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COMMENT

Are Audits for Fraud on the Horizon?

MANAGEMENT
ACCOUNTING
VOL. LIX NO.1 JULY 1977
Published monthly, for members only,

The Metcalf staff report; which was written in response to corporate
scandals involving manipulation of funds, has taken the lid off a longsimmering�problem�in�the�accounting�field�—the�extent�of�the�auditor's
liability for detecting corporate client fraud.
It is an intricate issue that has many dimensions. Clearly, as pointed
out in a recent article ( "Big Brother and the Big Eight" by Walter E.
Hanson, April 1977), it is unrealistic and uneconomic to expect auditors to conduct full fraud audits of their clients.
In this issue, Robert R. Giacoletti sees a developing social trend
which holds that the auditor is liable for the failure to detect fraud.
Historically, he writes, or at least up until 1940, the stated objective of

by the
NATIONAL ASSOCIATION
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919 Third Avenue, New York, N.Y. 10022
(212)754 -9700

auditing act u ally w as t h e d etec tio n o f fra u d t h ro u gh verifica tion . Th en,

W. M. Young, Jr.
DIRECTOR OF PUBLICATIONS

perhaps because of the growing si ze of the corporation, it became
necessary for auditors to sample accounts rather than try to examine
all of the transactions. Gradually, the significance of fraud as an auditing objective began to be discounted.

Recent court cases, especially the BarC hris case, however, have
had the effect of broadening the auditor's potential liability for fraud.
The court's interpretation of Section 11 of the Securities Act of 1933
"Instead of requiring the investor to prove negligence or fraud ...
requires the auditor to disprove the existence of at least one of these
elements to avoid liability."
But one of the problems of making auditors liable for not detecting
fraud is their relative powerlessness, an issue brought out during the
recent Congressional hearings on "The Accounting Establishment."
As Mr. Giacoletti succinctly puts it: "The public accountant must act
judicially but he does not have the power to enforce his ruling. Management's power far outweighs the accountant's; but the accountant
is supposed to judge management's statements."
There is a possibility that legislation defining auditors' liability along
the line s o f m ed ical m alp rac tice law will b e d ev elo p ed. And, the aut hor

concludes, accountants should participate in the development of such
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LetterS

TO THE EDITOR

Support Our Horse —Or Else
I was happy to see Leonard M. Savoie's article, "Price Level Accounting,
Practical Politics and Tax Relief," in
the January 1977 issue Of MANAGEMENT ACCOUNTING. I was beginning to
believe that the editors of MANAGEMENT ACCOUNTING had adopted the
"dead horse theory" of promoting support for the FASB and no longer
thought a good argument could stand
on its own feet.
Another article, "The FASB: Serving
Its Constituency," by Donald J. Kirk,
in the June 1976 issue, is an example of
the "dead horse theory." While the article may be a sincere appeal for support
of the FASB, it also seems to say that
the reader has a choice of supporting
our horse (the FASB) or it will fall on
all of us. But worse than that! As we all
know, when a horse falls, hoof -inmouth disease (also known as creeping
governmental regulation) has a good
chance to strike. If that dreaded plague
gets our horse, it very well may get us.
The "dead horse theory" then concludes with an anguished cry of "support our horse —or else." The apparent
assumption is that our horse has only
one strong leg to stand on, namely private sector control of accounting principles. If that is the case, we haven't much
of a horse.
Two "Data Sheet" items, in the January issue, again illustrate the editors'
failure to deal with the whole horse.
"AICPA ..., Says New Head" is written in the "support our horse —or else"
style and says nothing. "Robert Morris
& Associates Supports FASB" was
written up in the same manner in spite
of the fact that RMA was expressing
confidence in the accounting- rules -making leg of our horse.
MANAGEMENT ACCOUNTING needs
more articles like Leonard Savoie's. It
contains food for thought, spiced with
political reality but devoid of the "support our horse —or else" rhetoric. Such
positive statements of what our horse is
now doing and can do will help support
the whole horse.
The editors might have the MANAGEMENT ACCOUNTING research staff look
6

up the story about the boy who cried
wolf too often and mail several copies to
the FASB and one to Mr. Chetkovich of
the AICPA. If the story of the train that
succeeded by saying "I think I can; I
think I can; ..." turns up during their
research, pass it along with the wolf story.
Donald L. Delia vex, CPA
Springfield, Mo.

AICPA is Most Interested
In his article, "Accrediting Specialties in Public Accounting ... A Logical
Step," in the March 1977 issue, Mr.
Phillip E. Lambert discusses the accrediting of specialists in the accounting
profession. He sets forth certain background, which is interesting and appropriate, but it is more historical than current, as his research only extended
through 1974. If he had continued to
study the subject, he would have become aware that the AICPA is most interested and currently involved with the
entire question.
A Special Committee on Specialization was appointed in late 1975 to study
the public need for accredited specialization and to propose a method for
granting us accreditation. This appointment was based on the 1975 Final Report of the Committee on Scope and
Structure, which recommended ". . .
that a full scale study be conducted as
soon as possible on this urgent issue of
specialization. That study should focus
on whether or not a public need exists
for the establishment of an effective
method or methods of assuring competence in the specialized areas of practice. It should also explore, with a fair
degree of specificity, how such a program might operate ......
As a member of the Committee on
Specialization, I am happy to advise you
that our committee has been very active. It. is planning to complete its study
in 1977 and to issue its report in 1978 to
the AICPA Council at its Spring 1978
meeting.
Richard A. Nest, CPA
New York, N. Y.

Drowned in a Sea of Reports
Alan L. Boone's article, "Wouldn't it
be Nice If " in the February 1977 issue
obviously was written with tongue -incheek. However, the article alludes to a
far greater problem in business and government which is not so humorous.
That problem is the mushroom effect of
indiscriminate directives and requests
for information without the commensurate commitment by the requester to use
it or to stop the flow if the need ceases.
There is a difference between "nice to
know" and "need to know" but., because we have the technology to produce the data, the two become as one.
As a result, the management accountant
is saddled with the additional burden of
ever - increasing demands for information. This requires human effort over
and above the computer effort. Every
level of management., in both public and
private sector, has a right and a need for
information that pertains to his responsibility; however, that same management has a responsibility to ask only for
data that is pertinent and to use that
data. Finally, he should have the fortitude to stop the flow of data when the
situation changes and the need ceases.
The syndrome of which Mr. Boone
writes has brought the nation to a point
where we now have a Commission to
study the excessive burden of paperwork. Wouldn't it be nice if we could
reverse this trend before we are
drowned in a sea of reports.
Charles £. Phipps
Baltimore, Md.

We Must Be On Guard
Alan L. Boone's article, "Wouldn't It
Be Nice If —," in the February 1977 isSue Of MANAGEMENT ACCOUNTING
was well written in a humorous fashion.
Some of the complexities of computer
systems must also be attributed to accountants who place much emphasis on
the computer. We have converted most
companies of any size from manual accounting methods to computer data
processing, believing that it will give
MANAGEMENT ACCOUNTING /JULY 1977

Computerproblems
solved

If you have any of these six common problems, or others,

consider the experience and knowledge of the result oriented people of ISS: A unique,
custom, personal service for small to medium companies using computers.
PROBLEMS:
1. 1 want to get into com puters but don't
know much about them.
2. The computer is great but the programming is late.
3. The computer doesn't seem to work and
I don't know why.
4. M y c o ns ult a nt c a n' t ha ndle all my p ro b lem s.
5. T he re ' s no bo d y t o r e sp o nd t o a n e me r gency.
6. M y p eo p le ne ed e xtr a help s o m e o f the
tim e b ut no t all o f t he tim e.

ANSW ERS:
If you have any of these problems please
call us.
We are a gro up o f peo ple with an average
of fifteen years experience in computers.
We do programming. W e design and install systems pre- programmed packages
for financial reporting, general accounting
and business operations.
We can help your people. W e will work
as though part of your c ompany and provide expert help without continuing on -staff
expense. We can respond to emergencies,
giving you the advantages of the ISS group.
We have served 100 companies of all types
from law firms to com plic ated multi divisional manufacturing operations.
To the small and medium companies using computers. we are a unique, c ustom
operation.
We don't sell equipment. Just results.
In a w orld of c omputers, the answ er is
experienced people.
r
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ALSO:
A p p li c a t i o n S y s t e m s P a c ka g e d o r C u s t o m i z e d t o Y o ur
Needs. Up and Running in 3 to 4 W eeks o r Less.

• Custom features at a fraction of custom cost
• Designed for small and medium business computers
• Minimum orientation time
• Easy to understand documentation

LI C ENSE FEE
36
Ti me
Months

PRICE LIST:

one OR

VIGIL (Varlable Information General Ledger)
General Ledger /Trial Balance
Report Writer Options
Current Month /Current Year to Date
Prior Year Comparison
Budget Comparison
Monthly Spread Comparison

MAP (Management Accounting Packages)
PAYDAY (Payroll & Distribution Accounting)
Payroll
Job Cost Option
Multi -State Option
POP (Purchase Orders /Payables)
Accounts Payable
Purchase Order Option
RECON (Reconciliation of Checks)
FACT (Fixed Assets Control Technique)
REACH (Receivables and Credit History)
FACTUAL (Functional Accounting Control
Through User Application Logic)
Order Processing/ Billing
Accounts Receivable
Backlog
Cost of Sales
Sales Analyses
Commission Reporting

$ 25

600
600
600
600

25
25
25
25

1500
600
600

65
25
25

1500
1200
300
1200
1800

65
50
15
50
75

2400
1800
600
600
600
600

100
75
25
25
25
25

Perpetual Inventory
1200
50
Multi -Site Inventory
600
25
GENERAL CONDITIONS:
Minimum period of four months applies on all monthly license fees. No
payments required for use of systems after thirty-six months. Three fourths of monthly license fees may be applied to one time license fee
Application systems may be installed and operated by your staff. Pro
gramming ability is not required
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ISS: The Human Equation
International Sy stems Services Inc.
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1545 Wilshire Blvd., Suite 408, Los Angeles, CA 90017 • (213) 484 -0450
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Fixed
Asset
Indigestion?
We spell relief: MSFAMS —short for
M &S Fixed Asset Management System.
Would you be stumped if the Board of
Directors asked you:
Are we taking the maximum allowable
depreciation for federal and state tax
purposes?
Are we taking all of the Investment Tax
Credit to which we are entitled?
Are we overpaying our ad valorem
taxes?
Are our assets properly insured to
current value and could we prove our
loss if a disaster occurred?
Where are our assets and are they
being fully utilized?
Your "need to know " is urgent.
Responsible asset management is
vital to survival in today's economy
because of more detailed reporting
demands by Boards of Directors,
investors, the SEC, auditors and federal,
state and local taxing authorities.
A new management tool.
Now there's a systems approach to
supply the answers you need — The

more useful and timely information. We
accountants are sold on the idea that in
the long run the computer will be less
costly and more accurate. We believe
that "the computer can do anything."
However, isn't it our responsibility to
separate the "wheat from the chaff "
when management depends on us for
service, advice, and control? Isn't our
responsibility to guide management in
the right direction, as to usage of computer supplied data, in a simplified understandable manner, so all parties involved can interpret the information
and make decisions. Taking on challenges just to impress our managers can
be rather costly and, as stated in the article, very embarrassing if we find out
later the new data was not being used.
Many hours of busywork can be eliminated if we as accountants would take
the time to discuss with management
the "Wouldn't it be nice if —" syndrome. However, we must be on guard
not to fall back into our earlier trap of
"the computer can do it all."
Florence Darrah
Canton, Ohio

M & S Fixed Asset Management
System. It's cost is modest when
compared to the tax and operational
savings experienced by many of our
clients. And it gives you the information
to truly manage assets for a better
bottom line.
M & S professionals will aid you in
these critical areas: PLANNING,
INVENTORY, COST/ EVALUATION.
PROCESSING and PERPETUATION
of your property accounting system.
Find out about our system. It
incorporates all the positive things we've
learned in over 40 years of being the
"asset management professionals.'
Phone Bob Toltzman. at (800)
421 -8436, Marshall & Stevens, Inc., 600
So. Commonwealth, Los Angeles, CA
90005. Or contact one of our Valuation
Consultants in...
Atlanta, Boston, Chicago, Dallas.
Detroit, Houston, Kansas City.
Minneapolis, New York, Philadelphia,
Pittsburgh, San Francisco, St. Louis.
Washington, D.C.
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Ratio Represents Efficiency not
Effectiveness
Messrs. Joehnk's and McGrail's article, "Benefit -Cost Ratios for Family
Practice Residency Centers," which appeared in the February 1977 issue of
MANAGEMENT ACCOUNTING, was
most interesting, but their definition of
benefits and costs leaves much to be desired.
Their benefits are determined to be,
among other items, grants from the federal government, monetary support
from state and local governments, philanthropic contributions, and cash flow
from patient fees. These items are inputs
to operate the program. Grants and the
like in no way reflect the benefit to society from the program. Furthermore, the
patient fees in cost/benefit would be a
resource allocation device, and would
be a disbenefit to those who had to pay
the fee. Equating the contributions with
benefits is the same as stating that the
benefit of an education is the amount
spent to obtain the education.
The costs reflect only what the funding provided in the way of equipment,

etc. As a result, the ratio is really an
efficiency ratio, not an effectiveness
measure.
Another point of some concern is the
value of a human life. The authors did
use a respected source; however, the
value of a human life is always a difficult measure in cost/benefit analysis.
The authors would have provided a
service had they discussed how they arrived at that particular source.
In conclusion, the benefit /cost analysis approach to evaluating a program is
always difficult. The benefit and cost
measures used in the article may have
been the best surrogates available; however, the ratio developed from these
measures represents efficiency, not effectiveness.
Thomas M. Ruple
Bethesda, Md.

Axelson on New York City Crisis
Being a municipal bond specialist, I
have reviewed with great interest Mr.
Axelson's comments in the February
1977 issue of his year working with
New York City.
From an investment viewpoint, New
York City not only needs a modern
management style accounting system,
but it must also learn to keep politics
out of the accounting system. It seems
that as a city grows, its accounting system lags far behind in keeping abreast
with expanded demand. Whenever a
municipality needs money it has a tendency to increase taxes instead of utilizing its accounting system to more effectively employ tax dollars. In New York
City's case, it kept shorting the longterm debt schedule until, in effect, nothing but short -term debt was left. The
annual principal and interest requirements exceeded one year's tax collections.
Good accounting, and more realistic
ideas of how much the city can reasonably carry in annual principal and interest cost is what will save the Big Apple.
Politicians must learn that there is only
so much juice in an apple. A city is as
much a business as is General Motors,
and as such, must utilize modern management accounting techniques.
Edward D. Goddard
Grand Rapids, Mich.
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Data Sheet
Robert F. Randall, Editor

Price Waterhouse Urges More
Disclosure
Appearing before the Metcalf Subcommittee
hearings in May, John C. Biegler, senior partner
of Price Waterhouse & Co., startled his colleagues by urging more mandatory disclosure
by CPA firms that audit publicly -owned companies_ He proposed that:
• Legislation be adopted requiring registration with the Securities & Exchange Commission for accounting firms reporting on financial
statements filed with the Commission. This
would "provide a mechanism for the SEC to
evaluate a firm's system of quality control...."
• All independent accounting firms reporting
on financial statements of publicly -owned companies be required themselves to publish annually "important financial and other relevant information."
• The SEC require all corporations registered
with it to appoint independent audit committees
which would be responsible for nominating independent accounting firms, and
• The Commission require auditors to be rotated periodically.
Although Price Waterhouse's recommendations were the most far - reaching made by any
of the Big 8, Mr. Biegler said that accounting
standards should continue to be set by the Financial Accounting Standards Board. He is currently president of the Financial Accounting
Foundation, the FASB parent body.
During his testimony before the Subcommittee hearings, Walter E. Hanson, senior partner,
Peat, Marwick, Mitchell & Co., took issue with
his colleague's recommendations. He said that
"legislation is at best premature, unnecessary
in view of what is already happening, and probably detrimental to the public interest_ As for
registration of CPA firms to give the SEC adequate policing powers: "The Commission already has that power and is exercising it_"
Arthur Andersen's Harvey Kapnick, who was
the first to publish a CPA firm's annual report,
recommended that accounting firms accept audit assignments only from companies with audit
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committees. He also said that the profession
should drop bars against advertising and competitive bidding. Mr, Kapnick, Andersen chairman, reiterated his support of publication of accounting firms' financial statements.
A full -time auditing standards board, with participation from outside the profession, should
replace the current body, which is a committee
of the American Institute of CPAs, William S.
Kanaga suggested at the hearings. He is managing partner of Arthur Young & Co.

Salaries for Accountants
At All -Time High, Says Half
Salaries for financial executives, accountants
and data processing personnel are at all -time
record highs, according to a survey just released by Robert Half Personnel Agencies. In
releasing the annual survey, Robert Half, the
firm's president, said that 1977 financial starting salaries are up an average of 6.4 percent
over last year. Corporate controllers at firms
with a volume of $5 million or more saw their
salaries rise 19.5 percent, according to the survey.

FAF Lauds Corporate Reports
In a 112 -page report, the Financial Analysts
Federation lauded corporations for continuing
to improve disclosure in their financial reporting
but pointed to areas of continuing deficiency.
FAF lists 47 companies that received "Awards
for Excellence in Corporate Reporting_" The
15,000- member organization recommended
that the SEC establish a standing committee of
interested parties including corporations, accountants and investors to review corporate filings periodically and recommend areas of "obsolescence" as well as areas of expansion in
disclosure. This recommendation grew out of
FAF member responses to questions posed by
the SEC's Advisory Committee on Corporate
Disclosure.

Corporations Will Continue to Rely
On Internally- Generated Funds
Top corporations will continue to rely on internally- generated funds to meet their business
needs, according to the latest Conference
Board survey. The survey, conducted twice a
year, covers 54 senior financial executives representing major nonfinancial companies. From
March 1976 to March 1977, internally - generatContinued on page 64

Management
Accounting
Practices
Louis Bisgay, Editor

regulations;" the latter proposals evoked the
statement that "we wish to commend the
Board for proposing these changes which will
be of benefit to small business concerns ..."
The complete text of the foregoing comments and most others may be obtained by
writing the Manager, Management Accounting
Practices Development, at the national office.

FASB Proposes Pension Plan Rules
The Financial Accounting Standards Board has

MAP Committee Responds
To Agencies
NAA's Management Accounting Practices
(MAP) Committee, in continuing to speak out
on accounting and reporting developments, recently filed comment letters with the International Accounting Standards Committee and
the Cost Accounting Standards Board.
The MAP Committee provided input to the
IASC regarding the IASC's Exposure Draft 9,
Accounting for Research and Development
Costs (MAP column, March 1977). In its proposed standard, the IASC would allow deferral
of research and development costs if certain
criteria are fulfilled. In its response, the MAP
Committee stressed the inconsistency between
the proposal and FASB Statement No. 2, which
specifies that all R &D costs be charged to expense in the period incurred. Citing its support
for the FASB and the potential for substantial
conflict that could develop because of the disparity between the two guidelines, the MAP
Committee opposed the adoption of the IASC's
proposal.
The Committee submitted remarks to the
CASB in connection with three CASB proposed
rulings. Several suggestions were offered to
modify proposed Standard 412, Adjustment
and Allocation of Pension Cost, including one
that called on the CASB to recognize that certain costs would be incurred as a direct result
of implementation of the standard and that provision should be made to allocate such costs
only to segments involved in work under contracts subject to cost accounting standards.
As to proposed amendments to rules dealing
with the contract coverage relative to Materiality and Exemption Levels, the MAP Committee
generally was laudatory but also expressed
reservations. It said, regarding the former, "We
believe that the criteria set forth to assist in determining the materiality of an amount are quite
helpful and an appropriate addition to CASB
10

issued an exposure draft which, if adopted,
would prescribe accounting and reporting standards specifically for the annual financial statements of defined benefit pension plans.
The proposed statement describes a defined
benefit pension plan as one "under which there
is a promise to participants of a determinable
pension benefit, usually based on factors such
as age, years of service, and salary." The proposal excludes government- sponsored social
security plans but includes pension plans that
provide benefits for the employees of one or
more employers, including government employers and trade associations as well as private
corporations.
In its publication, the FASB concludes that a
plan's financial statements should be designed
primarily to help participants to assess the security with respect to receipt of their accumulated benefits. The proposed statement would require the issuance of financial statements that
include a statement of net assets available for
benefits, a statement of changes in net assets
available for benefits, a statement of accumulated benefits and a statement of changes in
accumulated benefits.
Written comments on the exposure draft are
requested by August 15. Copies of the proposed statement may be obtained in reasonable quantities from FASB, Publications Div.,
High Ridge Park, Stamford, Conn. 06905. If
adopted, it would be effective for plan years
beginning on or after Dec. 15, 1977,

Government Groups Issue Proposals
The Securities and Exchange Commission and
the Cost Accounting Standards Board recently
issued more proposed rules.
The SEC (release nos. 33 -5825, 34- 13500,
35- 20016) proposed "a new rule and an
amendment to an existing rule to require commercial and industrial companies to disclose investment concentrations in marketable securities and other security investments." The pro Continued on page 64
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The Use of Accounting Information
in Labor Negotiations
This research project was undertaken in order to determine the state of
the art in the use of management accounting information in labor negotiations. It is based on a search of the available literature, answers to a written
survey, and personal interviews. It presents a broad, current overview of the
topic and should be of interest to all parties involved in negotiations.
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TWO: Corporate Social Performance
Have you been wondering how much, if anything, your company should
be doing to translate social responsibility into accountability? Here's the
latest study conducted in this area and it should be valuable in reaching
this kind of decision. The project has two major objectives:
1, to determine current practice in accounting for product and
service contributions, and
2. to prescribe what practice ought to be in accounting for
corporate product and service contributions.
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Les Ellis
of Armstrong
As Armstrong Cork Company's senior vice - president for
management information, NAA's new president has lived at
firsthand the dramatic changes that have occurred in the role of the
management accounting and financial executive. The changes are
continuing, and he believes that NAAers will face major challenges
in the years ahead — especially that of merging computer
technology into traditional management accounting. At the same
time, they will have the opportunity to contribute as never before to
their profession and to society. He plans to stress both the
challenges and the opportunities as he leads NAA in tailoring its
programs to meet the changing social, economic, and technological
profile of its members.

When NAA members elected R. Leslie Ellis as
their president for 1977 -78, they chose a man
whose career typifies what has happened to the
management accountant during the last three decades.
He joined Armstrong in 1944 after graduation
from Pennsylvania State University and service
with the Army. After several assignments at the
company's headquarters in Lancaster, Pa., and at
a manufacturing plant in Fulton, N.Y., he served
for three years as assistant treasurer and controller of the Deltox Rug Company, Oshkosh, Wisc.,
at that time an Armstrong subsidiary. He returned to Lancaster in 1957 and five years later
was named assistant controller of the company.
His election as controller came in 1965 and as
vice- president., controller, and director of management information three years later. Last year
Armstrong established a major new staff organization, Management Information. Named to direct
it was newly elected Senior Vice - President R. Leslie Ellis. Reporting to him are two vice- presidents —one heading the controller's function, the
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other in charge of the computer- oriented "business information services."
Mr. Ellis's career parallels the evolution of
management accounting over the last several decades —from its concern with "what has happened?" to "what is happening ?" to today's "what
is going to happen ?" Now he sees the beginnings
of a concern with "what should happen ?" as the
enlightened management accountant increasingly
recognizes an obligation to recommend future actions that fit both his company's objectives and
the socio- economic environment in which it operates.
Crucial to this maturing of management accounting has been the use of the computer. When
it was first introduced, companies tended to use it
as another accounting clerk —a high - speed, especially efficient accounting clerk. As additional applications were introduced, the computer made
possible the birth of a unified management information system with accounting at its core. It soon
became clear, though, that the computer had the
potential to outstrip management control. "It
13

Growing into the 'Indoor World'
Born at Johnstown, Pa., in 1921 ( "when the
town was still trying to recover from the great
Johnstown flood," he says, "and really wasn't
ready for any more surprises "), R. Leslie Ellis was
graduated cum laude from Penn State in 1942
with a B.A. degree in commerce and finance. His
entire career has been spent with Armstrong; but
this isn't unusual among Armstrong officers because it's a career - oriented company. It's also a
corporation with 23,000 employees, more than 50
plants around the world, and sales nudging the
billion - dollar -a -year mark.
Combining computer services and financial function
is Les Ellis' job at Armstrong. L. -r., D. Dwight
Browning, v.p. - business information services and
Ray E. Longenecker, v.p.- controller Ellis,- Walter W.
Mentzer, manager, data center, and Ivan Gonzalez.

looked for a time," says Les Ellis, "as though
there would be two reporting services growing up
within a company at the same time —the management accounting function, growing and evolving,
getting bigger, and changing somewhat, but essentially operating the same way we've known it in
the past. At the same time, the computer services
would also be developing, with their people becoming more capable and the sophisticated technologies becoming more available. And unless
management were to make a special effort to integrate these services, two distinct organizations
would emerge —not working against one another,
necessarily, but certainly not working together as
effectively as they should."
One of the main jobs he's taken on at Armstrong is to integrate the two disciplines. In
speeches to business people and student groups,
he often expresses his concerns and hopes in this
area. "If accountants don't do their part in bringing together accounting and data processing people in a joint effort, they'll find eventually that
they have relinquished their right to call themselves management accountants. They'll be back
to just keeping the books, and we'll have even
more financial accounting problems than we do
now. But we won't let this happen. At least I hope
we won't.
"In many ways managing the financial side of a
business is more difficult than it once was, and this
is true whether it's a large business or a small one.
As reporters to management, we have an increasing opportunity to make a contribution that goes
far beyond the traditional role of accounting —a
contribution that encompasses more accurate
forecasting and budgeting, a sharper focus on
those areas of the business that are most vital to
its success, and a more clearly defined emphasis
on the relationship between business and society.
A closer bond between the accounting and data
processing functions will help in all of these."
14

The company was founded in 1860. From the
start, Armstrong people have tried to make it one
of America's most innovative, far - sighted, and socially conscious companies. They live by four concisely stated "operating principles." One of these,
as an illustration, is "To respect the dignity and
inherent rights of the individual human being in
all dealings with people."
Begun as a two -man shop for cutting cork stoppers by hand, the company soon outgrew its dependence on cork alone, It began to diversify,
mainly through internal growth. The 10 or 15
years immediately following World War II
marked an especially important transition period
for the company, as it changed from being primarily a processor of agriculturally -based materials
(cork, linseed oil, jute) to being primarily a processor of chemical raw materials (such as vinyl).
These changes were taking place during Mr. Ellis's first few years with the company, and the lessons learned then were to prove valuable during
the 1960s when Armstrong moved (through acquisition and, again, internal development) into
the carpet and furniture businesses. Today the
company is a major supplier of furnishings for the
"Indoor World " — including resilient flooring and
carpets, ceiling systems, and furniture —as well as
specialty products for the building, automotive,
textile, and other industries.
For many years Armstrong has been a staunch
supporter of NAA. It was, in fact, the 1953 -54
national president of the Association —I. Wayne
Keller, who in 1966 retired as vice - president and
general manager of the company's International
Operations —who hired Les Ellis originally.
But Mr. Ellis, who joined NAA soon after beginning his career with Armstrong, says the company's ties to the Association had been established
years before, philosophically as well as organizationally. "Our company has always believed in
strong cost control principles. We have what I believe are really fine systems. And even way back in
the early days, our people recognized that you
can't set up something and then simply let it ride
forever, hoping it will remain up to date. It's got
to be continually reviewed and brought into trim.
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And that's one of the reasons NAA is so valuable,
of course; it helps in this updating process, as people talk with one another and read one another's
articles."
One of the great pleasures of being an Armstrong employee, he continued, is having the company's headquarters location amid Lancaster
County's rich, rolling farmlands. "It's easy to sink
roots in a place as beautiful as this, and most of
our people love it enough to stay forever. At the
same time, though, we know we must be on guard
against complacency. We're in a small town. Figuratively speaking, we've got walls around us. If
we weren't alert to this, we know we might quickly become provincial. Now if that's true about the
people within a company, it can also be true about
the people within accounting. How narrow our
viewpoint would be if we were to assume that our
current control systems, excellent though they
may be for today's needs, will continue to be adequate into the future. We need a method for continually revising our systems to keep them up to
date and helping us do this is a function that
NAA carries out very well."
Speaking to a MANAGEMENT ACCOUNTING editor in Armstrong's big Lancaster headquarters
building, with its gleaming vinyl floors, Les Ellis
talks about the changes that have affected his
company and those of many other NAA members. Changes like expanding product lines, and
further growth into international markets. Overlaying these company - initiated changes are outside influences, including the myriad government
regulations and tax changes that business deals
with. That's one of the reasons why the notes to
Armstrong's annual report, which occupied two
pages a decade ago, now fill 10 pages.
"This kind of change isn't occurring just at
Armstrong. It's a reflection of the whole climate
we work in today. This means that the NAA has
an opportunity to do so much more than just run
courses on standards and budgets, as popular as
those courses are. Our potential for making a valuable contribution is so much bigger than it once
was."

to do. "Don't let the numbers establish the policy;
that isn't what we're talking about," he explains.
"But we can set the policy and at the same time
look at what it would cost. If it doesn't fit, we can
take a closer look at our alternatives and perhaps
create a revised plan —again looking at the numbers as we go."
He perceives the objectives of his educational
program as being two - pronged: to continue to develop the professional standards of NAA members and, at the same time, to make a better effort
at getting across to the general public the basic
principles of the competitive enterprise system.
"The Certificate in Management Accounting
idea is moving faster than anybody expected it
would," he said, in giving an example of professional standards development. "It's probably the
greatest ongoing program NAA ever undertook
and it's timely because of all the changes that are
taking place inside the business and all the capabilities that our people are developing."
He sees an opportunity for NAA to play a larger role in interpreting the basic principles of the
business system. He believes an effort should be
made to get across to a much wider audience,
from students on up, the underlying concepts of
our system: how it works and why it works. He
wants to raise the level of awareness about the
contributions made by business. He wants to impart to members —and through them, to nonbusiness people —what the system has done and is capable of accomplishing in the future. "Maybe each
chapter should have one meeting a year that is
dedicated to basic economics and how to spread
an understanding of this subject."
Increasing the knowledge of members also

" ... NAA has

an opportunity
to do so much
more than just
run courses on
standards and
budgets, as
popular as those
courses are."

