2,3 00,000 kwh.
Actual inp uts required to achieve actual chlorid e le vel o f 280 m g /I are:
Material
29,900 lbs.
Labor
7,30 0 hrs.
Power
2,4 00 ,0 00 kwh.
C. Resource acquisition variance
Materials
$100 0 unfavorable
Labor
$2000 favo rable
Power
$300 0 unfavorable
where
Actual cost of actual inputs to achieve actual
chloride level of 280 mg /I are:
Material
$16,000
Labor
$28 ,0 00
Power
$38,000
Standard co st of actual inputs to ac hie ve ac tual
chloride level of 280 mg /I are:
Mate rial
$15,000
Labor
$30,000
Power
$35 ,0 00
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tions have had
some difficulty
in getting lower
level managers
to accept
environmental
and social
goals.''

velop a variance analysis for all its construction
projects, and the construction of a pollution control project would be treated consistently with all
other projects. The second possibility is that the
resource utilization variance may be occurring at
a time when the pollution control activity is in its
routine operation. In this situation, it is essential
that the company determine this variance, if it
wishes to maintain control over the inputs necessary for its pollution control activities.
The third variance that must be considered is
the resource acquisition variance, which is the difference between the actual cost and the standard
cost of the actual inputs used to achieve the actual
chloride level of 280 mg /1, as shown in the Exhibit. This variance is similar to the typical cost accounting price variance and should provide few
special problems of measurement for a company
that develops sound plans and has a reasonably
sophisticated accounting system.
In this example, the resource utilization and acquisition variances are divided into material, labor, and power. The categories used for a particular situation will depend, of course, on the factors
that are especially relevant to the particular social
program being evaluated.
Consideration should also be given to the costs
that may arise if the company is subject to legal
and administrative penalties as a result of noncompliance with a pollution control standard. The
difference between the budgeted level of such penalties (presumably zero) and the actual level
should be reported as a variance associated with
the pollution control activities of the company.
The routine legal costs (primarily salaries and fees
for lawyers) are also a component of the environmental activity of the company, and a variance
between budgeted and actual levels of expenditure
may arise. Whether it is desirable to separate this
component from the total variance associated

with the legal department will depend upon such
considerations as the proportion of the total legal
expenditures spent on environmental activities,
the responsibility for incurring legal fees, and the
sophistication of the cost accounting system.
Conclusion
It is true that corporations have had some difficulty getting lower level managers to accept environmental and social goals. The likely reason for
this is that lower level managers are rewarded, in
part, according to their performance on certain
reported measurements (such as departmental
rate of return or minimization of unfavorable variances), and consequently devote their attention to
improvements in these achievement measures.
Since pollution control performance measures (in
the traditional sense, in dollars or units) are either
non - existent or else not well - developed in most
companies, lower level managers are not likely to
attach a great deal of importance to them. Only
when these performance measurements are incorporated into the planning and control function as
well as the reward system, is it likely that lower
level managers will become atuned to their environmental responsibilities.
Toward that end, a general social performance
evaluation and control framework was developed
in this article. Three variances: a program
achievement variance, a program resource utilization variance, and a program resource acquisition
variance are suggested. The use of these, for pollution control performance evaluation, is illustrated
by using a hypothetical example. When these variances are identified and measured in a manner
consistent with traditional variances, they may be
used as an integral part of the firm's overall performance evaluation criteria.
❑
' David L. Jordening and James K. Allwood, Research Reeds and Priorities:
Water Pollution Control Benefits and Costs, Volume 11, U.S. Environmental
Protection Agency, Government Printing Office, Washington, DC, 1973, p. 88.

Schmidt Joins NAA Staff as Area Manager

r
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Edgar E. Schmidt has joined the NAA staff as an
Area Manager, Executive Director W.M. Young,
Jr., announced.
A member of the Association since 1958, Mr.
Schmidt has served on national committees and as
a national director. He was president of the Long
Island Chapter (now Long Island- Nassau) during
1965 -66. He is a member of the Stuart Cameron
McLeod Society.
Much of Mr. Schmidt's career has been spent in

financial management in the publishing industry.
Just prior to joining the staff he was controller of
Franklin Book Programs, Inc., where he was involved in publishing assistance to underdeveloped
countries. Some of his previous positions were
vice president, finance and administration, at
Doubleday & Co.; chief financial officer at Wellington Book Co., and controller at McCall Publishing Co., and Walker Publishing Co.
He lives in Bethpage, Long Island, N.Y.
❑
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LETTERS
Continued from page 13
Quite Astonishing
The opening sentence of Robert F.
Randall's review of Abraham Briloff's
new book, More Debits Than Credits,
which appeared in the September 1976
issue of MANAGEMENT ACCOUNTING,
contains a statement that I found quite
astonishing. It states very unequivocally
that Dr. Briloff is not an accounting
scholar.
Clearly, Mr. Randall is entitled to an
opinion, but it should be noted that
judging scholarship is an extremely difificult thing to do. It is often like judging
the quality of a companion's breath:
success depends upon how close one is
to the subject, and how sensitive one is
to the environment.
Perhaps it would be better in future
to let the scholarship of Dr. Briloff—
and indeed that of Mr. Randall —speak
for itself.
Robert L. Paretta
Associate Professor
University of Delaware
Newark, Del.
Mr. Randall Responds
1 did not intend to impugn Dr. BriloTs
scholarship, which 1 am certain, is of
the highest order, but only to make the
point that he does not write "scholarly"
books. Rather, they are more journalistic and present - oriented and, as a result,
reach a far wider audience than the usual textbooks on accounting.

equal to the minimum acceptable
payback period, accept the project;
otherwise reject the project.
The steps in preparing standard net
present value analysis are:
1. Identify the relevant cash flows.
2. Calculate their present value.
3. Apply the decision rule: If the net
present value of all cash flows is
greater than or equal to zero, accept
the project; otherwise reject the project.
The only difference between these two
techniques is the organization of the
data generated by the analyst and the
application of a decision rule.
I would recommend that since all the
relevant data have been generated, Dr.
Liao should have combined the traditional net present value analysis with his
modified payback analysis. Net present
value analysis has the advantage of
ranking competing capital budgeting
projects on a more conceptually consistent basis than does payback. In addition, a simple modification of the net
present value technique allows the analyst to derive the time adjusted rate of
return. This simple expansion of Dr. Liao's analysis gives more information
than the payback period.
Robert J. Koester
Associate Professor of Accounting
Texas Tech University
Lubbock, Tex.
A Dangerous Course

Should Have Combined Methods
Professor Mawsen Liao's article,
"Modified Payback Analysis," in the
September 1976 issue of MANAGEMENT
ACCOUNTING presents some useful expansions to the traditional payback
evaluation technique.
It is interesting to compare Dr. Liao's
payback method with traditional net
present value budgeting techniques.
Consider the three steps used by Dr.
Liao in arriving at the modified payback
period:
1. Identify the relevant cash flows.
2. Calculate their present value.
3. Apply the decision rule: If the calculated payback period is less than or
MANAGEMENT ACCOUNTING /JANUARY 1977

