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N othing
to hide:

The contract for the Miller Comprehensive CPA Review
Seminar hides nothing. (see below) You will not find an nonrefundable deposit because there is none. (see below) There is
no hidden non - refundable registration fee either. (see below)
You don't have to spend another pe!my for books because
no additional reading material is needed. (see below)
You will find an' opportunity to look over all the Miller
Seminar material for two full weeks with a money -back
guarantee. (see below) This includes the nationally - advertised
Comprehensive Textbook ($87.50) published by Harcourt Brace
Jovanovich and its new unique Companion Workbook ($35.00
value), designed specifically for Seminar use. (see below)
As a matter of fact, if you think self -study is best, purchase the books separately. (see below) But even if you think
you're sold on going it alone, you have another option. Join
us for the first two, 4-hour sessions and, if not completely
satisfied, your money is returned promptly. (Seebelow)
Fair enough. We've enlarged the type in our contract to
show you we've got nothing to hide. If you are a serious
CPA candidate, examine all your options.
Read our contract.

Miller Comprehensive CPA Review

Harcourt Br

Jwanoaich, Inc.

75 7 T hi r d Ave n u e ,
Ne w Yo r k , N. Y. 1 0 0 1 7

13 WEEKS - 26 SESSIONS - STARTS JAN. 31 - TEN CITIES
Mille r C o mp r eh e ns ive C P A R e vie w
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757 Third Avenue, New York, N.Y. 10017

Please reserve a place for me in the
section(s) designated below:
❑ Full Seminar

$750

$525

Phone Day

❑

April 25, &
andPractice
T hurs days
(Meets
, February
Tuesd ays,
2 andJanuary
9.)
31Theory

$4 25

$350

Address

❑
❑❑

$200

$175

Auditing (Meets Thursdays, Feb ruary 16 -March 16.)
(Meets Thursd ays, Marc h 23 -Ap ril 27.)
Law
Theory & Practice and either Law or Auditing

$225

$450

❑

Auditing & Law

'

'

$325

Evening

$200

$275

P leas e s en d me the M iller C o mp rehen s ive C P A R eview and C o mp a nio n
Workbo ok. Enclosed is $87.50. (If I' m not fully satisfied, 1 understand I still
ha ve t h e rig ht t o r et ur n b o t h b o o ks wit hin 15 d a ys and rec eive a full
refund .)
(New York City residents please add 8 % sales tax. N.Y. State residents, please add apprupriate state ana local taxes.)

'
Mate

Zip

City where you will attend Seminar
Mail this application, with your check, to receive your written material
immediate y. Please indicate the city of your choice to reserve your
place in the Miller Seminar.
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Enclosed
check
forSeminar
$125.00, section(s)
of which $37.50
is to prior
to the
beginning
of the third
session
of the
reserve myism
place
in the
indicated
nar, and
render
full payment
of any
balance
dueSemiat or
above, and $87.50 for the Seminar written material before the beginning of the thirteenth session of the
Work(Miller
Review,
the Companion
I understand
I receive
book andComprehensive
the DiagnosticCPA
Test).
1 understand
the $87.50
is Seminar.
notice thatInIaddition,
passed any
parts of thethat
lastshould
CPA examinarefundable only if I return all of the Seminar written
material in good condition within 2 weeks after I receive
it. The $37.50 deposit for space reservation is refundable
at any time prior to the end of the 2nd session of the
Seminar. I also agree to pay one -half of any balance due

'
'

Memphis - New
Yorkinformation
City • Philadelphia
- Pittsburgh
• W-3518.
ashington, D.C.
For further
in any city, phone
collect (212) 888

'

'
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(Meets T uesd ays and Thursdays, January 31 -April 27).
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lion, I may withdraw from those Seminar sections without penalty.
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PRESIDENT'S PERSPECTIVE

NAA and IFAC
Last October we attended the 11th International Accounting Congress in
Munich. During that meeting, a new organization called the International
Federation of Accountants (IFAC) was formed by representatives of accounting
bodies around the world. The broad objective of IFAC is "the development and
enhancement of a coordinated worldwide accounting profession with harmonized
standards." Although this is primarily an organization of public accounting groups,
some management accounting organizations are included.
During IFAC's planning stages, NAA was invited to join. Our Executive
Committee explored thoroughly our Association's potential educational
contribution to the proposed new Federation, as well as the expected costs and
benefits to our members. It was decided that NAA would join in the new venture,
provided only that the proposed constitution be changed to give management
accounting a substantial role in both the new organization structure and in
developing the program content.
In the weeks just prior to the official chartering date in Munich, we had further
discussions with representatives of the organizing committee. It was planned that
management accounting would have a very minor role in the new administration.
But much more importantly, no substantial recognition was to be given to the
need for management accountants' direct involvement in the standard setting
and harmonizing process. Although a standing committee on management
accounting was to be established, its structure and stated purpose would allow
only a limited and distant kind of contact with the problems IFAC will attempt to
solve. It became clear to us that neither management accounting generally, nor
NAA members particularly, would be well served by our joining IFAC at its
inception.
Therefore, acting on our recommendation, our Executive Committee has
chosen not to join IFAC at this time.
We are disappointed. In the November column we talked of the need for public
accountants and management accountants to work together more closely. The
formation of IFAC should have provided a unique opportunity to join forces. Its
failure to do so points dramatically to the need for more discussion, better
understanding, closer cooperation —both nationally and internationally.
We will support and work with IFAC because we applaud the progress they
have made to date, and because we have mutual concerns and goals. And we
look forward to the day when the purposes of IFAC will be broadened so that
management accountants can join as full partners in a vital program.

o lvl� s
R. LESLIE ELLIS
President, 1977 -78
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THE METCALF REPORT: SELLING SOME ASSUMPTIONS
By Ro b ert L. Hagerm an

Lo

Cover: Money.. . in
whatever form it's
saved.... is still
money. See page 49.

Accountants should seriously study the Metcalf Report and its implications for financial
reporting. Any respo nse to the report should be based on existing evidence, because the
only way to refute its erroneous conclusions is to question its premises.

17
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METCALF SUBCOMMITTEE: LET ACCOUNTANTS MAKE
REFORMS
By Ro b ert F. Ran d all
U.S. Senators o n the Subcommittee on Reports, Accounting and Management
unanimously agree that accountants and the SEC should make reforms of practices
pointed out in the controversial staff report. They warn, however, that Congress's patience
with "the accounting establishment" is not unlimited.

19

NEEDED: A NEW INTERPRETATION FOR INTERIM REPORTS
By Tim o th y E. Carlso n
A proposal for FASB consideration of a financial accounting interpretation specifying new
minimum form and content requirements for interim earnings presentations is made.

23

RESPONSIBILITY ACCOUNTING: A PRACTICAL APPLICATION
By Jam es H. Toy
Is that old plant obsolete? Are we producing a product that is "unprofitable "? Before we
accept our cost analysis as valid and eliminate the plant or the product, we should apply
the principles of responsibility accounting.

27

SELECTING A RETIREMENT PROGRAM FOR A SMALL
CORPORATION
By Ro b ert F. Hu eb n er, Jr.
Managemen t accountants may not make the actual decision as to which retirement
program to adopt, but as is well illustrated in this article, they may be in the best position to
interpret the many alternative plans that are available.

34

TRANSFER PRICE ACCOUNTING FOR MNCs
By Rich ard J. Nagy
A worldwide consolidated earnings statement is suggested for corporations that must
choose between establishing an overseas marketing organization or constructing a
manufacturing and assembly facility.

39

BUDGETING BY OBJECTIVES: CHARLOTTE'S EXPERIENCE
By Ch arles H. Gib so n
Many organizations lose sight of the necessary coordination between objectives and
resources. In Charlotte, N.C., the budget- makers tried a new approach that can be
understoo d by acco untants and nonaccountants as well.
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41

AN OVERVIEW OF DECISION THEORY FOR MANAGEMENT
ACCOUNTANTS
By Michael T. Vanecek
This article demonstrates that decision theory can provide a useful formalized framework
which is of value to management accountants — particularly in evaluating and portraying
alternative choices so as to facilitate effective managerial decision - making.

49

BREAKEVEN PRESENT VALUE: A PRAGMATIC APPROACH TO
CAPITAL BUDGETING UNDER RISK AND UNCERTAINTY
By Glenn V. Henderson, Jr. and Andrew H. Barnett
A straightforward, effective method of including explicit consideration of risk and
uncertainty in capital budgeting decisions is proposed with a claim that it will mitigate

53

IS LINEAR APPROXIMATION GOOD ENOUGH?
By Prem S. Singh and Gordon L. Chapman
The assumption of linearity as typically applied in the budgeting process is here
questioned. Cost behavior patterns and the traditional assumption of linearity are
investigated and explained and an illustration is developed to provide possible evidence in
support of more accurate curvilinear budgeting techniques.
dependen ce on p oint estimates of operating benefits.

58

MORGAN, MOSSO NAMED FASB MEMBERS
Long -time NAA member and former chairman of the MAP Committee, Robert A. Morgan
has been appointed to the Financial Accounting Standards Board. Also named is a former
Treasury Department official.
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MINOR JOINS IMA STAFF; VACCARO IS AREA MANAGER ON
NAA STAFF
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Views expressed herein are au thors' and do not represent Association policy unless so
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COMMENT

MANAGEMENT

ACCOUNTING
What Is Management Accounting?
The NAA Management Accounting Practices Committee has released
three parts of a planned series on Management Accounting Terminology -9A, Managerial Accounting, 9C, Management Information Systems, and 9D, Auditing. When the project was launched, seven areas
were chosen to be covered in the terminology series. The terms are
defined on two levels — fundamental concept and application definition.
The Committee is to be congratulated for this effort, not only in
terms of providing much needed definitions of the terminology of management accounting but also for leading the way in the determination
and identification of key elements of our body of knowledge.
Some of our members were confused when Statement 9A defined
Managerial Accounting but not Management Accounting. I have been
informed that this was not an oversight and that Managerial Accounting is only an integral part of Management Accounting and that a subsequent part of Statement No. 9 will be issued with a formal definition
of our discipline.
The other four parts of the project are scheduled to be published in
1978. In the interim you may wish to provide us with your own concept
of the field of Management Accounting. (The following sources may be
helpful: NAA Bulletin, Section 3, June 1963; Statement 9A, Statements
on Management Accounting Practices, April 15, 1977; Concepts for
Management Accounting by Walter B. McFarland, August 1966).
You also may want to comment on other definitions in the series.
Please do so. We would enjoy hearing from you.
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Another Philips secret for your success.

Your `first step into
data processing doesWt have
to be a big one.
Philips will make your first step into data processing a
real pleasure ... a step that won't take forever.
For example, the Philips Visual ITM Electronic

Accounting System will increase your cash flow,
make your operations more efficient, and give you
the data you'll need to make more profitable management decisions.
All this, in just 30 days from sign-up to start -up.
But, don't take our word: see it in operation before
spending a penny.
Send us your invoice — The proof of
this low -cost, easy -to- operate system
he'll
startsshow
with you
yourthe
invoice. Send us 0
one, marked "VOID ". Two days
after your local Philips
representative receives it,

_

Visual I system pre paring your invoice,
sales journal, general
ledger, accounts receivable and other
reports. Thirty days

later, it can be installed and operat+!
ing, and your people
thoroughly trained.
Get the data you need. Fast! Send your invoice to:
Philips Business Systems, Inc., Data Systems
Division,A North American Philips
Company, 175 Froehlich Farm Blvd.,
Woodbury, New York 11797.
Attention: J. Marks.

Easy
does it.
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PHILIPS

Data
Systems

P H I L I P S
•�PHILIPS�Wordmark�and�Shield�Emblem�are�trademarks
of N V Philip&of T he Netherlands.

LetterS

TO THE EDITOR

(CRC) of fixed assets are nothing but
indexed -up historical costs. This is perAs a non - accounting major who has haps typified by one statement made in
recently completed courses in financial the article. To quote Dr. Bremser, ".. .
and managerial accounting, I would like the main additional burden of the CRC
to comment on the subject "Should approach is obtaining the specific indexManagerial Accounting Be Taught es." The approach to which Dr. BremFirst ?" which appeared in the July issue ner refers in this quote is to the CRC
Of MANAGEMENT ACCOUNTING (p. 63). value ofplant assets.
Contrary to the view of the authors
It is clear from reading the Staff Acmentioned (Edward Osborne and Ger- counting Bulletins (SAB) ofthe SEC reald Pribanic), I did not find financial ac- lating to ASR 190 that CRC asset valcounting to be drudgery. In the study of ues are not merely indexed values. Staff
the preparation of financial statements, Accounting Bulletin No. 10, dated July
I became aware of how important this 27, 1976, as amended by SAB No. 12,
accounting function is to those outside dated November 10, 1976, states specifithe company such as creditors, inves- cally, "In many cases, a combination of
tors, and even potential employees who direct pricing methods and indexing
depend on the accurate presentation of will be required." Further, and more disuch data. The ability to understand fi- rectly, "... ifreplacement cost is to be
nancial statements is beneficial even to estimated on the basis of using assets
different from those presently owned,
non - accountants.
Many people who study accounting because of technological changes or othbecome neither accounting majors nor er factors, measurement techniques othaccounting managers. Is the purpose of er than indexing are usually required."
Although Dr. Bremser's article is
accounting courses for these students
merely to show them what an important helpful to an understanding of CRC, it
person the management accountant is? should be remembered that CRC acOr is it to give them a knowledge of counting as required by the SEC is not
accounting that will work for them in the same as general price level accounttheir own lives? The non- accountant ing, which might be inferred from his
will not have the opportunity to make article.
JamesJ. Vincenzo
the internal decisions, but for various
reasons he may have the need to under- Highland Park, N.J.
stand the results of these decisions as
presented to him in the financial statements which appear in annual reports.
Perhaps my experience is extraordi- In Support of FASB ... But
I am sympathetic with Professor
nary, but it was the enthusiasm I developed during financial accounting that Worthington's plea, as expressed in his
led me to take a second course (manage- article in the August 1977 issue, for suprial accounting). Had the sequence been port of FASB statements and interprereversed, I think I would not have been tations from the profession, business,
and government. And I do agree that
motivated to continue with the subject.
without substantial acceptance of FASB
Maureen C. Eberle statements and interpretations there is a
real danger in seeing the demise of the
Center Square, Pa.
FASB, or as Professor Worthington
puts it — "And now we have ..."
However, reason dictates that in a
For a Limited Use of Indexing
free social and economic environment,
In reading Dr. Wayne G. Bremser's it is unrealistic to expect any policy article, "Reporting on Current Replace- making body to be placed on an unasment Costs," in the July 1977 issue of sailable pedestal free from criticisms
MANAGEMENT ACCOUNTING, one gets and /or pressure from those vitally afthe idea that current replacement costs fected by its policies, decisions, or proWe Didn't Lose Her

6

nouncements. Further, regardless of the
environment, to expect such a utopian
circumstance necessarily ascribes an
ethereal perfection to that body that, to
date, no group of men have been successful in achieving.
As I see it, criticisms and pressures
will, regrettably perhaps, continue to
plague the FASB because differences of
opinion (however motivated) logically
suggested their continuance. Whether
the FASB will succumb to these slings
and arrows will not depend upon their
existence, but upon whether the FASB
can produce reasonable and practical
guidelines that can be embraced by the
vast majority of those in the profession,
in the business community, and in the
government. If this can be accomplished, the dissenters will have very
few to enlist in attempting to reverse
FASB decisions or to accomplish "And
now we have ..."
E. Jack Thornburg
Decatur, IU.

A Few Additional Ideas
Mr. Raymond B. Jordan's excellent
article, "Planning, Organizing, and
Conducting the Annual Physical Inventory," in the August 1977 issue, should
be read each year by every financial officer responsible for coordinating a physical inventory. I would add the following
additional ideas to Mr. Jordan's suggested plan.
I. Insist that inventory tags be written
in numerical and logical physical sequence. (Anyone who has had to
search for missing tags knows the importance of this requirement.)
2. Provide "before" and "after" inventory stamps to the shipping and receiving departments to identify their
documents as "pre" or "post" inventory for several days before and after
inventory. (An accurate physical inventory will only result in a proper
surplus /deficit calculation if sales
and purchases are recorded in the
proper period. These stamps, plus a
numbering stamp if prenumbered
MANAGEMENT ACCOUNTING /JANUARY 1978

Meet Your Source Finance Management Team.

'r

The national
executive
recruiting
firm specializing
in taxation.

If your field is taxation —or you're responsible for hiring
tax people —get to know your team of tax accounting
professionals at Source Finance.
Source Finance is the unique non - franchised national
recruiting and placement firm specializing in the tax,
accounting and financial professions Each of our staff has
extensive work experience in the field prior to joining the

firm. With this exposure, we can gain an in-depth
understanding of your particular situation and provide
the expert counsel and guidance you deserve.
If you're planning a career change —or are seeking to
employ capable tax talent —call your team of tax
professionals at Source Finance this week in confidence.

James E. Fowfkes, CPA, directs the Dallas and Fort Worth
offices. Prior to joining Source Finance, Jim served as
Treasurer, Controller and Assistant Secretary for
Cencor, Inc., Assistant to the President at National Bellas

Hess, Inc., Director of Budgeting. Internal Auditing and
Systems at Chemagro Corporation and Staff Auditor with
Arthur Andersen & Co. Memberships: AICPA, NAA.

Robert J. Luter, MBA,directs the Detroit and Southfield
offices. Prior to joining Source Finance. Bob served in a
variety of positions with the CPA firm of Coopers & Lybrand

including Personnel Development Manager Earlier
experience includes private consulting and teaching.
Memberships: NAA,

Robert R Menslk, OPA, MBA, directs the San Francisco
and Palo Alto offices. Prior to joining Source Finance,
Bob served as Controller with Avco Community
Developers, Assistant Controller with Murray - McCormick

Environmental Group, Corporate Accountant with
California Western State Life and Senior Accountant with
the CPA firms of Shirley & DeBoo and Berger, Lewis and
Company. Memberships: AICPA, NAA.

Carl R. Mille; CPA, MBA,directs the Los Angeles and Irvine
offices. Prior to joining Source Finance. Carl served as an
Account Executive with Compu -Sere Network, Inc. and

Tymshare, Inc He gained his initial experience with Arthur
Andersen & Co. as Senior -In- Charge. Memberships:
AICPA, NAN

Richard C. Nowak, CPA, directs the Chicago office.
Prior to joining Source Finance. Rich served as Internal
Auditor, Financlal Planning Manager, Assistant Controller

and Division Controller for American Hospital Supply
Corporation and Senior Auditor for Ernst & Ernst.
Memberships: AICPA, NAA

Alexander K. Satmela, CPA/MBA, directs the Boston
office. Prior to joining Source Finance, Sandy served as
Internal Audit Supervisor at The Gillette Company and
Senior Staff Accountant at Price Waterhouse & Co. He

gained his initial exposure in the Loan Department of the
State Street Bank and Trust Company. Memberships:
AICPA, NAA.

Walter P. Stroman, CPA, MBA, directs the Aflanta office.
Prior to joining Source Finance, Walt served as Controller
for the manufacturing companies of American Recreation
Group. Controller for South Carolina Forts Authority. Chief

of Internal Audits and Systems Analysis Division for Santee
Cooper and gained public accounting experience with
the firm of McKnight Frampton, Memberships: AICPA NAA.

Now Available: Source Finance offers interested
professionals and hiring executives two informative reports
withoutcharge. The1978 Accounting and Finance Salary
Survey is a comprehensive study of compensation at all
responsibility levels and provides an in -depth review of
successful career planning strategies and techniques.

The People Challenge analyzes the reasons accounting
and financial professionals leave their jobs and the steps
management can take to reduce costly turnover. For
your free copies, call your nearest Source Finance
office this week.

Atlanta 404/325-7000
Boston 617 /482 -7850
Chicago 312/372 -9192
Dallas 214/630 -3410
Detroit 3131963 -7464
Fort Worth 817/338 -4750

If unable to call, write indicating position title to.
Department TB. Source Finance, 100 South Wacker Drive.
Chicago, Illinois 60606.

L

L

Call your nearest
Source Finance
Office this week

Irvine, CA 714/975 -0150
Los Angeles 213,;385-0333
Palo Alto 415/328.2050
San Francisco 415/956 -4740
Southfield, MI 313/352 -8860

Client Organizations Assume Our Charges.

SourceFinance

documents are not used, will assure
that bookkeeping makes the proper
recording.)
3 Request inventory listings from subcontractors holding consigned material and visit those with significant
amounts to verify quantities. (Subcontractors often co- mingle customer
materials; therefore, it is well to reconcile balances at least annually.)
4. Thoroughly audit work in process if
it represents significant dollar values.
(Only a cost accountant can fully appreciate the critical need for correct
state -of- completion information to
properly value the inventory.)
Elmer E. Huepel
Novi, Mich.

Keep on Jogging
I was happy to see, and enjoyed reading, Mr. John C. Adams' article, "Two
Years on the Road," in the August 1977
issue Of MANAGEMENT ACCOUNTING, I
have been an aerobics -type exercise enthusiast ever since I read Dr. Kenneth
Cooper's first Aerobics book in 1968.

8

Soon after I finished reading the
book, I began jogging and finally was
able to complete two miles in about 15
minutes. But, each year when cold
weather arrived, I slacked off and almost had to start all over again the following Spring. I continued to read
books and articles about exercising and
began to notice more and more articles
about jumping rope.
I purchased a jump rope and followed
the instructions in the articles I had
read and found that the "points" I obtained through jogging, I was able to
maintain just as well by jumping rope.
Also, I didn't have to put up with the
weather, or dogs which many joggers
have to contend with.
Now, I jump rope three times a week
and have just finished reading an excellent book about it titled, The Perfect
Exercise —The Hop, Skip, and Jump
Way to Health, by Curtiss Mitchell.
The book not only provides instructions
on how to jump rope, but also explains
how any type of aerobic exercise helps
to improve an individual both physically and mentally if done regularly.
The important thing to keep in mind

is not so much what type of aerobic exercise an individual uses to stay in
shape, but that a program of regular exercise should become a part of everyone's daily routine. I have switched
from jogging to jumping rope, but
swimming, bicycling, tennis, handball
and others all help to provide the
"points" Dr. Cooper recommends we
obtain in order to improve our fitness
and achieve a greater feeling of well -being.
Raymond N. Bowen
RCA Laboratories
Princeton, N.J.

A Prescription for Survival
Mr. J.D. Kimes' article, "Handling
Stress in the Accounting Profession," in
the September 1977 issue Of MANAGEMENT ACCOUNTING is a prescription
for survival in today's organizational
environment. It should be stapled to every routing slip in the country.
It is particularly impressive to have a
person with a financial orientation discontinued on page 11
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Data Sheet
Robert F. Randall, Editor

Rep. Moss Schedules Hearings
On Accounting This Month

siderable discomfort over the added judgmental aspects of financial reporting which would
be implicit in the abandonment of accounting
methods based on historical costs. The key,
however, is economic reality, and I believe that
supplemental disclosure of the impact of inflation on the financial statements is required to
mirror that reality." He directed his remarks to
the Financial Accounting Standards Board in its
discussions on the conceptual framework project. In reference to an announced Commission
study of the problems involved in implementing
its controversial replacement cost rule, he said,
"While I can speak as but one voter on a five member commission, I believe that those who
foresee the end of inflation accounting as a
general outcome of the Commission's review of
the replacement cost rules are wholly mistaken. In my judgment, the issue of the need for
disclosure of the impact of inflation on corporate performance is simply no longer open to
serious debate. The question is not whether it
should be disclosed, but how."

Representative John E. Moss, chairman of the
Subcommittee on Oversight and Investigations,
has rescheduled hearings on corporate accountability for later this month. They were
scheduled to be held last Fall but Rep. Moss
decided to wait until the changes adopted by
the American Institute of CPAs at its annual
meeting in September were put into effect. The
AICPA established a new division that includes Kapnick Says Internal Accountants
two sections, one for firms practicing before the Have Public Responsibilities, Too
SEC and one for firms auditing privately -owned
companies. Its reorganization also provides for "While the public accounting profession may
periodic peer reviews and a Public Oversight seem to be in the forefront of the recent busiBoard. At a speech at the University of Wiscon- ness- related scandals, a major responsibility
sin, Rep. Moss said he was not totally satisfied clearly rests with internal corporate professionwith AICPA changes. He warned, "In a recent als to take a rigorously professional approach
discussion with SEC Chairman [Harold M.] Wil- to their work," Harvey Kapnick, chairman, Arliams, he advised me that he was willing to wait thur Andersen & Co., recently told the 16th Anuntil next July to determine the effectiveness of nual Corporate Counsel Institute. He continued,
AICPA self - regulation. In view of the time we "In every case that I know of where accounting
have already waited, I cannot wait that long.... firms have been seriously criticized, one or
If after our January hearings I am not con- more internal corporate professionals did not
vinced that the AICPA's self - regulatory mea- perform in a professional manner." Mr. Kapnick
sures will be effective and the SEC is actively made it clear that he was referring to corporate
and aggressively exercising its legislative au- lawyers and accountants. Focusing on internal
thority to monitor the accounting profession counsel, he said, "I am disturbed when I find
and protect the public, I shall not hesitate to the internal counsel advising management to
introduce the legislation I have prepared that disclose as little as possible to the auditors, the
would require them to do so."
directors, or the SEC, writing legalistic footnotes that are designed to convey as little information as possible and then trying to represent
Accounting Must Mirror Reality
as little as possible in the auditor's representaSays SEC Chairman Williams
tion letter."
Although not advocating replacement costing
in particular, SEC Chairman Harold M. Williams
urged that "there be mandatory disclosure of
the impact of inflation on the financial statements." Speaking at the Seaview Symposium
in Atlantic City, N.J., in November, he added: "I
do not believe it necessary to discard the historical cost framework for financial reporting.
Indeed, as I mentioned at the outset, I feel conMANAGEMENT ACCOUNTING /JANUARY 1978

More Companies Make S -R Disclosures
More companies are making social responsibility disclosures, a trend that continued in 1977,
according to the latest Ernst & Ernst survey.
The 1977 survey identifies 456 companies 91.2% of the latest Fortune 500 —as having
Continued on page 59

Management
Accounting
Practices
Louis Bisgay, Editor

SEC Panel Sees No Need for Change
In its final report, the Securities and Exchange
Commission's Advisory Committee on Corporate Disclosure found that the SEC's current
mandatory disclosure system "should be continued and that major change in the Federal
securities laws or their administration is not
needed." As noted by A.A. Sommer, Jr., the
former SEC Commissioner who headed the 16member study group, "the report reaffirms that
the current system is essentially a sound system and that reform should occur within that
framework."
Those who were expecting recommendations for major changes were disappointed in
the results. Several committee members themselves were less than ardent in supporting certain aspects of the report and attached separate statements to the report. One member,
Homer Kripke, professor at New York University Law School, filed a dissenting statement in
which he supported the recommendations concerning projections and other "soft information" and with respect to monitoring, but dissented from the remainder of the report.
A principal difficulty encountered by the committee during its 18 -month study was its inability
to come to grips with cost - benefit considerations. One of the committee's charges was to
assess the cost of the present system of corporate disclosure and to weigh those costs
against the benefits it produces. The staff isolated a few costs but "efforts to go deeper were
frustrated because methods of allocating internal costs are so varied that gathering comparable cost data from even a small sample of companies would have required far more time and
resources than were available, and the data
might still have been of doubtful reliability."
While not finding major faults with the present disclosure system, the Advisory Committee
did offer a number of recommendations to the
10

Securities and Exchange Commission:
• Develop disclosure guides for specific industries with the goal of tailoring disclosure requirements to differing industry characteristics.
• Encourage issuers to publish forward -looking and analytical information, with appropriate
monitoring by the SEC for the purpose of determining the usefulness of the information to investors, the costs to users, and the responsiveness of issuers to user needs. A safe harbor
rule should be adopted to provide maximum incentive for disclosure of projections.
• Integrate textual disclosures required in
Commission forms with segmented financial
statement disclosures required by FASB No. 14
(Financial Reporting for segments of a Business Enterprise); segment data in quarterly
Form 10 -Q reports should be required.
• Require disclosure of matters of social and
environmental significance only when the information in question is material to informed investment or corporate suffrage decision -making or required by laws other than the securities
law.
• Adopt a single integrated disclosure form
to be used for compliance with the registration,
reporting, and proxy solicitation requirements
of the Securities Act and the Exchange Act.
• Encourage companies that file periodic 10K and 10 -0 reports to substitute, as official filing documents, their annual and quarterly reports to shareholders.
• Determine through public hearings whether
a "small company" category could be defined
whose members would be subject to less burdensome reporting requirements.
A slim majority of Committee members recommended that the Commission develop a
package of disclosure requirements that will
strengthen the ability of boards of directors to
effectively monitor management performance
but they could not agree on the substance of
such requirements.