Set the Policy,
Fill It Out with the Numbers
As NAA president, he wants to emphasize
long -range planning and minimize actions that
would interfere with the attainment of long -range
goals. He intends to encourage a continuation of
the improvements that are being made in NAA's
financial planning and the assumption of fiscal responsibility, which he feels lead to increased credibility with the Association's members. How will
he seek to accomplish these objectives? One way
will be through more deeply involving national
committee members in financial planning by urging them to put numbers on what they would like
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His wife, Margaret, and Les relax on patio of their
home in Eden, Pa.
15

"Assuming we
know what we
are doing, we
must ask what
we should be
doing. "
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means making them more aware of the crackling
potential for progress that can come through effectively adding the computer to the management
accounting discipline. "I think one of the things
that NAA should be doing is continually stimulating us, keeping us aware, reminding us of how the
computer can enhance our work. Management accounting, as we have practiced it in the past, may
be obsolete already, at least for the larger companies. If not, in five or ten years it will be." Today,
he says, with fast - changing requirements generated inside the company and even faster changes
mandated by outside forces, corporations need sophisticated information systems. The managers
responsible for building such systems need "the
kind of discrimination that comes from a microscope and the perspective that comes from a telescope" —and the judgment to know when to use
each. "Happily for those of us who work in this
field, they put both of these `instruments' into the
box called the computer."
He adds, "I still get a thrill every time I witness
the impact of melding the well- trained new people
who know computer technology with the similarly well - equipped people who are trained to apply
traditional accounting techniques to decision making in business. I believe that combining these
disciplines will produce the kind of management
our profession will need in order to deal with the
future."
Not only does he want to improve lines of communication between management accountants
and computer professionals, but also he hopes to
strengthen communications among NAA members, chapters, and councils. He believes in playing to the strengths of an active, involved volunteer membership and a dedicated, professional
NAA staff organization.
In line with his interest in improving communications, Mr. Ellis supports efforts to evaluate the
relevance of NAA's research program, to assure
that its priorities are kept in order, and to maintain a balance between basic and applied research.
Still another of his objectives is to seek the
means of defining the financial manager's responsibility in moral and ethical issues. Part of the
professionalism of management accounting, as of
any discipline, is a consideration of normative
concepts. "Assuming we know what we are doing,
we must ask what we should be doing." What
should we be doing? The question bobs to the surface of the complete business - cultural- social environment.

From this objective flows his strong support of
the Association's Socio- Economic Program. He
believes that the voluntary effort should be continued and that more people should be made aware
of the program. "If you really believe in the socioeconomic program," he says, "you believe the system works, first of all; and second, you believe in
helping other people."
A Green Eyeshade in the Drawer
Les Ellis and his wife, Margaret, who have two
sons, Robert and Daniel, have lived most of their
married lives in or near the Pennsylvania Dutch
country of Lancaster County. The area is popular
as a tourist attraction in the Northeast, known as
much for the excellence and abundance of food
served in its restaurants as for the beauty of its
well -kept Amish farmlands.
The Ellises live 10 minutes away from Lancaster in the village of Eden. One of the new NAA
president's hobbies is working on the grounds of
their home, where he takes a justified pride in his
rose gardens.
Beyond his NAA activities at the national level,
he has served as president of the Association's
Lancaster Chapter and as president of the Institute of Management, a group sponsored through
the cooperation of Franklin and Marshall College
and local chapters of NAA and the Society for
Advancement of Management. He also maintains
a broad interest in church, government, and community activities, especially those involving human services. In this connection he has been president of two organizations devoted to mental
health, and he played a key part in developing a
computerized joint planning structure for city county governments, and United Way agencies.
Mr. and Mrs. Ellis both enjoy traveling, and
they look forward to visiting new places and making new friends among NAAers during the coming year. He also finds the time to be well read,
concentrating particularly on thought - provoking
nonfiction about the human condition —such as
The Gospel According to the Wall Street Journal,
which he completed recently.
In his desk in the Armstrong offices, he keeps a
green eyeshade. It's to remind him of how far the
management accountant has come, he tells visitors. The green eyeshade represents history. His
desk drawer is the appropriate place for it, and
that's where it normally stays — because although
Les Ellis is aware of the past and respects it, his
eyes are focused on the future.
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Capital Budgeting
in Municipalities
The Delphi method is basically an iterative process for achieving
consensus on a subjectively determined quantification of selected
variables.

By Wig DeMoville

are financed through taxpayer approved bond issues, the voter rather than the politician is the
ultimate decision- maker.

Capital budgeting is one of the many activities
that aid an organization to make its most imporPolitical, Social, and Economic Factors
tant investment decisions. These are decisions
In the private sector, management may fulfill its
from which the company will benefit for more
responsibility
to stockholders by maximizing the
than one year. In the private sector, the concepts
of capital budgeting has been subjected to both market value of the firm. In the public sector,
theoretical and empirical examination, and a con- elected officials are often motivated by forces
siderable body of literature exists. However, there which are more political and social than economare various problems which have prevented most ic. For example, a project which might have social
capital budgeting decisions tools from becoming benefits and be economically sound could be rewidely adopted in the public sector. These tools jected by elected officials if it were politically uncannot be adopted by the public sector because of popular. Or, a project which is economically unbasic differences between the private sector and sound with doubtful social benefits may be apthe public sector, which may be classified as eco- proved because an elected official had adopted it
as a "pet project." Operating managers, on the
nomic and non - economic.
Economic decision - making in the public sector other hand, may not be concerned with the politiis achieved by three distinct but interrelated indi- cal manifestations of a project. They may not even
viduals or groups: elected officials, an agency or consider making an economic analysis of a project
person exercising decision - making powers on the if they felt that the project would provide great
authority delegated by elected officials, and the social benefits. Consideration is often given only
taxpayer. Since the taxpayer's role is indirect, to whether or not a project can be financed instead
through the approval or disapproval of certain of whether or not it is economically viable.
A second factor which has definite, identifiable
bond issues, discussion will center on elected and
behavioral characteristics with economic consenonelected officials.
Realistically, therefore, every municipal budget quences is the possibility of goal incongruence. In
has both a political constraint and a fiscal con- the private sector, attention has been directed to
straint. The former rises out of the politician's the possibility that management's personal goals
hesitancy to increase taxes because tax increases may not be congruent with those of the stockholdare unpopular. The latter is the fiscal limit beyond ers, In fact, it has been suggested that in large
which taxpayer resistance would become so strong firms such incongruency is the norm. However, if
as to be self - defeating. Of course, where projects management is not trying to maximize the market
MANAGEMENT ACCOUNTING /JULY 1977
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certain to cause
suboptimization
for society. "
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value of the firm, it must at least earn some satisfactory level of return in order to stay in business.
In the public sector, there is neither a measurable
theoretical optimum nor any necessary congruence between the goals of decision - makers and society. Furthermore, in a democratic society with
numerous governmental levels, the decentralized
decision process is certain to cause suboptimization for society. Thus, the existence of many levels
of government and the lack of clearly defined and
congruent goals makes formulation of an objective
difficult if not impossible. If such an objective
function could be stated and the appropriate utility curves determined, socially optimum decisions
could be made.
The Cost of Capital as a Cost of Debt
In the private sector, the cost of capital is a
weighted average of debt financing, equity financing, and internal financing. In the public sector,
there is neither tangible evidence of owner's equity nor any market value for the services rendered
by government. The only market for equity interests in the public sector is the bond market. It can
be argued, therefore, that the appropriate public
sector cost of capital is the cost of debt. Certainly
debt has an objectively measured cost which can
be rather easily calculated. Using debt cost as the
discount rate would result in the acceptance of a
greater number of projects, provided the projects
under consideration produced revenue for the
government entity and that the revenue was sufficient to pay the debt principal and interest. Then
and only then would the cost of debt be the only
relevant cost.
Municipal governments have three main
sources of funds: debt issues, tax revenues, and
intergovernmental revenue sharing. With the exception of revenue sharing, municipalities must
take funds from the private sector to finance current services and on -going projects or to service
debt issues. Since the public sector does rely upon
funds from the private sector, the public cost of
capital should give consideration to benefits that
might be realized in the private sector if the resources were not withdrawn for public sector use.
In other words, the relevant opportunity cost of a
public investment may be more than the benefits
foregone by not undertaking the public investment.' To compare costs, the national average
cost of capital in the private sector is assumed to
be representative of the rate which should be used
to discount the cash flows or benefits in the public
sector. Where a municipality feels that a national
average cost of capital is not representative of its
locality, it could attempt to determine such an average on a local scale.
William Baumol, in his article, "On the Social
Rate of Discount," has suggested that the average
cost of capital in the private sector, as measured
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by the before tax return, may be too high for consideration because of the corporate tax structure.z
Since corporate taxes do not apply to the interest
on debt (and since noncorporate firms are not subject to the corporate tax rate), Baumol suggests
that the figure for the corporate sector be reduced
in proportion to the corporation's use of debt.' He
also demonstrates that risk, from society's point of
view, is irrelevant. Since society benefits from
projects which are undertaken regardless of
whether the projects are sponsored by the public
or private sector, he concludes that "... a private
project is equally riskless with a public one." ' He
argues that " . . . the very absence of real risk
means that the private risk discount should enter
the social discount rate. "' If it is granted that
maximization of benefits to society is desirable,
then the cost of capital employed in evaluating
public projects should equal that employed in the
private sector, and the before tax minimum acceptable yield on each should be equal for the
same proposition.
The Cost of Capital for Future Generations
The cost of capital as measured by the private
sector is presumed to represent the economic time
preference for the current adult. generation. And,
it may be argued that it is not the preferred time
preference rate for the present younger generation
and for future generations. That is, the cost of
capital in the private sector does not favor long lived projects whose benefits would impact more
on future generations. Thus society may wish to
use a discount rate that allocates more resources
to the future. If so, such a rate must be less than
the private cost of capital; and if debt financing is
assumed instead of a pay- as -we -go plan, it must be
equal to or greater than the cost of debt.
The Ten-Percent Rate
Another possibility is the ten - percent rate. To
guide government agencies in pursuing capital
budgeting decisions, the Office of Management
and Budget Circular No. A -94, available from the
United States Government Printing Office, calls
for the use of a ten - percent discount rate except in
the cases of the United States Postal Service, water resource projects, lease -or -buy decisions and
some make -or -buy decisions.' Although a ten -percent rate exceeds the cost of debt as measured by
treasury bills, it is significantly less than the before
tax yield required in the private sector. Also, the
imposition of the same rate on practically all government agencies helps to promote more efficient
decision - making and decreases goal incongruence
among these governmental components.
A Compromise Approach: The Delphi Method
The Delphi method is basically an iterative
process for achieving consensus on a subjectively
MANAGEMENT ACCOUNTING /JULY 1977

determined quantification of selected variables. It
has been described as:

"...an attempt to bring the knowledge and
intuition of a group of qualified individuals
to bear upon the future possibilities in a given subject area. The Delphi technique or
method ... isa systematic means for developing and improving consensus on any numerical estimate." '
Each individual is furnished with all available
relevant data and asked to make a best estimate of
the annual dollar benefits to be realized from the
proposed project. A coordinator then ranks the
estimates in ascending order and determines the
median as well as the upper and lower quartiles.
The respondents in the extreme quartiles are then
asked to revise their estimates or to furnish arguments in support of their original estimates. The
coordinator receives these revisions and /or arguments. In the case where arguments exist, he
should distribute them to all respondents and call
for another round of estimates. In most cases this
process results in a group consensus that is centered around the median and which has an acceptable range.
The compromise approach thus addresses the
problem of project acceptance- rejection decisions
by taking into account: (1) urgent projects, (2)
budgetary constraints, (3) the lack of agreement
regarding the discount rate (i.e. divergence between the economically preferable rate and the socially preferred rate), and (4) outputs or benefits
which are not easily evaluted in monetary terms.
Although the compromise solution will not provide optimal decisions, it will provide workable
decisions which force decision - makers to consider
monetary and social benefits. Exhibit 1 presents
the framework for the decision process.
The first step in the Delphi Method is project
identification. A presumption of exhaustivity will
be operable for competing projects and it is important for the decision - makers or their delegated
representatives to undertake a thorough, careful
search for project proposals. Where mutually exclusive projects exist, they should be identified as
such in order to simplify the resulting analysis.
The second step requires an identification and
separation of urgent projects. Urgent projects
should be only those which must be undertaken
immediately and without regard for any economic
analysis other than the municipality's ability to
pay the costs. Of course, where any urgent situation has two or more possible solutions, each solution should be analyzed to determine the preferable alternative. However, unless such mutually
exclusive urgent project exist, there should be no
need to quantify the nonmonetary benefits of urgent projects.
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The third step is the identification of costs, benefits and their timing. This identification should
include both monetary and nonmonetary aspects
for each proposal. Where dollar amounts are readily associated with costs and benefits they should
Exhibit 1
FLOW CHART FOR THE CAPITAL
BUDGETING DECISION PROCESS

"... there

should be no
need to quantify
the
nonmonetary
benefits of
urgent
projects. "

Project
identification

Benefit
identification

Yes

Urgent
project?

Quantification
of nonmonetary
benefits

Yes

Delphi
committee
consensus?

No

do

No

Assessment and
ranking of
projects

Are there

Yes

inequities?

No

Decision
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".. .t he
average cost of
capital... may
be revised
downward. . . "

be noted, but where there are nonmonetary benefits, it is sufficient to note their existence without
attempting to quantify them at this stage of the
analysis. Each non - urgent project should be evaluated by the net present value method using an
average cost of capital for the private sector. Alternatively, the average cost of capital for the private sector may be revised downward to reflect
one time preference of future generations for those
projects which are long - lived. If such downward
revisions are to be made, it is preferable to agree
upon the size of the revision for relevant periods
of time prior to the capital budget evaluation of
any projects.
The next step is to rank the projects and to
assess them to determine whether or not there are
any inequities. For example, through sensitivity
analysis one might determine the responsiveness
of the accept- reject decision to the estimated benefits. Where such sensitivity is found, another
round of the Delphi technique might be called for,
especially if the budget restraint will not accommodate those proposals whose rank order changes. In this round the Delphi committee might consider nonmonetary benefits through an analysis
similar to a planning, programming, budgeting
system (PPBS).

Example
A group of 15 persons agreed to act as respondents for the Delphi method (hereafter referred to
as the Delphi Committee). It was asked to consider the data presented in Exhibit 2 but it was not
required to develop estimates from the nonmonetary benefits of any of the projects. Additional
data which figured in the respondents' estimates
included the fact that the city's only fire station
was destroyed by a tornado. Therefore, the construction of a new fire station and the replacement
of destroyed equipment was seen as an imperative
and urgent task.
After three rounds of the Delphi technique, the
Delphi committee's consensus regarding the benefit of these projects was as follows:
1. Youth center — $15,188 annually for 40 years
2. Riot Gear — $6,000 annual benefit for five years
and $1,000 annually for two years
3. Bridge — $69,333 annually for 40 years
The Delphi Committee also determined that
projects with useful lives of more than 20 years
(the youth center and the bridge) should be given
Continued on page 28

Exhibit 2
PROJECTED PROPOSALS FOR EVALUATION
Fire Station
Monetary data

Nonmo ne tary data
$

1. Co st o f clearing away rub ble
... ... .. .. ..
2. Construction c os t of building
. . .value
. ..) . . . .
(Us ef ul lif e -4 0 ye ars —no s c rap
3. Equip me nt co sts les s sc rap value
. . . . value
. . . . .—. .
(Us ef ul life 10 ye ars estimated . scrap
$5.000

10,000
100,000

1. Urge nt project

$

)

245 ,0 00

35 5,00 0

Youth center
Mo netary data

Nonmonetary data
$

.

..

.

.

.

250,000
50,000
40,000

$

.

.

1. Constructio n co sts o f building
(Us ef ul life --4 0 ye ars — no s crap value). . . . . . . . .
2. Equip ment costs
. . . .—no
. . . .sc
. .rap
. . . value
. . . . ). . .
(Use ful life 10 years
3. Land cost
. . . . tuity)
.. ..
..........
(To be kept .in. . perpe

.

$

4. Annual c ost (los s) due to c rim e
Riot gear for police
Monetary data

.. . . . . . . . .

340 ,0 00
100,000

Nonmonetary data
$

1. Equip ment cost
. no
. . .sc
. .rap
. . .value
. . . . ). .
(Use f ul lif e -5 years. .—
2. Training c os t

15,000

2,5 00
17,500
$2,0 00,000

$

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

3. Potential pro pe rty d amage

.. . .. .

.. .

Bridge,
Monetary data

1. P ro b ab ility o f rio t witho ut g e ar -5 percent
2. Pro b ab ility of rio t with ad eq uate ly trained and equipped police 3 percent
3. Provision of riot gear and training wo uld red uc e the pro bability
of riots, provide prop e r cro wd co ntrol, improve public relatio ns ,
and im pro ve servic e to c itizens.

$

Nonmonetary data
.

1. Construction co st
. . .—. .no. .sc rap value
.. )
(Use f ul lif e -4 0 ye.ars
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1. Peak crime (9 0 percent of all juvenile crime ) occurs between
the ho urs of 1 0 PM and 2 A M
2. Youth ce nte r wo uld be open between 8 PM and 1 AM, with an
es timated utilization rate o f 7 0 pe rce nt.
3. Youth center would provide recreation activities, decrease delinquency, and prom ote c itizens hip.

.. . ..

400,000

1. Estimated usage 2,00 0 c ars per day
2. Estimated s aving s -5 m ile s p e r c ar p e r d ay
3. Brid ge would imp rove traffic flo w, reduce accid ents , de crease f uel
consump tion and air pollutio n.
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The Financial Disclosure
Problem of Municipalities
We look forward to bringing our disclosure practices up to the full
standard recommended by authorities in the municipal accounting
field and the accounting field generally, and we are hopeful that we
can participate in the development of improved disclosure
practices.

By John H. Kempster
During the last few years the financial disclosure
practices of cities and towns has come to the forefront as a seriously important accounting subject.
There is a growing demand for independent auditing and legal certification of public expenditures.
However, because of the differences in state laws
and practices, it is very difficult to deal with this
problem on a nationwide basis. It is also difficult
to detail the degree to which municipalities are
following the principles established by the Municipal Finance Officers Association (MFOA) `,
One thing that must be done, in any case, is the
preparation of reports directed to taxpayers and
security investors. The information needs of taxpayers generally fall into the area of performance
and accountability. The information needs of investors concerns both the short -term borrowing
and long -term borrowing of municipalities,
A Typical Case
The problems faced by the City of Waltham,
Massachusetts, for which I work, have been of
both a short -term and a long -term nature. In the
summer of 1976, we issued a prospectus for a
large bond issue, and more recently we have sold
short -term tax anticipation notes. The bond prospectus required that the purchaser of the bonds
be furnished a legal opinion and certification by
the bank. An updated rating by one of the princiMANAGEMENT ACCOUNTING /JULY 1977

pal rating services was also available, but there
was no opinion from an independent auditor. (The
most recent audit of the city's accounts had been
by the state's Bureau of Accounts some four years
before the issuance of the bonds.) For the shortterm borrowing two choices of information disclosure were available. The first of these was a blanket opinion by the bond counseling firm. This required giving the counseling firm a copy of the
loan order and computations showing the borrowing limit of the city under state laws. Also, the
banks were given a copy of the city's annual financial report and a set of computations showing the
manner in which the most recent tax rate was determined. The other choice was to obtain a legal
opinion for each temporary borrowing, which
would require continuous provision of the same
information. Our bond counseling firm has recently issued a draft which will cover the firm's information requirements for short -term borrowing, either revenue anticipation or bond anticipation.
These may be outlined as follows:
Assessed valuations. Real property, personal
property, and equalized valuations for the past
three years
Year -end surplus ordeficit. Surplus revenue or
deficit for the past three years and free cash for
the same year- ends — Subject to certain adjustments, free cash is surplus revenue less uncollected and overdue property taxes for the year

J.H. KEMPSTER
is an Accountant with
the City of Waltham,
Mass. He holds a
B.S.B.A. degree from
the University of
Missouri and an M.B.A.
degree from the
University of Chicago.
He has also done post
graduate work at
Massachusetts
Institute of Technology.
Mr. Kempster is a
former Senior
Research Associate
with NAA and was the
principal author of NAA
Research Report No.
43. An Emeritus Life
Associate, affiliated
with the Boston
Chapter. Mr. Kempster
is also a member of the
SCMS.

This article was
submitted through the
Boston Chapter.

21

"A detailed
schedule of
future yearly
bond interest
and bond
principal
payments . . .
was furnished

just ended and prior fiscal years. Surplus revenue and free cash are calculated without regard
to any overlay deficit (from tax abatements in
excess of the overlay) or revenue deficit (from
nonproperty tax receipts being less than estimates), both of which are added to the next tax
levy.
3. Tax levy. A tabulation showing the manner in
which the current year's tax levy is calculated —The expenditures and receipts listed include estimates for the water department but
not electricity or gas.
4. Revenue anticipation notes. Information for
the three most recent years regarding the
amounts of revenue anticipation notes issued
and outstanding
5. Bond and grant anticipation notes. Information similar to that required under (4) above,
but for bond and grant anticipation notes
An additional suggestion by the bond counsel
refers to the need for additional information of
importance to investors such as substantial dependence on one or a few taxpayers, recent or current
revaluations programs, substantial delay in the issuance of current tax bills, expenditures significantly in excess of appropriations, or adverse local
economic developments.
The financial statements recommended by the
bank for the long -term bond issue prospectus corresponded roughly to the statements recommended in the AICPA Industry Audit Guide, although
there was also included the kind of general information suggested in the Coopers & Lybrand -University of Michigan study.' Omitted from the prospectus was information regarding separate funds,
except for a water (enterprise) statement, but it
did include a multi -year statement of "free cash"
as certified by the state director of accounts. These
qualifications tend to indicate differences in law
between Massachusetts and some other states. For
the same reason the statement did not show fixed
assets, depreciation, or an allocation of interest to
programs.
In specific terms, the prospectus included the
following information: '
A

LIST ING

OF

T HE

CITY

EXECUT IVE

OFFI-

These are the mayor, the auditor, the city
clerk, and the treasurer and collector. Only the
mayor is an elected officer.
CERS.

NOT ICE OF T HE BOND SALE. This included a description of the bond issues, including a statement
about tax exemption (actually four issues were involved), general instructions to bidders, and information regarding delivery of the bonds to purchasers.
PURPOSES OF T HE
22

FINANCING.

This included

general comments regarding the uses to which the
funds would be put. It included a brief discussion
ofthe school rehabilitation and addition program,
similar information regarding a water repair and
extension program, comments regarding the need
for court judgment bonds, and a general description of street resurfacing and sidewalk construction. (The latter being a small program relative to
the school and water programs.)
This
included the city's size and location; its principal
industry and commerce; the largest taxpayers and
employers (about 25); the educational activities in
the city (both public and private), including data
about school population; the city's recreational facilities and recreation program; the utilities of the
city (water, sewerage, drainage, and refuse collection along with the usual fire, police, and street
services); transportation facilities including highways and railroads and public transportations;
building permits issued for both residential and
non - residential purposes, including the estimated
dollar valuation (five years of data were presented); unemployment data for the city and state for
three years; the most recent census (1970) data for
medium family income; population for the city according to the 1950, 1960, and 1970 federal censuses. equalized valuations as determined by the
state tax commission for 1970, 1972 and 1974; assessed valuations for real estate and personal
property and motor vehicles for five years; the tax
rate and tax levy, and uncollected taxes for five
years; various debt ratios for the last four years
including the bonded debt per capita (exclusive of
water debt).
GENERAL INFORMAT ION ABOUT T HE C IT Y.

INDEBT EDNESS. Information about how the issuance of bonds can be authorized (a two - thirds vote
of the city council) and how temporary debt can
be authorized (a majority council vote in most
cases). Certain details were also given about debt
limits, exemptions from debt limits, and the need
for state approval in some cases. Schedules were
also given showing the school, water, and general
debt both before and after the issue for which the
prospectus was prepared. Similar information was
given about temporary borrowing either in anticipation ofrevenue or in anticipation of bond issues.
A detailed schedule of future yearly bond interest
and bond principal payments for each major category of debt was also furnished, including principal payments for the new issues. Also included
was the latest maturity date for existing issues
which is fiscal 1989, and for the new issues which
is fiscal 1990.