In the August 1976 issue, Professor
Edwards directed our attention to the
problems arising with respect to "Inflation Accounting for Utilities." He expressed great concern that should the
FASB adopt general price level adjusting procedures, "illusory" monetary
gains would appear in earnings reports,
and unfortunate repurcussions (in the
form of rejections of justifiable rate hike
proposals) might be forthcoming from
utility regulating authorities. Accordingly, Professor Edwards suggests that
any such gains be deferred and offset
against higher subsequent depreciation
expenses arising from authorized asset
revaluations.
It occurs to us that some flaws were

inherent in the author's arguments.
First, while he noted that it is difficult
to generalize about the effects of inflation on general price level adjusted income, he sites only two countervailing
forces: higher net monetary gains in
highly leveraged firms, and high depreciation charges. In my opinion, a third
effect should be considered, higher interest expense figures.
As we once learned in our basic economics and finance courses, interest
rates are a function of several factors.
To the basic "time value of money," a
primary increment must be added to
compensate for the riskiness of debt issuer default, and a second increment for
the riskiness of lender loss through inflation. If the interest charge is two percent higher to adjust for risks of purchasing power loss, should not that increased reported expense be offset currently by those borrower monetary
gains predicted and actually experienced. Is not the net figure the correct
cost of financing? Why then should this
gain be deferred and net current cost of
borrowed funds be overstated? The benefits gleaned from the use of borrowed
moneys are enjoyed only during the
borrowing period. If repaid on a short term basis, no charges or credits should
be posted to later periods.
Professor Edwards "resolution" is to
defer gains "... to that time when the
cost of assets financed with debt is recovered from customers through depreciation allowances." This amounts to
charging current customers for services
to be received by customers of later
years. He also states that the deferral
approach "... produces the same effects
of restating only assets not financed by
debt and preferred stock." How practical is this suggestion? How direct need
be the association of debt incurrance
and asset procurement? And do we
want disparate treatment for debt versus equity financed assets? More important, however, is the whole concept of
recommending backdoor offsets and
manipulations so as to avoid confusion
of a regulatory commissions with upfront explanations. This is a dangerous
course in the best of times.
Philip M.J. Reckers
Lecturer in Accounting
University of Maryland
College Park, Md.
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Business Systems
Theodore C. Willoughby and James
Senn, The Association for Systems
Management, 24587 Bagley Rd., Cleveland, OH 44138, 1975, 656— Designed
as a first course in systems analysis, this
textbook provides an insight into the design of better systems. It is designed to
replace the original 1963 text as an upto -date, integrated treatment of the entire systems function.
What to Do About Performance
Appraisal
Revised Edition, Marion S. Kellogg,
Amacom, A Division of American
Management Associations, 135 W. 50th
St., New York, NY 10019, 1975, 209
pp. —This book is a guide for the operating manager in appraising the performance and potential of employees for
every management purpose.
The Job Analysis Approach to
Affirmative Action
Clement J. Berwitz, John Wiley & Sons,
605 Third Ave., New York, NY 10016,
1975, .327 pp.—This book provides
readers with guidelines for the human,
or personnel management side of affirmative action plans using the Wagner
College Affirmative Action Plan as a
model.
Auditing Theory and Practice
Roger H. Hermanson, Stephen E. Loeb,
and Robert H. Strawser, Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood,
IL 60430, 1976, 510 pp.— Written by
three academic accountants and a practitioner, this book combines the academic and professional approaches to
auditing. Much of the content is based
on materials supplied by Ernst & Ernst
from their professional training manuals
which are based on actual auditing engagements.

counts. Instead, a basis overall framework of auditing is presented with emphasis on conceptual rather than procedural matter.

ries of what motivates them and what
deters them. It reviews the legal theories
of how best to control merger activity in
order to protect the public interest.

Auditing: Standards and Procedures

Cases in Marketing Management

Arthur W. Holmes and Wayne S. Over meyer, Richard D. Irwin, Inc., 1818
Ridge Rd., Homewood, IL 60430, 1975,
985 pp.—The underlying pattern of this
book remains fundamentally unchanged. Internal control and reliance
on internal control are additionally emphasized in order to reduce detailed audit work.

Second Edition. Edward C. Bursk and
Stephen A. Greyser, Prentice -Hall, Inc.,
Englewood Cliffs, NJ 07632, 1975, 233
pp. —This book describes marketing situations calling for an appraisal of past
action, a decision on future action, or
both. It enables the student to undertake a solid, rather than a speculative,
analysis of consumer and industrial
buyers.

Operations Auditing in Hospitals
Dale L. Flesher, Lexington Books, 125
Spring St., Lexington, MA 02173, 133
pp.— Developed around an audit model,
this study can serve as a useful framework for an operations audit of a hospital. The study has been designed to
make both public accountants and hospital management more aware of the
potentialities of operations auditing on a
continuing basis.
Credit Manual of Commercial Laws,
1976
Editorial Board, National Association
of Cred it Management, 475 Park Ave.
S., New York, N Y 10016, 1975, 903
pp. —This is an up -to -date annual coverage of laws dealing with contracts,
usury, mechanic's liens, the Uniform
Commercial Code, antitrust policy,
bankruptcy, collection practices, and
many other subjects.
Company Survival During Inflation
John Winkler, John Wiley & Sons, 605
Third Ave., New York, N Y 10016,
1975, 168 pp.—This book illustrates the
effect of materials shortage and rising
inflation on the effective running of a
manufacturing business, and makes suggestions to improve profit performance.

Auditing Concepts and Methods

Mergers: Motives, Effects, Policies

Second Edition, John J. Willingham,
and D.R. Carmichael, McGraw -Hill
Book Co., 1221 Ave. of the Americas,
New York, N Y 10020, 1975, 466 pp.—
This textbook does not present a serial
treatment of specific general ledger ac-

Peter O. Steiner, The University of
Michigan Press, 615 East University
Ave., Ann Arbor, M7 48106., 1975, 359
pp. —The author analyzes the reasons
for and the effects of conglomerate
mergers in the light of economic theo-
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Marketing Research Information
Systems and Decision-Making
Second Edition, Bertram Schoner and
Kenneth P. Uhl, John Wiley & Sons,
Inc., 605 Third Ave., New York, N Y
10016, 1975, 588 pp.—This text focuses
on management's total marketing information needs, not just on nonrecurring
types of marketing problems. It also
provides a look at the structure necessary for understanding modern marketing research tools.
Industrial Marketing: Cases and
Concepts
Second Edition, E. Raymond Corey,
Prentice -Hall, Inc., Englewood Cliffs,
NJ 07632, 1976, 427pp.—The emphasis
in this book is on the strategy necessary
to increase the quality of the marketing
function in industrial companies.
Effective Management of Research and
Development
P.A.F. White, A Halsted Press Book,
John Wiley & Sons, 605 Third Ave.,
New York, NY 10016, 1975, 295 pp.—
This book is concerned with the many
aspects of increasing efficiency and productivity in the laboratory, It also looks
at the many factors which go into directing a successful R &D effort, customer relationships, methods of structuring R &D organizations, and management styles.
Profitable Hotel/Motel Management
William Scholz, Prentice -Hall, Inc., Englewood Cliffs, NJ 07632, 1975, 206
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YES, you can improve your business
operation by stepping up to data processing
-with just you and your staff. Your people,
speaking your language, doing your job.
LINK -200 is the easy way to let the speed
and a ccu ra cy of a minicompu ter connect
you to your daily bus ines s information
needs. The Randal Data Systems LINK -200
provides a n insta nt look a t the sta tu s of
critical operations within your business information required for planning and management is immediately available. Decisions
affecting profit are based on actual up -tothe- minute facts.
Capability + Capac ity
RDS LINK -200 is the lowest cost forty
million character disk oriented business
system around, And using Randal's Time Sharing Operating System it supports as
many as sixteen multiple users, each doing
their own thing. Like order entry, inventory
control, billing, accounting, and payrollall being processed at the same time.
Growth Flexibility
LINK -200 is not a "dead -end" system, it
Il ca n expa nd a s you r business grows. And

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

lc r a n d a l d a t a s y s t e m s , i n c .
365 Maple Avenue, Torrance, California 90.503 • 213/320 -8550
Circle 2 on Inquiry Card.

pp. —There are definite strategies, plans,
procedures, and scientific practices to
assist hotel management in keeping
pace with, or even anticipating, profitable opportunities and markets.

ment of information processing, a general orientation to the computer, and an
insight into the broad impact that computers have on managers and their environment.

reliability theory. Other chapters have
been improved and the number of problems has been doubled.

Corporate Liquidations for the Lawyer
and Accountant

Computer Data -Base Organization

Shiv K. Gupta and John M. Cozzolino,
Holden -Day Inc., 500 Sansome St., San
Francisco, CA 94111, 1974, 405 pp.—
This book is a product of actual teaching experience. It presents a concept orientation of the subject by developing
concepts through the use of realistic examples.