SEC Asks for Values of Reserves
The Securities and Exchange Commission proposed rules (release nos. 33 -5878, 34- 14103,
35- 20229) that, if adopted, would exempt oil
and gas producers from having to report under
ASR No. 190 replacement costs of mineral resource assets but which would require disclosure of "present value of future net revenues
from estimated production of proved oil and
gas reserves." The deadline for comments on
the proposal is March 31, 1978.
In a related release (33 -5877, 34- 14102, 3520228), the Commission reasserted its support
Continued on page 60
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possibly that of an AACSB officer —
against schools ofaccounting.
It is indisputable that accounting is
cuss so effectively the behavioral side of the only field cloistered in the college of
business. His comments indicate that
business that has come close to acceptcorporate management has numerous ance as a true profession. And, it must
opportunities to improve operational ef- be acknowledged that the accountant in
ficiency by identifying and attempting public practice is the one who brought
to minimize distressing situations.
this about. Management, finance, quanMy experience suggests that one key titative analysis, etc. profess equal status
area worth further exploration is the but society doesn't take them seriously.
way organizations utilize information.
Separation would not isolate accountPoorly managed information (a vital ing faculty or change the present pracbut often abused resource) inhibits pro- tice of servicing other business students
ductivity and, more importantly, can in basic accounting courses — unless dethreaten the physical and psychological ans and professors of other disciplines
health of human resources.
willed it. Campus politics being what it
James C. Mabry is, that is a possibility, but I am sure
Vice President
that management or finance professors
would not want to teach basic accountInvestor Relations
The Wachovia Corp. ing, and they probably couldn't get
Winston- Salem, N.C.
funding for their own accounting teachers. On the other side, empire building
of the administrators of an accounting
school would have to be monitored and
We Almost Made It, Didn't We?
restrained.
Dean Alexion, in his article, "SepaMBAs are the new look. They are
rate Schools ofAccountancy; Are They taught problem- solving, decision -makNecessary ?" September 1977, presents a ing, high finance, etc. to prepare them
typical business dean's position —and to be corporate presidents. The trouble
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SOFTWARE
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At American Management Systems (AMS) we do things a
little differently. AMS provides a software package that is more
than off- the - shelf. General Financial System (GFS) is designed
to meet all your financial applications. With GFS you don't need
to piece your system together —you receive a total package.
GFS gives you the flexibility and efficiency of a custom
system yet lets you take advantage of the low cost inherent in
packaged software.
For governmental organizations AMS has developed a Local
Government Financial System— utilizing the GFS software
modules. LGFS provides for encumbrance accounting, expenditure accounting, revenue accounting, budgeting and full fund
control.
AMS provides the support you need,
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Available on DEC PDP -11 & IBM 3601370.
Wr ite or call f or a copy of our LGFS br ochur e .

is that there are not enough openings
for presidents to absorb the graduates.
Unless they can be hired on as computer programmers, the employer must
spend money and time training them
even for an entry job. The graduate of
an accounting school must, therefore,
be trained so that he is able to earn his
keep in an accounting job from day one.
I wish the dean had furnished data to
document his claim that nonaccounting
graduates compete evenly with accounting graduates after only "a few short
months" of training in a school run by
one of the Big Eight. I have not seen
any evidence —even statistical —that
this is so. Nor do I believe that the
AACSB has nurtured accounting or enhanced the standing of the profession.
As an instrument of deans of business, it
has sought to keep accounting even
with marketing, management, finance,
and so on. Few deans are accountants.
Given the antagonism of business
deans and the professoriat in other business fields, and given the timidity of accountants in public practice or private
employment, it is probably time for us
to stop talking about schools of acContinuedon page 52
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The Metcalf Report: Selling
Some Assumptions
Even though the current system is imperfect, the question is: Would
the proposed system work any better?

By RobertL. Hagerman
On January 17, 1977, the Subcommittee on Reports, Accounting and Management of the Senate's Committee of Government Operations confronted accountants and financial executives with
a study titled The Accounting Establishment. Better known as the Metcalf Report, it contains proposals that, if adopted, would significantly change
the process of corporate financial reporting.
The Recommendations
Of the study's five recommendations, the most
important is that the authority to set accounting
standards be removed from the private sector.
Congress would establish the objectives of accounting, and a board similar to the Cost Accounting Standards Board would then issue standards based on these objectives.
The remaining four recommendations.deal specifically with public accounting firms. First, the
Federal government would set and enforce auditing standards. Second, CPAs would be prohibited
from providing management advisory services for
their audit clients. Third, the Justice Department
would investigate the alleged anticompetitive
methods used by the "Big Eight" public accounting firms. Finally, CPAs would be liable for ordinary negligence under the Securities Acts.
These recommendations are based on beliefs
about the role of accounting in society; beliefs that
are significantly different from those held by most
people involved in the financial reporting process.
According to the report, financial reports are
MANAGEMENT ACCOUNTING /JANUARY 1978

designed to protect the general public as well as
investors. But those who currently set accounting
standards are biased in favor of the investors and
thus do not establish standards to protect the public. Therefore, no uniform accounting standards
have been developed, and the public has been misled. The only solution to this problem is for the
government to set accounting standards since the
government is the only institution designed to represent the public interest. This argument is logically correct if we accept the premises; hence it is
important to examine them carefully.
In this article, we will discuss the validity of the
study's assumptions and the germane evidence so
as to deal with the report on its own terms instead
of making pious arguments against government
regulation. This is essential because the report is
logically consistent, and the only logical rebuttal
is an attack on the report's premises.

R.L. HAGERMAN
is Associate Professor
of Accounting and
Finance at the State
University of New York
at Buffalo. He is a CPA
and received his B.S.,
M.B.A., and Ph.D.
degrees from the
University of
Rochester.

The Users
The arguments in the study are based on the
fundamental assumption that financial statements
and the choice of accounting standards influence
not only investors and creditors but also consumers, public interest groups, and the government.
Since these latter groups are not represented on
the FASB, the staff contends that the FASB does
not represent the public interest:
"... the securities acts which Congress has
enacted for the benefit of the investors, cred-

itors, government and the public at large."
[emphasis added]
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It is .. .

difficult to see
how the merger
movement hurt
investors. "

This view of the beneficiaries of the Securities
Acts is in sharp contrast with those of the SEC,
which in Accounting Series Release 150, assessed
the performance of the FASB:
"The determinations of these bodies have
been regarded by the Commission, with minor exceptions, as being responsible to the
needs of investors." [emphasis added]
The SEC apparently believes financial statements are designed primarily for the use of investors rather than for other classes of users.
The FASB, in its Tentative Conclusions on Objectives of Financial Statements of Business Enterprises, takes roughly the same position as the
SEC. Although the FASB discusses other groups
of users, it is clear the FASB believes the primary
beneficiaries of financial statements are the stockholders and creditors. Thus, financial reporting is
generally seen as an aid to investors in their decision- making process.
That the Metcalf Report extend the number of
groups that should be the beneficiaries of financial
statements is not merely an academic point. If the
report's argument is accepted, then the FASB is
deficient because it is not constituted to represent
the interests of these other groups. Basically the
Metcalf Report makes the argument that:
"... the `constituency whose views are providing insight' for the FASB are almost exclusively major accounting firms and big
business interests."
It is true that the government, consumer
groups, and the general public do not fund or provide input into the FASB's deliberation. But if
these groups have a legitimate interest in financial
statements then either the FASB must be drastically changed or the government must set accounting standards. If this logic is to be accepted,
then the Metcalf Report roust demonstrate that
these groups have an interest in the financial reporting process. The report does not do this. In
fact, it does not present even one reason why these
groups would be interested in financial statements.
Even if we accept the assumption that these
groups are, or could be, users of financial statements, there would still remain problems with including them. If the objective of financial reports
is to provide relevant information to users of financial statements, we would then have to decide
what is relevant to consumer groups, the government, and to the general public. Assuming this
could be determined, it is difficult to see how this
objective could be reconciled with the idea of protecting the investors. Suppose consumer groups
wanted to know the markups on specific products,
but the disclosure of this information would at-
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tract competition and reduce the value of the firm.
How could anyone decide which of these interests
should prevail? It would seem that such questions
should be answered before using these groups as
the justification for drastically changing the standard- setting process.
The Problems in the Current System
If the current method of setting accounting
standards is defective, then presumably it must
have hurt certain users of financial statements.
The Metcalf Report argues that the present situation is responsible for the conglomerate merger
movement, the lack of uniform accounting standards, and losses by investors. The study does not,
however, provide any evidence proving the relationship between any of these alleged evils and the
accounting standard- setting process.
The Report claims the conglomerate merger
movement was, in part, due to the existing accounting standards when it states:
"... the period of rapidly increasing corporate merger activity which started in the
1960's and was facilitated by the failure of
the AICPA's Accounting Principles Board
to eliminate abusive practices used in accounting for business combinations."
Implicit in this analysis is the idea that investors and others were hurt by the merger movement. There have been several recent studies of
what returns the stockholders of the acquired and
acquiring firms earned after mergers. The evidence from these studies indicate that, on average,
the shareholders of both companies made money
as a result of these mergers.' It is therefore difficult to see how the merger movement hurt. investors.
It may be that the public was hurt by the merger movement because it reduced competition.
Even if this is true, it is hard to blame the accounting standards for this, because mergers were
profitable. Managers, with or without the pooling
method, had an incentive to merge their companies because of the profits investors would earn.
The second major weakness with the present
system, according to the Metcalf Report, is the
lack of uniform accounting principles. This argument assumes that uniformity is desirable and
achievable and that:
"[T]he failure to establish uniform standards
for financial accounting has caused great
confusion among users of financial statements and substantial losses to investors."
Far from presenting any evidence that uniform
accounting is desirable, the Report instead treats
its desirability as self - evident. As many authors
MANAGEMENT ACCOUNTING /JANUARY 1978

have discussed the pros and cons of uniform accounting, there is no point in rehashing the argument again. It is more important to look at the
empirical evidence on the desirability of uniform
accounting standards. For example, agencies of
the federal government imposed uniform accounting principles on all state - chartered banks in 1964,
but allowed the national banks to continue choosing among alternative accounting policies. If the
desirability of uniform accounting were self evident, we would expect the information content of
the state banks' financial reports to increase relative to those of the national banks. I tested this
hypothesis and found no evidence to support the
desirability ofuniform accounting-' Although this
example may not hold in other industries, it certainly raises questions about the desirability of
uniform accounting.
Even ifuniform accounting were, in some absolute sense, desirable, it is difficult to see how anyone could choose among the alternative principles
and be sure that one of them was the right one to
use in all cases. Such a choice would require
knowing what information investors and other users of financial statements want. Since there is no
generally accepted investor decision model —let
alone models for other possible users —it would be
impossible to determine what information is required in the decision process. The present problems in deciding the objectives of accounting is a
symptom of this, and it faces any group that sets
accounting standards.
To illustrate this difficulty, consider the debate
over whether or not income taxes should be deferred. Those who support deferring timing differences argue that, because the income statement is
the most important financial statement, deferral is
necessary in order to measure net income properly. Others argue that the balance sheet is the most
important statement and that deferral puts liabilities that are not liabilities on the balance sheet.
Most of us favor one or the other of these statements, but we simply do not know which one is
more important to users, and so we have no way
of really resolving this debate.
The Metcalf Report is explicit in its belief that
establishing uniform accounting principles is the
only way to keep investors from being misled by
financial statements based on alternative accounting principles. It is certainly true that investors
have suffered losses in the stocks of many companies because they were misled by the use of alternative accounting principles. Adequate disclosure,
however, is an alternative policy to uniform accounting— assuming disclosure can protect investors. The real policy question then is whether or
not adequate disclosure of the effects of alternative
accounting principles would have prevented these
losses.
If investors can be misled by alternative acMANAGEMENT ACCOUNTING /JANUARY 1978

counting principles even with adequate disclosure
of their effects, we would expect an increase in the
stock price of companies that change accounting
principles to increase net income. (Investors
would assume the increase in net income resulted
from improved economic circumstances, which
increase the value ofthe firm.) This particular hypothesis has been extensively studied by accounting researchers, so it is useful to review their results in order to evaluate the effectiveness of adequate disclosure.
Francis A. Mlynarcyk studied the question of
whether or not investors are able to understand
and adjust for alternative accounting numbers.'
He did this by relating the stock prices of selected
utility companies to their earnings based on either
the normalized or flowthrough methods of accounting for taxes. He concluded that:

"...if
disclosure is an
alternative to
uniform
accounting,
then it should
be the preferred
alternative. -

"... it appears that if alternative accounting
measures having major impact on reported
profits are few in number and if the alternatives are communicated in the reporting
process investors are able to adjust for the
measuring variations."
T. Ross Archibald investigated the effect of
switching from accelerated depreciation to
straight line on the security prices of the firms
making the switch.' If investors can be fooled by
alternative accounting methods, then the switch
in depreciation methods should have increased the
security prices because reported income was increased. Archibald found, however, that security
prices did not increase. He concluded that investors are able to adjust for different accounting
methods ifthey are properly disclosed.
Robert Kaplan and Richard Roll examined
both the effect of switching depreciation methods
and the change from deferral of the investment
tax credit to the flowthrough method on security
prices.' Based on the evidence they developed, the
authors concluded that:
"We have difficulty discerning any statistically significant effect that [earnings manipulation] has on security prices."
Ifinvestors can properly adjust accounting figures, and the evidence suggests they can, then a
policy ofadequate disclosure is sufficient to keep
investors from being misled. Furthermore, if disclosure is an alternative to uniform accounting,
then it should be the preferred alternative. In any
case, it would be impossible to determine what
uniform standards should be adopted. The Metcalf Report does not consider disclosure as an alternative because the staff apparently was not
aware of the evidence that exists on its workability.
is

Would the Proposed System Work?

.. the
proposed
system would
not work as well
as the present
one. "
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Even though the current system is imperfect,
the question is: Would the proposed system work
any better? The Metcalf Report proposes that
Congress establish a board similar to the CASB to
set accounting standards. This board would be independent of business interests and thus supposedly responsive to the public's interest. The report, however, argues that the CASB has issued
standards that are not in the public's interest presumably because of pressures by defense contractors. So even the CASB, which serves as the model in the Metcalf Report, is flawed because it responds to private interests.
The report also discusses how the SEC has
bowed under industry pressure. Why then is there
reason to believe that any new government board
would be immune to pressure from the interested
parties? In fact, the pressures would be the same
as those that caused Congress to forbid the APB
from eliminating the alternative of flowing through the investment tax credit.
There is another reason for believing that government control of accounting principles would be
less than satisfactory. The government might feel
impelled to use the choice of accounting principles
as a way of achieving social objectives other than
fairness in financial reporting. For example, congressmen, without considering fairness of presentation, have already criticized the SEC replacement cost rules because of the impact they might
have on taxes. In fact it is only necessary to look
at the tax laws to see that the primary objective of
raising revenues has been compromised to accommodate other social goals. Thus, there is the danger that accounting standards would be used to
achieve other goals at the cost of making financial
statements less useful to investors.
What the Metcalf Report has done is to contrast the current imperfect system with a system
that, in principle, could be ideal. This is not the
relevant comparison because the proposed system
would also be flawed in practice. What is relevant
is which system is more workable. But the Metcalf
Report does not deal with this issue. If the government is going to set accounting principles, there
should be clear evidence that such a change would

be desirable. This evidence is particularly important because there are indications that the government's current regulation of accounting has not
been beneficial.
Summary
The Metcalf Report argues that the setting of
accounting standards should be taken over by the
federal government because the FASB is not, and
cannot be, constituted so as to reflect the public
interest. This reasoning is based on the proposition that the general public, as well as investors
and creditors, is a major user of financial statements. But the report does not provide an explanation of what constitutes the public's interest in
financial statements, nor does it discuss how this
interest could be satisfied if it exists. If, on the
other hand, investors and creditors are still the
only primary users of financial statements, then
the report does not indicate why the FASB is not
responsive to their interests,
The Metcalf Report also maintains that uniform accounting principles are both desirable and
workable without demonstrating that either one is
true. In addition, the report also argues that investors have been misled by alternative accounting
practices. But the report omits a discussion of the
significant research that suggests this is not the
case if there is full disclosure. It would seem that
all the evidence should be considered before drastically changing the status quo.
Finally, there is reason to believe that the proposed system would not work as well as the present one. We still do not have clear accounting objectives upon which to base a superior system.
Even if we did, the pressures that would certainly
be brought to bear on the new standard - setting
agency would force conformity with political considerations to pervert accounting standards for the
sake of achieving social objectives.
❑
' See for example, P. Halpren, "Empirical Evidence on the Amount and Distribution of Gains to Companies in Mergers'. Journal of Business, October 1977;
and G. Mandelker. "Risk and Return: The Case of Merging Firms ", Journal of
Financial Economics. December 1974.
, Robert L. Hagerman, "A Test of Government Regulation of Accounting Prin.
ciples'. Accounting Review, October 1975.
' Francis A. Mlynarczyk, Jr., "An Empirical Study of Accounting Methods and
Stock Prices", Empirical Research in Accounting Selected Studies 1969. Journal
of Accounting Research.
• T. Ross Archibald, "The Return to Straight -Line Depreciation: An Analysis of
a Change in Accounting Methods', Empirical Research in Accounting: Selected
Studies, 1967, Journal of Accounting Research.
, Robert Kaplan and Richard Roll. "Investor Evaluation of Accounting Information: Some Empirical Evidence, Journal ofBusirress, April 1972.
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Metcalf Subcommittee:
Let Accountants Make
Reforms
After two years of study, a highly critical staff report, and eight days
of public hearings, the Subcommittee on Reports, Accounting and
Management ends its probe of the accounting field on a conciliatory
note but warns of further action by Congress, if necessary.

By Robert F. Randall
When the Senate Subcommittee on Reports, Accounting and Management released a massive,
staff - written report on "The Accounting Establishment" last year, the accounting field was rocked by charges that "Big 8" firms monopolize large
corporations' auditing and control standard -setting through the American Institute of CPAs. To
remedy these alleged inequities and others, the
staff report recommended major government intervention in the accounting field. (See MANAGEMENT ACCOUNTING, April 1977).
After eight days of public hearings and testimony by accounting leaders, including Executive Director W.M. Young, Jr. (See page 9, MANAGEMENT ACCOUNTING, June 1977), the Subcommittee retreated from the radical recommendations
made in the staff report. In a 25 -page report released last November, the Subcommittee unanimously agreed that "Self- initiated action by the
private sector in cooperation with the SEC is the
method of reform preferred by subcommittee
members." But the subcommittee, whose chairman is Sen. Lee Metcalf, warned that Congress
has "responsibility to continue oversight of this
process, and to propose mandatory reforms if
meaningful progress is not made."
The Metcalf panel is a subcommittee of the Senate Committee on Governmental Affairs. In addiMANAGEMENT ACCOUNTING /JANUARY 1978

tion to Sen. Metcalf, the Subcommittee includes
Henry M. Jackson of Washington, Sam Nunn of
Georgia, John C. Danforth of Missouri, and
Charles H. Percy of Illinois.
The senators, in effect, reaffirmed their faith in
the private sector but at the same time urged the
Securities & Exchange Commission to improve
and increase its oversight of the accounting field.
The report also mentions the Certificate in Management Accounting, the program developed by
NAA to improve the professionalism of management accountants. (See page 18).
The report points out that public accounting
firms must realize that they are operating in a new
environment characterized by a decline. in public
confidence in major institutions, particularly in
government and the business community. To retain public confidence, two basic tenets must be
followed by business and government leaders, according to the report. "The first is avoidance of
real or apparent conflicts of interest in the performance of their duties. The second is a policy of
openness which permits the public to satisfy itself
that leaders in our society are acting properly."
Concern with the problems of smaller audit
firms was expressed by the Subcommittee. It recognized the differences between firms auditing
publicly -owned corporations and those auditing
private companies. It saw no benefit in requiring
all accountants to meet standards and procedures
17

"Subcommittee
members prefer
that the
profession itself
achieve reforms
in cooperation
with the SEC. "

which are only necessary for auditing publicly owned corporations.
The report does not specifically refer to the
AICPA's newly established department that includes one section for CPA firms auditing public
companies and another for those that audit privately -owned companies. However, it envisages an
organization of accounting firms that audit publicly -owned corporations. "An accounting organization with authority similar to that of the New
York Stock Exchange or the National Association
of Securities Dealers might be sufficient, but a
mandatory- membership organization may be necessary to assure that all accounting firms auditing
publicly -owned corporations would join and remain members." In the Subcommittee's view, the
SEC would be responsible for the oversight of
such a organization to make sure that it operated
in the public interest.
Establishing Standards
The Subcommittee endorsed the changes recommended by the Financial Accounting Foundation Structure Committee —and subsequently carried out —to improve the standard- setting process
and make it more open to the public. To strengthen this public disclosure policy, the FASB was
urged to publish annually a list of the meetings
held with various parties and interest groups,
along with a synopsis of the topics discussed. The
Subcommittee also recommended wide public distribution of information reported by individuals
affected by the FASB's conflict -of- interest policies. Again, the Subcommittee emphasized that
the SEC must more vigorously exercise its oversight role to assure that the standard- setting process is responsive.
A number of other recommendations designed
to improve accounting and auditing standards and
to insure public confidence in financial reporting
and auditing also were made. Here is a summary:
External Quality Review. The Subcommittee
recommends an external quality review program
for public accounting firms and flatly states "Voluntary efforts are not sufficient on a matter as important as providing the public with information
regarding the interests of those who perform audits on its behalf."
Corporate Audit Committees. The accounting
profession or the SEC should immediately require
that publicly -owned corporations "establish audit
committees composed of outside directors as a
condition for being accepted as a client by an independent auditor."
Management Advisory Services. Whether or
not public accounting firms should be allowed to
provide management advisory services to their clients was a question that the Subcommittee deferred to the SEC, which, it is noted, has instituted a public rulemaking proceeding to review the
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Management Accounting
In the report on its study of the accounting
establishment, the Subcommittee on Reports, Accounting and Management included this paragraph under the heading,
Management Accounting:
A good audit begins with a good set of
books. One way to improve corporate accountability through internal controls is to
enhance the professionalism of management accountants and strengthen the environment in which they operate. For example, the National Association of Accountants has instituted a program to certify
management accountants. To gain the professional stature of a Certified Management Accountant, a corporate accountant
has to meet certain standards of education
and experience, abide by a code of ethics,
and be subject to professional disciplinary
proceedings and loss of certification for violations of CMA standards. This program
offers a professional career path for management accounting similar to that ofpublic accounting, and benefits the public by
strengthening the position of accountants
in corporate managements.
Unfortunately, this welcome recognition
of the Institute of Management Accounting certification program includes a number of inaccuracies that could be misleading: (1) Ours is a program of educational
recognition. It is not a license to practice;
(2) The program does not now have a code
of ethics; (3) Members are not subject to
"professional disciplinary procedures,"
and (4) Loss of certification only occurs
when a member fails to meet continuing
education requirements.
scope of management services provided by independent auditors.
Advertising. The Subcommittee believes that
advertising and competitive bidding restrictions
limit entry into the field of public accounting so it
urged "an immediate end to artificial professional
restrictions against advertising, talking with another firm's clients, and talking with another
firm's employees about possible employment without first informing the firm."
The report concludes with the statement: "Subcommittee members prefer that the profession itself achieve reforms in cooperation with the SEC.
It must be remembered, however, that the public
has reasonable needs and expectations which must
be satisfied, and the amount of time for achieving
reforms is not unlimited."
MANAGEMENT ACCOUNTING /JANUARY 1978

Needed: A New Interpretation
for Interim Reports
There is an inconsistency in reporting practices between industries
experiencing similar seasonal fluctuations. This inconsistency,
coupled with inherent measurement problems, leads to the
conclusion that a new interpretation for interim reporting is needed.

such costs should be recognized ratably over time
because they are period costs. Proponents of this
Because of recent widespread interest by diverse method also refer to its objectivity. In either case,
organizations, several interim reporting problems matching for interim periods is not achieved, behave been identified and, to a certain extent, re- cause period costs by their nature do not fluctuate
solved. Still to be resolved, however, are problems with revenues. Such costs must, however, be inconcerning the financial accounting standards to curred to generate revenues. Because of this and
be followed by companies with seasonal opera- other interim measurement difficulties, improved
tions. Included is the still unsettled issue whether interim report presentation and disclosure are esa quarter should be treated as a distinct reporting sential in overcoming the inherent limitations of
period or as an integral part of a year.' In late interim financial information.
Difficulties incidental to fixed, regular account1975, the Financial Accounting Standards Board
agreed that existing financial accounting stan- ing periods of a year or less also arise because all
dards relating to interim financial reports consti- events taking place within a given period are actuted an "emerging problem" and added the sub- counted for in that period. This happens even
ject to its technical agenda. We propose, for its though some events may be closely related to
consideration, a financial accounting interpreta- events occurring in other accounting periods.
tion specifying new minimum form and content Also, estimates and allocation techniques —to reflect the best possible matching of costs and reverequirements for interim earnings presentations.
nues —are necessary because events that take
Inherent Difficulties with Interim Reports
place in one reporting period may have effects that
Quarterly periods have not been important to continue into future periods. The sophistication
modern accountants who, historically, have closed and accuracy of the techniques required depend
their books annually. Consequently, interim ac- on the degree of variation in physical volume and
counting questions, such as the preferable method the length of the accounting period. Precision in
for matching certain fixed costs with seasonal rev- financial reporting diminishes when the reporting
enues, have not received much attention. Some ar- period is shortened. This occurs because the absogue that fixed costs should be recognized during lute magnitude of most estimated financial
interim periods in relation to expected annual rev- amounts and the possible errors in their estimaenues because of a theoretical consistency with the tion do not vary with the length of the period.
matching convention. Others, however, insist that Thus, the shorter the period, the greater the effect
By Timothy E. Carlson

MANAGEMENT ACCOUNTING /JANUARY 1978

a

T.E. CARLSON
is an Audit Manager for
Haskins & Sells in San
Francisco. A CPA, he
holds a B.S. degree
from the University of
California at Berkeley
and an M.B.A. degree
from UCLA. Mr.
Carlson is a member of
the Oakland -East Bay
Chapter.

This article was
submitted through the
Oakland -East Bay
Chapter.

