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PRESIDENT'S PERSPECTIVE

The Missing Pieces

e"

More and more often in recent months we have been asked by fellow NAA
members the question "What is a management accountant ?"
Certainly, one would think the definition of the management accountant should
be clear to us in the Association. We should know who we are. After all, we have
been talking and writing to each other for years about cost accounting, cost
analysis and management accounting in general. Yet we seem to have great
difficulty answering the question. We are still in the process of defining our roles.
Our Management Accounting Practices Committee is working to develop an
adequate description of the management accountant.
As run -away inflation and shrinking human and material resources register their
impacts on the economy, we and the public are learning more about the
contributions of the management accountant. The mass media gave us some
help by spotlighting those accountants who were called in at the eleventh hour to
help with New York City's financial affairs, and, in a Business Week cover story,
by describing the changing role of the corporate controller.
There is still a picture - puzzle. And even though some of the pieces are coming
together and the face of the management accountant is emerging, recent actions
indicate the picture is still blurred. IFAC (See President's Perspective, January
1978) relegated management accounting to a subsidiary role in the great task of
coordinating worldwide standards. Why? The Metcalf Subcommittee staff report
presented a distorted view of NAA, its purposes and its activities. Why? Aren't we
as individual accountants and as members of the Association partially
responsible for this blurred image? We must ask ourselves these questions.
The lack of understanding of the role of the management accountant reflects,
in part, general public ignorance of the role of business in our society. But we
have the missing pieces in hand. Each of us can help fill in the portrait of the
management accountant and help define the role of business as well.
One of our tasks as members of the business and academic communities is to
communicate our role to everyone — especially to government and to the man
and woman on the street. We need to talk to the public more about what we are
and what we are doing. Some individuals and some chapters are doing it —and
doing it well. The effort should be strengthened and broadened.

0
R. LESLIE ELLIS
President, 1977 -78
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MANAGEMENT ACCOUNTING AND THE CORPORATE
ENVIRONMENT
By L.D. Parker
Current social and technological changes in corporate activities represent a changing
environment to which the management accountant must adapt if he is to ren der more
effective service to corporate decision- makers.
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accounting techniques
help plan and control
operations. See page

TEMPORAL METHOD: TEMPORARY MODE?
By Alan F. Smith

33.

Opting for the current rate method, our author is hopeful that the temporal m ethod,
accepted by the FASB in Statement No. 8, is an interim measure to be disca rded with the
acceptance of a combination of current value techniques and current exchan ge
translations.

Photo courtesy of Boise
Cascade Corp.
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TAX TRADE -OFFS: INVESTMENT CREDIT VERSUS
DEPRECIATION
By Henry G. Pansza
Various options are available for tax benefits in relation to the capital equipment purchase
decision. Both the investment credit and choice of depreciation method must be taken into
account to obtain the tax savings illustrated in this article.
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MACROACCOUNTING: WHY NOT?
By Elbert L. Menees
A macroeconomic analysis of the economy is made with a simple accounting - language
model. The model is then used to explain the effects of different strategies on income
sh ares.

33

OPERATIONS RESEARCH AT BOISE CASCADE
By Steve Larson and C. Mike Merz
A wide gap exists between the theory and practice of management accounting, especially
in the area of operations research. In this article, the authors show how the gap is closed
at Boise Cascade where a number of sophisticated accounting techniques are in daily use.
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ACCOUNTING FOR INFLATION: SOME INTERNATIONAL
MODELS
By John C.H. Woo
A comparative analysis of financial statements reflecting the methods used in the United
Kingdom, the Netherlands, and Brazil as compared to the historical method used in the
United States is presented to illustrate the impact of inflation. The article is based on the
author's on- the -spot research while visiting those countries.
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THE LEARNING CURVE AND ITS APPLICATIONS
By Eugene A. Imhoff, Jr.
If humans are involved in repetitive operations, the learning curve will apply. Here, the
author explains the concept and discusses its applications.
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THE LEARNING CURVE: A CASE STUDY
By Le Brone C. Harris and W illiam L. Stephens
A case study is used by the authors to demonstrate how profitability determinations can be
more accurately made when learning is a significant factor.
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By Herbert Heaton
We must go beyond Theory X -Y and help to change organizational patterns to unlock the
great productivity potential in service organizations says The Rockefeller Foundation
comptroller in this excerpt from a new book, Productivity in Service Organizations.
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THE LEASE - PURCHASE DECISION
How do companies actually make lease- purchase decisions? In a new NAA research
report— available free for a limited period — William L. Ferrara examines the decision making process in six companies.
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COMMENT