Fourth Edition, Howard A. Rumpf, Editor, Prentice -Hall, Inc., Englewood
Cliffs, NJ 07632, 1975, 246 pp.—This
text covers the winding up of the affairs
of the corporation; computation of gain
taxable to the corporation under the receptive depreciation provisions and the
adjustment of the surplus; the dissolution of the corporation (if required by
the method of liquidation); and the liquidation distribution.
Computers in Business: An
Introduction
Third Edition, Donald H. Sanders,
McGraw -Hill Book Co., 1221 Ave. of
the Americas, New York, NY 10020,
1975, 657 pp.—Coverage in this edition
provides an introduction to the develop-

THIRD

C.M.A.
REVIEW
Correspondenceguidance,beginning March 29, 1977, and
intensiveon-campussessions,
June6-10,1977.
For registration or further information,
contact before February 15, 1977

TheManagementCenter
CollegeofSt.Thomas
St.Paul,MN55105

(612) 647 -5675
Circle 3 on Inquiry Card
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James Martin, Prentice -Hall, Inc., Englewood Cliffs, NJ 07632, 1975, 558
pp. —There are many different ways in
which data can be structured, and they
have different advantages and disadvantages. This book makes the reader familiar with the many alternatives possible in data organization and with the
trade -offs between them.
Computer Control & Audit
William C. Mair, Donald R. Wood, and
Keagle W. Davis, The Institute ofInternal Auditors, 5500 Diplomat Circle, Orlando, FL 32810, 1976, 508 pp.—Subtitled "How to reduce management exposure to computer traps," this revised
and enlarged edition offers a practical
and logical approach to the analysis and
audit of all varieties of controls used in
both computerized and manual information systems.
Principles of Data -Base Management
James Martin, Prentice -Hall Inc., Englewood Cliffs, NJ 07632, 1976, 352
pp. —Vital to the successful use of computers is the data base. This book covers
the topics of logical and physical data
structures, data security, accuracy and
privacy, and dialogues with a data -base
system terminal, in sufficient detail for
an introductory text.
Minicomputer Systems Organization
and Programming (PDP -11)
Richard H. Eckhouse, Jr., Prentice -Hall
Inc., Englewood Cliff's, NJ 07632, 1975,
343 pp.—The author's teachings in the
areas of computer organization and assembly language programming form the
basis of this text. The principles are applicable to a widely differing computers,
but a PDP -11 is used for illustration
purposes.
Operations Research
Second Edition, Frederick S. Hillier and
Gerald J. Lieberman, Holden -Day Inc.,
500 Sansome Street, San Francisco, CA
94111, 1974, 800 pp. —Two new chapters have been added to this edition, one
on linear programming and the other on

Fundamentals of Operations Research
for Management

Operations Research for Immediate
Application: A Quick & Dirty Manual
Robert E,D. Woolsey and Huntington
S. Swanson, Harper & Row, Publishers,
10 East 53rd St., New York, NY 10022,
1975, 204 pp.— Basically this book provides solutions in plain English for an
assortment of selected real -world problems. The Quick and Dirtys are, at best,
a guide for developing a rule of thumb
to fit the situation at hand.
Quantitative Approaches to
Management
Third Edition, Richard I. Levin and
Charles A. Kirkpatrick, McGraw Hill
Book Company, 1221 Ave. of the
Americas, New York, NY 10020, 1975,
568 pp.—This textbook illustrates and
explains the salient features and potential uses of many of the newer mathematical techniques without sacrificing
pedagogical soundness.
Retailing Management
Fourth Edition, William R. Davidson,
Alton F. Doody and Daniel J. Sweeney,
The Ronald Press Company, 79 Madison Ave., New York, NY 10016, 1975,
883 pp. —The authors provide a comprehensive treatment of the essential
principles and practice of site selection,
store design and department layout,
merchandise management, sales promotion, and customer services in the relating field.
Estimating Construction Costs
Third Edition, R. L. Peurifoy, McGraw Hill Book Company, 1221 Ave. of the
Americas, New York, NY 10020, 1975,
456 pp.—The primary aim of this book
is to enable the user to gain fundamental knowledge of estimating the costs of
projects to be constructed. The figures
used are for illustration purposes.
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The Economists
The "high priests" of the modern -day world are economists and
their oracular utterances probably have as much, if not more,
influence on public policy as those of the ancient soothsayers. A
new book's profiles of five of the most influential economists
illuminate the ideas that for good or ill affect our daily lives.

Corporations pay them high fees, governments
change them when a new administration takes ofifice and investors weigh their words with all the
care of Biblical scholars examining a new gospel.
Who are they? Today they are called economists. Perhaps in the past soothsayers and astrologers fulfilled their role in prophesying the future.
In a new book, *Leonard Silk looks at five of these
species whose ideas are so influential in the conduct of human affairs.
Mr. Silk, who is on the editorial board of The
New York Times, writes backgrounders on economics —and writes lucidly on the subject. These
profiles of some of the giants in the field will help
to increase the layman's understanding of the
"dismal science."
The five are Paul A. Samuelson, Milton Friedman, John Kenneth Galbraith, Wassily Leontief
and Kenneth E. Boulding. In one way or another,
all are original thinkers but all are children of
John Maynard Keynes. Either they accept most of
his basic concepts or they reject some or all of
them, but they start with Keynes looking over
their shoulders.
A Keynesian quotation is used to illustrate the
power of ideas and why the leading economists
are so important in the conduct of human affairs.
In a prophecy which his own book, The General
Theory, ultimately would bear out, Mr. Keynes
wrote, "But soon or late, it is ideas, not vested
interests, which are dangerous for good or evil."
The power that economists wield today derives
from their ideas. The ideas promulgated through
universities, books, and articles seep down
through the graduate schools and seminars to businessmen who might think they have developed

their own economic philosophy, while actually
parroting the ideas of a Friedman or a Samuelson
or some other seminal thinker.
But readers who expect to find answers in this
book to intractable problems like unemployment,
inflation or limited resources will find no help
here. Instead, they will find a well - written survey
of top economists in this country —all of whom
have had influence and still have influence on
Government fiscal and monetary policy.
Mr. Silk places Paul A. Samuelson at the center
of the economic spectrum with Mr. Friedman to
his right and Messrs. Galbraith and Leontief to
his left. Kenneth E, Boulding, whose economic
thinking is saturated with his religious beliefs,
cannot be categorized as well as his colleagues.
Thousands of businessmen have cut their teeth
on Dr. Samuelson's famous textbook, which has
made him a millionaire. The doyden of bourgeois
economics, Mr. Samuelson eschews labels and
ideology and attempts to resolve problems on the
basis of logic and empirical fact. A pragmatist, he
believes in "blending private and public sectors,
market and political decisions, individual liberties
and social responsibilities, personal and communal welfare." In addition to his impact on government. and private economic decisions, Mr. Samuelson has been midwife to a whole generation of
economists and business students.
In his preface, Leonard Silk points out that two
of the economists he writes about have won the
Nobel Memorial Prize in Economic Science. The
book was already in print when the third — Milton
Friedman —also was awarded this signal honor.
The Old -Time Religion
Dr. Friedman, the most conservative —or liber-

*

the Fconomisrs by Leonard Silk, Basic Books. 1976. $ 10.93.
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Con tinued on page 66
59

New Products /Services
AUTOTAB II Improved
A computer software product, AUTO TAB II, is a software system specifically
designed for IBM 360/370 machines. It
has been developed for use by financial
planners, analysts, or managers. Improvements to the system reduce the
time and effort necessary for users to
produce their financial plans. To give
users greater control over the format of
reports, increased flexibility has been
added to the system's report writing capabilities.
Circle 9 on Inquiry Card
Financial dp Service Debuts

LINK -200 System features maximums of 40 megabytes of double density disk storage,
65K characters of solid state memory, and 16 ports for multi - terminal time - sharing
operation. Applications include full accounting and payroll functions, communications,
remote job entry and data entry, word processing and text editing, and inventory entry
processing and control.

Circle 4 on Inquiry Card
Study Analyzes '76 Tax Reform Act
A 272 -page, in -depth study published
by the Research Institute of America
analyzes the '76 Tax Reform Act. Titled
"The RIA Complete Analysis of the '76
Tax Reform Law," it is designed to
clarify the complexities of the new law's
provisions, pinpoint new requirements,
alert users to dangerous new pitfalls and
highlight new tax - saving opportunities.
Circle 5 on Inquiry Card

A financial data processing service has
been added by McDonnell Douglas to
its nationwide teleprocessing network.
It is based on a fully integrated financial
accounting system called Autocountant
and a financial modeling system called
Autoplan. The modules in Autocountant are general ledger, accounts receivable /sales analysis, accounts payable,
and fixed asset accounting. Functioning
independently of Autocountant, Auto plan allows the user to build a financial
model by inputting up to 1500 rows and
columns of data on which calculations
are made to evaluate the model.
Circle 10 on Inquiry Card

CENTURY 151 computer system has expanded memory capability, from 128k to
256k memory, allowing users to implement larger multiprogramming systems
and to use Resident Sector Management
(RSM) software.