Of particular interest about
municipalities is the question of their share of debt
of the county and certain commissions such as the
OVERLAPPING DEBT
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are paid by a contributory system managed by the
state. Figures were given showing the city contribution to the system for the last five years. The
actual amount of pensions under this system were
about 52 percent of the sum of the city's contribution, the employee contributions, and the retirement fund income. The balance went to increase
the fund, which is kept separate from the regular
books of account. Information was also given
FINANCIAL_ STATEMENT. From an accounting
showing
retirement payments under a non -conpoint of view perhaps the most important disclosures were the financial statements. In our case we tributory system which is now outdated but existuse a modified accrual basis for the balance sheet, ed before the contributory system was started just
but in general we use a cash basis for revenues and after World War 1I. No estimate was given for
expenses. Our state does not require us to show either system of the amount of unfunded liability.
fixed assets or depreciation, nor does it require The assets of the contributory system were given
that we maintain separate funds to the degree rec- as of the end of the most recent calendar year.
ommended by the Municipal Finance Officers AsThe city did not, in this prospectus, meet all of
sociation. However, all of our bonds are serial is- the disclosure requirements set forth in the Musues so bond repayment (even though not general- nicipal Finance Officers book, GAAFR, nor did it
ly allocated to programs) tends to take the place meet all the requirements recommended in the
of depreciation. Our state also does not require Coopers & Lybrand- University of Michigan
audits by independent public accountants but does study. However, the city auditor's department
audit our accounts (somewhat infrequently I does publish an annual report each year. And, alwould say) by means of special audits conducted though, it does not show multiple year statements,
by the Bureau of Accounts. The specific state- nor as much substance as was disclosed in the
ments which were included in our prospectus are prospectus, it does show considerably more detail
as follows:
regarding receipts, disbursements, and encumbrances.
1. A two -year comparative balance sheet
Conclusion
2. A five -year statement of surplus revenue
3, A five -year statement of free cash
We are keeping close watch on the develop4. A five -year summary statement of receipts and ments in this whole area to see what kind of disdisbursements —This is a cash basis statement. closure becomes more generally recommended or
A footnote was given showing the encumbranc- required. We are planning to publish an annual
es at each fiscal year -end.
report which compares somewhat with the disclo5. A five -year summary statement of expenditures sure made for the prospectus and thus will be
and encumbrances compared with authoriza- more suitable than our annual report for selected
tions —The summary is essentially in terms of distribution to the public and to investors. In the
major programs.
meantime, we are subject to state laws and prac6. A five -year water statement — Although this is tices. We look forward to bringing our disclosure
not a fund statement, it is prepared essentially practices up to the full standard recommended by
on a fund basis. It too is quite summarized.
authorities in the municipal accounting field and
the accounting field generally, and we are hopeful
RETIREMENT SYSTEM. The city has a contributothat we can participate in the development of imry retirement system which is partially funded by proved disclosure practices.
❑
employee contributions. The municipality meets
' See Governmental AccountingiAuditing and Financial Reporting. GAAFR,
its share of the cost on a pay -as- you -go basis by Municipal
Finance Officers Association. Chicago, III., 1968.
' See Audits of State and Local Governmental Units, AICPA, 1974, and Finan•
paying the retirement system annually an amount cialDisclosure
Practices ofAmerican Cities, Coopers & Lybrand and the Paton
determined by the state division of insurance. The Accounting Center of the University of Michigan, Coopers & Lybrand, New
York, 1976.
retirement system covers substantially all city em- ' The specification and provision of this information was a joint effort of the
sponsoring bank, the bond counsel, and various departments of the City of Walployees except school teachers, whose pensions tham. particularly the departments under the city treasurer and city auditor.

metropolitan commissions for water, sewer, and
parks, and the Regional Transportation Authority. Amounts of this total debt at a recent date and
the estimated city share in such debt were shown.
The amount ofoverlapping debt has a bearing on
future assessments which these entities will make
upon the city.
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Financial Management
of a Public School District
Even though some profit- sector management practices may not be
applicable to the administration of public institutions, the principles
underlying them may well be.
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That public school districts in a number of states
are beset by serious financial strains is a matter of
both public record and nearly unanimous concern
in the affected areas. Beyond this basic statement
though, consensus is non - existent. Perceptions of
the underlying problems vary according to the
perspective of the commentator, so it is not surprising that the courses of action proposed are
many and varied.
Studies are Necessary
A significant number of influential private sector administrators express impatience with what
they perceive to be gross inefficiencies in financial
management practices in public school districts.
Given this diagnosis, logic leads to the conclusion
that improved administration of existing resources, rather than acquisition of additional resources, should be the focal point ofremedial policy and action.
Efficiency studies, preferably conducted by
administrators within local school districts,
represent a necessary and logical first step in accomplishing internal change. Furthermore, if efficiency studies are to have a favorable impact on
resource management, they must focus upon specific management problems. In view of the demonstrable benefits derived from modification of
cash management in the private sector, a major
school district was studied to ascertain whether
economies could be achieved by changes in cash
management.' As in the great majority of in-

stances, this particular efficiency study was formulated and conducted in the systems context. Thus,
high priority was accorded to examining the role
ofcash in the district's overall funds -flow system.
(Cash is, of course, only one component of the
district's funds flow system.) The overall system
may be visualized as a continuous process, as
shown in Exhibit 1. The system has no stopping
point and no starting point. Rather, every component of the system is seen to be dependent upon
each other, both individually and collectively.
Thus, each component possesses the capability to
upset the balance of the total system.
In addition to the absolute interdependence
among components of the funds -flow system, the
relative velocities of the flow among components
of the system must be considered. As might be
inferred from Exhibit 2, a slow -down or speed -up
of funds from any one component affects the entire system. For example, by rejecting a special
levy, the voters decrease the velocity of the system
by restricting the funds flow on the left sides of
both Exhibits I and 2, throwing the entire system
out of balance.'
Clearly, the flow of funds in a public school
district is enormously complex. Where choice exists, administrators, legislators, and interested
third parties should not take action to correct a
problem in one component of the system without
determining how such action would affect the
whole system.
Principles of Cash Receipts Management
In the American economy, the holding of cash
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Exhibit 1
TYPICAL GENERAL FUNDS -FLOW SYSTEM OF A SCHOOL DISTRICT

invariably must involve an opportunity cost, for
cash balances are idle balances. Clearly, as interest
rates increase, so does the opportunity cost associated with cash balances. The magnitude of this
opportunity cost can be minimized by investing
excess cash balances at a positive rate of interest
or, in the case of cash deficiencies, by speeding the
inflow of cash, thereby reducing borrowing to
meet cash commitments. In the context of public
school district management, this means minimizing the time that elapses between the collection of
taxes and other revenues by the county treasurer
and the crediting of such revenues to the district's
account.
Speeding -up cash inflows, which is the main
concern of this article, is, of course, of little importance unless the balances are put to maximum
productive use. This constitutes the second principle of effective cash receipts management. Compliance with it may be achieved either by taking
advantage of time discounts on purchases— thereby reducing costs —or by investing in short-term
instruments.
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Revenue Collection in School District 10
School district collection procedures vary according to the source and kind of revenue. Revenue obtained through a federal or state special
grant is handled differently from income provided
by regular K -12 (kindergarten through grade 12)
state apportionment, personal property taxation,
reimbursements, or income from other districts.
In the systems- concept approach, collection
procedures should be viewed in terms of the effect
exerted on the velocity of the funds -flow system.
That is, the velocity of funds entering the system
depends, to a large degree, on the efficiency of the
collection procedures.
In order to illustrate different collection procedures, it may be helpful to group all school district revenue into two categories: (1) reserved use
funds and (2) non - reserved use funds.
RESERVED USE FUNDS

Reserved use funds, as their names implies, are
earmarked for specific projects or programs. Al25
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Exhibit 2
INTERDEPENDANCE AMONG COMPONENTS
OF FUNDS -FLOW SYSTEM

Revenue sources
to school
districts

Taxes to
revenue sources

Gross disbursements by
school districts

Private and
commercial
sector income

though considered part of general fund income,
they are accounted for separately in a special fund
called the secretary's revolving fund. Reserved use
funds may be classified into two sub - groups: federal, state, and local special programs, and reimbursement income.
Federal, State, and Local Special Programs
School districts that qualify for these funds
must apply directly to the federal, state, or local
agency involved with the specific program. Special
accounts are set up to insure that these funds are
spent on the program for which they were obtained. Examples of reserved use special programs
accounts are:
Source
Account Title
Federal
Recreation support program
Federal
Indian Assistance Act
State
Headstart
State
Drug education
Local
Artists -in- the - schools consortium
Almost 100 percent of the federal funds received by the school district is in the form of special program or project revenue, whereas only 40
percent of total state funds, and very little local
funds are so earmarked.
Collection procedures for these specially earmarked funds are relatively simple. Revenue is received directly by the business manager of the
school district, who deposits these funds in a local
commercial bank. He then remits this amount to
the county treasurer who is responsible for maintaining funds for the school district. Fund balances are accounted for, and monitored by, the
business office of the local school district. The local school district also maintains the secretary's
26

revolving fund, which provides separate accounting for these specially earmarked funds. All revenue received is recorded in a book of original entry and posted to the appropriate accounts so that
information required for various reports is readily
available.
In terms of the funds -flow system, reserved -use
funds provide an important source of revenue input that is assimilated directly without delay into
the cash -flow stream. This is, however, a particularly fragile revenue source, since special grants,
programs, and projects tend to "dry up" in time.
Furthermore, each grant is closely evaluated by
the supporting agency, so total funds received
may fall far short of funds requested.
Reimbursement Income
Reimbursement income is received in the business office of the school district. Funds are deposited in the school district account at a local commercial bank, and then remitted by check to the
county treasurer, who credits the school district
general fund account. The school district also accounts for these funds by including them in the
secretary's revolving fund. Examples of reserved
use income accounts with respect to reimbursements, including the originating disbursement account for the school district, are:

Source
Federal
Local
Local

Account
title
School milk
reimbursement
RefundsTV education
Food service
Sales

Disburse ment
account
Food service
Instruction
Food service

Revenue income obtained through local and
federal reimbursements are received in the school
district business office, deposited in the school district account at a local commercial bank, and remitted by check to the county treasurer. Again,
this income is recorded in a book of original entry
and posted to the appropriate income accounts.
Usually this is a frequent procedure because reimbursement income tends to be regular.
Reimbursements from federal and local sources
account for a small portion of total revenue in the
funds -flow system.' These funds do, however, enter the system rapidly, and provide financial relief,
especially in the form of food program assistance.
Reimbursement income provides a relatively stable form of inflow to the system since federal and
local sources are committed, in the long -run, to
providing financial restoration for food program
expenditures by local school districts.
NON- RESERVED USE FUNDS

The bulk of general fund income is received by
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the county treasurer on behalf of the school district in the form of non - reserved use revenue. The
general fund, in effect, is the major checking account of the school district, and the county treasurer acts as banker and fiduciary for both local
and intermediate school districts. Income that becomes part of the general fund cash balance, and
is not earmarked for special programs or projects,
is disbursed for wages and salaries, utility bills,
travel expenses, and so forth. Non - reserved income distributed to the general fund is received
from two major revenue sources: local taxes and
state apportionments.
Local Taxes
Local taxes, levied in the form of property taxes, provided approximately 34 percent of non -reserved use general fund income for the school district during the 1974 school year. Property tax
income collected by the county treasurer is apportioned to several tax entities, including school districts (which receive the major share), on the basis
of the current levy mill rate.
Since the county treasurer directs a complex
system for distributing this tax revenue to the local school districts, it may be helpful to view the
system on a step -by -step basis:
Step I
Tax statements are mailed to property owners
(February 15).
Step 2
Tax revenue received in county treasurer's office is
totaled (April 30 or October 31).
Step 3
School District 10's share of tax revenue is determined by county treasurer.
Step 4
County treasurer credits School District 10's
share of tax revenue to the district's general fund
account.
The most interesting, yet confusing, feature of
this system is the possible 30-day waiting period
between receipt of tax revenues and the actual distribution to the general funds of the school district. During this possible 30-day waiting period,
the county treasurer may invest these funds as he
wishes, with any investment income retained by
the county and distributed to its current expense
fund.'
Citing the total property tax collection figure
for school year 1974, the county treasurer had approximately $17.6 million available for investment
purposes throughout the year. But since school
districts must wait 30 days before property tax
receipts apportioned to them are credited to their
account, most of the income generated through
investment of these funds was retained in the
county's current expense fund —not in the school
district's general fund. Only after the property tax
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collections have been credited to the school district general fund may they be invested for the
school district's benefit, at the direction of the
school board.
In terms of the overall funds -flow system then,
property tax revenue provides about 34 percent of
total cash receipts. In terms of velocity, however,
property tax inflows are restricted from entering
the system for 30 days after receipt. In addition,
investment income is reduced through lost investment revenue that has been retained by the county. Again, this component is relatively fragile because of the volatile attitude of voters, who must
approve all levy requests.
State Funds
The general fund of District 10 received approximately $24 million in state financial support
for school year 1974. Approximately $13 million,
or 54 percent, was received in the form of non -reserved use K -12 apportionment. Each biennium,
the state legislature determines and appropriates
the amount allocated to school districts to finance
operational costs. The available funds are distributed to each district so as to guarantee equal revenue per "weighted" pupil enrollments.
In addition, school districts also receive a guaranteed minimum support dollar amount per
weighted pupil. This dollar guarantee depends
upon the state apportionment, and is specified by
the state superintendent.' The weighted pupil
guarantee is just what the name implies. It is not a
flat grant per pupil from the state. Rather, it is a
guarantee that at least the minimum support dollar amount per weighted pupil will be available
after a tax of uniform millage (sales and excise)
has been collected in each school district.
The county treasurer is responsible for physical
receipt of the regular K -12 apportionment, usually received on the 25th day of each month. This
apportionment is disbursed by the state treasurer
to the respective county treasurers in the form of a
warrant, which is immediately credited to the
school district general fund account.
State aid, received in the form of K -12 apportionments, provides a large amount of revenue to
the flow of the system. Moreover, these funds are
assimilated directly, without dealy, into the general fund. In addition, the flow of cash from state
government to local school district is a fairly stable and relatively unvarying source of revenue.

" . . . property
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A Significant Discrepancy
All revenue sources flow directly into the general fund account except local funds, which are in
the form of property taxes. It is only in the latter
case that current revenue collection procedures
are inconsistent with the primary principle of effective cash receipts management. But since local
funds derived from property taxes account for approximately one -third of total general fund re27
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efficiency
studies . . . "

"...
t wo

ceipts, and since the delay may range up to thirty
days, the discrepancy between principle and practice may be significant. During calendar year
1975, for example, the county treasurer collected
$18.3 million in property tax income for the general fund account of School District 10. If we had
assumed a lapse of 30 days between the time the
revenues were apportioned to the district and the
time they actually became available to the district,
and if we had also assumed an average annual
investment yield of six percent, then the annual
opportunity loss to the district was approximately
$90,000.1 Obviously, this estimate must be interpreted cautiously, for it is calculated on gross receipts budgeted for one calendar year, without adjustment for high and low collection procedures.
In addition, it assumes efficient investment efforts
and ignores transaction costs. Nevertheless, additional benefit might have been derived from improved cash receipts management.
Conclusion
The procedures involved in conducting efficiency studies are, of course, well known to many

managers in both public and private sectors. The
intent of this article is to reinforce, in two ways,
appreciation for efficiency studies in school district administration. First, even though some profit- sector management practices may not be applicable to the administration of public institutions,
the principles underlying them may well be. Second, there is a necessity to break down management problems into progressively more narrow research problems. Although the potential cost savings revealed by a comprehensive analysis of each
research problem may be small in relation to the
total costs of operating a school district, their
combined effect may be considerable.
❑
, Study of School District 10, Pierce County. State of Washington. The research
underlying this study was funded by an Anderson Fellowship for Public Policy
Research at Pacific Lutheran University.
' This is, in fact, what happened in the State of Washington. In attempting to rebalance the system, the state legislature proposed an altemativc revenue source,
apparently without realizing that, had the attempt been successful, another part
of the system, namely private and commercial sector income, would have been
affected. This could have reduced the tax base and thereby reduced the likelihood that the funds -flow system would be brought into balance.
' Total reimbursements from all federal and local sources for school year 1974
amounted to approximately $2.5 million. or less than five percent of total general
fund income.
' The legality of this procedure is set forth in RCW 84.56.230, which is contained in the Property Tax Code of the State of Washington.
' The support level for school year 1974 was 5386 per "weighted" pupil.
' Oppo rtunit y cost iday = (gross revenue — 365) X .06 and opportunity cost
per X number of days per year on which investment is lost = annual opportuni.
ty loss.

CAPITAL BUDGETING IN MUNICIPALITIES

a preference; that is, the required project yield for
the private sector should be revised downward.
The present value of these future benefits was then
determined, using the estimated cost of capital
and Committee preference recommendations.
The cost of capital was established by taking a
random sample of stocks and bonds listed by
Standard and Poors. This approach was also used
to determine an average weight to apply to the
public sector bonds. The result of the survey indicated an average firm would have 24.5 percent
bonds and 75.5 percent common stocks. Preferred
stock use was nil and therefore omitted from the
cost of capital calculation. With this approach the
private sector weighted average cost of capital was
10.78 percent.'
Since Baumol recommends that the public and
private sectors be compared on a before -tax yield
basis, the cost of capital was adjusted on the assumption of a 48- percent corporate tax rate. The
before -tax yield was calculated to be 20.72 percent. Since the results obtained were calculated
from numerous estimates and rounded figures, the
before -tax yield was arbitrarily rounded to 20 percent. Then, taking into account the time preference of future generations, the 20 percent was re-

28

vised downward for projects which are long lived.
Thus the Delphi Committee recommended that a
16 percent discount rate be used for projects
whose benefits extend beyond 20 years.
Conclusion
Despite the various problems involved in applying capital budgeting techniques in municipalities,
the results were superior to decisions made purely
on personal whim or as a reaction to personalities
or political power. Where projects such as the
Youth Center are accepted, the decision -maker
will have a much better concept of the situation
because of the benefit /cost analysis. Thus municipalities and other governments as well as government agencies should consider the adoption of this
process as a means of arriving not at optimal decisions but at improved decisions which may help
them to become more cost efficient.
❑
' A. James Boncss, Capital Budgeting: The Public and Private Sectors, Praeger
Publishers, New York, 1972, p. 87.
' William Baumol, "On the Social Rate of Discount," American Economic Review, September 1968, p. 792.
' Ibid., p. 792.
Ibid., p. 795.
lbid., p 795.
° Robert N. Anthony and Regina Herzlingcr. Management Control in Nonprofit
Organizations, Richard D. Irwin, Inc., Homewood, Ill.. 1975, p. 201.
' B. Marley - Clarke, "The Delphi Method and Urbanization," Long Range Planning. December 1974, p. 81.
' There are many ways that one might calculate a weighted cost of capital for the
private sector. Instead of using a sample, one might determine the percentage
bonds in every firm listed in Standard and Poors or some other rating service.
One might even determine the total dollar volume of bonds and stock outstanding on one of the major exchanges.
or

Continued from page 20
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The Auditor's Liability for Fraud
Although there is much disagreement among learned and
presumably honest men about the auditor's liability when he fails to
detect fraud, the evidence points to a social trend which holds that
the auditor is liable for such failure.

By Robert R. Giacoletti

An Overview of the Problem

The accounting profession continually points out,
in its literature, that the auditor is not responsible
for the detection of fraud. It appears to suggest
that the prevention or discovery of fraud is not the
purpose of an audit. This position is backed up by
Section 110.05 of the (Statement on Auditing
Standards) SAS No. 1, which says that the responsibility of the independent auditor to detect
fraud arises only when such failure clearly results
from a failure to comply with generally accepted
auditing standards. Naturally, the auditor is trying to limit his liability. However, the courts, the
press, and the layman probably consider the purpose of an audit to be the discovery of major
fraud. The law profession's literature, for example, takes a more detached, objective look at the
auditor's responsibilities, a long -range philosophical look rather than the brush fire view of the
accounting profession. Auditing, according to this
literature, cannot be simply what the accounting
profession says it is. The public is involved and
the needs and desires of the public have to be considered.
The accountant's exposure to liability has,
therefore, been growing to the point that whenever a public corporation is in trouble, its auditor is
also in trouble. This is because most of the public,
as well as many judges and businessmen, do not
accept the auditor's report as a representation of
his opinion, and only his opinion, on the fairness
of the financial statements.

From the early 1500s up to about 1940 the stated objective of auditing actually was the detection
of fraud through detailed verification.' Toward
the end of that period, around the turn of the century, "... there developed the necessity for making the audit one of selected tests of the accounts
rather than an endeavor to examine all of the
transactions ..." z However, this change in technique did not in itself change the primary audit
objective from the detection of fraud. It was not
until after the great depression that the confusion
about the objectives of the audit developed. Writers in the accounting literature were beginning to
discount the significance of fraud as an auditing
objective. There was a feeling that the auditor
could not and should not be primarily concerned
with the detection of fraud, and the detection of
fraud now became an incidental object of an
audit.' However, "Judges and juries composed
generally of laymen, not experts in the field of
accounting, are beginning to render decisions interpreting accounting principles as well as auditing procedures." ` And, the courts do not interpret the accountant's responsibilities in the same
way that accountants do. Also, the federal security laws of 1933 and 1934 have expanded the legal
hazards facing accountants and their impact has
not yet been fully realized. Things are changing;
they will eventually make a full circle and end up
where they began, and the auditor will again be
responsible for the discovery of fraud.

MANAGEMENT ACCOUNTING /JULY 1977

h

R.R. GIACOLETTI
is currently working
toward a Doctorate
degree in Accounting at
the University of
Kentucky. He holds a
B.S, degree from
Indiana University and
an M.S. degree from
Northern Illinois
University. Mr.
Giacoletti is a CPA and
a member of the
Wabash Valley
Chapter.

This article was
submitted through the
Wabash Valley
Chapter.

29

A Question of Responsibility versus Liability
The question to be answered in analyzing the
liabilities of auditors is as follows: "Does their liability flow from what they say they do or from
what the public, the courts, or the Securities and
Exchange Commission (SEC) thinks they door
should do ?" `
The present auditor's report does not make
clear what the auditor has done, nor does it indicate the responsibility the auditor is assuming
with respect to the financial statements. This failure contributes to the user's lack of understanding
of the auditor's report. Part of the problem is that
auditors are constrained by the current reporting
framework. They have two choices. They can take
exception or remain silent. Taking exception
based on judgmental evaluation might invite SEC
inquiry, foreclose the client's effort to raise capital, and result in a discharge of the auditor. Remaining silent creates an appearance of regularity
but invites potential liability. These constraints
necessitate an inquiry into the expectations of the
public, the courts, and the SEC.' The emphasis on
precision and certainty in the body of financial
statements, coupled with the delphic sounding
pronouncement of the auditor that the statements
"fairly present," creates public expectations that
result in auditor liabilities which are unduly large
because of the uncertainties involved.'
In 1944, the Supreme Court seemed to have an
awareness of accounting that is not yet understood by the public. In the Federal Power Commission
Hope Natural Gas Co., the Supreme
Court recognized that even a recording of current
transactions is not an exact science. The opinion
continued by pointing out that accounting used
symbols of certainty to express values that are actually in a state of flux. The fallacy of using accounting as a sole guide ought to be apparent.. The
statement from this Supreme Court opinion about
accounting concluded that "... our quest for certitude is so ardent that we pay an irrational reverence to a technique which uses symbols of certainty, even though experience again and again warns
us that they are delusive."
There are also differences of opinion among auditors, the public, the SEC, and the courts regarding the nature of audit function. Liabilities are being imposed on auditors because of the profession's inability to develop a clear definition of its
relationship to investors in a manner satisfactory
to the court. The accounting profession has also
been unable to establish effective authority for its
principles among its own members, as the failure
of the Accounting Principles Board indicates.
How, then, can the profession expect to establish
authority for its principles in court? The profession has also suffered from the absence of a power
base. The public accountant must act judicially
v.
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but he does not have the power to enforce his
ruling. Management's power far outweighs the accountant's; but the accountant is supposed to
judge management's statements. This makes it
rather difficult to find the balance between the auditor's responsibility and his liability.
There was a Requirement for Privity
For many years third parties were not successful in their suits against auditors for negligence.
This was based on the Ultramares case in 1936. In
that decision, Judge Cardozo said, "If liability for
negligence exists, a thoughtless slip or blunder,
the failure to detect a theft or forgery beneath the
cover of deceptive entries, may expose accountants to a liability in an indeterminate amount for
an indeterminate time to an indeterminate class.
The hazards of a business conducted on these
terms are so extreme as to enkindle doubt whether
a flaw may not exist in the implication of a duty
that exposes to these consequences ".' Under the
common law, there was a requirement for privity
of contract which involved the liability to third
parties for negligence. Privity is defined as private
or joint knowledge of a private matter, especially
cognizance implying concurrence. Judge Cardozo,
in Ultramares, felt that the legislature should be
the one to eliminate the requirement of privity of
contract in a recovery for negligence, although the
circle of liability encompassed persons who were
recipients of the defendant's representations as the
end aim of the transaction. The accountants in
Ultramares owed these duties: (1) not to misrepresent material facts intentionally to persons who
are the intended recipients of the information and
who act on it; and (2) not to misrepresent material
facts negligently to parties not in privity.'° However, at the time of the Ultramares decision, accounting was only beginning to become a public
role and had not attained its current public service
status. Thus, the Ultramares decision may be obsolete." Privity may no longer be required,
By 1965, the American Law Institute, in its
Second Restatement of the Law of Torts, was interpreting the law of negligent misrepresentation
by professionals to third parties more broadly.
The Restatement says in part that "... liability [of
a professional for negligence in supplying false information] is limited to loss suffered: (a) by the
person or one of the persons for whose benefit and
guidance he intends to supply the information, or
knows that the recipient intends to supply it; and
(b) through reliance upon it in a transaction
which he intends the information to influence, or
knows that the recipient so intends, or in a substantially similar transaction." 12 This seems to
confirm the trend toward responsibility for negligence to foreseen parties supplanting the limited
liability under Ultramares."
The BarChris case, in 1968, demonstrated that
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the defendant's burden in public securities offerings under Section 11 of the Securities Act of 1933
is as stringent as informed persons had long suspected. Section 11 does away with the requirement of privity of contract between investor and
auditor as a condition of recovery by the investor.
Instead of requiring the investor to prove negligence or fraud, Section 11 requires the auditor to
disprove the existence of at least one of these elements to avoid liability. Thus, it would seem that
accountants will have to give more emphasis to
the laws under which they operate instead ofsimply saying that auditors are not responsible for the
detection offraud.
A proposed solution to the liability problem, as
set out in the American Law Institute's Proposed
Federal Securities Code, limits the liability for
negligence to $100,000 per defendant. Thus, an
auditor who is held liable for the issue price under
Section 11 ofthe 1933 Act would be held liable to
a limit of $100,000 under the proposed revised
code. However, the $ 100,000 liability would be
ruinous to many defendants, although it would be
of no concern to the large firms." Arthur Andersen suggests that a better design for the liability
limitation would be to make the limitation a multiple of the audit fee for the engagement, or the
audit fee from the client during a particular period, or a multiple of all fees for a particular
period."
The Federal Securities Code that is being drafted is also attempting to tie down and codify the
developing law on civil liability. "Section 1404
will require the plaintiff to allege and prove scienter. Scienter is defined, inevitably in general language, to mean, in substance, either knowledge, or
'not giving a damn.' " 16 In order to impose some
limitations on today's utterly open -ended liability
of accountants, this code imposes a $100,000 liability limit per defendant for each filing unless the
plaintiff shows not simply scienter but actual
knowledge. The liability under this revision can be
summarized as follows:
1. Section I 1 liability will exist where the plaintiff
shows nothing except a misstatement and the
defendant has to show not only that he was
careful but also that he made a reasonable investigation.
2. Some liability will require the plaintiff to show
scienter in the sense of recklessness.
3. To pierce the $100,000 liability limit, there is a
requirement of actual knowledge.
General Areas of Legal Liability
An untrue statement of a material fact or an
omission of a material fact would make a financial
statement misleading under various provisions of
the federal securities statutes and regulations. The
solution to this problem is neither neat nor easy
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and is compounded because the general public,
the business community, and most importantly, "... The
the courts, have a basic misconception that acpresent high
counting is as simple and precise as arithmetic."
rate of inflation
In the Continental Vending Case of U.S. v. Simon,
the court decided that auditors may be guilty of creates another
criminal fraud for certifying financial statements legal liability for
that do not fairly present the financial position of auditors. "
the company even if reported in accordance with
generally accepted accounting principles. "In a
word, `present fairly' was a concept separate from
`generally accepted accounting principles' and the
latter did not necessarily result in the former." 11
Judge Friendly summarized the decision this
way: "...We do not think the jury was also required to accept the accountants' evaluation
whether a given fact was material to overall fair
presentation, at least not when the accountants'
testimony was not based on specific rules or prohibitions to which they could point, but only on the
need for the auditor to make an honest judgment
and their conclusion that nothing in the financial
statements themselves negated the conclusion that
an honest judgment had been made. Such evidence may be highly persuasive, but it is not conclusive, ..."19
A similar thought was expressed in the 1974
Herzfeld - Leventhol case. Even though the auditor
qualified his opinion as to the collectability of receivables, the auditor was held liable under rule
l0b -5 of the Securities Act. The decision included
this passage: "Our inquiry is properly focused not
on whether the auditor's report satisfies esoteric
accounting norms, comprehensible only to the initiate, but whether the report fairly presents the
true financial position of [the corporation]
to
... 20
the untutored eye of an ordinary investor."
These two opinions seem to indicate that the court
is going to interpret statements in terms of the
average man.
The advent of the present high rate of inflation
creates another legal liability for auditors. There is
a danger that the courts will consider disclosures
in the text accompanying financial statements to
be misleading if they do not point up the inadequacies of the historical- cost -based statements.
However, if the introduction of additional disclosure such as current value financial statements
causes readers to recognize that accounting is a
tool for use in evaluating an enterprise and not the
exercise of counting currency in a box, the liability of the accounting profession could be reduced."
Comparison with Medical Malpractice
Accountants have tried to obtain the same kind
of insulation for misleading financial statements
that doctors have for medical malpractice, where
the plaintiff has the dual requirements to show
nonconformity with a standard of conduct that is
the custom of the profession and to present expert
31
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testimony of nonconformity with such custom.
The accounting profession's argument is that for
purposes of determining whether published financial statements are materially misleading, a jury
should be bound by expert testimony that the
statements were prepared in accordance with
GAAP. However, the accounting case is more like
the specific area of "informed consent" within the
area of medical malpractice. Informed consent
deals with the question of whether a patient who
consents to a particular treatment has been adequately informed of the risks involved from the
treatment. Some courts hold that the adequacy of
the doctor's communication of the risk is a question for the lay jury and is not to be tested by the
doctor's customary disclosures. For most other
occupations the reasonableness of the defendant's
conduct under the circumstances are for the jury,
and expert testimony is admissible only to prove
custom. The jury may disregard custom as constituting an unreasonably low standard of conduct."
Accountants also seem to be seeking a solution
similar to the medical profession's in the area of
auditing as evidenced by a restatement of SAS No.
1, which says that the auditor is not responsible
for the detection offraud if he complied with generally accepted auditing standards. However, the
accounting profession has not reacted in the same
way as the medical profession. Doctors blamed
their malpractice problems on others, mostly the
lawyers. However, the medical malpractice experience might provide some guidance for the accounting profession before the liability problem
becomes as great as it is for the medical profession.
In the medical profession, screening panels
have been proposed as a modification of, or alternative to, the present litigation system. The establishment of review screening panels was originally
recommended by the 1969 comprehensive study
of malpractice legislation by the Subcommittee on
Executive Reorganization of the United States
Senate. An example of the panel approach is provided by a 1972 New Hampshire statute. Claims
against doctors, dentists, and lawyers are heard by
three - member panels consisting ofone state court
judge, one member ofthe public, and one member
of the profession against whom the claim was
filed. In another state, under the Indiana Medical
Malpractice Act of 1975, which is considered a
model by the medical profession, a condition precedent to the bringing of any malpractice action is
the requirement for the submission of the case to a
medical review board.
The Malpractice Act makes several significant
changes in the tort -based system of malpractice
compensation. The Indiana Act;
1. Limits the total amount ofa plaintiff's recovery
to a $500,000 maximum;
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2. Limits the liability of each health care provider
to $100,000;
3. Requires a plaintiff' to submit his claim to a
medical review panel prior to commencement
ofa court action; and
4. Provides that any member of a review panel
may be required to testify at the behest of either party.
The lessons from the medical malpractice experience are;
1. Only accountants are competent to testify as to
accounting standards and procedures.
2. Only lawyers are qualified to discuss liabilities
for fraud in terms of legal implications.
3. There have been proposals by the American
Law Institute to limit the liability of accountants to specified dollar amounts such as in the
medical malpractice under the Indiana law.
4. Whether accountants like it or not, there are
proposals for similar legislation for accountants; therefore accountants should participate
in the development of the legislation.
Conclusions
Although there is much disagreement among
learned and presumably honest men about the auditor's liability when he fails to detect fraud, the
evidence points to a social trend which holds that
the auditor is liable for such failure. However, accountants should not abandon hope simply because the fire may be cooling. They should promote national legislation which would help to decide the problem. It is possible that if they do not,
then legislation may be developed to hold the auditor strictly liable for failure to discover fraud.
Of course, a legislative solution may not be intellectually appealing because simple legislation
will not solve the basic accounting and auditing
problems that have resulted in the legal liability
crisis. How do you codify fairness? How do you
codify judgment?
❑
' R. Gene Brown. "Changing Audit Objectives and Techniques," Readings in
Auditing, South - Western Publishing Co., Cincinnati, Ohio, 1962, pp. 2 -3.
Ibid., p. 6.
Ibid., p. 8.
'❑H.B.❑Reiling❑and❑R.A.❑Taussig,❑"Recent❑Liability❑Cases❑—❑Implications❑for❑Accountants," Readings in Auditing. Op. Cit., p. 149.
' G.T. Chalmers, "Over - Accountable Accountants? A Proposal for Clarification
of the Legal Responsibilities Stemming from the Audit Function." William and
Mary Law Review, Fall 1974, p. 72.
` Ibid, p. 76.
Ibid, p. 87.
Ibid, p. 87.
James R. Gormley, "Accountants' Professional Liability❑—A❑Ten Year Review," Business Lawyer. July 1974, pp. 1206.7.
" T , J. Fiflis, "Current Problems of Accountants' Responsibilities to Third Parties." Symposium on Accounting and Federal Securities Laws, Vanderbilt Law
Review, January 1975, p. 117.
" Ibid., p. 107.
" Gormley, Op. Cit., p. 1208.
" Ibid., p. 1211.
" Fiflis, Op. Cit., pp. 112 -113.
" Ibid., p. It 3.
"Louis Lass, "Summary Remarks," Responsibilities and Liabilities of Lawyers
and Accountants. Business Lawyer, March 1975, p. 166.
" Douglas W. Hawes. "Truth in Financial Statements: an Introduction," Symposium on Accounting and Federal Securities Laws. Vanderbilt Law Review. Janu.
ary 1975, pp. 1-2.
" Ibid., p. 8.
Ibid., p. 8.
0
Ibid- p. 9.
„ Ibid., pp. 13.14.
" Fiflis, Op. Cit.. pp. 66.68.
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Reporting on Current
Replacement Costs
Once the mechanics of preparing CRC data is better understood,
an accelerated evolutionary process of developing financial
statements that portray economic reality in a period of volatile
prices can be anticipated.