19

"Even under the
most favorable
conditions,
financial
statements are
tentative . . . "

such errors will have on the accuracy of the results presented. Even under the most favorable
conditions, financial statements are tentative in
character. Ifannual financial statements have limitations as measures of progress for the going concern, it is even more difficult to avoid distortions
in quarterly results because of the need to use estimates and to account for fluctuations arising from
seasonal factors, temporary market conditions,
and interperiod costs.
Current Standards and Reporting Practices
In order to judge current interim reporting
practices, it is only necessary to study the interim
reports of various publicly -held companies, particularly those engaged in such seasonal industries as
retail trade. Seasonal businesses are emphasized
because their obvious natural operating cycles
suggest the need for careful interim report presentation and disclosure. Such care is required to assure that users will not place undue reliance on
operating results presented only for an isolated interim period. For example, investors will often use
interim results to estimate annual results. In
Opinion No. 28, the Accounting Principles Board
recognized this information need by suggesting
that seasonal businesses consider supplementing
their interim operating results with information
for the latest year ended at the interim date.2 Similarly, the Securities and Exchange Commission, in
the instructions for its quarterly report (Form 10-

Exhibit 1
SEASONAL EARNINGS VARIATION —EIGHT MAJOR
DEPARTMENT STORE CHAINS
1977
Quarterly earnings per share
First
Second
Third
Fourth
Total

10 %
11
20
50
10 0%

Year ended
1976
1975
6%
13
20
61
10 0%

12 %
15
17
56
100%

1974
11 %
13
17
59
10 0%

Note: The ope rating results s hown abo ve are b ased on repo rted primary earnings
per share before extraordinary items and cum ulative effects of accounting
changes.

Exhibit 2
SEASONAL EARNINGS VARIATION—EIGHT MAJOR DRUG
STORE CHAINS
1977
Quarte rly earning s p er share
First
Second
Third
Fourth
Total

15%
22
18
45
100%

Year ended
1976
1975
15 %
18
18
49
100%

14 %
16
23
47
100%

1974
9%
20
19
52
100%

Note : T he abo ve operating res ults are s umm arized on the b as is explained in the
no te to E xhib it 1 .
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Q), suggests that registrants having material seasonal cycles consider supplementing the required
quarterly and year -to -date information with comparable information for the latest year (last 12
months). Both the Board and the Commission
have considered financial information for the latest year supplementary in that it may be omitted
from interim financial reports in the event management does not wish to present it.
Disclosures contained in published interim reports of seasonal and cyclical businesses often refer to such factors, yet many of these same companies present comparative operating results only
for the latest quarter and year -to- date.' Examples
of such narrative disclosure follow:
"Construction projects are recorded in the
statement of income when physically completed. Consequently, interim results are not
always comparable to those ofsimilar periods in the same or prior years." (a construction contractor)
"Your Company is off to a fine start. As
always, the third quarter, with our peak
summer season, will be the key to results for
the full year." (a restaurant and lodging
chain).
"Clearly the attempt to quantify future
events could well create sharp fluctuations
in operating results, particularly over short
periods of time. Over longer periods, the
variables creating these fluctuations should
be partially offsetting. Therefore, comparative annual earnings, the level ofshareholder
equity, and similar long -range trends are of
significantly greater importance than comparable quarterly earnings when measuring
performance and future potential." (a real
estate investment trust)
"Our first quarter has historically been
our period of lowest profitability and is the
least accurate quarter against which to
gauge our performance for the year as a
whole." (a supermarket chain)
Comments such as these are useful because they
inform users that the quarterly results presented
should not be considered indicative ofannual results. But such commentary, rather than accompanying the interim financial information is often
contained only in the president's message. Such
attempts to disclose this limitation show that
many companies are both aware of the limitation
and unable to deal with it effectively by presenting
comparative operating results for the latest year.
A few industries have demonstrated in their interim financial reports a good deal of sensitivity
toward their seasonal characteristics. For example, most department store chains present operatMANAGEMENT ACCOUNTING /JANUARY 1978

Revenues, pretax earnings, extraordinary
items, cumulative effects of accounting changMANAGEMENT ACCOUNTING /JANUARY 1978

' :.. users of
published
interim results
often have not
been provided
with adequate
disclosures ... "

In order to eliminate disparities in interim reporting practices, this interpretation should apply to
all publicly -held companies. Essentially, the proposed interpretation could be met by including in
such interim reports a presentation similar to that
shown either in Exhibit 3 or Exhibit 4.
Objectives of the Proposed Interpretation
The proposed new financial accounting interpretation should:
1. Provide a data base for user evaluation that
discloses material seasonal variations and permits analysis of longer -term trends,
2. Reduce the risk that users will place undue reliance on isolated financial information presented for short periods, and
3. Improve the comparability of published interim financial information between entities.

Exhibit 3
PROPOSED FORMAT FOR INTERIM EARNINGS
SUMMARY OF OPERATIONS (UNAUDITED)
SECOND QUARTER ENDED AUGUST 31, 19X7
(in thousands, except per share amounts)

Net income
Current (second) quarter
First six months
Latest year (to August 31)
Earnings per share
Current (second) quarter
First quarter
First six months
Fourth quarter (prior)
Third quarter (prior)
Latest year (to August 31)

500
800
1,400

400
700
1,200

42
50
70
20
24
33

$

1976

$

Earnings before income taxes
Current (second) quarter
First six months
Latest year (to August 31)

1977

$

Revenues
Current (second) quarter
First six months
Latest year (to August 31)

$

Some companies experiencing material seasonal
fluctuations have not specifically disclosed the seasonal nature of their operations. Because of this,
users of published interim results often have not
been provided with adequate disclosures of these
seasonal variations in earnings. This, together
with the other difficulties associated with interim
operating results, suggests that interim information should always be presented in light of similar
information for more lengthy —yet recent —reporting periods. In other words, to permit improved user perspective, interim results should be
presented only in relation to the latest annual results reported for the ongoing business operations.
In its study of financial statement objectives, a
group directed by the late Robert M. Trueblood
concluded that "an objective of financial statements is to provide users with information for predicting, comparing, and evaluating enterprise
earning power. "' As for interim operating results,
this objective can probably be met most effectively
by issuing a new "financial accounting interpretation" which would require the presentation of at
least the following information in interim earnings
reports. (Much of this information is already required by Opinion No. 28.):

year;
a. Current quarter,
b. Current portion of fiscal year to date, and
c. Latest year (most recent 12 months);
2. Primary and fully diluted earnings per share by
quarter with subtotals for the year -to -date and
totals for the latest year for the current preceding years; and
3. Disclosure regarding the degree of seasonal
variation normally associated with the ongoing
business operations.

$

Proposed Financial Accounting Interpretation

es, and net income for the following periods
with comparable information for the preceding

$

ing results for both the latest quarter and the latest 12 months compared with similar information
for corresponding periods of the preceding year.
Exhibit 1 shows a summary of the seasonal variation in operating results presented by eight major
department store chains reporting on this latest
year basis. As a quick look will show, department
store chains usually realize well over half their
annual earnings during the holiday season.
Other industries, however, have taken a different approach in their interim reports. For example, most drug store chains present only quarterly
and cumulative year -to -dale results with comparative information for the preceding year. Information for the latest year is not reported. Exhibit 2
shows a summary of the seasonal variation in interim earnings information presented by eight major drug store chains reporting only on a year -todate basis. Although drug store chains do not experience the same degree of seasonal variation as
department store chains, nonetheless a substantial
portion of their annual earnings is clearly associated with the holiday season. There is, then, an inconsistency in reporting practices between industries experiencing similar seasonal fluctuations.
This inconsistency, coupled with the inherent interim measurement problems, leads to the conclusion that a new interpretation for interim reporting is needed.

36
43
66
17
21
31

$.40
_08

$.34
_08

.48

.42

.04
,_A4
$.66

.02
.18
$.62
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it is
sometimes
difficult to say
whether or not
a specific trend
is seasonal... "

Exhibit 4
PROPOSED ALTERNATE FORMAT FOR INTERIM EARNINGS
SUMMARY OF OPERATIONS (UNAUDITED) SECOND QUARTER ENDED
AUGUST 31, 19X7
(In thousands except per share amounts)

Revenues
Costs and expenses
Earnings b efore inc ome taxes
Income taxes
Net inco me
Earnings p er share:
Second quarter
First q uarter
Firs t six mo nths

Curre nt
(Second)
Quarter
1977
1976
$5 00
$4 00
458
36 4
$ 42
$ 36
22
_19.
$ 20
$ 17

$.40

$.34

Fo urth q uarte r (p rio r)
Third q uarte r (p rio r)
Late st year

Existing pronouncements only suggest that seasonal companies provide additional interim information. The difficulties these companies have in
conforming to such advice arise in part because
there are no criteria to determine when a specific
reporting entity has seasonal attributes. Moreover,
it is sometimes difficult to say whether or not a
specific trend is seasonal and representative of
what the year as a whole will show.' Consequently, it seems reasonable to require all publicly -held
companies to disclose interim operating results
with a level of content similar to that suggested
above. This, together with disclosure of the seasonal nature of the business operations and appropriate management commentary, should enable
users to evaluate the impact of any seasonal variations in the companies they analyze. Logically,
one would expect the absence of such variations to
be as important to users as their presence. In other
words, users should always be provided sufficient
interim financial information to permit an assessment of its reliability as a measure of potential
annual results, trends, and risks, and a comparison with information about alternative opportunities and previous experiences.'
For some time, investors and others have used
interim reports for purposes other than predicting
annual results. These purposes include analysis of
long -term trends and earnings variability. A National Association of Accountants research study
disclosed that interim reports are used to help:
1. Forecast the results of the operating and financial activities of current periods, including the
current year;
2. Forecast long -term trends, primarily related to
income and liquidity; and
3. Measure the overall risk to be assigned to the
firm.'
22

First Six
Mo nths
1977
1976
$8 0 0
$7 00
75 0
65 7
$ 50
$ 43

26

—22

$.4 0
__$
$.48

__a
$.42

$ 24

$ 21

$34

Late s t year
(to A ug us t 3 1 )
1977
1976
$1,400
$1,200
1,330
1,134
$
70
$
66
$

33

$

31

$.40
_08
$.48

$.34
.08
$.42

.0 4
.1 4
$.6 6

.02
.1 8
$.62

The SEC has also recognized the importance of
quarterly financial information to users of financial statements of publicly -held companies. The
Commission stipulated that after 1975, registrants
begin providing substantially more interim financial information than previously required, including (for most publicly -held companies) unaudited
quarterly financial information in the notes to financial statements contained in their annual reports. In issuing the related amendments to Regulation S -X, the Commission commented on the
need to disclose quarter -by- quarter financial information at least annually:
"The Commission believes that, such disclosures will materially assist investors in
understanding the pattern of corporate activities throughout a fiscal period and it feels
that such an understanding is important if
financial statements are to serve their objective of allowing investors to develop reasonable expectations about the future prospects
of enterprises in which they are investing or
considering investment. Presentation of
such quarterly data will supply information
about the trend of business operations over
segments of time which are sufficiently short
to reflect business turning points. Annual
periods may obscure such turning points
and may reflect a pattern of stability and
growth which is not consistent with business
reality. In addition, quarterly data will reflect seasonal patterns which are of significance to an investor's understanding of the
business operations of a reporting entity ".'
The interpretation proposed above would require
that all interim financial reports contain almost
Continued on page 38
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Responsibility Accounting:
A Practical Application

By James H. Toy
Most of us probably flatter ourselves by believing
we understand the principles of responsibility accounting and how they should be applied to our
businesses. In fact, many of us probably believe
we actually apply them correctly in our accounting reports. The theory is deceptively simple in
concept, but I suspect we would find our actual
application of it deficient for solving a knotty
problem. Let's test our system by posing a common problem to see how responsibility accounting
can help us reach the correct decision.
The Unprofitable Product
We will assume our company has a number of
manufacturing plants producing a variety of products that use the same basic manufacturing processes and are sold across the United States
through a network of branch offices. Furthermore,
our company operates on a standard cost system
that differentiates between fixed and variable costs
and is administered through a central management information center. The standard cost system has produced a report that shows the worst
product line is being sold at a loss. Specifically,
the standard variable margin is only 18 percent of
the selling price, but company -wide variances
from variable standards run three percent with
the standard overhead at 25 percent. Therefore,
the report indicates a loss of about ten percent on
sales for this particular product.
MANAGEMENT ACCOUNTING /JANUARY 1978

We are now exploring ways to make this product profitable. We have found that sales prices
cannot be increased any further, and the variable
costs have been squeezed down to the minimum.
So far, also, the marketing area has been unable to
find ways to use the capacity now devoted to this
product to produce a better contribution towards
meeting overhead costs and making a profit. This
leaves us faced with the question of whether we
should continue the manufacture and sale of this
product or curtail it in some fashion.
Although we have deliberately painted ourselves into a corner by this statement of the problem, the situation is not an uncommon one, and it
will serve as a vehicle for illustrating the practical
application of responsibility accounting to the solution of a business dilemma. In order to have
some figures to work with, let us quantify the
product line as shown in Exhibit 1.
Curtailment of Scheduled Hours

r

The most critical point at which to apply responsibility accounting is,
in the product- costing activity. If we do otherwise, we are asking for
poor business decisions; and we will undoubtedly get them.
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One obvious way to curtail production would
be to cut back by a day the operating schedule at
one or more plants. Responsibility accounting
won't help us in evaluating this possibility because
our accounting systems don't normally assign
costs to days. But our standard cost system does
tell us we would save the expenditure of
$7,900,000 of standard variable costs. Additionally, we might well save more than the $300,000 of
variable variances. For example, if the curtailment
is to be from six days to five days per week, the
23

Exhibit 1
QUANTIFICATION OF PRODUCT LINE
Sale o f 10,000 ,0 00 units
Variable selling expenses
(dis counts com mis sio ns,
etc.
Net available to the busi)

"Responsibility
accounting can,
and should, be
applied to the
marketing
function. "

ness
Standard variable costs
Raw m aterials
Direct labor
Ind irec t lab or
Payroll charges at 15
percent of labor
Supplies
Ind irec t materials
Repairs and maintenance
Utilities
Other
Total variable cost of production
Standard variable m arg in
Average variable variance
Actual variable m arg in
Fixed overhead
Marketing
Manufacturing
Adm inistrative and corporate
Total fixe d overhead
Loss

Pe r unit
Total
$1.00 $10 ,00 0,0 00

.03

300,000

.97

9.7 00,000

.4 0
.15
.05

4,0 00.000
1,500 ,000
500,000

.03
.05
.03
.02
.0 4
.02

300 ,0 00
500,000
300 ,0 00
200 ,0 00
400,000
200,000

.79

7,900 ,000

.18
.03
.15

1,800 ,000
30 0,00 0
1,500,000

.02
.15

200,000
1,500 ,000

.08
.25

800,000
2,500 ,000

$ ( .1 0 ) $(1 ,0 0 0 ,0 0 0 )

Company would not incur the variance caused by
overtime premiums (not included in the standard
cost of labor) and this could approximate
$190,000 annually. Other analyses might lead us
to a conclusion that the particular product being
eliminated caused more or less than its proportionate share of the operating variances because of
its own running characteristics, its quality, and so
on. Considerable effort could be expended in fine tuning these calculations, but it is quickly obvious
that it would not be advantageous to cut back the
schedule in this fashion to effect the curtailment
unless such a cutback would reduce fixed overhead costs significantly. This seems highly unlikely. Plant and central administrative overhead
would probably be affected not at all. Marketing
fixed overhead might offer some possibilities, but
it would be scarcely enough to become a deciding
factor. So our conclusion must be that it would be
better to run the extra days at the one or more
plants than to cut back production by this method.
Marketing Responsibility
Responsibility accounting can, and should, be
applied to the marketing function. Since possible
overhead reductions here may contribute something to any curtailment method, perhaps it
should be dealt with at this point. For each
branch office, the question must be asked, "What
24

items are here because the branch is here and
would disappear if the branch were closed ?" This
is the test of responsibility. Under this test, items
such as the following could properly appear on
the responsibility statement of a branch office:
1. Net sales generated by the office,
2. Discounts and commissions related to these
sales,
3. Standard variable costs of these sales,
4. Occupancy costs of the branch,
5. Personnel costs of those people assigned full
time to the branch, and
6. Advertising aimed solely at customers of the
branch.
Since a branch manager is responsible for the
branch, he is chargeable for any item for which
the branch office is responsible. But this does not
necessarily mean he can exercise control over the
size of the item. For example, he is responsible for
rent expense, but being in the second year of a
five -year lease negotiated by the central office he
can do absolutely nothing to control the size of
the expenditure. Similiarly, he cannot control the
amount of his own compensation. That lies within
the power of his vice - president for marketing who
sits in the central office. Nonetheless, the cost is
properly assignable to the branch office.
These examples show that the deciding factor in
responsibility accounting is not whether an individual has the prerogative to control the existence
or the size of an item. The criterion is the ability
to place the item unequivocably with the function
without the need for allocations or arbitrary decisions.
On this basis, our branch office is not "responsible" for manufacturing plant overhead, central
administrative overhead, central marketing overhead, or nationwide advertising. None of these
items is assigned to the branch office, because it is
not ascertainable how much, if any, of these particular costs would cease to exist if the branch
office no longer existed. In lieu of responsibilities
for specific amounts of overhead from other areas,
the branch office has a responsibility to generate
sales volume with more than enough standard
variable margin to cover the branch's own costs
and then contribute significantly to the overall objective of recovering manufacturing variances and
the remaining overhead costs, and making a profit.
But understanding all the above on branch office accounting will help us very little in solving
our specific problem. It would help in the unlikely
event that the 10,000,000 units we are proposing
to eliminate were sold through one or more
branch offices that sold nothing else. In such a
case, we could then safely state that the elimination of the product would result in the elimination
MANAGEMENT ACCOUNTING /JANUARY 1978

Curtailment of Shifts Operated
The next obvious method of curtailment involves the elimination of the third shift at one or
more plants to balance production without the
10,000,000 units of the "unprofitable" product.
This method offers many ofthe same possibilities
for reduction of costs as does the shorter work
week, even though there is probably less opportunity through reduction of overtime premium
costs. On the other hand, two new avenues for
cost reduction are opened for investigation.
Analysis of the variable cost pattern might disclose that the shift being eliminated contributed
more than its share ofthe variable variances. It is
probably the least desirable shift and is likely to
have least support from supervision, the maintenance department, and others. Therefore, its absenteeism may tend to be high and its efficiency,
productivity, and quality low. if so, this can be
factored into the equation. Considerable care
must be exercised in this approach because certain
work such as maintenance, changing machine settings, and production of samples may tend to occur more heavily on one or two of the shifts rather
than being spread fairly evenly over all shifts.
The long -term closing of a shift gives us an opportunity to reduce overhead costs through the
elimination of the costs associated with the first line supervision of the shift. Any higher levels of
supervision will probably be unaffected. For our
problem, let's assume our study discloses that we
can eliminate approximately $150,000 per year of
items classified as fixed overhead costs, consisting
almost totally of salaries, associated payroll costs,
and travel expenses normally associated with first line supervision of the shifts to be eliminated.
Other costs of the plant (or plants) should, of
course, be reviewed critically for other cost savings that might result from a reduction in shifts,
but the probability of finding any significant
amount of additional savings is quite low. AdminMANAGEMENT ACCOUNTING /JANUARY 1978

istrative and corporate overhead would probably
not be affected by shift eliminations in some of the
plants.
A recap of the results of curtailment by this
method might show the following:

$7,900,000

400,000
300,000
150,000
—

Cost avoided:
Standard variable cost of the
product
Manufacturing variable variances
(estimated at 4 %, somewhat
above the average)
Variable selling expenses
Fixed overhead costs at:
Plant level
Corporate level
Branch office level
Total cost avoidance
Sales given up
Net penalty through curtailment

closing of a
shift should be
done only when
there is clearly a
long -range
advantage. "
"...

—

of the costs for which the closed branches had
been held responsible in their own accounting
statements. Under the most likely circumstances,
we will have to rethink the whole problem ofmarketing costs, asking the question this time "What
items would disappear if we no longer produced
and sold this specific block of 10,000,000 units ?"
Probably nothing would happen to occupancy
costs. It is conceivable that compensation costs
would be lower (fewer salesmen) and maybe advertising, if the product being discontinued had
been advertised as a specific item. Unless the
10,000,000 units represents a significant proportion of our total production, the savings here
would probably be miniscule. But the area should
be studied nonetheless, because there might be
some unusual conditions making it an exception
to the normal expectation.

$$,750,000
10,000,000
$1,250,000

This would not improve the situation. Production and sale of the "unprofitable" product should
therefore be continued since it would result in a
higher overall profit than would its discontinuance by operating fewer shifts.
Even though our example showed clearly that it
was not profitable to curtail by closing a shift,
there can be instances where such action would
show a profit improvement. In such cases, haste
should be made slowly while consideration is given to how long the shift may be shut down. If
there is a probability or even a strong possibility,
the shift will be started up again in a few months,
management should try to evaluate the probable
costs of a start-up. New employees would have to
be found and trained. In the learning period, efficiency, quality, and machinery condition will all
suffer to some extent. Curtailment through the
closing of a shift should be done only when there
is clearly a long -term advantage.
Curtailment Through Plant Closure
So far we have considered two methods for curtailment of production. Now let's consider a third
method of curtailment: closing an entire plant.
Surely here we have financial statements to make
the proper conclusion perfectly clear because we
have always prided ourselves on showing our results of operations by plant.
As long as we are going to consider closing a
plant, we might as well start with our worst one.
In our example, we find an old, relatively small
plant with a condensed operating statement
which, on an annual basis, looks like Exhibit 2.
If we are prone to leap to conclusions, we might
conclude immediately that the plant should be
closed. Clearly we are eliminating both an unprofitable product line and an unprofitable plant. Why
wait? We should wait because the financial state25

CONDENSED OPERATING STATEMENT
OF "UNPROFITABLE" PLANT
Net sales (9 ,0 00 ,0 00
units
Variab le se lling

$9,00 0,0 00

)

.. our cost
system has
given us a false
alarm. "

Exhibit 2

270,000
$8,7 30,000

expenses
Standard variab le
costs of p roduc tion
Raw mate rial
Dire ct lab or
Ind irec t lab or
Payro ll charges
Supplies
Ind irec t materials
Repair and
mainte nance
Utilities
Other

$3,60 0,0 00
1,3 50,000
450,000
270 ,0 00
450,000
180 ,0 00
180,000
360 ,0 00
10.000
6,850 ,000

Standard variab le
margin
Manufacturing
variances
Actual variable
marg in*

450,000
$1,43 0,0 00

$1,2 50,000

Loss "

630,000

(

expenses

$

Fixed manufacturing
overhead
Fixed ad minis trative

$1,8 80,000

1,880 ,000
45 0,00 0)

' 1 5.9 p e rce nt o f ne t s ale s
«« Five percent of ne t sales

ments don't mean everything they seem to say.
We should apply the same principles to responsibility accounting to the plant as we did to the
branch office. Let's read between the lines a bit to
make certain we know what we're about to do.
Certainly we will be avoiding the incurrence of
the $6,850,000 of standard variable costs of manufacture, the $450,000 of variable variances and the
$270,000 of variable selling expenses —a total of
$7,570,000 of out -of- pocket costs. But we should
also be aware that going through a plant closing
may cause certain additional costs, such as higher
than normal variances during the run -out period,
termination pay, moving expenses for some employees, penalties for contract cancellations and
higher unemployment contributions on plants not
closed. These one -time costs can be estimated, and
must be taken into consideration.
Now, let's turn our attention to the fixed overhead costs charged to this plant to determine what
costs would remain and which would disappear if
the plant were closed. The first thing we discover
is that general and administrative expense contains an allocation of $280,000 for corporate administrative expense. Since it is unlikely the central corporate expense will decline noticeably if
the plant were closed, the true loss attributable to
the plant has been reduced from $450,000 to only
26

$170,000_ A quick look at depreciation expense
shows it at $250,000, so the adjusted loss of
$170,000 has suddenly been converted into a positive cash flow (forgetting income tax effects) of
$80,000. Now the decision does not appear as
clearcut as it once did. Additional questions need
to be asked:
I. Is this to be a permanent shutdown or is the
plant to remain in reserve ready for a restart
later, if and when market conditions improve
sufficiently?
2. If permanent, what can we salvage through
disposition of the plant and equipment, and
when?
3. If the plant is merely to be mothballed, what
costs will continue? Consider such items as taxes, insurance, minimum custodial costs, as well
as the continuance of the depreciation charges.
4. Are there other items of apparently direct
overhead costs that would not disappear in total if the plant were closed and disposed of? As
an example, if the organization has blanket insurance coverage for all plants, the disappearance of one small plant might well have less
effect on the company -wide premium than the
portion of the costs that had been charged directly to the former plant based upon its proportionate share of the risk exposures.
Product Costing
As our analysis of the problem evolves, it is
apparent that our cost system has given us a false
alarm. The product line may not be "unprofitable" at all, and it certainly is not unprofitable to
the extent we thought. The false alarm was given
because we did not follow the correct principles of
responsibility accounting in the first instance
when assigning costs to product lines. The full absorption or total -cost approach to product costs
assigns many overhead costs to products when
such costs would continue unabated if the product
were totally discontinued. Therefore, the most
critical point at which to apply responsibility accounting is in the product- costing activity. If we
do otherwise, we are asking for poor business decisions., and we will undoubtedly get them.
Conclusion
It is probably now obvious that our routine internal financial statements and product -cost sheets
are ill- suited for deciding on possible discontinuance of products, mills, and shifts. If this is so,
they may be just as ill- suited for the decisions we
are making on our continuing operations. As accountants we should analyze critically the accounting and cost principles we are following and
the accounting statements we produce in an effort
to make them conform more closely to the economic realities that exist in the business world.
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Selecting a Retirement
Program for a Small
Corporation
The management accountant must select from this multitude of
possible alternatives the single best approach to fulfill the needs of
his firm and the wishes of his employer.

By Robert F. Huebner, Jr.

Employee Eligibility as a First Step

An attempt has been made to simplify the exThe development of an appropriate retirement amples used in this article to the degree that the
program for any company is a difficult assign- major factors in the retirement program selection
ment. A large portion of the responsibility leading process may be more clearly observed. See Exhibup to the actual decision - making usually falls its 1 through 8. However, this is not to say that an
upon the management accountant, especially in a analysis in a more complex vein using the same
company with 100 or fewer employees. Even with general technique could not be equally as successthe unlikely good fortune of an independent pen- ful in reaching a judgement. Further, the assumpsion consultant available for advice, the account- tion has been made in each example that the stanant usually finds himself under pressure from dard eligibility requirements of the Employee Remanagement to provide it with recommendations tirement. Income Security Act (ERISA) have been
for final approval. Decisions of this magnitude, observed. Specifically, part -time and seasonal emcovering many years of expenditures and involv- ployees (those working less than 1,000 hours per
ing countless dollars of company funds, are the year) have been eliminated from consideration as
kind which management must live with for years have all those workers employed less than one
to come and they deserve a comprehensive ap- year. To automatically fulfill the Internal Revenue
proach to the problem.
Service coverage requirements, 70 percent of the
Selecting the correct retirement program poses remaining employees (after applying the above extwo important questions. First, which general re- clusions) must be included in the plan. Within the
tirement program approach is best for the compa- 70 percent rule, the illustration which follows has
ny when considering the wishes of management, also eliminated the younger employees, for examthe employee population, and the funds available? ple, those who are under 25 years ofage. Exhibit 1
Second, which funding method is most appropri- lists pertinent employee data ofa fictitious compaate for the approach selected, and, of course, ny which illustrates the application of these eligiwhich financial institution (if any) can best ac- bility and coverage requirements.
commodate this type of funding? The first question must be totally explored, analyzed, and an- Choosing the Best Retirement Plan Approach
swered before any substantive decisions are possiThere is no one best approach in planning a
ble regarding funding and the funding media.'
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"The proper
selection of the
pension
approach will
eliminate many
future problem
areas..."

retirement program. Only through the proper
analysis of management's financial wishes along
with the census data of the employee population
can a worthwhile recommendation be made. All
of the following approaches are quite appropriate
in certain select situations, each one having distinct advantages to management and employee,
and each also having certain disadvantages. The
proper selection of the pension approach will
eliminate many future problem areas for management in providing a program geared to that particular firm, its financial posture, and realistic employee needs.
The more common approaches to which this
article will address itself are the following:

are young, a defined contribution plan can provide
very favorable benefits. It can therefore he observed that under the defined contribution plan
approach, three distinct advantages are obvious:
1. A ceiling is placed on the employer's contribution since the maximum contribution is defined.
2. The same rate of contribution is applied equally for each participant.
3. Investment earnings build up for each participant increasing the expected retirement benefit
as the earnings increase rather than being used
to reduce employer's cost.
Conversely, three disadvantages of this approach are:

1. Defined contribution (or money purchase) plan
2. Profit sharing plan
3. Defined benefit' plan (either flat benefit or unit
benefit)
4. Target benefit plan (or assumed benefit plan)
5. Plans integrated with Social Security (either
the excess only plan or step -rate plats)

1. The amount of the retirement benefit is unknown until retirement.
2. The benefit is related to time under the plan.
3. Unfavorable results can be expected for older
employees.