Circle 7 on Inquiry Card
Telephone Timer Helps Cut Costs

IBM Series 1 minicomputer is a general
purpose computing system that offers
both communication and sensor -based
capabilities. Input and output devices can
be attached.

Circle 6 on Inquiry Card
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DIGITAL Telephone Timer (GRS
Model 100) mounts on telephone and,
with the push of a button, keeps track of
time of telephone calls. All solid state, it
features bright, three -digit LED display
and operates off four penlite alkaline
batteries with a life of up to 300 hours.
Circle S on Inquiry Card

UNIVAC 1100180 incorporates Emitter
Coupled Logic for speed and packaging
advantages and multi- layered packaging,
reducing amount of back -panel wiring.

Circle 1 I on Inquiry Card
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Smart Clock Collects Data

J

The "Smart Clock," a micro - processor
based data collection terminal, collects
information for time and attendance, inventory control, job costing and other
custom applications. It can operate in
either a real time /on line or a stand
alone mode. Data is "read" from plastic
ID cards and IBM cards or via ten
pushbuttons. The terminal checks each
transaction for validity and tells the
user if the transaction was valid or void
through indicators and an alarm.
Circle 15 on Inquiry Card

SHARP desktop calculator (Model CS2165) features a 12 -digit printer capable
of printing 2.6 lines per second, it may be
used as a display and printer simultaneously or as a display calculator with optional printing by depressing the print key.

Circle 18 on Inquiry Card
wnsoN Jonas
w

A Guide to More Company Profits

TION 300D decollator is designed to separate one copy and one carbon up to 450
feet per minute. it handles continuous
forms from 10 lb. to 140 lb. card stock, up
to 20 inches wide, 17 inches long and up
to 12 parts.

Circle 12 on Inquiry Card

COLUMN WRiTE columnar pads have
shaded columns in alternate thousands to
help prevent costly "decimal slip" errors.

A booklet, titled "6 Things You Can
Do Today That Can Help Make Your
Company More Profitable," describes
how computerized management services
can improve cash flow and cut credit
risks. It contains practical ideas on how
to speed collections, improve the payroll
system, upgrade accounts payable, better analyze sales, and utilize a more efficient general ledger system.

Circle 16 on Inquiry Card

Circle 19 on Inquiry Card
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ENT (Electronic Notebook Terminal) both
collects data and transmits the collected
data directly from memory. This solid state terminal is about the size of a clip
board, weighs only 1!12 lbs, and provides
for keyed -in entry of product codes of up
to 7 digits and quantities of 5 digits.

Circle 13 on Inquiry Card
Tape Service Lists All Tax Rates
A magnetic tape service called Salestax
lists current tax rates for all sales tax
jurisdictions in the U.S. The service includes monthly updates of all rate
changes thereby eliminating sales tax
rate maintenance for the subscriber.
The magnetic tape file can be used to
automatically apply appropriate state
and local taxes to corporate billing systems.
Circle 14 on Inquiry Card
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T -CARD activity calendar helps in scheduling and changing events. Each modular
board schedules 99 events per day for 31 days, takes up 19 "x38" of wall space.

Circle 17 on Inquiry Card
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Replacement Costing:
Complying With
Disclosure Requirements
New Research Report deals with problems of reporting
replacement cost data on financial statements.

In mid- February, N A A will publish Replacement Costing:
Complying with Disclosure Requirements, by Melvin C.
O'Connor, Rita C. Grant, and Harold M. Sollenberger. This
book, the result of an NAA research project, will be sent
gratis to any member requesting a copy (see coupon, page 65).
Following is a summary of the book, prepared by the Research Department.

On March 23, 1976, the Securities & Exchange Commission
issued Accounting Series Release No. 190, which requires all
SEC registrants with inventories and gross property, plant
and equipment which aggregate more than $100 million and
which comprise more than 10% of total assets, to disclose
certain specified replacement cost data in financial statements
filed with the SEC. The required data are: (1) estimated current replacement cost of (a) inventories and (b) productive
capacity, at the end of each fiscal year for which a balance
sheet is required, and, (2) the approximate amount of (a) cost
of sales and (b) depreciation, based on replacement cost for
the two most recent full fiscal years.
In addition, disclosure will be required for methods of determining replacement costs and any additional information
that management believes is necessary to prevent the replacement cost information from being misleading. Disclosure of
all data required by ASR No. 190 may be either in a footnote
to the financial statements or in a separate section of the financial statements following the notes.
In an attempt to provide registrants with some guidance on
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implementation problems, the SEC appointed an advisory
commission to meet on a regular basis with the Commission
staff to consider problems in complying with ASR No. 190.
On the basis of these meetings and other staff experiences in
dealing with registrants, a series of Staff Accounting Bulletins
are available.
The impact of this ruling on management accountants who
are faced with producing replacement cost data is substantial.
Reporting replacement cost data is bound to create numerous
problems for affected firms because such data are a major and
unparalleled departure from traditional accounting and reporting. The research project was conducted with the objective of providing assistance in understanding and, if necessary, dealing with SEC replacement cost disclosure requirements.
Overview of Research Report
The new book consists of three sections. Section one is a
summary of the most important provisions of ASR No. 190.
Section two presents potential problems (or pitfalls) and suggested solutions to the identified problems. Section three is a
series of case studies based on actual firms who are required
by ASR No. 190 to report replacement cost data. The case
material presented is based largely on interviews with those
employees who are most intimately involved with generating
the date required by ASR No. 190.
Summary of Findings
The case studies indicated that policy -level responsibility
for implementation of ASR No. 190 normally falls within the
MANAGEMENT ACCOUNTING /JANUARY 1977

domain of the corporate controller. This appears to result
from the fact that the controller's office is the primary source
of corporate accounting policy for historical cost -based financial statements. Much of the technical work required in implementation as well as coordinating the data gathering process seems to be assigned to an individual (or group) who reports directly to the controller. This individual is a member of
the corporate office and seems to be normally involved with
cost analysis and /or implementation of corporate accounting
policy. In general, companies are attempting to minimize the
out -of- pocket cost of implementation by utilizing internal resources, internal personnel, and readily available external
data (e.g., indexes) and procedures (e.g., trade association
guidelines). There is comparatively little use of outside consulting or appraisal firms and the corporation's public accounting firm serves largely in an advisory capacity.
Obtaining replacement cost data for productive capacity is
the major concern of all firms interviewed, The difficulties
involved in generating this data far outweigh any other implementation problems identified to date and are consuming
most of the time and resources being spent on complying with
the SEC requirement. Potential problems include accounting
for effects of changes in technology on production facilities,
highly specialized assets, assets bought in groups, and product mix changes. Solutions vary among firms depending on
data availability and internal resources.
Replacement cost depreciation on a straight -line basis
looks as though it can be easily obtained by relying on histori-
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Concluding Thoughts
The SEC, under its present requirement, is looking for replacement cost data that are reasonable. Compliance would
seem to entail that management simply satisfy itself that reported replacement cost data are based on assumptions and
judgments about its company which are reasonable in terms
of operations and circumstances at the time of such judgments and assumptions. At present, it appears that reasonableness, good judgment, simplicity, and cost minimization
should be the major concerns in complying with the SEC's
new replacement cost disclosure requirement.
0

MMEMBERSHIP BONUS
AS A SPECIAL MEMBERSHIP BONUS, THIS NEW
RESEARCH PUBLICATION WILL BE SENT FREE TO ALL
NAA MEMBERS WHO REQUEST A COPY BEFORE
MAY 1, 1977, MEMBERS IN OTHER COUNTRIES HAVE
UNTIL AUGUST 1, 1977.
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cal relationships between depreciation and cost. Cost of sales
and inventory in most cases will be valued by the use of
LIFO -FIFO cost How assumptions. Potential hazards include
slow inventory turnover, changing inventory levels, and double -digit inflation. The existence of these conditions may require procedures for obtaining inventory and cost of sales
replacement cost data that vary from the LIFO -FIFO approach. For 1976 most firms seem to be ignoring prospective
effects of changes in technology on production costs.
Most of the interviewees had reservations about the usefulness of the information either internally or externally. There
seems to be general agreement that the information should
not be publicly available while in such an experimental stage.
An education program on replacement cost data for external
users of replacement cost figures seems to be favored.

ail to :

" F re e B o o k"

MAIL TODAY!