MANAGEMENT
ACCOUNTING

`Unwarranted Delegation of Authority'

VOL.LIX NO.8 FEBRUARY 1978

When the Financial Accounting Standards Board issued an interpretation of Accounting Principles Board Opinion No. 20, "Reporting Accounting Changes under AICPA Statements of Position" (See MAP,
page 10), it again pointed up some of the ambiguities in the standardsetting process, which is clearly in a transition period.
The margin by which this interpretation was approved is significant.
It was adopted by the affirmative votes of only four members. A fourto -three decision hardly constitutes overwhelming approval. We quote
from the opinion:
"Messrs. Armstrong, Kirk, and Mays dissent from the interpretation
because they believe that the FASB should reconsider currently APB
Opinion No. 20 on its merit instead of permitting the AICPA to grant
selective dispensation from the requirements of that Opinion. Further,
Mr. Mays dissents because he believes that this interpretation, in effect, constitutes an unwarranted delegation of authority to the AICPA
to establish standards of financial accounting and reporting."
In light of the recent attacks on the FASB's purported independence
from influence by leading firms in the accounting field, it would seem to
be imperative that the Board swiftly as possible assume sole authority
in this area and in other similar carry-over topics from the former rulemaking bodies. We will look forward to the day when the FASB will "in
due course" reconsider APB No. 20 in its entirety. Perhaps a more
definitive reconsideration will be forthcoming. In the interim the AICPA
Statements of Position seem to have been given the Board's sanction
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While the AICPA has done praiseworthy spadework in many of
these areas, we would like to call the attention of the accounting pro-

Colin C. Campbell

fession to another s ourc e of guidance in the field of accounting. It is
em bodied in the NAA s eries titled "Statements of Managem ent Ac-

'

counting Practices."
The objective of these statements is to "express the official position
of th e NAA in relev an t acc o u n t in g m at ter s .. . to th e fin an cial co m m unity a n d th e gen er al p u b lic." Th ey are sim ilar to th e AICPA State m ents

of Position in that they present the conclusions of the majority of the
MAP Committee members, which is the senior technical body of the
Association authorized to speak for NAA in areas of "management
accounting, concepts, policies, and practices."
We invite reference by the FASB to our statements, as well as consideration of the MAP statements' authority by firms when they are
contemplating changes in their management accounting practices. ❑
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Overdue Account

a series of problems your business can

"Sure I mailed you that check:
Ever feel th at som e p eop le try to
operate th eir bu sin esses o n yo ur
moneFor? ex am ple, when yo u sp en d
valuable time listening to a custo mer's
catalog of excuses b efo re h e'll pay up
w hat he owes. Or when receivab les in
your indu st ry norm ally ru n 40 days,
but yours straggle in after 60 or 70.
The Service Bureau Com pany
has a proven 7 -point system to help
give you better con tro l over y our
receivables. Put teeth in yo ur
collection s with out alienatin g y our
customers. And help save y ou
som e m oney too.
With SBC h and ling yo ur
receivables , you can spen d mo re
tim e h an dlin g y o ur b usin ess.
We can sho w y ou how to start
improving you r cash flow —and free
your clerical p eop le to spend their

tim e o n the tasks that can make
you mon ey.
We're the computerized
bookkeeping experts. Since 1932.
Which means you profit from our 40
years exp erience. (That's why they
nam ed th e whole service bureau
industry after us —The Service
Bureau Company.)
We han dle Accounts Receivable,
Sales An alysis, Payroll, Labor
Distrib utio n, General Ledger, and
Accounts Payable for businesses just
like you rs.
Sen d the coupon (or the attached
card) and we'll send you a valuable
booklet, "6 Things You Can Do Today
That Can Help You Make Your
Com pany More Profitable."
But better hurry. Because the
soo ner y ou mail us the coupon, the
faster y our customers will be mailing
you their checks.

We let y o u sp en d less tim e o n p ap erwo rk an d m o re tim e on m aking m oney.