DEFINED CONTRIBUTION APPROACH

PROFIT SHARING APPROACH

In the defined contribution (or money purchase) plan, Exhibit 2, the employer defines the
contribution to be made for each eligible participant in the plan (rather than specifying a benefit).
Usually the contribution is defined as a percentage
of salary (such as 10 percent) or a flat dollar
amount (such as $1,000 per year). At retirement,
the accumulated contributions plus the accumulated earnings are applied to provide whatever
amount of pension benefits the money will purchase. The benefits are directly related to the
length of time an employee is under the plan as
well as the amount of money contributed on his or
her behalf each year. Therefore, if the employees

This well -known retirement approach calls
upon the employer to contribute a portion of the
corporation's profits to the plan each year for the
future retirement benefit of the eligible employees.
See Exhibit 3. The amount of the contribution can
be determined annually by the corporation's
board of directors. The amount decided upon
need not be the same each year, but may vary
from zero percent to a maximum of 15 percent of
the total compensation of the enrolled plan participants, depending upon the financial climate of the
corporation. Certain carryover provisions are permitted for years where corporate losses preclude
contributions. Usually the contribution is allocat-

Exhibit 1
EMPLOYEE DATA
Name
Robert Pierce
Gordan Edwards
Myron Rice
Edward Fletcher
John Ande rson
Shawn K e lly**
Janet Fedorka
Joseph Prie st"
Roger Pre ntic e "
Henry Langle y*
George Frame"
Kathy G e org '

Sex
M
M
M
M
M
M
F
M
M
M
M
F

Years of
service
7
4
10
5
3
3
6

Age
54
50
42
48
33
24
40
34
23
53
18
19

Total employees
"Elim inated
(part-time , s eas onal, and les s than one year
service)
Remaining

3/ 4

1
6
'/ 2

1
12

4
8

Mo nthly
compensation
$2,500
1,000
75 0
600
550
530
500
450
450
35 0
350
30 0

Occupation
President
General manager
Supervisor
Plant wo rker
Plant wo rker
Plant wo rker
Secretary
Plant worker
Plant worker
Plant wo rker
Plant wo rker
Bookkeeper

Re maining af ter f irs t elimination
" Mi nim um ag e e li m in ati o n

Re maining to be covered

8
2

6

Coverage req uireme nt is 70 percent o f 8 -- 5.6 or 6 emp loyees

28

MANAGEMENT ACCOUNTING /JANUARY 1978

1. The amount of the retirement benefit is unknown.
2. Benefits are related to time under the plan.
3. Unfavorable results may be expected for older
employees.
4. Contribution is limited to 15 percent of compensation.

ed to the participants on the basis of salary, or
salary and length of service, such as two points for
each year of service and one point for each $100 of
annual compensation. If an employee terminates
employment, his non - vested portion is distributed
to the remaining participants' accounts.
The employer's contributions plus earnings plus
distributed gains from terminations accumulate
for each participant. At retirement, the participant's accumulated account is normally converted
to a monthly income (usually an annuity). Several
advantages of the profit sharing plan approach include:

DEFINED BENEFIT APPROACH
The defined benefit plan approach may be illustrated in two slightly different ways. The first is
the flat benefit plan, Exhibit 4. This approach provides a retirement benefit which is a flat percentage of the employees compensation regardless of
years of participation in the plan. For example,
pension benefits such as 20, 30, or 50 percent of
salary are provided by such a plan. Also, a flat
benefit plan may be defined as a flat dollar amount
such as $100, $200, or $300 a month. The employer contributes each year whatever is necessary to
keep the plan properly funded. The advantages of
the flat benefit plan approach include:

1. Contribution is determined annually by the
board of directors.
2. Total flexibility is available in the amount of
contribution, including the opportunity to abstain from contributing in a particular year.
3. Investment earnings will build up for each participant rather than being used to reduce employer's cost.
4. Accounts of terminated employees are reallocated to those remaining.

"The employer
contributes ...
whatever is
necessary to
keep the plan
properly
funded. "

1. Benefit is easy to understand by all employee participants.
2. Favorable benefits are derived for highly -paid
employees.

The contrasting disadvantages to be considered
are:
Exhibit 2
DEFINED CONTRIBUTION PLAN

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

Age
54
50
42
48
33
40

Retire.
age
65
65
65
65
65
65

Annual
salary
$30,000
12,000
9,0 00
7,2 00
6,6 00
6,000

A nnual(1 )
contribution
$3,000
1,200
900
720
660
60 0
$7,080

Tota1(3)
funds
at Retire.
$44 .7 51
27,188
39.152
19,535
52,182
30,068

Est. (2)
monthly
pension
$2 82
171
247
123
329
169

Total (3)
funds
at retire.
$53 ,7 01
32,626
46,982
23,442
62,619
36 ,0 81

Est. (2)
mo nthly
pension
$3 38
23 1
296
148
394
202

Pension
as
percent of
salary
11.3
17 .1
32.9
20.5
59.8
33 .8

Notes:
1. Contributio n: 10 pe rc ent of annual salary
2. Bene fit: W hateve r the accum ulated m one y will p urchase
3. Assum ed: Five percent investm ent rate

Exhibit 3
PROFIT SHARING PLAN

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

Age
54
50
42
48
33
40

Retire.
age
65
65
65
65
65
65

Annual
salary
$30,000
12,000
9,00 0
7,2 00
6,600
6,0 00

A nnual(1 )
contribution
$3,600
1,440
1,080
86 4
792
72 0
$8,496

Pension
as
percent of
salary
13.5
23 .1
39.5
24.7
71 .6
40.4

Notes:
1. Contrib utio n: Dete rmined annually b y b oard of d ire ctors (as sum e 12 percent o f s alary)
2. Bene fit: W hatever the acc umulate d mo ney will p urchase
3. Assumed: Five p erce nt inve stme nt rate

MANAGEMENT ACCOUNTING /JANUARY 1978

29

may

a

as

of

"The target
benefit plan
be thought
defined
contribution
plan .. .

3. Favorable benefits are derived for employees
with little or no past service.
4. Investment earnings in excess of the assumed
rate are used to reduce the employer's cost.
The primary disadvantages of the flat benefit
plan are:
1. The plan does not take into account long periods of service.
2. The plan may influence management's future
employment decisions by making the hiring of
an older employee a costly venture because of
the cost of providing his pension benefit.
The second defined benefit plan approach is the
unit benefit plan, Exhibit 5. This method eliminates some of the disadvantages of the flat benefit
plan and is probably the more commonly utilized
of the two approaches. The unit benefit plan provides a retirement benefit which is a percentage of
compensation for each year of service. The plan
may provide a benefit such as one or two percent
of salary for each year of service with the company. As an alternative, the plan may provide a fixed
dollar amount such as $3, $4, or $5 for each year
of service. Past service credit as well as future
service credit may be provided, with a different
rate of benefit for each. The unit benefit plan provides these advantages:
1. Favorable results are derived for long term employees.
2. Earnings and years of service to the firm are
taken into account.
3. Investment earnings in excess of the assumed
rate are used to reduce the employer's cost.
The disadvantages of the unit benefit plan are:
1. It may provide too high a benefit for a long
term employee.
2. The benefit formula is a little more difficult for
the employees to understand.
TARGET BENEFIT APPROACH

Just as with the defined benefit plan, the target
benefit plan (or assumed benefit) formula defines
the benefit to be provided at retirement, See Exhibit 6. The cost to provide this benefit for each
participant is calculated based on a projected rate
of future investment earnings. This amount is
then used as the annual contribution to the plan
for each participant. The contribution to the plan
each year will not be changed on account of investment gains or losses. To the extent the actual
investment results vary from the assumed rate, a
participant's actual retirement benefit will be
more or less than the targeted benefit.
The target benefit plan may be thought of as a
30

defined contribution plan with contributions determined in such a manner that favorable benefits
are provided for older employees. A target benefit
plan may be viewed as providing these advantages:
1. It provides favorable results to older employees
since it is set up under a defined benefit formula.
2. Contributions remain fixed each year (assuming stable wage scale) regardless of investment
earnings; therefore, a ceiling on costs exists.
3. All investment earnings accumulate to each
participant's account rather than being used to
reduce the employer's cost.
4. There is a possible hedge against inflation since
all investment earnings accumulate.
The disadvantages include:
1. The plan is difficult to explain to employees.
2. The exact amount of the benefit is unknown
until retirement.
PLANS INTEGRATED WITH SOCIAL SECURITY

Retirement benefits for most individuals are derived from both Social Security and the company
pension plan. Since the employer bears part of the
Social Security contribution, he may want to build
his corporate pension plan around the retirement
benefits which may be expected from Social Security. One method is to establish a pension plan
which provides benefits only on compensation
above a specified level, such as the employees
compensation covered by Social Security (excess
only plan). Another method is to provide a basic
benefit on compensation up to a specific level plus
a greater benefit on compensation in excess of that
level (step rate plan). See Exhibits 7 and 8.
While at first glance such plans appear to discriminate in favor of highly -paid employees, existing tax law expressly permits this type of plan
provided the total benefit from both programs
(Social Security and private pension) for the higher -paid employees is proportionate to the total
benefit received by other employees.,
Social Security benefits provide a substantial
pension for lower -paid workers, but as wages and
salaries increase, Social Security benefits do not
increase in the same ratio. Therefore, higher -paid
employees receive a relatively small pension from
Social Security as a percentage of their salaries.
As an example, a married male employee whose
earnings have always been around the maximum
wages covered by Social Security would receive
old age benefits, including his wife's benefit, of
about one -half of his earnings just before retirement. However, a married man in the $25,000 to
$30,000 earnings range may only get Social Security benefits of about 25 percent of his pre - retireMANAGEMENT ACCOUNTING /JANUARY 1978

disadvantage to this approach is that no employer
benefits (except Social Security) may be provided
for lower -paid employees. Treasury Regulations
estimate the employer's contribution to Social Security provides a retirement benefit to each employee equal to about 30 percent of the employee's
Social Security wage base. Therefore, the excess

ment earnings. An employer may wish to equalize
this situation through the use of an integrated
plan.
With an excess only plan, very favorable benefits may be obtained for higher -paid employees. However, the

THE EXCESS ONLY PLAN APPROACH.

". . .

very
fa vorable
benefits may be
obtained for
higher -paid
employees. "

Exhibit 4
FLAT BENEFIT PLAN

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

Age
54
50
42
48
33
40

Retire.
age
65
65
65
65
65
65

Mo nthly
salary
$2,500
1,000
750
600
550
500

A nnual(1 )
contribution
$5,320
1,40 1
547
70 2
221
356
$8,547

Total (3)
funds
at re tire.
$79,365
31 ,7 46
23,810
19,048
17,460
17,825

Est. (2)
mo nthly
pension
$5 00
200
150
120
110
100

Pension
as
percent of
salary
20
20
20
20
20
20

Notes:
1. Contrib utio n: W hatever am ount is actuarially dete rmined nece ssary to provide the defined retireme nt bene fit
2. Benef it: 20 pe rc ent of m onthly salary
3. Assum ed: Five percent investm ent rate

Exhibit 5
UNIT BENEFIT PLAN
Age
54
50
42
48
33
40

Mo nthly
salary
$2,500
1,000
75 0
60 0
550
50 0

Annual(1 )
contribution
6,2 46
1,857
1,215
1,0 71
562
772
$11,723
$

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
L Fedorka

Retire.
age
65
65
65
65
65
65

Total (3)
funds
at Re tire.
$93,175
42,063
52,857
29 ,0 48
44,444
38 ,6 81

Est. ( 2 )
mo nthly
pension
$587
26 5
33 3
183
280
21 7

Pension
as a p erc ent
of salary
23.5
26.5
44.4
30.5
50.9
43.4

Notes:
1. Contributio n: Whatever am o unt is actuarially determined nece ssary to provide the defined retirem ent benefit
2. Be ne fit: One p erc ent o f salary tim es the ye ars o f past service, plus one and one-half percent of salary tim e s
the years of e xp ec ted f uture s ervice
3. Assumed: five p erc ent inve stm ent note

Exhibit 6
TARGET BENEFIT PLAN
Retire.
age
65
65
65
65
65
65

Mo nthly
salary
$2,500
1,000
75 0
600
550
500

Est. (2)
mo nthly
pension
$500 + $100
200+
40
150 +
30
120
24
110 +
22
20
100
+

Age
54
50
42
48
33
40

Tota1(3)
funds
at re tire.
$95 ,2 38
38,095
28,572
22,858
20,952
21,390

+

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

A nnual(1 )
contribution
$5,320
1,40 1
547
702
22 1
356
$8,547

Pension (4)
as
percent of
salary
24
24
24
24
24
24

Notes:
1. Contrib utio n: Whatever am ount is actuarially determined necessary to provide the targeted retirem ent benefit
2. Be ne f it: 2 0 p erce nt o f mo nthly salary
3. Reflects five pe rcent investment earning s as sump tion plus one percent excess earnings
4. Ref le cts the targ eted benefit plus additio nal pension g enerated by interest earnings in excess of five percent
assumed rate
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"Detailed rules
for integrating
plans . . . have
been provided
by the
Treasury. "

benefit that ail employer provides above the Social
Security age level must be 30 percent or less in
order to avoid discrimination against the lower paid employees. Detailed rules for integrating
plans at various compensation levels have been
provided by the Treasury.; One such rule provides
for a level of compensation at which it is permissable to integrate. The table which follows outlines
"covered compensation" based on age brackets:
Calendar year of
65th birthday
1976 to 1981
1982 to 1991
1992 to 1998
1999 to 2003
2004 or later

Monthly
amount
$550
600
650
700
750

The "covered compensation" of any employee
is found by entering the above table at the appropriate year. The integration level selected for a
plan may be any amount up to the lowest "covered compensation" of any individual who is, or
may become, a participant in the plan. Therefore,
for our example, a Hat benefit formula of 30 percent of monthly compensation in excess of $600
will meet the requirements of the Internal Reve-

nue Code since the oldest participant (Mr. Pierce)
will attain age 65 in 1987.
Under a step rate plan, benefits are provided on the full amount
of compensation but a higher rate of benefit applies to compensation above the integration level
than to compensation below the level. The steprate plan may be thought of as two plans —one
providing the lower benefit rate on all compensation; the other providing the higher benefit rate on
compensation in excess of the integration level. As
an example, a monthly benefit equal to 20 percent
of the full amount of monthly compensation plus
30 percent of monthly compensation in excess of
$600. Notice the excess benefit is 30 percent,
which is still within the integration limits. The
step -rate plan is advantageous in that favorable
benefits are provided for the higher -paid employees; however, this method may provide too high a
benefit for some employees,
THE STEP -RATE PLAN APPROACH.

Funding
Once the decision has been reached as to the
best retirement plan approach, the problem of the
best method of funding the plan must be addressed. A certain degree of personal preference

Exhibit 7
EXCESS ONLY PLAN

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

Age
54
50
42
48
33
40

Retire.
age
65
65
65
65
65
65

Mo nthly
salary
$2,500
1,000
750
600
550
500

A nnual(1 )
contri•
bution
$6,065
841
164
0
0
0
$7,070

To tal (3 )
fund s
at re tire.
$9 0,47 6
19,048
7,143
0
0
0

Est. (2)
mo nthly
pension
benefit
$5 70
120
45
0
0
0

Est.
Retire.
pension
income
includ.
as a p erc ent
Soc. Sec.
of s alary
$1 ,06 0
42 .4
62 2
62.2
497
66.3
39 5
65.8
36 8
66 .9
344
68 .8

Notes
1. Co ntrib ution: W hatever am ount is ac tuarially dete rmined nec ess ary to pro vid e the d esignated benefit
2_ Benef it: 3 0 p ercent of mo nthly salary in excess of $600
3. Assumed: Five percent inves tme nt rate

Exhibit 8
STEP RATE PLAN

Name
R. Pierce
G. Edwards
M. Rice
E. Fletcher
J. Anderson
J. Fedorka

Age
54
50
42
48
33
40

Retire.
age
65
65
65
65
65
65

Mo nthly
salary
$2,500
1,000
750
600
550
500

A nnua l(1 )
contri•
bution
$11,386
2,2 42
712
70 2
221
35 8
$15 ,6 21

Total (3)
fund s
at retire.
$16 9,8 41
50,794
30 ,9 52
19,048
17,460
17,825

Est. (2)
mo nthly
pension
benefit
$1,070
32 0
195
120
110
100

Est.
pension
includ.
Soc. Sec.
$1 ,5 60
82 2
64 7
515
47 8
454

Retire.
income
as
percent of
salary
62 .4
82 .2
86.3
85.8
86 .9
90 .8

Notes:
1. Contrib utio n: W hate ver amo unt is actuarially determined nec ess ary to provide the de sig nated be nef it
2. Be ne fit: 2 0 pe rc ent o f to tal mo nthly salary, plus 3 0 pe rc ent of m onthly s alary in excess of $6 00
3. Assumed: Five pe rcent investment rate
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and perhaps even prejudice must be anticipated in
selecting a funding media. However, it should be
remembered that in all of the previous illustrations, a conservative investment return was assumed in every case. Such a conservative outlook
not only is prudent, but is accepted practice
among sound pension plan designers. With a conservative interest assumption to work from, the
funding vehicle may be chosen with a wide degree
of flexibility.
It should be pointed out that generally speaking
the size of the corporation, or more correctly, the
pension fund, dictates the funding vehicle to be
utilized. For instance, a large corporation with
several thousand employees and a pension fund
with assets into the six or seven figures will find
certain investment opportunities open for consideration which are not normally available to the
smaller firms such as those to which this article is
primarily directed.
In addition, the type of pension or retirement
plan design will influence the funding vehicle selected. For example, a defined benefit plan in a
small corporation will many times include life insurance in the funding approach. However, life
insurance in a profit sharing plan for a small business may become somewhat of a problem especially if the annual contributions to the plan may be
expected to vary from year to year as profits fluctuate.
The question of funding, just as with plan design, is a matter of individual choice geared to a
specific situation and employee population data.
The input of pertinent data is essential for the successful functioning of the decision- making process. Only through proper planning of retirement
plan specifications can the management accountant hope to exercise bid control and analyze accurately the best approach and funding through various sources.

Conclusion
The seven basic retirement plan designs which
have just been reviewed provide a wide choice of
retirement benefit levels, fiscal flexibility, and the
opportunity to emphasize benefits for specific employees or classes of employees. The management
accountant must select from this multitude of possible alternatives the single best approach to fulfill
the needs of his firm and the wishes of his employer. The job is not a simple one especially for an
individual unfamiliar with the intricacies of the
pension field, not to mention the complications
presented by the provisions of the Employee Retirement Income Security Act of 1974 (ERISA),
which have purposefully not been detailed in this
article. If the area of pension design is unfamiliar,
serious consideration should be given to obtaining
the services of a qualified independent pension
consultant to aid in the planning and design as
well as the final analysis stages of the project. The
services of such an individual are usually obtainable at a fee which can certainly be justified in light
of the far - reaching financial aspects of the project.
In any event, either with or without the aid of a
consultant, by analyzing and properly planning a
retirement program, the management accountant
may provide a real service to his employer as well
as his fellow employees while eliminating many
long -range financial problems for his firm. The
project is certainly not an easy one, but not as
impossible as one might at first imagine. It all begins with just a little planning and re- education to
the fundamentals of pension design. Hopefully,
the preceeding will have proven to be of some aid
in that regard.
❑

the
management
accountant may
provide a real
service to his
employer ... "

' It is the intent of this article to concentrate primarily on the basics of retire.
ment plan design rather than the funding aspects of pensions.
IRC SEC. 401 (a) 5
Regs. 1.401.3 (e); Rev. Rul. 71 -446. CB 1971 -2

ERRATA

Due to a combination of unfortunate circumstances some data was misstated in the article,
"GPL Adjusted Income Statements: A Research
Study," in the October 1977 issue. The amounts
shown for Bethlehem Steel in Exhibits 3 and 6
should be stated in millions of dollars, not thou-
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sands. In Exhibit 4, the net income in historical
dollars is $170,706 and in constant dollars is
$172,757.9. Also, the net income rankings on page
33 should be 1,2,3,4 for GAA and 1,2,4,3 for
GPL. Our thanks to V.J. Astraitis, Cleveland,
Ohio.
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Transfer Price Accounting
for MNCs
The markup factor must be specific and clearly delineated so that it
can be used to value the product at the time the transfer price is
applied.
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By Richard J. Nagy
Many large companies are significantly involved
in overseas manufacturing so that they may coordinate their production with worldwide markets
an d decentralize op eratin g au th ority under highly
fluctu atin g eco no mic co nd ition s. This has resulted
in a sh ift o f emp h asis to th e o verseas manufacturin g u nit an d h as co n seq uen tly led to corporate reorganizatio ns.
Em ph asis is no w bein g placed on understanding
th e p rofit im pact at each resp o nsibility level, on a
glo b al b asis, th at th e flo w o f raw m aterials, sem ifinish ed go o ds, co m po nen ts and finished products
have o n each un it p rod u ced .
In terco m p an y Tran sfer Pricin g
When a cho ice m ust be made between establishing an overseas marketin g organization or co nstru c tin g a m an u fact u rin g an d assembly facility,
an evalu atio n o n a world wide scale m ust be m ade
to iden tify th e fin an cial an d o perational impact on
th e corp oratio n. Th e d ecisio n to transfer completed prod ucts to an overseas marketing unit, or
co mp on en ts to an overseas assembly facility,
sh o u ld b e b ased u po n th e costs of doing business
in b o th th e do m estic an d fo reign m arkets and the
viab ility of eith er altern ate to favorably influence
th e earnin gs o f all eco no mic u n its involved.
Th e first st ep in th e ev alu ation pro cess begins
with a d eterm in ation o f existing product line cost/
p rice relatio n sh ip s fo r d o m estic operations from
wh ich an in terco m p an y m arku p factor can be derived. Th e m arku p facto r must be specific and

clearly de lineated s o that it can be use d to value
the p roduc t at the tim e th e t ran sfer pr ice is applied. Exhibit 1 identifies the cost flow between
the various m anufacturing departm ents involved
in the production of product X. Standard m aterial, labor, and ove rhead costs a re determ ined for
the m anufacture of one unit. As the product flows
through each departm ent of Pla nt A, (foundry,
m achining and assem bly), standard m aterial, labor and overhead are applied to the product at
each successive stage of m anufacture. At the conclusion of th e foundry operation, the standard
cost of material, labor and overhead for the item is
$2.71. This flow of cost to the m achinin g operations adds $1.51 and the last operation in Plant A
assembly adds $2.66. The to tal st and ard cost at
this point of a p artially assem bled product X (or
com ponent) is $6.88. The com ponent would now
enter Plant B for final m achining and assem bly or
be available for trans - shipm ent to other points for
continued m anufacture. It is usually at this point
of cost flow analysis that an evaluation m ust be
made to determ ine the econom ies of establishing
offshore m anufacturing facilities so as to enhance
the profit and growth objectives.
Dom estically, m achining operations in Plant B
would add $2.15 to the accum ulated standard cost
of $6.88 and fin al assem bly would add $2.55, so
that the total standard c ost of a com pleted product X is $11.58.
To e sta blis h a sellin g pr ice (tr ans fer price) to
the affiliate, the total standard cost must be
"m arked -up" to allow f or th e rec overy of c osts,
such as adm inistrat ive and technical services. A
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markup factor can be developed either from total
planned future period costs by examining the direct expense relationship to total standard direct
product cost or it can be developed from an examination and analysis of historical cost records.
Marketing expenses will be negligible since little
selling effort is expended for intercompany sales
and transfer of product. Only those costs directly
associated with intercompany sales should be assigned to the transfer price transaction. These
costs would include marketing order entry, customer service and any services of the international
sales organization.
In computing profit, an allowance should be
made that will permit a return equal to that
earned in the domestic market. The total of the
markup factors plus one would then equal the total markup factor. This factor would be multiplied
by total standard cost to determine the intercompany transfer price to the affiliate. For example,
for the transfer of a component the price to the
affiliate would be $10.32 ($6.88 X $1.50). For a
finished product transfer, the price to the affiliate
would be $23.16 ($11.58 X $2.00).
The cost plus method illustrated allows for recovery of normal operating costs plus an appropriate profit for the domestic manufacturing unit.
Markup factors for the transfer of components
will differ from that of finished product transfers
inasmuch as manufacturing, engineering, and administrative overhead costs should not be as high
for a partially completed product as for a finished
product.