91 9 Third A venue
Ne w Y o rk, N.Y. 10022

YES, I want the copy of Replacement Costing: Complying with
Disclosure Requirements to which I am entitled as an NAA member.
Name (Please Print)
NA A A c c o unt Num b e r
❑ ❑My❑mailing❑ad dres s❑on❑NAA ❑rec ords ❑is❑co rrec t. Do n' t c hang e anything .
[]P le as e change m y mailing add re ss o n pe rmane nt NAA rec ords as
ind ic ated b elow or attac he d.

Requests p ostmarked af ter May 1 W . S . A .) o r A ug ust 1 , 1 97 7
(o the r co untrie s) will rio t be ho no red .

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

M

(Coupon may be photo - copied if you do not want to cut magazine)
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"Dr. Galbraith, THE ECONOMISTS
however,
marches to a Continued from page 59
different tune —
to 'socialism tarian —of the five economists, is as Mr. Silk dubs
without tears. ' " him, "prophet of the old -time religion." A direct
decendant of Adam Smith, he is "an ardent crusader for capitalism and economic freedom at a
time when most of his leading contemporaries in
economics were seeking ways to use government
to improve the performance of the economy and
to advance social welfare."
A skilled debater, Mr. Friedman has the knack
of presenting complex ideas in such a fashion as to
make them seem entirely convincing to the layman. His emphasis on monetary policy to keep
the economy on a stable course has made him famous, but the University of Chicago economist
(who retired last year), influenced the Nixon Administration in other ways, too. With his sword of
laissez - faire, he attacked the wastefulness and inefficiency of government regulations, helped win
the battle for an all- volunteer army and pushed
hard for a voucher system to permit students to
attend whatever schools they and their family
wished. Yet Dr. Friedman is not willing to go as
far in turning over the economy to free enterprise
as some libertarians, sparked by Ayn Rand and
Ludwig Von Mises, would.
John Kenneth Galbraith is just as eloquent and
brilliant in promoting his ideas as Dr. Friedman.
Dr. Galbraith, however, marches to a different
tune —to "socialism without tears." In a way, his
career is a paradox in that he has directed his
message over the head of his own colleagues to the
public at large in a series of witty, well - written
books. His thesis is that the marketplace no longer
operates according to the law of supply and demand; instead of the consumer determining what
is produced, producers through concentrated economic power are creating wants. In The Affluent
Society and The New Industrial State, Dr. Galbraith makes his case that classic competition no
longer characterizes the marketplace. It is, rather,
manipulated by a new technocratic elite.
His writings urge that the public sector be expanded in order to improve mass transit, rejuvenate deteriorating cities and limit the toll of pollution on the quality of life. According to this economist, the marketplace no longer can be left to
"the invisible hand."
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The Planner
Samuelson, Friedman, Galbraith —all are economists whose ideas have shaped events in the recent past, but Wassily Leontief may be the economist whose ideas will shape the near future. A
Russian who has spent most of his life in the United States, he developed input- output analysis
which aims to show, through mathematical equations, the flow of goods and services among the
different sectors of a country's economy. Many
countries now use his model for planning purposes but he would go further and advocate national
government planning on a scale far greater than
now exists. Because Democratic congressman are
urging the passage of legislation that would accomplish similar objectives, this economist may be
the spokesman for a new direction in national economic policy.
Kenneth Boulding, an economist born in England, really believes that the aim of economics is
to improve human welfare. His economic works
are suffused with his fervent religious beliefs. His
contribution to economics is that he refuses to
work and think within the narrow confines of economic and mathematical theory. He has sought
"to move beyond economics toward a general social science that would deal with man in his totality." His emphasis on a moral life has led him, a
pacifist, to study wars in an effort to determine if
there are economic causes and how mankind can
eliminate them if they do exist.
Each of the five has had a major impact on
economic thinking in the United States and
abroad. Some readers will want to go on to sample
some of their major works. But, as Author Silk
points out, no economist is infallible and while
they receive the plaudits of all during booms, they
also are the target of public wrath when the economy breaks down. In Britain, for example, where
the economy —and economists —have fallen on
hard times The New Statesman awarded a prize
for this definition of "economist ":
An inhabitant of cloud - cuckoo land: one
knowledgeable in an obsolete art; a harmless
academic drudge whose theories and laws
are but mere puffs of air in face of that anarchy of banditry, greed and corruption which
holds sway in the pecuniary affairs of the
real world.
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Institute of
Management
Accounting
James Bulloch, Editor

pare their accountants and financial managers
for the examination.
The programs have been initiated by companies, NAA chapters and by university faculties.
In almost all cases, the instructors in such
courses have come from the faculty of local
colleges or universities. Although the IMA does
not sponsor, endorse, or accredit CMA review
courses, it does maintain a list of such courses
that is available upon request.

Contributors to the 1976 Examination

CMA Review Courses
There have been CMA review courses since
the first CMA examination in December of
1972. The University of South Carolina offered
the first such course in May of'1972 just after
the CMA program was announced by the NAA.
Since that time, a number of other institutions
have organized and offered review courses.
The courses take a variety of forms. Some are
comprehensive courses that provide instruction
in the subject matter as well as advice on how
to study for the CMA examination. Others are
short programs intended to help the candidates
efficiently organize a self -study program. One
course is, in effect, a residential course where
candidates go to the site of the review program
and cover the material in an intensive two -to
ten -day period. Several courses meet for three
hours one or two times per week for ten to fifteen weeks.
One significant aspect of the CMA review
course development is the company -sponsored courses. Several large companies have
arranged for "in- house" review courses to preMANAGEMENT ACCOUNTING /JANUARY 1977

Joseph Lane, Jr.
University of Alabama
University, Ala.
George Bruha
Arthur Andersen
Detroit, Mich.

&

The Certificate in Management Accounting examination will be offered twice each year beginning in 1977. The semi - annual schedule will
give candidates who begin the program with
the June 1977 examination six opportunities to
complete it within the three -year time limit.
The 1977 examination schedule and application due dates are as follows:
Examination Date
Application Due Date
June 15, 16, 17, 1977
March 1, 1977
December 14, 15,16, 1977 September 1, 1977
The examination is offered in over 30 cities
throughout the United States. Candidates are
free to select the city of their choice from
among the approved examination locations.

Co.

Michael Lowrance
Clarkson, Harden
Gantt, CPAs
Columbia, S.C.
&

Semi-Annual Examination Schedule

The quality of the CMA examination is directly
related to questions provided for inclusion on
the examination.
The IMA gratefully acknowledges the following people who were among the contributors to
the 1976 examination for the Certificate:

Robert J. Swieringa
Cornell University
Ithaca, N.Y.
Larry C. Peppers
Creighton University
Omaha, Neb.
Nicholas DeGrazia
University of Detroit
Detroit, Mich.

Peter C. Eiseman
Georgia State
University
Atlanta, Ga.
James Greene
University of Maryland
College Park, Md.
Gregory DelaCruz
Donald Hicks
Michael L. Moore
Harold M_ Sollenberger
Michigan State
University
East Lansing, Mich.
Richard Boley
Paul Danos
Gunter Dufey
James Godfrey
Franklin Moore
James Wheeler
University of Michigan
Ann Arbor, Mich.

Jon M. Huegli
William Kimball
Eastern Michigan
University
Ypsilanti, Mich.

James C. Stallman
University of Missouri
Columbia, Mo.

Gary Luoma
Emory University
Atlanta, Ga.

Michael H. Granof
University of Texas
Austin, Tex.

Jerry Ford
General Mills, Inc.
Minneapolis, Minn.

Adrian C. Edwards
Western Michigan
University
Kalamazoo, Mich.