THE SEkVICE BUREAU COMPANY
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Greenwich, Connecticut 06630
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LetterS

TO THE EDITOR

Let Us Not Forget
Hooray for J.D. Kimes and his September 1977 article, "Handling Stress in
the Accounting Profession "!
How often I have seen the symptoms
of stress and frustration, which he describes, in both colleagues and clients.
As Mr. Kimes so accurately states,
stress and job pressures are not reserved
for the executive ranks but extend to
frustrated middle management. I might
add that I have, in a number of situations, observed that such pressures can
build at the lowest staff levels, where
underlings are pushed to produce. Further, insecurity at the lower levels ofan
organization may act as a bar to the individuals release of such pressure by
saying "NO!" to his immediate supervisor or others.
Mr. Kimes also speaks at length
about the manager who has ulcers and
about how he should help himself. Let's
not forget the manager who gives ulcers. Perhaps we can attack this side of
the "insidious killer" at its source, before it reaches a stress- symptom stage in
subordinates. Open lines of communication between levels, initiated by management may provide one answer.
Weekly breakfast meetings at which departmental problems are openly discussed in an informal atmosphere will
often provide the necessary release of
pressure which subordinates need but
are reluctant to initiate. While the problem may not be immediately solved,
simply talking about it in the open
serves to recognize the problem and
give it priority for solution.
Mr. Kimes has called our attention to
a problem which we knew existed but,
perhaps, never "had the time to think
about." His article is must reading for
all managers and their subordinates.
Charles M. Osborne
Minneapolis, Minn.

This one was adapted for our industry
from one prepared by the City Manager
of Carmel, California. (See below.)
We all know that the big hassle is not
any one form but the deluge. The unnecessary duplication was admitted by a
State employee who recently told me
that a Federal office a few doors from
his gathered the same information. The
inaccuracy of the statistics compiled
was emphasized when an Agricultural
Census taker told me to "make something up— that's what everyone else
does."
I am occasionally reminded that if all
the people involved were not working
for a government, they would be on welfare. Perhaps, but that couldn't be any
more expensive for the taxpayer and at
least they wouldn't be hassling me.
Dorathy Vosburg
Secretary - Treasurer
Sundance Company
Bakersfield, Calif.

Plain Language Solution
Mr. Robert R. Giacoletti covered
many relevant aspects of "The Auditor's Liability for Fraud" from a legal
view in his July 1977 article. Auditors
have enjoyed an aura almost mystical in
nature when it comes to the value of
their certified statements. These magical
documents are mandatory throughout
much of our business community.
Banks and suppliers require certified
statements when granting loans and
lines of credit, and purchasers request
them as guarantees that compliance
with their contracts will be reasonably
certain.
Mr. Giacoletti touches a very critical
issue where he states, "Taking exception
based on judgmental evaluation might
invite SEC inquiry, foreclose the client's
effort to raise capital, and result in a discharge of the auditor." In other words,
moral ethics are expected from our profession, but compliance with the code of

RESPONSE QUESTIONNAIRE
Please c om plete this f orm and re turn to:
(C o mp any Nam e )

This f orm is se nt to you in re spo nse to your request for:
Be fo re we can co mp ly with yo ur re ques t, it will b e ne ce ss ary f or you to co mp le te and return
to this offic e the following q ues tionnaire. Please be sure that all questions are answered
fully and ac curate ly.

Your nam e:
Age: __ Sex
Government agency in which emp loyed:
Address:
Have you b ee n authorized b y higher autho rity to make this re ques t?
If s o , what
agency?
W hat law re quire s our respo nse to your req uest?
Are there any Supreme Court decisions to support this law?
If so, ple ase cite:
Are yo u p re p ared to reim burs e this c om pany fo r tim e and m ate rials e xp e nd ed in c om p lying
with your request?
If no, why not?
To what extent will co mpliance with your req ues t benef it the agric ultural indus try?
beef production?
general public?
Have yo u, or your s taf f , researched simp le r and less expensive me tho d s f or ac hie ving the
same result?
If yes, please state why the y are not being used in this case.
In the event your answers to this questionnaire are inadequate or uns atisfacto ry, please
state be low the nam e, ad dre ss , and te lep hone num ber o f o ne or mo re superio rs to whom we
may refer:

Hassle Factor
Your "Hassle Factor Worksheet," in
the October 1977 issue, reminded me of
the enclosed "Response Questionnaire ",
6

I, the unde rs ig ne d, hereby swear (o r af f irm ) that the ans wers c ontaine d in this report are
true , co rrec t, and c omplete to the b est of m y knowle dge and belief.
Date
(Signed)
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New from Source Finance!

