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If our Management Planning System doesn't give you
better answerswe II eat your calculator.
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system, time sharing used to be the
only option.
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Management Planning System.
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an interactive "what if" capability.
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of ourselves as a little hungrier.
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To know more, simply fi I I out
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PRESIDENT'S PERSPECTIVE

On January 17, the Subcommittee on Reports, Accounting and Management of
the Senate Committee on Government Operations released a 1, 760 -page staff
report titled, "The Accounting Establishment. " The report is highly critical of the
large CPA firms, the AICPA, and the FASB and its sponsoring
organizations — including the National Association of Accountants. The NAA
Executive Committee and Board of Directors were disturbed and dismayed
because they felt the report seriously distorts the role, the organization, and the
objectives of the Association. President George D. Gee has written a letter to
Sen. Lee Metcalf, subcommittee chairman, expressing our concern about the
misrepresentations. The text of that letter is reprinted below.

February 16, 1977
Senator Lee Metcalf, Chairman
Subcommittee on Reports,
Accounting & Management
Committee on Government Operations
United States Senate
Washington, DC 20510
Dear Senator Metcalf:
Re: "The Accounting Establishment"
On behalf of our Board of Directors, Executive Committee and the entire
membership of the National Association of Accountants (NAA), I wish to
express our profound dismay concerning the recent study of the accounting
profession prepared by the staff of your Subcommittee on Reports, Accounting
and Management. It is perhaps fitting that your staff entitled its study, "The
Accounting Establishment," for the use of such a pejorative term reflects rather
accurately the obvious bias of your staff. We had hoped that our willingness to
cooperate with your staff in the preparation of this study might have persuaded
them to act responsibly and with an open mind, but our hopes were evidently
misplaced.
Although the Subcommittee's study devotes relatively few pages to NAA, those
pages contained several inaccuracies which I would like to correct. On page
162, it is stated that "[t]he National Association of Accountants actively
promotes business interests on controversial issues, and has pursued those
interests through its participation in the activities of the FASB." The clear
implication in this sentence is that NAA is a lobbying organization. The fact is,
however, that NAA is a public educational association and is classified under
Section 501 (c) (3) of the Internal Revenue Code as a charitable and
educational organization. Furthermore, NAA has a group exemption letter from
the Internal Revenue Service granting Section 501 (c) (3) status to its many
chapters around the country. As you are no doubt aware, Section 501 (c) (3) of
Continued on page 61
MANAGEMENT ACCOUNTING/ MARCH 1977

MANAGEMENT
ACCOUNTING
BUSINESS: POST- WATERGATE
In this issue, two business leaders —Lee L. Morgan and William S. Kanaga —speak out on
the crisis confronting the corporation and the free enterprise system.
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statements of some companies. How to estimate the cost of inventories and the cost of
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HUMAN RESOURCE ACCOUNTING: A NEED FOR RELEVANCE
By Jeffrey J. Tsay
Most of the criticism of human resource accounting has focused on the inability to provide
meaningful measurements. This seemingly unresolvable problem stems from a lack of
sharp specification of the purposes for which HRA would be used. This article suggests a
purpose approach to future research.
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As the United States moves into its third century, the momentum of
change continues to galvanize all facets of our society. Nowhere is this
more apparent than in American business, which, of course, traditionally has been —and must continue to be— sensitive to the winds of
change. It is a time of reevaluation of the beliefs and customs upon
which our society is based.
The two lead articles in this issue by Lee L. Morgan, president of
Caterpillar Tractor Co,, and by William S. Kanaga, managing partner of
Arthur Young Co., concern the pressures that business labors under
in today's economic climate. Because both articles are devoted to
similar themes, we grouped them at the front of the book.
The articles were written before publication of the staff report of
Sen. Lee Metcalf's subcommittee. (See page 5.) But the shock of the
criticism of public accounting from that committee only reinforces the
authors' theme: that free enterprise in this country is in great peril and
those of us who work in the business environment had better start
doing something about restoring public trust in private business.
Mr. Morgan focuses on business ethics with particular attention to
the corporate scandals, illegal campaign contributions, and bribes that
the media has broadcast almost on a daily basis. But business ethics,
he believes, start with individual morality and, therefore, to improve
corporate practices, you must first start with the individuals who are in
that corporation. His "scenario of survival" or outline of what actions a
company should take to ensure that it maintains its good stature and
financial and accounting integrity is very much to the point.
Understandably, Mr. Kanaga approaches the problem from the
viewpoint of the certified public accountant. He agrees with Morgan
that the very survival of business as we know it is threatened. He
states that public accountants do have an obligation to honestly report
to the public but wonders if government- mandated rules won't end up
by deluding the public even more so than current financial reports.
Inflation and corporate scandals have worked to de- stabilize the business environment. Compounding the problem and contributing to the
instability is an over - reaction by the Government to the problems. We
must work to restore stability, he says, in a world where change is
Inevitable.
Both articles take aim at the core of the issues that scream at us
from the headlines and bedevil the workdays of corporate businessmen and accountants. You may not agree with their analyses or their
remedies, but you'll be stimulated and provoked by the discussion and
that's what this magazine is all about.
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Data Sheet
Robert F. Randall, Editor

`Big S' Accountants Scored
In Senate Staff Study
"Big 8" accounting firms have controlled and
exploited the profession's rule- making powers
to serve special interests of large corporate clients, a Senate subcommittee staff study
charges. The study urges Congress to supersede the accounting profession and have the
SEC or some other Federal agency prescribe
and enforce accounting rules, auditing standards and a strict code of conduct for independent auditors.
The study was released with a covering letter
from Sen. Lee Metcalf (D.- Mont.), chairman of
the Government Operations subcommittee on
reports, accounting and management. The subcommittee staff compiled the report after a
year -long study but the 1,760 -page report had
not been endorsed by the members of the subcommittee when MANAGEMENT ACCOUNTING
went to press.
This new blast at the accounting profession
follows closely the release of the so- called
Moss report (See December Data Sheet) released by the House Subcommittee on Oversight and Investigations, which is chaired by
Rep. John E. Moss. The Moss report criticized
the work of the Financial Accounting Standards
Board and questioned the SEC's delegation of
rule- making authority to the private accounting
body.
The Senate staff study urges:
• Congress to consider methods for increasing
competition among accounting firms, perhaps
by requiring a mandatory change of accountants by corporations after a given period of
years;
• The Justice Department and the Federal
Trade Commission to investigate the large CPA
firms to determine whether or not too much of
the work done for major corporate clients is
concentrated in too few accounting firms;
• Mandatory annual disclosure by the 15 largest accounting firms of basic operational and
financial data.
The report is expected to form the basis for
hearings this spring.
MANAGEMENTACCOUNTING/ MARCH1977

Hanson Hits Metcalf Report
"Accounting is the language of business, and I
think that if we value our status as free people,
we would be well advised to keep that language out of the over - reaching grasp of Big
Brother." Walter E. Hanson, senior partner of
Peat, Marwick, Mitchell & Co., made these remarks at a recent meeting of NAA's New York
Chapter. Criticizing the Metcalf Subcommittee
staff report, he said it used "elliptical leaps of
logic" to conclude that the federal government
should set accounting standards. He continued: "One of their recommendations is that
federal employees should not even serve on
committees that influence accounting policies
and procedures of the government. And yet at
the same time, they recommend that the whole
process of setting the standards be turned over
to federal employees." The structure of the accounting profession derives from the structure
of the American economy, he pointed out in reference to the report's criticism of the size of the
"Big 8" accounting firms.
An article based on Mr. Hanson's speech will
appear in the April Issue of MANAGEMENT ACCOUNTING.

Walters Named to FASB
Ralph E. Walters, director of professional standards for Touche Ross International, has been
appointed a member of the Financial Accounting Standards Board, succeeding Walter
Schuetze. He will serve out the unexpired term
of his predecessor, running until Sept. 30,
1978, and be eligible for a full five -year term
beginning Oct. 1, 1978.

1977 Accounting Show Set
NAA will have an exhibit at the Fourth Annual
Accounting Show and Conference at the New
York Hilton, May 2 -4. The show, which features
hundreds of exhibits and thousands of products, systems and services, is sponsored by
the New York State Society of CPAs and the
Foundation for Accounting Education, Inc.

Asian Accountants Form Body
The newly- established Confederation of Asian
and Pacific Accountants has as its objective
the development of a coordinated regional accounting profession with harmonized stanContinued on page 64

Management
Accounting
Practices
Louis Bisgay, Editor

FASB Issues Statement on Leases
The Financial Accounting Standards Board
Statement of Financial Accounting Standards
No. 13 establishes criteria for classifying leases
and prescribes accounting and reporting requirements for each classification.
The Statement is effective initially for leasing
transactions entered into on or before January
1, 1977, but it need not be applied to transactions consummated on or after that date pursuant to the terms of a commitment made prior to
January 1. Retroactive application is not required until after December 31, 1980.
Major changes in the financial statements of
some lessees and lessors are expected; however, little or no market impact may result because much of the information called for already is known to sophisticated creditors and
investors.
The provisions of the Statement derive from
the view that a lease that transfers substantially
all of the benefits and risks incident to the ownership of property should be accounted for as
the acquisition of an asset and the incurrence
of an obligation by the lessee, and as a sale or
financing by the lessor. All other leases should
be accounted for as operating leases.
As to the lessee, the Statement requires that
a lease be capitalized if it meets any one of four
criteria: (1) the lease transfers ownership of the
property to the lessee by the end of the lease
term; (2) the lease contains an option to purchase the property at a bargain price; (3) the
lease term is equal to 75% or more of the estimated economic life of the property; or (4) the
present value of the rentals and other minimum
lease payments is equal to 90% or more of the
fair value of the leased property less any related investment tax credit retained by the lessor.
In the case of the lessor (other than leveraged leases), if a lease meets any one of the
preceding four criteria plus two additional criteria, it should be classified as a sales -type lease

(if manufacturing or dealer profit is involved), or
as a direct financing lease. The additional criteria are: (1) collectibility of the minimum lease
payments is reasonably predictable and (2) no
important uncertainties surround the amount of
unreimbursable costs yet to be incurred by the
lessor under the lease. A lease not meeting
those tests is to be accounted for as an operating lease.
A number of various disclosures by lessees
and lessors are required by the Statement.
Special provisions of the Standard apply to
leases involving land, sale and leaseback
transactions, leases between related parties,
subleases, and leveraged leases.

—And Debt Restructurings
The FASB eased bankers' fears by proposing a
more lenient than expected Standard on Ac-

counting by Debtors and Creditors for Troubled
Debt Restructurings. The banking community
had been up in arms over what it perceived to
be possible requirements to make massive
write -downs to reflect many loans that earn interest below prevailing market rates. Actually,
the Discussion Memorandum on "Restructured
Debt ", which precipitated the controversy, was
a neutral document that discussed issues and
took no positions.
As proposed, the rules would apply to debts
restructured after June 30, 1977; therefore,
they would not apply to the billions of dollars of
troubled loans now on lenders' books.
The proposed Statement applies only to restructurings of troubled debts, which exist "if
the creditor is compelled by economic or legal
considerations related to the debtor's financial
difficulties to grant relief to the debtor that cannot meet its obligations on the debt ".
The proposal would segregate troubled debt
restructurings into two categories. In cases
where the debtor transfers assets to the creditor to satisfy a debt, the debtor would recognize a gain and the creditor would recognize a
loss to the extent the recorded amount of the
debt satisfied exceeds the fair market value of
the asset given up. In addition, the debtor
would recognize a gain or loss on assets transferred if their fair values differed from their recorded amounts.
If, however, a restructuring is effected by
modification of the terms, no gain or loss would
be recognized by debtor or creditor; any reduction of interest rates would be reflected as less
income to the lender and less expense to the
borrower. An exception is made in the case
where the total of all interest and principal pay -

Continued on page 64
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"I'm afraid I won't be in to do the payroll today."
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money to train ano th er payro ll clerk.
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payroll for as little as $25 a week.
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payroll, you can spend m ore time
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payroll.
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An d when you're ready, SBC can
get y ou u p and running in as little as
on e week.
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LetterS

TO THE EDITOR

Include Possible Benefits
The August 1976 issue of MANAGEMENT ACCOUNTING carried an article
titled, "Inventory Carrying Costs,"
written by Douglas M. Lambert and
Bernard J. LaLonde. This is an all encompassing article concerning the added costs for carrying inventory. The
only thing that was overlooked was the
benefit that may be derived from carrying a large inventory.
During the past few years of rapidly
escalating raw material costs plus increased selling prices, some companies
were the beneficiaries of windfall profits.
These were companies that had on
hand, for sale, finished products manufactured from low cost material which
they sold at high prices. I feel that any
inventory carrying cost that is calculated using accounting estimates of projected loses, etc. should also include
possible benefits received from carrying
excess inventory.
Steve Winiarczyk
St. Mary, Pa.

An Unfair Picture
While reading the October 1976 Data
Sheet, something caught my eye that
struck home. We were advised that a
draft prepared by the AICPA on "Standards for Professional Accounting Programs and Schools" over- emphasized
public accounting.
I have interviewed a great number of
young graduates over the past several
years and I must concur with the findings. As I talk to young people who are
about to enter the profession of accounting, I find with few exceptions
that they desire to become CPAs. I find
that they have little, if any, idea of what
it is specifically a CPA does. It appears
that the professors and accounting instructors work very hard to convince
these young people of the merits of obtaining the Public Accounting Certificate without exposing them to the opportunities also available in management accounting.
Having worked as an accountant in
10

both private industry and government, I
agree with Mr. Knortz's comments that
the AICPA has apparently put an ".. .
over - emphasis on the public accounting
segment of the profession and [the] inadequate recognition of the other components of the accounting profession:
management, government, not- for -profit and teaching accountant."
I believe the attitudes of the AICPA
and that of the universities and colleges
with regards to this matter are too restrictive and present an unfair picture to
the accounting graduate.
William W. Whitley
Assistant Controller
Monroe County
Rochester, N. Y.

Must Maintain Public Confidence
The article, "Materiality —An Illusive Concept," by Dianne P. Barnes, in
the October 1976 issue, should be of interest to all accountants and auditors.
There is no question that the need to
define materiality in practical and workable terms is long overdue.
However, I believe the need to define
materiality stems from the need to
maintain public confidence in audited financial statements, rather than from a
fear of having a governmental agency
formulate the definition for us. If auditors themselves can't agree on guidelines for determining materiality, how
can they expect the users of the financial
statements to have confidence in audited financial statements?

rhetoric of "isolating the effect of inflation" and challenges the unnecessary attention already spent on this subject.
It.'s time the FASB pulled its head out
of the sand and focused its energies on
clearing up accounting statements —instead offurther confusing the user with
"theoretical" pipe dreams. Let's encourage continued independent thinking in
future articles.
Donald D. Sheelen
East Windsor, N.J.

Very Much Said and Little Done
Mr. Homer R. Figler, in his article,
"Accounting for Human Assets," in the
November 1976 issue, brought up some
interesting points relative to the responsibility of the accounting profession
with regard to the creation of methods
for accounting for human assets.
Although very much has been said
and little done for a true appreciation of
human resource accounting (HRA), his
article recognizes the need for better
evaluation and more than ever creates
an interest for the implementation of
programs for the selection, evaluation,
and development of human assets.
Personally, I commend Mr. Figler for
his article and hope that he continues to
promote his ideas and to keep us informed on management progress in the
HRA area.
Ed G. Sarango
Anaheim, Calif.

Rick Johnson
Kansas City, Mo.

King Article Wades
Through the Rhetoric
Bravo! —it's about time we gave exposure to the ridiculous side of inflation
accounting. Mr. King's article, "Price Level Restatement: Solution or Problem," in the November 1976 issue,
clearly highlights the uselessness and
vagaries of the price -level restatement
exercise. His article wades through the

The More You Put Into It—
The More You Get
As I began to open my copy of the
November 1976 issue OfMANAGEMENT
ACCOUNTING, your "new look" caught
my eye; and after a moment it caught
my mind. I went back to the table of
contents and reviewed the menu for the
month and found it as appetizing as
usual.
All this led me to reexamine the cost
of the magazine, which inevitably
Continued on page S2
MANAGEMENT ACCOUNTING/ MARCH 1977

Business: Post — Watergate
The legitimacy of private enterprise itself has been called into
question by the business scandals of recent years. Can the
corporation regain the respect and confidence of the public and
thereby maintain its traditional role, unhampered by pervasive
government controls? In this issue, a corporation president —Lee L.
Morgan of Caterpillar Tractor —and a "Big 8" managing partner —
William S. Kanaga of Arthur Young & Co. —speak out on financial
accountability, business ethics, and growing government intrusion in
the private sector,

Business Ethics
Start with the Individual
The very legitimacy of our free enterprise system has been put in
jeopardy as a result of the revelations of illegal corporate political
contributions, bribes and other improper payments. Caterpillar's
President describes the four principles this multinational company
follows in maintaining the financial and moral integrity of business.

By Lee L. Morgan
"Governments and business reflect human nature.
They are not made out ofstone or wood, but out
of the character of their citizens who mold everything after themselves." This slightly paraphrased
quotation speaks to us as eloquently now as it
must have when Plato uttered it over 2000 years
ago.
Others before Plato also have addressed this
theme. It was Confucius who said "Virtue is more
to man than either water or fire." And an Egyptian tombstone inscribed in 2100 B.C. reads, "A
man's virtue is his monument." So let us put to
rest the notion that today's high -level interest in
ethical conduct is some bizarre, avant -garde concept.
I submit that the current movement in articuLee L. Morgan is president and chief operating officer and
a director of Caterpillar Tractor Co., Peoria, III.
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lating business ethics is not so much the discovery
of new moral standards as it is the rediscovery of
old ones long neglected. Nor is the perceived decline in moral standards limited to the business
world; however I have chosen to focus on the subject as it reflects on the emerging developments
affecting governments, individuals, and multinational companies. We will seek to understand the
impact of society's expectations for higher moral
standards and how this is affecting those relationships.
To help set the stage for this understanding,
there are several questions that I would pose:
• What should be the role of the multinational
corporation in today's world?
• How should the relationship between the host
governments and the MNCs be structured?
• What benefits will be forthcoming from the
development of international codes ofconduct for
MNCs?
• And finally, to the core of our self - interest,
11

ficers of some companies forced to resign, and one
chief executive leaped to his death from New
York's Pan Am Building.
As a result, confidence in the private enterprise
system has been severely shaken. In fact, it is no
exaggeration to say that our American system,
which has given us the most productive economy
in history and which has made a giant contribution both to the standard of living and to the human condition, is now facing a crisis of legitimacy.
Meeting and successfully overcoming that crisis is
the challenge for today and tomorrow.
How did this extraordinary turn of events come
about?
1. Some plain, old- fashioned corruption (a limited amount, fortunately) took place among the
decision makers of the business community. Let
us concede that the performance and conduct of
some businessmen have not been awe - inspiring.
2. Other adopted "situational ethics ", especially in dealing with government officials or with
those who were running for elective office.
The attempts to rationalize this behavior usually sounded like this: "We have to, our competitors
would have gotten the business if we hadn't done
it," or "The unions do it, why can't we ? " —or,
"It 's the custom" (used especially in countries
Morgan: A breakdown in auditing and accounting.
outside the U.S.).
These explanations always remind me of the
what is the role of the individual in the trinity of fox —he may run with the hares today and hunt
governments, MNCs and individuals?
with the hounds tomorrow, unable to decide who
Those who guide our thinking on current issues he is and how he wishes to act.
have regularly reported a litany of contributions,
3. A breakdown in the auditing and accounting
bribes, and other improper payments. They have function at some companies, especially in failing
also been asking us to ponder the sudden loss of to describe all financial transactions exactly as
ethical standards in the business community — they occurred.
both domestic and foreign. We have witnessed the
This breakdown, I submit, represents a matter
following:
of substantial gravity. Accounting is universally
1. An oil company chairman telling a U.S. Sen- recognized as the language of business and the acate committee that his company had made contri- counting function, in the accumulation, interprebutions of $4 million to a ruling political party in tation and communication of financial data, of nethe Far East,
cessity, must be neutral because the truth or false2. An aircraft company official making pay- hood can be broadcast with equal facility. Those
ments to two generals of a Middle Eastern coun- who must rely on that data — investors, creditors,
try to help sell military aircraft.
employees, owners, and decision makers —have a
3. An executive of another large oil company right to reliable information. And that right is not
revealing political contributions of $29 million an abstract right. Intelligent decisions and concluduring a 10 -year period.
sions cannot be made unless the users have at
4. Another aircraft company made payments their disposal factual data, presented in a timely
overseas of more than $25 million.
manner, without distortion and free from subjec5. Finally, the chief executive officer of a prom- tive bias.
inent company has admitted that he failed until
recently to file personal income tax returns begin- Caterpillar's Policy
ning in 1971.
Caterpillar Tractor Co. recently reviewed its
It is inevitable that such events must reflect policy on integrity of accounting and financial recnegatively on those involved. The brush of corrup- ords. Some additional language has been develtion, however, tarnishes more than the few in- oped to show our explicit resolve that our finanvolved. A certain amount of incompetence and a cial and supporting records be accurately and oblack of integrity is automatically ascribed to all jectively recorded. Part of that policy reads: "The
businessmen. Careers have been destroyed, top of- integrity of the accounting and financial records
12
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of the parent company and its subsidiaries is based
on the validity, accuracy, and completeness ofthe
basic data which support entries to the company's
books of account . . . In every instance the accounting or financial entry should reflect exactly
that which is described by the supporting data."
To help insure compliance with this policy, we
will release a new corporate procedure. This new
procedure is deemed necessary to make certain
employees in all departments— accounting and
non - accounting— understand that they have a responsibility for providing accurate descriptions of
transactions and making sure that such descriptions are accurately portrayed by the accountants.
The procedure also describes steps that employees can follow to report questionable financial
transactions. If suitable explanations or actions
are not forthcoming, the audit committee of the
Board of Directors, which is composed entirely of
outside directors, can be addressed through the
independent auditors.
Let's look now at the various reactions to the
events just described —the old- fashioned corruption, the adoption of situational ethics, and the
breakdown of the accounting and auditing functions.
1. Shareholders have taken legal action to force
reimbursement to the company by those who authorized improper payments. In the process, senior officers of these have resigned and found their
reputations and careers in shambles.
2. Civil and criminal tax lawsuits have been initiated against corporations and responsible individuals.
3. Congressional investigations, especially of
multinational corporations, have been held in
preparation for the creation of new laws.
4. Certain companies and their public accounting firms have severed long - standing relationships.
5. Worldwide economic and political organizations, such as the Organization for Economic Cooperation and Development (OECD) and the
United Nations, have undertaken studies of international investment and multinational enterprises,
generally with the objective of a greater increase
in the disclosure of information.
As both private and governmental organizations become more involved in the interests and
business of corporations— primarily the multinationals —the device that they are turning to is the
issuance of codes and guidelines for corporate behavior. Two of these are of particular importance
to us:
1. The United Nations in 1976 established a
Commission on Transnational Corporations
which is responsible for preparing a code of conduct. This code is expected to be ready for discussion in early 1978.
2. The OECD has for some time been working
on a code of conduct for MNCs. It was hammered
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out with much difficulty and finally released on
June 21,1976. It spells out the benefits and advantages brought by the companies to host countries.
These guidelines address several major areas, including disclosure, competition, financing, taxation, labor, and transfer oftechnology.
We have little quarrel with these activities nor
with the general concept that codes and guidelines
should be developed and issued. We have, in fact,
provided considerable input into the OECD
guidelines. However, there are certain fundamental questions, the answers to which we feel must
be addressed by any organization that proposes a
code for multinational business.
1. Who should be subject to the guidelines —
business enterprises, governments, or both?
2. Should all types of business enterprises be
covered, including state -owned companies?
3. What organization, if any, would oversee
their implementation?
4. Should they be purely voluntary or mandatory, with what penalties for non - compliance and
what adjudication procedures?
5. And, above all, what is the purpose that the
guidelines propose to achieve?
As you will recognize, these are deceptively difficult problems. And they are made more complex
by the nature of the activities of the companies
which conduct business in a wide spectrum of
countries and a variety of activities, ranging from
extractive to manufacturing to service industries.
They use various kinds and levels of technology
and have complex requirements, quite apart from
the differences in their business practices and corporate philosophies.
Business organizations that attempt to formulate guidelines applicable to all industries run
headlong into the problem of diversity of enterprises. However, when international organizations
attempt to devise guidelines, they face even more
severe practical problems.
In addition to the diversity and complexity of
the business world, they have to reconcile a wide
range of national interests, ideological attitudes
and policies. Many of the issues associated with
the problems of the MNCs arise not from the operations of the MNCs themselves but from the
differences among governments, their laws and
customs in such areas as taxation, anti - trust, labor, patents, product standards, export subsidies
or controls, and balance of payment constraints.
International disagreements over these and many
other substantive issues can be resolved only by
the governments themselves.
The OECD has addressed many of these in its
guidelines for multinational enterprises released
last June. In addition to the guidelines directed
primarily at companies, decisions were adopted by
the OECD Council on the following three matters
that related primarily to governments:

... old -

fashioned
corruption ...
situational
ethics ... and
the breakdown
of the
accounting and
auditing
functions. "
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"...

moral
character does
not start with
the first day of
employment. "

1. Inter - governmental consultation procedures
on the guidelines. Here the member countries
agreed to establish appropriate review and consultation procedures concerning issues arising in respect to the guidelines.
2. International investment incentives and disincentives. A framework was established setting
up consultation procedures that a requesting
member country can use when it considers its interests may be adversely affected by the incentive
or disincentive measures taken by another member country.
3. National treatment. Under this provision,
the member countries agreed to accord enterprises
owned by nationals from another member country
the same treatment as that accorded domestic enterprises.
We believe that these standards represent a significant and sincere effort to address these complex problems, and we applaud the OECD. At
some future time, international guidelines acceptable to all parties —MNCs, domestic business, developed and developing nations alike —may be
formulated. When they are —and it won't occur
tomorrow —it is essential that appropriate consideration be given in these areas.
The guidelines would be realistic and flexible
enough to cover the different and varied conditions, situations and companies that exist. Care
must be taken to prevent crippling the effectiveness of some industries. In this regard, we feel that
we have a unique contribution to make in the development of economies of those countries in
which we do business.
Guidelines for Business
To summarize, we have little difficulty with
codes of conduct for business that meet the following criteria:
• Business enterprises, including MNCs, have a
prominent role to play in today's society. This
should be recognized as a constructive process
and the private enterprise system as the best way
to perform it.
• Guidelines should apply to governments as
well as to business enterprises and consultation
procedures should be recognized to handle investment disputes.
• The principle of national treatment should
apply.
• The guidelines should be voluntary and
should provide general principles to assist governments and business in setting a tone for their continuing relationships.
Within the framework of such principles, as the
relationships between government and business
continue to broaden and develop:
• The problems facing each party will take on a
new perspective and begin to be better understood.
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• The layers of mystery surrounding the role of
government and the contribution of business will
be stripped away and a mutual understanding and
resolve in attacking the problems will result.
• What was an adversary relationship will be
replaced by cooperation and the need for codes
will be greatly reduced.
The final verification of these or any guidelines
is given only in the acceptance accorded by the
parties involved. This is the essence of the term,
consent of the governed.
However, after all the past, present and future
work is completed by the investigative, legislative,
and code -of- conduct agencies, there will still be no
guarantee that the sordid events of the recent past
will not recur. Nor will the blemishes on the business system be completely erased. There is more
than can and should be done, which brings me to
a scenario for survival. This constitutes not an all inclusive list but just some of the higher priority
items that each company can perform. Furthermore, do not infer that these can be achieved easily. As H.L. Mencken wrote: "For every problem,
there is a solution which is short, simple, logical,
and wrong."
Here is my outline of actions that any company
should consider:
1. Create clear and concise policies that define
its business ethics and conduct. It should be noted
that while many businesses already have or are
drafting written principles, others still feel they
have no more need for a code of conduct than
does the sacred order of vestal virgins.
A new code is needed because the businessman
must sometimes walk a tightrope trying to ensure
objective and fair balance to the overlapping and
sometimes conflicting interests of employees,
shareholders, suppliers, government interests, customers, and the public. This places him in an area
where standards are vague or conflicting, the law
ambiguous, and the proper course difficult to perceive. If generally acceptable standards can be articulated for these difficult areas, then the entire
moral plane of business operations can be raised.
2. Select for employment only those people and
firms whose character and ethics appear to be in
keeping with corporate standards.
A fundamental building block on the road to
the recovery of lost public confidence lies with the
perception by the public of the individuals who
work for and run businesses. The ethical responsibility of corporations is something that exists in
everyone's mind. Whether this becomes a net gain
or loss in the public's mind depends ultimately on
the moral character of each employee. And moral
character does not start with the first day of employment. It has been formed long before that.
Nothing can come out of the adult that was not
put into the child. Moral teachings are formed
Continued on page 60
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Business: Post- Watergate

Inflation, Instability
and Accounting
Business and public accounting have been de- stabilized by inflation
and widely - publicized corporate scandals. Accountants have a
responsibility to make information understandable and a reflection
of reality, to deal constructively with change in a world where
change is inevitable, and to work for stability in a world where
stability is the only means to survival.

cally. Germans have not turned to hoarding; they
continue to save heavily, but they are saying to
Inflation is destructive of institutions—particular- their government, "You keep inflation in check,
ly the economic institutions on which we depend or we'll find another government that will." And
for our well -being and political survival. It can it's no coincidence that the German currency toalso be destructive of the psychological institu- day is the world's strongest.
Some members of the accounting profession
tions upon which our society depends: mutual
trust, confidence, stability, and belief in the future. may say that controlling inflation is not of direct
What troubles me is that we seem to be taking concern to us as public accountants. They may
the first steps toward learning to live with infla- reason that our job is to express an opinion on
tion. When The Wall Street Journal can call six financial statements and not worry about econompercent inflation "relatively moderate" ... when ics. But recent events demonstrate quite clearly
four percent inflation is looked upon as the prom- that such an insular attitude is no longer possible.
ised land ... something serious has begun to hap- The instability that inflation introduces in all arpen to our attitude toward the effects of inflation. eas of society is forcing accountants into the spotIf we really want to live with inflation and love light at a time when the public is evidencing growit, we can buy brand -new wheelbarrows for fami- ing mistrust of business in general and when the
lies to carry money around in when they go shop- Congress and other branches and agencies of government are reacting, and often overreacting, to
ping.
But living with inflation, or even living through that public mood.
To blame "public mistrust" or "loss of confiinflation, has lasting effects on a nation's characdence"
is to obscure what is happening and thereter. In France, repeated experience with inflation
has led to a national habit of hoarding gold. In by to obscure what can and should be done to
Brazil, inflation is considered normal even as the cope with inflation. Both business and public acimports upon which that country depends get counting are currently operating in a condition of
more and more expensive and salaries, rents, and considerable instability —an instability which has,
other living costs are adjusted upward mechani- I think, two sources. For want of better words, I'll
characterize one ofthese sources as "impersonal"
William S. Kanaga is managing partner of Arthur Young &
and the other as "personal."
Co., New York, N.Y.