C. Robert Carlson
Michigan Bell
Telephone
Detroit, Mich.

Willis Stevenson
University of Wisconsin
Madison, Wis.
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as antitrust, unusual payments and
"trading with the enemy." These are
some of the findings of a new ConferContinued from page 5
ence Board survey titled, "MultinaAlthough the Board's purpose is to re- tional Corporations and National
view the quality of Andersen's profes- Elites: A Study in Tensions." Based
sional practice, it also studies some of on in -depth interviews with 247 influthe general problems of accounting ential persons in Canada (where
and reporting. The published report of more than 4,000 U.S. firms operate)
this Board, included in the annual re- and in Italy (which has about 700
port, criticizes the accounting and fi- American companies), the survey
nancial reporting of public bodies. shows that the most frequent critiThe firm has been at the forefront of cisms have less to do with the multithose advocating better financial re- national company than with the failures and excesses of governments.
porting in the public sector.
Although U.S. multinationals are attempting to strengthen their political
Defliese Will Address Accounting forecasting techniques, few have yet
developed the capability to analyze
Congress
and forecast political events that will
Philip L. Defliese, managing partner greatly affect their overseas operaand chairman of the executive com- tions.
mittee of Coopers and Lybrand, will
be the general reporter for the topic, MANAGEMENT
"Accounting, Forecasting and Con- ACCOUNTING
sulting for Management Use," at the
PRACTICES
11th International Congress of Accountants in Munich, West Germany, Continued from page 6
October 10 -14. A past president of
Nos. 10 through 13 relate to Statethe AICPA, Mr. Defliese also is a
ment No. 12, "Accounting for Certain
member of NAA.
Marketable Securities." They deal respectively with personal financial
statements of individuals, changes in
Big Board May Require Audit
Committees of Outside Directors market value after balance sheet
date, the accounting for previously
The New York Stock Exchange is established allowance accounts, and
considering a proposal that would re- the consolidation of a parent and its
quire Exchange members to establish subsidiaries having different balance
audit committees that would have a sheet dates.
Interpretation No. 14 deals with
majority of "outside" directors. In a
Statement
No. 5, "Accounting for
recent survey of its member compaContingencies,"
and is concerned
nies, 86% of those responding, or
966 companies, said they had already with the accrual of a loss when only a
set up such committees or were tak- loss range can be estimated. No. 15
specifies that, as to Statement No. 8,
ing steps to do so.
"Accounting for the Translation of
Foreign Currency Transactions and
Foreign Currency Financial StateCanada, Italy Like U.S.
ments," unamortized policy acquisiMultinationals But Resent
tion costs of a foreign stock life insurAttempts to Apply U.S. Law
ance company are to be translated at
Leaders in Canada and Italy are call- historical rates.
ing for multinationals to provide greater benefits to their countries and for
IASC Issues 2 Standards
more effective and coherent government machinery to regulate their ac- The International Accounting Stantivities but at the same time they re- dards Committee issued two Stansent efforts by the American govern- dards and proposed issuance of anment to apply U.S. laws in such areas other. "Depreciation Accounting"
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(IAS No_ 4) requires the systematic allocation of the depreciable portion of
depreciable assets over their useful
lives. Various disclosures are specified, such as the depreciation methods used, useful lives, total allocated
depreciation, gross depreciable assets, and related accumulated depreciation.
IAS No. 5, "Information to be Disclosed in Financial Statements," calls
for minimum disclosures and encompasses general disclosures, those
specific to the balance sheet, and disclosures applicable to the income
statement.
Both of the above Standards will
have their effects predominantly on
non -U.S. companies. The MAP Committee previously had commented
that the Standards represented constructive actions, although it was critical of certain specifics.
The IASC also released a proposed
Standard — "The Treatment in the Income Statement of Unusual Items
and Changes in Accounting Estimates and Accounting Policies." The
exposure draft provides that unusual
items included in net income should
be separately disclosed with explanations of their natures. Comments are
requested by April 29, 1977.

MAP Committee Seeks Views
On Business Combinations
The MAP Committee has, on several
occasions, made known its desire for
input from the general membership
on major issues confronting the management accounting profession. The
committee currently is preparing to respond to the numerous complex issues set forth in the FASB's Discussion Memorandum, "Accounting for
Business Combinations and Purchased Intangibles." To assure its
broad -based representation, your advice and counsel is earnestly solicited. Please write to Editor, Management Accounting Practices, giving
your views on this important subject.
Free copies of the Discussion Memorandum may be obtained from FASB
Publications Division, File Reference
1019, High Ridge Park, Stamford,
Connecticut, 06905.
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Chapter /Member News
WILLIAM R. JONES, Central Pennsylva-

nia, has been appointed director of finance, Park Ridge Hospital and Nursing Home, Rochester, N.Y.
BOBBY D. STORM, Central Texas, is

now accountant and business manager
at Wilkirson -Hatch Funeral Home,
Inc., Waco, Tex.
LANDEN R. BLAIR, Columbus, was

named controller and chief accounting
officer, Columbia National Corp.
STUART L. SCHWERIN, Connecticut

Executive Director W.M. Young, Jr., plays host to Japanese visitors who toured
the NAA office recently. L. -r., Hiroshi Nakachi, New York Chapter; Junzo Kondo,
Tokyo; M. Shibata, and Susumu Yamada. Mr. Kondo is president of Nippon
Kayaku, a chemical producer.
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ALBERT G. ROTH, Rochester.
E.C. SAUNDERS, San Diego.
ROBERT W. SCHMIDT, Tippecanoe,

past president.
LANGDON W. SCHULZ, New York.
CLARENCE W. SEIK, Cleveland East.
JULIAN L. STANLEY, Dayton.
JOHN G. STONEBURNER, Akron.
ORLANDO N. STROBEL, Milwaukee.
ALBERT P. TEETZEL, San Diego.
NORMA M. WEHNER, Dayton.
R. HAROLD FEARER, Hagerstown.

Promotions and New Positions
JOHN R. CONKLIN, II I, Atlanta Cen-

tral, has been appointed to the new position, director of corporate planning, Interfinancial, Inc. . . . HUEY W. HEW ETT, past president of the Montgomery
Chapter, is now controller of M. Cameron Head Construction Co.
JIM A. MOFFIT, Bakersfield Area, has

been appointed assistant vice president— budgets, Continental Telephone
Service Corp., Western Region.
WILLIAM D. JOHNSTON, III, Butler
Area, has been promoted to coordinator
of corporate accounting procedures,
Jones & Laughlin Steel Corp.
ROBERT R.

Calumet, is now
manager at Price, Waterhouse & Co.
. . . JOSEPH A. SCODRO was promoted
to vice president — finance, LaSalle
Steel.

RICHARD D. PEDERSEN, Des Moines,

has been elected vice president and controller of Iowa -Des Moines National
Bank.
THOMAS N. ADAMSON, Detroit, has

been appointed manager of internal auditing, H oneywell, Inc.... SONDRA M.

CAMPBELL has been promoted to assistant vice president, Advance Mortgage
Corp. , .. DONALD V. GRAHAM was
promoted to area vice president, Detroit
and Northern Savings and Loan Assn.
... CORT M. JOHNS is now m anager of
financial planning, Warner - Lambert
Co., Morris Plains, N.J... , DONALD L.
MAYBERRY was appointed chief financial officer, First Federal Savings &
Loan Assn., Dearborn. . . . BRUCE E.
MULLICAN was named director of

claims processing, Michigan HMO
Plans, In c. , an d NE IL L. PEFFER has
been promoted to controller of Klochko
Equipment Co.
WILLIAM G. GLVIN, Grand Rapids,

has been promoted to assistant controller of Haviland Products, Inc. . . .
FRANK P, MESSNER, JR., has joined
Medallion Instruments, as controller.
ALVIN L. LEIVAN, Greater Ozarks, was
promoted to senior vice president of finance, Empire Gas Corp.
JAMES J. MEEHAN, Greater Youngs-

town Area, has been appointed controller of Plakie Toys, Inc.