By Wayne G. Bremser
As the current period of significant inflation endures, it is becoming evident to more accountants,
businessmen, investors, and other financial statement users that accounting disclosures designed
to reveal the effects of changing prices are essential. The inadequacies of conventional (historical cost- based) financial statements alone, in periods
of rapidly changing prices, can no longer be ignored. Recognizing these shortcomings, many decision- makers have resorted to making their own
adjustments to published financial data. The Financial Accounting Standards Board (FASB) has
proposed general price -level accounting (GPLA)
adjustments to the financial statement data as supplemental information; however, the Board has
suspended the requirement until its project for developing a conceptual framework for financial accounting is completed. The final outcome of the
FASB's deliberations on a conceptual framework
will no doubt be influenced by the lessons learned
from the SEC's action on the inflation accounting
problem.
The SEC, in ASR 190, has required that certain
registrants provide supplemental disclosures of
current replacement cost (CRC) measures of inventories, cost of sales, certain plant assets, depreciation, amortization, and depletion.' This requirement was limited to nonfinancial registrants
with inventories and gross plant aggregating more
than $ 100 million and which comprise more than
MANAGEMENT ACCOUNTING /JULY 1977

10 percent of their total assets. This will affect an
estimated 1,000 firms.
The SEC's idea is to require selected current
replacement cost data which would reflect some
effects of specific price changes on the reporting
entity. The FASB's proposal, on the other hand,
called for adjustments to historical cost statements using the gross national product (GNP) implicit price deflator, which would result in
amounts being stated in purchasing power units.
The most promising long -run solution seems to lie
in reporting some combination of CRC and current cash equivalents. The current cash equivalent
approximates selling prices of assets in the normal
course of business whereas CRC reflects prices at
which the firm can currently acquire its assets.
These could possibly be modified with some
GPLA adjustments.

W.G. BREMSER
is an Assistant
Professor of
Accounting at Villanova
University. He holds
B.S. and M.B.A.
degrees from Drexel
University and a Ph.D.
degree from the
University of
Pennsylvania. Dr.
Bremser is a member
of the Philadelphia
Chapter.

Feasibility
Since most practicing accountants are not very
familiar with the preparation of CRC measures,
an important consideration is the uncertainty of
its feasibility as an accounting method. Unfortunately, the feasibility of preparing CRC data has
not yet been clearly proven. However, there is every reason to believe that the CRC alternative is
as practical as the GPLA approach; many of the
steps in preparing CRC data are identical to
GPLA procedures.
The most onerous part of preparing GPLA
statements was in making a temporal analysis of

This article was
submitted through the
Philadelphia Chapter.
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"Advances in
computer
technology also
enhance the
feasibility of the
CRC
alternative.-
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plant assets so that GNP indexes could be applied
to historical costs according to the year of acquisition; the FASB even suggested that a quarterly
analysis may be necessary for some years. To obtain CRC data, the same temporal analysis must
be made for categories of assets so that specific
price indexes can be used to estimate CRC data.
Therefore, the main additional burden ofthe CRC
approach is obtaining the specific indexes. This
problem is not insurmountable. Indexes can be
calculated by the firm or be obtained from external sources such as the United States Bureau of
Labor Statistics, insurance companies, and appraisal companies. Once the CRC amounts for
plant assets are determined, depreciation can
readily be estimated. In most cases, it may be
done by taking the ratio ofaverage CRC to average historical cost for a plant asset category times
the historical cost depreciation expense, based on
the straight -line method. Other appraisal techniques would be used for unique assets and checking reasonableness.
Another consideration is that accountants are
already familiar with the statistical methods necessary to compute CRC data. One example is the
lower -of- cost -or- market rule. Another example,
due to recent dramatic price fluctuations and the
concern over inventory profits, is illustrated by
the fact that some companies have become involved in estimating the current replacement cost
of inventories and investments. Also, since the
purchase method of accounting for business combinations necessitates recording the acquired assets at fair values, some firms have obtained experience in working with CRC data for plant assets.
Accordingly, many auditing firms are now knowledgeable in the state of the art, and appraisal companies have aided firms in estimating replacement
costs with a great deal of confidence. Since estimates of CRC have proven to be adequate for
these reasons, the known methods should be adequate for the proposed reporting requirements.
In applying these methods on a large scale basis, though, some innovations will be necessary.
Statistical methods will have to be used for determining the indexes, or they may even have to be
used by some firms to estimate the temporal distribution of certain plant asset categories. Most
business firms today have the expertise to face
these problems, and accountants are prepared to
work with new statistical procedures. Professional
organizations, private firms, and universities stand
ready to develop continuing professional educational programs to educate accountants in the required methods.
Advances in computer technology also enhance
the feasibility ofthe CRC alternative. By utilizing
computer resources, preparing this data on an ongoing basis can be achieved at a reasonable cost.
Once the temporal analysis of the various initial

plant asset categories is completed and the specific
indexes are determined, a plant asset file can be
established and updated periodically with relative
ease. Time sharing and service business make the
computer available to all firms, and since so many
companies will be faced with the same basic problem, the development of appropriate software
packages can be anticipated. Some are already on
the market.
The seriousness of implementation problems
will vary among firms, since most firms will attempt to compute reasonable estimates at a minimum cost. The measurement error in reported
CRC data will also vary among firms; however,
this problem already exists in financial reports today.'
Usefulness of the Proposed Disclosures
The primary purpose of the CRC disclosures is
to provide more useful information for evaluating
investment opportunities in firms. The adopted
disclosures will hopefully enable better measures
ofmanagerial effectiveness and more accurate predictions of future managerial performance. Since
the decision models employed by the various
groups of investors have not been codified, the alternatives must be evaluated on the basis of past
experience and the current demands of user
groups.
Firms, to varying degrees, currently employ
CRC data on plant assets and other factors of production to evaluate their day -to -day operations
and to aid them in short- and long -run planning.
For example, current cost data is used in pricing
and product planning decisions. To determine
whether a product line should be retained, the
current cost and estimated future costs of replacing productive capacity must be considered. As
inflation has become a more significant variable to
be considered in the planning process, many firms
have modified their information systems, expanding the current replacement cost information being reported to decision - makers.
However, it is clear that most companies do use
CRC data and their decision - makers find it to be
very useful.' Decision - makers outside the firm
should also find it useful for evaluating performance. By having information on the firm's current
costs of doing business, a better projection on
long -term profitability and cash flow will be possible. Currently, investors seem to be relying on the
statement of changes of financial position for doing this. However, CRC data will enable better
projections of the cost of replacing productive capacity.
By providing information on the current costs
of doing business, the comparability of the reported net income among firms is enhanced. A simple
example will demonstrate this. Assume that Company A acquired certain metalworking machinery
MANAGEMENT ACCOUNTING /JULY 1977
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NAA Member (Chapter)

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, 1979,

Business Phone (

❑

(Account No.)
Nonmember (Additional information regarding the nonmember differential

❑

Please send me NAA membership information

will be mailed to you.)

Please register me for the following Courses:

CEP

C O N T I N U I N G
E D U C A T I O N
P R O G R A M

Date

Location

Fee

Z E R O - B A S E B U D G ET I N G
TI M E M A NA G E ME N T

MET H O DS F O R A C CO U NT A NT S
STRA TORS

I'LFMSOLVING

PR

A CC O UN T IN G F O R PL A NNI NG 6 C O NT RO L
O F NO T F O R PRO F IT O RG A N IZ A T IO NS

"

CO N T R O L O F T H E MA INT EN A N CE

DEV EL O P ING A ND US ING S T A NDA R D CO S T S

Full refunds will be made on cancellations
received earlier' than one week prior to
the start of the program.

F L E X I B L E B U DG E T I NG A ND PE RF O R MA NC E R EP O R T I NG
DI REC T CO S T ING A ND CO NT RIB UT IO N A CCO U NT ING

Registrations cancelled later than one
week prior to the start of the program are
subject to a cancellation charge of $50.
No refunds will be made on cancellations
received less than twenty -four hours
prior to the start of the program,

MANAGEMENT

A CCOU NTING FOR B A NK S
MA NA G EM ENT A C CO U NT IN G F O R HO S PIT A L S

NONPROFIT

GOVERNMENTS

MO DER N B u O G ET ING MET H O DS F O R L O CA L
AND
INS TIT UTI ONS
RET A IL F INA N CIA L CO N T RO L S Y S T EMS

MA N A G EM EN T A CC O U NT IN G F O R E X E CUT IV ES A ND
MA NA G E RS
L ONG

S T R A T EG IC
RANGE

Hotel Accommodations
NAA does not arrange hotel reservations.
However, the hotel at which your Course
is offered will hold a limited number of
rooms for registrants up to two weeks
before your meeting starts. Please contact the hotel directly for reservations.
To qualify for the participant's rate, you
must forward to the hotel the reservation
and rate card which you will receive with
your confirmation.

A ND A NA L Y S IS
PLANNING

Substitutions, Cancellations, Refunds
All registrations will be confirmed by the
Registrar in the order received. Registration will only be accepted up to one week
prior to the program date. You may substitute another individual for your registration up to the first morning session.

INF O RMA T IO N F O R PRIC ING PO L IC IES

AND
DECISIONS

ACCOUNTING

FINANCIAL

A S PECT S O F L O NG RA NG E PL A NNING

MA NA G ING B Y
OBJECTIVES

FO R TH E F INA NCI A L MA N A G E

O PE RA T IO NA L A UD IT ING

ECONOMIC

EV A L U A T I O N O F C A P I T A L E X P E N OI TU RES
EF F EC T I V E CA S H M A NA G E ME NT
IN V E N T O R Y MA NA G E ME NT A N D CO NT RO L
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A CC O UN T IN G F O R F O R EIG N O PER A T I O NS
PL E ME NT A RY A RE A S

-
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QUANTITATIVE TECHNIQUES
MA N A G E ME NT S C IEN CE F O R B UD G ET IN G A ND
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L IN EA R PR O G R A MM ING : A CC O UN T IN G A PPL ICA T IO NS
S T A T IS T ICA L S A MPL ING F O R
A UD ITO RS

A CC OUN TA N TS A ND

G EN ERA L D EV EL O P M E NT
MA RK ET IN G F U ND A M EN T A L S F O R T HE
MA NA G EM EN T A C CO UN T A N T
A ND RE PO RT W R IT I NG
COMMUNICATIONS

Continuing Education Course Recognition
The courses in NAA's Co ntinuing Education
Program meet the guidelines for continuing
education credit set by the American Institute
of CPA's and as established in states where
prequalification by contract is authorized.
NAA has qualified the courses at the rate of 8
hours credit per instruction day. The courses
qualify also at the same rate of credit for maintaining the Certificate in Management Accounting. NAA's Continuing Education Program has
been accredited by the Continuing Education
Council as a sound, up -to -date program staffed
by qualified educational personnel.

B EHA V I O RA L S CIENCE IMPL I CA T IO N S F O R
MA NA G E ME NT A CC O U NT IN G

I

Exhibit 1
COMPARISON OF REPORTED PROFIT OF TWO COMPANIES USING THREE
METHODS OF ACCOUNTING
Conventional
method

Amo unt

Factor

Amount

1.000
1 .2 0 3 (1 )

$1,250
1,203
47

1.000
1 .1 4 0 (3 )

$1,250
1,140
110

$1 ,2 50
1,0 48
20 2

1.000
1 .1 2 2 (2 )

$1.250
1,176
74

1.000
1 .0 8 8 (4 )

$1,250
1,1 40
110

$

$

$

Factor

$1,250
1,000
25 0

$

Com pany B
Profit be fore depreciation
Depreciation
Ne t prof it f rom o pe rations

CRC
method

$

Company A
Profit before deprec iation
Depreciation
Ne t prof it f rom o pe rations

GPLA
method

"The SEC
requirement
offers a
formidable
challenge to
management
accountants. "

Note:

=

=

1 7 8 .0 /1 4 8 .0 = 1 .2 0 3 (From GNP)
17 8 .0 /1 5 8 .9
1.122 (From GNP)
16 9 .8 /1 4 8 .9
1.1 40 •
16 9 .8 /1 5 6 .0
1 .0 8 8 '
=

(1 )
(2 )
(3 )
(4 )

For the CRC calculations the 1974 average metalworking machinery inde x of 16 9.8 was us ed because SEC release, ASR No. 190 state s that d epreciation expense s hould be based on the average replac ement cos t for the period.

for $10,000 at the beginning of 1973. A year later,
Company B acquired machinery with the same
productive capacity; but that the cost rose 4.8 percent to $10,480. To make the example simple, assume that both companies had 1974 sales which
came at the end of the year and provided net cash
flows of $1,250, after deducting direct manufacturing and operating costs. Depreciation on the
equipment (life of ten years) is the only other cost.
There are no inventories. The GNP indexes and
those for metalworking machinery at the end of
1972, 1973, and 1974 were as follows:

Year
1972
1973
1974

GNP
148.0
158.9
178.0

Metalworking
machinery
148.9
156.0
183.6

Exhibit 1 shows a comparison of net income
measures. The measures of net profit based upon
conventional accounting methods is considerably
higher than for GPLA and CRC. However, the
effect of specific price changes is not reflected by
the GPLA method because the operating profit is
different despite the fact that the economic effect
on 1974's operations was identical for both companies. This fact is only reflected by the availability of CRC data.
This simple example demonstrates the superiority of using CRC disclosures to report on the effect of changing costs to the firm. However, this
should only be viewed as an interim solution that
has shortcomings. Even if satisfactory price index
data can be developed by firms, the problem of
inaccurate estimates of useful lives and patterns of
decline in service potential persists. A solution to
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this problem might be the disclosure of the age of
a firm's assets by categories and budgeted capital
expenditures. This allows users to make better
projections of cash flows.
Conclusion
It is clear that requiring selected CRC disclosures is the best short -run solution to the problem
of reporting the effects of changing prices on the
firm. By providing information on the current
costs of doing business, a user's ability to make
comparisons among firms is enhanced. From a
statement user's point of view, then, making adjustments with an average index is not enough; the
effect of specific price changes must also be reflected.
The SEC requirement offers a formidable challenge to management accountants. The implementation period will uncover many problems that
must be resolved. The process will provide an opportunity for management accountants to translate their experiences into valuable inputs to the
decision- making process of the FASB. These policy- makers are faced with a unique opportunity to
develop a conceptual framework for financial accounting that will provide for more consistent and
meaningful financial information. We do not
know how many more chances there will be. Once
the mechanics of preparing CRC data is better
understood, an accelerated evolutionary process
of developing financial statements that portray
economic reality in a period of volatile prices can
be anticipated.
❑
' See Ettore Barbatich and Carl W. Hagclin. "Replacement Cost Estimating for
Financial Reporting," M A N AG E M ENT ACC O U NU NG . June 1976.
' The advisory committee appointed by the SEC will provide valuable guidance
by considering implementation questions.
' Since no survey has been taken. the actual extent of this activity is unknown.
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Credit by Exception: a
Cash Management Tool
The credit and collection department, through the use of computer
capabilities, can dramatically change its method of operation, and
more effectively perform its function as a caretaker of corporate
accounts receivable.

By Dominic A. Pillin
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B.A. degrees from
Youngstown State
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Chapter.
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Implementing a credit -by- exception system is a
logical and efficient means of using the computer
for accounts receivable control. Although there is
no substitute for human judgment, the computer
can be programmed to make decisions by producing "exception" reports. Guidelines are established based on information programmed through
the computer; and the computer, in turn, reports
only on those items that exceed the guidelines or,
more succinctly, "are the exception ". These reports, as far as this article is concerned, will involve (1) the order entry system, (2) the accounts
receivable system, and (3) credit and collections,'
Order Entry Exception Reports
Credit checking of orders is a continuous vital
function that controls the extension of credit to
trade accounts. This function also has an impact
on cash flow and the conditions under which accounts receivable age. It is usually a volume operation, and represents a significant operation cost
as well as a costly paperwork problem that deserves special attention. There appears to be general agreement that the use of an on -line order
entry system by the credit department could lead
to the establishment of automatic order approval.
AUTOMATIC ORDER APPROVAL

Automatic order approval usually resolves
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around monthly order entry limits. If a customer's
orders exceed the limit in any given month, the
computer will automatically print an "exceed"
message, thus focusing attention on a potential
trouble spot. Of course, this is not the ultimate
answer to all credit, collection, and accounts receivable problems. What the system does is merely isolate accounts on the basis of set credit limits.
It does not account for early or late shipments,
late customer payments, or a number of other situations where a credit limit is exceeded before action can be taken by the collection department.
Perhaps the most significant benefit of the system
is that it alerts credit and collection personnel to
potential trouble in the only phase of the order
cycle where preventive action can be taken. Other
exception programs and computer print -outs usually pinpoint problems after the damage has been
done.
INCREASED EFFICIENCY

In an exception program, attention of credit
and collection personnel is directed only to those
accounts on which the computer has printed "exceed" messages. The random searching through
all orders that go through the credit department is
thereby eliminated along with the time and effort
that usually accompanies such a search. Account
management now becomes a reality, and the talents of personnel can be more fully realized by
channeling them directly to the problems. By perMANAGEMENT ACCOUNTING /JULY 1977

mitting the computer to make all prescribed tests
and routinely to approve orders from firms that
are good credit risks, approximately 75 percent of
all orders can be processed without manual handling or research. Orders initially rejected by the
computer are brought to the personal attention of
the credit personnel for review and appropriate
disposition. This is truly management by exception: it enables credit and collection representatives to concentrate on problem accounts and do a
more effective job.
DECREASED PAPERWORK

Companies that. have installed automatic order
approval systems find that the handling of a majority of customers' orders by the credit department can be eliminated. In order to accomplish
this, the system segregates all accounts into the
following categories for processing:
1. Financially strong accounts whose orders will
all be automatically approved and will never be
referred to the credit department
2. Accounts with assigned dollar limits whose orders will be referred to the credit department
only when they exceed the limit
3. Financially weak accounts whose orders will
all be automatically referred to the credit department.
It has been found that copies of customer orders are no longer necessary in the first two categories. The third category is usually comprised of
marginal accounts, or those sold on secured terms
for which every order must be reviewed as it is
entered. These risk accounts can also be processed
so that the credit department is notified as each
order is entered. The other method would be simply to have the credit department receive a copy
of all orders on accounts which have not been assigned a limit.
In any event, the handling of orders is refined to
the point where efforts are put to the best use.
Such refining affects all phases of a credit and collection department, from senior personnel to the
file clerk. The savings that can be made are obvious, both in employee and processing time as well
as in the cost of the paper itself.
Accounts Receivable Exception Reports
The collection of accounts receivable has been
improved by the development of three basic exception reports: (1) Past -due lists, (2) Automatic
dunning, and (3) Over- credit limit reports:
PAST -DUE LISTS

Most companies maintain a past -due report to
aid in the collection of receivables. Certain refinements can, however, be made to improve the report.
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The past -due report is usually
printed twice a month. It shows all invoices past
due as of the 15th, and those past due at the end
of each month. There is no grace period built into
this report. Credit personnel solve this problem
simply by holding, when necessary, the individual
past -due notices seven to ten days before beginning collection procedures. This period covers the
time it takes for a customer to prepare and mail a
check, and for the seller to receive, apply, and
process it.
There is, however, a disadvantage in holding
the past -due notice over the grace period, because
many accounts are paid during this time, thus
making the printing and handling of those past due notices a costly and wasteful exercise. To
combat this waste, many firms allow a grace period (average is seven days) before they print their
past -due notices. In this way, when the credit department receives the notices, immediate action
can be taken without any further checking.
GRACE PERIOD.

"... the past due notice is a
collection
device, and
should be
designed as
such ... "

Some firms find it advantageous to print past -due lists on a weekly basis.-' In the steel industry most customers group
their invoices for discount or prompt payment on
the 10th and 25th of each month. Since the bulk
of payments are received near these dates, the
past -due printings are designed to consider this
point. More frequent print -outs would merely duplicate the effort.

FREQUENCY OF REPORTS.

AUTOMATIC DUNNING

Automatic dunning is a method by which the
computer automatically prints a dunning letter
showing all invoices that are past due by a specified number of days. The letter is sent directly to
customers, and has the advantages of speed and
the elimination of manual typing. The letters are
also an "exception report" notifying the credit
and collection department that a customer is past
due.
It should be kept in mind that the past -due notice is a collection device, and should be designed
as such, instead of as a statement submitted to a
customer for informational purposes. The experience of some companies indicates that the most
effective automatic dunning letter includes past due invoices and only those deductions that have
been specifically rejected and charged back to the
customer. Those deductions still under investigation should not appear until charged back, as they
may never appear if full credit is issued.
All credits should also be printed on the past due list, with the exception of those credits issued
to cancel out unresolved deductions. If the credit
only partially covers the deduction involved, then
both items should appear on the dunning letter,
since the balance will be considered a charge -back
to the customer.
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"...any
extension of
credit is
predicated on
the available
facts tempered
b y good
judgment. "

OVER - CREDIT LIMIT REPORT ON OPEN
ACCOUNTS

An over- credit limit report of the customer's
open account differs greatly from the "exceed" reports of the order entry system. That type of exception report revolves around a limit up to which
the computer may approve customer orders and
the "exceed" message that directs credit personnel
to a potential trouble spot. The over -limit exception report on the open account is essentially "after the fact" in that the damage has already been
done. But if it is designed properly, the open -account credit limit should give adequate opportunity for the credit and collection department to take
corrective action.
New Area of Credit and Collection Management
Whereas many firms have established credit
limits on either order entry or on open accounts,
few have established a system using both limits.
Most firms have not gone on -line with both order
entry and open accounts and, as a result, they do
not have the opportunity to consider a dual -limit
system.
OPEN - ACCOUNT LIMITS ARE NEEDED

There are several reasons why open- account
balances could exceed order -entry limits thus
making further controls necessary:
1. Keeping in mind the difficulty of scheduling in
some industry, a common occurrence would be
early or late shipments causing several
,'monthly limits" to be put in the billing period
2. Mailing and processing time of customer payments which would cause the 30 -day industry
terms to be exceeded in the normal course of
business
3. Late customer payments.
All of these actions occur after order entry has
been approved. Credit and collection department
notification must then necessarily come from an
"over- limit" report on open accounts.
SIZE OF OPEN - ACCOUNT LIMIT

The open- account limit should be designed to
reestablish control of accounts that have substantially exceeded the order -entry limit. The word
"substantially" is specifically used so as to emphasize that the limit should point to major problem
situations rather than insignificant overages or
those occurring because of some routine circumstance. An allowance for reasonable overages can

42

be established by setting the limit a specified percentage above the order -entry limit.
SETTING OPEN- ACCOUNT LIMITS

The use of open - account limits and their relationship to order -entry limits is a fairly new development in the field of accounts receivable management. Simply stated, two limits must be developed, each having significant impact on the other.
First to be determined is the amount of credit exposure to be given a customer at any given time
and, second, a determination of the amount of
material to be put in production for this customer
for shipment at a future date. The generally accepted practice is first to set a credit limit (open account limit), and then to consider that approximately twice this figure would make an acceptable
order -entry limit.
For example, if the customer has an open -item
limit of $10,000, then he should be entitled to an
item order -entry limit of $20,000. This means the
maximum exposure for the customer in question
would be $30,000. But this is simply a guideline:
always remember that any extension of credit is
predicated on the available facts tempered by
good judgment.
It must be realized that open- account limits are
not established as a collection device, but as a way
of signaling a possible problem and alerting management to be ready to take corrective action, if
necessary. Along with the "early warning" system
that order -entry limits provide, open- account limits permit management of customer accounts in a
way not previously possible.
Conclusion
The credit and collection department, through
the use of computer capabilities, can dramatically
change its method of operation, and more effectively perform its function as a caretaker of corporate accounts receivable. Perhaps the most important change will be the opportunity to establish a
"preventive" credit system; that is, one directed to
a potential trouble spot by exception reports, especially through automatic order entry. Heretofore
this was not possible without a massive clerical
staff to tabulate the necessary information. The
capacity of the computer has changed this situation and has given new direction to the credit and
collection operations.
❑
' The application of the credit by exception system in this article is based on the
author's experience in the fabricated steel products industry. The description.
however. has been made as broad as possible so as to fit a general audience.
' This method seems more appropriate when terms and traditional paying habits
dictate a different pattern of receivable turnover than that which is used in the
steel industry.
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Basic Elements of Risk
Management
The elements of risk management are not new, but have, through
the ages, evolved into a formal, systemized method of analysis, and
that is what the modern manager should understand.

By Frank McCafferty
Risk Management is the application of a logical
system of thought to handling the risk of loss to
physical assets, as well as protection against legal
liabilities, diminution ofincome, and disability or
death of key personnel. Actually, the elements of
risk management are not new, but have, through
the ages, gradually evolved into a formal, systemized method of analysis, and that is what the modern manager should understand. He should be
able to evaluate accidental or "pure" risks; risks
that produce a chance for loss, but no chance for
gain. This article will discuss, in a non - technical
way, how to identify exposure to risk and how to
handle this exposure by the application of risk
control and risk financing techniques.
What is Our Loss Exposure
Some loss exposures are easy to identify and
analyze; some are difficult. Start out by locating
possible exposures to loss and analyzing them one
exposure at a time. Attempt to establish the frequency of loss (how often), the severity of loss
(how much), and the extent to which our results
are credible (how predictable). The more frequent
losses, if not too severe, pose less of a problem
than the highly infrequent ones; they are generally
more predictable, and so can be budgeted as a
recurring business expense. The infrequent ones
pose a greater problem precisely because they are
less predictable.
Suppose we have a fleet of 100 vehicles, and are
MANAGEMENTACCOUNTING/JULY
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considering the exposure to loss caused by collision with other vehicles or objects. We review information for a past number of years, and determine how many accidents the fleet was involved in
on a yearly basis. What were the costs per accident? We take this information, apply modest statistical information to it and perhaps come up
with something like this: there is a 95 percent
probability we will have five accidents during the
coming year. Furthermore, there is a 95 percent
probability the average cost per accident will not
exceed $500.
In this case we have examined an exposure to
loss: where our vehicles are in collision with other
objects. We have looked at the frequency of the
accidents. We have examined the severity and
have arrived at a relative area of predictability for
both frequency and severity. Because our losses
are both predictable and relatively modest, they
can be budgeted as a routine business exposure.
Lets take another example. We have one building valued for replacement cost at $1,000,000. Say
we examine our exposure to loss of this building
by fire. We know we have had no such loss, so our
chance of predicting the probability or frequency
of a fire loss to this one building is rather slim. We
can obviously predict that if a fire does occur, our
maximum possible loss to the building will be
$1,000,000. Other data, however, might permit us
to determine that maximum probable loss would
be $500,000. Here again, we have examined our
exposure to loss —that of fire to the building. We
have examined frequency and found it to be zero.
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"All contracts
generally
contain devices
for shifting risk

We have examined severity and arrived at a maximum exposure of $1,000,000. If we are talking
about anything but the largest businesses, this loss
could not be easily budgeted.
Risk Control Techniques
After we have determined our exposure to loss,
our next step is to establish a technique by which
we will handle risk. There are two broad techniques: risk control and risk financing. The risk
control techniques are designed to minimize, at
the least possible cost, the losses that strike a firm.
They are:
1.
2.
3.
4.
5.