By William S. Kanaga
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"[The SEC] is
creating more
problems and
uncertainty than
there are in the
very condition
that it seeks to
cure."

The impersonal source of instability is inflation.
The traditional methods of reporting profit and
performance are increasingly unable to communicate what is really going on. Business is having a
harder and harder time convincing either government or the public that its problems are real problems. When the utilities ask people to conserve
energy and then ask for higher rates to boot, the
public is antagonized, and an angry response is
quick to follow. This confusion begets uncertainty
and disbelief. Criticism spreads beyond business
and attaches itself as well to those who are associated with business — accountants, lawyers, all of
the business- related professions.
But there is also a personal source for the instability of the moment. Business disasters like Equity Funding, political disasters like Watergate and
business payments to politicians here and agents
of governments abroad —no matter what their legality--- create further doubt in people's minds
that business is functioning in the public's best
interest..
Perhaps more important in generating such instability is the increasing overreaction on the part
of our government and its regulatory agencies in
dealing with what they perceive to be a critical
problem. An Equity Funding incident calls forth
proposals for new rules to govern the responsibilities of auditors; a United Brands scandal spawns
proposals for new responsibilities for corporate directors. But what we forget is that, too often, in
our reaction to perceived problems, we overreact,
manipulating symbols of problems rather than the
problems themselves. And having manipulated
the symbols we let ourselves be deluded that we
have solved the problem, In the meantime, we create and foster the very instability we have sought
to remedy. The most recent example is a Congress
which, in the throes of a laudable desire to simplify our tax system and make it more equitable,
comes up with a Tax Reform Bill of some 1,500
pages.
There are, then, two sources of instability that
affect us in public accounting directly. The first,
the impersonal one — inflation and the second, the
personal one — governmental and regulatory overreaction. And the ways we are being asked to cope
with these forces serve only to contribute to the
instability that already exists.
Regulatory Overreaction
Currently, for example, we are being asked by
the Securities and Exchange Commission to cope
with inflation by new means of accounting--especially by replacement cost accounting. The motive
behind this move on the part of the SEC is clear.
The Commission seeks to make as much relevant
information available to investors as possible —a
laudable objective, but one that is being pursued
by an incomplete, I might say dangerously incom-
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plete, approach. In theory, there is a continuum
between an investor's world of complete risk,
where no information (or at least no reliable information) is available, and a world in which there is
no risk —a world in which all possible information
is available and can be manipulated by a computer
in such a way as to identify those investments that
will increase in value.
Somewhere between these two ends of the continuum is where we are now. The SEC clearly
wishes to move closer to the second world, the one
without risk. In doing so, however, in my opinion
it is creating more problems and uncertainty than
there are in the very condition that it seeks to
cure.
The SEC says, for example, "The Commission
is aware that it is requiring companies to make
disclosures of costs which cannot be calculated
with precision. They must be estimated on the basis of numerous assumptions which may vary over
time and from company to company, and through
the use of techniques which are not so fully developed that they can be standardized at the present
time, if ever."
The implications of the SEC's position are that
the information cannot be compiled with any precision, that many assumptions must be made
which are useful for no other purpose, and that
the information gathered cannot be used for
meaningful comparisons.
Among business executives, reaction is running
strongly and vocally against the SEC's position.
According to a recent survey conducted by the
National Association of Accountants, the majority of businessmen believe not only that the new
rule will be extremely expensive but also that it
will not produce useful information because in the
absence of guidelines dissimilar methods will be
used to calculate replacement costs and, as a result, noncomparable information will be produced. In keeping with this attitude, the majority
of companies responding to that survey reported
that they are going the "bare essentials" route and
presenting this information in the form of footnotes. One financial executive observed, "We
don't expect to spend good dollars for meaningless
information." And what other attitude could we
expect, when the technical and engineering people
in one corporation after another say that there is
absolutely no other use for this information?
Commenting on the likelihood of this approach
to inflation becoming standard practice on the
part of regulatory agencies, one editorial wag recently formulated a new "first rule of government": "The probability of enactment of a bureaucratic proposal is directly proportional to its
disutility."
And how will the investor handle all of this new
information? Will it aid him or her in making investment decisions? How much explanation will
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have to accompany this information to enable investors to understand what may have changed
even as they read it? And will investors ever understand how companies arrive at such information.
One of the real deficiencies of this approach to
dealing with inflation is inherent in the very concept of "replacement cost." Corporations are being asked to develop figures to reflect replacement
costs as if everything were going to be replaced
this year. But such hypothetical figures bear no
resemblance to reality. What replaces old equipment or old fixed assets may not be the same in
productivity, in quality, nor even, perhaps, in
function. Technological change is a major factor
in replacement decisions, and its impact cannot be
precisely measured. And certainly no assumption
can be made that things replaced will be more
expensive simply because of inflation. One look at
what happened to pocket calculators, whose
prices dropped dramatically even as inflation
soared, should be sufficient.
The SEC advises that "the computations should
be based upon existing technology and environmental conditions existing as of the determination
If technology or environmental factors
date
...
are undergoing
significant change or are presently
uncertain, this inherent imprecision in the replacement cost data should be disclosed."
In other words, do what you can. We realize
that the results will not really reflect reality. All
you have to do is to tell your investors that. But
what are we telling them? That things will change
we're not really sure just how
but here's a
...
guess. And tomorrow, by the way,...
our guess may
well be different. (There's nothing like having
good, solid information.)
Trying to Be Vaguely Right
And just how precisely should such information
be given to the investor? Obviously, a good, long
footnote is going to be necessary to explain just
what the data mean and what the reality is that
the data represent. But the SEC doesn't require
that the full explanation go into the shareholders'
annual report; inclusion of the full footnote is required only for the 10 -K filing. If, as the SEC
professes to believe, the investor should be given
as much information as possible, then the annual
report would seem to be the appropriate place to
do it. If the explanation is there, surely the supporting information should be there, too. But if, as
it appears, the SEC knows that the information
will at best be statistical and economic guesswork,
then only a general explanation would seem to be
warranted.
If all this seems confusing
it is. It's a result
...—a job that has
of trying to quantify the future
tested (and strained) the public's confidence in
weather forecasters for years. What it all seems to
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Kanaga: Can you quantify the

future?

come down to, in the words of John Maynard
Keynes, is that it's "better to be vaguely right
than precisely wrong."
And once investors — sophisticated or otherwise—have replacement cost information, what
will they do with that information? Inflation cost
information is very different from the value -based
information used in most current -value financial
reporting proposals. With each company setting
up its own methods for accumulating such information, this "apples and oranges" mixture will
make financial reports even more confusing.
Many of those who use financial statements are
likely to believe that the replacement cost information is indicative of current values and comparable to similar information reported by competing companies, when in fact it is neither.
Finally, the SEC warns against the "simplistic
use of inflation cost information." But the SEC
also admits to "substantial theoretical problems in
determining an income effect," warning that replacement cost data should not be converted into
a single revised net income figure. But can we really expect that many, if not most, security analysts and even individual investors will not compute their own net income figures as a way to
compare investments? Over and over again, with
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"Washington's
response . . .
has been to try
to make CPAs
into guardians
of public
morality,
watchdogs for
society. "

inflation cost accounting, we run into this problem of converting subjective, hypothetical approximations into numbers —and, inevitably, into
earnings - per -share numbers —which become by
their very nature objective facts.
The cynics are saying that public accountants
should love replacement cost accounting: Just
think of all th at new work ... think of all the
increased revenue!
Well, let someone else think about it. The increased indecision that such a welter of subjective
and confusing information will create among investors makes our real job worse, not better. The
"public" in "certified public accounting" says that
we have a responsibility to the investing public
and to the general public at large to gain their
confidence in what we report and in the business
on whose financial statements we do report. Coping with inflation by replacement cost accounting,
in my opinion, will only widen the credibility gap
and worsen the declining confidence in business
that inflation generates. It will accomplish very
little in the way of meaningful, understandable accounting communication.
And without understanding or credibility, our
function as public accountants is just not workable.
To add to the complexity of all of this, there is
mounting controversy within the accounting profession itself.
In August 1976, Arthur Andersen & Co. attempted to obtain a preliminary injunction against
the SEC's Accounting Series Release 150, which
states that pronouncements of the Financial Accounting Standards Board will be considered by
the SEC to have substantial authoritative support.
My own firm, Arthur Young & Company, responded immediately, as did other accounting
firms, in strongly opposing the Andersen action,
which has since been twice denied in court and
has been widely interpreted as an effort on the
part of Arthur Andersen & Co. to destroy the
FASB. Constructive criticism is always welcome,
but one has to question the kind of criticism that
Arthur Andersen has unleashed at the FASB.
A Passing Grade
The Financial Accounting Standards Board exposure draft on dealing with the effects of inflation
is a far more comprehensive version than the
SEC's. It represents far more thought and creativity. Experimentation with the FASB approach has
indeed raised questions —but there has been experimentation. Whichever approach you may favor, and whichever approach prevails, the fact is
that the existence of these two very different approaches clearly belies Andersen's suggestions
that the FASB is, in effect, an arm of the SEC.
I would be the last to suggest that the FASB is
entitled to a grade of 100 percent on its perform-
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ance to date —but I do believe its performance
warrants a passing grade. To quote, as Andersen's
Chairman Harvey Kapnick did, from the report
of a Congressional subcommittee, the Moss report, whose sole source of "expert" accounting
testimony was Professor Abraham Briloff, is, I
submit, neither constructive nor well- considered.
And to criticize the FASB for failing to issue an
oil and gas accounting standard a year in advance
of its government- imposed deadline for such a
standard is, I submit, not only unfair but irresponsible.
I believe that the accounting profession should
work together with the Congress, other branches
and agencies of the government, and the business
community to improve accounting standards and
to keep responsibility for financial reporting in the
private sector. I believe that unwarranted public
attacks such as those discussed will result in a
transfer of that responsibility to the public sector.
Neither Guardians Nor Watchdogs
Expanding our view now to the general subject
of government regulation, consider recent instances of management fraud and the whole area
of "unusual payments." Washington's response to
these developments has been to try to make CPAs
into guardians of public morality, watchdogs for
society. If we are forced into such a mold, what
will be the result?
First, we're not trained for those jobs, and wishing won't make it so. Further, we can be sure to
lose our open communications with, and the crucial confidence of, management itself. How can we
gain the information we need to uncover procedural flaws or errors in judgment — whether conscious or unconscious— within the corporation, if
the very people from whom we need to get information believe that our first responsibility is to
report directly to the Justice Department, the
SEC, or the news media?
Second, we would be forced inevitably into a
most expensive participation in the day -to -day,
decision- making process of the corporation —a
process that is and has to be a function of management and not of CPAs. Either way, we lose, business loses, and society loses, too.
What I'm suggesting is that extreme cases of
misfeasance appear almost inevitably to result in
bad law. What we all need —the public at large,
the investing public, the public accounting firms,
and business itself —is stability, not further and
increased turmoil.
I am not suggesting, however, that we don't
need to change. We do need thoughtful and considered change. There are problems to be resolved. But change that is stimulated by extreme
cases — aberrations in the mainstream —by media
and legislative outcries, and by hasty, ill -conCon tin ued on page 68
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Accrediting Specialities
in Public Accounting
A Logical Step
.

.

.

If the AICPA wishes to participate in the accreditation process, it
should proceed now to institute a program. If not, the evolutionary
process will pass over the accounting profession as it did to both
the medical and legal professions.

By Phillip E. Lambert
Today specialization is unavoidable. Increasing
technology has made it impossible for one individual to master more than a segment of an industrial
process. Adam Smith, writing in The Wealth of
Nations said:
"The division of Labour, however, so far as
it can be introduced, occasions, in every art,
a proportionable increase of the productive
powers of labour. The separation of different
trades and employments from one another
seems to have taken place, in consequence of
this advantage. This separation, too, is generally carried furthest in those countries
which enjoy the highest degree of industry
and improvement ..."
Medical and Legal Specialization
Since Adam Smith, there has been a significant
growth in the division of labor. There is at least
one disadvantage though: The practitioner may
become so involved in specialization that he may
not be able to relate his speciality to the remainder
of his profession. But the greater danger is that
the generalist will not be sufficiently knowledgeable in any given area to provide the client the
professional service he desires. In support of this
conclusion, many observers cite the experience of
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the medical and legal professions where specialty
boards have established standards to be met by
their practitioners, and have helped improve educational facilities to train these specialists. In spite
of this conclusion, there has been little significant
movement in the accounting profession relating to
specialization.
Favorable Responses to Question
Specialization has, nonetheless, existed in accounting for many years. This becomes readily apparent when noting the organizational structure
of all large CPA firms. They are commonly segmented into audit, tax, and management advisory
services departments. Because of increased complexity in income tax laws, external financial reporting, and management advisory engagements,
specialization in these major areas is a practical
rather than an administrative necessity.
At the present time there are two methods of
specialization in public practice. There is the
method mentioned above by type of service. Another common method is by type of client. For
example, some CPAs restrict their work to municipal, real estate, corporate, or bank accounting.
Naturally, with the differences among the businesses just listed, a firm specializing in a single
area is better prepared and more experienced in
the particular problems the client may face.
As far back as 1956, the AICPA committee on
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"The provision ofsuch recognition would be
an incentive to excellence ... meeting a set
of standards formulated by one's professional colleagues would be a source of personal
satisfaction ... fit] would demand a vigorous pursuit of knowledge and that, in turn,
should benefit the public by insuring an even
higher quality of service.
"Such recognition, ... would underscore the
20

point that the specialized areas are legitimately within the profession's scope of services, It would, in effect, validate what is
presently being done in practice; ... what is
being done is what ought to be done if firms
are to remain fully capable of meeting society's needs."
s

labeling
confers status
and motivates
performance."...

long -range objectives initiated a study for establishing sections within the organization similar to
those in American Bar Association. By 1958, this
committee recommended that the Council of the
American Institute approve a plan for groups of
individuals expressing a common interest to meet
and work together. The Council failed to act upon
this recommendation. It wasn't until 1961 that another committee was formed to continue to study.
At that time a questionnaire was sent out to the
members ofthe Institute. Of the 13,000 replies, 81
percent responded favorably to the formation of
sections. The committee then recommended the
establishment of sections in the following areas:
accounting for small business, tax accounting,
management accounting, administration of an accounting practice, financial reporting of public
corporations, and reporting to government agencies. The establishment of sections appears to have
failed, because no further action has been taken on
it since the Council decided to defer it for further
consideration.
In 1962, at a meeting of the Council of the
American Institute, it was again suggested that
sections be created to hold meetings among practitioners who expressed interest in special areas.
The purpose of these meetings was to present papers and hold discussions on their special area of
interest. It was vigorously opposed on the grounds
that such sections would have a divisive effect in
the accounting profession. The proposal was once
more deferred for future consideration.
The committee also entertained a proposal to
establish an Academy ofProfessional Accounting
Admission, with admission contingent upon advanced study. Although no mention was made of
recognition of specialists, the membership must
have felt that this was a reason behind it. Therefore, it too was rejected,'
Opposition to the creation of sections came
partly from state societies who may have feared
that section meetings might be competitive with
their own. There was also strong opposition from
prominent members of the Institute who feared
that sectionalization might divide the profession.
Recently, the AICPA has taken a more favorable view of specialization. On September 25,
1974, the Committee on Scope and Structure of
the AICPA listed two important benefits or recognition of specialists:

Advantages and Disadvantages
In spite of the Institute's affirmation of the principle, there has been speculation that local practitioners would provide ardent opposition to accreditation of specialists because larger firms are
in a better position to maintain a group of specialists, and that specialization might tend to downgrade the local firm. But this argument works
both ways. Unless local firms have some means of
demonstrating the competence of their own specialists, the public may tend to believe that only
large firms can provide qualified specialists. It
might also be added that a disadvantage of not
accrediting specialists is that anyone can claim to
be a specialist.
Other advantages and disadvantages of specialization were cited by H. Justin Davidson, dean of
the Graduate School of Business Administration
at Cornell University. Dr. Davidson has pointed
out three significant advantages of specialized labeling, as he refers to it.
First, labeling confers status and motivates performance. The CPAs in present practice are
proud of the title "Certified Public Accountant."
This title alone confers status. But to have this
title, one must earn it and this requires performance. To pass the CPA exam, an individual must
devote a great deal of time, thought, and energy.
After earning the CPA, there is a continuing motivation for high performance by fellow CPAs.
Second, labeling promotes cooperation within
the profession. Informal labels such as audit, tax,
or management advisory services make it easier
for practitioners to exchange information. This
enables CPAs with common interests or expertise
to work together to perfect standards of practice.
Labeling also promotes cooperation through professional referrals, something the medical profession has used to great advantage, Several state societies have attempted to promote a referral service among practitioners.
Third, labeling protects the public. This is perhaps the single most important reason. A profession is dedicated to the public interest, and its recognized practitioners are bound to serve this interest.
There are, however, some disadvantages to specialization. Labeling promotes narrowness. The
highly specialized person tends to know more and
more about less and less. Labeling costs money.
The profession will have to devote much time and
money to implement an acceptable program. FiMANAGEMENT ACCOUNTING /MARCH 1977

nally, labeling is not accurate for all time. In the
accounting profession, the CPA title was originally applied to people in accounting and auditing
services. Later, taxes and management advisory
services were incorporated into the profession.
Thus the designation "C PA" has taken on expanded meaning. In addition, the CPA who has
been recently certified is not necessarily as capable
as one who has practiced for many years.'
Specialization itself also creates many internal
(within accounting firms) as well as external problems. Frequently, specialists do not see the whole
client. For example, an auditor might complete
his audit without considering tax problems or accounting systems problems. For their part, tax
and system specialists often think only about the
client's tax or systems problems without concerning themselves about the client's overall needs.
Although the accounting profession has not
specialized nearly to the extent of the medical profession, there is already an increasing shortage of
generalists. Obviously, general service partners
are needed to coordinate various firm functions in
order to serve their clients adequately. But it is
well known that young people are attracted to the
glamorous specialty titles. So, ifgreater emphasis
is placed on specialization, there might well prove
to be a problem in attracting graduates to the accounting profession as generalists.
Accreditation Programs Do Exist
While the drive for accreditation in the United
States appears to be gaining momentum, the British and Scottish accountants have already made
some significant progress toward specialization
accreditation. A specialist certificate in management accounting is administered by the Institute
of Cost and Works Accountants, the Association
of Cost and Works Accountants, and the English
and Scottish Institutes of Chartered Accountants.
The certificate is titled "The Joint Diploma in
Management Accounting Services" and was established in 1964. The standards that the practitioner must meet to obtain this certificate are very
high and include 17 hours of written examinations, a thesis on an approved subject, and seven
years of practical experience, among other requirements.
A similar certificate is awarded by the English
and Irish Institute of Chartered Accountants.
Their certificate is called the Certificate in Management Information. Its standards are less rigorous than those of the Joint Diploma. The C.M.I.
was not intended as a program to accredit existing
specialists, but as a means ofattracting young accountants away from the traditional accounting
practice and into the new field ofmanagement accounting.`
Recently in the United States, NAA has established a program leading to the issuance ofa CerMANAGEMENT ACCOUNTING/ MARCH 1977

tificate in Management Accounting with an Institute of Management Accounting to administer the
program, conduct the examinations, and grant the
certificates. The first examination was held in November 1972.
Through this program, the NAA is attempting
to establish management accounting as a unique
and distinct discipline. At first it appeared that
managerial accountants in industry would be the
sole beneficiaries of the professional status afforded by the CMA designation, but it is now thought
that many CPAs in public practice who qualify
for the CMA certificate will use it as an accreditation of their specialty of managerial accounting.`

"Frequently,
specialists do
not see the
whole client. "

Three Surveys
Several views by individuals concerning specialization have been expressed. How does the majority feel about this matter? Recent surveys of the
grassroots practitioners brought their views to
light.
In June 1974, a survey of small firms (defined as
ten or fewer CPAs) conducted by the AICPA
showed some interesting figures. This question
was asked in the survey: "... Are you personally
satisfied with the amount of time and energy you
have available for personal study in terms of
maintaining or improving proficiency and keeping
abreast of changes in all of the following areas:
taxation, management services, accounting and
auditing ?" Ninety -two percent responded in the
negative. Fifty -six percent of the small -firm practitioners answering the survey believed that the task
ofmaintaining a satisfactory degree of proficiency
in all areas of specialization ranged from "improbable" to "impossible." '
Dr. Dean E. Graber of the University of South
Carolina conducted another survey in July 1973.
He found there was additional evidence that the
idea of accreditation of specialists is gaining support. Dr. Graber sent questionnaires to all CPA
practitioners in South Carolina, and received responses from 166, or about 45 percent of the
state's total membership.
The first question asked whether or not the
practitioner considered himself to be a specialist
in at least one area of accounting. Twenty -seven
percent answered affirmatively —a high figure considering the large percentage of single -office local
firms.
The second question asked: "Would you personally be willing to submit to a standardized examination administered by the AICPA in order to
establish yourself as a specialist in your area of
expertise ?" Of those who answered yes in the previous question, 77 percent answered yes on this
one also. Many of the CPAs who did not consider
themselves specialists on the previous question
also answered affirmatively on this question.
A third question asked: "Would it be in the best
21

"... The existing

CPA label, for
several reasons
should remain
intact. "

interest of the business community to permit accounting specialists to indicate their specialties in
telephone and other directories (assuming that
they have demonstrated their competence as specialists through standardized examinations) ?" The
results were 37 percent yes, 51.2 percent no, and
the remainder had no opinion. This survey does
indicate a high degree of willingness on the part of
the CPAs to accept accredited specialization.'
Supplemental Labels
Although there are many ideas concerning the
establishment of an accreditation process, one of
the more interesting views is that of H. Justin Davidson.
Dr. Davidson believes that the existing CPA label, for several reasons, should remain intact. It
retains the respect and recognition so carefully developed by the profession. Second, it would be too
difficult to change it through the legislative process. Third, it is important to the profession itself
for its members to have a common title: It helps
to reduce the divisiveness of specialization.
Supplemental labels therefore should be created
to indicate areas of specialization and levels of advanced competence. Dr. Davidson has recommended titles along the following lines:

—

—

CPE Certified Public Examiner
CPTA—Certified Public Tax Advisor
CPC
Certified Public Consultant
CPG — Certified Public Generalist
These supplemental labels could be earned by an
experience requirement, continuing education
programs, an examination (oral or written), and
perhaps a review of work completed.
This does not mean that the designated individual could practice only within his area of specialization, because the CPA prefix would still demand a level of proficiency in all areas of accounting. Also, in order to maintain uniformity and
keep administrative costs low, the AICPA should
administer the program. There should also be a
provision to maintain the level of competence
once earned by retesting or continuing informal
education.'
If so many people favor accredited specialization, why doesn't it exist? The Code ofProfessional Ethics is the. primary obstacle. The original intent of the no- specialization rule was to prevent
the untrained practitioner from designating himself with a specialty at a time when no mechanism
existed to test and accredit such practitioners.
This rule, however, is now growing obsolete as
accreditation standards are developed. The accounting profession has a great deal to learn from
the efforts of the medical and legal professions in
establishing programs for certifying areas of specialization.
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Avoid the Pitfalls
Dr. Graber has effectively summarized the
weaknesses of the medical and legal professions.
He warns that the multiple autonomous specialty
boards employed by the medical profession are coordinated ineffectively and inefficiently by the advisory board of the AMA. In contrast to this is
the pilot program for legal specialization in which
a state board has jurisdiction over the establishment of certification requirements, and which is
assisted by advisory boards for the various areas
of specialization. This system is superior to that of
the medical profession in that it exercises more
control and maintains uniformity of standards.
But it is deficient in that it is conducted at a state
level, which may lead to state -to -state differences.
Accountants would be wise to avoid the pitfalls
of their sister professions' specialization certification systems. It would appear that an accounting
accreditation system would be most effective on a
national scale so that specialty designations, requirements, and examinations could be standard
throughout the country. In addition, a single specialization board with multiple advisory commissions would be necessary to assure a coordinated,
internally consistent system of accreditation.
If the AICPA wishes to participate in the accreditation process, it should proceed now to institute a program. If not, the evolutionary process
will pass over the accounting profession as it did
to both the medical and legal professions. The
AICPA will find itself "on the outside looking in"
at a system over which it has little control."
In 1974, the Report of the Committee on Scope
and Structure recommended modification of the
Code of Professional Ethics to allow specialty designations. It also recommended that a committee
be created to:
1. "Develop and approve specialist examination —with the concurrence of the AICPA
Board of Examiners and with the assistance of
the staff of the examination division.
2. Establish, with the approval of the Board of
Directors and Council, the requirements for
membership in the specialists divisions.
3. Conduct national or regional conferences for
members of the divisions — though such meetings would be open to all AICPA members.
4. Issue technical standards and statements on
matters in the name of the Institute —in accordance with the authority already vested in
the senior committees by the bylaws and resolutions of the Council.
5. Publish technical articles.
6. Review, advise, and provide assistance in the
development of continuing professional education courses and material."
Continued on page 28
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A Look at Employee
Stock Ownership Plans
as Financing Tools
Since the employer's contribution is not dependent upon profit, it is
possible for him to make contributions to the plan which would help
him recoup taxes paid in prior years.