Once the markup factors for product and components have been developed, a pro forma earnings statement can be developed for the sale of one
component or one finished product overseas. This
is illustrated in Exhibit 2 which shows the earnings and the resultant percentage return on investment (ROI) accruing to the domestic manufacturing unit for a finished product transfer as well as
for a component transfer transaction. In the example, the earnings are slightly less in terms of
absolute dollars, but in yield, the percentage earnings before tax (EBT) is almost double the percent
contribution of finished product sales. Similarly,
the ROI percentage increases significantly from
9.1 percent to 15.8 percent, an increase of almost
70 percent.
The picture is still incomplete, however, since
an evaluation cannot be made without analyzing
the earnings impact of finished product transfers
versus component transfers for the affiliate. If
product X can be sold for a price of $25.00 in the
marketplace of the foreign affiliate, how will the
transfer price the foreign affiliate must pay to the
domestic manufacturing unit affect its own profitability? With a price of $25.00 for the end product, purchasing a finished product from the domestic plant. for $23.16 results in a gross margin
of $1.84 to cover all support costs (primarily marketing and administrative expenses). If we assume
that under normal operating conditions, the affiliate's support costs are 10 percent of the transfer
price, a loss of ($.48) would result for the sale of
the product. On the other hand, if a component

"Only those
costs directly
associated with
intercompany
sales should be
assigned to the
transfer pricing
transaction. "

Exhibit 1
COST /PRICE ANALYSIS
FLOW OF COST TO STAGE OF COMPLETION

Composite
std var
Added
0 /H@
value
(1 ) -F ( 2) + (3 )
121%

Foreign
Base d irect pro duc t c ost in trans fe r pric e to affiliated company
Markup facto r to base co sts to allow f o r re c overy o f adm inistra•
tive and tec hnical s ervic es (m ultip ly by)
Trans fer price to affiliate
Price to customer
Gross margin to affiliate before local value added and applica•
tion o f aff iliate ove rhead
Local value added
Markup factor to base value ad de d co st (30 0 pe rc ent)
Affiliate overheads 10 p erce nt o f transf er p rice
Ne t p ro f it (los s ) to af f iliate
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2.71
4.22
6.8 8( l)

2.15
2.55
$ 1 1 .5 8 (2 )

6.88
9.03
$9.03

9.03
11.58
$ 1 1 .5 8 (2 )

Component
6 .8 8 (1 )

$

.8 5
.3 0
$3.88

$2 .7 1
4.22

Finished product
$ 1 1 .5 8 (2 )

1.50
$10 .32
25.00

2.00
$23 .16
25.00

$1 4.68
3.00
9.00

1.84

$

.70
.25
$3.20

2.71
1.51
2.66

-

.6 0
2.00
$4.50

(6 )
Cost flow
(trans fe r)
to ne xt
deppartment
(4 ) -} - (5 )

-

$1.21
.6 1
.9 1

2.68

$

$1.00
.50
.75

(5 )
Cost flow
(trans fe r)
from
previous
departm ent

-

.50
.40
1.00

$

Standard
labor

$

Standard
mate rial

Present method
(3 )
(4 )

$

(2 )

$

Domestic
Cos t flo w by plant d ep artme nt
Plant A- c o m po ne nt
Foundry
Machinery
Assembly
Plant B- f inis he d pro d uc t
Mac hining
Assembly
Total

(1 )

2.32
(.4 8 )
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"From a
corporate
worldwide
view, how can
we evaluate
profitability ?"

was purchased (with the final machining and assembly to be completed overseas), the gross margin for the affiliate would be $14.68
($25.00 - $10.32)_ Local value added to standard
cost in the form of material, direct labor and overhead, based on local competitive position, totals
$3.00. This can be compared to the sum of the
value added by domestic Plant B for the same machining and assembly finishing operations which
totals $4.70 (Exhibit 1). This clearly is an advantage for foreign manufacture. The next step is to
evaluate the product support costs which will be
incurred by the affiliate for the local assembly operations. If we estimate them to be approximately
300 percent of foreign value added, resulting earnings on the sale of the product in the foreign market would be $2.68.
Worldwide Earnings Statement
From a corporate worldwide view, how can we
evaluate profitability? Exhibit 3 is an example of a
worldwide consolidated earnings statement and illustrates worldwide profitability to the corporation after public sale of the product for both: (1) a
finished product sold by the domestic manufacturing unit to an overseas marketing unit and (2) a
component sold by the domestic manufacturing
unit to an overseas unit on which machining and
assembly material and labor (value added) is applied for final completion and sale.
The statement is presented to reflect three separate but coordinated responsibility earnings state-

ments for: (A) domestic operations, (B) offshore
(marketing) operations, and (C) consolidated operations. Further, within each earnings statement,
a distribution of earnings by component and finished product is presented so that the cost /price
relationship can be traced to either individual operational results or to the next reporting unit. In
other words, the domestic operations manager can
evaluate the impact of transfer pricing on his own
operation as well as the marketing unit's operation.
To illustrate the concept, let us look at Exhibit
3. Beginning with section (A) Domestic operation,
we see that EBT is $.73 (3.2 percent of sales) for
the finished product and $.63 (6.1 percent of sales)
for a component. This is quite different from the
4.1 percent average contribution for the total unit
where we did not have a product distribution EBT
analysis.
For offshore operations, section B, three earnings statements are again shown. One for the purchase of a finished product, one for the purchase
of a component, (requiring further manufacture
and final assembly locally) and one for the combined total. Gross margin for the affiliate for the
purchase of a finished product is $1.84
($25.00 - $23.16) or 7.4 percent of sales whereas
gross margin after purchase of a component is
$14.68 ($25.00 - $10.32) or 58.7 percent. Resulting EBT, depending upon the method of transfer,
is a loss of $.48 or 1.9 percent of sales for the
finished product and an EBT gain of $2.68 or 10.7

Exhibit 2
DOMESTIC OPERATIONS
PRO FORMA EARNINGS -MANUFACTURING
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.063

$

.73
3.2 %
8.0 0
9.1

%

Inves tment

$
$

.15
.05
.1 0
.05

$

$2 2.43

Total costs

R.0.1.

4.05
2.90
1.74
1.16
9.85

$

.35
.25
.15
.10

.50
.25
.25
1.00

Markup
factors
.0 3 0
.0 15
.0 1 5

.09

$

$

$

Markup
factors
.0 43
.022
.0 22

$

Supp ort co sts (p eriod cos ts)
Manufacturing
Engineering
Adm inistrative
Marketing
Total supp ort c osts

4.50
3.20
3.88
$11 .58

$

&

Markup fac to rs
Manufacturing varianc es
Commissions
Freight
boxing
Total variab le c osts

Earnings before taxes
Percent EBT

Component
$10 .32

standard

$

@

Net sales
Direc t pro duct costs
Direct material
Dire ct labor
Variable overhead
Total

Finished
product
am o unt
$23 .16

1.90
2.25
2.73
6.88

.2 1
.1 0
.1 0
.4 1
1.03
.3 4
.6 9
.3 4
2.40
9.69
.6 3
6.1%
4.00
1 5 .8 %
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percent for a purchased component which is locally completed.
From a corporate viewpoint, section C, the
earnings impact is even more significant. Total
earnings from the sale of product X, in an overseas market where a marketing organization but
no manufacturing facility exists, is $.25. If a local
manufacturing and assembly facility were built,
earnings for the corporation would total $3.31 on
the same product. Clearly in this case, an overseas
manufacturing facility would result in a better
earnings picture for the corporation. This is without considering benefits resulting from an overseas
manufacturing presence such as customer service
and local reputation or costs associated with inherent political risks or unstablized currency.
The worldwide earnings statement can be used
as a tool by those involved in product sourcing,
acquisition planning, or market development in
assessing from a corporate standpoint various production and market penetration possibilities. It
can also be used as a reporting tool for the evaluation of ongoing activities and worldwide product
line profitability for the various levels of operating
managment. The objective required here is to establish a financial system that will produce finan-

cial data on a meaningful and timely basis to operational management- management that is responsible for results and actions which need to be taken.
Planning the Financial Reporting System

"Each entity
must operate as
an autonomous
unit.

Throughout this study, the underlying theme is
that a sound financial system and reporting structure will contribute to developing organization
structures and control methods. It is important
that the financial system be developed so that the
financial data can be modified to suit the ever
changing organization structures as well as keep
pace with the international business community.
Reporting must be structured so changes in business transactions can be meaningfully accounted
for.
Presentation of financial and operational results
must be effected so that controls, measurements,
and decisions can be made from the standpoint of:
(a) the domestic business entity, (b) the foreign
business entity, and (c) the corporate legal business entity. Each entity must operate as an autonomous unit. It must be measurable and accountable for the uses of all the company's resources so
as to provide the best return possible. Another

Exhibit 3
INTERNATIONAL PROFIT CENTER
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"The s y s t e m . . .
must capture
information in a
timely manner

objective is to approach the required disciplines
that the financial organization must develop in
concert with the flow of international business
transactions and good management activities.
Further, the disciplines must address themselves
to clearly segregate the transactions so that they
can be related to the complex and ever - changing
domestic and foreign regulations.
Conclusion
As companies stretch their business operations
over international boundary lines, changes will occur within the companies themselves. Coordination of business activities on a global basis is then
required, not only to adapt to local conditions, but

also because of a need for a wholesale restructuring of the international corporate organization
both in manufacturing and marketing operations.
The system used to transfer prices must capture
information in a timely manner so that management can make decisions concerning any particular activity. And, in evaluating financial data,
management must be aware of all profit objectives. This requires that the financial system be
structured so that results can be viewed at the
appropriate management level responsible for results. The financial reporting system will then permit the company to coordinate activities in domestic divisions with the activities of the international divisions.
❑

NEEDED: A NEW INTERPRETATION FOR INTERIM REPORTS
Continued from page 22
the same level of operating statement detail now
required in the unaudited note covering interim
financial information to be included in annual reports filed with the SEC. A key difference, however, is that such information would be reported on
a timely basis under the proposed interpretation.
User focus on interim financial information would
therefore always be made in the perspective of
similar information for the latest annual period.
More complete, uniformly- presented financial
information in interim financial reports of publicly -held companies should facilitate user comparison with other companies in the same or other
industries. This activity is important to the effectiveness and efficiency of our capital markets. The
Study Group on Objectives of Financial Statements recognized the importance of accurate,
timely, and complete financial information in this
process:
"The essence of economic decisions is choice
among possible courses of action. Choice requires awareness of opportunities offered by
alternatives. Financial decisions should facilitate the comparisons needed to make investment and other decisions ".'
For many years, public utilities have presented interim financial information on a basis consistent
with the recommended interpretation. Their reporting suggests that their continuing interest in
capital markets may bear some relationship to the
completeness of their interim reports.
Most would agree that the quality of interim
reports has improved somewhat since the issuance
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of APB Opinion No. 28 in 1973. But two problems remain:
1. There is still incompleteness in the interim financial information reported by many publicly held companies, particularly with respect to
seasonal variations in earnings, and
2. The financial community continues to place
unwarranted emphasis on isolated interim information."
Conclusion
The usefulness of the interim data now required
and the extent to which it can be relied upon,
remains questionable. Improvement can be substantially accomplished by issuance of the financial accounting interpretation described in this article. More complete interim financial information
should result in less reliance being placed on isolated interim information. The proposed interpretation, which relates only to form and content,
would result in little or no additional cost to publicly- held companies. Essentially all of the interim
earnings information to be disclosed is already
available in another form; the principal difference
from existing standards is that such information
would be better presented quarterly.
❑
, APB Opinion No. 28 "Interim Financial Reporting ", AICPA N.Y., N.Y.,
1973.
Ibid.
' James T. Powers, "Interim Reporting by Retail Companies," Retail Control,
March 1977.
' Report of the Study Group on Objectives of Financial Statements, Objectives
of Financial Statements, AICPA, N.Y., N.Y., 1973.
' Carmen G. Blough, "Some of the Dangers Inherent in Quarterly Financial
Statements," The Journal ofAccountancy, February 1953, p. 221.
' Op. Cit., Report of the Study Group
James W. Edwards, Geraldine F. Dominiak, and Thomas V. Hedges, Interim
Financial Reporting, NAA, N.Y., N,Y.. 1972.
' Accounting Series Release No. 177, "Notice of Adoption of Amendments to
Form 10 -Q and Regulation S-X Regarding Interim Reporting," SEC, Washing.
ton, D.C. 1975.
Op. Cit., Report of the Study Group, p. 54.
10
Malcolm S. Forbes, "The Plunges and Occasional Spurts of Stocks," Forbes,
July 1. 1977.
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Budgeting By Objectives:
Charlotte's Experience

By Charles H. Gibson
Many cities have a problem in coordinating their
objectives so as to make optimum use ofavailable
resources. This is often due to the fact that they
are required by city or state law to prepare a line
item budget. For instance, the budget must show
how much revenue will come from licenses and
permits, property taxes, or interest earnings; and
from the expenditure side, line items like building
inspection, police, and the fire department costs
must be considered. Each of these line items are
typically costed on an historical basis and the budget- makers must determine how much each
should be changed for the coming period. Such an
approach can easily lose sight of the relationships
between the items in the budget and the objectives
of the community. The objective of this article is
to describe how the city of Charlotte, North Carolina, carries out its budgeting process while keeping its objectives and resources coordinated. Charlotte does, however, prepare a traditional line item
budget as a supplement to its objectives budget
which serves as the primary management budget.
The New Approach
Charlotte started its new objectives approach to
budgeting when the fiscal 1973 budget was being
prepared. Using this new approach, the city manager has been able to present a budget that enables
the mayor and the city council to focus on objecMANAGEMENT ACCOUNTING /JANUARY 1978

tives. The budget was guided by four primary objectives. These objectives were: (1) the property
tax rate should not increase, (2) continued emphasis should be placed on making the best use of city
employees and the present computer capability,
(3) any budget increase should be held to a minimum, and (4) a balanced program of services
should be presented_
The services provided are broken down into six
areas: (1) community development, (2) environmental health and protection, (3) protection of
persons and property, (4) transportation, (5) leisure -time opportunities, and (6) policy formulation and administration. Within each of these areas specific work objectives are determined, specific program changes are recommended to meet
changing circumstances, resources are determined
in terms of dollars and manpower, and recommendations are determined for city council action.
Illustration
The transportation service area will be reviewed
to illustrate how the individual service areas are
presented in the budget. Each ofthe major service
areas are handled in a similar manner.
The transportation budget starts with the overall objectives of the transportation service area
and a recommendation of resources needed to
meet the transportation objectives. The recommended resources are presented in terms of dollars and employment positions in a two year com-

r

The budget -by- objectives approach has helped the administrators
of Charlotte to direct the city on a well planned course that makes
efficient use of the resources it has available.

4 i pl
C.H. GIBSON
is Chairman and
Professor of
Accounting at the
University of Toledo,
Ohio. He is a CPA and
holds B.A. and M.B.A.
degrees from Bowling
Green State University,
and a D.B.A. degree
from Kent State
University. Dr. Gibson
is a member of the
Northwestern Ohio
Chapter.

This article was
submitted through the
Northwestern Ohio
Chapter.

39

"A number of
improvements
ha ve been
made . . . "

parison. The overall objectives are stated in general terms. For instance, the overall objectives of the
transportation program are stated as follows:
"Plan and provide for the safe, convenient, economical and expeditious movement of people and goods, as desired and
needed by residents and businesses in the
Charlotte area. Furnish this capability
through projects in new construction, capital improvement and maintenance which
will facilitate a variety of transportation
modes including automobiles, trucks, buses,
airplanes and bicycles, and their associated
traffic controls and facilities. Provide updated studies of feasible options for meeting immediate, short-term, and long -range transportation needs to guide the community and
elected officials in making decisions that
promote a highly useable, coordinated effective, economical, and safe transportation
network of facilities and services. Incorporate measures that demonstrate sensitivity
and concern for potential impact on the en-

vironment and adjacent neighborhoods in
all transportation undertakings."
The transportation budget is broken down into
several areas such as airport, automotive services,
traffic control, transportation planning and traffic
engineering. Each of the areas such as traffic engineering is detailed in terms of general objectives,
target clients, achievement and performance objectives, objective linkages, resources to meet the
objectives, and recommended city council action.
The detail traffic engineering budget for fiscal year
1975 is shown in Exhibit 1. It is representative of
how all of the detailed individual budgets are prepared.
Improvements
A number of improvements have been made in
Charlotte's budgeting process since the initial fiscal 1973 budget. One of the improvements has
been a more specific statement of the objectives in
terms that can later be measured. This adds accountability to the various departments as their
Continued on page 48

Exhibit 1
TRANSPORTATION PROGRAM— TRAFFIC ENGINEERING BUDGET (FISCAL YEAR 1975)
General objectives:
Plan for the safe convenient and expeditious movement of vehicles and pedestrians with minimum negative impact on the
environment and local neighborhoods.
Target clients:
City Residents, Visitors.
Achievement and Performance Objectives:
1. Identify, assign priorities and design corrective measures for all intersections and locations with a high frequency of vehicle and
pedestrian accidents. Report quarterly on progress in implementing improvements with a goal of completing 50 at end FY 75.
2. Identify, assign priorities and design corrective measures for all intersections and locations with capacity problems. Report
quarterly on progress with a goal of completing 50 at end FY 75.
1 Continue method of evaluating effectiveness of corrective measures designed for preceding objectives (1) and (2) so as to
determine: (a) short-term and long -term effects of improvement in achieving safety and convenience for vehicle and pedestrian
movement, (b) possible negative impact on environment and adjacent neighborhoods caused by corrective measures.
4. Improve preventative measures to reduce the number of accidents attributed to street surface conditions, view obstructions, lack
of traffic signs, signal malfunctions and other factors accessible by public agencies. Report quarterly on actual accidents attributed to such causes, preventative measures recommended, and coordination with City Engineering, Traffic Control, Street Maintenance, Planning. Police and other city agencies.
5. Update corrective measures to improve traffic flow for 100 signalized intersections where changing traffic conditions require
adjustments in signal operations.
6. Install flashing warning signals to improve safety factor for unmarked and high volume traffic railroad crossing areas. Report in
1Q FY 75 on scheduled implementation and funding of priorities with a goal of erecting 10 railroad crossing signals and 15
school crossing signals by 2Q FY 75.
7. Investigate all complaints within two weeks of receipt, taking corrective action when possible on 75 percent of complaints within
four weeks and 100 percent within six weeks.
8. Continue required planning and coordination necessary to qualify for state or federal funding of street and highway improvements.
Objective linkages:
Strong linkages exist between Traffic Engineering objectives and Public Works, Planning, Police and County. State and Federal
governments.
Resources to Meet Objectives:

Positions
Budget

(No program changes)
FY 74
FY 75
23
23
$2 86 ,8 61
$28 7,2 48

Change
0
$3 87

Recommended City Council action:
Discussion of traffic objectives to determine if all short-term and long -range city needs are being addressed.
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An Overview of
Decision Theory for
Management Accountants

By Michael T. Vanecek
Almost every action taken by a living organism is
the result of a selection process utilized to find the
alternative which best satisfies its recognizable
goals. Given that a choice must be made from
more than one alternative, some type of selection
criteria is required. Even the failure to make a
choice is actually a passive decision to do nothing
and incur the appropriate consequences. If only
one choice is available, no decision can be made.
The selection criteria for the decision can range
from informal or intuitive to formal or analytical
and many factors affect those criteria (e.g., the
decision - maker's goals, goal conflict constraints,
the perceived consequences of each alternative,
the magnitude of perceived gains or losses to net
goal satisfaction, and the level and accuracy of the
associated knowledge). In any event, the decision
still must be made. Assuming a rational decision maker (i.e., one who attempts to maximize satisfaction), the question becomes how to determine
which alternative will best satisfy the decision maker's goals.
A formalized framework of value to the decision -maker for portraying and evaluating alternatives in the selection process is provided by decision theory. The purpose of decision theory is to
aid in determining which alternative will maximize the gain or minimize the loss to net goal
satisfaction. Decision theory does not make the
MANAGEMENT ACCOUNTING /JANUARY 1978

decision, but it does offer a formalized framework
upon which the decision parameters and constraints can be organized and carefully analyzed.
Proper use of decision theory techniques encourages the formalization of the decision process such
that each pertinent facet of the process receives
the attention appropriate to its importance. Frequently, this formalization effort may uncover important factors which might otherwise have been
ignored.
A Formalized Description of the Decision Process
The decision theory framework is a formalized
description of the decision process. The first step
in the decision theory formulation is the definition
of net goals. The term "net goals" is emphasized
since an organization may have divisional sub goals which are in conflict. For example, the marketing division may desire large product inventories in order to rapidly meet customer demand.
On the other hand, the production division may
think that large inventories are too expensive because of storage, insurance, and handling costs.
Hence, the production division desires to maintain
the minimum inventory to decrease costs while
marketing desires to maintain the maximum inventory to prevent a possible loss of sales due to
back -order constraints. If the overall corporate
objective is to maximize profits, the net goal is to
maintain the level that equalizes the trade -off between inventory holding costs and possible reve-

i

Decision theory does not make the decision, but it does offer a
formalized framework upon which the decision parameters and
constraints can be organized and carefully analyzed.
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nue loss. The definition of the net goals requires
the decision -maker to evaluate existing goal conflicts and interdependencies and to explicitly establish desired objectives and subobjectives. Additionally, the result of this formulation is a measurement criteria which can be used to compare
the results of the decision alternatives with the
desired objectives.
The next step in the formulation of the decision
theory model is the definition of possible relevant
actions available to the decision - maker. Such actions should be related to the decision process being evaluated and should be nontrivial. Once defined, the actions should be mutually exclusive
and collectively exhaustive. For example, a possible set of capital budgeting actions may consist of
(1) maintain old equipment, (2) buy new replacement equipment, A, or (3) buy new replacement
equipment, B. It was determined, for this example, that this set of possible actions comprises all
of the relevant actions available to the decision maker and that a choice of only one can be made.
Sufficient capital does not exist to buy both equipments A and B; physical space does not allow existence of old with new; the possibility of a hunting trip to Canada is not relevant, etc. The requirement to explicitly define the relevant actions
encourages a more complete analysis than ordinarily might be conducted. Realistically, the likelihood that an optimal alternative is selected
which is consistent with the decision - maker's
goals is highly dependent on the thoroughness and
accuracy of the formulation of the set of relevant
actions.
The decision theory model formulation also requires a definition of the environment. For analytical purposes the environment is considered to be
a set of mutually exclusive and collectively exhaustive "states of nature." Careful analysis is required to predict all the possible relevant situations which might exist subsequent to the action
taken by the decision- maker. For example, in deciding which mode of transportation to utilize, the
decision -maker might be concerned with the
weather. If it rains the automobile should be used,
and if it does not rain it might be desirable to use a
motorcycle. Hence, in this context, the environment can be defined by the states of nature of
"rain" or "no rain." Only one of the states may
exist, and one of them must exist, thereby completely defining the model's environment. This
phase of the model formulation is valuable because the decision -maker is stimulated to consider
all the subsequent relevant environmental states.
The combination of objectives, actions, and
states into a single model forms the framework
upon which decision theory is built. Definition of
the objectives establishes the relevant structure
and provides a means of placing a value on the
outcome of each combination of action with state.

The valuation is in terms of the decision - maker's
objectives and represents a measure of utility in
the level of satisfaction of those objectives. A surrogate may be used, if applicable, for utility. The
most common surrogate used is a dollar amount.
However, the use of dollar amounts when inappropriate as a surrogate generally results in decision strategies which do not adequately reflect the
decision - maker's objectives. In such a case, the
formulation of the model rather than the technique is at fault.
The formulation of the decision theory model
thus far is no more than a comprehensive definition of the decision - maker's selection problem.
Complex problems may be very difficult to formulate and can require a high degree of subjective
analysis to formally describe the decision task.
However, most decisions having a material impact
usually require some sort of detailed analysis to
select the optimal alternative. Although the end
result of the decision theory technique is a decision strategy, its most important feature is a
framework which can be used to construct and
comprehensively evaluate difficult problems. The
fact that some inputs are subjective only emphasizes that the analysis should be as objective as
possible in order to reduce the possibility of errors
and bias.
Payoff Matrix
The next stage in the evaluation of the decision
process is to determine the consequences of each
action under differing states of nature. For purposes of analysis and comparison, it is convenient
to place the valuation of the possible outcomes
into a tabular format. One such format is the payoff matrix illustrated in Exhibit 1. In this repre-

Exhibit 1
PAYOFF MATRIX
Possible
actions
Sl
Al
V11
A2
V21
A3
V31

AM

VM1

States of nature
S2
S3
.....
V12
V13
.....
V22
V23
.
....
V32
V33

SN
V1N
V2N
V3N

.....

VMN

.....

VM2

VM3

sentation there are N different unique states, M
different unique actions, and a value Vij (where
i = 1 ,. .. , M an d j = 1, . .. , N) for each action
and state combination. The values, Vij, may be in
units of utility or utility surrogates (such as dollars). The resulting payoff matrix is a quantified
representation of the decision process.
The values, Vij, of the payoff matrix can be considered either in terms of payoff (return) or loss
(cost). If the objectives measure success as a funcMANAGEMENT ACCOUNTING /JANUARY 1978

tion of maximization ofgain, then each Vij represents net change in utility (or some utility surrogate). Net change rather than gross change is used
so that all relevant increases and decreases are included in the evaluation. Since the net change in
utility can increase, stay the same, or decrease, the
values of Vij may be positive, zero, or negative.
Conversely, ifthe objectives measure success as a
minimization of loss, then each Vij represents the
opportunity cost of the action and state combination. Opportunity cost is the difference between
the expected payoff for the action/state combination of interest and the highest possible expected
payoff under the same state. As a result, the values of Vij under opportunity loss criteria can be
either zero or positive.
As an example, consider the decision whether
to drive within the speed limit or to drive above
the speed limit. The objective is to obtain the maximum utility from the trip. The major concern affecting the decision is whether or not a radar patrol will be encountered. The set of actions for this
decision is: (Al) drive within the speed limit, and
(A2) drive above the speed limit. The set of states
for this decision is: (S1) radar patrol not encountered, and (S2) radar patrol encountered. After
careful evaluation, a utility value is assigned to
each action /state combination. The utility value
of zero represents indifference to the outcome.
The following values, reflecting the decision -maker's valuations of the consequences, result:'

loss value of zero since for that state of nature it
provides the maximum payoff. Hence, under the "A major
state "No radar" the action A2 "Speed" maxidifficulty in
mizes the payoff and is assigned a value of zero. If
action Al "Obey limits" is taken, the decision - many decision maker suffers an opportunity loss of 1 (4 — 3) giv- making
en that the state "No radar" occurs.
situations is
Uncertainty and Probabilistic Methods

uncertainty ... "

A major difficulty in many decision - making situations is uncertainty about the future. If we
could accurately predict future events (stock
prices, exact location of radar units, competitor's
market activity, etc.), the solution to many decisions would become trivial. For example, in the
above speed limit problem, certainty about the existence of radar units would greatly simplify the
decision strategy. The resulting decision strategy,
based on the given payoff or opportunity loss values, would be to obey the speed limit when there
was a radar unit in the vicinity and to speed otherwise. The solution to this decision problem is
quite simple. On the other hand, as uncertainty
about any aspect of the decision process increases,
the complexity and difficulty of the problem increases. If we were to ignore considerations about
the cost of added information, we might acquire
perfect information and reduce the problem to
one of certainty. In general, however, this is usually too expensive or impossible. An alternative is to
utilize additional information to establish the expected relative frequency of occurrence of each
state of nature. In this manner, the probability of
V I I (A 1, S 1) = 3 Trip uneventful
each state of nature occurring with respect to the
V 12 (A 1, S2) = 3 Trip uneventful
relevant states of nature is established. The end
V21 (A2, S1) = 4 Trip uneventful but did not
result is that the occurrence of each state of nature
take as long
V22 (A2, S2) = — 50 Received a speeding ticket
is expressed in terms of probabilities. The model
then becomes probabilistic in nature and may be
This decision problem now can be represented by further analyzed using mathematical techniques
associated with probability theory.
a payoff matrix:
The next stage in the development of a decision
theory selection model is the determination of the
Payoff values
state of nature probabilities. Each state of nature
Possible
States
actions
No radar (S1) Radar (S2) must satisfy the standard probability requirement
that its value is between 0.0 and 1.0. Since the
Obey limits (A 1)
3
3
states of nature are specified to be mutually excluSpeed (A2)
4
—50
sive and collectively exhaustive, it also is known
Converting the problem to an opportunity loss that the summation of all states of nature probavaluation, the following regret matrix is obtained: bilities must equal one. When a state of nature has
an occurrence probability of one while all other
states of nature have a probability of zero, the
Opportunity loss values
model reflects the limiting case of a decision under
Possible
States
actions
No radar (S1) Radar (S2) certainty.
The estimation of the probabilities varies on a
Obey limits (AI)
1
0
Speed (A2)
0
53
continuum from objective to subjective. The subjective limit consists of estimations by the deciOpportunity loss is the difference between the sion -maker without any previous direct experimaximum payoff and all other payoffs evaluated ence or known mathematical theory upon which
under each state separately. The action providing to base the assessment. An example of subjective
the maximum payoff is assigned an opportunity probability is when we try to estimate the financial
MANAGEMENT ACCOUNTING /JANUARY 1978
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The
probabilities
reflect the
decision maker's
estimation of
the expected
distribution . . . "
'...