Avoid the risk.
Prevent the loss
Reduce the loss once it takes place.
Combine exposures to loss
Transfer the risk of loss through some means
other than insurance.

AVOID THE RISK.

The classic example in risk avoidance is that of
a building and exposure to loss from flood. We
can obviously avoid the exposure to loss from
flood by not erecting a building in a known flood
plain. Or we can avoid the risk of loss by expropriation by not placing assets in countries where
there is political unstability. Or we can avoid the
risk of liability from a dangerous product line by
eliminating that line. As a practical matter, avoidance is generally one of the more difficult approaches because there are almost always other
considerations.
PREVENT THE LOSS

Prevention is just what the word implies: prevent the accident from happening in the first
place. Prevention in Workmen's Compensation
might come from a formal safety program or from
installation of guards on machinery to make it impossible for hands or feet to enter critical parts of
a machine. It might include the mandatory wearing of safety apparel such as glasses, shoes,
aprons, shin guards, and the like.
REDUCE THE LOSS

Reducing the impact of a loss —again using
Workmen's Compensation as an example —might
come from having properly trained and experienced first aid personnel on hand, or establishing
plans for an ambulance or a doctor in the event an
accident occurs. Once the accident or loss has taken place, the desired result is to hold down the
loss, prevent further damage or loss, and reduce
the ultimate financial cost.
COMBINE EXPOSURES TO LOSS

This risk control technique combines exposure
units. The whole idea here is either to increase the
44

predictability of losses or to reduce the cost of
handling them. It can increase the predictability
of both frequency and severity.
One approach is that of treating entities such as
automobiles, buildings, and employees as independent units. For example, suppose we have a number of divisions each handling its own automobile
physical damage exposures. By combining all, and
using historical data, a possibility exists that credible predictions can be made as to claims frequency.
Another approach is that of diversification. In
this approach, we would separate a given exposure into two or more distinct units so that the
likelihood of both units being damaged from the
same occurrence is reduced. This will reduce the
severity of a potential loss. For example, we
would use two warehouses instead of one. Obviously, there are other business considerations
which will have a bearing on this concept. The
idea, however, is sound, and should not be overlooked.
TRANSFER RISK OF LOSS

Transferring the risk of loss through means other than the insurance mechanism is an area familiar to all of us, and can take place in a number of
ways. In a lease, for example, either party, lessor
or lessee, will transfer responsibility to the other
party for a number of items: Who is to carry fire
insurance? Liability insurance? Boiler insurance?
Who is to be responsible for property damage or
bodily injury arising from accidents on the premises?
All contracts generally contain devices for shifting risk back and forth between the parties. Although there are those who recommend that each
party be responsible for its own acts, there continues to be a constant attempt to shift the burden of
responsibility between the contracting parties.
Risk Financing Techniques
The risk financing techniques are designed to
obtain funds at the least possible cost to restore
losses that strike a firm. Basically, these involve
all forms of risk retention, such as formal establishment of funds, nonfunding (pay as you go), or
reserving for liability. They can also involve borrowing to restore losses and, finally, insurance.
There are three risk financing techniques:
1. Self- insure
2. Borrow
3.Insure
SELF INSURE

Supposing we chose to self - insure; that is to say,
not insure. What are our choices? At one time we
could accumulate reserves over a period of years
to handle the less frequent, but more serious, lossMANAGEMENT ACCOUNTING /JULY 1977

as

es. To an extent this has been eliminated as a technique by last year's changes in the Financial Accounting Standards Board's rules on reserving for
contingencies.' Now it is necessary for the loss to
have taken place before reserves are established.
Even so, there is still wide latitude for using rea technique. Obviously, those losses
serving
that are predictable and non catastrophic can still
be paid as routine expenses.
BORROW

The use of borrowing, based on the firm's credit
standing, is another financing technique. This can
be accomplished through prearranged lines of
credit or by arranging for a loan after the loss.
This latter technique could be dangerous (waiting
till after a loss) since, if the loss is severe, the
firm's future earning power may be reduced and,
along with it, its credit standing.
INSURE

Finally, when all other avenues have been explored, we arrive at insurance, or the transfer of
risk to a professional risk bearer. Regardless of the
various methods of self - insurance or non- insurance selected, we will arrive, in many instances, at
an area where insurance must be resorted to, no
matter how large the firm.
Proper use of these techniques will generally
combine one or more risk control techniques with
a financing technique. For instance, in the case of
Workmen's Compensation we might use a number of items from prevention; the safety program,
the glasses, the guards, and so on. We might also
establish reduction items such as the first aid personnel on hand or emergency ambulance service.
Regardless of the control techniques put into effect, a financing technique is still required. Again,
should we insure or self - insure. These alternatives,
in turn, would also be subdivided. Self- insure: do
we handle "in- house" or do we hire outside help?
Do we set funds aside or do we treat loss payments as a current expense? Or, if insurance is
selected, we still have choices. Do we use a guaranteed cost plan, or do we use a retrospective rating plan?
Applying the Techniques
Up to this point, we have explored the risk
management process and briefly reviewed the risk
control and risk financing techniques. We have
carefully chosen to avoid confusion by not going
into detail in the area of statistical probabilities or
capital budgeting techniques. Remember, many of
the techniques have been with us all the time, the
only thing that has changed is that they have now
been formalized as a part of the overall approach
to examination and treatment of pure risk. By
now it should be apparent that it isn't necessary to
be big to use the risk management approach. If we
MANAGEMENT ACCOUNTING /JULY 1977

consider the elements thoroughly and in an orderly manner, we can recognize many applications
where these techniques can be used, and used to
advantage, by small firms.
Let's take the two examples we used earlier —
the fleet and the building —and see how the various techniques can be applied.
How can we avoid risk of collision loss to our
vehicles? Well, we could take them off the road,
but this doesn't solve any problems. How about
leasing the vehicles from someone else and letting
him worry about the loss caused by collision? This
could be a solution to avoiding risk, especially if
he can handle it at a lower cost than we can. What
other possibilities can we consider in attempting
to avoid risk? How about employees using their
own vehicles? Just pay them mileage.
In the building example, the same analysis can
be made. The exposure is loss by fire. To avoid
this risk we might decide not to own the building.
Let someone else own it, and we'll lease it. Again,
this doesn't necessarily solve our problems, but it
is another consideration.
The second technique — prevent the loss. With
the fleet how can we attempt to prevent collision
losses? How about training programs for employee drivers? How about restricting use to employees only, forbidding even family use? Or with the
building: how can we help prevent loss to the
building. There is consideration of location. If it is
to be built, will it be adjacent to a dynamite factory or a woodworking factory? Will it be brick or
frame, fire resistant or semi -fire resistant? If it is
already in existence, what's the condition of the
wiring? How can it best be maintained?
Reduction of loss with the fleet: if a vehicle is in
an accident, what will influence the damage to the
vehicle and hence the cost? The size of the vehicle
makes a difference because it directly influences
loss.
In our building example, do we have, or are we
providing for, pre- arranged catastrophe plans,
sprinklers, trained fire brigade on the premises,
and proper functioning fire equipment.
The next control technique is combining exposure units. This is somewhat difficult to apply to
our fleet, but if we have a number of small units —
each taking care of its own insurance —how about
combining them into one large group? The larger
the number of units we involve, the more easier it
will be to predict our losses. In the case of fire
loss, we may not be able to apply this technique in
a specific way.
Our last control technique — transferring the
risk through other than insurance— applies to the
fleet by a lease arrangement whereby the lessor
takes care of the risk. In the case of our building,
it is difficult to transfer the risk of through non -insurance subcontract, unless of course, we rent it
Continued on page 56

"... it isn't
necessary to be
big to use the
risk
management
approach. "
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Can I Save Taxes by
Incorporating My Practice?
Since the amount of social security taxes, relative to the retirement
contribution, is generally many times larger from his employees than
for the professional, the effect of this "integration" with social
security contributions is to allow a much larger portion of all
contributions to be set aside for the professional.

By Stanley W. Gott
Doctors, lawyers, engineers, accountants and other professionals have been deluged with information praising the tax savings available to them if
they would simply incorporate their practices and
adopt qualified retirement plans. However, the
purveyors of these corporate plans seldom adeS.W. GOTT
quately discuss either their total cost or the non is a Manager with
Haskins & Sells in San corporate plans available. Although incorporation
Diego, Calif. He is a may be the best answer, that decision should not
CPA and holds a B.B.A.
degree from Central be made hastily. Except for the highly compensatWashington State ed professional, the potential tax savings from the
College. Mr. Gott is a fringe benefits, other than retirement plans, when
member of the San
Diego Chapter. compared with the real costs of such benefits and
the additional costs of an incorporated practice,
may make incorporation unattractive.
This article was
The Employee Retirement Income Security Act
submitted through the
San Diego Chapter. of 1974 significantly increased allowable contributions to partnership retirement plans while limiting benefits formerly available under corporate
pension and profit - sharing plans. However, in
many instances, it is still possible to accumulate
larger benefits under corporate retirement plans
because the professional is permitted to make
larger contributions. In order that he may make a
preliminary review of whether he is likely to benefit from incorporating his practice, this article will
attempt to provide the professional with a simplified overview of the federal income tax benefits
from incorporation, and the associated costs. Of
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necessity, this presentation is limited to federal income tax considerations.' State, city, and local
business taxes as well as other operating problems
must also be considered together with the federal
tax effects before an informed decision can be
reached on whether or not to incorporate. That
decision should be arrived at by the professional
only after consulting with his attorney, accountant, and retirement -plan advisor.
Partnership Retirement Plans
Self- employed professionals have been struggling for years to gain retirement benefits equal in
status to those available for corporate plans. The
first major breakthrough came in 1962 with the
passage of the Self- employed Individuals Retirement Act, familiarly known as the Keogh Act.
Unfortunately the Keogh Act benefits fell far
short of those sought. The 1974 Act has, however,
considerably narrowed the retirement - benefit gap
between Keogh and corporate plans. Consequently, professionals now considering incorporation
should examine more closely the benefits and limitations of Keogh plans_ With few exceptions,
Keogh -plan rules apply equally to proprietorships
and partnerships. For convenience this article refers only to partnerships.
The professional has a choice of two types of
retirement plans for his partnership. In the first
type, known as a "defined contribution" retirement plan, the professional's annual contribution
MANAGEMENT ACCOUNTING /JULY 1977

Exhibit 1
ANNUAL CONTRIBUTIONS AND LIFETIME ANNUITY UNDER A DEFINED
CONTRIBUTION KEOGH PLAN

"The accrual
rate is for a
basic benefit

Annual'
income

Entry
age

Annual
co ntribution

Accumulated
am ount

Annual'
annuity

$30 ,0 00

35
45
55

$4 ,5 00
4,5 00
4,5 00

$3 55 ,7 62
165,535
59,314

$38,733
18,023
6,4 58

$40 ,0 00

35
45
55

$6 ,0 00
6,0 00
6,0 00

$4 74 ,3 49
220 ,7 14
79 .0 85

$51,644
24,030
8,61 0

$50 ,0 00

35
45
55

$7,500
7,5 00
7,5 00

$59 2.9 36
275 ,8 92
98 ,8 56

$64 ,5 56
30 ,0 38
10,763

1. Be fo re se tting aside re tirem ent c ontrib ution.
2. The p ro je c tio n o f the annual life time annuity, be ginning with re tire me nt at age 6 5, as sume s that the annual c on.
tributio ns will co m po und at the rate o f s ix p erc e nt pe r ye ar until p aid .

Exhibit 2

ANNUAL CONTRIBUTIONS AND LIFETIME ANNUITY UNDER A DEFINED
BENEFIT KEOGH PLAN
Entry
age
35
45
55

Annual
co ntribution

Accumulated
am o unt

Annual'
annuity

$3,485
5,3 93
5,223

$27 5,5 47
198,394
68,887

$30 ,0 00
21,600
7.5 00

$4 0,00 0

35
45
55

$4,647
7,1 90
6,9 68

$36 7,3 96
264,525
91 ,8 49

$40,000
28,800
10,000

$50 ,0 00

35
45
55

$5,809
8,9 89
8,71 0

$45 9,2 45
330 ,6 56
114 ,8 11

$50,000
36,000
12,500

Annual'
income
$30 ,0 00

1. Be fo re se tting aside re tirem ent c ontrib ution.
2. The p ro je c tio n of the annual lif e tim e annuity, be ginning with retirem e nt at ag e 65 , as sume s that the annual c ontributio ns will co m po und at the rate o f s ix p erc e nt pe r ye ar until p aid .

to the plan is based, subject to certain limitations,
on the income from his practice. Under the second type of plan, known as a "defined benefit"
retirement plan, the professional, regardless of the
profitability of his practice, contributes annually a
predetermined amount designed to accumulate a
certain level of annual benefits at normal retirement age.
DEFINED CONTRIBUTION KEOGH PLANS

Under the defined contribution Keogh plan the
professional's contribution is limited each year to
the lesser of $7,500 or 15 percent of his "earned"
income. Further, only the first $100,000 of earned
income may be taken into account. Therefore, a
7' /z percent contribution rate will provide the professional with his $7,500 maximum contribution
at $100,000 of earned income. Even if the professional has little income from his practice for a
given year, he may be permitted to make a nominal contribution equal to his earnings or $750,
whichever is less. Exhibit I illustrates, for several
levels of income, the amounts that could be accumulated at retirement age 65 in a defined contriMANAGEMENT ACCOUNTING /JULY 1977

bution Keogh plan with entry into the plan at age
35, 45, or 55.
DEFINED BENEFIT KEOGH PLANS

For tax years beginning after 1975, professionals may choose to adopt a defined benefit Keogh
plan with its mandatory annual contributions. In
a defined benefit plan, the 15 percent of earned
income and $7,500 limitations on annual contributions are translated into limitations on benefits.
This is accomplished by establishing an annual
level of contribution (accrual rate), based on the
professional's age and income, needed to fund the
desired annual retirement benefit. The accrual
rate is for a basic benefit which must be reduced
for death or other ancillary benefits. Exhibit 2
shows, for several levels of income, the maximum
annual lifetime annuity at retirement age 65 permitted to be accumulated through participation in
a defined benefit Keogh plan with entry into the
plan at age 35, 45, or 55.
A defined benefit Keogh plan generally has the
same maximum limits on annual benefits as those
for a corporate defined benefit plan. First, the an47

Exhibit 3
ANNUAL CONTRIBUTIONS AND LIFETIME ANNUITY BASED ON
CONTRIBUTING 25 PERCENT OF SALARY TO A DEFINED
CONTRIBUTION MONEY PURCHASE PENSION PLAN
Annual
co ntribution

Accumulated
am o unt

$10 ,0 00
10 ,0 00
10,000

$60 ,0 00

35
45
55

$12,000
12,000
12,000

$70,000

35
45
55

$14 ,0 00
14,000
14,000

632,465
294 ,2 85
105 ,4 46
790 ,5 82
36 7,85 6
131,808

$
$

35
45
55

474 ,3 49
220 ,7 14
79,085

Annual'
annuity

$

$50 ,0 00

8.0 00
8,00 0
8,0 00

$

35
45
55

$

$40 ,0 00

$

6.0 00
6,0 00
6,0 00

51,644
24,030
8,6 10
68,859
32,040
11,480
86,074
40,050
14 ,3 51

94 8,69 8
441 ,4 27
158,170

$1 03 ,2 88
48,060
17 ,2 21

$1,10 6.8 15
514,998
184 ,5 31

$12 0,5 03
56,070
20 ,0 91

$

$3 0,00 0

Entry
age
35
45
55

$

A nnual
income

$

"Corporate
retirement plans
provide several
significant
advantages . . . "

1. Bef ore se tting aside re tire m ent c ontrib ution.
2. The pro je ctio n o f the annual life tim e annuity, be ginning with retirem ent at ag e 65 , as sume s that the annual co ntributio ns will c o mp o und at the rate of six p e rc e nt p er ye ar until p aid .

nual annuity cannot exceed the professional's average earned income for his three consecutive
highest earning years. Second, for the highly compensated professional, the annual annuity cannot
exceed $75,000 (subject to annual adjustment for
increases in cost of living).
The defined benefit plan is usually more advantageous for those professionals past age 40 because
the professional may be permitted to contribute
annually to his Keogh plan and deduct more than
the $7,500 or 15 percent of earned income limitation. This results because the annual contribution
to the plan is based on the benefits to be received
at retirement. On the other hand, those professionals past age 40 may prefer to establish a corporate retirement plan, rather than a defined benefit Keogh plan, because larger retirement benefits
may be accrued. This occurs because Keogh -plan
benefits are significantly reduced as entry age into
the plan increases.
Corporate Retirement Plans
Corporate retirement plans provide several significant advantages over partnership Keogh plans.
First, the tax - deductible annual contribution may
be much larger under certain types of corporate
plans. Second, the cost of including the professional's employees in the plan may be less in a
corporate plan than in a Keogh plan. (For example, in computing the amount of the annual contributions for employees under corporate plans,
the professional is permitted to take into account
the social security taxes paid on behalf of his employees.) Third, corporate retirement plans are
48

generally more flexible regarding distributions
from the plan. Distributions from corporate plans
are permitted without a penalty tax under certain
circumstances, such as termination of the plan or
termination of employment, while Keogh -plan
rules generally impose a penalty tax on distributions prior to age 59/.
DEFINED CONTRIBUTION CORPORATE PLANS

The limitations on annual deductions for contributions to corporate defined contribution profit sharing plans generally appear to be similar to
those for partnership defined contribution Keogh
plans. For annual salaries up to the $50,000 level,
the allowable 15 percent contribution and the resulting accumulated benefits would approximate
those shown in Exhibit 1 for a defined contribution Keogh plan. However, for corporate plans
the 15 percent contribution rate also applies to
salaries in excess of $50,000, subject to certain
limitations.
Under a corporate defined contribution plan,
the rules actually permit contributions and deductions in excess of 15 percent of salaries. The maximum amount that may be added to a professional's account in any one year is limited to the lesser
of $25,000 (subject to annual adjustment for increases in cost of living) or 25 percent of the professional's salary for the year. In order that this
maximum contribution be currently deductible to
the corporation, the corporation must adopt either a "defined contribution money - purchase pension plan" or such a plan in combination with a
profit- sharing plan. Exhibit 3 lists, for several levMANAGEMENT ACCOUNTING /JULY 1977

"But this
apparent saving

Exhibit 4
ANNUAL CONTRIBUTIONS AND LIFETIME ANNUITY UNDER A DEFINED
BENEFIT CORPORATE PLAN

$30,000

Entry
age
35
45
55

Accumulated
am o unt

A nn ual
annuity

3,1 23
5,9 94
12,320

$24 6,8 99
220,493
162,387

$26,877
24 ,0 06
17,680

4,163
7,9 92
16,427

$32 9,1 19
293 ,9 90
216 ,5 21

$35,837
32,008
23 .5 73

5,204
9,99 0
20,533

$41 1,4 19
36 7,48 8
270 ,6 41

$44,796
40,010
29,467

Annual
co ntribution
$

Annual
income

... will

35
45
55

$50 ,0 00

35
45
55

$60,000

35
45
55

$ 6,245
11,988
24,640

$493 ,718
440,985
324,775

$53,755
48,012
35 ,3 60

$70.000

35
45
55

$ 7,2 86
13,986
28,746

$57 6,0 18
514,483
378 ,8 92

$62,714
56,014
41 ,2 51

$

$

$40 ,0 00

probably have
little appeal

1. Bef ore se tting aside re tire me nt c o ntribution.
2. The p ro jec tio n o f the annual life tim e annuity, be ginning with re tire me nt at age 6 5, as sume s that the annual c ontributio ns will co m po und at the rate o f s ix p erc e nt pe r ye ar until p aid .

els of income, the maximum amounts that could
be accumulated at retirement age 65 in a defined
contribution money - purchase pension plan with
entry into the plan at age 35, 45, or 55.
DEFINED BENEFIT CORPORATE PLANS
The highest annual retirement payment (benefit) that can be distributed to a professional from a
defined benefit corporate plan is equal to the lesser
of a $75,000 straight life annuity (subject to annual adjustment for increases in cost of living) or 100
percent of the professional's average three highest
consecutive years' compensation, provided that
the professional has been an active participant in
the plan for at least 10 years. As previously discussed, these limitations likewise apply to defined
benefit Keogh plans. However, for a professional
entering a retirement plan after age 40 the amount
of his annual benefit permitted to be accumulated
under a defined benefit corporate plan is greater
than the amount permitted to be accumulated under a defined benefit Keogh plan. Exhibit 4 shows,
for several levels of income, the annual contributions required in order to accumulate at retirement. age 65 the maximum allowable benefit in a
defined benefit corporate plan with entry into the
plan at age 35, 45, or 55.
Cost of Including Employees
In every retirement plan, whether it be a corporate or a partnership Keogh plan, the professional
should consider the cost to him including his covered employees under the plan. Although at first
glance the accumulated tax - sheltered retirement
benefits for the professional are highly appealing,
the professional should compare his tax savings
MANAGEMENT ACCOUNTING /JULY 1977

from adopting a retirement plan with the total
cost to him of also funding the required inclusion
of his employees in the plan. This cost frequently
receives scant attention when the tax - shelter benefits of a retirement plan are being touted.
PARTNERSHIP KEOGH RETIREMENT PLANS
In order for the plan to qualify for favorable tax
treatment, the plan, by its terms, must include
benefits for every employee having three years or
more of service with the professional. The contribution rate for employees is generally required to
be the same as the rate of contribution for the
professional. For example, in a defined contribution Keogh plan, if a professional sets aside 15
percent of his earnings, he must also set aside 15
percent of the earnings of those employees required to be included in the plan. For those professionals earning in excess of $50,000 annually,
contributions are limited to $7,500; however, the
professional's rate of contribution is permitted to
be adjusted downward on a sliding scale to a minimum of 71/ percent on $100,000 of earned income. This option permits the professional to reduce his cost of making contributions on behalf of
his employees while retaining the maximum contribution for himself.
Under rules similar to those governing corporate retirement plans, discussed below, in computing the professional's contribution for his employees in a partnership defined contribution Keogh
retirement plan, he is permitted to take into account the social security taxes paid on behalf of
his employees. But this apparent saving in employee contributions will probably have little appeal for most professionals when they realize that
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Exhibit 5
INCOME TAX SAVINGS COMPARED TO INCLUDING EMPLOYEES IN A
DEFINED CONTRIBUTION KEOGH PLAN

Income ,

Annual K eogh
co ntrib utio n
rate percent

$30,000
40,000
50,000
60.000
70,000

15.0
15.0
15.0
12.5
10.7

Annual Keogh
co ntrib utio n

Annual federal
inc om e tax s aving s'

$4 ,5 00
6,0 00
7,5 00
7,5 00
7,500

Maxim um annual
earnings of
covered employees 3

$1,245
2,2 20
3,27 0
3,7 20
3,7 50

$

.. assume
that an
employee
terminates
when his
benefits are 40
percent vested

8,30 0
14,800
21,800
29,760
35,047

1. Bef ore se tting as ide re tireme nt co ntributio n.
2. This assumes that the professional's exemp tions and tax deductions, net of his othe r income, equals $10,•
000 and he files a joint return. This Exhibit reflects only c urre nt inc om e tax saving s and does not reflect inco m e taxe s which will be imposed upon dis trib utio ns from the p lan.
3. This E xhib it d oe s not take into ac co unt the po s sible re ductio n in co ntributions on behalf of e mplo yees through
inte gration with social sec urity taxes paid. Defined co ntrib utio n Keogh plans seldom find integration advantage ous due to the larg e p erce ntag e o f co ntributio ns req uire d for emp loye es. Co ntrib utio ns to corporate retirement plans may be integrated without such a percentage lim itatio n and, therefore, the effective cost of
inc luding the professional's employees can be significantly reduced.

they must pay more than two dollars in contributions for their employees for each dollar they set
aside for themselves in order to take into account
these social security taxes paid.
CORPORATE RETIREMENT PLANS

Employees must be included in a corporate retirement plan after the completion of one year of
service or the date when the employee reaches 25
years of age, whichever occurs later. A plan that
provides for immediate 100 percent vesting
(meaning that none of the benefits are forfeited if
the employee leaves) can defer employee participation in the plan until the employee has three
years of service.
In computing the cost of providing retirement
benefits for employees, corporate retirement plans
allow and, therefore, often include one or both of
the following significant cost savings not available
(either technically or as a practical matter) under
partnership Keogh retirement plans.
In contrast with Keogh
retirement plans which require immediate vesting
(for both the professional and his employees) of
all benefits attributable to the professional's contributions, corporate retirement plans are permitted to adopt a graduated rate of vesting benefits
over a period of years (three different minimum
vesting standards are available). For example, under certain conditions, 100 percent vesting of benefits may be delayed for as long as 15 years provided that this delayed vesting is not found to discriminate in favor of the professional. A profit sharing plan that provides for delayed vesting (for
example, 10 percent each year for 10 years) can
benefit the professional because that portion of an
employee's benefits that have not vested at the
date when the employee terminates may be reallocated to the account of the other participants in
G R A D U A T E D VES T ING .
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the plan, including the professional. As a practical
matter, the Internal Revenue Service will probably require an accelerated vesting schedule to
avoid discrimination in favor of the professional in
plans with few participants. Therefore, the potential advantage of utilizing graduated vesting to increase the professional's share of plan contributions would be diminished accordingly.
To illustrate the advantage of graduated vesting
under a defined contribution profit- sharing plan,
assume that an employee terminates when his
benefits are 40 percent vested and $5,000 has been
accumulated in his account; $2,000 (40 percent of
$5,000) would be paid to the employee. The balance of $3,000 (60 percent of $5,000), would be
reallocated to the other participants in the plan.
W I T H S O C I AL S E C U R I T Y . Corporate defined contribution plans are permitted to
take into account as part of the professional's contributions to the plan the social security taxes paid
on behalf of all employees, including the professional. Since the amount of such social security
taxes, relative to the retirement contribution, is
generally many times larger for his employees
than for the professional, the effect of this "integration" with social security contributions is to
allow a much larger portion of all contributions to
be set aside for the professional. A similar cost
saving is available for corporate defined benefit
plans.
INT EG R AT IO N

COMPUTING THE COST OF INCLUDING
EMPLOYEES

Exhibit 5 presents a simplified example comparing: (1) the professional's annual federal income
tax savings resulting from his tax deduction for
his retirement contribution with (2) the professional's annual cost of including his employees in
the plan, measured in terms of the employees' anMANAGEMENT ACCOUNTING /JULY 1977

nual salaries. Because the cost is easily demonstrated, a defined contribution Keogh plan is used
for this comparison. The maximum annual contribution is made by the professional for himself and,
therefore, for his employees. The exhibit shows
the maximum amount of earnings payable by the
professional to his covered employees before the
cost of including his employees in the plan exceeds the professional's annual federal income tax
benefit from his own contribution to the plan.
Whenever the earnings of the professional's covered employees exceed these maximum amounts,
the professional will have fewer after -tax dollars
from his practice for that year than if no retirement plan had been adopted. Because the situation rarely occurs, this exhibit assumes that the
employees' earnings are not. reduced because of
the professional's contribution to a retirement
plan for their benefit.
An Alternative Retirement Plan
Fortunately, if a professional determines that
neither a corporate nor a Keogh retirement plan is
desirable, he has the alternative of establishing an
individual retirement plan. A corporate or Keogh
plan may not be desirable because of the large
required contribution for including his employees
in the plan. Or, perhaps, such plans may not be
practical because some of the younger professionals in the same practice have lower levels of income (and /or correspondingly higher current
cash requirements) and cannot yet "afford" the
cost of funding their share of the retirement plan.
If the professional is not covered by a corporate
or Keogh plan, he is permitted to establish his
own retirement plan, called an individual retirement plan. The professional can contribute to his
own plan and deduct from his taxable income an
amount equal to the lesser of 15 percent of his
income or $1,500 each year. For taxable years beginning after December 31, 1976, an eligible professional with a nonemployed spouse may make a
deductible contribution to a special joint account
of up to $1,750.
For example, assume that a professional, age
45, contributed $1,500 each year to his individual
retirement account. Assuming that such contributions will compound at the rate of six percent per
year until paid, the professional would accumulate
$55,178 at age 65, or the right to a lifetime annuity of $6,008 per year beginning at age 65.
Corporate Fringe Benefits
A Corporation may provide its employees with
fringe benefits that are deductible to the corporation while not taxable to the professional (medical
reimbursement plans, group -term life insurance
and death benefits, to mention only a few). The
professional considering incorporation should
look to these as "minor" benefits. In most inMANAGEMENT ACCOUNTING /JULY 1977

stances, excluding retirement plans, the aggregate
federal tax saving, net of additional corporate operating costs, will probably not be sufficient by
itself to make incorporation attractive.
MEDICAL REIMBURSEMENT PLANS

The federal income tax rules provide that
"gross income" does not include amounts received through accident or health insurance if
such amounts are paid to reimburse the employee
for medical care expenses incurred for himself, his
spouse, or his dependents. The income tax savings
in having an employer pay its employees' medical
expenses results because the employer is using
"pretax" dollars to pay the medical expenses
whereas the individual is generally using "after tax" dollars to pay his medical expenses. This occurs because the professional may deduct on his
individual income tax return only those medical
expenses that exceed three percent of his "adjusted gross income" (including medicine and drugs
that exceed one percent of his adjusted gross income).