By Bart P. Hartman, David Laxton,
and William Walvoord
The first time that employee stock ownership
plans (ESOP) were specifically mentioned in the
Internal Revenue Code was in the Employee Retirement Income Security Act (ERISA) of 1974.'
The Act defines an ESOP as an individual account
plan which meets three criteria: (1) It is a qualified
stock bonus plan under Internal Revenue Code
Section 401; (2) it is designed to invest primarily
in employer equity securities,' and (3) it meets
other requirements which may be prescribed by
the Secretary of the Treasury.
In their simplest form, these plans allow employers to distribute stock in their companies to
their employees. In many ways they are similar to
normal profit sharing plans except that the employer may make contributions to the plan regardless of whether or not the corporation has a profit
to share, and the contribution to the plan must be
in the corporations own stock (or cash to be used
for the purchase of the corporation's stock).' To
encourage the establishment of employee stock
ownership plans, Congress has legislated many
tax advantages for the ESOPs that corporations
themselves do not enjoy. In addition, the ACT
MANAGEMENTACCOUNTING/ MARCH1977

permits these plans to be set up in such a way that
they may incur debt in their own names.
Non -Cash Contributions
Since the purpose of an ESOP is to distribute
stock to employees of a corporation, the employer's contribution may be made directly in company stock. This would reduce the company's tax
burden without reducing its cash flow. Exhibit I
compares the net cash flow of a company under
three different. alternatives. Under alternative (1),
without a profit sharing plan or an ESOP, the net
cash flow is $1,000. Under alternative (2), with
cash funded profit sharing the net cash flow is
$850, down $150. And under alternative (3), with
an ESOP, where the contribution is in corporate
stock, the net cash flow is $1,150, up $150.
Creation of Net Operating Loss Carrybacks
Since the employer's contribution is not dependent upon profit, it is possible for him to make
contributions to the plan which would help him
recoup taxes paid in prior years. For example, assume that the company had a number of profitable years prior to 1977 in which it paid a substantial amount of income tax but expected to break
even in 1977. Further, the company is not able to
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pay cash bonuses or make cash contributions to
any employee plan, but would still like to create
some employee incentive plan. If the company
creates an ESOP and issues $500,000 worth of
new stock to the ESOP, the corporation will show
a net operating loss of $500,000 for 1977 which
can be carried back to the earlier profit years resulting in a $250,000 tax refund. As in the previous example, the cash flow of the company is enhanced by the tax savings created by the contribution.

butions to the ESOP sufficient to allow the ESOP
to make the loan payments to the bank.
Assume the company has income before interest, taxes, and loan payments of $1 million. The
company borrows $100,000 for one year and pays
interest of $12,000. As illustrated below the cash
flow is improved by $50,000 (one -half the amount
of the loan) by using an ESOP.
Direct
borrowing
ESOP
$1,000,000 $1,000,000
(12,000)
(112,000)
$ 988,000 $ 888,000
(494,000)
(444,000)
$ 494,000 $ 444,000
(100,000)
__0_
$ 394,000 $ 444,000

Operating income
Loan interest
Another major advantage claimed for ESOPs is Contribution to ESOP
their ability to incur debt. A company could cre- Income before tax
ate an employee stock ownership plan to borrow Tax (50% )
money for the company, and repay the loan Net income
through contributions of stock to the plan. The Loan payment
advantage to the employer is that the total contri- Cash flow
bution is deductible, since the principal as well as
the interest payments are tax deductible. An Creation of Another Market for the Stock
ESOP loan would cost only about one -half as
By using the ESOP to purchase the stock, the
much to repay as a direct loan. The procedure company in effect is creating another market for
followed is diagrammed in Exhibit 2 and can be its stock. The ESOP becomes another shareholdexplained as follows. First, the company issues er. If the company's stock is closely held, the
stock to the ESOP. Second, the ESOP pledges the ESOP could become an important buyer for other
stock as collateral for a loan, which the company shareholders that want to sell. For example, if one
may also guarantee. Third, the proceeds of the of the tpajor shareholders wanted to reduce or liqloan are used by the ESOP to pay for the stock. uidate his investment, he may be able to sell all or
Fourth, the company makes annual cash contri- a portion of his holdings to the ESOP. The tax
implications of such a sale are much more favorable to the major shareholder than if he were to
sell his holdings to the company.- If he sold his
Exhibit 1
holdings to the company, the Internal Revenue
NET CASH FLOW FOR PROFIT SHARING VERSUS ESOP
Indirect Borrowing

Alternatives

(1)
Net income before contribution
Profit sharing contribution (cash)
Profit sharing contribution (stock)
Income before tax
Tax (50 %)
Net income
Add: non -cash expense
Net cash flow

(2)
Profit sharing
$2,000
(300)
—0—
$1,700
(850 )
$ 850
—0—
$ 850

$2,000
—0—
—0—
$2,000
(1,000 )
$1,000
—0—
$1,000

(3)
ESOP
$2,000
—0—
(300 )
$1,700
(850 )
$ 850
300
$1,150

Exhibit 2
BORROW ING MONEY THROUGH AN ESOP
Guarantees loan
Cash contributions

Loan payments
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Service could r ule it to be a liquid ating d ividend
and tax it at t he ordinary ra te. How ever, b y selling to the ESOP, the sto ckholder would realize a
capital gain and be taxed at the capital gains rate.
Im prove Borrowing Capacity of the Corporation
The cre ation o f anot her buy er for the st ock of
the corporation not only im proves the marketability of the s tock, but will ultim ately incre ase the
equity base of the corporation. Increasing the equity base of the corporation will usually increase
the direct borrowing power of th e corporation.

When new stock is issued to the ESOP, the total
equity of the corporation is expanded by the value
assigned to the issued stock. This will improve the
debt to net worth ratio and generally result in the
ability of the corporation to borrow additional
funds.
For example, suppose the Louisiana Alligator
Co. has total stockholder's equity o f M , 0 0 0 ,
and total debt of $400,000. The company is having difficulty attracting additional debt funds because creditors believe the company has reached
its credit limit. However, the company issues
$200,000 worth of stock to the ESOP. Income (retained earnings) will be reduced by one -half of
MANAGEMENT ACCOUNTING /MARCH 1977

The ability of an ESOP to incur debt also provides a ready market for a company that wants to
divest itself of a division. The company can form
an employee stock ownership plan, have the plan
borrow the money to purchase the division, then
make payments to the plan sufficient to pay off the
loan. When the transaction is complete, the division would be completely employee owned.'
Dilution of Profit and Value for Prior Ownership
There are, however, several problems associated
with the use of employee stock ownership plans.
The problems would suggest that they are not of
universal benefit, and should be approached with
caution. Potentially the most serious, yet often
overlooked problem, is the dilutive effect which a
plan can have on the prior ownership of the business. Dilution occurs when new stock is created
and issued to the ESOP. No dilution will occur if
the outstanding stock of an existing shareholder is
purchased because no new stock is created and
issued. For example, if a previous owner with a 20
percent interest in the company sells his 20 percent to the ESOP, the other 80 percent ownership
is not affected. The problem of dilution occurs
only when new stock is created and issued to the
ESOP.
Assume, for example, that a company has
100,000 shares of common stock outstanding. The
company creates an ESOP and issues 10,000
shares to it. The previous ownership suffers immediate dilution from 100 percent to 91 percent ownership of all current and future profit and equity
rights. If the current year after tax earnings are
$100,000, the earnings per share drop from $1.00
to $.91. The drop in earnings per share will probably have a negative effect on the market price of
the stock if the stock is publicly held.
However, as pointed out earlier, the stock contribution to the ESOP is tax deductible and will
increase cash flow by the amount of the tax shelter. The increased cash available to the company
can be used to generate additional revenues and
income. But the additional cash will have to be
invested at a much higher rate of return to maintain the same earnings level. Assume that the following conditions exist prior to the creation of the
ESOP:
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100,000
$1.00
$1,000,000
$10.00
20%
10%

w
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The company issues 10,000 shares to the ESOP at
$10.00 per share during the first year. At the end
of the year the results obtained from an ESOP
situation are compared with the results obtained
without an ESOP as follows:
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End of first year
Income before
contribution
Contribution to ESOP
(stock)
Income before tax
Tax (50 %)
Net income
Add: non -cash
contribution
Cash flow
No. ofshares
outstanding
Earnings per share
Equity (beginning)
Net income
Stock issued
Equity (ending)
Book value per share

No ESOP

ESOP

$200,000

$200,000

-_0_
$200,000
(100,000)
$100,000

(100,000)
$100,000
50,000)
50,000

—0—
$100,000

$100,000
$150,000

100,000
$1.00

110,000
$.455

(

Spin -off of a Division to Employees

Original conditions
Number ofshares outstanding
Earning per share (prior year)
Common equity
Book value per share
Rate of return (before tax)
Rate of return (after tax)

$

$200,000 (assuming a tax rate of 50 percent), and
the common stock account will be increased by
$200,000 (the value of the stock contribution).
The result is a net increase in stockholder's equity
of $100,000. The debt to net worth ratio is immediately improved from 400,000 /600,000 to
400,000/700,000. The company could borrow an
additional $66,667 (2/3 of $100,000) and still
maintain the same ratio it had prior to the stock
issue.

$1,000,000 $1,000,000
100,000
50,000
100,000
—0—
$1,100,000 $1,150,000
$11.00

$10.455

This comparison shows that $100,000 worth of
stock issued to the ESOP increases the equity in
the corporation by $50,000. In effect, the company has issued stock for one -half price, a $100,000
value which increases cash flow and equity by
$50,000. However, the incremental $50,000 cash
could be invested to generate additional revenue
and income. In the first year, the extra $50,000
cash would have to generate after tax income of
an extra $60,000 in order to maintain the same
earnings rate as without an ESOP. An extra
$60,000 in net income will increase total net income to $110,000, which would give an EPS of
$1.00. The incremental cash of $50,000 would
have to be invested at an after tax rate ofreturn of
120 percent or some dilution to the preexisting
shareholders' equity would result.
The situation would improve in succeeding
years. Again assume the company can earn a 20
percent return on equity. Also, assume there is no
additional contribution to the ESOP. Then the results obtained in the second year are as follows:
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End of second year
No ESOP

ESOP

Income before tax
(20 %)
Tax (50 %)
Net Income

$220,000
(110,000)
$110,000

$230,000
(115,000)
$115,000

No. of shares
outstanding
Earnings per share

100,000
$1.10

"...

ESOP can
reduce the
firm's . . .
overall cost of
capital.-

Equity (beginning)
Net income
Equity (ending)
Book value per share

110,000
$1.045

$1,100,000 $1,150,000
1 10,000
115,000
$1,210,000 $1,265,000
$12.10

$11.50

In the second year, the income before tax with
the ESOP is $230,000 (20 percent of $1,150,000)
compared to $220,000 (20 percent of $1,100,000)
without the ESOP. The ESOP generated capital of
$50,000 from the first year is assumed to earn the
same 20 percent as the other capital. However, the
earnings per share are still less for the ESOP
($1.10 vs. $1.045). In order to equate the earnings,
the ESOP capital must generate additional earnings before tax of $12,000, or $6,000 after tax.
This represents a rate of return of $12,000/50,000
or 24 percent before tax over and above the 20
percent assumed originally. Thus, the incremental
$50,000 would have to earn 44 percent before tax
after the first year in order to maintain an equivalent earnings rate for the original shares.
The Cost of ESOP Derived Debt Capital
The advantage of indirect borrowing by a corporation through an ESOP was mentioned above.
The advantage of this procedure was that the payments to the plan were tax deductible in total,
thus the corporation could deduct principal as
well as interest for tax purposes. Proponents of
ESOP might argue that by indirectly making principal and interest payments tax deductible, the
ESOP can reduce the firm's cost of debt, and thus,
its overall cost of capital.
However, the employer corporation could
achieve the same tax savings by borrowing directly from the bank, repaying the loan normally, and
contributing stock equal to the value of the principal payment to any qualified plan.` By using this
direct borrowing procedure together with a qualified plan, the interest on the bank loan, as well as
the stock contribution to the plan is tax deductible. The end result is the same as if the corporation were to borrow indirectly through the ESOP.
The firm is, in fact, borrowing in the normal
manner and the benefits derived by the corporation come solely from the non -cash contributions
to the trust fund. Further, the contributions to the
fund could be made and the benefit derived
26

whether the firm borrowed money or not. The
conclusion can be drawn that because the benefits
from the firm's non -cash contributions can be derived irrespective of the firm's borrowing activities, the two are not related. Since the contribution benefits and the firm's borrowing are not related, the contributions to the ESOP and thus the
ESOP itself do not affect the firm's debt operations or the cost of debt capital.
Cost of Equity Capital
If the ESOP does not affect the firm's cost of
debt, it must affect the firm's cost of equity capital
in order to have an impact on the firm's overall
cost of capital. In concept, the cost of common
stock is the rate of return which the firm must
earn on the common - stock - financed portion of a
project so that the market price of the stock will
not change.' The cost of capital then is tied to the
rate of return. The required rate of return increases as the cost of capital increases. The required
rate of return decreases as the cost of capital decreases. In the long run, the cost of capital will
change as the required rate of return changes,
Thus far, we have compared an ESOP contribution plan with no contribution plan. We have also
illustrated the dilutive effect on profit and value
which an ESOP could have at the end of the first
year. The incremental cash flow of $50,000 to the
corporation resulted from issuing $100,000 worth
of stock. The extra $50,000 would have to be invested at an after tax rate of return of 120 percent
in the first year and 44 percent in following years
to maintain the equivalent earnings rate with the
ESOP as without an ESOP. Clearly, the cost of
this common equity was extremely high. Note,
however, that this illustration compared an ESOP
contribution plan with no contribution (cash or
stock) plan.
A more valid comparison would be of three different alternatives (1) cash contribution to a pension fund, (2) cash contribution to a pension fund
with an issue of stock to the public, and (3) a
stock contribution to an ESOP. See Exhibit 3. Under alternative (1), no additional capital is raised
because no stock is issued. Under alternatives (2)
and (3), the same amount of stock is issued in
both cases.
To study the effects of the tax deductible non cash contributions on the cost of equity capital, a
simplifying assumption will be made that later can
be relaxed. Assume that a firm is operating in a
perfect capital market, one in which, among other
things, there are no transactions costs, no underwriting costs, and all firms have easy access to the
capital markets.'
Recall that one of the benefits to be gained from
the tax deductible non -cash contributions to the
ESOP is an increased cash flow equal to the reduction in taxes resulting from the contribution.
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Exhibit 3
COST OF CAPITAL AND DILUTION OF EQUITY
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(3 )
ESOP

$

100,000
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$

—0—
—0—
50,000

Alternatives
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Cash co ntribution
pub lic s toc k iss ue
200,000
(1 0 0 ,0 0 0 )
—0—
100,000
(5 0 ,000 )
$
50,000

$

Numb er of s hares o uts tand ing
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Non-cash co ntrib ution
Cas h flo w to co rp oration

$

Earnings bef ore co ntributio ns
Contribution (c ash)
Contribution (s to ck)
Earning s b efo re tax
Tax (5 0 % )
Net inco me

(1 )
Cash co ntribution
no stock issue
200,000
(1 0 0 ,0 0 0 )
—0—
100,000
(5 0,00 0 )
$
50,000

200,000
—0—
(1 00 ,00 0 )
100,000
(5 0 ,000 )
50,000
—0—
100,000
150,000
110,000
.45

$1,0 00,000
50,000
100,000

Equity (e nd ing)

$1,05 0,0 00

$1,1 50,000

$1,1 50,000

10.50

10.45

10.45

The question then is whether the increased cash
flow represents a change in the cost of equity capital. In other words, is the cost of equity capital
issued to the ESOP different from that issued to
the general public? If the cash benefits derived
from issuance to the general public are different
from the cash benefits derived from issuance to
the ESOP, then the establishment of an ESOP will
affect the firm's cost of equity capital and thus, the
firm's overall cost of capital. A second question
here is whether the increased cash flow from the
ESOP has a cost different from the preexisting equity funds. In other words, is the required rate of
return on the new funds greater or less than the
rate of return on the preexisting capital funds?
Again assume that the original conditions cited
above still exist. Exhibit 3 compares the results
obtained from the three alternatives listed above.
Alternative (1) assumes that a cash contribution
to an employee fund is made. Alternative (2) assumes that a cash contribution is made and that
stock is issued to the public. Alternative (3) assumes that a stock contribution is made to an
ESOP. By looking at the cash flow to the corporation, both (2) and (3) provide the firm with an
incremental $100,000 as compared to alternative
(1). Issuing stock to the ESOP results in the same
cash flow to the corporation as issuing stock to the
general public.
Looking next at the earnings per share, it can
be seen that some dilution has occurred using alternative (2) and (3) as compared to (1). The same
is true as regards the book value per share. Further, note that the results from (2) and (3) are
identical. There is no difference between issuing
stock to an ESOP and issuing stock to the public
while making a cash contribution to an employee
fund. Therefore, the cost of equity capital would
be the same under alternatives (2) and (3).
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$

$1,0 00,000
50,000
100,000

$

$1,0 00.000
50,000

$

Equity (b eg inning )
Add : net inc ome
stock issued

Book value /s hare

"At this point,
the assumption
of perfect
capital markets
can be
dropped. "

However, since some dilution takes place in (2)
and (3) as compared to (1), the cost of equity capital would be different for ESOP funding (3) as
compared to no stock issue (1). The incremental
fund generated by the ESOP (or the stock issue to
the public) would have to be invested at a higher
rate of return after the stock issue in order to
maintain the pre- existing rate of return. Since the
required rate of return is greater for the new
funds, the cost of the equity funds is also greater.
Thus, the ESOP funding has increased the cost of
the equity capital.
At this point, the assumption of perfect capital
markets can be dropped. The question now becomes one of whether the establishment of an
ESOP changes the cost of equity in imperfect
markets. Imperfect markets are those which have
transactions cost, underwriting costs, and access
to the capital markets which may be somewhat
restricted.
Large corporations operating in the United
States today are faced with underwriting costs but
they do have fairly free access to the nation's capital markets. Corporations that have stock listed
on one of the national stock exchanges have a
place where the fair market value of their stock is
determined. With a fair market value determined
and relatively free access to capital markets, these
companies can issue stock at very close to its fair
market price. These companies operate in very
near - perfect capital markets. Thus, for the very
large corporation, the cost of funds generated
from an ESOP would not be significantly different
from the cost of funds obtained by issuing stock to
the general public.
However, if a small corporation wants to issue
stock, seldom will the proceeds of the issue approach the fair market value of the stock. One
problem is that few people will buy stock in small
27

"Smaller
companies may
find ESOP funds
more attractive

unknown corporations unless it is a bargain price
or they are buying a majority ownership. In addition, the underwriting costs of a small issue of
stock tend to be quite high relative to larger issues. These factors combine to put smaller businesses into imperfect markets. The company cannot obtain $100,000 for $100,000 worth ofstock.
Ifhowever, the company forms an ESOP a buyer is created which is familiar with the company's
operations. Contributions to the ESOP involve no
flotation or underwriting costs. Thus, creation of
an ESOP by a small company can enable that firm
to obtain $100,000 for $100,000 worth of stock. In
this situation, the ESOP capital will have a lower
cost than the company's cost of equity capital
raised from the public.
Conclusions
There are several benefits to be gained from the
use of employee stock ownership plans as well as
several disadvantages. The primary benefits are
the broader equity base created, the feeling of
ownership imparted to the employees, and the tax
deduction allowed for non -cash contributions to
the ESOP. The non -cash contributions will improve the cash flow to the corporation by acting as
a tax shield.
However, the cash flow is improved at the ex-

pense of diluting the previous ownership equity
and income position, The dilution occurs not only
in the first year, but in each succeeding year as
well. The rate of return which must be earned on
the extra cash to maintain the previous earnings
and equity position is very high.
Finally, if a corporation has a contributory
plan, and if the corporation wants to issue more
equity securities, the cost of ESOP generated equity funds will be the same as the cost of equity
funds obtained from the general public for large
corporations. Smaller companies may find ESOP
funds more attractive because of the absence of
underwriting costs. However, if an ESOP is compared with a cash contribution fund without a
concomitant stock issue, the cost of the ESOP
capital is greater than the cost of the pre- existing
capital.
❑
Employee stock ownership plans (ESOPs) were first espoused by Louis O.
Kclso, a San Francisco lawyer and self - styled economist, See Charles G. Burck,
"There's More to ESOP Than Meets the Eye," Fortune. March 1976, p. 13 1.
ERISA, Section 407, (d) (1) and (5).
'Rev en ue Ruling 71 -256, 1971.1 CB118; Revenue Ruling 62 -195. 1962 -2
CB125.
, An example of such a transaction is South Bend Lathe Inc.. formerly a division
of Amsted Industries Inc. Amsted wanted to divest itself of South Bend Lathe
because South Bend was not meeting profitability expectations. An ESOP was
formed which borrowed the funds necessary to purchase the division. Amsted
made cash contributions to the ESOP, which used the cash to pay off the loan.
South Bend Lathe is now owned entirely by its employees. Op. Cir. Charles G.
Burck.
Jared Kaplan, "ESOP's Fable." Taxes. December 1975.
° Charles T. Horngren, Cost Accounting: A Managerial Emphasis, Prentice Hall,
Inc.. Englewood Cliffs, N.J., 1972, p. 517.
Charles W. Haley and Lawrence D. Scha11, The Theory of Financial Decisions.
McGraw-Hill Book Co., New York, N.Y., 1973, p. 15.

ACCREDITING SPECIALTIES IN PUBLIC ACCOUNTING
...
A LOGICAL STEP
Continued from page 22
There is even a provision for the study of accreditation of a specialty for a non -CPA. The next
step and most important one is for the AICPA to
approve and implement its programs. With the
increased support by the AICPA membership
demonstrated in the recent surveys, the program's
fruition is entirely possible.
Conclusion
Although the Code of Professional Ethics
strictly prohibits the CPA holding himself out to
the public as a specialist, the Code does not prohibit the practice of specialization. There are, in
fact, a variety of specialists in the accounting profession. Due to the increasing amount of speciali-

28

zation and its significance in public practice, many
feel that accreditation of specialists is the next logical step in the professional evolutionary process.
❑
John L. Carey, The CPA Plans for the Future. AICPA, New York. N.Y., 1965.
° Discussion Draft: Report on Committee on Scope and Structure AICPA, New
York, N.Y., 1974.
' H. Justin Davidson, "Accreditation of CPA Specialists," Journal ofAccountancy. September 1970.
' George C. Mead, "Certification In Management Accounting: Should We Jump
on the British Bandwagon ?" Management Accounting, June 1967.
' Such developments have brought up a good question. Should areas of specialization be removed altogether from the CPA? In 1970, the executive committee
of the AICPA's management advisory services division conducted a survey in
which it found that between 75 and 80 percent of the 6,000 to 8.000 full -time
practitioners of management advisory services in the United States are non CPAs. These people are not members of the AICPA and consequently are not
responsible to that body.
' Jesse T. Barfield. "Small Firm Specialization: Why and How ?" Journal of Accountancy, June 1974.
' De an E. Gr aber , "S.C. Practitioners 'Views of Professional Specialization
Journal ofAccounrancy. July 1973.
Davidson, Op. Cit.
' Dean E. Graber, "Prospects of Specialization in the Accounting Profession"
Journal of Accountancy, May 1972.
'° Discussion Draft: Report on Committee on Scope and Practice. AICPA, New
York, N.Y., 1974.
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Estimating the Replacement
Cost of Inventories
and Cost of Sales
In estimating the replacement cost data, many assumptions will
have to be made; and until standards are developed, it is up to each
company to determine if its methods and the assumptions
underlying them are reasonable.

replacement cost data and will probably encounter some difficulties in complying with the SEC
The Security Exchange Commission's new rule, requirements. The data required lacks the preci"Accounting Series Release (ASR) 190," requires sion of historical cost data, but the Commission
that many large companies disclose certain re- feels that such data is useful to investors in assessplacement cost data in their financial statements ing the impact of inflation on individual compafor years ending on or after December 25, 1976.' nies.' In estimating the replacement cost data,
The new rule applies to registered companies many assumptions will have to be made; and until
which have inventories and gross property, plant standards are developed, it is up to each company
and equipment totaling more than $100 million to determine if its methods and the assumptions
and comprising more than ten percent oftheir to- underlying them are reasonable.
As part of the disclosure requirements, the
tal assets. The information may be shown either in
company
must explain the method used in deterof
a note to the financial statements or as part
a
separate section ofthe financial statements follow- mining the replacement cost amounts and " ... to
ing the notes. The note or the separate section furnish any additional information of which manmay be designated "unaudited." The specific data agement is aware and believes is necessary to prevent the information from being misleading."
required to be disclosed are;
Ideally, the replacement cost data would be determined on an item -by -item basis for all assets
1. Current replacement cost ofinventories;
2. Cost of sales computed on the basis of the re- and expenses. In practice, however, this approach
placement cost of the goods or services at the is too expensive and impractical to implement. Instead, estimation techniques, some involving the
time of sale;
3. Gross (new) and depreciated replacement cost use of price indices, must be developed to derive
the data at a reasonable cost. Although ASR 190
of productive capacity, and
4. Depreciation, depletion, and amortization ex- applies to other items as well, in this article we
will be concerned only with the methods that
pense on a replacement cost basis.
might be used in estimating the replacement cost
Most companies have had little experience with of inventories and the replacement cost of sales,
By Richard A. Samuelson
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Inventories

"for
manufactured
items the
estimation
process is more
complex . . . "
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The Commission defines replacement cost as
". . . t h e lowest amount that would have to be
paid in the normal course of business to obtain a
new asset of equivalent operating or productive
capability." For inventories, this presents no particular difficulties since most companies replace
inventories continually with similar or identical
items. It is a matter then of determining the current cost, at the balance sheet date, of replacing
each item of inventory.
If the item is purchased in the open market or
from a vendor, the current market price or vendor
quotation would be the best estimate. When this
approach is used, care should be taken, however,
to consider possible quantity discounts; and prices
should be based on the company's normal purchase quantities. If an item is to be replaced under
a long -term supply contract at a price materially
below current market prices, the replacement cost
would be the contract price, If the contract has
only a short time to run, however, the year -end
market price should be used. The SEC requires
that obsolete or discontinued items be set forth
separately, and not be included in replacement
cost calculations. These items are not part of continuing operations, and will not be replaced.
If it is not practical to price the inventory on an
item -by -item basis, an index may be applied to the
historical cost value of the inventories to estimate
their replacement cost. However, if an index approach is used, it is necessary to determine the
average age of the items included in the inventory.
Where LIFO is used, this information is available
in the various layers making up the LIFO inventory. The indices can then be applied to each layer
in a manner similar to the computations for "dollar- value" LIFO. Where FIFO is used, the layers
consist of the most recent purchases— summed in
reverse order either by month or quarter— totaling the ending inventory amount. For example, if
the December 31 inventory were $100,000 and
purchases were $60,000 in both November and
December, then the inventory would be assumed
to consist of $60,000 from December purchases
and $40,000 from November purchases. The indices could then be applied to each of the layers.
The indices to be used in the estimates can either be internally developed or taken from published sources. For inventories, the various sub -indices of the Wholesale Price Index or indices developed by various trade associations can be used.
In many instances, however, these published indices may be too broad to apply to the specific asset
groups of an individual company. It would be
preferable, in that case, to develop internally an
index based on the specific items, or perhaps a
sample of the items, included in the company's
own inventory.