success of a new song by a relatively unknown
singer. Without previous experience or additional
knowledge, the assignment of the probability of
the event "success" is almost totally a guess. In
comparison, however, the task of estimating the
probability of the event "heads" on a toss of a
"fair" coin can be based on mathematical formulation and is reasonably objective. Most probability estimations lie somewhere in between, depending on the decision- maker's past experience and
the nature of the problem.
Another estimation method that may be appropriate is to examine historical data in order to establish a relative frequency of occurrence. The
concept behind this method is that the distribution of events in a representative sample reasonably represents the frequency of occurrence over
the "long run" in the future. For example, we can
observe the number of cars serviced for a particular hour interval at a highway toll booth. Examination of the past month's record for the number
of cars passing through the booth at that hour
gives the number of times zero, one, two, three,
etc., cars went past the booth. A relative frequency distribution can be constructed by dividing the
number of cars in each interval by the total. For
illustrative purposes, let's assume that the following chart resulted from an examination of historical data for cars passing the toll booth at the noon
hour:
Number
of cars
0
1
2
3
4
5
6
7 or more

Number of
noon hours
21
101
202
216
130
43
7
0
720

Relative
frequency
.03
.14
.28
.30
.18
.06
.01
.00
1.00

A reasonable estimate of the probability of
three cars arriving at the toll booth during the
noon hour would be .30. Two major limitations
exist with this estimation method. First, it requires the availability of objective historical data
about the event of interest. Second, it assumes that
the conditions affecting the frequency distribution
in the past will not significantly change in the future. Even with these limitations, however, historical frequency distributions often provide a valuable starting point for analysis.
Another estimation technique which can be
useful is analyzing the conditions of the event itself. A combination of experience and mathematical logic may provide an acceptable frequency distribution. For example, let the states of nature of
interest be the occurrence of a number resulting
44

from a toss of a "fair" die. Experience and mathematical analysis indicate that it reasonably can be
expected that each number on the face of the die
will occur one -sixth of the lime. Based on this
analysis it would be reasonable to assign a probability of one -sixth to the state of nature represented by each number on the face of the die.
Expected Value
The probability distribution, once established
by an appropriate estimation or mathematical formulation method, provides a quantified illustration of the likelihood of occurrence of the event.
In the case of the states of nature, the probabilities
reflect the decision - maker's estimation of the expected distribution in the future. Regardless of the
expected results, only one state will occur, and it
may be any one of the exhaustive set of states. The
probabilities do not provide any guarantee as to
which state will occur; they only indicate the likelihood of occurrence. For example, in a sweepstakes where one winner is possible out of one
million entrants, only one entry wins, although
the probability of any entry winning is one in a
million.
Although useful as a quantified illustration of
the occurrence distribution, the major worth of
the probabilities is as a weighting factor. The use
of weighting factors provides the basis of establishing an "average value" which is sensitive to
the likelihood of occurrence of the events. Such an
average value is a summary value known as the
"expectation" or "expected value." Expected value is measured by summing the products of the
probability of an event by the value of the variable
describing the event (the variables comprise a mutually exclusive and collectively exhaustive set).
For example, in the toll booth illustration, one
might be interested in the average number of cars
passing through the toll booth. If E(c) represents
the expected or average value of the number of
cars passing through the toll booth, then we can
show that:
E(c) = 0(.03) + 1(.14) + 2(.28) +
3(.30)+ 4(.18) + 5(.06) + 6(.01)
E(c) = 2.68
The average number of cars passing through (or
expected to pass through) the toll booth at noon is
2.68.
If the variable describing the event is Vij, from
the payoff matrix for a specified action i = k,
where Y < k < M, then:
E(Vk) _ :Z Vkj - P(Sj)
1_ 1

where
P(Sj) = Probability of occurrence of state j
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The expected value E(Vk) is the average value of
the utility (or utility surrogate) expected by taking
action k, If an expected value is obtained for each
action, a quantified basis is provided for comparing the average payoff (loss) between actions. The
decision selection algorithm then becomes one of
selecting the action corresponding to the optimal
expected value. The usefulness of such a selection
algorithm is critically dependent upon the decision- maker's assignment of values to Vij and
P(SA
To illustrate the use of expected values consider
the situation calling for the decision -maker to select one of two alternatives, "Invest" or "Not invest." The investment will cost $100,000 but, if
successful, will pay $1 million (hence the net gain
if successful is $900,000). Careful analysis of the
investment indicates a 50 -50 chance of success.
Representation of the problem in the payoff matrix format results in:

Possible
actions
Invest
Not invest

States of nature
Probability of occurrence
Success (.50)
Failure (.50)
$900,000
_$100,000
-0 -0 -

States of nature
Probability of occurrence
Success (.50)
Failure (.50)
+1
—10
-0 -0 -

Possible
actions
Invest
Not invest

The resulting expected values are:
= 1(.50) — 10(.50)
— 4.5
= 0(.50) + 0(.50)
=0

E(Invest)
E(Not invest)

"Many
decisions
consist of a
combination of
actions in a
sequence. "

Maximization of utility results in the model's algorithm indicating the "best" strategy to be "Not
invest." This example is simple, but it does demonstrate the necessity for the measurement technique to accurately reflect the decision - maker's
goals regardless of the model used to implement
the measurement. For simplicity, our subsequent
discussion will ignore utility considerations and
focus solely on expected monetary values.
Decision Trees

Many decisions consist of a combination of actions in a sequence. At each step, chance (or some
force outside the control of the decision - maker)
Calculation of the expected values of investing selects one of the exhaustive states of nature. The
and not investing results in:
decision -maker then needs to make a decision
based on the preceding events and the probability
E(Invest)
= $ 900,000(.50) — $100,000(.50) of future states of nature. The action should be
selected on the basis of an overall optimal strate= $400,000
E(Not invest) = 0(.50) + 0(.50)
gy. The end result is a variety of paths defined by
=0
all the possible sequential combinations of actions
and states. Each path has an expected payoff value
We can, therefore, see that if dollars are an ac- reflective of the expected values along the path.
ceptable surrogate for utility, the model indicates The path providing the greatest expected payoff
that the correct decision is to invest, with the av- value provides the decision -maker with the optierage value of the investment being $400,000 in mal decision. (This assumes that the relevant paythe "long run."
offs and probabilities accurately reflect the deciIf the above illustration can be said to repre- sion- maker's tastes and beliefs.) A useful device
sent a one -time investment in which the deci- for representing this sequence of events is the decision -maker either wins or loses, the $400,000 sion tree.
average value may not reflect adequately the acThe decision tree is a graphical representation
tual utility of the decision. Or if a $100,000 of the sequence of possible actions and states of
loss would be financially disastrous to the deci- nature. For example, Exhibit 2 represents the insion- maker, the possible win of $1 million could vestment example in the preceding section. The
be insignificant (depending on the psychological square symbol El represents an action of decision
characteristics of the decision - maker). In either
Exhibit 2
case, dollars are not an appropriate surrogate
SIMPLE DECISION TREE
for utility. For instance, assume a utility scale
is arbitrarily defined to range from —10 to
+ 10. If the action is "Not invest," zero utility is
assigned to either success or failure since no net
payoff is received. If the action is "Invest," a utility value of — 10 could be assigned to failure and
+ 1 to success (this reflects the "true" impact in
the eyes of the decision -maker to a gain of $1 million as compared to a loss of $100,000). The resulting payoff matrix is:
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vfst

Success (.5)

0.0

Failure (.5)
0.0
Not

—10
0

Success (.5)
Failure 1.5)
0
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induction
process is a
form of
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branch controlled by the decision- maker. The
round symbol Q represents a chance branch not
controlled by the decision - maker. The parallel
slash lines 11 across the "Invest" decision branch
indicate that backward induction trims this
branch as being nonoptimal. The quantities in parentheses (.5) are the probabilities that the state of
nature represented by the chance branch will occur. These probabilities are independent from previous states of nature but are conditional on the
outcome of the previous states of nature and these
states' respective probabilities.
The quantity shown at the end of each path
(+ 1, —10, 0, 0) indicates the payoff that results if
the indicated path occurs. For example, if the sequence "Invest" and "Success" occurs, the payoff
is + 1. (If dollars were a linear surrogate for utility these payoffs might be represented in units of
dollars rather than the interval measure for utility
shown.) If the decision -maker had perfect information and knew for certain that the investment
would be a success, the optimal decision is to invest. However, he does not know which state will
occur. The decision -maker can, however, fold
back the end payoffs and utilize the state probabilities to obtain the expected (average) payoffs at
each preceding branch node. The technique of
flowing payoffs (or opportunity losses) backwards
to obtain expected payoff values at each chance
branch and then selecting the decision branch to
optimize the expected payoff is called backward
induction.
The backward induction process is a form of
dynamic programming. The backward induction
technique starts at the final decision stage and
works backward to the initial stage. At each decision stage in the process, the optimal decision is
determined by that. action which optimizes the
overall expected payoff value for the sequential
decision procedure. The result is a decision strategy for each decision branch which optimizes overall future expected value. In the example above,
the decision strategy is to "Not invest" because
the expected payoff of 0 on the "Not invest" decision branch is greater than —4.5 on the "Invest"
decision branch. While this example is quite trivial, actual application of the technique to complex
problems can be complicated and may require the
use of computer programs to evaluate all possible
branch combinations.

For example, previous interpretations and court
rulings in the problem area, unfavorable publicity
from adverse IRS rulings and possible court litigation, the possibility of undue attention from other
regulatory agencies (such as SEC), the various
costs associated with the additional administrative
burdens, the possibility of stockholder dissatisfaction, possible loss of investment opportunity, and
the like, all could be factors affecting Analytic's
decision, In any event, a decision must definitely
be made.
If Analytic requests a ruling and it is favorable,
the problem is resolved with a net payoff of
$100,000. But, if Analytic requests a ruling and it
is unfavorable, then Analytic faces another decision. Analytic either can accept the ruling (no appeal) or can appeal the ruling via court litigation.'
On the other hand, if Analytic claims the deduction and it is accepted by the IRS, the problem is
resolved with a net payoff of $100,000. But if the
IRS rejects the claim, Analytic again is faced with
a decision. Analytic can accept the rejection, utilize the IRS appellate process, or appeal via court
litigation. Failure of the IRS appellate process
also can result in no appeal or court litigation.
Assume, in the interest of illustrative simplicity,
that only one level of appeal is available in the
court litigation process. Of course, if litigation is
successful, the problem is resolved.
Analytic Co. is faced with a dilemma. It needs
to make a decision and to establish a strategy for
its future tax planning. The decision (file or request ruling) must be made now even though the
decision is dependent on the probable consequences of future actions and outcomes. For example, if Analytic was certain that the deduction
would be accepted, the decision would be obvious
(at least under the conditions of this example).
Analytic decides to formulate the problem in a
decision theory framework. Careful consideration
is given to each possible path to determine its relevant payoff (benefits -- costs, measured in dollars).
Examination of historical data and consultation
with tax experts within and without the corporation results in a measure of the likelihood of success or failure at each chance branch. Analytic
then combines the payoff calculations with the estimated probabilities and performs a backward induction analysis. Examination of Exhibit 3 reveals:

Tax Deduction Example

1. The optimal strategy is to file the claim, utilize
the IRS appelate procedure, and then appeal
all unfavorable rulings unless one of the chance
branches results in a favorable outcome.
2. Considering all relevant costs and estimated
probabilities at each chance fork, the expected
value of the optimal strategy is $65,507.'
3. Assumed costs at nodes are:
Node 3 —Cost of rejected claim, $300

Assume that Analytic Co. is faced with an interpretation of the Internal Revenue Code with
respect to a questionable deduction.' See Exhibit
3. After careful analysis of the problem Analytic
feels it has only two alternatives: (1) claim the
questionable deduction and risk challenge by the
IRS, or (2) request a revenue ruling. Many factors
will influence the final decision of Analytic Co.
46
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Node 4 —Cost of IRS appellate procedure,
$1,200
Node 5 —Cost of IRS appellate loss, $100
Node 7 —Cost of unfavorable ruling, $100
Node 8 —Cost of court litigation, $2,500
Node 10 —Cost of court appeal, $1,600
(These costs are added to find cumulative costs
as the decision progresses through the tree.)

4. The court appeal chance node (Node 8) can be
reached from three different decision nodes,
each of which represents different cumulative
costs. Hence Node 8 is assumed to be entered
with zero cumulative costs. The expected value
($40,380) resulting at Node 8 is then offset by
the cumulative cost applicable to each court
appeal decision branch.

"The expected
value ... is then
Offset by the
Cumulative Cost

Exhibit 3
TAX DEDUCTION DECISION TREE

$10 0,0 00

— $300

Accepted

7No

$98 ,5 00
Wi n
(.21

eal

$50,724

IFile

50,724

$38 ,7 80

IRS

jected
(.7)

5

A p p " ate

Lose
(.8)

To
co urt
appeal

To
co urt
appeal

$40,380
— 300
$40,080

Request
ruling

$64 ,1 68
6

No
appeal
— $1,600

$40,380
— 1,600
$38,780

To

—

$40,280

Unf avorab le
1.61

F
7

co urt
appeal

$40 ,3 80
3W
1

Favorably
4I

No
appeal

$10().000

$1 00

1 0 0
$40 ,2 80

—$ 4,10 0

Co urt
appeal

$97,500
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—S2,500

595,900
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"Decision
theory is a
po werful
analytical tool

5. The amounts indicated above each node are
the optimal decision expected values using the
backward induction calculation technique.
6. The items in parentheses are the probabilities
that the associated events will occur.
Although this example is fairly simple, it does
demonstrate that the use of a formal structure is
helpful in analyzing tax alternatives. Most problems encountered by the practitioner probably
will be more complex. However, the greater the
complexity of the problem, the greater the need
for a logical and structured method for evaluating
the alternatives and their possible consequences.
Conclusion
Decision theory is a powerful analytical tool
which can aid in the decision process. It requires
that an attempt be made to fully evaluate the al-

tematives, consequences, and uncertainty associated with the outcomes. Frequently, the process of
formulating the problem in a decision theory
framework generates important questions, alternatives, etc., that otherwise may have been overlooked. Management accountants should be able
both to formulate problems in a decision theory
framework and to facilitate decision making by
incorporating relevant information. Such capabilities reflect professional competence consistent
with the needs of corporate management.'
❑
One might question the decision - maker's social conscience with respect to violation of the speed limit. However, the penalties assessed for behavior contrary
to dictated norms are embedded in society and often provide conflicting payoffs.
See K.J. Arrow, Social Choice and Individual Values, Yale University Press,
1963.
' This is a somewhat trivial example to demonstrate the general decision theory
concepts. It is based on the example in B.E. Cushing and R.N. Bagley, "Statisti•
cal Decision Theory in Tax Practice," The Tax Executive, October 1971.
' For simplicity only one Appeals Court is assumed to exist.
' The assumption is made that dollar amounts are an accurate measure of utility
in this example (i.e., the utility function is linear with respect to dollars).
' The author wishes to express his appreciation to Professors Barry Cushing,
Charles Griffin, and Jack Krogstad for their ideas, assistance. and encouragemerit

BUDGETING BY OBJECTIVES: CHARLOTTE'S EXPERIENCE
Continued from page 40
effectiveness in meeting the objectives can be determined. Another improvement has been the
identification of target clients for each major service. This helps to identify who the city is attempting to service with the expenditures and also how
fair the available resources are being distributed.
To help determine if the objectives are being met,
citizen surveys have been implemented that help
determine the effectiveness of a service. There also
has been an attempt to keep the public informed
on the status of the objectives. It is felt that this
new approach has helped improve the productivity of the local government. This is evidenced by
the reduced number of additional positions requested by departments and finally authorized by
the city council. A significant decrease in new positions has taken place and some positions have
actually been eliminated. The combination of the
reduction in the rate of new positions and the
elimination of some prior positions has helped
Charlotte stabilize the property tax rate.
Some of the measures of productivity that
Charlotte has used are: (1) customers served per
$1,000 of sanitation expense, (2) number of tons of
refuse per $1,000 expense, and (3) street miles
flushed per $1,000 expense. Productivity measures
like these monitor the efficiency of the system.
The objectives budget does not balance the revenues and expenditures in any one place. This
would be a weakness if the objectives budget was
to stand on its own merits. By using a line item
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budget as a supplement to the objectives budget,
the weakness of not balancing revenues and expenditures is eliminated.
The objectives budget has helped the city government and the news media to concentrate on
the real issues and avoid getting lost in a maze of
data. To many nonaccountants the traditional line
item budget is a mysterious document that is beyond their comprehension. Because of this, they
are not in a position to ask intelligent questions
about the budget and, therefore, they are in a
weak position to help direct the resources of the
city toward the desired objectives. Therefore, it is
important that the budget be presented in a manner that is understandable to the nonaccountant.
The objectives budget has helped communications
between the accountants and the nonaccountants
and has directed attention towards the objectives
of the community. Such a budget should help any
entity towards the achievement of its objectives.
Conclusion
The budget -by- objectives approach has helped
the administration of Charlotte to direct the city
on a well planned course that makes efficient use
of the resources that it has available. It is obvious
that an efficient use of resources is important and
will become more important in the future. The
improved understanding between accountant and
nonaccountant will make the accountant more
important. The improved use of the available resources will help the city achieve its objectives in
an efficient manner.
❑
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Breakeven Present Value: A
Pragmatic Approach
to CapitalBudgeting Under
Risk and Uncertainty
"Do you think this system can save $23,959 a year before taxes ?"

By Glenn V. Henderson, Jr. and
Andrew H. Barnett
In any decision- making situation, conditions of
both risk and uncertainty are associated with each
of the available courses of action. Decision -making under risk involves the specification of the
consequence of a particular decision with knowledge of the probability associated with every possible outcome. For example, the probability of
achieving a tails upon flipping a balanced coin is
known to be 0.5. Decision - making under uncertainty involves situations in which the decision maker does not know the probabilities associated
with possible outcomes. This is true even though
he is able to identify those outcomes and their
related dollar consequences. For example, suppose a company is considering submitting a bid
for a government contract in which an investment
of $600,000 is required to determine the basis for
the bid and to perform initial research and development aimed at providing operational goals for
the project. In addition, suppose that the profit
that can be realized from the contract is known to
be 1.5 million dollars. If the probability of acceptance is not known, the company is confronted
with making a decision under the condition of uncertainty.
In this situation, management's tendency
toward optimism or pessimism may be the govMANAGEMENTACCOUNTING/JANUARY 1978

erning factor. If it is pessimistic, or cautious, management may choose to maximize the minimum
dollar consequence that can occur. Confronted
with a loss of $600,000 if a bid were submitted
and rejected, management would choose not to
submit one. Alternatively, an optimistic management may choose to maximize the maximum dollar consequence and submit a bid.
In brief, uncertainty is a less defined situation
than risk. Decision - making under risk can be
most simply described as an analysis which makes
use of probablistic information. Under uncertainty the decision -maker recognizes that the future is
unpredictable, but feels he lacks sufficient information to form probability estimates. However,
because many businessmen are uncomfortable
with probability concepts, are untrained in their
use, and because uncertainty characterizes many
real world situations, an analytical technique that
restructures the decision process and reduces the
criticality of explicit probability estimates may be
more satisfactory.

I
G.V. HENDERSON
is an Associate
Professor of Finance at
Louisiana Tech
University. He holds a
B.B.A. degree from
Western Michigan
University, and M.B.A.
and D.B.A. degrees
from Florida State
University.

This article was
submitted through the
Scottsdale Area
Chapter.

Cash Flow Estimation
The capital budgeting process has been viewed
as having three constituent stages: (1) project definition and estimation of cash flow, (2) financial
analysis and project selection, and (3) project implementation and review. Of the three stages,
project definition and estimation of cash flows is
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considered to be the most difficult and most critical. In that stage, the decision -maker is operating
under maximum risk and uncertainty.
Three methods are most commonly employed
to construct estimated cash inflows and outflows
associated with a project. They are: (1) the cash
flow method, (2) the net cash benefit method, and
(3) the tax shield method. While these methods
are relatively similar, they differ in one important
respect, i.e., the definition of the depreciation related flow. All three techniques require the same
information — year -by -year estimates ofthe changes in operating income, a depreciation schedule,
and the firm's marginal tax rate. This information
would then be used to estimate the changes that
would be expected to appear in the income statement. For illustrative purposes, assume a replacement decision that would be expected to save
$100,000 a year and generate an added $30,000 a
year in depreciation for a firm with a marginal tax
rate of40 percent. The expected change in annual
earnings appear in column 1 of Exhibit 1.
For purposes of capital budgeting, decision makers need to measure all flows, even those
which constitute the return of capital, i.e., depreciation. (Net income measures only the extent to
which revenues exceed expenses.) This is the purpose of the cash flow method —to measure total
returns that would be generated by a project assuming it were purchased outright. Cash flow is
defined as net income plus depreciation and is calculated in column 2 of Exhibit 1.
The net cash benefit approach arrives at the
same measure of cash flow by a somewhat different route. It abstracts from the incremental income statement by considering only changes in
operating income and taxes. The results are illustrated in column 3 of Exhibit 1.
The remaining technique, tax shield, again arrives at the same measure, but in a different manner. First, the change in operating earnings before
depreciation is reduced for taxes. To this is added
the tax relief, or shield, provided by the depreciation deduction. Conceptually, the shield is the
product of the marginal tax rate and depreciation
expense. The result appears in column 4 ofExhibit 1. Although the results are the same, we would
suggest that the tax shield approach is easier to
compute. It avoids the necessity for going through
the income statement.
The Significance of Risk

so

From the preceding discussion, there is apparently little reason to prefer one method over the
others. However, we do suggest such a reason —
risk. There is a difference in the awareness of risk
associated with each of these cash flows. The tax
saving due to the depreciation deduction is certain
to the extent that tax laws do not change and the
company continues to generate profits sufficient to

utilize tax write -offs.' In contrast, the operating
saving is an estimate which might contain considerable error. Probabilistics estimates may be used
to allow for such riskiness associated with these
cash flows. However, the problem of determining
just what probability to assign to each possible
estimate still remains.
A Proposed Model
The decision model to be proposed here represents a modification of the net present value model. Net present value is the difference between the
present value of cash inflows and the present value
of cash outflows of an investment alternative. The
discount rate employed in this model, usually a
single rate, reflects the cost of capital or some other predetermined criterion.
The proposed modification distinguishes between those flows which are relatively certain and
those which are subject to greater estimation error. Dual discount rates are used to recognize
varying degrees of risk associated with individual
cash inflows. One rate will be used for " riskless"
cash inflows, such as tax shields from depreciation, and a higher rate will be used for "risked"
cash inflows such as savings in operating costs.
It is generally agreed that risked flows should
be discounted at the cost of capital. Recent theoretical work suggests that the appropriate capitalization rate (m) for such riskless cash inflows
would be m = r(1 — tL) where r is the firm's borrowing rate, t is the firm's marginal tax rate, and
L is the ratio of debt to total assets.' To demonstrate the validity of this discount rate, the following example will be considered. Assume a firm's
borrowing rate (r) is eight percent, its marginal
tax rate (t) is 40 percent, and its ratio of debt to
total assets (L) is .25, then the required after -tax
minimum rate of return for riskless cash inflows
would be:
m = .08 [1 — .40(.25)] = .072
The required pre -tax return (PTR) would be:
PTR =.072 = (I — t) = 12 percent
Expanding the example slightly, consider a
$1,000 investment capable of generating such risk less returns in perpetuity. Assuming the debt -asset
ratio is maintained, 25 percent of the $1,000, or
$250, would be financed at the firm's borrowing
rate of eight percent. The result would be as follows:
Pre -tax return on $1,000 at 12%
Interest on $250 at 8%
Pre -tax cash inflows
Taxes of40%
After -tax cash inflow

$120
20
$100
40
$60
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Exhibit 1

the
decision -maker
requires a
minimum return
of 15 percent
"...

METHODS OF CASH FLOW CONSTRUCTION
Flow cons truc tion methods
Net cash
Tax
benefit
shield
(3 )
(4 )
$100 ,000
$100 ,000

$

Cash
flow
(2 )

(2 8 ,00 0 )

72,000

$

72,000

$

42,000
30 ,0 00

$

$

42,000

(2 8 ,0 0 0 )

$

$

Operating benefit
Depreciation
Increase in before -tax earnings
Taxes
4 0 % X 7 0 ,0 0 0
4 0 % > ; 100,000
Increase in after -tax earnings
Depreciation
Depre ciation tax shield
4 0 % X 3 0 ,0 0 0
Estim ated net cas h inflow

Chang e in
earnings
(1 )
$100 ,000
(3 0 ,00 0 )
70 ,0 00

(4 0 ,00 0 )
60,000

12,000
72 ,0 00

Exhibit 2
ILLUSTRATION OF BREAKEVEN PRESENT VALUE APPROACH
Before
tax

After
tax

Discount
factor

Present
value

Subsidized

Time

°

Risked flows
Operating savings
Salvage

$10 0,0 00
(1 0 ,00 0 )

$100 ,000
(4 ,0 0 0 )

. . . . . 0.

. . . . . 0.