" . . . the cost of

the insurance
will not be
included in the
individual
employee's
taxable income

GROUP -TERM LIFE INSURANCE

An employer may purchase group -term life insurance for its employees, and the cost of the insurance will not be included in the individual employee's taxable income to the extent that the
amount of such insurance does not exceed
$50,000. The tax savings from having the employer corporation pay for this type of life insurance
are similar to those for a medical reimbursement
plan.
An important consideration, and probably of
greater tax significance than the yearly federal income tax savings by having the corporation purchase group -term life insurance on the lives of its
employees, is a federal estate tax benefit. This benefit is the right of the professional to transfer ownership of such insurance to his spouse or his children, with the result that upon his death the insurance proceeds usually will not be included in
the professional's taxable estate for federal estate
tax purposes.
DEATH BENEFITS

A corporation may provide for a "death benefit" payment of up to $5,000 payable to the employee's estate or to his beneficiaries upon the
death of the employee. This death - benefit plan
also includes the professional. The receipt of this
death - benefit payment would not be taxable income to the professional or to his estate, although
the corporation is allowed a tax deduction for its
payment.
Corporate Formation and Operating Costs
The potential tax savings from corporate retirement plans and other corporate fringe benefits can
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co rp o ra tio n . . .
can almost

be
liquidated tax
free. "
never

be impressive, but it is important that the professional also evalute the additional costs and disadvantages of operating in corporate form.
INCORPORATION COSTS

At the inception of every corporation, certain
miscellaneous costs are incurred. The most significant of these costs are applicable to legal, accounting, and other expenditures necessary to form the
corporation. In addition, the expenditures will not
be deductible currently but must be capitalized
and deducted over a period of five years under a
permitted corporate election.
EMPLOYMENT TAXES

When incorporated, both the employer and the
employee must pay social security taxes. These
taxes in the aggregate will exceed those paid by
the self - employed professional. For the year 1977,
the incorporated professional will pay for his own
account about $630 more in social security taxes
than the self - employed professional. Over a period
of 15 years, for example, this increase in social
security taxes would amount to about $9,450 with
no increase in benefits. Other payroll taxes such as
unemployment taxes will also be imposed on the
professional who conducts his practice in a corporate form.
EMPLOYEE BENEFITS

The professional, in evaluating the latent benefits of corporation - provided fringe benefits, must
consider the cost of providing substantially equivalent benefits for his employees. Although the antidiscrimination rules are not so explicit as those
for retirement plans, they exist to a significant degree with respect to life insurance and accident
and health plans. For example, an insurance plan
will not qualify for favorable tax treatment if the
insurance is available only to shareholders (the
professionals), since eligibility would not be based
primarily on the employment relationship. As a
result the federal income tax savings generated on
behalf of the professional from the corporation's
deduction of the insurance premiums may be relatively small and, in fact, may even be less than the
additional cost to the professional of covering his
employees on a nondiscriminatory basis.
CORPORATE INCOME TAXES

The corporation will probably be required to
pay federal and state corporation income taxes.
Although the usual objective in a professional corporation is to "zero out" taxable income, it may
be necessary and advantageous to accumulate a
certain amount of funds in the corporation as
working capital. For years prior to 1975, a corporation was taxed for federal purposes at 22 percent
on its first $25,000 of annual income, and the excess was taxed at a 48- percent rate. For years
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1975 through 1977, lower federal tax rates were
extended to the first $50,000 of corporate income,
and for subsequent years this tax advantage may
also be made available. This seemingly lower tax
rate has prompted some professional corporations
to retain (by controlling salary payments) up to
$25,000 (or $50,000) of income each year in order
to avoid having such income taxed at higher rates
in the federal individual income tax returns of the
corporation's stockholders. That procedure may
be "penny wise and pound foolish" because the
retained income will be subject to additional federal income taxes when it is ultimately distributed
from the corporation, either through payments of
dividends or, in most instances, in liquidation.
Winding Up the Corporation
Professional corporations are usually dependent
upon the services of one or more highly skilled
individuals. The shareholder - professional may
someday wish to terminate the corporation for a
variety of reasons: retirement, death of a co- shareholder, or for other personal, business, or tax reasons. A corporation, unlike a partnership, may
not be terminated at the will of one shareholder
where other shareholders exist. A majority or
greater vote or a buy -sell agreement, activated by
some predetermined event, may be necessary to
liquidate the corporation or redeem the shareholder's interest.
A word of caution is advisable. Although a corporation is permitted to be formed "tax free" for
federal income tax purposes, it can almost never
be liquidated tax free. Among the more troublesome tax areas of corporate liquidation is the
problem of "good will" which, if it exists, must be
valued and taxed to the stockholders as part of the
"proceeds" in liquidation despite the obvious fact
that no tangible asset is being distributed. Further,
a liquidating professional corporation that has
been reporting its income on the "cash method"
of accounting must include in its taxable income
the fair market value of its accounts receivable
(uncollected billings to clients) distributed in liquidation.
Conclusion
With the objective of reducing taxes and thereby increasing a professional's after tax income, is
incorporation the answer? Solely from a federal
tax savings viewpoint, some generalizations can be
made. Excluding qualified retirement plans, the
potential federal income tax savings to be gained
from adopting one of the corporate "fringe -benefit" programs, net of the related costs, will rarely
be sufficient to justify conducting a practice in a
corporate form. Therefore, the decision whether
to incorporate a professional's practice will usually be heavily influenced by the retirement plan.
Continued on page 56
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Pricing Policies
and Profitability
Although economic theory provides a ready basis for arriving at a
price, there are many variables that come into play in the
marketplace.

By Robert E. Hampel
The pricing activity of a firm can be divided into
policy and actual pricing practice. Not too surprisingly, policy and practice may run close together or separate widely depending upon the industry, the firm's position within an industry, the
strength of the individual firm, and the prevailing
market conditions. This article will examine how
the pricing problems can be approached and what
benefits will accrue to a firm that approaches the
pricing problem scientifically.
Pricing Policies and Goals
Pricing policies are statements of management's
attitude toward pricing products. These policies
do not determine prices, but they do set forth the
factors to be considered and the ground rules to
be followed. Policies can be many and varied and
depend in a large degree on industry, company,
product line, and the position of the product in
the product life cycle.
Robert A. Lynn has defined eight goals for pricing.' Our discussion will center around these eight
goals and his definitions;
1.
2.
3.
4.
5.
6.
7.
8.

Maximum profits
Target profits
Satisfactory profits
Market share
Sales maximization
Meeting competition
Image goals
Stability goals
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MAXIMUM PROFITS
Profits should, over the long run, be maximized
in order to maximize the firm's value to its shareholders. Over the short term, however, this is not
always justified. In the first place, the lack of exact
knowledge of costs and demand makes it quite
difficult to achieve maximization. In addition, it
could be advantageous for a firm to price a product at less than the profit maximization price in
order to develop a more broadly -based market
and lessen dependence on a few customers. Broadening the market base is important to small concerns where, typically, 20 percent of the customers represent 80 percent of the volume. A significant example of short -term pricing contrary to the
profit maximization theory was seen in the automobile industry of some 30 years ago. In mid 1948, late -model Chevrolets were selling on used car lots for several hundred dollars above their list
price. The manufacturers could have raised prices
and achieved increased profits, but they did not.
More than likely, they improved their public image at the expense of used car dealers.'
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TARGET PROFITS
The target profit goal, which may also be interpreted as the goal of achieving a target return on
investment, seeks to build up a price structure
that provides a return on the capital employed for
specific products, product groups, and divisions,
so as to yield a predetermined corporate average
return. In most cases, managements refer to
stockholders' equity (net worth) plus long -term
debt as the base upon which to calculate this re53

"Firms often set
prices to
maintain a
certain image in
the
marketplace. "

turn. Usually a standard cost system is used as a
means of allocating fixed costs to various product
divisions, with the standards premised on an assumed rate of production. Typically, when the assumed rate is about 70 to 80 percent of capacity,
the product mix is assumed to be "normal." With
this costing and pricing system, both costs and
profit goals are based not upon the volume level,
but rather on a standard volume. The margins
added to standard costs are designed to produce
the target profit rate on investment, assuming a
standard volume to be the long -run average rate
of plant utilization.

er normally behaves rationally. His industry is
such that a price increase by one firm —and only
one firm --can be disastrous to that firm, But a
price rise by all firms can be beneficial. This is
typical of the oligopolistic market situation. When
a change is proposed by the industry leader, each
firm in the industry must analyze the results of the
price move in terms of cost to their firm. The potential follower must determine if the new price
exceeds the extra cost that must be incurred to
produce and sell a unit of the product. Next, he
must determine if the profit figure, sales minus
cost, will be greater in the new situation than it
was in the old.

SATISFACTORY PROFITS

Some firms may not strive to achieve maximum
profits or a target return rate. They may just strive
to achieve satisfactory profits; but this pertinent
fact may not be stated. When such objectives are
not specifically stated, they can vary based on the
subjective judgment of management. In researching management behavior, Herbert A. Simon contrasts "economic" man who "maximizes" with
"administrative" man who "satisfices. "' Administrative man is interested in satisfactory, or adequate, profits which may extend over a wide
range. In firms where "administrative" man has
the final authority, satisfactory profits will likely
be the strategy.
SHARE OF MARKET GOALS

Many times, volume objectives, rather than
profit objectives, are the guide to pricing policy.
Although this may not lead to optimum short term profits, the benefits derived from increasing
the customer base and resultant reduction in vulnerability can be beneficial for long -term financial
objectives.
SALES MAXIMIZATION

In this situation the firm seeks to maximize its
dollar volume of sales subject to a constraint:
some minimum level of profit (Exhibit 1). In this
case, the firm's management know they could realize maximum profits ($1.5 million) by selling
$10 million worth of product. They feel required
to show only a $1 million profit, however, so they
cut prices to the extent necessary to make total
sales revenue equal $15 million. Management may
well reason that the larger market will be of greater long -run importance than the higher profit.
Many times, however, this may not be the case,
and management is compensated (or receives industry acclaim) more on volume than on profitability.
MEETING COMPETITION

Many firms have a pricing policy of meeting
competition, which is to say they are followers in
the industry rather than leaders. The price follow54

IMAGE GOALS

Firms often set prices to maintain a certain image in the marketplace. A price difference may
have more than one meaning, and there is not always a negatively - sloped demand curve. Although
many people have a negative reaction to high
prices, there is a significant number of cases where
high prices are thought to connote quality, value,
or prestige. Accordingly, many people will buy
such "quality" products merely because of the
higher prices. On the matter of company image,
one vice president of marketing remarks: "... it
must be recognized that pricing policies are an
integral part of a company's image. They help
shape that image and, in fact, may be a major
factor in determining it ..."
STABILITY GOALS

Many customers prefer a stable price in order
to ease future forecasting and expectations. Selling
companies often try to maintain such stability as a
pricing policy. They may fear that any change in
any direction can lead to unforeseen and presumably unpleasant consequences.
Pricing Decisions
Once the pricing policy has been set for a firm,
the managers of that firm must make the operating decisions regarding the pricing of its products.
It should be noted, however, that although the
single most important day -to -day management decision may well be pricing, the marketplace will to
a large extent determine the price. For, even
though price is determined by a combination of
costs, competition, and demand, two of these factors involve the marketplace. The third —cost —
will be the limiting factor on the seller. Obviously,
if he cannot receive more for his product than the
cost, his business will be short - lived. It can therefore be concluded that most pricing decisions will
be made in terms of competition and demand.
With knowledge of this, it then becomes important for a firm to know its cost in order to make a
management decision about the firm's ability to
sell its product in the marketplace.
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ECONOMIC DEMAND THEORY

One of the first factors to consider when setting
price should be the analysis of the product -demand curve, A demand curve indicates what
quantities of a particular product will be bought at
various prices at any given time. Demand is elastic when a decrease in price yields higher revenue
or an increase in price yields lower revenue. Demand is inelastic when a decrease in price reduces
total revenue, or an increase in price brings in
higher revenue. Whether demand is elastic or inelastic, however, in the short run, profits are maximized at the price where marginal revenue equals
marginal cost. Because this price represents the
firm's optimum level of operations, the firm
should price its products accordingly.

Exhibit 1
SALES MAXIMIZATION MODEL

1. It ignores elasticity of demand. Since the full cost method does not segregate fixed and variable costs, it is not possible to see what effect a
price change will have on profits.
2. It fails to give consideration to competition.
Pricing at full -cost tends to perpetuate existing
inefficiencies by incorporating them into the
price structure.
3. It does not distinguish between "out- of -pocket" and "sunk" costs. A firm using this method
may be inclined to reject orders that do not at
least cover the total costs involved. There are,
however, conditions where acceptance of such
orders will be profitable to the firm.
4. This method fails to recognize that all products
may not be able to earn the same profit margin.
5. This method gives no consideration to the capital investment required to produce, finance,
and distribute individual product lines.
BREAKEVEN ANALYSIS

The breakeven chart is an attempt to show the
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most
pricing
decisions will be
made in terms
of competition
and demand: " '

Profits
millions of
dollars

2

1
i

Total
profit

10
15
Revenue (millions of dollars)

MARKUP PRICING

Markup or cost -plus pricing is often used in
manufacturing situations where projects or jobs
are nonroutine and difficult to "cost" or estimate
in advance, such as construction or military weapons development. Markup pricing is popular for
several reasons: (1.) there is less uncertainty about
costs than about demand, (2.) if all firms in a given industry use this pricing approach, their prices
are likely to be similar if their costs and markup
are similar, (3.) there is the feeling that cost -markup pricing is equitable to buyer and seller alike
because the seller does not take advantage of the
buyer in periods of acute demand, yet nonetheless
earns a fair return on his investment.
Costs to be used for cost- markup pricing are
normally full- costs. The major advantage of the
full -cost method is that it assures total cost recovery in long -run pricing. There are, however, a
number of pitfalls to the full -cost method:

"...

relationship between four variables: sales price,
fixed costs, variable costs, and volume. The chart,
by showing how profitable each level of output is,
represents a basic attempt at cost - volume -profit
relationship. The breakeven analysis can be a useful tool as one of the first requirements in measuring price in a cost - oriented pricing decision. It will
allow determination of how many units must be
sold at a given price to cover costs.
MARGINAL -COST PRICING

From a pricing standpoint, the essential difference between marginal- costing and full- costing
lies in the concept of cost recovery. Under full costing, individual prices are expected to cover total costs, including fixed costs. Under marginal costing, any contribution toward the recovery of
fixed costs is regarded as better than none at all.
Pricing under marginal- costing considerations is
more flexible than full -cost pricing. The pricing
objective is to discover the price and volume that
will maximize profits, provided the price is at least
greater than the marginal, or out -of- pocket, costs.
Orders that might be rejected because they don't
cover total costs or yield an adequate profit on
full -costs might be acceptable under marginal costing. The marginal or out -of- pocket costs,
then, represent the price floor for a product or
individual job in the short-term. Once enough revenue in excess of the out -of- pocket costs has been
received to cover all fixed costs, the firm will begin
to show a profit.
Summary
Pricing is a difficult and demanding function of
management. Some firms make periodic price decisions on products and let them stand until
changed. Others make price decisions on individual projects. It appears that the latter is faced with
a more active pricing problem on an operating ba55

"The
marketplace will
continue to
fluctuate . . . "

sis, because even though the marketplace will establish the general price for a product, it is up to
the firm to determine if it is profitable, and then to
market it at the going price.
Although economic theory provides a ready basis for arriving at a price, there are many variables
that come into play in the marketplace. An established pricing policy appears necessary for a firm
to reach its objectives. If we assume that a firm is
in business to maximize its value to the shareholders, then its pricing policy should be based largely
on target return on investment.
The marketplace will continue to fluctuate constantly based upon overall economic activity,

competitors' reactions, and customers' demands.
Each firm must maintain some posture within its
pricing policy to make operating pricing decisions.
This is especially true of those in the contract
project business. The contribution concept or
marginal - pricing concept is a valuable tool for
daily price decisions. Care must be taken not to
confuse contribution with profit, for profit comes
only after all fixed costs are paid.
❑
Pricing
' Robert
A. Lynn,111.,
Into
Homewood,
1967.Policies and Market Management, Richard D. Irwin,
Ibid.
' See: Herbert A. Simon, Administrative Behavior, Macmillan & Co.. New York,
N.Y., 1957.
' Otto wheeley, "Pricing Policy and Objectives." Creative Pricing, American
Management Association. 1968.

BASIC ELEMENTS OF RISK MANAGEMENT
Continued from page 45
out to others. We can then transfer our risk to the
tenant.
Now what would be the best way to handle the
funding? Should we self- insure the fleet? Why not'?
There is a 95 percent probability that we will suffer five losses; and a 95 percent probability that
our average cost per accident will not exceed
$500. Have we compared the cost of purchasing
collision insurance? If we decide to self - insure,
should we set aside funds? Or should we pay it as
a routine cost of doing business. How about our
$1,000,000 building and the risk of loss by fire?
Should we consider self - insuring that risk (given

that we are not talking about a large firm)? What
other approach can we take? How about alternate
costs for various levels of deductible?
Conclusion
In this article, we have discussed only briefly
the major outline of the formal process involved in
approaching solutions to the pure risk problems.
Perhaps it will generate enough information for
managers to appreciate the thought processes that
go into this kind of work, and to encourage them
to learn more about an important facet of "offstage" business operations.
❑
' Statement of Financial Accounting Standards No. 5, Accounting for Contingencies.FASB. 1975.

CAN I SAVE TAXES BY INCORPORATING MY PRACTICE?
Continued from page 52
In general, incorporation of a practice in order
to obtain the optimum retirement -plan benefits
will probably be more attractive for two groups of
professionals. The first group is the more highly
compensated professionals; for example, those
professionals consistently earning well in excess of
$50,000 annually. The second group would be the
older professionals who have fewer years until retirement and are both able and willing to make
the maximum allowable annual retirement -plan
contributions. On the other hand, younger professionals or professionals with lower annual earn-
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ings; for example, those earning less than $40,000
annually, will probably find little tax incentive to
incorporate. This is most likely to occur because
the allowable contributions to Keogh retirement
plans either are adequate to fund their retirement
needs or are as much as they can currently afford
to set aside for their retirement. These professionals will probably find that the greater flexibility
and generally lower cost. of operation in a partnership form will more nearly meet their needs and
desires.
❑
' As a general rule, corporate and Keogh plan qualifying distributions are taxed
similarly for federal income tax purposes for years beginning after 1973. A detailed explanation of these rules is beyond the scope of this article.
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Hedging Soybeans in the
Commodities Market
By recognizing that the production process of a grain processor is
similar to that of any manufacturer, steps can be taken to account
for the transformation of grain into finished products.

By William M. McCue

A Soybean Example

There are diverse inventory pricing methods within the grain industry. This diversity stems from
the complexity of the business and the number of
components of inventory. in addition to the value
assigned to the grain inventory on hand, inventory
may also include gains or losses on open and
closed futures contracts and unfilled cash purchase and sale contracts. Pricing may be at market, at cost, or somewhere in between.
Generally accepted accounting principles for
inventories state that: (1) the proper basis of accounting for inventories is cost; (2) several cost flow assumptions are acceptable for cost determination; and (3) inventories should be priced at the
lower of cost or market. These principles also
state that in exceptional cases inventories might
be priced at market above cost; the criteria for an
exceptional case include: (1) ready marketability
at quoted prices, (2) fungibi1ity, and (3) cost determination difficulty. Grain and grain product inventories are usually considered an exceptional
case.'
In order to understand grain inventory pricing,
it is necessary to know some peculiarities of the
business itself. One of these peculiarities is the
practice of hedging, or the establishment of equal
and opposite positions in the cash and futures
market. The purpose of hedging in the commodity
business is to provide a safeguard against adverse
price fluctuations.

Assume we are Company A, a soybean processor. In our business we purchase soybeans, crush
them, and sell the meal and oil. We purchase soybeans from country elevators and from other companies within the industry. Because the price of
soybeans is related to the price of meal and oil,
any price fluctuation in soybeans will likely affect
the selling price of the meal and oil. Furthermore,
because profit margins are very thin throughout
the industry, a downward change of from $.050$.250 per bushel in soybeans could eliminate any
profit upon processing those soybeans. At the time
we purchase soybeans we are therefore in a vulnerable position.
By hedging, we eliminate the speculation due to
market -price changes, and preserve our processing margin. Simply stated, we do this by selling
either a cash contract or a futures contract at the
same time we purchase the soybeans. We could do
this in several ways. First, we could sell the meal
and oil immediately. By doing this we have locked
in our soybean cost and the price for the meal and
oil to be produced. We have hedged our soybeans
by selling them in the form of meal and oil. Any
fluctuations in soybean, meal, or oil prices will
have little effect on us because we have fixed our
margin.
How could we hedge our purchased soybeans if
we were not able to sell meal and oil immediately?
We might sell the beans, the meal, or the oil on
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"Ha ving hedged
our purchase
with a sale,
further price
changes will not
affect us."'

the commodities futures market on the Chicago
Board of Trade. We could enter into a contract
whereby we could agree to sell or buy a specific
quantity of a commodity at a specified price to be
delivered during a specific future month. By purchasing soybeans at an agreed -upon price and selling meal and oil in the futures market at a specified price, we have again hedged our soybeans.
Having hedged our purchase with a sale, further
price changes will not affect us.
Futures Contracts
At this point let's explore these futures markets
more by using soybeans as our focal point. Assume we sell a futures contract for 5,000 bushels
of soybeans to hedge 5,000 bushels of soybeans we
purchased. By selling this contract on the futures
market, we are entering into an agreement to sell
and deliver to a buyer 5,000 bushels of soybeans in
Chicago at, or prior to, the contract maturity
date, and at an agreed upon price.'
But we purchased soybeans to produce oil and
meal to sell. We didn't buy soybeans with the intention of holding them until the futures contract
matures and then delivering them to a buyer in
Chicago. We merely used the futures market to
hedge our purchase.' Theoretically, the difference
between the price we paid for the soybeans and
the futures contract selling price is: 1) the transportation cost from the point of purchase to Chicago, 2) the storage cost of holding the soybeans
between the purchase date and delivery date, 3)
the cost of insurance against loss during the time
we are holding them, and 4) the interest lost on
the money we have invested in these soybeans that
otherwise would have been available for investment. At February 2, 1976, cash soybeans were
$4.708 per bushel, and the August 1976 futures
contract price was $4.960 per bushel.' The difference of $.252 theoretically represents insurance,
interest, and storage charges between February 2,
1976 and August 20, 1976. Because both prices
were Chicago delivered prices quoted by the Chicago Board of Trade, transportation costs are not
relevant. Typically, however, purchases are made
from small country elevators rather than in Chicago, so transportation costs from point of origin to
Chicago, must be considered. Theoretically, the
actual price we paid for the soybeans would be
less than the Chicago cash price by the transportation cost between the two points.
Because in theory the cash and futures prices
are directly related, any movement in cash soybean prices should result in a similar movement in
futures prices. The difference between the cash
price and the selected future contract month price
is referred to as the "basis." For instance, if we
were told, "cash beans are selling at two under
August ", it would mean the cash soybeans are
traded at a price $.02 under the August futures
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month contract price. Theoretically, the basis decreases over the contract term, so the cash price
will equal the futures contract price at the contract maturity date.
Market Valuation Method
Let's go back to our original example involving
Company A, the soybean processor. Assume we
purchased soybeans from a small country elevator
on February 2. We paid $4.560 per bushel for
5,000 bushels. We expected to crush these beans
and sell the meal and oil produced. We couldn't
find a ready buyer. In order to protect our price
(hedge ourself), we sold a futures contract for
5,000 bushels for August delivery at $4.960 per
bushel. To do this we called a commodity broker
in Chicago and asked him to enter into a contract
on the Chicago Board of Trade for us. He agreed,
telling us he needed ten percent of the contract
amount as a margin deposit (similar to trading
securities on margin). We sent our check to him
as requested.
At this point we have paid $22,800 for the
beans ($4.560 X 5,000 bushels). We have also
paid $2,480 ($4.960 X 5,000 - 10) to the broker
as a good -faith margin deposit for making the futures contract for us. Assume we transported
these beans from the country elevator to our processing plant in hired trucks which cost us $.148
per bushel.' At this point we have $26,020.00 invested in these soybeans ($22,800 cost of actual
beans, $2,480 margin deposit, and $740.00 trucking). This analysis excludes commission paid the
commodity broker, which would be minor in
amount.
Assume February 29 arrives, and we are in the
same position because we haven't found a buyer
for the meal and oil we plan to produce from these
beans. How do we account for out position? If we
value our inventories and open futures contract at
market, we have the following:
Inventory at cost:
5,000 bushels @ $4.560/bu
Plus trucking

$22,800.00
740.00
$23,540.00

Inventory at market:
Market 5,000 bushels at $4.710/bu
Gain recognized
Open contracts:
5,000 bushel futures contract:
® original selling price $4.960/bu
® market value $5.015/bu
Loss recognized

$24,800.00
25,075.00
$ 275.00

Net loss recognized

$

23,550.00
$
10.00

265.00

Using this market valuation method we have
recognized a loss of $265.00 from merely purchasMANAGEMENT ACCOUNTING /JULY 1977

ing raw materials and holding these raw materials
in inventory. In this example, with prices relatively stable, the amount of loss is minor. Assuming
the August basis remained unchanged, would any
gain or loss occur? When we purchased cash soybeans, the basis was $.252 under the August futures contract price. But at February 27, the basis
was $305 under the August futures contract
price. The August basis had increased $.053.
(Multiplying $.053 by 5,000 bushels gives us
$265.00, our net loss recognized.) As can be seen,
the gain or loss recognized is the change in the
basis between the purchase and valuation dates.

buys a 5,000 bushel August contract for $5.010
per bushel.
At this point we have a closed futures transaction—a purchase and a sale. We sold 5,000 bushels at $4.960 at February 2, and purchased the
same quantity at $5.010 on March 20. In so doing,
we lost $.050 per bushel, or $250, on the transaction (excluding minor commission expense). Under current accounting practices followed by
many grain processing companies this loss would
be recognized when the open contract was closed
out. Should it be?