Ross,

Emeritus Life Associates
CHARLES B. ALLEN, Waterbury, past
president.
RAYMOND W. ANDREWS, New Haven,
past president.
HAROLD H. BAKER, Waukesha Area.
CHARLES F. BAUBERGER, East Bergen Rockland.
R. BARRY BEARD, Raleigh- Durham
Area; Piedmont- Greensboro past president. Stuart Cameron McLeod Society.
JESSE E. COMLY, Milwaukee.
ROBERT H. COWLISHAW, Baton
Rouge, past president.
WILLIAM K. DAVIS, Piedmont High
Point; Reading past president.
N.J. ELMORE, Cincinnati.
HOWARD E. HANSEN, Boston.
ALVIN S. HEFFELFINGER, Lehigh Valley.
THOMAS H. HOBSON, Raritan Valley.
CHARLES R. ISRAEL, Indianapolis, past
national president, 1955 -56. SCMS.
G.W. JONES, JR., Charlotte Gold.
FRANCIS H. LIGHTFOOT, Wabash Valley.
JOHN W. MAZZ, Baltimore.
WALTER J. MILLER, Lehigh Valley.
BERNALD L. MOECK, Rockford, past
president. SCMS.
WILLIAM G. MCCLINTOCK, Detroit,
past president. SCMS.
CLARENCE H. PHILLIPS, Massachusetts
North Central.
KENNETH S. REAMES, Detroit.

Gateway, was elected assistant controller— accounting of General Telephone
& Electronics Corp.

L. THOMPSON, Hampton
Roads, recently was promoted to vice
president, Bank of Virginia.

RALPH

DAVID R. SPRAKER, Hartford, has been
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appointed director, operations control
and administration, Power Systems
Group of Combustion Engineering, Inc.

Time Off

, Jamestown Warren, has been appointed vice president of Bankers Trust Co. of Western
New York.
K E N N E T H W . S T R IC KLER

Johnstown,
has been promoted to manager —taxes
and specialized accounting, Pennsylvania Electric Co.
T H O M A S L . C A R R O L L , JR . ,

BRUC E B. GRUBB, JR., Ka lama zo o , is
now region al acco u ntin g man ager for
Upjohn Ho m em akers of Tam p a, Fla.
...

G A LE

E.

N E W E LL

wa s

na me d

chairman, department of accountancy,
Western Michigan University.
R O BE R T H . S MI T H ,

Lehigh Valley, has
joined Moravian College as comptroller.
HAROLD L. HAGEN, L y n c h b u r g ,

wa s

promoted to administrative vice president of CT &R, retail operation of Craddock -Terry Shoe C o r p . . . . BETTY P.
ZOLL has been promoted to associate
professor of accounting, Central Virginia Community College.
JO HN W. P U NK,

Massachusetts Pioneer

c yo
ha
n
g
i
n
g
ur
address?
To ins ure
uninte rrup te d

r
n

service on
MA N A G E M E N T
A C C O U NT I NG
and o the r NA A
mailings, please
re turn this
coupon at least
four we eks p rior
to m oving.

i

I

Z
D

a Di

D
D

X
6i
S;
m 7

O
a

o
.c',

a
Z
v

o

m

o

o '

ii m
❑

n

a te,
MA I L T O :

;

Natio nal
Association of
Ac co untants
91 9 Third A venue
Ne w Yo r k, N .Y.
100 22

3 3
O °
J 3
3 v
m

i

o _
N
, t]

o

0,

L - - - - - - - - - - - - - -- J
( Ple ase pr i nt o r ty pe)

Na me
Ne w A d d r e s s

C i ty

70

St a t e

,

"I 've called this meeting because of the rumors that our treasurer is spending
money foolishly. "

Working with Women
Corporate behavior patterns have
changed, and are changing, because
of the increased presence and status
of women on the job, spurred by
cultural trends, the Equal Pay Law
and Equal Employment Opportunity Commission. Often male managers and executives find themselves
trapped between the old patterns of
behavior toward working women
and the shadowy outlines of a new
emerging mode,
As a guide for perplexed businessmen, The Research Institute of
America has just published some
recommendations based on scores
of interviews compressed into nine
composite case histories. Its booklet
is titled "Working with Women: A
Handbook for Men."
The flavor of the report is indicated by some of the case history
titles: "The Old Boy Network ";
"Women's Lib Rhetoric (or, don't
be cowed by a lot of bull) "; and
Case No. 4, "How to put a Woman

Down (Nicely)."
From the interviews, the Institute concluded that most of the difficulties of male - female interaction
in a business environment arise because the two are working under
different sets of assumptions.
Where the male manager may be
overly concerned that he not condescend to a female employee or treat
her like traditional mores call for,
the woman looks at his puzzling behavior and wonders what she is doing wrong.
The Institute recommends that
businessmen stop worrying about
"trivia like manners and semantics"
and concentrate on the job role, not
the gender. Often doubts in a situation involving man -woman interaction can be resolved by the male
manager asking himself: "Would I
treat a man the same way ?"
Copies of the report are available
at $10 from The Research Institute
of America, Inc., Dept. 111, Mt.
Kisco, N.Y. 10549.
❑
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Valley, has been promoted to treasurer
and chief financial officer of Chartpak
Pickett.

ing, a nd W ILLIA M J . S T E VE N S
, manager— accounting, international account-

JOHN R. LAMOS, Mass. Route 128, has
been named treasurer of Astra Corp.

appointed assistant controller, Wheeling- Pittsburgh Steel Corp.... JOHN E.
TAYLOR was promoted to general manager, taxes, H.J. Heinz CO.... JAMES S.
HOWARD has been elected to the board
of directors of Wheeling- Pittsburgh
Steel Corp. He is vice president —finance of the corporation.

JA ME S

E. MAY, Memphis, recently
joined Decor Noel Corp., and was elected treasurer and chief financial officer.
RIC HARD

S.

CORRENT E,

Me r r im a ck

Valley past president, has been named
assistant controller— management information and financial analysis, Raytheon Co.
RO B ER T E . KRAM ER, Min nea pol is V i-

king, is now a divisional controller with
American Hoist & Derrick Co.
Five North Central Ohio members were
named at BW Plumbing Products, formerly a sub sidiary of Borg -Warner
Corp. They are L A W R E N C E E. FULMER ,

treasu rer ;

retary ;

M U R L E . P R E BL. E, s e c -

G R EG O R Y

S . S IL O Y

analysis manager; DAN

, audit and

WER T ENBER -

operation s acco u ntin g manager,
and GARY HOWER, general accou ntin g
and cash m anager.
G ER ,

ing. . . .

FR E D G . CHBOSKY ha s be e n

H A N K S . S T I N S O N , JR . ,

Princeton, was
promoted to general accounting manager, Information Records Div., IBM.
JO S E P H

R.

MAR T EL. LE,

Racine -Kenosha, has b een nam ed m anager of financial plan n in g and analysis, Modine Mfg.
Co. . . . NICHOLAS J. TSORis has been
nam ed supervisor —costs and budgets,
do m estic o p erations, Twin Disc, Inc.
DO U G L A S

J . H E C K E R , Redwood Emhas
been
promoted to office manpire,
ager, California Cooperative Creamery.
RO LAND G . WO O DS ,

JR., Roanoke, has
been named controller of Branch & Associates.

CONSULTANT
Accounting/Financial Systems
As a major CPA firm serving a
broad range of client organizations in health care, finance and
manufacturing industries, we seek
the professional who can function
as a technical resource in accounting systems, manufacturing cost
systems, profit planning, capital
expenditure analysis and related
financial planning.
Credentials should include BS degree in accounting or a technical
discipline with an MBA or related
advanced degree with accounting
courses plus 4 years' experience in
an industrial or consulting environment. Please submit resume in
confidence, including salary history to:
BOX CMB,
MANAGEMENT ACCOUNTING
NAA, 919 Third Avenue
New York, N. Y. 10022

Two Rochester members were promoted at the County of Monroe. Chapter
President C H A R L E S R . C A N A N was
n am ed first d eputy director of finance,
and DONALD C. SHINER was made controller.

i

RUSS ELL H. S T ANLEY, S o u t h B i r m i n g MORRI SON

HOW ARD

Northwestern Mich.

Pittsburgh

ham, is now controller of Omelet.
Shoppe, Inc.
RIC HARD J , BREIT ER ,

B. BEGLEY, Northwestern
Michigan, recently was elected executive vice president of Chef Pierre, Inc.

South Central
Minnesota, has joined Lloyd Companies
as controller and vice president /finance.

...