For companies whose inventories are made up
to thousands of individual items of significantly
different dollar - value, it is advisable to divide the
inventory into separate categories based on their
materiality in accounting for the total dollar -value
of the inventory. Group A items, for example,
might consist of relatively significant items with
replacement costs that could be determined by
reference to individual vendor quotations. Group
B might consist of many smaller items which
could be priced by the less accurate, and less expensive, indexing approach. The Group B items
might be further subdivided by "type" in order to
correspond with the sample of a particular published index, or they might be grouped by rate of
turnover so that the age of inventory items could
be more accurately considered in applying the index.
For manufactured items the estimation process
is more complex, though the same basic approaches—an item -by -item approach or an index
approach —can be used. Updated standard costs
are the obvious way to compute the replacement
cost of manufactured inventories. If it is impractical to update the standard cost of all items in the
inventory group, a sample of items may be selected and an index could be calculated to apply to
the standard cost of the other items in the group.
Or, the index could be applied to the total dollar
value of the inventory after the age has been estimated by a technique such as turnover rates. In
many cases the standard cost will not have
changed materially since the time of manufacture.
Special care should be taken, however, to consider
the effects of labor contracts or supply contracts
on the cost of replacing items in inventory. If depreciation, depletion, or amortization is a significant portion of the manufactured cost, overhead
rates must be updated to reflect the current cost of
replacing productive facilities.
Where a job order cost system is used, an index
approach is a very practical approach to determining the replacement cost of the materials, labor, and overhead components. However, some
companies using job order costs may not be required to estimate replacement costs on some or
all of their inventories. The Commission has exempted from its requirements the disclosure of replacement costs for manufactured inventories in
which the inputs to the project are not expected to
be replaced. This would be true for certain types
of construction projects or research and development projects. It is assumed, however, that where
the contractor engages in similar projects and
transfers personnel and equipment from one project to another, the inputs will be replaced and replacement cost data is required. It will be necessary, therefore, to evaluate each project to determine if it is a unique, one -time project whose inputs will not be replaced or used in other projects.
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Companies with a very fast turnover of inventory that use FIFO for historical cost valuations
may find that current replacements cost estimates
are unnecessary since their inventory valuations
already reflect current prices. The Commission
will accept FIFO as an estimate of the replacement cost of the inventory if it results in an
amount which does not materially differ from a
replacement cost valuation. If the turnover rate is
very fast -say twelve times a year -then it is
probably safe to use FIFO valuations. It will be
necessary, however, to provide some evidence that
such valuations do not differ materially from replacement cost.
Cost of Sales

=
=
=

$

1st quarter:
30,000 units sold X $2.20
2nd quarter:
30,000 units sold X $2.30
3rd quarter:
10,000 units sold X $2.40
4th quarter:
10,000 units sold X $2.50

=

For Cost of Sales, the same general approaches
available for inventories are also applicable, except that the replacement cost prices must be established at various points in time throughout the
year instead of simply at the balance sheet date.
The objective is to match the cost of replacing the
item immediately after it is sold against the revenue it produces. Since it is impractical in most
circumstances to record the replacement cost of
an item each time a sale is made, further assumptions regarding the timing of sales during the year
must be made in estimating the replacement cost
of sales.
To illustrate, assume that the cost of a particular item remains constant within each quarter and
that sales are distributed evenly within each quarter. See Exhibit 1. The replacement cost of sales
can be calculated directly by multiplying the number of units sold times the replacement cost at
time of sale, as follows:

66,000
69,000
24,000

25,000
$184,000

This approach would require a record of the
number of units sold at each of the replacement
MANAGEMENT ACCOUNTING/ MARCH 1977

Units
sold
30.000
30,000
10,000
10,000

FIFO
ending
inventory
$90 ,0 00
74,000
80,000
81,500
146,000

FIFO
cost of
sales
-

Units
45,000
20,000
30,000
10,000
35,000

Total
cost
$90 ,0 00
44.000
69,000
24,000
87,000

-

Period
Beginning
1s t quarte r
2nd quarte r
3rd q uarte r
4th q uarte r

Purchases
cost
per
unit
$2.00
2.20
2.30
2.40
2.50

LIFO may
understate the
replacement
cost of sales."

"...

EXHIBIT 1
FIFO COST FLOW AND PRICE INDEX

$60 ,0 00
63,000
22 ,5 00
23,000

Price
index
100
110
115
120
125

costs in effect during the period. If replacement
costs fluctuate frequently, or if the inventory consists of many different items, the direct approach
is impractical. An estimation technique may then
be used,
An approximation which the Commission will
allow under appropriate circumstances is to assume that sales occurred at the average replacement cost in effect during the period, which in our
example would be calculated as follows: Average
replacement cost during the year = '/. X
($2.20 + $2.30 + $2.40 + $2.50) = $2.35.&
And, the total replacement cost of sales = 80,000
units X $2.35 = $188,000.' This would result in a
reasonable approximation where sales have occurred evenly throughout the year. However, it is
still a fairly expensive method if the inventory
consists of many different items, since the average
replacement cost of each item must be calculated.
Many companies are already using the LIFO
method for their inventory and cost of sales accounting and may wish to use their LIFO cost of
sales figure as an approximation of the replacement cost of sales. While this is allowed by the
Commission, it is necessary to demonstrate that
the LIFO cost would not differ substantially from
the replacement cost.
Since LIFO accounting is based on historical
cost, it is limited to costs actually incurred. Where
the holding period for inventories from the time of
purchase to the time of sale is long and purchases
tend to be made in discrete batches rather than
continuously, this can lead to significant differences between LIFO and replacement cost. LIFO will
report the cost of sales based on the last cost incurred, which may be months earlier, instead of
the current replacement cost. If prices have risen
significantly since the last purchase was made,
LIFO may understate the replacement cost of
sales.
LIFO can also overstate the cost of sales during
a period of rising prices if a large quantity is purchased near the end of the reporting period. This
is illustrated in Exhibit 1, where 35,000 units were
acquired in the last quarter, but sales for that
quarter were only 10,000 units. Under LIFO, all
of the sales for the fourth quarter and the third
quarter, plus one half of the second quarter sales
would be included in cost of sales at the fourth
31

=

=

=

=

=

$

=

4th quarter:
10,000 units sold X $2.50
3rd quarter:
10,000 units sold X $2.50
2nd quarter:
15,000 units sold X $2.50
10,000 units sold X $2.40
5,000 units sold X $2.30
1st quarter:
25,000 units sold X $2.30
5,000 units sold X $2.20

=

"Significant
differences
between LIFO
and
replacement
cost may
exist . . . "

quarter cost of $2.50. Cost of sales under LIFO
would be as follows:

25,000
25,000
37,500
24,000
11,500

57,500
11,000
$191,500

$

This figure may be compared to the actual replacement cost of sales which was computed before to be $184,000. Significant differences between LIFO and replacement cost may exist
whenever purchases and /or sales are not made
continuously over the period. When this situation
exists, a direct approach or some other approach
may be used instead,
Another estimation method which may be used
is based on the (average) ratio of the replacement
cost to the retail price of the items sold, computed
from a sample of items in a particular inventory
group. This approach can be used for inventories
consisting of many different items where it would
be impractical to use a direct approach or a LIFO
approximation. To illustrate, assume that the inventory group consists of three basic product.
types -A, B, and C -which account for 60 percent, 30 percent, and 10 percent of the total dollar
volume of sales, respectively. A sample of representative products of each type is taken during the
first quarter and reveals the following price information:
Product
A
B
C
Replacement cost
5.50 $1.80 $1.00
Selling price
$10.00 $3.00 $2.00
RC /SP
.60
.55
.50
Weight factor
(dollar vol. sales)
.60
.30
.10
Weighted ratio
.33
.18
.05
Weighted average ratio = .33 + .18 + .05 = .56
If sales from this particular group of items came
to $120,000 for the period, the estimated replacement cost for the first quarter would be
$120,000 X .56 = $67,200.
Any sample of this type should be carefully selected and weighted to reflect the total dollar -value composition of the sales in the group. If the
sales composition remains fairly constant from period to period, the same sample can be updated in
the following periods, making the computations a
32

bit easier to arrive at. It is critical, however, to
review the sample in each period that it is used to
insure that it remains representative of the sales in
that period.
The indexing approach is perhaps the easiest
and least expensive method for estimating replacements costs for many types of inventories. This
method has the advantage of not requiring a price
for each individual item, and where published indices are available, of not requiring a sampling of
the inventory group.
To illustrate the indexing approach for cost of
sales, refer to the data in Exhibit 1, which is based
on a FIFO cost -flow assumption for inventory and
cost of sales_ In actual applications, the price index could be either a published index or an inhouse index. In this example it is computed from
a single inventory item and, consequently, is a
perfect index of the relative replacement costs of
the item. The purchases, cost of sales and inventory would be available from the normal accounting
records of the company.
The replacement cost of sales in each quarter is
computed by first determining the composition of
the historical cost of sales by period of purchase
and then applying the indices to each component
of the cost ofsales. For the first quarter, the entire
cost ofsales of $60,000 is from the opening inventory which was acquired when the index was 100,
The replacement cost of sales for the first quarter
is then:
I st quarter:
110 /100 X $60,000 = $66,000,
In the second quarter, $30,000 of the sales came
from the beginning inventory and the remainder,
$33,000, from the first quarter purchases. The replacement cost of sales for the second quarter is
then:
2nd quarter:
115/100 X $30,000 = $34,500
115 /110 X 33,000 = 34,500
$69,000
In a similar manner, the replacement cost of
sales for the third quarter and fourth quarter can
be computed as follows:
3rd quarter:
120/110 X $11,000 = $12,000
120/115 X 11,500 = 12,000
$24,000
4th quarter:
125/115 X $23,000 = $25,000
In this case, the replacement cost of sales can be
Continued on page 36
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Human Resource Accounting:
A Need for Relevance

Anyone who reviews the literature of human resource accounting (HRA) for the first time would
gain an impression that the key issue is the measurement of human assets. Much effort has been
devoted to the search for the best measure of human resourdes based on the assumption that such
a measure would improve decision- making. However, neither the users nor the decisions involved
are clearly identified in the process of proposing a
measurement model. Such a treatment is based on
an implicit assumption that a single figure (cost or
value) is useful for all purposes. This belief can be
found in almost all articles dealing with HR measurement problems. For example, in a recent article by Bikki Jaggi, several HR valuation approaches are considered.' Advantages and disadvantages of each approach are discussed as if these
measurement models were mutually exclusive alternatives and only one represented the best.
It is difficult to understand why the single -figure assumption has stood so long without any
challenge. The purpose of internal reporting is different from that of external reporting. The former
emphasizes decision - making, while the latter
stresses performance measurement. Decisions are
made based on data generated from expectations
of future operations. Historical data are useful for
decisions only to the extent that they may facilitate predictions of future operations. On the other
hand, performance measurement focuses attention
on what has been accomplished, rather than what
is planned or expected in the future. Thus, data on
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past performance are more appropriate than data
based on expectations for this purpose.
Although it is commonly held that the purpose
of financial reporting is also to improve decision making by statement users, such a viewpoint is
not shared by all accountants. Yuji Ijiri, for example, points out that accountants would run into a
number of serious problems if this viewpoint is
adopted.
First, economic decisions call for a variety
of input data of which accounting measurement is only a part ... As a result, a theory
developed from such an approach is likely to
end up characterizing general inputs to economic decisions, thus losing a considerable
degree of the specificity commonly observed
in existing accounting data.
Second, inputs to economic decisions are
very heterogeneous ... a theory focusing on
general inputs to economic decisions is most
likely to yield a highly abstract characterization of the decision process rather than the
specific characterization attributed to the accounting inputs to economic decisions.'

y

By Jeffrey J. Tsay

,

It is difficult to understand why the single- figure assumption has
stood so long without any challenge.
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Financial reporting can improve decision -making, not because accounting information is directly structured for such a purpose, but, because the
reporting provides feed -back information, which
may aid the external users in predicting or speculating future operations of the company. For external reporting, the accountant's responsibility is
33

limited only to the accounting for what has happened, not for what is expected to happen. It is
the statement users who must extrapolate the future operations based on the reported financial position and results of operations of the company.
Even in the context of internal reporting, to
prove the validity of the single -figure assumption,
one needs not only to demonstrate that a measure
is relevant for all decisions but also that this figure
alone is sufficient for any decision. When one is
reminded of the concept of "relevant costs for relevant decisions," he should be able to realize the
impossibility of such a belief. The concept of relevant costs suggests that the decisions involved
must be considered before any measurement model can be intelligently proposed.

"The separation
decision
resembles the
discontinuance
of physical
assets . . . "

Measurement for Management Decisions
Let us consider only a few examples frequently
encountered in human resource management to
illustrate the mutual dependence of measurements
and decisions.
RECRUITING AND PLACEMENT DECISIONS

In making recruiting decisions, a company
must consider the initial cash outlay for recruiting
and training the employee, the subsequent periodic salary payment, the cash savings or additional
revenue contributed by the employee, and the
minimum rate of return requirement. For simplicity, let us assume that the ABC Company is considering offering Mr. Brown a job for a term of
three years and that only he is qualified for the
job. The company has a ten percent minimum rate
of return requirement and has projected the cash
flow related to the employment as shown in Exhibit 1. One can readily see that such a decision
involves consideration similar to a capital budgeting problem. A rational decision will involve comparison of the present value of the net cash inflow
with the initial cash outlay. With a ten percent
rate of return requirement, the present value of
the inflow of $7,000 is $5,601. Since this amount is
greater than the initial cash outlay of $4,000, the
company should offer Mr. Brown the job.
SPECIAL TRAINING PROGRAMS DECISIONS

The decision on the establishment of a special
program is similar to that of recruiting. It involves
comparison of the cost of the training program

with the present value of the incremental productivity (measured in cost savings or additional revenue) contributed by the employees under the program. Only if the latter exceeds the former, can
the training program be justified.
TRANSFER DECISIONS

From the viewpoint of a company, a transfer
decision requires a consideration on whether such
a transfer will increase or decrease the company's
wealth in the time period involved. Thus, the decision involves a comparison of the present value of
the employee's contribution (revenue minus salary) under his current position and the present value of the expected contribution by the employee if
the transfer is made minus additional costs involved to effect the transfer. For example, assume
that the present value of Mr, Green's contribution
to the company under his current position is
$5,000 and that the present value of his contribution if he is transferred is $7,000. Also assume
that the cost that the company must pay in order
to move Mr. Green into his new position is
$3,000. Then he should not be transferred. His
$5,000 contribution under the current position exceeds the net contribution of $4,000 if he is transferred.
SEPARATION DECISIONS

The separation decision resembles the discontinuance of an investment of physical assets, although the disposable value of a separation can be
positive (such as selling a ball player) or negative
(such as severance pay). The decision involves a
comparison of the disposable value of the employee with his contribution if the employment is continued. For example, assume that the company
will be required to pay Mr. White $5,200 if his
employment is discontinued, that Mr. White's annual salary is $15,000, that his annual contribution before salary is estimated at $13,000, and that
the employment can be terminated without any
severance pay three years later. At a ten percent
minimum rate of return requirement, Mr. White's
employment should not be discontinued at this
time. To discontinue the employment, the company must pay $5,200, which is greater than $4,974,
the present value of the net outlay for the three
years if Mr. White is retained.
RELEVANT MEASUREMENTS

Exhibit 1
THE NET PRESENT VALUE OF HIRING MR. BROWN
Year
0
1
2
3
Total
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Salary
$12 ,5 00
14,000
16,000
$42 ,5 00

Cash savings
$15 ,0 00
17,500
19,000
$51,500

Recruiting and
training expenses
$4 ,0 00
$2,000

$6,000

Net inflow
(o utf low)
$ (4 , 0 0 0 )
500
3,500
3,0 00
$ 3,0 00

Although these examples are simple and oversimplified, they suggest certain important implications. First, decisions and measurements are dependent on each other. None of the decisions illustrated above can be prudently made without
the appropriate measurements for the factors involved in the decision. On the other hand, a measure useful for one type of decision may not be
relevant for another. The disposal value measure
MANAGEMENT ACCOUNTING /MARCH 1977
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External Reporting: What Measure To Use?
Let us now turn our attention to the issue of
HRA for external reporting. In this area, two
questions have been frequently raised. These are:
(1) Should an HRA system for external reporting
be implemented? and (2) If so, what figure should
be presented on the financial statements?
Theoretically, the accountant should take a
normative approach. If any expenditure on human resources can be proved to be beneficial to
future periods, it should be capitalized. It. has been
argued that human resources can not be classified
as assets because the company can not legally own
its employees. The emphasis on the ownership
status, however, imposes a very narrow view on
the accounting nature of assets.
Whether an expenditure should be regarded as
an asset depends upon its future service potential.
A leasehold payment in advance gives the lessor
the right to use the property for a period of time,
not the ownership of the property, and it is considered an asset. The recruiting and training expenditure represents the service potential of the
employee to the company, not the right to own
the employee. If the expenditure is beneficial to
the future operations, it should be regarded as an
asset. Whether the company can legally own its
employees should not be the concern.
Some HRA critics may argue that the uncertainty of the benefits of HR expenditures makes
the capitalization of these expenditures impossible. However, uncertainty should not prevent accountants from attempting to measure them. Consider the purchase of a patent right. The uncertainty of benefits associated with the patent can be
even .greater than that with human resources.
Thus, the question is not whether an expenditure
on human resources should be capitalized, but
rather, whether such an expenditure is expected to
benefit future periods.
Such a conclusion may also suggest that the historical cost approach to HRA for external reporting is probably the most appropriate. Actual expenditures on human resources which are expectMANAGEMENT ACCOUNTING /MARCH 1977

its

"Whether the
company can
own

ed to benefit the future periods can be capitalized
and amortized over these periods. Many HRA advocates argue that such an approach not only imposes subjectivity on amortization but also fails to
recognize the potential and significant difference
between the cost and the real economic value of
human resources.' The subjectivity problem is not
unique to HRA. Fixed assets are depreciated and
intangible assets are amortized over their expected
useful lives. Accountants have accepted this subjective approach without any hesitation.
The concern about the difference between the
cost and the value of human resources stems from
the belief that there is a general usefulness for a
single measure for all purposes. The concern fails
to recognize that the purpose of external reporting
is to inform financial statement users of the financial position and results of operations of the company, not to present them with an estimate of the
value of the company. As stated above, external
reporting emphasizes performance measurement,
which focuses attention on what the company has
accomplished, not what the company expects to
do in the future. The real economic value of human resources as advocated by these writers is a
measure based on expectation of future operations, rather than on what the company has accomplished.
The insistance of many HRA advocates upon
the reporting of the value of human resources is
based on the argument that without such a measure management may do things which would be
detrimental to the company in an attempt to improve short term profits. To some extent, this argument could be true. However, similar cases can
be found in fixed asset management. Management
may cut down machine maintenance costs to
show a better current profit figure at the expense
of future machine inefficiency of malfunctions. It
is inconsistent for HRA advocates to argue the
importance of HR value and fail to argue the
same for other assets.
It should be pointed out that the historical cost
approach to financial reporting in general has its
limitations. HRA using the same approach will be
subject to the same limitations. However, the
point to be stressed here is that no measurement
can be proposed without considering its purpose.
HRA measures proposed for financial reporting
should be based on the general purpose of financial reporting. They should not be confused with
reporting for internal decision making.

legally

is useful for the separation decision; however, it is
not relevant for recruiting or transfer decisions.
Thus, without knowing the decision in question,
any attempt to measure can become irrelevant and
pointless. Second, since most decisions involve incremental analysis of alternatives, one single measure alone may not effect a prudent decision. In
the case of recruiting, the present value of the net
cash inflow is similar to a measure suggested by
Brummet et A' while the initial cash outlay on
recruiting and training resembles the replacement
cost measure advocated by Flamholtz.' Unless the
two measures are computed and compared with
each other, there is no assurance that an optimal
decision has been reached.

employees
should not be
the concern. "

Conclusion
Since the purpose of internal reporting is to improve management decision - making, a measurement model can not be proposed independently of
its decision context. What the HRA researcher
should do first is to identify the decision(s) involved in human resource management. The ob35

clearly

"The purpose of
external
reporting must
be
identified. "

jective of the decision can then be analyzed and
factors affecting the objective identified, Measures
representing these factors can be developed accordingly. Such an approach should prove more
fruitful for the HRA researcher in determining
measurements useful to management.
For external reporting, the measurement of human resources is merely a subset problem of financial accounting measurement.. Before any human
resource measurement model can be proposed, the
purpose of external reporting must be clearly
identified. Accepting the position that the purpose

of external reporting is to inform users of the financial position and of the results of operations of
the company, with an emphasis on performance
measurement, would suggest that the historical
cost measure is the most appropriate.
❑
' Bikki Jaggi, "Human Resources Are Assets," Management Accounting. February 19761
Yuji Ijiri, Theory of Accounting Measurement, Studies in Accounting Research
No. 10, American Accounting Association, 1975, pp. 45.46.
1
Lee Brummet, et al, "Human Resource Measurement —A Challenge for Accountants." The Accounting Review, July 1970.
' Eric Flamholtz, "Human Resource Accounting: Measuring Positional Replacement Costs," Human Resource Management,Spring 1973.
"'Report of the Committee on Human Resource Accounting," Committee Rcports in Supplement to Volume XLIX of The Accounting Review, American
Accounting Association, 1973.

ESTIMATING THE REPLACEMENT COST OF
INVENTORIES AND COST OF SALES
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Conclusion
Many variations can be applied to the basic
methods discussed here. The Commission has
only required, at this point, that whatever methods is used be "reasonable." Eventually, guidelines will probably be developed based on the experiences of many companies in estimating the replacement cost data required by ASR 190. Until
that time, experimentation is needed to determine
the accuracy and the costliness of various approaches. The methods discussed here are by no
means exhaustive, but they may be helpful to
companies which are beginning to think about
how the new SEC requirement should be met. ❑

of

` See "SEC Adopts Replacement Cost," .Management Accounting, June 1976.
' In recognition of the imprecise nature of the data, the Commission has proposed an amendment to Regulation S -X which allows that the replacement cost
data shall not be construed to be an "untrue statement of a material fact" or a
"manipulative, deceptive or fraudulent device" if the information is prepared
with reasonable care and good faith and is presented with adequate disclosure.
The Commission also has created an advisory committee to assist its staff in
advising companies with regard to problems in implementing the new rule.
' One method of estimation not allowed by the Commission in ASR 190 is to
compute the cost of sales on the basis year -end costs (i.e., 80,000 units sold X
$2.50 = $200,000). Obviously, this approximation would only be correct in this
instance all the sales occurred in the last quarter.
of

determined to be exactly $184,000, since the price
index was based on a single inventory item,
Ordinarily, this method would be used for inventories consisting of many items, and the index
would not be a perfect representation of the group
as it is in this example. It should also be pointed
out that where the holding period from time of
purchase to time of sale varies significantly on
items within the group, this method will produce
additional errors. It implicitly assumes that all
items in the group flow through inventory at the
same rate.
It is also possible to apply the indexing method
using turnover rates to estimate the average holding period of the items sold or in inventory. In our
example, the average turnover of inventory is 1.8
times per year, computed by dividing the FIFO
cost of sales of $168,000 by the average quarterly
inventory of $94,300. The average holding period
from time of purchase to time of sale is, therefore,
6.7 months. Each month's replacement cost of
sales could then be computed by multiplying the
historical cost of sales by the ratio of the current
month's index to the index in effect six months
ago. This method is not as accurate as the method

described before and should be used with caution.
The turnover rate is sensitive to the timing of purchases in relation to sales and should not be used
wherever purchases or sales fluctuate widely within the year.

if

Continued from page 32
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Electronic Funds
Transfer Systems
A major change such as a national electronic funds transfer system
will necessarily affect existing accounting systems, and as in the
case of other computer system implementations, there are many
pitfalls to be avoided.

By James C. Lampe
Electronic funds transfer systems have been successfully implemented to provide convenience
banking, point of sale (POS) terminals, and regional automated clearing house service. From
only a handful of automatic tellers in 1972, more
than 30,000 had been installed by the end of
1975.' Retail grocers, fast food chains, clothing
chains, department stores and numerous other retail establishments have made substantial investments in electronic cash register type machines
that could be easily converted into intelligent POS
terminals, and the Federal Reserve System has
implemented and fully endorsed automated clearing houses in regions covering most major United
States cities with plans for continued expansion.
Also, many large employers are offering direct
payroll deposit conveniences to employees on an
optional basis. The inevitable expansion in the use
of existing systems, the creation of many more
local systems and the eventual development of a
national funds transfer system will produce direct
implications for virtually all accountants.
Accountants must become involved whenever
funds are transferred regardless of the manner in
which the transactions are made. The accountant
must provide guidance in the design and operation of the systems so that transactions are processed efficiently with proper controls to assure accuracy and reliability. In addition to generating
MANAGEMENT ACCOUNTING/ MARCH 1977

traditional reports prepared in accordance with
generally accepted accounting principles, the accountant must provide management with increased information for improved decision -making.
Major Types of Systems
There are many types of electronic funds transfer systems. Some of the more important ones are:
(1) convenience banking, (2) POS terminals, (3)
regional automated clearing houses, and (4) national standard transfers.
CONVENIENCE BANKING