0
1
1 -10
6.96•
Subsidized purchase price
1.10
5.02b
10
-25 1,
Present value o f riske d flows

$100 ,000
(2 7 ,8 3 6 )
$72,164

0
?

purchase price
Purchase price
Tax shields

Fac to r co rres po nd ing to the "ris kles s" d is co unt rate of 7 .2 p erce nt
Factor corresp onding to the " ris ked " dis co unt rate o f 1 5 .0 pe rce nt

This would give shareholders their required eight
percent return on investment since $60 is eight
percent of $750.
An extension of the conventional net present
value model to recognize differences in degrees of
risk associated with cash flow projections appears
in the following statement of the net present value
decision criterion:
NPV = PVRF — SPP
where
NPV = Net present value
PVRF = Present value of risked cash inflows
SPP = Subsidized purchase price of the
investment, the difference in the initial
outlay and the present value of riskless
flows, e.g., tax shields and trade -ins
The cash purchase price of the investment is reduced by the present value of any relatively certain "subsidies" provided by trade -ins and tax
shields to produce SPP. PVRF is the expected value of benefits to be derived in the form of operating flows and salvage.'
To illustrate the use of the format and to appreciate how it might allow a different perspective,
consider the following hypothetical situation: A
decision -maker is considering a capital equipment
MANAGEMENT ACCOUNTING /JANUARY 1978

acquisition in which the cash purchase is
$100,000.' The estimated life of equipment is ten
years, at which time it is expected to have negligible salvage value. For added simplicity, the firm
uses straight line depreciation. For purposes of defining the riskless rate, assume the conditions in
the previous example hold and m = .072. Further, the decision -maker requires a minimum return of 15 percent where risk is involved. Also,
observe that no operating benefits, i.e., savings,
have been estimated. With this omission, the analysis appears in Exhibit 2.
At this point, an additional suggestion can be
proposed which slightly modifies conventional net
present value analysis. Specifically, rather than
computing net present value based on explicit savings estimates, the analysis may be viewed from
another perspective —using the concept of break even present value (BEPV). This approach requires a computation of the amount of operating
savings, or other cash flows, necessary to make
the project acceptable, i.e., to make the project
breakeven. The decision -maker can then decide
whether he believes this project is capable of generating the required "breakeven" cash flows.
Operationally, the approach is relatively simple.
The constituent procedure are as follows:
1. Compute the present value of risked cash flows
51

"Examination of
these
approaches
suggests that the
tax shield
approach is
preferable. "

sufficient to result in a net present value of zero
(BEPV).
2. Determine the annual after -tax benefit (AATB)
associated with BEPV by dividing BEPV by
the discount factor for the present value of an
annuity received for the life of the project (n) at
the firm's minimum required rate of return
from risked flows (k). This present value factor
is designated IF,.
3. Determine the required annual before -tax benefits (ABTB) by dividing AATB by one minus
the firm's marginal tax rate (t).
Using the information in the previous example,
consider the following:
1. BEPV =_ $72,164
2. AATB = BE PV - o IFk
_ $72, 16 4 _ 5. 02
_ $14,375
3. AB TB = AATB - (1 — t )
_ $14,375 -= (I — .4)
_ $23,959
Now, rather than asking an operating manager
to estimate the expected saving, a more specific
question can be asked: "Do you think this system
can save $23,959 a year before taxes ?" In responding, the manager (decision- maker) may compare
available projections of operating savings with the
projected breakeven savings. His task is to evaluate the prospective success or failure of the project
rather than to project a point estimate of net pres-

ent value. In any event, this more specific type of
inquiry can serve to clarify thinking about such a
project and its probability of achieving such a
minimum standard.
Conclusion
This article is intended to increase understanding of the cash flow estimation process by contrasting and comparing the most frequently used
approaches, cash flow, net cash benefits, and tax
shield. Examination of these approaches suggests
that the tax shield approach is preferable. This is
not only because it can simplify the analysis, but
because it allows the analyst to segregate the flows
based on the quality, or riskiness, of the estimates.
The proposed breakeven present value model is
capable of capitalizing on such an analytical distinction. It can be used to consider the decision in
such a way as to mitigate the dependence on point
estimates of operating benefits. Operating managers are quick to recognize these estimates are
"best guesses" and the decision should be made
with that consideration in mind. The result is a
pragmatic approach to the problem of capital
budgeting under uncertainty.
I It is not necessary to assume the company will continue to operate profitably to
define the value of tax shields as certain. If the market is efficient with regard to
sale of tax losses, the incremental value to the company from the tax shields is
the same, regardless of profits.
2 For a rigorous derivation of this rate see Glenn V. Henderson, Jr- "A Note on
Capitalization Rates for Riskless streams," Journal of Finance, December 1476.
31f the analysis involved a replacement decision. the estimation of all flows
would have to be on an incremental basis. That is, purchase price would be net of
trade-in, and depreciation, operating saving, and salvage would be counted only
to the extent of the change in these benefits.
4 Although this analysis implicitly assumes the asset in question is purchased
outright, this does not limit the analysis to such a case. Regardless of the actual
form of financing used, unless it gives the firm some unique advantage, the appropriate cost is the cash purchase price. An analyst should not impute the
advantage of normal leverage to any particular asset. Leverage is a firm characteristic: it is not asset specific.

LETTERS
Continued from page 11
counting. What is an "almost" profession may soon become, like income tax,
a matter of training students how to follow the rules of Senatorial staffs, the
SEC, or some other federal regulatory
agency. Makes me remember that pop
song, "We almost made it, didn't we ?"
Jim G. Ashburne
Austin, Tex.

Who Will Pay the Higher Price?
Thank you for publishing both sides
of the Separate Schools of Accountancy
issue (September, 1977). Much of the
literature has been one- sided, in favor of
the separate school. I commend your
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editorial staff and Dr. Alexion for presenting the other side.
I feel, however, that one critical topic
was omitted from both of the separate
schools articles (perhaps because it's too
sensitive). The topic is the AICPA's
control over the supply of accounting
graduates. A fundamental principle of
economics states that if demand increases and supply stays the same (or decreases), the price will go up. It follows,
therefore, that if the demand for accounting graduates increases and the
supply for such graduates is kept in
check through AICPA accreditation
control, the price of entry -level accountants ought to increase. Who will pay
that higher price? Probably private industry and ultimately the consumer.
The closest parallel to the AICPA's
proposed accreditation plan is the

American Medical Association's accreditation of medical schools. We're all
aware of the cost of medical services
and the effect of the AMA's control
over the supply of doctors. Do we want
the same things to happen in the accounting profession?
I'm not proposing that we stop the
movement. toward Schools of Professional Accountancy, but I do feel that
AICPA control over the supply of accounting graduates should be brought
out of the closet and discussed openly.
Is artificial control over the supply of
accounting graduates good? Is it bad?
Will the government allow it? I don't
know the answers —but, as responsible
professionals, we need to face the questions.
Edward H. Osborne
Marietta, Ohio
MANAGEMENT ACCOUNTING/JANUARY 1978

Is Linear Approximation
Good Enough?
A model based on curvilinear assumptions would probably be better
for budgeting purposes than a linear model and would be as simple
to develop.

By Prem S. Singh and Gordon L. Chapman
A manager or decision -maker who is involved
with the budgeting process will normally attempt
to find a cost function that will predict his costs as
accurately as possible. In the absence of absolute
accuracy or certainty, he will rely upon a probabilistic model of the cost function which, more
often than not, assumes a linear approximation of
the relationship between the total cost and the activity level. Seldom, however, will he analyze the
approximated model to determine its degree of accuracy. It is possible that the linear approximation
may be an oversimplification of the true relationship that exists and thus may lead to incorrect
decisions or evaluations.
The two typical justifications of the linearity assumption are simplification and cost. Simplification, however, at the expense of usefulness, certainly cannot be a wise decision. And, the cost of
developing curvilinear relationships need not be
any more expensive than that of developing linear
relationships. Current software packages put this
statistical tool within the financial reach of most
medium -sized firms. Furthermore, it is not unusual to find curvilinear regression programs included
as part of the same statistical software package in
which simple regression and multiple regression
programs are found. In addition, the data collection procedure and format will not vary regardless
of the statistical procedure being used.
Problems of Linearity
The conditions necessary for simple linearity
MANAGEMENT ACCOUNTING /JANUARY 1978

are difficult to achieve. As a simple illustration,
the estimated yield of raw material input and finished product output may not be linear, This is
especially true when the raw material goes
through many different physical or chemical processes before it becomes the finished product. For
example, the yield of syrup per unit weight of raw
corn is definitely not constant. The yield depends
upon many variables such as the amount of moisture in the corn, type of corn, and processing conditions. Thus, the assumption of linearity is seldom valid in this particular application. Also, the
cost of acquiring each input may not be a linear
function of the amount purchased. Materials may
be an exponentially increasing function of quantity as is the case for some scarce resources. Conversely, the per unit cost function may be a decreasing function of the quantity purchased, i.e.,
quantity discounts.
Because of intervening variables, discovering
simple linear relationships between a dependent
and independent variable may be difficult. In situations where many intervening variables exist, factory overhead being the best example, present
practice has been to develop a simple linear regression model ignoring any intervening variables
which might exist. Simplicity of application and
avoidance of processing costs have been the prime
motives for such a simplistic approach. However,
it is not the simplistic approach to which we take
exception, but rather the assumption of linearity.
In given situations, a model based on curvilinear
assumptions would probably be better for budgeting purposes than a linear model and would be as
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simple to develop. As is demonstrated in the following contrived illustration, the assumption of
curvilinearity would be more realistic than would
be the assumption of linearity.
Illustration
Assume a situation where a project engineer
and a field engineer are responsible for the completion of construction projects as assigned to
them. See Exhibit 1. For management evaluation
purposes the project engineer is to be responsible
for spending variances and the field engineer for
efficiency variances. Among their responsibilities
is the controlling of total overhead costs for assigned projects.
Upper management develops from historical
data the following budgeted overhead cost funcE xhib it 1
COS T B E HA V I OR P A T T E RN

tion for purposes of controlling costs and evaluating t he pe rform ance of t he pr ojec t engineer and
field engineer.
X
Direct labor ( hrs)
1,000
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000
10,000
11,000
12,000
13,000

Y
Overhead cost ($)
20,000
40,000
60,000
80,000
70,000
120,000
150,000
190,000
200,000
240,000
260,000
300,000
360,000

LINEAR COST FUNCTION
If m anagem ent were to as sum e a str ict linear
relationship between overhead costs and direct labor hours, the budget form ula would be:

Overhead IY)

W o ol
360
340

Curvilinear
efficiency variance
(favorable)

Linear
efficiency variance
(favorable)

32

I

I

-

Y,

_ [ - 2.962 + 2.72(X)] [ 10,000]

I

where
Y, = Overhead costs
X = Direct labor hours (in thousands)

I

I

I

I

The budgeted (standard) overhead, Y,,,, at a level
of production requiri ng 13,000 standard direct labor hours would be;

I

I

I

I

I

I

I
I

I
I

I

I

300

280
Curvilinear
spending
variance
(favorable)

260

Linear
spending
variance
(unfavorable)

Actual
overhead
cost
let 12,000
0 L hrsl

240

220
200

o

� a

180

�a

Q�
160

c`
a`
e

140

v,
120

100

80

Computer programs using the "least squares"
approach give the following results:

60

If actual overhead costs were $305,000 requiring
12,000 actual direc t labo r hours , the total favorable budget variance would be $323, 980 $305, 000 = $18, 980. However, this favorable
budget variance is made up of two parts: a favorable efficiency variance (assigned to the field engineer ) an d an unfavorable spending variance (assigned to the project engineer). This is determ ined
by finding the budgeted (actual) overhead, YEA., at
the actual level of production (12,000 hours).
Y, A = [ - 2.962 + 2.72(12)] [10,0001
_ $296,780

Linear equation

I

Y = (- 2.962 4 2.72 W1 (10,000l
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The efficiency variance is equal to:
$323, 980 - $296, 780 = $27, 200 F avor ab le

Curvilinear equation
Y =( 1. 077 +1. 104(X) +.115( X)zJ'(10,0001

20

0
1

2

3

4

5

6

7

8

Direct Labor (XI
(in thousands of hours)
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YLS = [ - 2.962 -}- 2.72(13)] {10,000]
_ $323,980

9

10

11

I

I

I

I

12

13

The spending variance is equal to:
$305, 000 - $296,780 = $8,220 Unf avor ab le
This analysis indicates that the project engineer
must be responsible for an $8,220 unfavorable varMANAGEMENT ACCOUNTING /JANUARY 1978

iance, i.e., justify or explain its existence. The field
engineer, on the other hand, is able to show a
$27,200 favorable efficiency variance. How would
you, as the project engineer, respond? Following
is one possible explanation or reaction.
CURVILINEAR COST FUNCTION

Further analysis of the data (for X and Y
above) indicates that the linear approximation of
the cost function is not good enough, and that the
data represent a curvilinear cost function. If management were instead to assume a curvilinear cost
function, the budget formula would be:
Y, = [ 1.077 + 1.104 (x) + .115 (x)'] [ 10,000]
The budgeted (standard) overhead, Y n , at a level
of production requiring 13,000 standard direct labor hours would be:
Y« = [1.077 + 1.104 (13) + .115 (13)11[10,000]
= $348,640
If actual overhead costs were $305,000 requiring
12,000 actual direct labor hours, the total favorable
budget
variance
would
be
$348,640 — $305,000 = $43,640. Again, this variance is made up of two parts; both of which are
favorable. It can be determined by finding the
budgeted (actual) overhead, Y,A , at the actual level of production (12,000 hours).
YI A

=

[

1.077 + 1.104 (12) + .115 (12)2] [ 10,000]
= $308,850

The efficiency variance is equal to:
$348,640 — $308,850 = $39,790 Favorable
The spending variance is equal to:
$308,850 — $305,000 = $3,850 Favorable
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The interpretation of these results is quite different from the interpretation under the linear
budget model. That is, from a motivational standpoint, the project engineer would probably feel
much more "comfortable" explaining a $3,850 favorable spending variance than an $8,220 unfavorable spending variance.
The reader should note that the $3,850 favorable spending variance did not come about at the
expense of the field engineer's favorable efficiency
variance. As a matter of fact, the favorable efficiency variance was increased from $27,200 to
$39,790. The point is that the variances are not
"generated" in the manipulative sense, but are the
product of a valid prediction model, i.e., a curvilinear budget formula. Analysis of Exhibit 1
should further disclose the true relationship that
exists and the desirability of using a curvilinear
model. It should also be noted that the curvilinear
assumption is especially relevant as production
approaches capacity as was the case in this illustration.

G.L. CHAPMAN
is an Associate
Professor of
Accounting at Illinois
State University. He
holds a B.S. degree
from Eastern Montana
College, an M.B.A.
degree from the
University of Denver,
and a D.B.A. degree
from Arizona State
University. Professor
Chapman is a member
of the Peoria Chapter.

Conclusion
Should the curvilinear budget formula be used
to explain budget variances as generated by a linear budget formula or should the initial budget be
prepared using a curvilinear budget formula? Logic tells us that the latter should be the obvious
choice. Hopefully, we have shown that the curvilinear model has potential predictive and behavioral advantages. In the final analysis, the purpose of this article has been to remind the management accountant that implied in many of his
decisions is the assumption of linearity. However,
linear approximation may not always be good
enough.
' The above data is presented graphically in Exhibit 1. Also, statistical assumptions may be violated for the sake of simplicity. In the final analysis, however.
these assumptions may be even more limiting in practice than the linearity as.
sumption.
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BO O S

FOR THE MANAGEMENT ACCOUNTANT

The Management System
Leslie H. Matthies, John Wiley & Sons,
Inc., 605 Third Ave., New York, N Y
10016, 1976, 216 pp. —The author
stresses the role of each individual in
the management process. A thorough
analysis of the design of a true management system, the participation of various management personnel in its design,
techniques, selection of logical systems
cycles, and the development of the effort
to its ultimate conclusion . . . a joint
product of systems designers and systems users.
Management Systems for Profit and
Growth
Richard F. Neuschel, McGraw -Hill
Book Co., 1221 Ave. of Americas, New
York, N Y 10020, 1975, 365 pp. —a
handbook which outlines in detail how
to organize and carry out all aspects of
a dynamic, profit- oriented systems improvement program.
Management Control Systems, Text
and Cases
3rd ed ., Robert N. Anthony and John
Dearden, Richard D. Irwin Inc., 1818
Ridge Rd., Homewood, IL 60430, 1976,
771 pp. —This edition continues to focus on the subject of management control and especially on newer topics such
as control of discretionary costs, profit
centers, and the programming process.
Corporate Social Accounting
Ralph Estes, John Wiley & Sons, Inc.,
605 Third Ave., New York, NY 101016,
1976, 166 pp.—The author adopts a
broad view in examining internal efforts
to measure and evaluate the effects of
both social programs and external reporting on the corporation and its activities. He includes a step -by -step guide
for performing a social accounting, and
a comprehensive social accounting
model.
Human Resource Management —an
ROI Approach
Ray A. Killian, AMACOM, 135 West
50th St., New York, NY 10019, 1976,
232 pp. —This book provides the frame56

Any book reviewed here is available from the
NAA Library. Members may borrow books for a
two -week loan period by mail, telephone or personal visit. Address Ms. Ellen Shappe, Manager, Library Services, NAA, 919 Third Avenue,
New York, N. Y. 10022 —(212) 754 -9736.

work for human resource planning and
management. It addresses itself to a
comprehensive, total approach to people problems through achieving a return
on investment in human resources.
Corporate Social Responsiveness: the
Modern Dilemma
Robert W. Ackerman and Raymond A.
Bauer, Reston Publishing Co., Inc.,
11480 Sunset Hills Rd., Reston, VA
22090, 1976, 466 pp. —The authors
have provided an empirical book designed to treat, as a management issue,
a subject that has been treated predominantly as a social or ethical one.
Encyclopedia of Computer Science
Edited by Anthony Ralston and Chester
L. Meek, Petrocelli /Charter, 641 Lexington A ve., New York, N Y 10022,
1976, 15 2 3 p p. — Designed for the layman and nonspecialist, it is a ready reference for questions in the computer
science field, and provides a broad picture of its description, history, and future directions.
Accounting With the Computer: a
Practice Case and Simulation
3rd ed., Joseph W. Wilkinson, Richard
D. Irwin, Inc., 1818 Ridge Rd., Homewood, IL 60430, 1975, 6 4 pp.—Acquaints students with computers at the
earliest possible stage in their educational development.
Information Systems
Robert W. Llewellyn, Prentice -Hall,
Inc., Englewood Cliffs, NJ 07632,
1976, 347 pp. —A student textbook,
which emphasizes the logic and methodology of gathering and providing data
and reporting the results to management. Short problems at the end of each
chapter aid the student in mastering
subject details.

Management Information and Control
Systems
R.I. Tricker, John Wiley & Sons, 605
Third Ave., New York, N Y 10016,
1976, 434 pp.— Intended for use in
courses for post - graduate students
studying management, this collection of
43 cases and 20 commentaries covers
theoretical insights, while emphasizing
practical issues in information systems.
Modern Management and Information
Systems
Joel E. Ross, Reston Publishing Co.,
11480 Sunset Hills Rd., Reston, VA
22090, 1976, 308 pp. —After laying the
groundwork on the essentials of modern
management and systems approach to
planning, organizing and control, this
book delivers suggestions for designing
and using a computer -based information system written for the systems
manager.
The Design of the Management
Information System
Don Q. Matthews, Petrocelli /Charter,
641 Lexington Ave., New York, N Y
10022, 1976, 238 pp. —This revised edition illustrates how the computer impacts the flow of information and sets
forth guidelines for the proper design of
information systems.
The Analysis, Design and
Implementation of Information Systems
Henry C. Lucas, Jr., McGraw -Hill
Book Co., 1221 Ave. of Americas, New
York, NY 10020, 1976, 255 pp.—This
book is designed for students who plan
to become programmers, systems analysts, or managers in the information
systems area. It assumes the student has
completed a course on a higher -level
procedural programming language such
as COBOL, PL /1, or ALGOL.
Chief Executives' Handbook
Edited by John Desmond Glover and
Gerald A. Simon, Dow Jones - Irwin,
Inc., 1818 Rid ge Rd., Homewood , IL
60430, 19 7 6, 1 10 6 pp . — Written by people who face challenges, exercise authority and are held responsible.
MANAGEMENT ACCOUNTING /JANUARY 1978

Financial Management for the Arts
Charles A. Nelson and Fred erick J.
Turk, ACA Publications, 1564 Broadway, New York, NY 1976, 52 pp. —
This book has been designed by the
American Council of the Arts and the
authors to help arts organizations place
financial problems in a manageable
framework so that they understand
how, when, and for what purpose scarce
resources are being used.
Business Systems Factomatic: A
Portfolio of Successful Forms, Reports,
Records, and Procedures
Robert S. Kuehne, Prentice Hall Inc.,
Englewood Cliffs, NJ 07632, 1975, 603
pp. —A selection of key forms used by
well -run companies, the book is divided
into five sections: Forms for Management, Accounting, Personnel, Production, and Sales Marketing.
The Other Side of Profits
Edited by Lloyd L. Byars and Michael
S. Mescon, W.B. Saunders Co., 218 W.
Washington Sq., Philadelphia, PA
19105, 1976, 160pp. —This book shows
that, after satisfying the basic need for
profit, many businesses go above and
beyond in meeting the needs of society.
Budgeting: Profit Planning and Control
4th ed., Glenn A. Welsch, Prentice -Hall
Inc., Englewood Cliffs, NJ 07632, 1976,
602 pp. —A broad view of the subject
with a minimum of attention to mechanics and intricacies of accounting.
Basic Auditing
5th ed., Arthur W. Holmes and Wayne
S. Overmyer, Richard D. Irwin, Inc.,
1818 Ridge Rd., Homewood, IL 604 -10,
1976, 458 pp. —The objectives of an audit and the reasons for the examination
of each area of an audit are set forth
along with internal controls, auditing
standards, and considerations for adequate disclosure in reporting.
Auditing: An Integrated Approach
Alvin A. Arens and James K. Loeb becke, Prentice -Hall, Inc., Englewood
Cliffs, NJ 07632, 1976, 688 pp. —Emphasis in this text is on the auditor's decision- making process.
Managing Construction Equipment
I. W. Nunnally, Prentice -Hall, Inc., EnMANAGEMENT ACCOUNTING /JANUARY 1978

glewood Cliffs, NJ 07632, 1976, 281
pp. —The objective of this book is to
guide construction managers in planning, estimating and directing construction equipment operations.

Corporate Financial Planners– DON
LETCOSTLYCONSULTING FEES
SWALLOWYOUR
BUDGET
-'WOO

Allowance for Funds Used During
Construction

O J

Lawrence S. Pomerantz and James E.
SuelRow, Michigan State University, 5 -J
Berkey Hall, East Lansing, MI 48824,
1975, 190 pp.— Reviews the capitalization of allowance for funds during construction (AFC) and its impact on the
financial picture of public utilities.

. Poo
y

Construction Performance Control by
Networks
H.N. Abuja, John Wiley & Sons, Inc.,
605 Third Ave., New York, NY 10016,
1976, 636 pp. —A step -by -step method
for planning and controlling time and
cost performance on projects, using various networking techniques.
The Income Taxation of Mining
Operations
Peter C. Maxfield, Rocky Mountain
Mineral Law Foundation, Fleming Law
Bldg., University of Colorado, Boulder..
CO 80110, 1976, . 365pp.— Focusing exclusively upon the federal income tax
problems of the mining industry, this
book includes discussion of the depletion deduction, analysis of lease laws,
delay rental, royalty arrangements and
recent court decisions based on the Tax
Reduction Act of 1976.
Quantitative Analysis for Management
Decisions
Marvin H. Agee, Robert E. Taylor,
Paul E. Tocgerson, Prentice -Hall Inc.,
Englewood Cliffs, NJ 07632, 1976, 385
pp.— Designed as an introduction to
management science, this textbook attempts to meet the needs of the nonmathematician in acquiring a basic understanding of the fundamentals of management science.
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Business Practices for Construction
Management
James J. Adrian, American Elsevier
Publishing Co., Inc., 52 Vanderbilt
Ave., New York, NY 10017, 1975, 425
pp.— Special emphasis on accounting
problems and fundamental skills required for a profitable construction
business are covered in depth_
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Your personal desk -top consultant
Let this proven system involve
you, through a problem /solution
basis, to effectively and efficiently . . . U t i l i ze
Capi tal
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Motivate People... Manage Information... Manage Credit Control ... Manage Inventory Control ... Design Financial Forms
and Reports ... and Set Realistic
Planning Goals. Through daily
use, the AUERBACH Executive
Checklist for Finance and Administration can save you hundreds of manhours and thousands
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and comes with a 15 -day money back guarantee.
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Morgan, Mosso Named FASB
Members
Former chairman of the MAP Committee has been named to the Financial Accounting Standards Board. Other new member was Fiscal Assistant Secretary of
the Department of the Treasury.
Robert A. Morgan, controller of the Caterpillar
Tractor Co., and past national vice president of
NAA, has been appointed to the Financial Accounting Standards Board.
Also named to the Board was David Mosso,
fiscal assistant secretary of the Treasury Department. Mr. Mosso's appointment is effective January 1 and Mr. Morgan's February 1.
Mr. Morgan, 59, is a long -time NAA member,
having joined the Association in 1942. He affiliated with the Sangamon Valley Chapter and, subsequently, transferred to the Peoria Chapter. He
served as chapter president, 1959 -60 national director, and was elected NAA vice president, 196566.
Following his graduation from the University
of Illinois with a B.S. degree in accounting, Robert Morgan became a field auditor for the U.S.
War Department in 1941. He joined the Caterpillar Military Engine Co. in Decatur, Ill., as assistant auditor in 1944 and transferred to the Caterpillar Tractor Co. in Peoria as an internal auditor
in 1946. He was appointed controller in 1956.
Mr. Morgan has been very active in the Association on national committees, as a speaker at regional and other conferences, as chairman of an
Annual Conference technical program, and as a
contributor of articles to the Association magazine, as well as to other accounting and financial
magazines. He is a member ofthe Stuart Cameron
McLeod Society.
From 1973 until 1976, Mr. Morgan served as a
member of the Financial Accounting Standards
Advisory Council, the group charged with advising the Standards Board with regard to placing
items on its technical agenda and assigning priorities. He served as chairman of the NAA Committee on Management Accounting Practices, 197475, and also as a member of the Committee on
58

MORGAN

MOSSO

Corporate Reporting of the Financial Executives
Institute.
Mr. Mosso, 51, joined the Treasury Department in 1955 as a staff assistant in the Bureau of
Accounts. In 1973 he was named deputy fiscal
assistant secretary after serving as deputy commissioner of accounts and commissioner of accounts.
Mr, Mosso earned a bachelor's degree in business administration at Washburn University and a
master's degree in economics from the University
of Minnesota. He was an instructor in accounting
and economics at Washburn University and later
worked for the Atchison, Topeka and Santa Fe
Railway before joining the Federal Government.
He received the Virginia Society of CPAs' Gold
Medal for highest proficiency in the CPA examination, the AICPA's Elijah Watts Sells Award for
outstanding merit in the CPA examination, and
the Association of Government Accountants' Distinguished Leadership Award.
With these annointments, the Financial Accounting Foundation has filled two of the three
vacancies on the FASB.
0
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DATA SHEET
Continued from page 9

made social responsibility disclosures
in their annual reports. The report
notes, however, that the total number
of pages devoted to social responsibility disclosure declined to 189 pages
from 223 pages last year —a 15%
drop. Available from Ernst & Ernst,
the survey is the latest in a series of
annual studies of social responsibility
disclosure. Topics included in the survey cover a wide range.

Regulate Municipal Securities
Says Independent Group
Federal regulation of municipal securities was urged in a study released by
an independent research group called
the Council on Municipal Performance. The study cites widespread
shortcomings in current methods of
selling state and local government
obligations. The Council suggested
that any legislation should contain
provisions giving purchasers of municipal securities the right to sue the

issuers of the obligations, and that
state and local governments, their officials, underwriters, and "experts"
such as accountants and bond - rating
agencies should be subject to legal liabilities if they fail to provide accurate
disclosure statements.

Executives and
Professional People

BORROW up to

$10
,
9
0
0
0
by Mail

Business /Accounting Briefs
Although corporate profit margins
climbed during the first half of 1977,
they are not sufficient to support a
boom in capital spending, according
to a Conference Board analysis. After -tax profits contained large "phantom" profits —gains due to inflation
because of mark -ups in inventories
and depreciation based on book value rather than present replacement
costs.... Some 2.5 million business
and industrial firms have the task of
filling out forms in the latest five -year
economic census conducted by the
Census Bureau. A census on service
industries is expected to provide, for
the first time, data on miscellaneous
services provided by accountants, auditing firms and the like.

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

POSTALTHRIFT
LOANS,INC.
Dept. 1911
703 Douglas St.
Sioux City, IA. 51102

IF
'

C. E. W ilson. Vice President
POSTAL THRIFT LOANS, INC ., D ept . 1911
703 Douglas St., Sioux City, I.A 51102
Send c omp lete i nf o r mat i on and a
Loan Appl i c at i on.
Name
Address
City

,
'
.

State
Zi p _
.nuw w tw ac r . d D - W i m i R .