GARY D. AUSTIN, Southern West Virginia, has b een prom oted to vice president of co m mercial loans, Chem ical
Ban k an d Tru st.

PHILLIP

D U N C A N A . J . MO R R IS O N h a s b e e n

named controller of Copperweld Corp.
R IC HAR D
T.
S C H W A N D T , Oakland
County, recently was named executive
vice president of United Northwestern
Realty Assn. and Western Wayne Oakland County Board of Realtors.

VINC ENT

L.

LUC ZAK,

Oak l and -E as t

Bay, is now financial manager with Superior Tile Co.
DA V I D

D.
H A R R I S O N , Parkersburg Marietta past president, has been promoted to manager of financial analysis
at Borg - Warner Corp.

Two Pittsburgh members have been
named at U.S. Steel Corp. DALE L,
HAMER

recen tly was p ro m o ted to sen ior accountant— con solid ation acco u nt-

C AR NI E G . WAUG H

, Springfield, is now
co n tro ller at Daylight Dairy Products.

O. G O L D E N B E R G , S t. L o u i s ,
is now treasurer of the Bunce Corp... .

Positions for Accountants,
Internal Auditors, Staff
Auditors, etc. From entry
level to management.
ALL FEES EMPLOYER PAID

Call Collect Today
414/276 -4554

EDW AR D

�

A

C HA R LE S M . O B E R M E Y E R wa s na me d

vice p resident of finance for Apparel Indu stries, Inc.
F R A NK J , F AZ ZA I O R E,

Trenton, recently was promoted to group controller,
I -T -E Division of Gould, Inc.
RAYM OND V. SOZZI , Westchester, has
been named a vice president of the Genesis One corporations, wholly owned
subsidiaries of Management Assistance.

L

BARNHILL, HAYES
& CROSBY, Inc.
633 W. W isconsin Ave.
Suite 310
M ilwaukee, W I 53203
A Licensed E mplo yment
Agency

Circle 20 on Inquiry Card
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Three Virginia Skyline members have
been named at Morton Frozen Foods.
GEORGE J . POTOSNAK wa s appointed
assistant divisional comptroller of financial operations in Charlottesville, DAVID D. SNIDER was promoted to assistant divisional comptroller of general accounting in Charlottesville, and CHEST ER S. KULES ZA, J R . , was promoted to
plant comptroller, Crozet plant.
PAUL W. MORRIS, Waterloo -Cedar
Falls, is now controller, Wendell Lock ard Construction, Inc.
O L I V E R R . A N D E R S O N , W i c h i t a , is n o w

part owner and president, Unirex, Inc.
In Memoriam
BRADY, 59, Pennsylvania
Northeast, 1945.
T,A. CAMIOLO, 59, Rochester, 1962.

JAMES C .

54, Louisville, 1957.
PAUL G. DROLET, 50, Worcester Area,
1953.
WILLIA M M . HA NKINS , J R . , 3 8 , Pensacola, 1975.
J A C K K . H A R A W A Y , 58, Denver, past
president, 1955. Stuart Cameron
McLeod Society.

ALFRE D J . OST D IEK, 48

RIT A

AL EX

J AMES F. C ONN ,

J.

HUNT INGT ON,

57,

Oma ha ,

, Dallas, 1962.

P.W. PARVIS, JR., 57, Member -atLarge, USA, 1947.
WILLIA M

J.

PRIE MER,

40,

De t r o i t ,

1975.
ULMER

T . R E I LL Y ,

84

, Denver, 1943.

ELA.
RIC HMO ND,

62,

long

Beach,

1966.

1961.

C LIF FORD L. J OHN SON, 81 ,

Rochester,
1929. Emeritus Life Associate.

MOHA MED SHOAIH, 71,

RAY

A R T HU R H. ST AGGS, 65, B i r m i n g h a m ,

D.

KINSE LLA,

84, Rochester,

1930. ELA.

W a s hi n gt o n,

1939.
1955.

HE R B E R T P . LEB E A U, 50 ,

Kalamazoo,

1976.
W.J. LYND, 65, Pittsburgh. 1954. ELA.
J.R. MANSFIELD, JR., 49, Boston, 1954.
H O W A R D McGIVNEY, 44, Northern
New York, 1960.
J . J . M C S W E E N E Y , 55, Louisville, 1955.

MAR VIN J . T URNE R,

33, Dayton, 1968.

M.D. WELLS, 89, Pittsburgh, 1940.
ELA.
E U G E N E R . W O L F , 50, St. Paul, 1965.
GE O R G E A . YATES , 65, Mohawk Valley, past president, 1941.

MEMOMAL

EDUCAT� ON
FuND
"IN REMEMBRANCE OF"
a father, a son, a spouse, a partner

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

Make a contribution to the NAA Memorial
Education Fund in remembrance of someone
special.
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Your
client needs the
right financial
solut
NOVA
mi

0

We'll make sure he gets'it,
When your client needs the right
financial solution, he can't afford
indecision and delays.

Or, we can finance your client's accounts receivable while he maintains
the credit and collection activity.

We offer a complete range of financial services for commercial and
industrial firms. And wecan expedite
them to meet your client's needs.

Either way ... it's an immediate cash
solution.

We can customize a factoring program for the client who needs
immediate cash but doesn't want the
problems, expenses, and risks concerned with credit, collections, and
bad debts.

And, we also have inventory, equipment, and machinery financing
plans.
We'll make sure your client has the
right financial solution, without
delay. Chances are we've faced his
problems before.

V

Southeastern
Financial Corporation
Charlotte:
P O. Box 1377. Charlotte, N.C. 28234 (704) 372 -7000
Dallas: 1111 Mockingbird Lane, Dallas, Tex. 75247 (214) 630 -5101

Factoring • A ccounts Receivable Financing • Equipment Financing • Inventory Financing • Leasing
A subsidiary of American Credit Corporation

That's our job.
We interview and re- interview to find
the best possible talent available.
A full time job tha t ha s re s ulte d in
thousands of placements.
Looking for the best people takes
lots of time and energy.
Finding them ta kes a lot more.

facts and figure s , you come up with a
very interes ting total. One "Half."

FL
Our s ta ff is e xpe rt a t finding "the
bes t pe rs on for the job. " Most of our
pla cement ma nagers are C.P.A.'s, C.A.'s,
controllers or s ystems managers.
Over the years we have perfected
methods of see king out, interviewing and
selecting the best possible talent available.
And it's been very successful.
To da te , we have expa nded to 50
offices throughout the United States.
Canada and Great Britain.
We be lieve the combine d ta le nt a nd
skill of Robert Half e mployee s made us
wha t we are toda y.
The la rges t, mos t expe rience d fina ncial, banking and data processing pe rsonnel service in the world.
Maybe we're just what you're look ing for.

If You're Ever in the
Neighborhood, Drop in.

Our Place or Yours
For some clients , it's importa nt to
keep their personnel search confidential.
So, at all Robert Ha lf offices , we provide modern suites for interviewing your
applicants.
Helping you find a ne w employe e is
our job. It's also our place.
(And it c osts you nothing, unless we
fill the position).

Our neighborhood e xtends ac ross the
continental United States, Canada and
Great Britain.
50 offic es worldwide , making us the
largest fina nc ia l, banking and da ta processing personnel service in the world.
So, if the pos ition you're tt;ying to
fill is s o de ma nding t ha t it c a n not be
filled loc ally; we will look nationa lly or
even inte rnationa lly for the right person.
After all, what a re neighbors for?

R
O UB FE R T
S
M
V AGE

CI t E S

Call us.
We're in the White Pages
in key a reas throughout the
Unite d Sta tes,
Canada and Great Britain.

World's Largest Financial S EDP
Personnel Specialists.
� s

We Thought
We'd Impress You
With Some Figures

Finding Yourself an
Employee
Can be a Full Time Job.
But it doesn't have to be.
Because at Robert Half we spend
every minute of every day looking for
qualified applicants.

We spend over one million dollars annually advertising for quaTf1—
e3 applicants.
And last year alone, 75 million dollars
was paid in salariesto the people we placed.
Toda y, the re are 50 Robe rt Ha lf offices throughout the United States, Canada
and Great Britain.
Now, when you add up a ll the a bove

Circle 21 on Inquiry Card.