Some of the long standing banking services,
which would meet the broad definition of electronic funds transfer, are not generally recognized
as significant changes in conventional payments
systems. For example, the transfer of funds from a
checking account to a savings account can be authorized to occur automatically at specified times
and can be accomplished electronically. Similarly,
time payments such as those on loans or mortgages can be transferred from an individual's account to the bank without the need to go through
the check issuance and clearance processes. However, a more significant change in convenience
banking is the introduction of automated teller
equipment (ATE). The main component of an automated teller is a mini - computer programmed to
perform basic banking operations. The machine
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"The automated
clearing house
concept also
provides
expanded
capabilities for
nonbankers. "

may be set up at an existing bank site or it may be
established at a remote location. In either case, it
is capable of transfering the data immediately to a
large computer at a central location. Typically, a
plastic credit card type of identification device activates the machine to handle various types of deposits, withdrawals, and other basic transfers involving the customer's account at any time of the
day or night. Often some special coded information must be entered into the machine to validate
and authorize the transaction.
LOCAL POS TERMINALS
Point -of -sale terminals are now commonplace
in many retail stores and can be used to provide
many services. One major example of POS terminal utilization is the supermarket checkout. Supermarkets with automated equipment have been
used to identify products, to register the correct
prices, to print the sales tape, to update inventory
files, and to provide important management information. These machines, in the form of electronic
cash registers, are micro - computers which are capable of being programmed for use as terminals in
electronic funds transfer systems. For example,
assume that a customer desires to deposit funds to
his or her account while shopping at a local store.
The money is delivered to any of the store's
checkout stations with such a terminal. After the
POS terminal is properly activated with the customer's credit card, it would electronically transfer the desired amount of funds from the retailer's
account to the customer's account at the central
bank which holds both accounts. If the customer
desired to make a cash withdrawal, the POS terminal would be used to determine whether sufficient funds were on deposit in the customer's account, Assuming a positive response, the customer's account would be debited, the retailer's account would be credited, and the clerk would give
the customer the specified cash. The POS terminal, however, would be primarily used to accomplish on the spot transfers of funds for goods or
services sold to the customer. At the point of sale
transaction, the terminal would perform the same
immediate credit analysis to determine if the customer has sufficient funds on deposit.
The POS terminal not only provides these expanded services at reduced costs, but also provides numerous other benefits for the banker, retailer, and customer. One such advantage is the
reduced amount of paper work (checks or credit
invoices) needed at the time of the initial transaction as well as throughout the subsequent processing operations. In addition the retailer reduces his
costs related to bad checks, credit card charges
and delays in getting his money. The customer
reduces his total time in completing sale transactions and is also provided the convenience of completing banking transactions along with normal
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shopping activities, and the banker extends his
services to many new locations at little or no marginal cost.
REGIONAL AUTOMATIC CLEARING HOUSES
This form of funds transfer differs from the previous two types in that the transaction is from
bank to bank rather than customer to bank. An
automated clearing house with many member
banks is connected to a central computer which is
programmed to sort and transfer check data. Each
bank transmits the check data to the clearing
house in machine readable form where the central
computer processes the data in microsecond
speed. In the not - too - distant future, minor EFTS
modifications in the automated clearing houses
could eliminate many of the physical paper transfer processes now required. Even now many large
city banks cooperate with one another by physically transferring checks drawn on one another
prior to sending them through the time- consuming and costly Federal Reserve System. Automated clearing houses (ACH) could obviously perform these sorting and transferring functions
much more efficiently via electronic impulses.
This same type of processing could also be used to
truncate the physical transfer of checks, if bank
customers would accept another alternative to the
return of all their cancelled checks. It is certain
that ACH activities will be expanded rapidly in
the near future. Regardless of the extent to which
expansion occurs, the automated clearing houses
will collect and electronically process the machine
readable data received from various EFTS sources
and then transmit the processed data to a central
Federal Reserve computer. The Fed will process
the appropriate accounts and determine the required changes in bank reserves. Updated records
of transactions processed will be sent back to the
respective banks via the regional clearing house.
The automated clearing house concept also provides expanded capabilities for nonbankers. Direct
payroll deposit is one commonplace example. For
employees with accounts at participating banks,
the employer would not need to write payroll
checks. The employer's computer would prepare
the proper payroll records and print an informational stub for the employee, but would place the
actual check data on tape or some other convenient storage device that could be transmitted
electronically from the employer's bank to the regional clearing house. A virtually immediate update of employee accounts at their respective
banks would occur and eliminate all the subsequent payroll check reconciliation activities required in conventional systems.
A NATIONALLY STANDARD EFTS
This form of funds transfer system is the only
kind not yet in use. The development of a system
MANAGEMENT ACCOUNTING/ MARCH 1977

to coordinate nationwide transfers is, however,
not far into the future. Currently, the Federal Reserve System is divided into twelve districts all of
which utilize a standard magnetic ink character
recognition (MICR) system to clear every check
written. It is not optional for banks to decide
whether or not to use the Fed standard. In a similar fashion, a national system for electronic funds
transfers would use a standard coding process and
would be administered by one central organization broken down into separate geographic districts. The district centers could interact with one
another as well as transmit and receive data from
local banks, which would also transmit and receive data from customers via ATE's retailer POS
terminals, or conventional checking transactions.
Consumer Reaction to EFTS
A considerable segment of the public is apprehensive ofthe computer and computer related systems. The fear of computer errors (such as missing a deposit) resulting in time consuming encumbrances or even the loss of funds are major human
concerns that must be overcome prior to widespread acceptance of national EFTS. The impersonality of having one's money converted into
electronic impulses and stored in gigantic memory
banks is terrifying to many. Consumers are generally conservative and prefer cash to checks,
checks to credit cards, and all tangible transactions to intangible electronic transfers.' Other related areas in which human emotions could offer
strong resistance to EFTS are payment autonomy
and privacy. The consumer clearly avoids systems
where he loses autonomy of action with regard to
the timing or amount of his bill payments. Also,
there is a strong negative reaction if the individual
believes that bankers and /or government officials
(such as the IRS) would be provided a capability
of monitoring all his financial transactions. However, despite the negative consumer reaction, future growth is inevitable. Large cost savings and
processing relief for an overburdened check clearance system provide the greatest impetus for
change. And, although potential areas of consumer resistance must be considered, it does appear
that consumers would alter their financial habits
and willingly adopt these newer services if: (1) the
advantages and conveniences to the consumer are
clearly advertised, (2) the consumer is convinced
it is clearly in his or her best interest, (3) proper
controls for error prevention as well as guarding
autonomy are included, and (4) some economic
benefit (such as an interest return on all funds deposited) is provided.
Accounting Implications of EFTS
Any change in a financial system with greater
emphasis on computer processing of large volumes of transactions necessarily involves the acMANAGEMENT ACCOUNTING /MARCH 1977

countant. A major change such as a national electronic funds transfer system will necessarily affect
existing accounting systems, and as in the case of
other computer system implementations, there are
many pitfalls to be avoided. The proposed advantages could easily change to serious disadvantages
without qualified guidance in the analysis, design
and implementation of the system. An informed
and experienced accountant is often critical to the
success ofany financial system change.
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REDUCED PAPERWORK
One of the factors of EFTS that will directly
affect many accounting systems is the paperwork
reduction. Much of the paperwork common to
sales and receivables, purchases and payables,
payroll and other common business transactions
will be reduced significantly with EFTS utilization. This reduction would begin at the time of the
original transaction and would continue throughout the accounting system. Consider as an exaggerated example the multitude of clerical procedures surrounding a credit sale transaction that is
subsequently "paid" with insufficient funds checks
and is eventually written off as uncollectable. The
physical paperwork that might be involved one or
more times includes:
1. Credit sale invoice
2. Cash register tape
3. Receivables department posting
4. Accounting journalization
5. Monthly statements
6. Reminder notices
7. Aged receivable listings
8. Credit card company communication
9. Deposit slip listing
10. Debit memo communication
11. Receivables posting and reversal
12. NSF check customer listings
13. Collection agency communication
14. Check balance reconsilliation
15. Account write -off initiation and approval
16. Credit bureau communication
17. Audit documentation
In a system with POS terminal all of these paperwork details and the related clerical activities
would be eliminated. After being activated by the
customer credit -card indentifier, the terminal
would establish an electronic linkage with the appropriate banking entity. Virtually instantaneous
computer file interaction would provide the sales
clerk with the information that the customer account contained in sufficient funds to cover the
sale amount and that the individual's credit limit
had already been exceeded. The sale transaction
would be terminated and thereby eliminate all the
subsequent paperwork and clerical procedures.
Although other examples may not be as dramatic
39
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in the amount of paperwork reduction, most accountants and systems analysts can see these potential advantages applied in most common business transactions.
SYSTEM CONTROLS
Implementation of EFTS will provide the
means of improving controls in some instances,
but will also create new potential problem areas.
Some of these problems have relatively simple
control solution alternatives but other areas of
concern will require development of more sophisticated controls as the needs arise. On the positive
side are the following features:
1. Theft of cash could be reduced due to maintaining less cash on hand.
2. Immediate POS inventory updating could improve inventory levels.
3. Total receivables and days of collection time
could be reduced.
4. Bad debts could be reduced.
5. Greater accuracy in product recognition and
pricing could be achieved.
6. Errors in sales tax and other such computations could be reduced.
On the other hand a whole new Pandora's box of
control problems are being opened.
One of the obvious problems involves unauthorized use of credit -card identifiers. The plastic
cards, also referred to as "bank" or "debit" cards,
include magnetic strips which activate the automatic teller equipment or point of sales terminals
and indentify the card holder. The loss, theft or
other unauthorized use of a card could wipe out a
person's entire account and create a substantial
liability in one transfer. Fortunately, this potential
problem can be controlled with little cost involved. In addition to the telecommunications
switching number stored magnetically within the
card, several second stage controls can be utilized
for positive identification of the card user. Noneraseable signatures, imbedded photographs and /or
permanent fingerprints could also be placed on the
card for secondary physical verification. Most remote computer terminals also require a second
step password in addition to the user number in
order to gain computer access. Bank cards protected by a second step password would be useless
without the knowledge of the secret password.
Other more advanced recommendations to supplement password protection include hand prints
and voice spectrographs converted for electronic
recognition. In the event that a multiple step electronic identification scheme is broken and subsequent unauthorized use does occur, legislation
and /or insurance would provide distinct limitations on liability.
Other potential problems not so easily con-
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trolled include computer fraud and down time
vulnerability, There is no such thing as a fool
proof system. Historically, telecommunication
processing has been very susceptible to fraudulent
usage. As more sophisticated controls such as
echo checks, protected cable lines, and cryptographic encoding devices are installed, the time
and ingenuity of persons out to beat the system
rise to meet the challenge. This creates a situation
where it is both impractical and uneconomical to
attempt to implement absolute control. Similarly,
total online system backup would be economically
impractical.
Although economic ofHine backup of critical
data is feasible, the total elimination of downtime
is not. Prolonged downtime of critical hardware
or software could generate serious problems. Consider for example, problems created by the sabotage of one or more regional automated clearing
houses. In the areas of computer fraud and serious
computer sabotage, tight security and intense internal control would also need to be backed by
insurance to guard against the rare case that
might bring total financial disaster.
One of the most serious control problems with
these systems concerns privacy. Highly publicized
instances of governmental abuse in recent years
provide indications of how volatile the problem
really is. The indiscreet uses of tax files which
have been of grave concern to many accountants
are relatively minor compared with the potential
of complete financial surveilance made feasible via
a funds transfer system.
The ideal situation would be to provide controls
that permit beneficial uses of EFTS capabilities
but would prohibit any unauthorized uses. Most
consumers do not object to a limited scan of financial position and earnings potential when applying
for credit. This type of information is readily supplied by most consumers in the current system of
credit payments and would simply be made more
convenient under EFTS. However, the more extensive customer information that can be made
available from the analysis of financial data accumulated and stored by these systems is a deeper
invasion of privacy that must be recognized and
controlled, For example, frequency distributions
on payment data stratified by amount, payee and
purpose could yield indications of buying habits,
product preferences and even travel locations of
any EFTS user. Regression analyses on deposits
could be used to identify past earnings and forecast the timing and amount of future income.
Controls restricting access to the data files are
imperative. It is also necessary to augment physical controls with clearly stated guidelines stating
the who, why, and when of releasing data. At the
present time, even the ownership of the data is
uncertain. The writer of a check is the undisputed
owner of that document. On the other hand, the
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title to an electronic impulse in a bank's computer
is questionable. Rights to release all or portions of
the data become even more complex. Considerable forethought must be given to the many facets
of the privacy issue in order to develop rational
guidelines and enact fair legislation for adequate
protection while still permitting desirable features
and additional conveniences for all.
IMPROVED MANAGEMENT INFORMATION

In the same fashion that external sources with
access to EFTS files could analyze accumulated
data to develop information on account holders,
analysis of one's own conveniently stored financial
data could provide important information for improved decision- making. Immediate updating of
perpetual inventories at the point of sale provides
one such example. The available data could also
be used for continual update of specific sales projections via regression analysis or other forecasting techniques. Cash flow projections could be obtained with virtually immediate turnaround. Sales
analysis by geographic and demographic strata
could provide information for product development and advertising decisions. Payments data
could be correlated with the timing and quality of
shipments received from various suppliers.
Other data usages appear limited only by the
creativity of the accountants involved in designing
and providing meaningful management information service.
AUDITING THE SYSTEM

Both internal and external auditors will be required to modify existing tools and procedures in
order to properly test EFTS transactions, Decisions involving the amount of paper printout for
human verification of electronic transfers represent one obvious area where auditors can have a
substantial impact on every day system operations. Personnel and procedure policies are still
further examples where auditor evaluations of internal control could shape future developments.
Initially, most firms adopting EFTS will have
already been utilizing computer processing in other areas so that it will not involve a dramatic
switch of auditing procedures. Greater emphasis
will be placed on utilizing computer audit packages to audit the computer files and related ATE
and POS terminals. At the present time, however,
there are very few audit packages available with
the ability to test operations of the mini- or microcomputers used in ATE or POS terminals. Devel-
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opment of more appropriate audit packages and
increased emphasis on the exception activities
within the funds transfer system are two predictable auditing reactions.
Conclusion
Accountants have a responsibility to understand current payment system developments in
order to properly record the increasing volume of
transactions that will be processed by electronic
funds transfer systems. Accountants also have an
opportunity to provide beneficial services to their
own firms if they become actively involved in the
analysis, design and implementation of these systems. Analysis and design of proper classification
and coding schemes to permit efficient retrieval
and analysis of stored data provide accountants
with the ability to generate increased managerial
information. Development of rational standards
for both internal and external audit represent still
another opportunity where forethought by accountants could result in significant savings of accounting resources.
These opportunities to serve in the crucial developmental roles do not come without cost. Increased knowledge of intelligent computer terminal operation will need to be added to the accountant's ever increasing body of knowledge.
New and improved methods of data storage and
retrieval will need to be developed along with software packages capable of augmenting the audits
of the many different types of terminal operations.
Analysis of existing systems and a creative search
for new information sources will need to be conducted.
Active participation at the various stages of the
legislative process is also required. If the accountant elects not to become involved in these activities, his role will be reduced accordingly along
with the potential benefits to be reaped. The
choice of accounting participation is clearly up to
the accountant. Regardless of the role chosen,
however, it can be predicted with certainty that
electronic funds transfer systems will affect an increasing number of accounting functions in the
very near future.
❑

"Other data
usages appear
limited only by
the creativity of
the accountants
involved . . . ' r

"Southern Bankers Urged to Adopt Electronic Funds Transfer Systems." Management .Adviser, July- August 1974, p. 15.
' Demographically, younger individuals (18.34) attach more convenience and
less objection to EFTS than older individuals. White collar salaried employees
offer little resistance to automatic payroll deposits but blue collar workers strong.
ly resist such manipulations. Many or these employees want a check as tangible
evidence of reward for work accomplished and the ability to cash the check
without their mate's knowledge of the exact amount earned. See Allen L. Appell,
"Does the Public Really W ant a Checkless Society°" Bankers Magazine, Spring
1970: and Sidney J. Levy,-Consumer Views of Bank Services," Journal of Bank
Research, Summer 1973.
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Accounting for
Certain Marketable Securities
Management can arbitrarily classify a security as current or
noncurrent by contending that the security will or will not be held as
a long term investment.

By Thomas A. Buchman and Larry A. Friedman
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In Decem b er, 1975, th e Fin an cial Accounting
Stan d ard s Bo ard (FASB) issu ed Statem ent of Financial Acco u n tin g Stan d ard s No. 12, Accountin g fo r Certa i n Market able Securi ties. Th e purpo se of th e stan d ard was to narro w the acceptable
ran ge o f p ractices in regard to m arketable equity
securities. The Statement d oes no t apply to several
ty pes o f firm s. Am o ng th ese are m utual life insuran ce co m pan ies; fire an d casu alty insurance com panies; firms in in du stries th at have specialized
acco u n tin g p ractices, su ch as in vestm ent com panies, b rokers and dealers in securities; and not -forpro fit o rgan izatio ns. Th e Statem ent also does not
ap p ly to em p loy ee b en efit plans or to investm ents
acco u n ted fo r b y th e eq uity m etho d. The pr ovisions apply only to marketab le equity securities
su ch as co m m on o r preferred stock and the rights
to acqu ire o r dispo se o f sto ck at fixed or determinab le prices. Co nvertible preferred stock with a
stated red em ptio n valu e, treasury stock, and convertible b on ds are exclud ed from the FASB's definitio n of equ ity securities.
We will exp lo re th ree th eo retical difficulties
with Statemen t No . 12. Ho wever, limiting the discussion to th ree pro blems, we do not intend to
im p ly th at th ese are th e o n ly theoretical or practical d ifficu lties in vo lved . Rath er, that we consider
th ese p ro b lems to b e amo n g th e m ost serious, and
th at an y o th ers wh ich m ay ex ist are om itted only
in the in terest o f b revity .
An Artificial Dicho tom y
Statemen t No . 12 req uires th at unrealized gains
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and losses on marketable equity securities be
treated differently depending on whether the securities appear on a classified balance sheet or not;
and, if so, whether they are considered current or
noncurrent.
The Statem ent calls for securities to be accounted for using the lower of aggregate cost o r m arket
(LC M) method. (Aggregate L C M provides that
the cost of all securities is com pared with the m arket of all the securities.) If a firm owning securities prepares a classified balance sheet, the securities should be grouped into separate portfolios according to the current or noncurrent classification
for the purpose of determining aggregate cost and
market. If a firm prepares an unclassified balance
sheet, then the securities shall be considered noncurrent in the discussion that follows. "The t es t
usually applied in distinguishing current from
noncurrent productive assets is whether the investment iti these assets will be realized within the
operating cycle of a business, or one year, whichever is the longer period of tim e_" ' Thus, management can arbitrarily classify a security as current
or noncurrent by contending that the security will
or will not be held as a long term investm ent.
MARKETABLE EQUITY SECURITIES CLASSIFIED
AS CURRENT ASSETS
In the first year that the m arket value of securities classified as current assets is less than their
cost at the balance sheet date, the difference must
be recorded as an unrealized loss which will appear on the incom e statem ent. The corresponding
valuation account ( "allowance for excess of cost
of m ar ket able s ecu rit ies over m ar ket " o r s im ilar
MANAGEMENT ACCOUNTING/ MARCH 1977

account) should be a contra- account to marketable securities. In years following, any difference
between market value and book value at balance
sheet dates, should be shown as unrealized gains
or losses on the income statement with corresponding adjustments to the valuation account.
(Of course, the securities can never be shown on
the balance sheet above cost, i.e., the valuation
account may never have a debit balance.)
MARKETABLE EQUITY SECURITIES CLASSIFIED
AS NONCURRENT ASSETS

Exhibit 1
BALANCE SHEET AND INCOME STATEMENT FOR 12/31/X1
7 /1 /XI
Acq uire the following se curities:
200 shares o f C o. A at $ 5 0 /s hare = $ 1 0 ,0 0 0
30 0 s hares of Co . B at $7 0 /share = $ 2 1,00 0
1 2 /3 1 /X 1
(a ) The c om pany exp ec ts to s e ll the Co . A s e curitie s in the c om ing ye ar,
(b ) Marke t value s at 1 2 /3 1 /X 1
Co. A: $42.5 0 /s hare or $ 8,50 0 total
Co. B: $6 7 .5 0 /s hare o r $ 20 ,25 0 to tal
Partial balanc e she et 1 2 / 3 1 / X 1
Current assets
Marke table securities (C o . A )
Less allowance

For securities classified as noncurrent, a determination must be made, as of the balance sheet
date, as to whether a decline in market value below the cost of individual securities is temporary
or not. If the decline is thought to be other than
temporary, the cost of those securities shall be
written down to a new cost basis, and the amount
of the writedown should be treated as a realized
loss on the income statement.
Temporary fluctuations in the market value of
securities classified as noncurrent assets are handled the same as those classified as current assets
with the exception that the unrealized gains and
losses will not enter into the determination of net
income. Rather, they should be included, and
shown separately, in the equity section of the balance sheet.

Partial inco me s tate me nt
fo r the ye ar e nd ed 1 2 /3 1 /X 1

The Potential for Manipulation

8/1/X2
Sold 100 s hare s o f Co . A sto ck f or $5 3 /s hare (to tal $ 5 ,3 0 0 )

Management has a considerable potential for
influencing financial statement presentation. If
cost exceeds market for some securities, management can avoid showing the loss on the income
statement by classifying the securities as noncurrent. If no market price losses would occur, the
securities could be classified current so that working capital would be increased. The best presentation (from the company's point of view) can be
achieved, however, by use of selective reclassification. Exhibits 1 and 2 show the financial statements for a two -year period in which a hypothetical firm acquires, reclassifies, and sells marketable
equity securities.
Initially, all securities which have market prices
in excess of costs would be classified as current so
that working capital would be maximized. The
other securities would be classified as noncurrent
so that the losses would be charged directly
against equity rather than against income. In the
following year, the same rule would be followed
except that any securities, which in the first year
were classified as noncurrent, would be reclassified if their current market price exceeds original
cost. In this manner, working capital is maximized and unrealized losses are charged only
against equity. The net effect on income is zero
because unrealized gains offset the realized losses
transferred from owners' equity.
MANAGEMENT ACCOUNTING /MARCH 1977

Noncurrent assets
Marketable se curitie s (Co. B)
Less allowance

$10,000
1,500
$ 8,5 00

Owne rs' Equity
Net unrealized loss on noncurrent
marketable
securities
$(75 0)

$21 ,0 00
750
20,25

Unre alized lo ss on curre nt marke tab le se curities $ (1,5 00 )

Exhibit 2
BALANCE SHEET AND INCOME STATEMENT FOR 12/31/X2
4/1/x2
Sold 100 s hare s of C o. A stoc k fo r $4 8 /s hare (to tal $ 4 ,8 0 0 )

1 2 /3 1 / X 2
(a ) Market value o f Co . B s to ck: $6 5 /s hare
(b ) The company expects to sell 100 shares of Co. B stock in the coming
year; the ref ore , they are reclass ified.
Partial balanc e she et 1 2 / 3 1 / X 2
Current assets
Marketable sec urities
(1 0 0 shares of Co. B )
Less allowance

Noncurrent assets
Marketable sec urities
(2 00 s hares o f Co . B )
Less allowance

$ 6 ,5 0 0 (a)
0
$6,500

Owne rs' Equity
Unrealized loss on noncurrent marke table securities
$ (1 , 0 0 0 )

$14 ,0 00
1,000
$13,000

Partial inco me s tate me nt
fo r the ye ar e nd ed 1 2 / 3 1 / X 2
Realized lo ss o n the sale of c urrent m arke tab le se curitie s
Re alized gain o n the s ale o f c urre nt marketable se c uritie s
Realized loss on securities reclassified
Unrealized gain from sale of marke table s ecuritie s c lassified as
curre nt

$[2 0 0 ] (b )
$ 3 0 0 (c )
$[50 0] (d )
$1,5 00 (e)

(a) Re class ifie d s ec uritie s are carrie d at the lo wer of c o st or marke t value o n
the d ate o f rec lassificatio n.
(b ) The difference between the histo rical cost o f the securities sold, $5,00 0,
and the p ro c e e d s f rom the 4 /1 sale, $4,800.
(c ) The difference between the proceeds from the 8 / 1 sale $5,30 0, and the
historic al c os t of the s ec uritie s so ld . $5,000.
(d ) The difference between the historical cost of the shares reclassified and
their m arke t value on the date of re clas s if ic ation.
(e ) The balance in the valuation account applicable to securities sold on
4 / 1 an d 8 /1 .
Note: Items ( b ) , (c ) , a nd (d ) may be nette d.

43

"A gradual
phase -in
process would
certainly have
been less painful
than the abrupt
SEC decision

The point is that the dichotomy between current and noncurrent assets is relatively arbitrary.
To use that dichotomy as a basis for determining
what is to be included in income invites manipulation.
All Inclusive Vs. Current Operating Performance
After many years of debate, APB Opinion No.
9 specified that the all- inclusive concept of income
would be adopted, with the exception of certain
well- specified prior period adjustments.' This
opinion meant that all gain or loss items would
appear in the income statement unless they could
be •• ... specifically identified with and directly
related to the business activities of particular prior
periods.' Statement No. 12, however, goes against
this opinion (and the intent of the new FASB exposure draft on Prior Period Adjustments) and
allows "unrealized gains and losses" on noncurrent or unclassified marketable equity securities to
be charged directly against equity.
As a justification for this treatment the board
argues, in Appendix A of the statement, that unrealized losses on noncurrent and unclassified
marketable equity securities are charged against
equity because they are not to be sold in the near
future, and one may reasonably expect that the
unrealized loss is temporary.' But the Board, in
the same Appendix, argues that the reversal of a
writedown is not regarded as the recognition of an
unrealized gain but rather as a change in accounting estimate.' If this reasoning holds, why not
charge all market decline losses (on both current
and long term investments) against equity and
treat any reverals as changes in estimates? The
fact that one estimate may not be verified as
quickly through a sale should not effect the way
similar events are handled.
A Missed Opportunity
Our final criticism of the statement concerns
the opportunity cost to be incurred by the profession.
The Trueblood Committee Report suggested
that one objective of financial statement reporting
• ... is to provide information useful for making
economic decisions. "' To further that goal, the
Committee suggested that " . . . current values
should be reported when they differ significantly
from historical costs." ' The main objection to the
use of current values has been their lack of objectivity.
Marketable equity securities, as defined by the
Statement, are assets whose current values are objective and readily verifiable. While the board did
require the disclosure of the current price of the
portfolio, market prices are used for financial
statement purposes only when lower than cost.
Similar treatment has been repeatedly criticized
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with regard to inventory valuation. The criticism
stems mainly from the downward bias that is introduced into the statements, and the potential for
unconservative trends caused by a method that is
designed to satisfy the conservatism doctrine.
The missed opportunity is that marketable securities were a perfect chance for the profession to
begin experimenting with market prices.' A Statement that called for the use of market prices for
marketable securities in all circumstances would
have given the profession a chance to work with
market prices without the objectivity problems
which might exist with other assets.
If the profession found that the problems of using current prices for marketable securities were
severe, then any attempt to move toward current
value accounting might have been abandoned. On
the other hand, had the difficulties been few, when
the decision was made to move toward the use of
current prices, this experience could have been a
first step in a gradual phase -in process. A gradual
phase -in process would certainly have been less
painful than the abrupt SEC decision to require
supplemental replacement cost information on a
given date.
Summary
The FASB issued Statement No. 12 which requires the use of lower of cost or market for marketable equity securities for many companies. Any
losses incurred while the securities are held are
considered unrealized and are shown in the income statement if the securities are classified as
current or the price decline is permanent-, otherwise, the losses are shown as a reduction of owner's equity. Reversals of unrealized losses are to be
treated as unrealized gains and the presentation is
based on the same criteria as for losses.
Several problems with the Statement were discussed. They were; (1) the arbitrary nature of the
classification scheme and the inconsistent treatment accorded the same economic event (decline
in market value of securities) depending on the
securities' classification, (2) the inconsistency of
the Statement with the all inclusive concept of income as adopted by the APB, and (3) the missed
opportunity to test current value accounting objectively in a real -world setting.
O
'Wal ter B. Meigs. N. A. Mosich, Charle s E. Johnson and Thomas F. Keller.
Intermediate Accounting Me Graw -Hill Book Company, New York, 1974, pp.
136 -137.
' Accounting Principles Board Opinion Number 9, Reporting the Results ofOperatrons, AICPA. 1966, Paragraph 16. Recently, the FASB issued an exposure
draft which, if adopted, would severely limit the number of items treated as prior
period adjustments. This exposure draft is an indication that the all- inclusive
concept is becoming more pervasive. See Financial Accounting Standards Board
Exposure Draft Prior Period Adjustments. 1976.
' APB Opinion Number 9, Paragraph 22.
Financial Accounting Standards Board Statement No. 12, Accounting for Certain Marketable Securities, 1975, pp. 20 -21.
' Ibid., p. 20.
• Study Group on the Objectives of Financial Statements, Objectives of Financial Statements, AICPA. 1973, p. 13.
Ibid., p. 36.
' A period of experimentation with marketable securities may have made compliance with the SEC's replacement cost requirements less difficult. See securities and Exchange Commission Accounting Series Release (ASR) No. 1900,
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Management of
Foreign Exchange Risk
with Forward Contracts
A forward foreign exchange contract can be defined as an
agreement to exchange currencies of different countries at a
specified exchange rate, called the "forward rate," at a specified
future date.