Here'ssomethinw to jot down in
your brand -new 1978 calendar...
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Board issued its Interpretation No. 19,
Lessee Guarantee of the Residual
Value of Lease Property. An interpretation of Statement No. 13, AccountContinued from page 10
ing for Leases, it takes effect January
for the FASB's proposed successful 1, 1978. It concerns the lessee's
efforts method of accounting and guarantee of the residual value of
stated that it considers its support to leased property that should be includbe applicable to financial statements ed in minimum lease payments in apfiled with the Commission. Further- plying Statement No. 13. Copies may
more, despite a Senate amendment be obtained for $1.00 each from Pubto the Energy Policy and Conserva- lications Division, FASB, High Ridge
tion Act that would limit the mandat- Park, Stamford, CT 06905.
ing of accounting practices under the
The Standards Board announced
EPCA to reports filed with the Depart- that a final Statement on Accounting
ment of Energy for development of a for Defined Benefit Pension Plans,
reliable energy data base, the SEC which was scheduled to become efmaintains that the accounting rules fective for plan years beginning on or
promulgated under such act will be after December 15, 1977, will be deconsidered by it to be applicable as ferred. In making the announcement,
well to reporting to investors.
Chairman Marshall S. Armstrong reThe release also prescribes pro- ferred to the need to analyze carefully
posed standards for disclosure of almost 700 comment letters on the
supplemental data in financial state- exposure draft, many of which are
ments; its previous release (33 -5861) from actuaries who are opposed to
supporting the FASB oil and gas ex- such a proposal.
posure draft addressed only issues of
In newly proposed amendments to
accounting and reporting.
FASB Statement No. 8 (Accounting
The Commission also issued Staff for the Translation of Foreign CurrenAccounting Bulletin No. 18, an inter- cy Transactions and Foreign Currenpretation regarding data to be dis- cy Financial Statements) the Stanclosed for mineral resource assets dards Board would liberalize the conemployed in extractive industries oth- ditions under which companies can
er than oil or gas production subject defer the recognition of gains or lossto the replacement cost rule.
es resulting from hedging operations.
The amendments are applicable to
foreign currency hedging done to covFASB Interprets Lease
er long -term commitments incurred
Statement; Takes Other Actions prior to the effective date of Statement No. 8 and hedging that takes
The Financial Accounting Standards into account the effects of taxes im-

posed on profits from currency hedging. The "grandfather" clause would
permit deferral of any hedging gains
or losses stemming from pre- Statement No. 8 arrangements. If adopted,
the amendments will be effective January 1, 1978.

AICPA Proposes Auditing
Standard On Contingencies
The Auditing Standards Executive
Committee of the American Institute
of CPAs has issued an exposure draft
that, if adopted as a Statement on Auditing Standards, would eliminate the
necessity for an auditor's "subject to"
report, presently used by auditors to
alert readers of financial statements
to uncertainties —such as lawsuits —
that could cause serious losses to a
company in the future.
The proposed standard would require complete disclosure by a company of uncertainties in its financial
statements and recommends that all
contingency matters be presented "in
a single footnote." It would require
the auditor to consider whether accruals and disclosure conform with generally accepted accounting principles
for contingencies as prescribed by
FASB Statement No. 5 and to consider whether the disclosures adequately inform the reader of the nature of
the contingency and of management's estimate of the outcome of the
contingency. The proposal is a direct
response to recommendations made
by an AICPA Commission.

Minor Joins IMA Staff; Vaccaro is Area Manager on NAA Staff
William A. Minor has joined the staff of
the Institute of Management Accounting as Project Manager, and Jack A.
Vaccaro has been appointed an Area
Manager on the NAA staff.
Mr. Minor received his BBA degree
in 1963 from Olivet Nazarene College,
Kankakee, Ill., and MBA degree from
Loyola University of Chicago in 1969.
He holds the Certificate in Management
Accounting.
Before joining the IMA, Mr. Minor
was employed with the International
Salt Co., his most recent position being
grocery division controller. Prior to that
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MINOR

VACCARO

he was employed by General Foods
Corp., and he also taught accounting at
the University of Scranton Graduate
School and Pace University—Westchester. He is a member of the National Association of Accountants.

Jack Vaccaro
Mr. Vaccaro holds a BBA degree in
business from Florida State University,
Tallahassee, Fla. He served in the U.S.
Air Force from 1964 to 1968. Then he
was employed by Braniff Airlines in Miami where he directed charter operations, and by Eastern Airlines, where he
coordinated the scheduling of crews. He
succeeds Herbert P. Tinning in the
Chapter Services Department, who resigned to take another position.
Mr. Vaccaro served in the administrative support department at NAA prior to
his promotion.
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Chapter /Member News
Inc., as financial vice president.
H . LANE GLEASON, Boise, is no w a

partner in a firm known as Tonkin,
Gleason and Johnson . . . . WARREN L.
HOLLENBECK has been named controller of M &W Markets.
Bridgeport, was
appointed acting treasurer, Town of
HE LEN H. C AM P BE LL,

W e s t o n , C o n n . . . . C HA RLES R. G OD FREY, JR., is now tax
C o r p . . . . PATRIC K

manager for Olin
J . MATERA wa s

prom ote d t o m a nager of corp ora te accounting, Harvey Hubbell, Inc.

Three Calumet members have been
named at Inland Steel Corp . GENE T.
HO E MA NN wa s a p p o in t e d s up e r v is o r o f

planning and development ,

WILLIA M L.

HO LM E S wa s na me d a s s i s t a n t m a na ge r

of budgets and predetermined cost, and
ROBE RT F. WALKER , a s s i s t a nt ma na ge r

of cost and operations accounting —primary and shape products.... EDWARD
KR AS O VE C wa s na me d d iv i s i on c o nt r ol -

ler of mines, Republic Steel.
HA RVEY C . EC KE RT , C e n t r a l P e n n s y l -

vania past president , was named plant
manager, Latrobe, Pa. facility, Standard
Steel.

Honored for 30 years plus of perfect attendance at the Mason -Dixon
Chapter was Carlyle H. Gordon (center). Presenting Award of Merit,
National Director John G. Gimbel (left) and chapter President
Larry R. Martin. Mr. Gordon is secretary - treasurer at Antietam Paper Co.
The Mason -Dixon Chapter was formerly called Hagerstown.

ST EPHEN S. LINDSAY ,

Cleveland, has

been named district m anager, Mid -Central Region, R.E. Harrin gton, Inc.

Emeritus Life Associates

W ILLA R D E . RIT T ER ,

JAME S 1 3. BO N NER , D e t r o i t .

HO W A RD I . SC HMIDT, As h e v il l e .

O.F. BRUNNER, Milwaukee.
ERNEST A . C LIF FORD, Minneapolis
Northstar.
C HARLES J . C OX , South Bay.

C LAUDE

C HARLES E . DA WSON , B i r m i n g h a m .
FRE D DO BB, M u s k e g o n .

Essex County.
JOHN V. GAFF, Chicago.
J AME S T . GA LVIN , Las Angeles.
C A R L GER DE S, W e s t Bergen - Passaic
County.
HO W AR D W . HANDLEMAN , Bridgeport.
MA R VIN A . HANSERT , Wabash Valley.
WILLIA M R . E HLE R T ,

C LARENC E

R.

LARSON , Mi nn ea po li s

Hartford.

L. SEIMET , Dallas; Fort
Worth past president . Stuart Cameron
McLeod Society.
LOW ELL V. SHA RP ES, Virginia Skyline.
R E A D W . S T E V E N S , Pittsburgh.
ROBERT H. ST RAYER , Pi t t s bu r g h .
E. PE T E T HIEMANN , W a b a s h Valley

past president.
J AMES R. T AYLOR , At l a n t a C e n t r a l .
ME LVIN H . VILLHA UER , To le do pa s t

president; national director, 1961 -63.
WA LT E R H . WILLIA MS , Trenton.
HARRY W. WILL, Memphis.
ALWY N F . YEAT MAN, Pennsylvania
Northeast.

Viking.
J A C K D . MARQUIS, At l a n t a N o r t h .

Promotions and New Positions

GEORGE J . MIC HELSON ,

RODN EY H. HERM ANN , Au s t i n A r e a , is

HAROLD

now the chief accountant with Texas

M.

Essex County.
PET ERSON , Member -at-

Large, USA.

R e s e a r c h Ins t i t u t e , Inc . . . .

VE R LIN H. PETRY , Indiana polis.

H. NIXON is now wit h Te jas Leasing,
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MIC HAEL

9�Ti

FIX

CORBOY

SPIEGEL

Dallas

Dallas

J AM ES D. BON D a nd T HO MAS E. BA R -

Cleveland East, were promoted to
manager at Ernst & Ernst . . . . ROBERT
A. CUNNINGHAM has been named manager of Third Party Services at Revco
D.A., Inc.
TON,

J.M. JONES, Columbia, recently was
promoted to assistant controller, Applied Engineering Co.
JAMES J. CORBOY, Dallas past president, has been appointed financial controller on the corporate staff of Dresser
61

I,

Industries, Inc. Mr. Corboy served as
an NAA vice president, 1974 -75. . . .

PAUL J. BRAZDA, Grand Rapi ds, was
nam ed a m a na ge r a t Er nst & E rns t. .. .

DISCOURAGED

REED

ABOUT

was transferred to Lancaster as controller for in ternational operations, Arm stro n g C o rk Co. He is a past president
of Lancaster Chapter.

L. BRIGGS has been elected
vice president of Glenn D. Abbott &
Associates, Inc.... THOMAS J. NOBEL,
JR., was named an audit manager, Ernst
& Ernst.

I

UPWARD
MOBILITY?

S.

S P IEG EL,

national

dir e c t o r ,

FRAN K L. WALBURG ,

Dayton, has been
promoted to manager of accounting,
Troy Sunshade Plant, Hobart Corp.
WILLIAM L. GAGLIARDI, Delaware
County Pennsylvania, is now controller,
Lions Brands Corp.

If you're "standing in line" for your
next promotion, perhaps you
should investigate other opportunities.
Let us help you. We work closely
with leading companies in all industries to help them find accounting talent. Because of our
affiliation with

p

TN
Iat� eS

we can offer continuous opportunities nationally. Our service is
immediate and confidential, and
our fees are company paid.

H E R M A N C . KI LP P ER , D e s M o i n e s ,

is

now president of Bankers Trust Co.
GEORGE R . ROACHE, East Jersey, is

now division controller, Leeds -Dixon
Lab orato ries, Inc.
PAUL F. CANCILLA, Erie, was promoted to vic e pr esid ent, Marine Bank. .. .
P A U L T . S T E F A N O W I C Z has been appo in ted manager —cost accounting, and
D O N A L D J . R E I C H E R T , a s s is t a n t

man ager —cost accounting, at Continental
Ru b b er Works. The nam e of S.D. PUFF ER , recen tly nam ed vice president and
gen eral m anager at Continental, was inad verten tly m isspelled in October.

G O R DO N

MAR VIN

N.

R O S EN Z W EI G ,

Il li n o is

Nort heast, recently was named m anager
of profit planning and financial analysis,
Sara Lee Kitchens.
JAN P. ADAMS, Indianapolis, was promoted to vice president, Merchants National Bank and Trust Co.
WILLIAM

J . W I M E R , Lancaster, has
been named assistant controller of Armstrong Cork Co.

Lima, is now controller and assistant manager of Western Ohio Truck, a division of Wolfe Industries, Inc.
HER B ER T A. S HAW,

M. GUNN, Long Island -Suffolk, has been promoted to assistant
credit manager, Gould Inc. — Electrical
Products Sales Div.
R O B ER T

Four Louisville members have been
promoted to managers at Ernst & Ernst.
They are THOMAS L . A D A M S , LAWREN C E M. BR OT ZGE , R OBE RT T . C UNNINGHAM , a nd ROBERT J . MON T AGUE.

. , , at Continental Air Filters, JOHN R.

Contact the office nearest you.

ALEX AND ER wa s na me d c o n t r o lle r , a nd
D A V I D J . S T UM L ER ,
BUTTERFIELD'S EMPLOYMENT SERVICE
161 W est W isconsin Ave., Suite 269
Milwaukee, Wisconsin 53203
(4 14 )27 8.7 80 0
ADMINISTRATION /FINANCE
Professional Personnel Services
One Embarcadero Center, #2710NA
San Francisco, California 941 1 1
( 4 15 ) 9 56 . 6 70 0
CAPITAL PERSONNEL SERVI CE
204 Sec uri ti es Buildi ng
418 Seventh Street
Des Moi nes, I owa 50309

(515) 283 -2545
MAE DALY AGENCY INC.
Dan Comiskey C.E.C.
6 East 45th Street
New York City, New York 10017
(212) 687 -3911
BRENTWOOD PERSONNEL ASSOCIATES
Al Miller

1280 Route 46
Parsippany, New Jersey 07054
(201) 335 -8700
MARC NICHOLS ASSOCIATES, INC.
19 West 44th Street, Suite 1 104
New York City, New York 10036
(212) 661 -4720
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plant. accountant.

.. . D AN N Y R . P ER R Y wa s p r o mo te d t o

STARTOREXPAND
YOUROWNINDEPENDENT
ACCOUNTINGPRACTICE
Utilize a com bination of proven
marketing, in -office production,
and data processing system s
that have be en d evel oped and
refined over a 28 -year period.
Call C. H. Hes s to learn h o w
you c an have your ow n exclusive t errit ory.
Serving over 13,000 clients,
each month, through over
140 nationwide franchised offices

COMPREHENSOVE'
a c c o u n t i n g
c o r p o r a t i o n
901 -F E. Galena Blvd., Aurora, III. 60505
Tall free phone: 8001323 -9000
Illinois phone: 312/898 -6868, collect

vice president and general manager at
Royal Crown Bottling Co.
EL LI O T T

B,

AL D R I C H ,

Member -atLarge, U S A , was appointed budget and
financial analysis director — telephone
operations, GTE S er vice Co rp ., a subsidiary of G ene ral Telephone & Electronics Corp.
H.

G R ADY

MA N S O N ,

Mem b er -a t-

Large, U S A , was appointed controller
of the Ch em icals G rou p, Crom pto n &
Knowles Corp.
C HAR LES R . SCHROEDER ,

Milwaukee,
has been appointed controller of the
Colson Equipment Div., Colson Co.
C H A R L E S S . S H A YN E , M o r r i s t o w n , h a s

been promoted to controller, Eastern
Propane Div., Suburban Propane Gas
Corp.
G ER MA IN

B.

professor of
University.

BO ER ,

Nashville, is now

accounting,

Vanderbilt
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New Haven,
of t he

ROBERT A . HAVERSAT ,
wa s

promoted

Mc Ki nne y

to

pr e s id e nt

Mfg. Co. He

THEUNIVERSITYOF ALABAMA

i s a p a s t c ha p -

te r p r e s i d e nt .

CMA REVIEW

Niagara, is no w c o nR a ma go s a E nt e r p r i s e s .

EDWARD J . SODA,

of S. B .

tr ol le r

W. Cox,Oklahoma City,

JOHN
wa s

promoted

c o nt r ol l e r ,

re c e nt ly

to vic e pr e s id e nt

Americ an

Fi rs t T i tl e

A n i nt e ns i v e r e v i e w c o ur s e f o r t he

a nd

Certificate in Management Ac-

counting t o

b e h e l d o n t he c a m p u s o f T he U ni v e r s i t y o f A la b a m a
un d e r t h e d i r e c t i o n of e x p e r i e n c e d f a c u l t y w h o h a v e b e e n c o n duc ti ng C M A r e v ie w co urs e s f o r f i v e y e ar s .

a nd

T rust.

Orange Coast,

LAN SIN G E . E BER LIN G,

ha s j o i ne d wi t h f o u r o t he r p r i nc i p a l s t o

Part I

May 1 -2

Economics and Business Finance

f o r m T h e N e wp o r t D e v e l o p me nt

Part II

May 3 -4

Organization and Behavior, including Ethical
Consideration ............ . ................... $
60

Part III

May 5 -6

Public Reporting Standards, Auditing and
Taxes
............................$60

Part IV

May 8 -10

Periodic Reporting for Internal and External
Purposes

.. .. $7 5

Decision Analysis, Including Modeling and
Information Systems

$75

re a l e s ta te d e v e l o p me nt firm. H e wa s
fo r me r l y

vic e pre s ide nt —fi-

e xe c u t iv e

na nc e , T he I r v i ne

Co.

HORT ENSE C ASILLAS,
ha s b e e n p r o mo t e d t o

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

Orange County,
d i r e c t o r of fi na n-

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

c i a l c o nt r o l s , D e nn y ' s R e s t a u r a nt D i v .

Part V

D, HARRISON, Parkersburg Marietta, wa s na m e d c o nt r ol l e r , K e m -

May 11 -13

DAVID
ron

Div . ,

Borg - Wa rne r

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

You may register for any or all of the above parts.
Registration is limited. To reserve a place. send a letter stating the parts for which you
wish to enroll. Fees must be received by April 1, 1978. For reservations or additional information write:

C he mi c a l s

Corp.
LARRY

W.

BARBOUR,

Pittsburgh,

ha s
Dr. Frank R. Rayburn, CMA
CMA Review
Box
University, Alabama 35486

be e n a p p o i nt e d gr o u p c o nt r o l l e r , Ha r b i s o n Wa l k e r . . , . KE IT H J .
wa s

a p p o i nt e d

$60

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

Co., a

BOWMAN

c o nt ro l l e r — Ind u s tr i a l

Sp e c ia l t ie s G ro u p s , D re s s e r Indu s t ri e s ,
ST EPHEN

J.

Rochester, wa s
of vic e pre s i-

PARIS,

na me d t o t he ne w p o s i t i o n

of

d e nt

fi na nc e

of

t he G e o r ge He is e ]

Corp.
SHIR LE Y J . BEAVER,

ley,

San Gabriel Val-

ha s be e n p r o mo t e d

Alston

Div.,C o nr a c

to c o nt r ol l e r ,

no w

LEANDRO SURACE to

Eme r it u s Li f e A s s o c i a t e .

JAMES

D.

Lakes,

I.

ST EINER,

c o nt r o l l e r

wi th

wa s p r o mo t e d t o p a r t ne r , E r n s t

F.

WAYNE

a p p o i nt e d

South Jersey, is
M a gi c

Ma rk e r

St. Louis,

a s s is t a nt

ha s

c o nt r ol l e r ,

Mc B r i d e & S o n B u i l d e r s , Inc . , , , R O B ERT E. ST ADLER, JR., wa s p r o m o t e d t o
s u p e r v is o r of e xt e r na l r e p o r t i ng , B r o wn

Area,

SC HEFELKER,

Waukesha

wa s a p p o i nt e d c o nt r o l l e r a nd a s -

ST E PHE N G . E UDE NE,

Westchester,

ha s

to t he ne wl y c r e a t e d

po s t of di r e c t o r of c o r p o r a t e a c c o u nt i ng
a nd a na ly s i s , A M F , Inc . H e i s a pa s t

of the

c ha p t e r .

KE IT H L. M C G LA D E ,

Western Wayne,

ha s b e e n na me d v i c e p r e s i d e nt a nd ge ne r a l ma n a g e r
c o n J o u r na l .

of t he

A k r o n ( O hi o ) B e a -

RIC HARD

W. T AEPKE
is no w p r e s i d...
e nt of D e a r b o r n S t a m p i ng

Co. He

G r o u p , In c .

i s a p a s t p r e s i d e nt

of t he

chap-

te r.
WARREN

F.

BRET ZLOFF,

Toledo, is

no w tr e a s u r e r of Blis s field Di e &
S t a mp i ng.
THOMAS R. RUSSELL
wa s

...

na m e d

tr e a s u r e r

of

JAMES

ven

G.

BOYER,

W.

74, Toledo, 1946.

C LEVELA ND,

pa s t pr e s i d e nt ,

G l o c k i nga t e ,

LINDA

C. MITC HUSSON, Wichita, wa s
of a c c o u nt -

na m e d a s s is t a nt pro fe s s or

ing, W i c hi t a S t a t e Uni ve r s i t y .

Inc . . . . D A VID A . S HR IN E R i s a c c o u nt -

ROBERT

i ng ma na ge r , C r a i g T r a n s p o r t a t i o n.

b e e n p r o mo t e d t o p a r t n e r wi t h E r ns t &

MILD RE D B. S T E PHEN S, na t io na l di re c -

Er ns t .
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P.

GRAC E,

84, New Ha-

1928.

E LA . Stuart

C a me r o n M c Le o d S o c i e t y .

s i s t a nt t r e a s u r e r , F ib e r e s i n Ind u s t ri e s .

pr e s id e nt

MIC HAEL B. SNYDER,

Upper Finger

MURRAY,

be e n a p p o i nt e d

Corp.

be e n

IVAN

W ILLIA M R . D UN N ,

c o nt r ol l e r .
BENJ AMIN

In Memoriam

Ed u c a t i ona l T e s t i ng S e r v ic e .

& E r ns t , R o c he s t e r .

C orp.

Two Southern Maine me mb e r s ha v e
b e e n na me d a t L.L. Be a n Co. DANIEL.
L. LORD, J R. , wa s p r o m o t e d to vic e
pr e s i de nt , a n d

Trenton, wa s p r o mo t e d t o a s of the f i na nc e d i v i s i o n,

for from

s is ta nt di r e c t o r

Youngstown,

ha s

77, Denver, 1932.

E LA .
ALBE RT

K.

HAC KLEMAN,

61, San Die-

g o , 1972.
HURDON

R. HAST INGS, J R. , 44, Rochester, 1976.
BILLY G. HIN SHA W, 45, Piedmont
Winston- Salem, 1970.
THOMAS F. LONGERGAN, 60, Syracuse,
1952.
GROVER C. MC D AN IEL, 89, Wabash
Valley, 1944. E L A .
KAT HER INE C. MC DON OUGH, 87, Cincinnati, 1951. E L A .
GILBE R T H. NOLT E, 63, Baltimore pa s t
pr e s i d e nt , 1942.
P. A. RIC HARD, 50, Valley Forge, 1955.
ED WA RD J . T RELEASE, 54, Phoenix;
Raritan Valley pa s t p re s id e nt , 1955.
HO WA RD A. VEDDER, 65, Western
Wayne, 1949.
T HO MA S L. WEDD ING, 49, Owensboro
Area, 1966.
63

New Products /Services
"Advances in data processing and communications have enabled corporations to
manage cash in ways that were not previously economically feasible," reports a
510 -page study, "Corporate Cash Management Practices and Associated Service
Markets" by market research specialists,
Frost and Sullivan, Inc., 106 Fulton St.,
New York, NY 10038.

Time Off

A six -page brochure for law and accounting firms, "We Make It Easy to
Get Into High Density Filing," has
been announced by Supreme Equipment
& Systems Corp. The brochure describes in text, drawings and specifications, Supreme's new Thin Line Roll Away Tri -File and Bi -File systems
which allow for high density capacity
and at the same time keep foldering
within arm's reach. Both systems are
part of Supreme's Thin Line Series of
modular filing cabinets. The brochure is
available from the Supreme Equipment
& Systems Corp., 170 53rd St., Brooklyn, NY 11232.
A pre - programmed data entry software
package (PTS /1200) that permits field office personnel with no computer programming experience to perform sophisticated data entry tasks has been introduced by Raytheon Data Systems
Co., 1415 Boston - Providence Turnpike,
Norwood, MA 02062.
On -line general ledger and financial reporting systems are now available from
Software International Corp., Elm
Square, MA 01810_ According to John
von Jess, technical vice president,
"Greater control and improved reliability are now in the user's hands. It all
begins at the source of data collection.
More accurate posting is obtained with
on -line editing of journal entries and adjustments.
Making copies instantly and inexpensively with fluid (spirit) duplicators for
business use is described in a new brochure from A.B. Dick Co., 5700 West
Touhy Ave., Chicago, IL 60648. According to A.B. Dick, fluid duplicators
help relieve some of the workload put
on copiers by providing fast, economical
copies of internal communications, bulletins, memos and reports.
64

E n/G LE M /i /V o

U.S. No Longer No. 1
Until recently most Americans believed that the United States enjoyed the highest wages and salaries
and, by inference, the highest standard ofliving in the world. Not so,
says the Conference Board in a report written by J. Frank Gaston.
A comparison of the annual dollar salaries ofengineering graduates
in 1971 and 1975 illustrates the
worldwide salary revolution. Six
years ago, the United States led all
other countries by a substantial
margin. But in 1975, five countries
moved ahead in salaries —Denmark, West Germany, Switzerland,
Norway and Belgium.
This change in relative positions
could be explained, in part, by more
rapid inflation abroad and by the
dollar devaluation, Continuing with
the analysis, Mr. Gaston compares
the "real" income of engineering
graduates, i.e., the number of hours
of work required to purchase a
specified list of goods and services
in the quantities commonly purchased. Again, the U.S. did not

rank first in 1975. On the other
hand, it did not rank first in 1971
either. In fact, the relative rankings
on the basis of "real" salaries remained stable. Says the Conference
Board's Gaston, there is no simple,
single answer why the spread ofsalaries expressed in dollars is wider
than when expressed in terms of
hours of work required to purchase
goods and services.
A Bicentennial Minute
The other day the NAA library
came up with a belated "bicentennial minute." Rummaging around in
the files, Ellen Shappe, librarian,
discovered a copy of "Facsimile of
General George Washington's Account with the United States." It
seems this historical item was donated by William Butler, who
served a two -year term as vice president of the Association, 1920 -22.
Subsequently, of course, an enterprising author named Marvin Kit man made a bestseller out of it—
George Washington's Expense Account.
❑
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MEETYOURNEW
ACCOUNTING
D
E
P
A
R
T
M
E
N
T
.
THEGREATNEWMONROELCC/60

1
.

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.

Consider the Monroe LCC /60
for your accounting functions. It
can replace outdated hand systems, old mechanical posting
machines and even overqualified expensive mini - computers.
Use the coupon below to get
further information. Or, just call
your local Monroe Branch office.
To: Monroe. The Calculator Company
The American Road
Morris Plains, NJ 07950

❑ ❑Please❑have❑a❑Monroe❑representative
tell me more about the LCC /60.
❑ ❑Please❑send❑me❑further❑information
about the LCC /60.

_

NAME

STATE

I

lip

Li tton❑ Busi ness❑Sy stems.❑ I nc . ❑ • ❑All❑ Ri ghts❑ Reserved❑ • ❑ Pri nted❑ i n❑ U. S. A.

I

I
I

ZIP

MA-1-8

I

MONROEI
THE CALCULATORC MPANY
The American Road. Morris lams. NJ 07950

I

, 1977
iC

1BI

I

One of the best
known accountants
doesn't do
accounting.
Robert Half is a Certified Public
Accountant. But he hasn't practiced
accounting since 1948 when he
established Robert Half Personnel
Agencies ... an organization devoted to
finding the best talent in accounting,
finance, banking and data processing.
Robert Half's offices are staffed by CPAs, CAs, Controllers, Bankers and Systems
Engineers. They're specialists... they're professionals ... they know their market
and they know their people. Robert Half does what he does best ... finds
competent financial and EDP personnel for employers throughout the world.
There are 55 Robert Half offices in the United States, Canada and Great Britain.
Look in the White Pages.

M R O O M T BALE

PERSONNEL AGENCIES

ALBUQUERQUE • ALLENTOWN • ATLANTA • BALTIMORE • BOSTON • BUFFALO • CHICAGO • CINCINNATI • CITY OF COMMERCE (CA)
CLEVELAND • CLIFTON, N.J. • COLUMBUS • DALLAS • DAYTON • DENVER • DES MOINES • DETROIT • GREENSBORO • HARTFORD
HOUSTON • INDIANAPOLIS • KANSAS CITY • LANCASTER • LONG ISLAND • LOS ANGELES • LOUISVILLE • MEMPHIS • MIAMI
MILWAUKEE • MINNEAPOLIS • NEW YORK • OMAHA • ORANGE (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, D.C.. WILMINGTON
CANADA: CALGARY • EDMONTON • TORONTO • VANCOUVER • GREAT BRITAIN: LONDON