1978 Accounting and
Finance Salary Survey.
Call for your FREE copy today!
Is your salary keeping pace with your
peers? Do you kno w the danger signs
that indicate you sho uld consider a
change in positio ns? T he importance of
timing in lo ng range career
develo pment? E xpo sure you must gain
to break into management? How to
avo id being blo cked in yo ur career
adv ancem ent?
As recruiting specialists in the
accounting pro fession, S ource Finance
can give yo u expert insight into these

For your FREE 1978
Accounting and
Finance Salary
Survey call the
Source Finance
office nearest you.
Atlanta
Walt Stroman, CPA/ MBA
Boston
Sandy Salmela, CPA/MBA

404/325 -7000
617/482 -7850

and many o ther crucial aspects
affecting your career. It's all in the
1978 Accounting and Finance Salary
Survey and Career P lanning Guide,
available without charge. No w yo u can
take advantage o f the proven career
advancement strategies and
techniques successfully employed by
tho usands o f o ther accounting and
financial professionals.
How to reduce costly turnover. So urce
Finance also offers interested hiring

Chicago
Rich Nowak, CPA
Dallas
Jim Fowlkes, CPA
Denver
Dick Mosek, CPA
Detroit
Bill Mueller, CPA
Fort Worth

John Catterton, CPA/'MBA
Irvine, CA
Bill Richardson, CPA
Los Angeles
Carl Miller, CPA /MBA

312/372 -9192
2`14/630-3410
303/770 -6210

executives an inf ormative report, The
P eople Challenge, witho ut charge.
This comprehensive study analyzes the
reaso ns acco unting and f inancial
prof essionals leave their jo bs and the
steps management can take to reduce
costy turnover. For your free copy, call
your nearest Source Finance o ffice
this week.

SourceFinance

Palo Alto
Ben Rugg,CPA
San Francisco
Bob Mensik, CPA /MBA
Southfield, MI
Bob Luter, MBA

415/328 -2050
415/956 -4740
313/352 -8860

313/963-7464
817/338 -4750
714/975 -0150
213/385 -0333

It unable to call, write:
Source Finance
Department A9
100 South Wacker Drive
Chicago, Illinois 60606
When writing, please be sure to
indicate position title.

integrity may cost our jobs ... at any
level.
Disclaimers to a financial statement
would give some relief to the auditor,
but the client who is handed a substantial bill is not going to be happy with it.
Especially if he knows that the audit has
reviewed cancelled checks, coding of
bills, inventory checking, payroll calculations and authorizations, review of the
corporate minutes book, etc.
Plain language is one solution that
Mr. Giacoletti skirts but does not fully
address. We accountants are enamored
with our own jargon that in some instances it is a mischievous perpetration
designed to awe and impress the recipient of the accountingese. Our profession
has long suffered from communication
problems, verbal and written. But it is
sad when the courts must literally force
us to state what we have done and what
we mean by holding us liable to a test of
comprehension by the layman. General
reporting should be understood by the
layman from our own initiative. We
cannot afford the cost of excessive lawsuits and our clients cannot accept the
cost for liability insurance. Therefore,

'I
I

I
I

'

'

I'
'
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we must produce a product which can
be understood by all who have occasion
to use it.
Ed Bancroft
Portland, Oregon

Equally Significant
The comment, "CMA's, The New
Type of Accountants," in the August
1977

is s ue

Of

MANAGEMENT

Your editorial, "Should Cities Tell
All ?" and the article, "Municipal Accounting and Disclosure," by David T.
Hansen, May 1977, contain several
statements which need clarification.
Your editorial states that "except for
the AICPA audit guide ... released in
1973, little has been done to radically
change governmental accounting principles since . . . 1934." This assertion
seems to ignore the 1968 publication
Governmental Accounting, Auditing,
and Financial Reporting ( GAAFR, or
the "blue book "), by the National Committee on Governmental Accounting.
GAAFR is an outstanding authoritative
Continued on page 1I

has been written and excerpted in very poor taste and judgement by the editors of our magazine.
I find it most unfortunate that the
new Certificate in Management Accounting (CMA) must be promoted by
using excerpts which imply that CPAs
are of a lesser caliber or educational
background than the management accountant. Such excerpts by Messers.
Morgan, Hunt and Hastings, in my
opinion, are insulting generalities of the
only internationally recognized Certificate of the accounting profession. However, I also feel that their quotations
were excerpted to the point of distorting
their true intentions and meanings.
COUNTING
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Small Business Systems
System;3
-! General Ledger and Financial Reporting System
Accounts Receivable
Accounts Payable

RE C E I V A B L E S y s t em f r o m S o f t w a r e

International.