By Karen M. Frey
Multinational corporations are exposed to many
risks not normally encountered by a firm operating solely in one country. One of the most significant of these risks is foreign exchange.
Foreign exchange risks exist whenever: (1)
transactions are entered into in more than one
currency (transaction exposure), and whenever (2)
a corporation has foreign operations that have
monetary assets or liabilities denominated in a foreign currency (translation exposure).
Transactions negotiated in other currencies
would include the purchase and sale of goods and
services with prices denominated in a foreign currency, the borrowing or lending of funds with the
payable or receivable stated in a foreign currency,
and any other transaction involving the acquisition of an asset or incurrence of a liability which is
measured in a foreign currency. The transactions
in foreign currencies are then translated into dollars at the exchange rates in effect at the time of
the transactions, even though these rates may
have fluctuated since the date at which the original commitment was made for the transaction.
Thus, the transaction will cost more or less than
originally anticipated.
At every balance sheet date a company adjusts
recorded dollar balances representing monetary
items, or amounts that are fixed in numbers of
foreign currency units, to reflect the current exMANAGEMENT ACCOUNTING/ MARCH 1977

change rates. Consequently, exchange risks also
exist whenever the monetary assets do not equal
the monetary liabilities, because exchange gains
on one side of the balance sheet will not negate
exchange losses on the other side of the balance
sheet.
In order to properly assess foreign currency
risks it is necessary to understand the international and individual country policies that exist. Some
of the international agreements currently in effect
are as follows:
1. The snake agreement of Germany, France, Belgium, Denmark and the Netherlands which
maintains cross rates within two and one -quarter percent of one another
2. The sterling block which includes India, Ireland, and some African and Caribbean countries and maintains rates in fixed relationships
to the pound
� . The French monetary group, which includes
many African countries and maintains rates
fixed with the French franc
4. An informal United States block maintaining
rates with the United States dollar.'
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Individual country policies vary widely and
may often include multitier systems having an official or commercial rate, a financial rate, an exp ort ra te, an d a se parate im por t rate , alon g with
unofficial rates. Thus, the systems prevalent in
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"Contracts are
usually
negotiated in
terms of round
months ... "

countries where a company has business activity
should be studied thoroughly. Also, exchange
rates between currencies are continually changing
and, in the case of extensive currency devaluations
or revaluations, gains and losses may be substantial.'
What can a company do about foreign exchange risk? Well, like all other risks, the risk can
be managed. Ifthe risk is well- managed, the cost
per period can be kept to a modest amount.
Managing Foreign Exchange
There are various techniques for managing foreign exchange such as: controlling the timing of
cash flows between countries, controlling the incurrence of local currency liabilities as a hedge
against local currency assets, controlling the lead
and lag of payments and collections in the local
currency, bartering, using parallel loans, and using forward foreign exchange contracts.' Under
this wide range ofhedging strategies, management
can definitely cover, and perhaps even benefit
from, foreign exchange exposure. Most of these
strategies have already been discussed many times
in accounting literature. However, the use of forward exchange contracts is more complex and has
been given less attention in the past.
A forward exchange contract can be defined as
an agreement to exchange currencies of different
countries at a specified exchange rate, called the
"forward rate," at a specified future date. Forward contracts can be negotiated for any period of
time from two days to several years, although not
many contracts are available for dates beyond two
years. When contracts are available for longer periods of time, the contracts are very expensive
since the contractor will rarely agree to exchange
currencies at a distant future date without a substantial rate concession. Contracts are usually negotiated in terms of round months, but may be
written for a specific number of days. Obviously
the credit worthiness of each participant in the
contract is of utmost importance and may present
an obstacle for companies with less than a prime
credit rating.
Forward contracts might be negotiated by companies for any of the following reasons:
1. As a hedge by importers and exporters at the
time goods are ordered for an amount denominated in a foreign currency in order to eliminate exposure to exchange fluctuations between
the commitment date and the anticipated
transaction date
2. As a hedge by companies with assets and liabilities denominated in a foreign currency in order to minimize or offset the effects of exchange
fluctuations
3. As speculation of the possibility of exchange
fluctuations'
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Example
For example, suppose a plant in the United
States has ordered a machine from a company in
Great Britain at a cost of £500,000. The machine
will be delivered in six months with a 20 percent
down payment now and the remaining £400,000
due upon delivery. Upon placing the order the
company has accepted the payment terms in
pounds sterling and has three possible options
available for meeting the £400,000 liability six
months from now:
1. It can buy £400,000 at the present time and
hold the pounds sterling until the payment
date. In this way the total United States dollar
cost will be fixed and will not depend upon exchange rates in existence in six months when
the transaction takes place.
2. It can wait until delivery of the machine to buy
£400,000. In this case the company will have
complete use of its funds during the intervening
six months. However, by choosing to delay the
purchase of pounds sterling, the dollar cost of
the purchase will be subject to exchange gains
and losses until the transaction date.
3. It can enter into a forward contract to buy
£400,000 in six months at the present forward
rate available. In this way the company has unlimited use of its funds for the intervening period and also has eliminated its exposure to exchange fluctuations that may occur before payment takes place (but not without cost).
The mechanics of forward foreign exchange
contracts can best be described by extending this
illustration. Suppose the United States company
wishes to purchase £400,000 to cover its purchase
of equipment from the English company. The
United States company would speak to several
banks that it deals with to determine market conditions. Then on the day the exchange contract is
desired the company would obtain specific quotes
from these banks. These quotes will vary because
of the banks' margins, their relationships with the
customer, and the size of the transaction.' In this
example, suppose the best rate is an offer by a
bank to sell pounds sterling six months forward at
$1.7962 per pound sterling. At this same time suppose the current "spot" rate is $1.7800. The cost
of making the contract would be calculated using
the following formula:

Cost =

Difference between
forward and spot rates X 12 months
Spot rate
Months to
delivery date
$1.7962— $1.7800 X 12
$1.7800
6
1.82 Percent per annum
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Accounting Recognition
Until just recently the timing of the accounting
for gains and losses on forward contracts had been
at the discretion of the individual company, and
often did not occur until maturity of the contract.
However, last year the Financial Accounting
Standards Board issued a statement prescribing
the accounting for gains and losses on forward
contracts. In their statement the FASB never addressed the question of whether the receivable and
payable relating to the contract should be recorded. Recording an asset and liability would appear
questionable because, in many cases, the transaction may not result in a cash inflow and outflow,
but merely in a net transaction for the difference
in value of the currencies involved. Until the
FASB determines what constitutes a recordable
asset and liability in their study of executory contracts, it would seem appropriate not to record the
receivable and payable, in accordance with current accounting practice for executory contracts
and commitments.
In their statement, the FASB requires that
gains and losses on forward exchange contracts be
accrued. The accrual must be made on a basis
consistent with the company's intent for entering
the contract, and accordingly, in a manner consistent with the accounting treatment for the related exposure: the results of hedging an identifiable
foreign currency commitment shall be included in
the basis of the related transaction, the results of
MANAGEMENT ACCOUNTING /MARCH 1977

hedging exposed assets and liabilities shall be determined based on current exchange rates used in
translating the assets and liabilities hedge, and the
results of a speculative contract shall be determined by changes in its market value.' These differences in accounting can be thought of as accounting for transaction exposure, translation exposure, and speculation, each of which are discussed below.

"... the FASB

requires that
gains and losses
on forward
exchange
contracts be
accrued. "

TRANSACTION EXPOSURE

Transaction exposure begins at the time a purchase contract is issued or a sales contract is
signed with payment denominated in a foreign
currency. Until the date of the transaction, no accounting recognition of the commitment is made,
other than possibly disclosure of the existence of
the commitment. Between the commitment date
and the transaction date exchange rates may
change, thus causing the transaction to be recorded at a different amount than originally anticipated. This exposure can be eliminated by purchasing
a forward contract to fix or guarantee the translated equivalent of the foreign currency amount.
Since no accounting recognition is given to the
commitment or the exchange fluctuations during
the commitment period, it is appropriate that no
separate recognition be given to the gain or loss on
the related forward contract during the commitment period! Instead, any gain or loss on the forward contract is included in the measurement basis of the related transaction on the transaction
date.'
Forward contracts covering transaction exposure often may extend beyond the transaction date
to the expected settlement date if credit terms exist. In these cases the nature of the forward contract actually changes at the transaction date to a
hedge of a recorded receivable or payable denominated in a foreign currency. Since the receivable
or payable will be translated on each balance sheet
date at current exchange rates and result in exchange gains and losses, it is only appropriate that
gains and losses occurring on the forward contract
after the transaction date be recognized. In
doing, a prorata share of the original premium or
discount on the forward contract should be amortized during the portion of the contract life following the transaction date. The end result of
such accounting treatment will be:
so

At this point the company would assess the relative probability and degree of expected exchange
fluctuation in terms of the cost of protection. If
the cost of a forward contract is less than the expected exchange loss, the contract would appear
to be desirable.
However, in spite of a favorable cost analysis,
forward contracts cannot be entered into indiscriminately. According to Jacques Pillet, chief of
treasury operations at Saint-Gobain- Pont -aMousson, " ... at the international level clients
don't respect payment deadlines as strictly as they
do in national markets. There are inevitable transport delays as well." b If a transaction is to be
hedged it is necessary to know the amount to be
hedged and the settlement date with some degree
of certainty. Otherwise, the company may have to
revise a forward contract at considerable cost.
In large multinational corporations the use of
forward contracts by subsidiaries and divisions
must be carefully overseen, because if subsidiaries
and divisions are freely allowed to protect their
own local currency position, they may inadvertently increase the overall exposure of the parent
company. For this reason, it is desirable to centralize responsibility for forward contracts and to
form precise rules governing when contracts may
be entered into by subsidiaries.

1. Nonrecognition of gains, losses or amortization
in the income statement prior to the transaction date
2. Recognition of amortization in the income
statement for the period of the contract life following the transaction date
3. Recognition of gains or losses on foreign exchange offset by losses or gains on forward contracts (on an accrual basis) in the income state47

"Before
entering any
forward
contracts, the
tax effects must
be carefully
considered.-

ment for the period of the contract life following the transaction date.
TRANSLATION EXPOSURE

Translation exposure occurs when monetary assets and liabilities denominated in foreign currencies are held. These assets and liabilities are translated at current exchange rates at the balance
sheet date and result in recognition of exchange
gains and losses for accounting purposes based on
the exchange rate fluctuations. This exposure can
be reduced or eliminated by entering forward contracts to hedge the net exposed asset or liability
position. The net exposed position to be hedged is
calculated for each foreign currency by taking the
monetary assets in that currency less the monetary liabilities in that currency. If the result is a
net asset position, an equivalent amount of foreign
currency is sold in the forward market. If the result is a net liability position, an equivalent
amount of currency is purchased in the forward
market.
Each month gains and losses should be accrued
for accounting purposes on these contracts equal
to the change in the local currency equivalent
amount based on the spot exchange rates at the
beginning and end of the month. The FASB statement requires that the original discount or premium on the contract be accounted for separately,
and amortized to income over the life of the contract." By applying this treatment, foreign exchange gains and losses would be offset by forward contract losses and gains, assuming that the
net exposed position is completely hedged.
In reality, companies rarely, if ever, completely
hedge their exposed position. First of all, contracts are not available in all foreign currencies,
and where they are available the costs are sometimes prohibitive. But even more importantly, the
economic consequences must be considered. Contracts may serve as a hedge of accounting translation losses, but errors in judgement can result in
actual cash losses. For the time being, many companies prefer to manage economic exposure rather
than merely the accounting translation exposure.
In so doing they use forward contracts to hedge
only the expected cash inflows and outflows in the
near future.
SPECULATION

Contracts that are not considered to be hedges
of transaction or translation exposure are speculative in nature. These contracts actually expose the
company to additional risk from currency fluctuations. In their statement the FASB requires that
gains and losses be accrued on these contracts
based on the current market quotes for contracts
which would offset the existing contracts for their
remaining lives." The gain or loss to be accrued is
then the difference between the United States dol48

lar equivalent at the contract rate and at the current rate quoted. No separate accounting recognition is given to the premium or discount on a
speculative contract.
In addition to exercising much care in determining the nature of each contract and the type of
accrual necessary, companies must design systems
of internal control over the cash receipts and disbursements relating to these contracts. These
transactions are for large amounts of cash and are
often accomplished by bank transfers of funds.
Therefore it is necessary to determine that all maturing contracts are properly settled by a cash receipt and cash disbursement (or are properly netted) and that no delay occurs on the transaction at
the maturity date.
Tax Considerations
Before entering any forward contracts, the tax
effects must be carefully considered. Gains and
losses on forward contracts are usually taxed at
the effective ordinary income or short-term capital
gains rate of the company or subsidiary entering
the contract. This means that if the tax rate of the
subsidiary is 50 percent, the subsidiary must enter
a contract for twice the amount of its computed
exposure to be fully protected after taxes. This is
due to the fact that the exchange gains and losses
are considered unrealized for tax purposes (and
therefore are not immediately taxed) while gains
and losses on forward contracts are realized and
taxed immediately." In order to negate exchange
gains and losses it is necessary to create equivalent
after tax gains and losses on forward contracts.
Conclusion
The management of foreign exchange risk
through the use of forward contracts is definitely
possible if a company: (1) Analyzes its exposed
position, (2) Centralizes control of exposure, (3)
Formulates a strategy, and (4) Evaluates the situation properly.
❑
' Alan Teck. "Control Your Exposure to Foreign Exchange," Harvard Business
Review, January- February 1974, p. 67.
' Since 1946 virtually every nation has periodically devalued or revalued its
currency, with individual changes of 10-40 percent being common. During this
same period of time a number of steps have been taken to influence the movement of trade and capital, and in recent years, major currencies have been allowed to float against all other currencies.
' Horace C Walton. "Foreign Currency —To Hedge or Not to Hedge, Financial
Executive, April 1974, p. 49.
, Financial Accounting Standards Board (FASB), Accounting for the Translation
of Foreign Currency Transactions and Foreign Currency Financial Statements.
FASB, Stamford, Conn., October 1975, p. 9.
' Max J. Wasserman, Andress R. Prindl, and Charles C. Townsend, Jr., International Money Management. American Management Association, Inc.. New
York, N.Y., pp. 116.17
' Everet t Mattli n, "Playing the Currency Game," Institutional Investor, May
1976, p. 84.
' FASB, Accounting for Translation, Op. Cit. p. 90.
' In order for a contract to be considered a hedge of transaction exposure and for
no gain or loss to be recognized on the contract all of the following conditions in
the FASB statement must be met: the life of the contract must extend from the
commitment date to at least the anticipated transaction date; the contract must
be denominated in the same currency as the transaction and for no greater an
amount, and the contract must be firm and noncancellable. Otherwise the contract will fall into the category of a speculative contract
' Losses, however, may not be included in the measurement basis if this would
result in recognizing losses in a later accounting period.
10
FASB, Accounting for Translation,Op. Cir. p. 10.
" Ibid.
In some cases the parent of the subsidiary may be providing deferred taxes on
exchange gains and losses if it does not intend to keep these amounts permanently invested in the foreign country. In this situation, the parent company's tax rate
should he considered.
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Hospital Budgeting
Today's hospital budget must be consulted and used in daily
operations, and the information it contains must be based on much
more than just past experience.

By Norman Sharp and Ken Milani
Organizations can be divided into three basic
groups: those that make things happen; those that
watch things happen; and those that wonder what
happened. Hospitals must fall into the category of
making things happen. To make things happen,
those who direct the activities of the hospitals
must develop the ability to plan ahead. They must
know where they are going and how they are going to get there. Basically, that is also what budgeting is all about — planning and then making
those plans happen. In other words, budgeting is a
managerial activity which focuses on accounting
information that is needed to effectively operate
and understand an organization.
Budget Preparation
The preparation of a hospital budget is no small
task. It involves many people who must be given
the responsibility and authority to carry out their
task. Hospital budgeting must begin with the
board of directors who set the hospital's goals and
who establish the policies to be used in reaching
those goals. Since the total budget must be prepared with specific goals and policies in mind, final approval of the actual working budget should
come from the board of directors. Operating responsibility for the preparation and execution of
the budget rests with the hospital administrator.
He develops the budget goals and policies established by the board of directors into a working
budget. Because of the size of the task, the administrator generally delegates much of the actual
preparation and execution of the budget to suborMANAGEMENTACCOUNTING/MARCH 1977

dinates. Hospital department supervisors are
called upon to prepare the expense budgets for
their areas. They must establish goals and policies
for their departments which are consistent with
the goals and policies set by the board of directors
and the hospital administrator. When given the
authority to create an expense budget for his area,
the supervisor must also be held responsible for
the actual expense. Therefore, the supervisor is responsible for the budget performance in his area.
The chief financial officer normally serves as the
budget director. He develops forms, procedures,
schedules, and provides past statistical and dollar
data. As budget director, he has staff responsibility; and he is not an enforcement officer. Enforcement of the budget is the responsibility of the administrator. The duties of the chief financial officer require him to develop individual budgets,
such as the cash budget.
To coordinate the activities of all the people involved in budget preparation is the responsibility
of the budget committee. It is generally composed
of the administrator, the chief financial officer, a
member of the medical staff, the personnel director, the purchasing agent, and one or two department supervisors. The chief financial officer usually serves as budget director. The budget committee, as an advisory group, assists the administrator
to form goals and policies, and as individual members they also serve as consultants to all personnel
involved in budget preparation.
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Budget Calendar
The use of a budget calendar helps the budget
director in coordinating the activities (to assure
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that departmental budgets will be received on
time) and alerts the department supervisors of
what is expected and when. If the budget calendar
is realistic, it has ample time allocated for review
and changes as well as for final coordination of all
budgets into the master budget. An example of a
budget calendar is shown in Exhibit 1.
The Operating Budget
The operating budget (which details the work
and spending plans for the next year) serves as an
aid in the planning and control functions. There
are three distinct budgets contained within the operating budget; the statistical budget, the expense
budget, and the revenue budget. In addition, a
cash budget is prepared so as to assure that there
will be enough cash on hand to meet expenses.
These budgets are interrelated and depend heavily
on the preparation of an accurate projection of
work load.
STATISTICAL BUDGET

Many people are involved in gathering data and
information needed to generate projections for the
next year's statistical budget. However, the responsibility for the actual projection generally belongs to the administrator, the medical staff and
the budget committee. In making the next year's
projections, past trends, anticipated levels of service, anticipated economic conditions, and anticipated changes in services offered are examined.
The statistical projections are broken down by department cost centers and are estimated for each
month. For example, each patient care unit must
be budgeted, by month and by the number of patient days expected to be incurred. When compiled by month, reports are more meaningful and
help control situations that may be or are creating
dysfunctional outcomes.
EXPENSE BUDGET

Once the statistical budget has been determined, these statistics are converted into anticipated dollars of expense. A major part of the responsibility for preparing the expense budget rests
with the individual department supervisors. Given
information about levels of service and the related
expenses, the department supervisors can determine the cost per unit of service required to operate the department. Therefore, given anticipated
levels of service, changes in economic conditions,
and other estimates focusing on the next budget
year, the department supervisor can project expenses for his areas of responsibility.
The expense budget can be divided into broad
categories such as salaries and wages and supplies
and other expenses. For reporting purposes to the
board of directors, this will generally provide sufficient detail. However, when preparing the budget and reporting to individual departments, the
s0

projections and reports must contain more detail.
The basis for projecting salaries and wages may
vary from hospital to hospital or from department
to department within the hospital. Methods and
factors to be considered in projecting salaries and
wages include position control, anticipated levels
of service, past levels of service, past salary expense, new programs to be offered, area market
demands, and (especially in the nursing service
area) hours of care to be given per patient day.
In projecting the supplies and other expenses
budget, the distinction between direct /indirect
and variable /fixed expenses is a critical one. A
direct expense can be traced to a particular department (i.e., if the department was terminated,
the expense would be eliminated). An indirect expense cannot be traced directly to the department.
Utilities are an example of an indirect expense
(unless each department is separately metered).
Variable and fixed expenses generally are categorized in terms of how total expenses change in
relationship to fluctuation in quantity or quality of
services. The phrase "quantity of services" is readily understandable but "quality of services" is not
as easily grasped. The latter could deal with the
number of times the sheets are changed each
week, the number of back rubs given each day, the
amount of time involved in answering the call
lights, the number of rinse cycles used in the laundry, or the brand of needles used in the laboratory. An expense which increases as quantity or
quality of output increases is variable. If the expense does not increase as the quantity or quality
of output increases, the expense is fixed. Examples
of fixed expenses include property insurance, basic
telephone charge and depreciation. If the expense
increases as quantity or quality of output increases
but does not increase proportionately, the expense
is labeled semi - variable. Some items included in
these expenses are physician fees and utilities.
Traditionally, hospitals have budgeted supplies
or repairs and maintenance expenses as fixed expenses because levels of services do not generally
fluctuate widely from year to year. Although this
approach will cause no substantial errors, there
are techniques available for specifying the portions of these expenses which are fixed and variable dependent upon the levels of services offered.
The business office of the hospital can assist the
department supervisor with these calculations.
Thus, armed with projected levels of service,
projected economic trends, past trends, past cost
behavior and other data, the department supervisor (with the assistance of the chief financial officer and budget committee) is responsible for developing the expense budget for his area of responsibility. Accordingly, the department supervisor is also held accountable for the actual expenses incurred in the department during the actual
budget year.
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REVENUE BUDGET
As stated earlier, the accuracy of the statistical
budget is very important. Like the expense budget, the revenue budget also depends on its accuracy. Once the general level of activity has been
established through the statistical budget, and the
average revenue per unit of activity has been determined, the total revenue for a particular department can be estimated and be included in the
revenue budget, which takes into consideration
the total financial needs of the institution. A complete revenue budget should also include excess
revenue (over expenses) because of the need to expand working capital, to generate funds for capital asset acquisitions, and /or to offset the eroding
effects of inflation on both capital investments and
working capital.
The chief financial officer and the administrator
and budget committee prepare the revenue budget
with the administrator and budget committee normally serving in an advisory capacity. They focus
on goals and policies set by the board of directors
relative to the amount of ROI (return on invest-

ment) that the board feels is equitable and /or is
needed to carry out long -range objectives.
THE CASH BUDGET
Preparation of the cash budget is normally the
responsibility of the chief financial officer since he
has ready access to the information necessary for
the cash projections. The primary objective of the
cash budget is to assure the hospital administrator
that the operation will have enough cash on hand
(at the right time and in the right place) to meet
expenses and capital expenditures.
The method normally used in preparation of
the cash budget is the cash receipts and disbursements method. This method summarizes estimated cash receipts and disbursements and projects
estimated cash balances for the selected time interval. The time interval normally is one year with
monthly detail information provided.
The overall cash budget generally is developed
in three sections: cash receipts, cash disbursements, and a combined summary. In developing
these various sections one must rely upon past

"A complete
revenue budget
should also
include excess
revenue . . . "

Exhibit 1
BUDGET CALENDAR FOR JULY 1 -JUNE 30 FISCAL YEAR
Date (s)

Partic ipants

Activity

Jan. 15
to Feb. 15

Budg et d irec tor
Adm inistrator
Medical staff
Dept. supervisors

Solicit assump tions and recommendations for next budget period.

Feb. 16
to Marc h 14

Budg et d irec tor
Medical staff
Board m emb ers
Adm inistrator

Prepare state ment of ass ump tio ns based on: present, past and
future economic trends; population trends; departm ent supervisor
recommendations; anticipated levels of service; capital plans and
ne w or antic ip ate d de ve lop me nts in the health care fie ld.

March 15

Board of directors

Approve assum ption statem ent and approve budget goals and
policies as determined by Adm inistrator with budget com mittee
cons ultation.

Marc h 2 0

Budg et d irec tor
Bud get c omm ittee
Adm inistrator

Review budget goals, policies, and assump tions. Distrib ute data,
fo rm s, and sche dules to b e used in the budg et prep aration.

April 10
to Ap ril 2 0

Budge t director
Each dept. supervisor
Bud get c omm ittee

Review progress of each departm ent supervisor for purpose of
giving as sistance.

Ap ril 21
to Ap ril 3 0

Adm inistrator
Budg et d irec tor
Dept. supervisor
Bud get c omm ittee

Review de partm ental drafts; recom mend and make revis ions.

May 1
to May 1 5

Bud get direc tor

Coordinate departm ent budgets into master budget.

May 16
to May 2 0

Adm inistrator
Budg et d irec tor
Budg et com mittee

Review master budget; make revisions and make master budget
re ad y fo r revie w b y the Board o f D ire cto rs.

May 2 1
to May 2 5

Board of dire cto rs
Adminis trator
Budg et d irec tor

Review maste r b udg et, make changes, and approve master budget.

May 2 6
to June 10

Adminis trator
Budg et d irec tor

Explain and distrib ute f inal budget de tails to d e partm ent heads.

June 11
to June 3 0

Budg et d irec tor

Mo nito r inte rnal and external eve nts fo r c o nd itio ns that would d ras tic ally c hang e ne xt ye ar's o pe rations.

July 1

All personnel

Be gin to functio n under bud get.
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"Operating
loans must be
included when
necessary,

budgeting accuracy, the anticipated revenue and
expense from prepared budgets, the approved cap ital outlays from the capital budget, and past col lection history of the hospital. Operating loans
must be included when necessary. The cash bud get should be revised when committed funds can
be shifted or when year to date disbursements exceed receipts at any given point.
Budgetary Control
The budget process is of little use if it is not
followed by comparing actual receipts, disbursements, and statistics against budgeted figures.
Each department supervisor should receive these
reports on a monthly basis. The reporting process
should be geared to management by exception.
That is, management should be alerted primarily
to those elements that are grossly out of line from
budget projections. The chief financial officer
should closely analyze these variances with the
department supervisor responsible for the control
of that area. The emphasis should be on explaining and altering (if possible) the factors which

caused the variances. Although the chief financial
officer may determine the causes of the budget
variances (e.g., change in price, changes in volume, budget errors, overstaffing, etc.), the corrective action to be taken is the responsibility of the
administrator.
For example, should a serious imbalance between cash receipts and cash disbursements occur,
the administrator should take immediate action.
Assuming a cash shortage has occurred or is projected, actions could include the delay of promotions or personnel additions, layoffs, a shift of various activities to another time period and a delay
or cancellation of various capital acquisitions.
Conclusion
Today's hospital budget must be consulted and
used in daily operations, and the information it
contains must be based on much more than just
past experiences. If all personnel involved in hospital budget preparation understand the basic
budget objectives, the budget will be used and
used with effectiveness.
p
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Evidence Does Not
Support Tone of Article
The evidence supplied by Messrs.
Caldwell and Ingram in their article,
"Management Accountants Respond to
Segment Reporting," in the November
1976 issue, does not support the tone of
their article, nor does it support their
assertion that "...a number of management accountants agree with the feasibility and desirability of many aspects of
segment reporting." Their only question
addressing this primary issue is the first
and it only establishes that "... management accountants agree that segment reporting in general provides useful information." To conclude from
this, as the authors do, that disagreement with the FASB exposure draft
concerns "Specific requirements and
procedures
and not the segment re...
porting issue
in general" is a remarkable
example of the non sequitur, and, I
must say, it betrays a rather narrow understanding of the management accountant's role.

Are the authors unaware of the difficult questions concerning customer, investor and public relations that this proposal raises? Do they think that the
costs of generating such information are
insignificant? Do they appreciate that
competitors may find published segment
information very useful indeed? The
management accountant must weigh all
such factors, not merely the abstract
"usefulness" of the information before
endorsing the proposal.
I believe that the authors have done a
disservice to those who took the trouble
to respond to their survey. If they
wished to report meaningfully on management accountants' attitudes towards
the proposed disclosure requirements,
they should have asked. Since they did
not, their guess is not supported by any
evidence.
Paul M. Murphy
Specialist- Financial Management
Education
General Electric Co.
Fairfield, Conn.
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Breakeven Analysis
of Alternatives
under Uncertainty
The synthesis of expected value and probabilistic output can then
be used by management in assessing the relative cost differential
between alternatives under uncertainty.

By Jimmy E. Hilliard and Robert A. Leitch
Management is typically faced with decisions
which must be made under conditions of uncertainty. Foremost among these are a common class
of "breakeven" problems. For example, consider
the cost analysis of alternatives A and B where A
has a higher variable but lower fixed cost than B.
In a typical application, A and B might represent
alternative production processes for the same
product. This problem is typically approached via
deterministic analysis where point estimates of
quantity and cost are obtained leading to a Breakeven or switchover point. We extend the analysis
by assuming that conditions of uncertainty exist —
thus expected (mean) values and appropriate
probability intervals can be obtained. Furthermore, the analysis also accommodates correlations between sources of uncertainty and allows
for a wide range of input assumptions relative to
mean values and variances.
A decision model can, therefore, be developed
for choosing between mutually exclusive alternative courses of action under uncertainty. The
model is based on an extension of traditional
breakeven analysis but assumes bivariate lognormal inputs. It also considers expected values, variances, and correlations among variable costs and
volume. The model is easily implemented using
closed form calculation procedures and a normal
distribution table. The output includes the expected cost differential between alternatives, tolerance
intervals for cost differentials, and the probability
MANAGEMENT ACCOUNTING/ MARCH 1977

that the total cost of one alternative is more than
the other. The synthesis of expected value and
probabilistic output can then be used by management in assessing the relative cost differential between alternatives under uncertainty.
Relevant Costs
In choosing between alternatives, management
must determine which costs are relevant. For example, only future costs which differ between alternatives A and B are relevant to the decision
process. Historical costs, on the other hand, are
relevant only in the sense that they serve as useful
predictors of future costs. And, costs that are
identical for both alternatives A and B are not
relevant since they have no bearing on the decision. (This in no way implies that historical costs
and future costs which do not differ are void of
information. They obviously comprise part of the
total cost picture.)
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The Traditional Breakeven Approach
The traditional breakeven model can be used
effectively to assess cost differentials between alternatives when costs are deterministic. Estimators of fixed and variable costs for alternatives A
and B can be determined from historical cost behavior and future expectations. The anticipated
cost functions are then plotted to determine which
alternative is optimal based on an expected level
of output or volume. See Exhibit 1. For example,
if the estimated variable costs of A and B are $30/
unit and $20 /units with respective fixed costs of
53

$5,000 and $15,000, the breakeven point can be
obtained by equating the costs associated with
each alternative. Specifically, the procedure is to
solve for Q in the following cost equation:
5,000 + 30Q = 15,000 + 20Q
Q = 1,000 units.