Two Faults with Method

The question centers around another more important question. That is, does the closing out of a
futures contract represent a completed transaction, or does it represent one step along the production process in securing raw materials, producing finished goods from those raw materials,
and selling those finished goods? Logically, it represents the latter, and because the transaction is
not yet complete, the gain or loss should not be
recognized. Instead, the gain or loss should be deferred and recorded in inventory, thereby affecting
the cost of the raw material to which the futures
transaction relates. If this were done, the loss of
$250 would be included in inventory and become
an increase in the cost of the soybeans.
Under this suggested approach, inventory
would include the cost of the cash soybeans, any
gain or loss on open futures contracts, and any
gain or loss on closed futures contracts identifiable
with uncompleted contracts. At June 30, in the
described example, the inventory of Company A
would consist of the cost of the soybeans, the
trucking to his processing plant, and the loss incurred in the completed futures contract. When
the sale is recorded in July, Company A would be
able to match all purchase and hedging costs inherent in holding those soybeans as well as the
processing costs against the sale price of the products produced. In our example we would have the
following:
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A More Important Question

$17,040.00
9,075.00
$26,115.00
$22,800.00
740.00
1,250.00
250.00
750.00
$25,790.00
325.00
$

@

@

Sales proceeds:
$142 /ton
Meal -120 tons
Oil- 55,000 pounds
$16.50 /cwt
Gross sales
Cost of product sold:
Purchase cost
Trucking
Storage, interest, and insurance
$.050/bu /mo for 5 months
Hedging loss
Crushing cost (assume $.150/bu)
Total cost of product
Gross Profit
@

Two faults can be found with using this method. First, we recognize gain or loss as the basis
changes. In periods of volatile price changes, this
change can be severe. Here is an extreme example:
At February 28, 1973, cash soybeans were $6.490
per bushel. The August soybean futures price was
$5.475 per bushel, resulting in a basis of $1.015
over August per bushel. At June 29, 1973, cash
soybeans were $9.000 per bushel, and the August
soybean futures price was $10.050 per bushel, resulting in a basis for $1.050 under August per
bushel. This change in the August basis in a four
month period was $2.065 per bushel. If we had
purchased 5,000 bushels of cash soybeans on February 28, 1973, and sold an August futures contract for 5,000 bushels of soybeans; and if we had
used the conventional industry approach of bringing cash and futures contracts to market, during
the four months between February 28, 1973 and
June 30, 1973, we would have recorded a loss of
$2.065 per bushel, or $10,325.° In other words a
loss of $10,325 just from holding a 5,000 bushel
bean inventory that was hedged for four months.
Had we not hedged this inventory, we would have
recognized a gain of $2.510 per bushel, or
$12,550, by bringing our soybean inventory to
market.'
The second fault with this system is that profit
or loss is recorded before a transaction is completed. Let's go back to the situation Company A is
in. We own and are storing 5,000 bushels of soybeans, and we have sold an August futures contract for 5,000 bushels. Assume on March 20 we
find a customer for the meal and oil we plan to
produce from these soybeans. Farmer Z agrees to
purchase 120 tons of soybean meal for July delivery at $142.00 per ton, and at the same time,
Company O, a food manufacturer, agrees to purchase 55,000 pounds of soybean oil for July delivery at $16.50 per cwt." Because we have now sold
the finished products to be produced from these
soybeans, we need to close out our open futures
contract by purchasing an equal quantity of soybeans in the same August contract month. We call
our broker and ask him to make this purchase. He

' ... the gain or
loss should be
deferred and
recorded in
inventory ... "

The primary advantage of this method is that
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the system
applies to
processors, not
merchandisers

"...

hedging gains and losses can be matched with the
purchase of specific raw material and the ultimate
sale of the finished products produced. At any
point in time, the actual cost of raw material and
related hedging transaction gains or losses is
known. The method avoids recording gain and
loss from volatile market changes, but instead
concentrates upon the recognition of income and
expense as realized.
Let's go back to our "extreme example" (February 28, 1973) discussed above and compare the
two methods. By using the market valuation
method, Company A, at June 30, 1973, would
have recorded a loss of $2.065 per bushel merely
from purchasing soybeans on February 28, 1973,
and hedging these purchases by selling August
soybean futures contracts.
Recording this loss does not represent economic reality. We have not incurred a loss of this magnitude. We purchased those soybeans to produce
and sell meal and oil. Using actual cash market
quotations, we will assume we do sell meal and oil
and see what happens. We'll use the 5,000 bushels
of soybeans purchased February 28 at $6.490 (assume actual purchase cost from a small country
elevator plus freight cost to our plant was equal to
Chicago Board of Trade quoted cash prices). Assume that on July 31, 1973, we sold 120 tons of
soybean meal for $312 per ton and 55,000 pounds
of soybean oil for $27.65 per cwt. for August delivery. Now we can close out the open soybean
futures contract. We purchase an August contract
for 5,000 bushels at $10.350 per bushel. At this
point we have a completed transaction. We have
purchased soybeans and sold the meal and oil to
be produced from these beans. We can record our
gain or loss analyzed as follows:
Sales proceeds:
Meal -120 tons @ $312 /ton
$37,440.00
Oil- 55,000 lbs @ $27.65 /cwt
15,207.50
Gross sales
$52,647.50
Cost of products sold;
Purchase and trucking 5,000 bu
@ $6.490/bu
$32,450.00
Storage, interest and insurance
@ $.050/bu /mo
1,250.00
Hedging loss (cost $10.350/bu less
sales price of $5.475/bu X 5,OOC bu) 24,375.00
Crushing cost (assume $.150/bu)
750.00
Total cost of product
$58,825.00
Gross Profit (Loss)
($6,177.50)
In this example the company actually incurred
a loss of $6,177.50, or $1.236 per bushel on a completed contract basis. This is significantly different
than the $10,325 or $2,065 per bushel loss that
would have been recorded in June under the conventional method of bringing inventories and open
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futures contracts to market (under the conventional method a loss of $10,325 would be recorded
in June and a gain of $4,147.50 would be recorded
in August).
Some Qualifications
Several qualifications need to be kept in mind in
considering the recommended changes. First, the
system applies to processors, not merchandisers.
Second, record - keeping in maintaining quantities
purchased and prices, matching individual hedging contracts, and sales contracts with such purchases involves greater clerical effort than that
needed in recording inventories at market. Third,
a monthly analysis is needed of what the ultimate
gain or loss will be upon closing out all open cash
and futures contracts and disposing of the present
inventory. If a loss is evident, a provision for such
should be made. This is similar to completed contract accounting whereby an evident loss is recognized, whereas a gain is not recognized until the
contract is completed.
By recognizing that the production process of a
grain processor is similar to that of any manufacturer, steps can be taken to account for the transformation of grain into finished products. That is,
by matching expenses or income involved in hedging grain as part of the cost (or reduction thereof)
of producing the finished product. The sale price
of the finished product can then be compared to
total production costs to measure profitability accurately.
Conclusion
If hedging is an integral part of the production
operation, the gains or losses incurred in the hedging process should be included in determining
production cost and resultant product profitability
for both internal and external reporting.
❑
' Committee on Accounting Procedure, Accounting Research Bulletin No. 43.
Restatement and Revision of Accounting Research Bulletins. A[CPA, 1953. pp.
28.34
- There are seven futures contract months throughout a calendar year: January,
March, May. July, August, September, and November. A futures contract (5.000
bushels) can be sold in any of these months. These months represent contract
maturity dates with contracts maturing on the seventh trading day prior to that
month end unless settled earlier.
' Less than two percent of all futures contracts entered into result in actual
delivery of the commodity.
' The purchase and We prices for soybeans and for futures contracts represent
actual prices as quoted by the Chicago Board of Trade for the dates and month
wherever given.
' Note that the actual cost of the beans plus the trucking cost was equal to the
Chicago Board of Trade quoted cash price at the time the beans were purchased.
This was dune to simplify the example and place all cash prices on the same
s.
With cash soybean prices substantially above the August futures price, a soybean processor would not enter into such a transaction. But other hedging transactions might be entered into which would have the same effect. For instance,
the processor might ente r into a "reverse board crush" position whereby he
purchases futures contracts for soybean meal and oil and sells a futures contract
for soybeans. Or the processor might sell cash soybeans for August delivery and
purchase an August futures contract. In any event, the magnitude of the basis
change explained above is valid; the processor would be significantly affected by
this basis change as described regardless of the exact type of hedging transaction
entered into.
' The rationale of bringing inventories to market developed at a time when hedging was an accepted, integrated part of grain merchandising. The basis was rela•
tively constant. As a result. bringing inventories and open cash and futures con•
tracts to market resulted in inventory valuations very close to cost. When there
are volatile market prices, however, this system can result in wide swings in
recorded profit and loss, primarily because the basis is not stable. Recording
these large profit and loss amounts does not represent the economic realities of
inventory value.
' Both prices are Chicago Board of Trade quoted prices. Conversion factor used
is 48 pounds meal per bushel and 11 pounds oil per bushel. These arc average
yields which vary depending upon quality of the beans crushed.
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BO O S

FOR THE MANAGEMENT ACCOUNTANT

Principles of Accounting

Cost Accounting Concepts for
Non - Financial Executives

Richard W. Metcalf, Pierre L. Titard,
W.B. Saunders Co., West Washington Joseph P. Simini, AMA COM, 135 West
Sq., Philadelphia, PA 1910.5, 1976, 102_7 50th St., New York, NY 10019, 1976,
pp. —After students are introduced to 162pp.— Written for managers with litthe basic financial statements, they pro- tle or no background in accounting, this
ceed through the discussion of financial book explains the basics of cost acstatement analysis and managerial deci- counting in nontechnical language.
sion- making at their own pace.
Cost Accounting, Planning and Control
Principles of Accounting
Sixth Edition, Adolph Matz and Milton
Paul H. Walgenback, Norman E. Ditt- F. Usry, South - Western Publishing Co.,
rich, Ernst I. Hanson, Harcourt Brace 5101 Madison Ave., Cincinnati., OH
Jovanovich, Inc., 757 Third Ave., New 45227, 1976, 947 pp.—New methods
York, NY 10017, 1976, 934 pp. (plus and techniques covered in this edition
study guide 3010 pp. )—A comprehensive include the journal voucher control sysfirst course in accounting for the college tem for electronic data processing, comstudent, with a balanced treatment of puterized materials and payroll control
concepts and procedures of both finan- procedures, human resource accountcial and managerial accounting.
ing, learning curve theory, the Pension
Reform Act of 1974, productivity and
Accounting Principles
performance standards, zero base budRonald J. Phacker, Prentice -Hall, Inc., geting, new transfer pricing theory, and
301 Sylvan Ave., Englewood Cliffs, NJ shadow prices.
07632, 1976, 952 pp. —This textbook is
designed as a complete learning system Managerial Cost Accounting
for the first year of accounting. Its con- Second Edition, Harold Breman, Jr.,
tent emphasizes balance between finan- and Thomas R. Dyckman, Macmillian
cial accounting and management ac- Publishing Co., 866 Third Ave., New
counting and balance between financial
York, NY 10022, 1976, 573 pp. —Deaccounting procedures and financial ac- signed for students with some knowlcounting concepts.
edge of elementary economic, statistical
and organizational theory, this text is
The Structure of Accounting Theory
oriented toward decision - making situaS. C. Yu, University of Florida Press, 15 tions that involve the use of accounting
N. W. 15th St., Gainesville, FL 32603, data.
1976, 319 pp.— emphasis and main purAccounting: a Book of Readings
pose is to explore the nature and function of accounting theory as a well - Second Edition, Edited by Gerhard G.
structured form of knowledge that is
Mueller and Charles H. Smith, The
true both logically and empirically,
Dryden Press., 901 No. Elm, Hinsdale,
Managerial Accounting
Carl L. Moore, and Robert K. Jaedicke,
South - Western Publishing Co., 5101
Madison Ave., Cincinnati, OH 45227,
Fourth Edition 1976, 690 pp—This edition contains expanded treatment of responsibility accounting, behavioral attitudes in setting standards, and inflation
and time constraints in processing decisions. New material has been added on
learning curves and on management
strategy in the light of increasing price
levels.
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IL 60521, 1970, 310 pp.—has a liberal
arts flavor, and paints a nontechnical
picture of what accounting is and how it
manifests itself in day -to -day applications.
The Modern Accountants Handbook
Edited by James Don Edwards and Homer A. Black, Dow Jones - Irwin, Inc.,
1818 Ridge Rd., Homewood, IL 60430,
1976, 1203 pp. —a collection of contributions by leading business executives,
public accountants and accounting edu-

cators. Forty Eight Chapters of information emphasize the practical aspects
of finance and administration.
Accounting and Control for Real Estate
Joint Ventures Financial Planning and
Control Report No. 35
Life Office Management Association,
1010 Park Ave. New York, NY 10017,
1976, 37pp.—This report, prepared by
an ad hoc project group of the Accounting Systems and Internal Controls
Committee of the Financial Planning
and Control Council, covers planning
the venture, implementation of the
agreement and its consequences (including managing, accounting and reporting), and auditing.
The Pricing Function: a Pragmatic
Approach
Edited by Ivan R. Vernon and Charles
W. Lamb, Jr., D.C. Heath and Company, 125 Spring St., Lexington, MA
02173, 1976, 3010 pp. —a number of operationally useful articles, as well as several theoretical papers brought together
to assist the pricer in his pricing strategies.
Accounting for Changing Prices,
Replacement Cost and General Price
Level Adjustments
James A. Largay III, John Leslie Livingstone, John Wiley & Sons, Inc., 605
Third Ave., New York, N Y 101016,
1976, 303 pp.—The authors provide a
compact, self - contained explanation of
how to adjust historical cost financial
statements in order to reflect the impact
of price changes.
Inflation Accounting: a Guide for the
Accountant and the Financial Analyst
Sidney Davidson, Clyde P. Stickney,
Roman L. Weil, McGraw -Hill Book
Co., 1221 Avenue of Americas, New
York, N Y 10020, 1976, 242 pp. —A
guide for those who must prepare or audit inflation adjusted statements, interpret them or explain them to their clients, this book provides step by step
procedures for every significant aspect
of price -level adjusted accounting procedure.
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Yours
Free!

The Source Finance 1977 Accounting
and Finance Salary Survey is now
available. This authoritative and up -to
the- minute report will allow you to
compare your compensation directly
with thousands of other accounting
professional and management
people across the country. It also
examines in detail specific planning
strategies and techniques you may
employ to enhance your career.
Source Finance knows how you can
broaden your professional exposure.
maximize your compensation and
break into management. It's all in the
1977 Accounting and Finance Salary
Survey from Source Finance, the
specialized accounting recruiting firm
staffed by accounting professionals.
Special note to employers: Source
Finance also offers interested hiring
executives an informative report, The
People Challenge, without charge.
This comprehensive study analyzes
the reasons accounting and financial
professionals leave their jobs and the
steps management con take to
reduce costly turnover. For your free
copy. call your nearest Source
Finance office this week.
For your FREE copy,
call the Source Finance
office nearest you.
Atlanta
404/325 -7000
Boston
617/482 -7850
Chicago
312/372 -9192
Dallas
214/630 -3410
Detroit
313/352 -8860
Fort Worth
817/338 -4750
Los Angeles
213/385 -0333
Palo Alto
415/328 -2050
San Francisco
415/956 -4740
If unable to call, write
Source Finance
Department A2
100 South Wacker Drive
Chicago, Illinois 60606

SourceFinance
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Inflation Accounting: Alternatives,
Implementation Issues and Some
Empirical Evidence

New York, NY 101016, 1975, 68.9 pp.—
Added to the coverage provided in previous editions are the basic concepts
and analytical techniques of finance.

S. Basu, and J.R. Hanna, The Society of
Industrial Accountants of Canada,
Financial Management by Objectives
1976, 83pp.—This monograph, a product of in -depth research, provides the Dale D. McConkey and Ray Vander
viewpoint of the Society's Accounting Weele, Prentice -Hall, Inc., 301 Sylvan
Principles and Practices Committee in Ave., Englewood Cliffs, NJ 07632, 211
order to assist the CICA and FASB in pp.— proven method of optimizing
making a policy decision on this topic, through the application of management
and to assist members in obtaining a by objectives.
better understanding of this subject.
The Treasurer's Handbook
Inflation Management
Edited by J. Fred Weston and Maurice
Howe C. Stid ger and Ruth W. Stidger, B. Goudzwaard, DowJones- Irwin, Inc.,
John Wiley & Sons, Inc., 605 Third 1818 Ridge Rd., Homewood, IL 60430,
Ave., New York, NY 10016, 1976, 434 1976, 118pp.—Over fifty financial execpp. —some practical techniques to help utives and university professors have
businessmen adjust to the many prob- contributed articles that provide the
lems of inflation and its dislocating ef- corporate treasurer with an abundance
fects on company management.
of problem - solving material.
Managing Innovations
Edwin A. Gee & Chaplin Tyler (with a
foreword by Nelson A. Rockefeller),
John Wiley & Sons, Inc., 605 Third
Ave., New York, NY 10016, 1976, 261
pp.— examines both the process and the
people of innovation: those who manage
innovation and those who are affected
by the innovation process.
Basic Managerial Finance, Study Guide
and Instructor's Manual
Second Edition, Erwin Esser Nemmers
& Allan E. Grunewald, West Publishing Co., 50 Kellogg Bldg. St. Paul, MN
- 55102, 1975, 770 pp. —a comprehensive
basic text, updated for the recent influence ofinflation, and the volatile changes in interest rates.
The Dictionary of Business Finance and
Investment

Corporate Treasurers and Controllers
Encyclopedia
Revised by Sam R. Goodman, Prentice Hall, Inc., 301 Sylvan Ave., Englewood
Cliffs, NJ 07632, 1976, 2 volumes, 1050
pp. —An outline ofthe functions, duties,
and responsibilities of the treasurer and
controller, the books provide practical
examples of systems, procedures, reports, and typical areas of activity.
Directors' and Officers' Encyclopedia
Manual
Second Edition, Miklos S. Nico!sen,
Prentice -Hall Inc., 301 Sylvan Ave.,
Englewood Cliffs, NJ 07632, 1975, 554
pp. —explains terms and phrases encountered daily, shows facsimiles of
forms, outlines fundamental principles
of laws governing corporations, and defines the liabilities of officers and directors.

Norman D. Moore, Drake Publishers,
Inc., 801 Second Ave., New York, NY
10017, 1976, 542 pp. —The author at- The Small Firm Owner-Manager:
Entrepreneurial Behavior and
tempts to rise above the role ofan ordinary dictionary. This offering is not Management Practice
confined just to an alphabetical listing John Deeks, Praeger Publishers, 111
of terminology. Each term listed is pre- Fourth Ave., New York, NY 10003,
sented as a building block of the entire 1976, 360 pp.—examines the available
subject.
empirical data on the characteristics
and behavior of small business owner Corporate Finance
managers and highlights the gap beFourth Edition, Elvin F. Donaldson, tween theories about entrepreneurial beJohn K. Pfahl & Peter L. Mullins, The havior and management practices of
Ronald Press Co., 79 Madison Ave., owners- managers.
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Institute of
Management
Accounting
James Bulloch, Editor

Should Managerial Accounting
Be Taught First?
First -year college programs should be reorganized and managerial accounting taught before
financial accounting in the introductory accounting course, according to educators Edward Osborne and Gerald Pribanic. Mr. Osborne is Associate Professor of Accounting at
Marietta College in Marietta, Ohio. Mr. Pribanic
is a Lecturer in Accounting at Marietta Evening
College in addition to being Assistant Controller
of Borg- Warner Chemicals.
In their remarks, presented below, they argue
that both the accounting profession and students would be better served if the traditional
pattern of teaching financial accounting in the
first term and managerial accounting in the second term were reversed.
The IMA finds this an interesting proposal,
and without either formally endorsing or opposing it, presents the concept to the readers of
MANAGEMENT ACCOUNTING for their consideration and comments.

ing majors' perceptions of accounting at this
point in their academic programs? Do they see
accounting only as journal entries and preparation of financial statements?
If the above observations are true, hasn't a
disservice been done to this profession and to
the student? Students have been misled —they
do not know the vital role accounting plays in
management. A disservice has been done to
the profession because a distorted image is
perpetuated, and many students the profession
would like to attract are "turned- off."
Now is the time to take a fresh look at the
content of introductory accounting courses. A
first course which emphasizes management
accounting makes sense. It would be more interesting, more useful and more "relevant" to
most students' needs.

The Educational Objective

Accountants engage in a variety of specialized activities including planning and budgeting,
cost accounting, performance reporting and
analyses, financial reporting, taxation and auditing. Structuring an introductory course which
touches on each of these services and establishes a framework which can be built upon and
refined throughout the remaining curriculum is
difficult. Our contention is that the most important objective of accounting should be to support the managerial process, whether it be in
manufacturing, service or not - for - profit organizations. Therefore, the objective of the introductory course should be to introduce accounting techniques and procedures important to
managerial decision- making.
Other areas of accounting, financial reporting, taxation, and auditing are important, but to
a large degree they are a reflection of manageCan you remember your first accounting ment strategies and decisions. The particular
course? What was your image of accountants? course of action chosen by management from
Were you impressed by the detailed drudgery among alternatives determines the financial
involved with endless journal entries, lengthy consequences which affect the financial reworksheets, unbalanced ledgers and closing ports, taxes and audit procedures. These topics
entries? Were you given the opportunity to ap- can be introduced later in the program.
preciate the vital role accounting plays in management and investor decision- making? We
think the first course in accounting fails to give Comparing Management Accounting
a student the proper picture of the roles of the With Financial Accounting
accountant and accounting in society.
According to psychologists, the first impresAlthough much of the data used in both mansion is the most important one in developing agement accounting and financial accounting is
attitudes. The first course is often the only real derived from the same accounting system,
exposure non - accounting majors will have to some features of the data are different. The exaccounting. Does this exposure develop re- hibit' below describes the differences between
spect for the accounting contribution to man- the two types of accounting within a generalagement, or does it perpetuate the "bean ized framework.
Continued on page 65
counter" image? And, what about the account-
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MANAGEMENT
ACCOUNTING
PRACTICES
Continued from page 10
posal is a revision to one issued Jan_
7, 1976, which would have required
footnote disclosure in the financial
statements of investments in the securities of any issuer for which aggregate book value exceeds 5% of
stockholders' equity. The current proposed rules would change, among
other things, the test for significance
to 1 % of total assets rather than 5%
of stockholders' equity.
Accounting for Independent Research and Development and Bid and
Proposal Costs is the subject of a
staff -draft cost accounting standard.
The proposed draft standard would
require that the costs of IR &D and
B &P projects include all direct costs
and all allocable indirect costs, including an allocation of home office expenses and general and administrative expenses.

FASB Sets Impact Studies
The Financial Accounting Standards
Board announced it has completed
arrangements for special impact studies of the effect that specific accounting standards have had on management decisions and on investors' and
creditors' assessments of securities.
The Board is conducting its own ongoing program concerning the economic effects of accounting standards.
In cooperation with the FASB, the
American Insurance Association is
surveying its members in an attempt
to ascertain if reinsurance practices
or other operating procedures have
changed as a result of the requirements imposed by FASB Statement
No. 5, Accounting for Contingencies.
Professor Robert Goshay, an insurance specialist at the University of
California, Berkeley, is conducting an
inquiry among corporate risk and insurance managers to determine
whether changes in risk management
practices may have resulted from the
proscription of so- called "self- insurance reserves" used by some com64

panies in accounting for insured losses.
Professor R.E. Dukes of Cornell
University is attempting to determine
any impact that the promulgation of
Statement No. 8, Accounting for the
Translation of Foreign Currency
Transactions and Foreign Currency
Financial Statements, might have had
on market prices of common stocks
of companies with foreign operations.
The FASB has urged others to undertake research on the economic
consequences of accounting standards and will hold a conference in
March 1978 at which selected research papers can be presented and
discussed.

"Pu Pu" Accounting Revisited
The FASB published a research report that shows the effects of restating financial statements for changes
in the general purchasing power of
the dollar. The report contains the results of field tests of proposals set
forth in the Board's exposure draft, Financial Reporting in Units of General
Puchasing Power, conducted by 101
companies.
For most of the companies, the
study shows that restated net income
was lower than reported net income.
For some companies, however, especially debt -heavy public utilities, net
income was considerably greater on a
price -level adjusted basis.
The exposure draft was issued in
December 1974. In June 1976, the
Board announced it was deferring action on the matter pending further
progress on its project on a conceptual framework for financial accounting.
Copies of the research report may be
obtained from the FASB in Stamford,
Conn., for $3.00 each.

NCGA Issues Papers
The National Council on Government
Accounting has issued a working
draft, GAAFR Restatement Introduction and Principles, which is part of its
project to restate Governmental Accounting, Auditing, and Financial Reporting. The GAAFR publication of a
predecessor committee is considered

an authoritative statement on the application of generally accepted accounting principles to state and local
governments. The working draft is designed to accomplish widespread exposure of and comment on the tentative restatement,

News Briefs
• The CASB announced it will hold
its Second Evaluation Conference on
Promulgated Standards and Regulations, Oct. 12 and 13, 1977, in Reston, Va. The purpose is to provide
the Board with an opportunity to receive directly from interested persons
their evaluations of the effectiveness
of promulgated standards and regulations. Notice of intent to attend
should be given to the Board's Administrative Officer by October 3 at
441 G. St., N.W., Washington, D.C.
20548.
• A federal judge rejected many of
the arguments raised by more than
100 companies that are resisting demands by the Federal Trade Commission for line -of- business information.
In a preliminary round of this extended contest between the FTC and major corporations, a U.S. District Court
concluded that the reporting program
does not require companies to alter
present record - keeping practices,
noting that the FTC has not prescribed any particular accounting
method to be used in reporting the required information,
• The SEC has authorized a broad
review of proxy rules that govern such
matters as electing directors, approving new issues of stock and authorizing executives' compensation. Concern has been expressed about the
ability of management at certain companies to exercise control over the
election of directors and thereby to
avoid effective oversight. The Commission plans to hold hearings.

DATA SHEET
Continued from page 9
ed funds accounted for 82 percent of
these companies' business needs,
and the surveyed firms expected this
pattern to hold over the next 12
months.
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Governing
Principles

Timing
Information
Time Frame

Financial Accounting

No single unifying conceps but three classes
of accounting information for management
1 -Full cost accounting
2- Differential accounting
3- Responsibility accounting
Management defines
rules it finds most useful for its own purposes
Optional

1- Assets

Monetary and nonmonetary
History and future

=

liabilities
owner's equity

+

Unifying
Concept

Management Accounting

Generally accepted
accounting principles

Mandatory as defined
by SEC
Primarily monetary
History
Business entity

Focus

Business segments,
products and other responsibility centers

Precision

Management may be
willing to sacrifice precision to gain reporting
speed

Greater degree of pre cision

Purpose

Means to an end: planning, directing, controlling

Produce financial
statements

When the two systems are compared, the financial accounting system appears to be structured as to
the content of reports, underlying
principles and frequency of reports.
The usual first accounting course also
tends to be highly structured and concentrates on the myriad of rules. A
course of this type tends to deter student interest because the presentation of such a highly structured subject often makes it seem undynamie.
Management accounting appears
less structured. Several concepts underlie the data generated for management accounting. The variety of different forms of the data and the different
methods of organizing data for decision- making illustrate the accounting
challenge of apprising and assisting
various levels of management in planning and controlling activities.
The major contribution accounting
makes to the business environment is
quality information which enables an
entity to be successful. In light of this
important contribution, the student's
initial exposure should be to the role
of accounting in helping management
meet its challenges. The initial exposure should not be on record - keeping
procedures.
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Benefits to the Students

the public accountant come from the
system devoted to furnishing management with useful information. The
better understanding the auditor has
of the concept underlying the financial information system of a company,
the more effective he can be.
We think this approach, emphasizing the uses before the procedures,
has an additional benefit —it will be a
more interesting and challenging introduction to accounting, so it should
attract more students to accounting.

Problems to be Overcome
A change from the present sequence of financial accounting first
and management accounting later will
not be accomplished easily. There
are several stumbling blocks to making the change. Perhaps the most important one is tradition. Financial accounting has been taught first in the
introductory accounting sequence for
so long that the force of this tradition
will be difficult to change, and a significant effort would be required of faculties to change to our proposed sequence. In addition, there are few
textbooks available that require students to study managerial accounting
concepts prior to financial accounting
concepts.

Most students taking introductory
accounting are not and will not become accounting majors. They will
benefit from our proposal in at least
two ways. The subject matter in the
course would include topics such as Conclusion
pricing decisions, budget analysis and
capital investment analysis. These
We think that teaching managesubjects would be more valuable than
journal entries and posting to ledgers ment accounting before financial acbecause they have a direct applica- counting deserves strong consideration to the student's other courses. tion and discussion among accountFurther, the student gains a better un- ing faculty. There are many benefits
derstanding of the contribution ac- of the management approach— better
countants make to the effective func- informed non - accounting majors, the
"relevance" of management accounttioning of an organization.
Accounting majors also will benefit ing service to the industry-bound acfrom this approach. A significant num- counting majors, and a better attitude
ber of them enter managerial ac- toward the accounting profession. A
counting directly. Why not emphasize trend toward the management apfrom the start the important uses to proach already has begun as can be
which they will be asked to apply their seen by the number of second -seaccounting knowledge? Many who ini- mester courses that are now managetially enter public accounting subse- ment accounting (as compared to
quently switch to managerial account- none only a few years ago). We being for the major portion of their ca- lieve the next step is to teach manreers. Even those whose entire ac- agement accounting first.
counting careers are in public ac- ' Information taken from: Robert N. Anthony and Glcnn A.
Welsch, Fundamentals of Management Accounting. Revised
counting benefit. The data audited by edition. Richard D. Irwin. Inc.. 1977.
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Control of Data Processing
This month NAA will publish Management Accounting and
Control of Data Processing by Richard L. Nolan. Following
is a summary of the report prepared by the Research Department_
Computers and their capacity to process almost unlimited
data have created accounting and control problems that most
companies have not yet solved satisfactorily. This is the general conclusion of a new NAA research report, Management
Accounting and Control of Data Processing, by Richard L.
Nolan. The study aims to assist the management accountant
in accounting for and controlling the costs of data processing.
When the four -year research project was begun, the author
initially focused on chargeout systems, However, the focus
broadened as field results indicated that chargeout was not an
autonomous issue but acted more like a "lightning rod" latently charged with a broad range of data processing control
issues.
The research in the study covers 18 companies in nine industries. Data processing budgets of the companies studied
varied from $750,000 for a division to more than $120 million
for an aerospace company that sold computer services commercially. Through use of a research technique called "stage
process audit," the author places the companies in four evolutionary stages, according to the sophistication of their data
processing and control setup.
Major conclusions of the report are:
• Chargeout systems in the early stages of data processing
evolution are ineffective in making user /managers accountable for data processing services;
• There is a trend toward stand -alone profit center structures for organizing data processing activities;
• Sound data processing accounting systems are prerequisites for effective data processing management and chargeout;
• A contingency approach to data processing control is the
most effective method for accounting for and controlling data
processing costs.
Research Methodology
In the course of the research, 21 senior managers, 56 user/

FIND OUT

What 21 senior managers, 56 user /managers
and 38 EDP managers think and are doing
abo ut . . . Acco unt ing Fo r and Con tro lli ng the
Costs of Data Processing.