E xhib it 1
B R E A K E V E N A N A L YS I S :
RE LE V A N T COS T S

TA T
Costs

B

RA. LEITCH

If management expects volume to exceed 1,000
units, then the deterministic breakeven criteria
suggests they should choose alternative B, the alternative with lower costs. The obvious converse
is to choose A if expected volume is less than
1,000 units.
This deterministic cost framework thus provides management with a conceptual basis for the
resolution of a wide range of problems. It is frequently a poor basis for decision - making, however, in that it does not systematically account for
the uncertainty inherent in the alternatives and
the dependence among alternatives.
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The assumption that cost behavior and volume
are deterministic will now be replaced by less
stringent requirements. The model developed here
permits us to consider volume and variable cost
differences as random variables. We specify distributions for these variables which allow for
"means," "variances" and "correlations" as basic
inputs to the decision - making process. If variations and correlations are of little consequence,
the deterministic model will suffice; if not, a
probabilistic model, such as the one developed in
Exhibit 2, is necessary to enable management to
make an accurate assessment of relevant cost behavior.
A requisite of the more generalized random
variable approach is a determination of the appropriate probability distribution of both input and
output variables.' We recommend for the input
variables the lognormal distribution for volume
(Q) and the positive difference between variable
costs (V A — VB).z The output variable would be
Z = T,, — T B = Q(V,, — V.) + (F A — F A) where
T,, — T,, is the total cost differential between A
and B, and F A and F,, are fixed costs which are
assumed to be deterministic.
There are several logical and intuitive reasons
for a choice of the lognormal distribution. They
are (1) the lognormal variates must be positive
regardless of the size of the variance (See Exhibit
3); (2) dependent relationships between volume
and variable costs can be incorporated via correlation coefficients in the lognormal model; (3) the
lognormal distribution reproduces under multiplication, i.e., if Q and (V, — V,,) are lognormal then
Q x (V, — V,) is also lognormal; (4) output variable probabilities and tolerance intervals are easily
obtained from standard normal distribution tables

as outlined in Exhibit 2; and (5) in situations
where the normal distribution is appropriate, i.e.,
small coefficients of variation, the lognormal is
also appropriate as it approaches the normal distribution (See Exhibit 4).
To further underscore the strength of the lognormal assumption and the limitation of the normal assumption, note the seemingly close agreement between the normal and lognormal distributions. Even if both volume (Q) and its cost difference (V., — V J were distributed as in Exhibit 4,
the normal hypothesis can be rejected for the
product of two normal variables since the sum of
their coefficients of variation exceeds 12 percent.'
Thus, for many cases where the normal would be
applicable (i.e., not rejected) the fit must be even
closer than depicted in Exhibit 4.
Thus, by assuming a lognormal distribution and
given estimates of expected values, standard deviations, and correlations for cost and volume inputs, management can obtain the following decision criteria:
1. The expected value of the cost differential (the
relevant cost differential) between the two alternatives is the total cost differential between
the total cost of A and the total cost of B
(E[Z] = E[T, — T B] where E denotes expectation and Z = T A — TB).
2. The probability that the cost differential is less
than or equal to any predetermined number C,
Pr[Z < C].
3. The tolerance limits of the cost differential
(e.g., Pr[L < Z < U] _ .95) determines the 95
percent lower and upper confidence limits for
the total cost differential.
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Suppose the mean volume, µ Q , equals 1,040
units and the expected mean variable costs are
µ„ = $30 /unit and 4, = $20 /unit. The standard

.

Example

accurate

deviations for Q, A, and B are, respectively,
CrQ = 150 units, o-,, = $3, and o-B = $ 2. The fixed
costs assumed to be deterministic, are
F„ = $5,000 and F, = $15,000. The coefficient of
variation for Q is 14.4 percent and, for a Correlation (V A , V D ) = 0, the coefficient of variation for
the variable cost differential, C, is 36 percent.' For
a Correlation (V A , VD) = . 8, the coefficient of variation for C is 18 percent (See Exhibit 2). A summary of model outputs for the first two decision
criteria and a wide range of assumed correlations
is shown in Exhibit. 5.
Notice that for the first five cases both the ex-

assessment.

The calculation procedures for these criteria are
outlined in Exhibit 2. The probability that Z is
less than or equal to 0, PR[Z < 0], is of particular
interest for this is the probability that T„ is less
than T A, i.e., the probability that the cost ofalternative A is less than that of B. This criteria suggests choice of alternative A if Pr[Z < 0] is greater than .5.

Exhibit 2
PROBABILISTIC MODEL OF COST BEHAVIOR
This Model develops the computations necessary to o btain the expected value of the co st dif ferential between alternatives (A ) and (B ), the pro bability o f the co st dif f erential (Z) exceeding so me value
(C), and the to lerance interval („) f o r the cost dif f erential. T he equatio ns are o rdered to f acilitate calculation. Fro m historical patterns or estimates, we first obtain the following parameter estimates for
alternatives A and B.
and AQ = T he expected values f o r the variable co st o f A, the variable cost of B , and vo lume Q
and aQ = T he standard deviations f o r A , B and Q
F,, and F„ = The expected fixed costs o f A and B
p , n , p.,Q and p „ Q = T he correlation co ef ficients between costs and volume
we let:
V., and V„ = T he variable co sts o f A and B
T , and T = The to tal co sts o f A and B
Z = T he relevant co st (diff erence in f uture co sts)
µ e , µn

o

a,,, o „

Z =T, —T„
1
The pro babilistic mo del is used to co mpare alternatives A and B where A is characterized by high
variable co st and low fixed cost while alternative B has a lo w variable co st and a high fixed cost —
thus, by co nvention V., > V ,.. From the abo ve data we calculate the variance o f the diff erence between
T, and T i,
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Fro m these and the mathematical pro perties o f the lognormal distribution, we o btain the expected
value o f the co st diff erential between alternatives A and B:

F,R — F,) --

8

where ti6 [R] is the pro bability o f a value less than R and can be read directly fro m a no rmal distributio n
table. T he tolerance interval fo r the co st dif ferential Z can be expressed as
Pr[F., — F„ + exp(aNLa + uN) < Z < F e — Fa + exp(oNUa + Ax)] — a

9

where, f or example, a = .95 implies Ua = 1.96 and aNLaUa = —1.96; exp (R) denotes a to the R power
(e
2.71828).
These computations are all simple, and normal distributio n tables can be used to determine the pro babilities. The logic and derivatio n are f ully described in a paper by Hilliard and Leitch o n Co st-Vo lumePro fit A nalysis Under Uncertainty; see f ootno te 2.
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the
lognormal
variates must be
positive
regardless of the
size of the
variance . . . "

Exhibit 3
COMPARISON OF NORMAL AND LOGNORMAL DISTRIBUTION:
COEFFICIENT OF VARIATION= 0.50
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Exhibit 4
COMPARISON OF NORMAL AND LOGNORMAL DISTRIBUTION:
COEFFICIENT OF VARIATION= 0.08
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N

E[E Z,/N]
,_,
is the appropriate measure of profit in N trials
(ignoring discounting) and, thus, the variance declines by the familiar 1/N law when trials are assumed to be independent, i.e.,
N

Var[I Z, /N] = Var[ Z] /N.
Notice in the above example that if the investment
opportunity were presented five times the probability of a net loss would be
u

Pr[I Z, < 0] = .6' = .07776.
Thus, under repetition, the decision criteria become consistent.
Some of the other cases present less difficult decision alternatives. Case 7 shows a substantial cost
savings for alternative B ($640) while A is only
marginally preferable to B by the probability criterion (Pr[T < T g] = .528). Case 9 indicates a
marginal cost saving for B ($40) while
Pr[T,, < T B] = . 584. The last case depicts the
criteria where all correlations are assumed to be 0.
Tolerance limits are not shown but are easily
calculated from the formulas in Exhibit 2; for the
correlation set (0, -.5, .8) the 95 percent lower
A
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Exhibit 5
EXPECTED COST DIFFERENTIALS AND Pr[T,, < T it ]
Exp e c t e d val ue c r i t e r i a
Preferred
T,.,]
al t e r n a t i ve

E[T,t

1
2
3
4
5
6
7
8
9
10

Pua

nun

03.tn

0
-,5
-.8
-.5
-.8
0
0
-.8
-.8
0

-.5
-.5
-.5
.8
.8
.8
-.8
-.8
0
0

.8
.8
.8
0
0
0
0
0
0
0

550
325
190
65
-200
160
64 0
28 0
40
400

P r o babi l i s t i c c r i t e r i a
Pr [T, ,
Preferred
T t, ]
al t e r na t i ve

B
B
B
A
A
B
B
B
B
B

<

Co r r e l at i o ns

-

Cas e

-

petted value and probability criterion indicate as
preferable the same alternative. For example, in
case one the expected cost of alternative A exceeds that of B by $550. Correspondingly, the
probability that the cost of A is less than that of B
is .484 - therefore, B is the indicated alternative.
The sixth case indicates a more difficult decision,
The expected cost of A is greater ($160), but the
probability that the cost of A is less than B is
.540 -thus, the expected value criterion suggests
B while the probability criterion indicates A. The
risk preferences of the manager become paramount in this case.
To amplify on this, consider the following example: Suppose an investor has an opportunity to
obtain a $1,000,000 profit with a probability of .4
and to lose $50,000 with probability of .6. Thus,
the profit Z has an expected value E[Z] =
.4 ( $1, 0 0 0, 0 0 0 + . 6 ( - $5 0, 00 0) =
$400,000 - $30,000 = $370,000. The expected
value criterion would suggest acceptance of the
investment while the probability criterion,
Pr[Z < 0] = .6 would suggest refusal. A typical
generalization is that the high -risk taker will
adopt an expected value criterion.
One further consideration, however, is the
number of times such an opportunity presents itself. For example, even a conservative decision maker would accept the expected value criterion if
the opportunity could be presented repetitively,
for in this case the expected average return

.4 8 4
.4 76
.4 7 6
.5 56
.5 83
.5 40
.5 28
.5 36
.5 48
.5 36

B
B
B
A
A
A
A
A
A
A

M o de l i n pu t s :
u., - $ 30. µ n - $ 2 0 . F „ - F ., - $ 1 0 ,0 0 0
p t, - 1 0 4 0 uni t s
ao - 1 5 0 uni t s a., - $ 3 . o ,; - $ 2 .

and upper limits for Z = T,-T,, are - $4238.06
and $7784.26.
As can be noted from Exhibit 5, the magnitude
of positive and negative correlation has a substantial impact on the expected value of the cost differential and also the probability that the total cost
of A is less than that of B. The size of input variances also plays an important role in the ultimate
decision.'
Conclusion
A decision model has been developed for choosing between alternative courses of action under
uncertainty. Expected values, variances, and correlations among variable costs and volume are all
explicitly incorporated into the model to assist
management in the determination of a choice between alternatives. Model outputs include the
likely cost differential as well as relevant probability considerations. The model is easily implemented with a few simple calculations and a normal
distribution table. However, in the final analysis,
the model is only one input into the managerial
decision process. The ultimate decision between
alternative A and B can only be made by management. And, in instances where it is difficult to obtain the needed mean, variance, and correlation
inputs required, the utility of the model obtains
primarily from its ability to answer "what if" type
inquiries. Thus, inputs may be varied systematically, enabling management to judge the sensitivity of its decision criteria.
❑
' Jaedicke and Robichek have developed a model which assumes normally distributed inputs and resultant normal outputs. However, Ferrara. Hayya, and
Nachman demonstrate that the Jaedicke- Robichek model should be limited to
inputs with small coefficients of variation (coefficient of variation = 6tµ. The
limitation occurs because the product of independent, normally distributed ran•
dom variables is not normal except in the degenerate case (one variable has zero
variance). See R.K. Jaedicke and A.A. Robichek, "Cost - Volume -Profit Analysis Under Conditions of Uncertainty," The Accounting Review. October 1964;
and W.L. Ferrara, J.C. Hayya and D.A. Nachman, "Normalcy of Profit in the
Jaedicke- Robichek Model," The Accounting Review, April. 1972.
' J.E. Hilliard and R.A. Leitch, "Cost - Volume -Profit Analysis Under Uncertainty: A Log Normal Approach;' The Accounting Review, January 1975.
' FHN performed a simulation consisting of 200 iterations for each combination
of coefficients of variation (each iteration produced 500 sample variates
Z,
i = I, 2,
500). They came to the general conclusion that the
normal hypothesis should be accepted only if the sum of the coefficients of the
two variables is less than or equal to 12 percent. Op. Cit. Ferrara, Hayya and
Nachman.
' By the criterion of FHN, the normal distribution would not apply here since
the sum or the coefficients of variation exceed the 12 percent bound.
' This factor is demonstrated in Hilliard and Leitch, Op. Cit.
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BO O S

FOR THE MANAGEMENT ACCOUNTANT

Financial Management of
Condominium and Homeowners'
Associations
Deborah B. Silberman, Editor, UBLIthe Urban Land Institute and CAI -the
Community Associations Institute,
1200 18th St. N. W., Washington, D.0
20036, 1975, 102 pp. —This is a how -to
guide offering step -by -step explanations
for: policy formulation, record keeping,
taxation, insurance, and many other
aspects of condominium and homeowners' association management.
Restaurant Operations
1975 Edition, Laventhol & Horwath,
919 Third Ave., New York, NY 10022,
1975, 32 pp. —An annual compilation of
restaurant operating statistics, this analysis by Norman Katz includes comments from 16 major cities across the
country.
Thirty -Sixth Annual Report of
Stockholder Activities at Corporation
Meetings During 1975
Lewis D. and John J. Gilbert, Lewis D.
and John J. Gilbert Corporate Democracy Inc., 1165 Park Ave., New York,
NY 101028, 1976, 290 pp. —As pointed
out by the authors, special attention was
given to executive compensation pensions, and options at 1975 stockholder
meetings.
Accounting Information and the Capital
Market
R.C. Clift, The Australian Society of
Accountants, 49 Exhibition St., Melbourne, Vic. 3000, 1975, 93 pp. —This
technical bulletin is designed to stimulate interest and raise discussion on a
matter of current concern to the accounting profession.
Office Salaries Directory for United
States and Canada
29th Annual Survey 1975 -1976, Administrative Management Society World
Headquarters, Willow Grove, PA
19090. —This work is a tabulation of
salary data for 525,489 clerical and data
processing employees in the United
States and Canada. It is broken down
into 13 clerical jobs and 7 data process58

ing jobs considered to be the most common for all types and sizes of companies.
Tax Incentives for U.S. Exports
Robert Feinschreiber, Oceana Publications Inc., Dobbs Ferry, NY 1975, 385
pp. —As a guide for businesses engaged
in exporting, this book explores the
ways the Western Hemisphere Trade
Corporation, the Domestic International Sales Corporation and other instruments can be used to best advantage.
GAAP Deferred Taxes, for Stock Life
Insurance Companies
Ernst & Ernst Insurance Industry Committee, 1300 Union Commerce Bldg.,
925 Euclid Ave., Cleveland, OH 44115,
1975, 280 pp. —This book is intended to
assist in the interpretation of AICPA's
Industry Audit Guide titled "Audits of
Stock Life Insurance Companies" Appendix C on Deferred Income Taxes,
published in December 1972. It presents
various related matters for consideration in connection with corporate tax
planning.
Current Accounting Literature -1974
Compiled by A mena Baig, edited by
Kathleen M. Morns, ISBS, Inc., P.O.
Box 555, Forest Grove, OR 97116,
1976, 261 pp. —an index by author and
by subject of additions to the members
library of the Institute of Chartered Accountants in England and Wales, from
1971 through 1974.
Accounting for Management: Planning
and Control
Richard M. Lynch and Robert W. Williamson, McGraw -Hill Book Co., 1221
Avenue of the Americas, New York,
NY 10020, 1976, 509 pp.— provides the
undergraduate student with accounting
basics for informing management about
planning and control. Accounting technique is subordinated to management
uses of the end products of accounting
analysis.
Accounting and Human Behavior
Anthony Hopwood, Accountancy Age
Books, Haymarket Publishing Ltd.,
Craven House, 34 Fouberts Place, Lon-

don, WIA 211G, 1974, 213 pp. —A discussion of the accountant's tasks in
terms of the contribution he or she can
make to the overall management of an
enterprise.
The Accounting Sampler
Third Edition, Thomas J. Burns, Harvey S. Hendrickson, McGraw -Hill
Book Co., 1221 Avenue of the Americas, New York, NY 10020, 1976, 594
pp. —This book, developed chiefly for
introductory courses, contains over 150
articles from the leading accounting and
business periodicals of several countries.
International Dictionary of
Management: A Practical Guide
Houghton Mifflin Company, One Beacon Street, Boston, MA 02107, 1975,
415 pp. —A comprehensive and practical guide and reference work to the language of management.
Dictionary of Supervision and
Management
Ivan S. Banki Systems Research Corporation, Box 74524, Los Angeles, CA
90004, 1976, 276 pp. —This latest edition presents up -to -date terminology
and concepts applicable to the complex
and rapidly changing aspects of administration, management, supervision, and
training.
Managerial Controls for Small
Business
Jipendra J Sharma, Vantage Press, 516
West 34th Street, New York, N Y
10001, 1976, 96 pp. —This compact
book deals specifically with the problems faced by management of small business. It designs a framework of managerial controls which are essential for
the successful functioning of small business and attempts to show how managerial control is effected.
Consultation
Robert R. Blake and Jane Srygley Mouton, Addison- Wesley Publishing Co.,
Jacob Way, Reading MA 01867, 1976,
483 pp. —This book deals with organization development and behavioral sciences, and describes in detail specific
techniques in the theory of consultation.
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Management Control Systems for
Small and Medium -sized Firms
Wilbert Steffy, Florin Berka and Michael Murphy, Industrial Development
Division, Institute of Science and Technology, The University of Michigan,
1975, 84 pp.—This book highlights the
concepts behind the computer -based
tools for management. The emphasis is
on integrating the computer into the
smaller firm's structure to provide useful information for planning and control
by executives who are not computer experts.
Executive and Management
Development for Business and
Government
Agnes O. Hanson, Gale Research Co.,
Book Tower, Detroit, MI 48226, 1976,
357 pp.—Based on the premise that development is a continuing process, this
work contributes to the background and
development of present and potential
executives and managers.
Managing Metrication in Business and
Industry
American National Metric Council,
Marcel Dekker, Inc., 270 Madison
Ave., New York, NY 10016, 1976, 203
pp. —a case -study approach to metrication management, the book was written to assist companies in meeting the
challenges of metric conversion.
Participative Management: Concepts,
Theory and Implementation
Edited by Ervin Williams, Georgia
State University, Atlanta, GA 1976, 285
pp. —This book brings together in one
source a broad research of participative
management theory and illustrates techniques to assist the practitioner in implementing participative management.
Business and Financial Planning Tables
Desk Book
The IBP Research and Editorial Staff,
The Institute for Business Planning,
Inc., IBP Plaza, Englewood Cliffs, NJ
07632, 1975, 282 pp.—contains over
100 up -to -date tables arranged under
three general headings: Business Planning Aids, Tax Planning Aids and Estate Planning Aids. Included also are
numerous tables covering the current
state laws on various financial transacMANAGEMENT ACCOUNTING /MARCH 1977

Tools for todav's decision makerv.

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

Phone: (800) 421 -8436
In California, call collect: ( 213) 385 -1515.

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

tions, and an industry -by- industry review of key business ratios.
Banker's Guide to Financial Statements
Thomas J. O'Malia, Bankers Publishing
Company, 89 Beach Street, Boston, MA
02111, 1976, 272 pp.—The author provides lending officers with the basics of
financial statements that can act as a
guideline both for self - education and a
lending review program.
Principles of Managerial Finance
Lawrence J. Gitman, Harper and Row,
10 East 53rd Street, New York, N Y
10022, 1976, 649 pp.—The key concepts of financial management are presented in a way that can be read and
comprehended by a student at the undergraduate level.
Managerial Finance: Principles and
Practice
Steven E. Bolten, Houghton Mifflin
Company, One Beacon Plaza, Boston,
MA 02107, 1976, 717pp.—The purpose
of this text is to familiarize readers with
basic organizations and functional aspects of financial management.

Issues in Managerial Finance
Edi ted by Eugene F Brig
' ham and Ramon E. Johnson, Dryden Press, 901
North Elm, Hinsdale, IL 60521, 1976,
388 pp. —A collection of articles dealing
with key issues in finance, this book is
designed for use in the second undergraduate or beginning graduate course
in financial management.
Financial Decision Making: Concepts,
Problems and Cases
John J. Hampton, Reston Publishing
Co., Inc., Reston, VA 22090, 1976, 510
pp. —This book stresses the analytical
aspects of problem solving by developing step -by -step approaches.
A Financial Efficiency Model
Charles Robert Carlson, MSU Business
Studies 1975, Division of Research,
Graduate School of Business Administration, Michigan State University,
1975, 88 pp.—This study provides a financial efficiency model using the drug
industry. It is developed to assist in the
establishment of the appropriate level of
current ratio, cash inventory, fixed assets, long term debt, and cash dividends.
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BUSINESS ETHICS START WITH THE INDIVIDUAL
"Obviously, we
believe morality
transcends
business
relationships . . . "
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Continued from page 14

critics. And, further, we must guard against providing those who have philosophical or ideological
differences derogatory examples that they can use
to persuade others that some other economic system is better.
But we do not advocate adoption and adherence to high moral standards solely because of a
theoretical advantage that it might provide to
those with whom we have philosophical or ideological differences. We do it because it is right —
pure and simple. That our opponents have used
our weaknesses and shortcomings against us is a
matter of historical record, not an argument for
being morally straight.

early in life and have been described as silken
bonds that lie softly on the shoulders and are so
light you cannot feel them —until they are so
strong you cannot break them.
3. Promote people on the basis of performance
and ethical conduct and beliefs. In the final analysis, it is the standards of the decision makers of
the enterprise that will determine the corporate
character and ethics to an even greater extent
than the published policies and procedures.
In evaluating a person for promotion, the question for the business manager is —what goes on
behind his eyes as he beholds or confronts moral
issues, keeping in mind that the morality of lower Where Do We Stand?
management tends to mirror that of upper manIn the near term, one of the least desirable but
most predictable results is that if the business
agement.
4. Company personnel must feel the obligation community fails to control and discipline itself
and the opportunity to report perceived irregulari- that void will be filled by governments. Achieving
ties in ethics or in accounting transactions. These the difficult but attainable objective for the observshould be reported to the person's supervisor, and ance of ethical business principles will require the
if no action or suitable explanation is provided, dedication and cooperation of all business enterthey should be reported to the company's inde- prises, large and small. The problems that the
pendent auditor. Ultimate recourse, therefore, is least of us faces are problems for all of us, and we
provided directly to the Audit Committee of the must solve them together —or not at all.
Board of Directors.
Where, then, do we stand today? It seems to me
The four points just enumerated —(1) create that the activities of the past several months in the
policies that define business ethics and conduct, formulation and issuance of codes of conduct sig(2) select people with high moral character, (3) nal not just the beginning of the end of these activpromote on the basis of performance and ethical ities but rather the end of the beginning. It is my
conduct, and (4) provide the means for reporting fervent. hope that the case presented here for conirregularities in ethics and conduct —do not con- ducting business relations on a high moral plane
stitute some Utopian dream.
has been reasonably well constructed and, thereMost businessmen are realistic and ready to dis- fore, is credible. Obviously, we believe morality
cuss these issues on a practical level and I'm grati- transcends business relationships and is a pervafied that many are translating these into action. sive force in all human conduct.
The lack of congruence between corporate conAldous Huxley once warned: "The thin, precarduct and society's expectations is not profound. ious crust of decency is all that separates any civiBut there is a gap in which disillusionment sets in lization from the hells of anarchy or systematic
and confidence is lost. The question remains, can tyranny which lie in wait beneath the surface."
we close that gap and set into motion the machinThe challenge will be the same in every age and
ery for improvement.
in every society where men will be free. It is to
I believe so. I must believe, because the issue improve humanity not by forcing programs down
that hangs in the balance is the private enterprise the throat of its citizens but by improving the insystem. Whether the system continues is probably dividuals that compose that society. After all, let
contingent upon our ability to control and disci- us remember: the individual is really the heart of
pline ourselves to the extent that we satisfy our society.
0
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PRESIDENT GEE'S LETTER TO SENATOR METCALF
Board is merely a tool of the AICPA and the "Big Eight"
accounting firms. On page 158, it is stated that the particithe Code strictly limits the amount of lobbying in which a pation of sponsors such as NAA "gives the FASB an apcharitable and educational organization may engage. In- pearance of broad private sector support, while simultadeed, the Constitution and Bylaws of NAA, which were neously removing four influential private groups from the
sent to your staff, contain a provision specifically prohibit- ranks of potential FASB critics." In effect, your staff iming lobbying by NAA and its chapters.
plies that AICPA and the "Big Eight" firms have bought
our silence by permitting NAA to participate in the formulaAnother statement that is particularly disturbing is the fol- tion of accounting standards, and we object most strenulowing description of NAA on page 162: "The National ously to this totally unfounded and irresponsible allegaAssociation of Accountants, as a sponsor of the FASB, is tion.
committed to corporate interests and is ill- suited to provide assurance that the FASB operates independently in Your staff's conclusions regarding the compensation of
the public interest." This sentence is inaccurate in two the FASB members set forth on page 143 are remarkable
respects. First, it suggests that NAA members work only to say the least. It is stated that "[t]he theory behind subfor corporations; and second it implies that NAA members stantial compensation for members is that such amounts
do not possess sufficient professional integrity and inde- are necessary to attract competent individuals to serve on
pendence to form judgments on their own. NAA currently the FASB, and to ensure that members are financially inhas more than 84,000 members, many of whom are stu- dependent from their previous business and professional
dents, government employees and educators, and to say affiliations." In the following paragraph, however, it is notNAA is "committed to corporate interests" is a totally in- ed that the high salaries of the FASB members depend
upon voluntary contributions to the Financial Accounting
accurate and misleading description.
Foundation and that such contributions might not be forthAlso misleading is the statement on page 162 that the list coming if the Board did not follow the wishes of its sponof letters of comment made by the National Association of sors. The paragraph concludes with the sentence, "Thus,
Accountants since January, 1975 and included in Appen- the high level of compensation paid to members of the
dix G is evidence that NAA "actively promotes the views FASB can be viewed as actually increasing their depenof its members on controversial issues before the Federal dence on the private interest groups which are its sponGovernment and private organizations." This suggests sors." This statement suggests that your staff would find
that NAA regularly contacts government agencies on its fault with the salaries of the FASB members regardless of
own initiative in order to promote its special interests. In amount. In view of the proposed increase in salary for
fact, however, the comments referred to were responses members of Congress, we are at a loss to understand how
to requests for comments by those government agencies. your staff reached such an illogical conclusion.
The examination of the letters to the Cost Accounting
Standards Board on page 1190 and to the Subcommittee In summary, we strongly protest the false picture of the
on Economic Stabilization of the Committee on Banking, accounting profession that your Subcommittee has creatCurrency, and Housing on page 1195 will bear this out. ed. We hope that you will give our comments due considFurthermore, the Internal Revenue Service has specifical- eration, and we ask that you take steps to correct the
ly ruled that a charitable and educational organization may many inaccuracies and distortions contained in your Subrespond to a request for comments by a legislative com- committee's study.
mittee without fear of being considered as engaging in
Respectfully submitted,
lobbying activities.

Continued from page 1

NAA is also disturbed by the study's criticism of the Financial Accounting Standards Board and suggestion that the

George D. Gee
National President

A 24 -page summary of Senator Metcalf's Subcommittee's Report is available at the New York office on
request at $1.00 per copy to cover printing, handling
and first class postage. Payment must accompany order. Address request to Special Order Department,
NAA, 919 Third Avenue, N.Y. 10022.
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INVEST IN A
GROWTH STOCK!

ev 4 b

TAKE ONE OF NAA'S
CONTINUING EDUCATION
PROGRAM COURSES — THE
DIVIDENDS WILL PAY OFF
HANDSOMELY!

Wed. /Thu.
• Problem Solving Methods for
Accountants and Administrators

• Program Budgeting for Local
Governments and Nonprofit
Institutions
• Linear Programming:
Accounting Applications

Mon. /Tue.
• Accounting for Planning &
Control of Not for Profit
Organizations

Chicago
May 9 -13

• Developing and Using
Standard Costs
• Management Accounting for
Hospitals

Wed. /Thu. /Fri.
• Flexible Budgeting and
Performance Reporting
• Statistical Sampling for
Accountants and Auditors
• Communications and Report
Writing

HYATT REGENCY DOWNTOWN

• Long -Range Strategic
Planning and Analysis

Thu. /Fri.
*Planning and Control of the
Maintenance Function

*Accounting for Foreign
Operations

*Retail Financial Control Systems

Wed.
• Financial Aspects of Long Range Planning

• Management Science for
Budgeting and Profit Planning

• Management Accounting
for Banks

MA - 3/ 77

(Please type or print)

I
1

Name
Title

Registration Information
Registration
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

Social Security No.

(

■

Division, Plant or Office
Company,
Street Address
City

State

Zip Code

Firm's Principal Product or Service

Business Phone

NAA Member (Chapter)

(Account No.)

I

Please register me for the following Courses:
Location

Fee

I

-

$

$

1

Dates

•

Print or type complete name of each Course

Fees
Members Nonmembers*
1 day course
$105
$130
2 day course
210
235
3 day course
315
340
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.

I

Information About the
Certificate in Management Accounting
The 1977 Certificate in Management Accounting examinations will be held on the
following dates:

1:30 p.m. -5 p.m.
8:30 a.m. -noon
1:30 p.m. -5 p.m.

8:30 a.m. -noon
1:30 p.m. -5 p.m.

WEDNESDAY, JUNE 15, DECEMBER 14
Part 1 Economics and Business Finance
THURSDAY, JUNE 16, DECEMBER 15
Part 2 Organization and Behavior, including
Ethical Considerations
Part 3 Public Reporting Standards, Auditing
and Taxes
FRIDAY, JUNE 17, DECEMBER 16
Part 4 Periodic Reporting for Internal and External
Purposes
Part 5 Decision Analysis, including Modeling
and Information Systems

The examination will be conducted at many sites in the United States, The cities
scheduled for the 1977 examinations are:
Atlanta
Birmingham
Boston
Buffalo
Chicago
Cincinnati
Cleveland
Columbia, S.C.

Columbus, Ohio
Dallas
Denver
Detroit
Hartford
Honolulu
Houston
Los Angeles

Memphis
Milwaukee
Minneapolis
Nashville
New Orleans
New York
Omaha
Philadelphia

Pittsburgh
Portland, Ore.
San Francisco
Seattle
St. Louis
Tampa
Toledo, Ohio
Washington, D.C.
Winston - Salem, N.C.

Summary of Procedures and Events Leading to Earning the Certificate in
Management Accounting
1. Apply for membership in the Institute of Management Accounting. Arrange to
have proof of educational credentials and character references sent to the Institute. Applications should be submitted immediately. The Institute will attempt to
process them in time for the June examination.
2. Applicant is notified of acceptance into the Institute of Management Accounting when educational credentials and character references are received.
3. Institute members and applicants apply for the examination, identifying parts
to be taken and selecting the city location from announced examination cities.
Examination applications should be submitted immediately. The Institute will attempt to process them in time for the June examination.
4. Examination candidates are sent authorization letters for requested examination parts and the exact address of the examination in the city selected about
May 1, 1977,
5. Examination is given in the various cities on June 15, 16, 17, 1977.
6. Candidates are notified of examination results in September.
7. Candidates are awarded the Certificate in Management Accounting upon
passage of all five parts of the examination and completion of two or more years
of appropriate management accounting experience. (This requirement can be
satisfied by experience gained prior to, or subsequent to, completion of the five part examination.)
More detailed information is available from The Institute of Management Accounting, 570 City Center Building, Ann Arbor, Michigan 48104.
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DATA SHEET
Continued from page 5
dards. The new regional organization
grew out of a decision to expand the
Conference of Asian and Pacific Accountants (CAPA) into a full confederation with constitution, president
and secretariat. Gordon Macwhinnie,
Hong Kong, was elected first president of the organization, which will
have its headquarters in New Zealand
for a year; then the offices will move
to Hong Kong.

SEC Committee Revives
Forecast Proposal
An advisory committee to the Securities & Exchange Commission is urging the SEC to encourage companies
to file earnings projections. The agency considered requiring forecasts two
years ago; then retreated in the face
of strong business opposition to publicizing forecasts. The committee recommends the launching of an experimental program to get companies to
file projections, with adequate provision against legal suits for those companies not meeting published forecasts.

FASB Studies Economic
Side - Effects
The Financial Accounting Standards
Board is interested in improving its
understanding of the nature and extent of the economic consequences
of financial accounting standards. Accordingly, the Standards Board encourages those who are interested to
undertake research on any facet of
the subject and to submit their findings to the Board.
Several of the papers received will
be selected for presentation at a Conference on the Economic Consequences of Accounting Standards to
be held in March 1978; submissions
should be received by December 15,
1977. Authors of papers selected will
be invited to make oral presentations
at the Conference.
Additional details regarding the papers and conference may be obtained
from Mr. George J. Staubus, Director,
64

Research and Technical Activities,
FASB, High Ridge Park, Stamford,
Conn., 06905,

MANAGEMENT
ACCOUNTING
PRACTICES
Continued from page 6
ments to be made is less than the
original loan principal. In such an instance, the difference between the
payments and the original amount is
recorded as a gain by the debtor and
as a loss by the creditor.

Extractive Industries Hearing
Set
Under pressure by the Federal government to set standards that would
by December 22, 1977, resolve conflicting practices applicable to producers of crude oil and natural gas, the
FASB has scheduled a public hearing
in New York beginning March 30,
1977, on accounting and reporting issues related to the extractive industries.
In its 1975 Energy Policy and Conservation Act, Congress gave the Securities and Exchange Commission
two years to establish accounting
rules for oil and gas producing companies. The SEC plans to rely on the
Board's doing the job before the two year period expires on December 22.
FASB's Discussion Memorandum
reviews a number of basic issues and
related questions, but the principal
decision to be made by the Standards
Board will center around two cost accounting concepts —the "successful
efforts" vs. "full cost" concepts.
The majority of the major oil companies utilize the successful efforts
method, in which exploration, acquisition and development costs of unsuccessful projects are written off as expenses. The smaller companies lean
toward the full cost concept, in which
all discovery and development costs
are deemed to be part of the costs to
discover and develop productive
wells and are amortized on that basis.
Under both methods, costs of successful wells are capitalized and amortized over the well's productive
lives.

FAF Will Review FASB
John C. Biegler, president of the Financial Accounting Foundation, has
announced that the Foundation's
Structure Committee will perform a
comprehensive review of the structure, organization and operation of
the FASB. The primary purpose of the
review is "a continuing responsibility"
for periodic major evaluations, according to Russell E. Palmer, Chairman of the Review Committee.

MAP Committee Replies to
CASB
The Management Accounting Practices Committee responded to a Cost
Accounting Standards Board staff
draft Standard, "Distinguishing Between Direct and Indirect Costs ". The
MAP Committee noted no significant
objections to the draft. The committee did raise a question about its applicability to process industries where
the use of joint costing poses an allocation problem and suggested the
Board mention in the preamble that
the problems associated with joint
costs are being studied.

IASC Issues R & D Draf t
The International Accounting Standards Committee has issued an exposure draft, "Accounting for Research
and Development Costs "; the comment period will expire July 31, 1977.
IASC also approved a discussion paper on "Proposals for the Accounting
Treatment of Changing Prices." The
paper summarizes proposals for systems currently in use.

Current Value Developments
Abroad
The National Council of the Institute
of Chartered Accountants in Australia
and the General Council of the Australian Society of Accountants have
recommended that current cost accounting be used in financial statements for periods beginning after July
1, 1977.
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Chapter /Member News
A. MER T EN, S t. L ou is.

Phoenix.
Philadelphia, past
national director, 1969 -71. SCMS.
ALFREDS P LAKANS, Lancaster.
EDGAR K. WAR RE N, Florida Gulf
Coast.
C HARLES L. WAT KINS , Sabine past
president.

S IDNEY R . MET T Z,

T HO MA S C . OT T EY ,

Promotions and New Positions
R O B E R T L . BAR BER ,

Albuquerque, has
been named audit services manager,
Public Service Company of New Mexi-

co.
J O HN H. G IM B LE ,

Baltimore, has been

elected senior vice president and secretary of John H. Ham pshire, Inc.
Keystone - Mountain States Council awards first banner ever to Westmoreland
County in chapter competition among Council's 12 chapters. L. -r., John Dunbar,
1975 -76 Westmoreland County president; past council chairmen, George Bennett
and Earl Frederick, and Ray Withrow, Council chairman.

Birmingham, was
named executive director of Carraway
Geriatric Centers, Inc.
S.

R I C H A R D ES T ES ,

WILLIA M F . GA T E LY , B o s t o n , ha s b e e n

named treasurer of the Commonwealth
Bank & Trust Co. of Boston.
Walrath Nam ed Presid en t
Of American Brands, Inc.

Two Butler Area members have been

John F. W alrath , a m em b er o f th e New
York Chap ter, has been named president and chief op eratin g officer of
Am erican Bran d s, In c.
Prio r to jo in in g Am e rica n Br an d s in
1971, Mr. Walrath was vice presid ent
and treasurer of th e com p an y 's An d rew
Jergens su bsid iary . H e was elected to
the board o f d irecto rs in 1973 an d h as
been execu tive vice p resid en t an d ch ief
operating officer sin ce 1974.

was promoted to financial advisor for
legislative matters, and JAMES I. MIC H A E L S , senior accountant.

na me d a t A r mc o . R O B ER T W . M A R S C H

ar
� 1
WALRATH
New York

WYSOCKI
Chicago

WILLIAM R . C O BUN,
WALLAC E

F.

Los Angeles.
Chicago past

C O R E Y,

president.
ART HUR

W.

FORD, S o u t h e r n

Ma in e

past presiden t. Stuart Cam eron McLeod
Wysocki Elected Presid en t
Of Am erican Sp rin g & Wire

Society.

A.J. Wysocki, Chicago, has been elected
president o f Am e rican Sp rin g & Wire
Specialty Co ., Ch icago . Mr . Wyso cki,
former execu tive vice presid ent o f t h e
company, succeeds Stanley P. Dyb a,
who recently died. Mr. Wysocki also
was nam ed to th e board of directors.

Blue.

Em eritus Life Asso ciates
LOUIS BASTONE, Providence past president.
W.G. BURRIS, Oakland -East Bay.
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R.

GILBERT

DO NA LD

G.

R.

G R A HA M,

Charlotte

HAMP T O N ,

Northeastern
Michigan, past national director, 196668. SCMS.
H A R R Y J . H A N D S H A W , JR . , Elmira
Area.
M . G . H A R T Z E L L , Lehigh Valley.
ROBERT C . IRVING , New York,
W.A. JONES, Southern West Virgi ni a.
PHILIP

D.

, Canton, has been
promoted to supervisor— accounts payable of Diebold, In c. . . . RODNEY M.
JO HN

KA S E R ,

Toledo past presi-

P.

BO D NA R

COLLIER, chapter president, was promoted to vice president — finance, Laws o n M i l k C o . . . . RO B E RT L. WR IG HT

was named administrator — accounting
analysis at Republic Steel Corp.

Chicago, has
joined Monroe Corp., as director of international accounting.
ZIG MUND

A.

R AYMO ND

R.

ZUDYK ,

LU DMAN N

, Cincinnati,
has been promoted to company controller of The Midland Co.
Cleveland, was
named controller of Associated Motor
Inns.
DAN IEL

JA ME S

C.

M.

HO O VE R ,

BA R K LE Y

, Danbury Area,
has been appointed secretary- treasurer
of Buell Industries, Inc.... DONALD J.

dent.

BA L D EL L I w a s p r o m o t e d t o c o n t r o lle r ,

R O BE R T S. M A R T I N , H a g e r s t o w n p a s t

Instapak C o rp . . . . Rocco J. Cosclo
has been named director of corporate

president.
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accounting, planning and control, Perkin -Elmer Corp.
JESSE E. STEVENS, Des Moines, has
been promoted to assistant controller,
Rolscreen Co.

Time Off

MARY Lou BUTTRY, Detroit, is now
the sales manager for Development Professional, Inc.... RAYMOND A. CAL OIA was named director of budgets and
systems with ERB Lumber C o . . . .
GREGORY G. GLAESMER has been appointed controller of Citizens Mortgage
Investment Trust.... LOWELL V. ROBINSON, JR., is now treasurer - controller,
Armada Corp.... WALLACE STOP has
been named assistant controller, Associated Credit Services.
DOROTHY L. DEIMEL, Fort Lauderdale, has been promoted to comptroller
of Weberg -Lotz Furniture Gallery, Inc.,
and subsidiaries.
EDWARD F. EASTON, Hampton Roads,
is now controller with Metro Machine
Corp.
WARREN C. PACKARD, Hartford, has
been named executive vice president of
Wiremold Co. He is also secretary -treasu rer. . . . ROBERT L. TETRO, past
chapter president, recently was named
vice president for finance and treasurer
of Western Pacific Industries, Inc.
PATRICK T. LuM, Hawaii, is now the
assistant treasurer, Aaron Chaney, Inc.
DAVID A. MOORE, Indiana East, is now
vice president and controller, Second
National Bank.
DOUGLAS BERRY, Kalamazoo, is now
comptroller, Kalamazoo College....
JERRY L. SCHWALLIER is now vice
president and loan officer, the American National Bank & Trust Co. of
Michigan
JOHN J. WOODAREK was
...
named corporate treasurer — business
manager, Orrin B. Hayes, Inc.
DAVIT) J. SLATER, Lancaster, has been
appointed accounting services manager,
Penn Dairies, Inc.... ROBERT L. FEE MAN and BARRY C. HUBER have been
named partners, Trout, Ebersole and
Groff, CPAs.... EDWARD M. JOYCE,
chapter past president, is now vice president, planning and control, Sperry
New Holland Div., Sperry Rand Corp.

yo

"Our next speaker will talk on the subject of 'The Pitfalls of Corporate Income
Tax Filing. ' "
A Statement of Account
...
How would you like to get a personal bill in the mail for $131,220?
That's how much each taxpayer
owes as his share of the national
debt, according to the National
Taxpayers Union. In total, American taxpayers owe $6.5 trillion.
In view of this obligation, the
NTU is somewhat skeptical of such
recent government projects as;
• $375,000 for a Pentagon study
of the frisbee;
• $159,000 to teach mothers how
to play with their babies;
• $121,000 to find out why some
people say "ain't";
• and $29,324 for a study of the
mating calls of the Central American toad.
And a Prayer
...
In view of the magnitude of the na-

tional debt, perhaps the following
prayer by Ferrel P. Gioe of Midland Pipe Corp. is appropriate. He
delivered it before a dinner meeting
of the New Orleans Chapter.
"O Lord, please bless all of your
children here gathered, as well as
members of our profession wherever they may be.
"We ask that when the books are
closed on each of us, you deem it to
be within proper accounting procedure to make the final adjustment
so as to reflect a sizeable balance
under `Accounts Receivable,' but a
zero balance under 'Accounts Payable.'
"We further ask your blessings
on this food which the I.R.S. would
surely consider as unreasonable
compensation."
AMEN

EMORY M. COLLINS, Lynchburg, has
been named plant controller, Archer
Creek Plant, Lynchburg Foundry Co.
THOMAS A. BRIGHAM, Mass. Route
66
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128, is now man ager o f co rp o rate accounting, En trix Co rp .

mo ted to asso ciate vice president, Iowa
Beef Pro cessors.

VIC T OR J . LOCASIO, Member -at- Large,
U S A , has b een n am ed ad m in istrato r —
standard cost systems, Repu b lic Steel
Corp.

ARDEN W . WAAG ,

ROBERT E. WOOD, Mid - Missouri, has
joined Muscatine Lightin g as co ntroller.
R A YM O N D M. BAG EMEHL ,

Milwaukee,
has joined Heider & Bott Co. as controller.... DARRELL C. ORR was promoted to vice president and controller, Geo.
J. Meyer Mfg. Div., A -T -O, Inc.

Sioux Falls Area,
has been elected secretary- treasurer,
Sunshine Food Markets.
DAR R ELL

E.

SYKES ,

South

Central
Minnesota, was promoted to controller,
Hubbard Milling Co.
Roy W. HAKE, St. Louis, has been appointed executive vice president, Duke
Mfg. Co.

JOSEPH R. CURTIN, III, Syracuse, was
named assistant treasurer at Agway,

NE IL E . PA ULSE N , N o r t h J e r s e y S h o r e

I n c . . . . S T E P H E N J . K I N G S T O N is n o w

past president, is now subsidiaries controller, Millipore Corp., Bedford,
Mass.... JOHN A. SEDLOCK is now director of internal auditing, Rockefeller
Center, Inc.

assistan t treasurer at Pass & Seym our.
DAVID E. KOT T MYER, York, is now
general manager of Luckenbaugh Chevrolet.

In Memoriam

OK

A. ANS EL,

TETRO

BEVARD

Hartlord

San Fernando Valley

NE AL GREENBERG ,

Philadelphia, has
been appointed controller of National
Metalcrafters, In c. . . . Roy A. SHUBERT was appointed corporate tax manager, Philadelphia Suburban Corp.
Piedmont High
Point, recently was promoted to finance
director for the City of High Point.
WILLIA M

A.

GE AR ,

M A R Y L Y N N W H I T E , Piedmont Winston- Salem, has been promoted to manager, general accounting, RJR Foods.

, Rockford, has been
named cost and budget manager at Anderson Brothers Mfg. Co.... BERNARD
H. HICKS, JR., has been appointed secretary- treasurer of Lena Builders, Inc.
EDW AR D J. AZAR

JOHN L. KITCHEN, S a lt L a ke Ar ea , is

now secretary - treasu rer of Bem co , In c.
D A L E E. B E V A R D ,

past national director from San Fernando Valley, was
elected president of Mary Jane Co.
Sangamon Valley,
is office manager, Wolf Furniture Co.
LOR ET T A J . ALLE N,

Joaquin
Valley, is now general manager of accounting, KMJ -TV.
BILLIE,

M.

Indianapolis, 1971.
50, Mass. Route 128, 1960.
L.P. BROCK, 64, Evansville, 1953.
J OSE PH B . FO LLAS , 57, Central Carolina past president, 1972.
EDWIN N. FUNK, 88, Essex County,
1929. Emeritus Life Associate.
BR U C E A LD R I D G E ,

.

STOCKTON,

Sa n

A.C. PIPKIN, Sioux City, has b een pro MANAGEMENT ACCOUNTING/ MARCH 1977

G R EG O R Y T . G R I MS H A W ,

29, B o s t o n ,

I

TO CMA OBJECTIVE
I
QUESTIONS
197 2 to 19 76
I
• Not
available
from
IMA
or
NAA
I

• Exam - related
I • Readable language
• Includes computations,
glossaries, references to

I
I

Official pronouncements
and much more.
FIV E Y E A R V O L U M E S
1 9 7 2 to 1 9 7 6
Pa rt s I & II . . .. .. . .. .. . . $1 0 .0 0
I Parts III, IV & V ......... $10.00
I

10% DISCOUNT ON ORDERS
ABOVE $20.

I

N.Y.S. Residents add 7% sales tax
Clip & mail this ad with your name. address. & check to:

CMAREVIEW COURSES
11Linden PI., Pt. Jefferson Sta., N.Y.11776
00 (212)895-5899

1975.
W.R. HUNTER, 75, Wichita, 1947.
FREDERIC K JANSSEN, 65, Mem ber -at-

Large, England, 1944. ELA.
J.K. LYNN, 56, Pennsylvania Northeast, 1948.
W . S . M A C A U L E Y , 45, Minneapolis Viking, 1969.
E.J. MANLEY, 54, Lehigh Valley, 1965.
A . I . M A R K - A N T H O N Y , 3 4 , Waterbury,
1971.
ALVIN E. MASON, JR., 56, Pittsburgh,
1957.
H A M I L T O N E . M E H A R G , 71, Mid -Hudson past president, 1946. ELA. Stuart
Cameron McLeod Society.
F, MCMANUS, Worcester
Area past president. ELA. SCMS.
W.F. RUSTEMEYER, 61, Southern West
Virginia, 1961.
W . F . S N Y D E R , 4 2 , Syracuse, 1976.
JOHN R. TAGGART, 80, Pittsburgh,
1948, ELA.
CLINT ON

LAR R Y A . T I NK ER , 61 ,

San Francisco,

1958.
S.R . T WIT C HELL, 53 ,
JEANNE

M.

WHIT E,

Michiana, 1962.
50, Florida Gulf

Coast, 1962.
R O N ALD

J.

WHIT E,

58 ,

Washi ngton,

1945.
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INFLATION, INSTABILITY AND ACCOUNTING

"Legal existence
without public
legitimacy is like
a room without
air —the walls
remain but there
is no life
within. "
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Continued from page 18
ceived regulations compounds the problems and
perhaps evades the real issues.
The scandals over political contributions and
overseas contributions are a result of a recent watershed change in public expectations regarding
the conduct of business and of businessmen. In
my view, this should be a welcome change. But to
react to the problems created by that change in
attitude as if those problems had been long evaded
is to rewrite history. The difficulties that double digit inflation has created are very new problems
both for business and for accounting. The energy
crisis has caused a cry for new ways of auditing oil
and gas companies. These are new problems
whose dimensions are just beginning to be understood.
For Change and Stability
The problems confronting accounting and accountants today are not simple ones. Replacement
cost accounting is just one such problem —there
are others, such as accounting for mergers, oil and
gas accounting, restructured debt, leases and pension costs, to name only a few. It is far easier to
complain that such problems have not been
solved, or that progress toward their solution is
too slow, than it is to help make the machine go.
It is far easier for the SEC to indulge in a burdensome and confusing experiment than it is to arrive
at stable, evolutionary means of accomplishing desirable ends.
Such a considered process is needed to confront
the crisis of confidence on the part of the American public and a crisis of legitimacy for the American corporation. Increasingly, the American public has lost trust in the ability of the corporation to
fulfill both its economic functions and its social
responsibilities. The intrusion of government into
what were previously viewed as private enterprise's private affairs is a clear sign of that public
loss of confidence.
Yet, without that confidence, the corporation
must lose the psychological rock upon which it is
founded: implicit public acceptance of its legitimacy. Unless the public —both the investing public
and the larger general public —is convinced, by
word and by deed, that the corporation can continue to provide the nation with the technology,
the products, and the jobs our nation needs, the

corporation will die even as it clings to its charter.
Legal existence without public legitimacy is like a
room without air —the walls remain but there is
no life within. It was strong belief and confidence
in the American corporation that brought forth
the investment capital that helped to build our
nation. It has been a climate of failing confidence
that has brought on this deadening process of government regulation that we see today.
We in public accounting have some real responsibilities.
We have a responsibility to our own profession
to regain stability in what we do, and to regain it
in such a way as to ensure needed change while at
the same time we ensure continued confidence in
ourselves and in our work on the part of the investing public and our corporate clients.
We have a responsibility to business and to investors to make the information that each gets a
reflection of operating reality and to make that
information understandable to the reasonably
knowledgeable investor. We cannot make the investor's world a risk -free one, nor can we predict
the future. What we can do is to remain as much
as possible in a world of objective, comparable
fact. We can also do a far better job of explaining
to everyone— business, government, and the investor —both the value and the limitations of that
world of objective, comparable fact.
Finally, we have a responsibility to the general
public —the real "public" in "certified public accounting." We are in a unique position in many
ways. We deal with businesses and understand
their problems, and we deal with the public and
attempt to understand and deal with its problems.
And even in the current climate, where people
and institutions tend too often to be presumed
guilty until proven innocent, we still have a legitimacy, a voice that will be listened to. If we fail to
use that voice responsibly, to deal constructively
with the challenges that confront us, we will lose
our credibility and ultimately our legitimacy.
If we carry out these responsibilities we will not
only serve our publics as they should be served,
we will also serve ourselves in the best possible
way: by becoming a statesmanlike voice for considered change in a world where change is inevitable and by becoming a force for stability in a
world where stability is the only means to survival.
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Your
client needs the
ght financial
solution...
NOWIN
N

W e'll make sure he gets ik
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 we can expedite
them to meet your client's needs.

Either way ,... it's an immediate cash
sol ution.
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.

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.
V

Southeastern Financial Corporation
Charlotte: P. O. Box 10066, Charlotte, N.C. 28237 ( 704) 372 -7000
Dallas: 1111 Mockingbird Lane, Dallas, Tex. 75247 (214) 630 -5101
Factoring • A ccounts Receivable Financing • E quipment Financing • Inventory Financing • Leasing
A subsidi ar y of Amer i can C r edi t C or por ati on

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 be s t people ta kes
lots of time and energy.
Finding them takes a lot more.

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

aLe
Our s ta ff is e xpe rt a t finding "the
best Vers on for t h e j o b . " Mo st o f o u r
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 seeking out, interviewing and
selecting the best possible talent available.
And it's been very successful.
To date, we have expanded to 50
offices throughout the United States,
Canada and Great Britain.
We believe the combined talent and
skill of Robe rt Ha lf employe es ma de us
wha t we a re today.
The largest, most experienced financial, banking and data process ing pe rsonnel service in the world.
Maybe we're just what you're looking for.
A

.

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

Our Place or Yours
For s ome clients, it's importa nt to
keep their personnel search confidential.
So, at all Robert Half 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

Our neighborhood extends acros s the
continenta l United States, Canada and
Great Britain.
50 office s worldwide, making us the
largest fina ncia l, ba nking and da ta processing personnel service in the world.
So, if the pos ition you're trying to
fill is s o de ma nding tha t it c a n not be
filled loc ally; we will look nationa lly or
even interna tionally for the right pers on.
After all, what a re neighbors for?

fill the position).

1W
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4

.

RIME
L

014,

Finding Yourself an
Empl o yee
Can be a Full Time Job.
But it doesn' t have to be.
Because at Robert Ha lf we spend
every minute of e ve ry da y looking for
qualified applicants.

We Thought
We'd Impress You
With Some Figures
We spend over one million dollars annually advertising f6_r_qu_ aJiTi-ea applicants.
And last year alone, 75 million dollars
was paid in salaries to the people
we placed.
Today, the re a re 50 Robert Ha lf offices throughout the United States, Canada
and Great Britain.
Now, when you a dd up all the a bove

F

PE RS ONNE L At iD

T
CI ES

Call us.
We're in the White Pages
in key areas throughout the
United States,
Canada-and Great Britain.

%rids Largest
Financial & EDP
Personnel Specialists.