"MANAGEMENT ACCOUNTING AND
CONTROL Of DATA PROCESSING''
A NEW STUDY BY NAA
$745
(ind. postage)
10% discount for members
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managers, and 38 EDP managers were interviewed. Senior
management was queried to ascertain its awareness of EDP
and industry /company practice. User management was interviewed to determine the effect on the chargeout system, and
data processing management was questioned in order to define the technical characteristics of the chargeout system.
Following the visits, a questionnaire was administered to a
sample of user /managers to determine their attitudes toward
chargeout systems. Thirteen of the 18 companies participated
in this part of the study. Of the 222 questionnaires sent to the
13 companies, 170 useable responses were received —a 77 percent response rate.
One of the most important findings is that the majority of
user /managers who received data processing charges had difficulty understanding the charges to the extent necessary to
exercise control actions. Several companies that were well
aware of this problem had greatly simplified charges to enhance understanding by user /managers.
"Designing an effective management control system is an
art in which control techniques are orchestrated to accomplish a changing set of purposes as the data processing activity matures," the author states. Accordingly, he urges that
managers first determine what stage the data processing function is in before imposing a control system. "If the data processing activity is in Stage I or Stage II, only modest goals for
management control will be possible. In Stages III and IV
organizations will need and most readily accept management
control programs."
Either the absence of a clear statement of chargeout system
objectives or an excessively narrow statement of objectives
was the single most troublesome factor inhibiting chargeout
system effectiveness, the author believes. He lays down seven
guidelines for developing a contingency approach to data
processing management control.
Looking toward the future, Prof. Nolan thinks that the
data processing profit center structure may be transitory. He
reports that in the short run the four research sites that employed this type of structure have reported favorable results,
but they also reported problems symptomatic of working with
a synthetic profit instead of a verifiable market profit.
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No organization
is immune to problems.
What are yours?

Budgeting? Cost
control? Making the right decision on capital
investment? Determining optimal pricing for
product lines? Setting goals and attaining
them? Utilization of cash? Managing
inventories? Computer security? Data
collection and evaluation? Writing reports that
really communicate?
Or is your situation simply that some
members of your accounting and financial
management staffs have knowledge gaps or
need a refresher?
NAA established its In -House Program
specifically for organizations where employees
can't be spared the time away or where the
expense of travel, accommodations and meals
proves too costly for training budgets.
If we bring a course to you, it means it
will be conducted on company property, or
wherever you choose. You'll set the time
schedule, too — daytime, evenings, or a weekend
A sampling of organizations who've used
NAA's In -House Program.
American Optical Corp.
Anchorage Borough School District

1 23 Courses we
can bring you

1

1
1
1
1

t

1

1
1
1

1
1

DEVELOPING AND USING STANDARD COSTS
FLEXIBLE BUDGETING AND PERFORMANCE REPORTING
DIRECT COSTING AND CONTRIBUTION ACCOUNTING
MANAGEMENT ACCOUNTING FOR BANKS
MANAGEMENT ACCOUNTING FOR HOSPITALS
O PROGRAM BUDGETING FOR LOCAL GOVERNMENTS
AND NONPROFIT INSTITUTIONS
MANAGEMENT ACCOUNTING FOR EXECUTIVES AND MANAGERS
O LONG -RANGE STRATEGIC PLANNING AND ANALYSIS
ACCOUNTING INFORMATION FOR PRICING POLICIES AND DECISIONS
MANAGING BY OBJECTIVES FOR THE FINANCIAL MANAGER

OPERATIONAL AUDITING

ECONOMIC EVALUATION OF CAPITAL EXPENDITURES
EFFECTIVE CASH MANAGEMENT
INVENTORY MANAGEMENT AND CONTROL
FUNDAMENTALS OF MANAGEMENT INFORMATION SYSTEMS DESIGN
O DATA PROCESSING— CONCEPTS AND INFORMATION SYSTEMS DESIGN
O COMPUTER SECURITY AND INTERNAL CONTROL
MANAGEMENT SCIENCE FOR BUDGETING AND PROFIT PLANNING

Ernst & Ernst
Girard Bank of Philadelphia
Green Giant Corp.
International Harvester
Ohio Hospital Association
Oregon Society of CPA's
Republic Steel Corp.
Sperry Univac Computer Systems
The Social Security Administration
The State of Ohio
These firms are representative of a broad
spectrum of manufacturing companies, service
organizations, educational institutions, food
companies, financial establishments and
governmental operations which have found
NAA's In -House courses valuable.
What has been beneficial to their
professional staffs, would undoubtedly be
useful to yours.
If you're interested, please contact
Norman Hadad (212) 754 -9575. He'll talk
cost', time and place. And give you any other
details you need- Or send the coupon.
' For example. a two -day course for 20 employees would cost
approximately $2,200 for the Instructor and all course materials: a
three-day course would cost about $3.000.

A NORMAN HAOAD
NATIONAL ASSOCIATION OF ACCOUNTANTS
NEWYRDAVENUE
919
NEW YORK. NY 10022
PLEASE SEND ME MORE DETAILS ON THE
COURSES I HAVE CHECKED.
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O PLEASE CALL ME SO WE CAN DISCUSS OUR
PARTICULAR SITUATION.
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LINEAR PROGRAMMING: ACCOUNTING APPLICATIONS

[I

STATISTICAL SAMPLING FOR ACCOUNTANTS AND AUDITORS

MARKETING FUNDAMENTALS FOR THE MANAGEMENT ACCOUNTANT
COMMUNICATIONS AND REPORT WRITING

BEHAVIORAL SCIENCE IMPLICATIONS FOR MANAGEMENT ACCOUNTING

'

I f it

1
'

11

In NA The Accent
is on Learning.
Man' age -ment Ac- coun'ting Mag' a -zine
Re- search' Stud' ies
Li' bray -y
Con -tin'u -ing Ed'u- cation Courses
Self -Stud' y through cas-sette' tapes
An' nu•al Confer- en -ces
Tech' ni -cal Answer -ing Service
Chapter Ac- tiv'i•ties
Cer -ti'fi -sate in Manage -ment Ac- coun'ting
Every syllable helps build toward self- improvement and career advancement.
Use all the ad-van'ta•ges NAA offers to your ad-van'tage.

NATIONAL ASSOCIATION OF ACCOUNTANTS
919 THI RD AVENUE

NEW YORK. N.Y. 1D022

The Saga of an Accounting Addict
Dear Sir:
I am no t at this time a member of
NAA but if that's what it will take to
get this story published and get my message across to my fellow accountants,
my comrades in arms in the numerical
battle against corporate losses, then
show me where to sign.
I guess, it all started back in '75. I
was a young collegiate hot dog, given
my first crack at the big times by a major metropolitan steel company. Well, I
ate it right up, started subscribing to the
Wall Street Journal —had it delivered to
the office. I put the wrong mail code on
R

s:, k
L

it so it would end up on the controller's
desk every morning. I'd go over and
pick it up, shake my head, and tell the
controller what an inept mailing system
the Journal had. Before long it was
FASB time; I found myself sifting
through the garbage cans of CPA firms,
searching for old pronouncements, APB
newsletters, even notes on rulings scribbled on crumpled letterheads. My desk
became a dingy library of accounting
paraphernalia. I was losing touch with
reality. I began saying things like:
"Debit" instead of "come in "; "Credit"
instead of "Good- bye."
If it rained I would say, "The angels
are crediting God's water account."
If it was a beautiful day I would give
nature an unqualified opinion. I was
reaching the point of no return; then it
came —taxes and over the brink for me.
First I read the IRS Code six times cover to cover; then I read the codes of
each of the 50 states in alphabetical order; then in reverse alphabetical order. I
took an Evelyn Wood Reading Dynamics course so I could read pending legisMANAGEMENT ACCOUNTING/JULY 1977

gross incom e at fair market value of
hostages
held. Then one day before I
Being the story of a "Reformed
could pounce on him I sa w him drop a
Accountant" who loved
load of results in a neighborhood m ailnumbers more than life but
box. I was frantic. It would be hours,
after the countdown ended, the maybe even days, before the m ail was
delivered; besides, I had forgotten my
bottom line read: AAA
address and couldn't go hom e. The only
(Accounting Addicts
thing left to d o was beat the m ailbox
with a crow bar un til it open ed. A heap
Anonymous).
of m a il f ell t o th e gro und. Ther e at the
latio n with b o th hands. I began hanging top of the heap was m y letter. I ripped it
aro u nd th e IRS office on m y off days; I open and som ewhere near the results of
spent my th ree weeks' vacation in tax Part 4 I went in to a com a again.
When I awoke I was in a room, a
co u rt m akin g tapes of the proceedings;
then I'd play the tapes back at night room with beautiful flowers, symphonic
wh ile I slept. I was hopeless so I decid- music, and pictures of children laughing
ed to sit for the CP A exam . I took and playing. There were statues and
Becker at fou r different locations sim ultan eo u sly , sent m y m oney in two years
w
y
u x
before th e exam —six tim es. I showed
up at th e ex am site nine days before the
ex am . I bro ught a portable pencil sharpen er an d a n ine -days' supply of pencils.
Wh en th ey let m e in for the exam I was
a m ess — pencil shavings in m y hair, my
i,
fingers perm anantly discolored with
graph ite, my clothes —I don't think I
was wearin g any.
I fell asleep som ewhere during Part 4
an d wh en I awoke in t he ho spital they fountains and replicas of f am o us m asto ld m e I h ad b een in a com a for e ight
terpieces, gourm et foods and tailorm ade
weeks. I tried to wait for the results but clothes —it was awful, not a pencil, pronouncement or tax return in sight. I
grabbed the phone just to see som e
num bers but som eone had taken those
luscious little digits off the dial. I
thought I was dead and in the bad place
but it turned out to be a halfway house

the su sp ense was too much for m e in my
weakened condition. I bribed several officials in to telling me the whereabouts of
my exam and then stationed m yself outsid e th e h om e of the renowned professor
ru mo red to h ave m y pap er. I thought,
briefly , o f h o lding his spouse and other
depen dents hostage until he revealed
th e resu lts b ut I dropped the idea when
I realized th at inform ation gained by
way o f r an so m wo uld be inclu dable in

for accounting junkies.
I spent six months there and now I'm
back at my old job, living a reasonably
normal life. Of course I can't do my tax
returns any more or sit on a replacement costing committee but I still read
the Journal and I feel that if I lean more
toward management there will be a
place for me in this company.
So to any of you out there following
in my footsteps I say, "Sandy Burton
help you!"
Barry Lindstrom,
Reformed Accountant
Griffith, Ind.
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Chapter /Member News
Emeritus Life Associates
HILMER A. ANDERSON, Minneapolis

Northstar.
WILLIAM E. ANGEL, Richmond.
THOMAS BENNETT,
Westmoreland

FREDERIC D. VECHERY, Washington.
LEROY
WARDWELL,
Member -at-

Large, USA; Southern Maine past president. SCMS.
LEE T. WILLIAMS, Hartford.

County past president.
WILLIAM J. BERGLUND, Oakland
County past president. Stuart Cameron
McLeod Society.
E. BATESON BIRKETT, San Francisco.
JOHN W. BLAIR, Louisville.
BERNARD A. BRADY, Washington.
JAMES A. CADWALLADER, Mohawk
Valley.
ROBERT F. CAPPEL, Cincinnati.
DANIEL L. CARLSON, Jamestown -Warren.
PAUL B. CATE, New York, past national director. SCMS.
HENRY DANGMAN, JR., New York.
J. RAYMOND DENNING, Pittsburgh.
PEDRO P. DIAZ- MAESTRE, Miami.
EARL E. FREDERICK, Butler Area, past
national director. SCMS.
F.A. GIBBONS, JR., Northern Virginia.
JOHN D. GIBBONS, Chicago.
EDWARD M. HERSTEIN, Detroit.
ROBERT L. HERSTEIN, Saginaw Valley.
C.A. NORMAN JOHNSON, Jamestown Warren past president.
WARREN H. JOHNSON, Kansas City,
ANNE E. KANE, Williamsport.
CHARLES A. KIERNAN, Pittsburgh.
T.N. KREIS, St. Louis.
ADOLPH F. LEITNER, New York.
WILFRED C, LOCKE, Oakland County.
HOWARD P. MESEROLL, Cincinnati.
VERNON F. NICHOLS, York.
MAURICE B. NUGENT, Hartford.
JOHN B. PILGER, JR., Trenton past
president.
GEORGE A. PURKINS, Baltimore.
WALTER J. PYLE, Philadelphia,
GILES B. RAISNER, Philadelphia past
president. SCMS.
C.S. RAMSEY, Pittsburgh.
C.H. RICKENBACK, Detroit.
ERNEST E. RUTZEN, San Francisco.
JOSEPH W. SCHNEIDER, Waterloo -Cedar Falls past president.
JOSEPH F. SHEEHAN, Lehigh Valley
past president.
HARRISON M. SPAIN, JR., Memphis.
HARRY C. STEARNS, JR., Chicago.
HARRY A. SWARTWOOD, Syracuse.
PHILIP J. TAYLOR, Philadelphia.
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Promotions and New Positions
Two Albany members have been named
at Atlantic Cement Co. CHARLES J. ERTELT is controller, and WILLIAM A.
MAKELY, assistant controller.
JAMES F. O'CONNELL has been named
co n tro ller, Stiefel Labs, Inc.
CHARLES J. STOUT, Asheville, is now

controller with
Times -News.

the

Hendersonville

WILLIAM J. HOFIUS, Atlanta North,

has been promoted to audit manager for
Employers Insurance of Wausau's Twin
Cities Region.
MARLIN V. EVANS, Austin Area, is

now director of management planning
and information, State Farm Insurance.
ALAN ROSEN, Boston, has joined Com-

pugraphic Corp. as controller— inventory and cost accounting.

pointed vice president of operations,
Mic higa n HM O P la ns , In c.. .. J OH N P.

REDDAM has been appointed vice president of Capital Mortgage Corp.
BARATTA, East Bergen Rockland, was elected vice president of
Colgate - Palmolive. He is also corporate
controller.
JOSEPH J.

Two East Tennessee members have
been named at United Telephone Co.
LUTHER G. WOLFF was elected vice
president of finance, and WILLIAM D .

FLEENOR, treasurer.
Two Elmira Area members have been
nam ed at Ingersoll Rand. WILLIAM M.
CASSIDY, chapter president, was nam ed
manager— factory
accounting,
and
JOHN C. RUNSKI, manager-- commer-

cial accounting services.
ROBERT J. OTTE, Evansville, is now the
chief operating officer of Property Developers, Inc.
ROGER B. MILLER, Fort Wayne, re-

cently was promoted to vice president of
the financial division, Bone Personnel,
ALLAN A. HIGASHI, Hawaii, was pro-

1•

Oi l
GRIBBINS
Detroit

BARATTA
E. Bergen- Rockland

W. LEROY BRICK, Butler Area, has

been promoted to vice president, Heck ett Engineering, Harrisburg, Pa. office.
... GLENN J. SCHNUR is now controller
with Fo x Industries.
WAYNE P. HANDLEY, Cincinnati, has

joined Glenway Sheetmetal Co., as controller. . . . KENNETH W. STECHER is
now accounting manager, life insurance,
Cincinnati Insurance Co.
J. DONALD NYE, Cleveland East, re-

cently was appointed vice president and
controller of Washington Federal Savings & Loan Co.
RICHARD J. GRIBBINS, Detroit, has

been elected president and treasurer of
Service Envelope and Paper Co. . . .
BRUCE E. MILLICAN recently was ap-

moted to assistant vice president at City
Bank.
LEIGH G. FOSSEN, La Crosse - Winona

Area, is now corporate controller at
Randall -Graw Co.
Two Lancaster members have been
named at Armstrong Cork Co. SHERMAN C. FOOTE is operations controller
for Armstrong Europe Services, Ltd.,
London, and ANDRE H. FOUCHET has
been nam ed chief auditor in the controller's office, Melbourne, Australia.
W.G. BURDICK, Lima, recently was
promoted to vice president of finance,
City Loan & Savings Co.

A, WELLS, Lynchburg, was
named controller, Macks Stores, Inc.

JOHN

RUSSELL W. HARDY, Member -atLarge, USA, has formed a partnership,
Hardy & Goldberger, with offices in
New York City to provide consulting
services to businesses and individuals on
tax and financial planning. Mr. Hardy is
a retired director of finance and administration at NAA, and a former president of the McLeod Society.
MANAGEMENT ACCOUNTING /JULY 1977

NOR MAN S . KEN NED Y, Mid -Oh io, wa s

prom oted to sen io r vice p residen t, co n troller and secretary , Newark Tru st Co .
JAMES C . AMR HE IN ,

Milwaukee, was
promoted to controller of Dostal &
Lo we y C o . . . . C LA R E N C E J . F E LT E S i s

now accounting manager, Thiensville
Lumber Co. . . .

ALVIN

L . H I N T Z , JR . ,

accountant, San Francisco Bay Area
Rapid Transit District.... CHARLES F.
KIMMEL has been promoted to
accounting manager, Prescolite. . . .
R O B E R T E . S T A R R O N Is now product
manager— management
information
services —Bank of America business
services.

was named budget manager, Wausau

MICHAE L. F . LUKA COV IC, Ohio -W est-

Ho me s .

ern Reserve, was prom oted to office
man ager —Do me Div., Molded Fiber
Glass.

...

MIC HAEL

T.

JANO WIAK

was promoted to assistant treasurer, the
Marine Corp.
LOREN L. BUT T ER FIELD , Minneapolis
Northstar, has joined Propper Oil &
Auto Supply Warehouse Distributing
Co., as controller.
HO W AR D C .

BRIT IGAN,

Mi n n e ap o l i s

Viking, has been appointed president of
White Materials Handling Div., White
Mo to r C o r p ... . E D W A R D S . S T . MA R Y

was promoted to vice president and
chief financial officer, Fingerhut Mfg.

R.C. VOLOVIC, Pittsburgh, is now contro ller, Walwo rth Co.
LA R RY G. PHILLIPS , P o r t l a n d W i l l a m -

ette, recently was promoted to treasurer, Howard- Cooper Corp.
JOHN P. JOSEPHS, Providence, recently
was elected senior vice president of Union Wadding Co.
HU G H

C.

FR ANKLIN ,

Rochester, has
joined Nalge Co. as manager of cost systems and accounting. . . . PAUL W.
R U N Y A N was prom oted to supervisor,
Du n & Bradstreet, Rochester district.
. . . M IC HA E L A . T E D E S C HI wa s na me d

BRITIGAN
Minneapolis Viking

LISA
New York

manager of financial planning, and
RIC HARD A . VACCARO, manager of
cost accounting, for Itek Graphic Products.
JAMES T. MUDD, St. Louis, has been
elected secretary of St. Louis Diecasting

N. JOSEPH YAGEY, Mohawk Valley, recently was promoted to senior vice president, Oneida National Bank & Trust.

C o r p . . . . HE N R Y N . P A R R I S H h a s b e e n

JOHN J. MURPHY, Morristown, recently
was promoted to controller at Lesney
Products Corp.

PETERS has been appointed assistant to
the controller, Tiffany Industries. . . .
EDWARD J. VEGA was named assistant
controller of General Bancshares Corp.

JOSEPH P. LISA, New York, was elected
vice president and controller, Colt Industries, Inc.
D A LE J . DUC AT , N o r t h e r n Wisconsin,

was promoted to treasurer of Zaug's
Vending & Food Service.... HAROLD
J. WOLF, chapter president, recently
was promoted to vice president of finance of Beatrice Foods Co.
F. W E A V E R , North Georgia, is
now general accounting manager, Galaxy Carpets.

app ointed co m ptroller, Am car Div.,
A C F In du stries, Inc . . . . PHILLIP H.

AN NE LL O C .

G AREFINO,

T r e n t o n , wa s

ap p o in ted co n troller, Chein Industries.

Westchester, has
been appointed vice president of finance
and treasurer of Connor, Inc.
LLO YD

W.

MIL NE,

J. MI C H A E L S T O L P ,

Western Carolinas,
has been ap pointed con tro ller of Mu ltim edia, In c.

MAR Y

H A R R Y L. BROWN, Oakland County, is
now deputy controller of Citizens Mortgage C o r p . . . . P A T R I C I A M . S P A C K -

MAN is now secretary an d co n tro ller o f
Standby Power, In c.
DO R O T H Y

Bay, has

A.

BI LE K ,

Oakland -East
been promoted to chief

MANAGEMENT ACCOUNTING /JULY 1977

In Mem o riam
ALBER T J.

BER G F E LD, 67

, New York,

1936.
50, Bridgeport
past president, 1956.
C . C . C L A R K , 50, Hartford, 1966.
R O B ER T M. C HAP MAN,

ALB E R T B . C R AN W E LL, J R . , 58, M u s -

NOW THAT YOU'RE
AVAILABLE, SHOULDN'T
THE RIGHT PEOPLE
KNOW?
Primitive methods just don't work
anymore.
You need an effective way to get
the news of your availability to the
right people and places quickly,
quietly. Let the experts help you.
We are the members of

P

National
Ass iates

who deal extensively in the acco unting field. Our clients are
lo oking fo r goo d people like you.
Together with our NPA associates
aro und the co untry, we can take
your message to the right places.
Send yo ur signals selectively —
and get results.

SV C Personnel

37 Station Drive
Princeton Junction, N.J. 08550
(609) 799.9595
Randall Howard & Associates
5350 Poplar Avenue, #412
Memphis, Tenn. 38117
(901) 767-5150
Brentwood Personnel Associates
Accounting Division
1280 Route 46
Parsippany, N.J. 07054
(201) 335 -8700
Mae Daly Agency, Inc.
6 East 45th Street
New York, N.Y. 10017
(212) 687-3911
Management Registry, Inc.
7002 Graham Road, Suite 200
Indianapolis, Indiana 46220
(317) 842 -0533
Ells Park Personnel Services
5050 Excelsior Blvd.
Minneapolis, Minn. 55416
(612) 927.4653

cle Shoals, 1962.
L.D.

DAG G ET T ,

37, Waukesha Area,

1969.
71

GE OR GE P. D O ER IN G ,

78, Denver past
president, 1936. National Director,
1950 -52, Stuart Cameron McLeod Society. Emeritus Life Associate.
BEAT RIC E D . F IE R o , 56 , Battle Creek
past president, 1965.
JACK L. Fox, 51, Houston, 1963.
ALLEN GA N G , 80, Dallas, 1942. ELA,
RIC HARD G. GIBSON, 57, Cleveland,
1967.
L E A D O R E J. GLADUE, 85, Norwich,
1952, ELA.
JOHN A . HEIS LER , 78, Reading, 1953.
ELA.
HA R R Y F . M ELLIN , 62, B oston, 1974.
LE S T E R A . M ILN E , 8 2 , Calumet, 1945.
ELA.
C LYDE F. MOORE, 81, Akron, 1939.
ELA.
G.C.
MO R EL AND,
70, Washington,
1946.
NELS C. NELSON, 67, Cleveland, National Vice President, 1952 -53. 1940.
SCMS. ELA.
AR T HUR J . O' D ON N ELL, 49, Delaware,
1969.
GERALD J. O'HARA, 44, Milwaukee,
1970.
N O R M A N B . P A C H E C O , 6 0 , Denver,
1973,
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St a t e
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Time Off
�l•
L

"Our LIFO policy pertains to invento ry ... no t emplo yees!"

You Will Be Earning $100,000!
Quite possibly most current employees will someday earn $100,000
a year. Do you think that's a ridiculous statement? Not so, writes Joseph A. Lavely, in the March -April
issue of Personnel. "If productivity
increases at 3 percent per year and
inflation at 6 percent per year, then
compensation will probably advance at about 9 percent per year.
An income that grows at the rate of
9 percent per year will double in
about eight years. Thus the income
of a 35- year -old employee who is
earning $10,000 per year will
mount to $20,000 at the age of 43,
$40,000 at the age of 51, $80,000 at
the age of 59, and $100,000 at the
age of 62." Mr. Lavely concedes his
conclusions are based on assumptions of the rate of inflation. If inflation is stopped, then most employees will probably not reach a salary
level of $100,000. "On the other
hand, if the battle against inflation
is lost and prices rise at, say, 9 percent per year, then most employees
will indeed reach that magic in-

come level. But, at that point, how
much will an annual income of
$100,000 buy ?"
`Peanuts' and Free Enterprise
A 20 -page, four -color booklet prepared by the U.S. Department of
Commerce, Labor Department and
The Advertising Council presents a
readable summary of our system of
free enterprise. Titled The American Economic System ... and your
part in it, the booklet uses characters from the "Peanuts" cartoon
strip created by Charles M. Schulz
to illustrate the text. The booklet
was prepared to provide a quick
and simple description of the system because a survey showed that
many people had difficulty in describing how the economic system
works and how they were involved
in it. Objective in tone, the booklet
asks pertinent questions like "How
can we evaluate the long -term economic and social costs and benefits
of various government programs ?"
This free booklet is available from
Consumer Information Center,
Pueblo, Colo. 81009.
❑
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MEETYOURNEW
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THEGREATNEWMONROELCC/601
,
Now, for between $7,700 and $10,000,
you can own the new Monroe Ledger
Card Computer and appropriate software. Just a little larger than a typewriter, the LCC /60 performs all your
accounting functions: invoicing,
accounts receivable, accounts payable, payroll, general ledger
posting, and more.
Faster. Prints 60 characters a
second. Faster than any
accounting machine in its
price range.
Simpler. Easier to operate
than any other accounting
computer in its price
range. Operators can be
fully trained in a matter of hours.
Greater Flexibility. It
has forms handling
capability that's unmatched by any
machine in its
price range.
$ $ 4 -

W

Consider the Monroe LCC /60
for your accounting functions. It
can replace outdated hand systems, old mechanical posting
machines and even over- qualified expensive mini - computers.
Use the coupon below to get
further information. Or, just call
your local Monroe Branch office.
To: Monroe . T he Calculato r C omp any
( �
The Ame rican R oad
� J
Mo rris P lains, NJ 07 95 0
MA 7 -I

-

� �Please�have�a�Monroe�representative
tell me more about the LCC /60.
V

C3 Please send mefurther information
about the LCC /60.
NAME
TITLE- -

ADDRESS
CITY
STATE

'

MONROE
HE CALCULATOR C MP

The American Road, Morris Plains, NJ 07950
— J

—

CAWCOWNJTWI /W

ZIP

PHONE
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1 I 1/IOlLm

I

COMPANY

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

Our s ta ff is e xpe rt a t finding "the
be s t pers on for the job. " Most of our
placement manage rs are C .P.A.'s, C.A.'s,
controllers or systems 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 da te , we have e xpanded to 5 0
offices throughout the United States,
Canada and Great Britain.
We belie ve the c ombined talent a nd
skill of Robert Half e mploye es ma de us
wha t we a re today.
The larges t, most expe rienc ed fina ncial, banking and data processing personnel service in the world.
Ma ybe we 're jus t wha t you're looking for.

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

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

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

Our neighborhood extends acros s the
contine ntal Unite d Sta te s , Ca na da a nd
Great Britain.
50 office s worldwide, making us the
largest fina nc ial, banking 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 loca lly; we will look nationally or
even internationally for the right person.
After all, what a re neighbors for?

ROBERT
HALF
PERSONNEL
AGE N CI E S

3

F

Call our offices in these cities:

AL

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

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

Albuquerque / Allentown / Atlanta / Baltimore / Boston / Buffalo / Chicago / Cincinnati / Cleveland / Clifton, N.J. / Columbus /
Dallas / Dayton / De nver / Des Moines /
Detroit / Greensboro / Hartford / Houston /
Indianapolis / Jericho, L.I. / Kansas City /
Lancaster / Los Angeles / Louisville / Memphis / Miami / Milwaukee / Minneapolis /
New York / Omaha / Orange County, Ca. /
Palo Alto / Philadelphia / Phoenix / Pittsburgh / Portland / Providence / Sacramento /
St. Louis / Salt Lake City / San Antonio /
San Francisco / San Jose / Seattle / Stamford, Ct. / Tampa / Washington / Wilmington / Canada: Calgary / Edmonton / Toronto / Vancouver / Great Britain: London

Worlds Largest
Financial &EDP
Pprsmnel Specialists.