Our new FREE booklet describes
how easy it is to put the ACCOUNTS
RECEIVABLE System to work. You'll

Burroughs B- 170011800
i General Ledger and Financial Reporting System
r Accounts Receivable

wide experience installing, training and
supporting more than 1,200
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We Have a Good Foundation

AC-

or

large -scale systems. Our small
systems have the same degree
of flexibility, fully - developed
documentation and field - proven
reliability.

Let us "accelerate the growth of the
CMA program," but let us do it by educating people to the significance of
achieving the CMA rather than by detracting from the equally significant
CPA.
Michael H.K.H. Young
Honolulu, Hawaii
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Data Sheet
Robert F. Randall, Editor

FAF Appoints March, Kolton
John W. March, a senior partner of Arthur Andersen & Co., was named to the Financial Accounting Standards Board. With his appointment.,
the three vacancies on the Board have been filled.
(See MANAGEMENT ACCOUNTING, Jan. 1978).
The Financial Accounting Foundation also
named Paul Kolton, retired chairman and chief
executive officer of the American Stock Exchange,
chairman of the Financial Accounting Standards
Advisory Council. As a result of recent changes in
the FAF rules, he will be the first independent
chairman of the Council.

Inflation Fighters Outline Tactics
AMAX's strategy to combat inflation "has been
to invest more than our cash flow each year and to
cover the cash deficit with long -term borrowings
and equity when necessary," Martin V. Alonzo,
vice president and controller of AMAX, Inc., told
a Conference Board meeting recently. Mr. Alonzo, chairman of the NAA Management Accounting Practices Committee (MAP), said his company applies the GNP deflator and the wholesale
price index to operating results to measure its performance in real terms. At the same conference on
corporate strategy to combat inflation, a Price
Waterhouse partner blasted the concept of current
value accounting. Robert Hampton, III, said, ".. .
in our view, the new philosophy of current value
accounting is decidedly inferior — unsound in concept, unworkable in practice." He added: "We
have great trouble in ascribing relevance to an accounting system that reports business assets at
imaginary, subjective amounts, that methodically
excludes from operating earnings the fruits of having bought cheap and sold dear, that charges today's operations for the use of tomorrow's yet -tobe acquired — perhaps never-to-be- acquired —productive assets and that records increases in entity
capital unbacked by paid -in funds." He said it was
time to take another look at general purchasing
power accounting and attempt to simplify the restatement of GPP figures.
MANAGEMENT ACCOUNTING /FEBRUARY 1978

Z -B Budgeting Sparks Innovations
Zero -base budgeting is more of a planning than a
budgeting tool, reports Booz • Allen & Hamilton
in an analysis of this popular management technique. "Many ZBB users we have worked with
believe that one of the most valuable by- products,
if not the most valuable by- product, of ZBB is
that it generates innovations that would not otherwise have been achieved." For example, in one
manufacturing company where a ZBB system
forced managers to suggest alternative courses of
action in presenting decision packages, "a maintenance department manager came up with so many
ingenious work simplification ideas that he is now
being groomed for a higher level executive job."
Booz • Allen warns that before a company tries to
install ZBB it should ensure that the system has
senior management's strong support and personal
involvement. It adds: "A significant ZBB payoff is
rarely achieved before one year's time, although
preliminary gains may be made earlier."

Bedford Elected to FAF Board
Dr. Norton M. Bedford, head of the Department
of Accounting, University of Illinois, has been
elected to the 11- member Board ofTrustees of the
Financial Accounting Foundation. Dr, Bedford,
Sangamon Valley past president, is a former member of the MAP Committee. Trustees of the Foundation are responsible for appointing the members
of the FASB and its Advisory Council and for
funding their operations. At year's end, Alva O.
Way, senior vice president— finance of General
Electric Co., was elected president of the FAF. He
is a member of NAA's New York Chapter.

Research Committee Focuses on 7 Areas;
Invites Participation from Members
Seven areas of management accounting have been
designated by the NAA Research Committee as
possible topics for Association- sponsored research. They are:
(1) Minicomputers and Their Application in
Business;
(2) Ethics Considerations for Management Accountants;
(3) Cost /Benefit Analysis of Compliance with
Government Reporting;
(4) Cost Accounting and Management Controls of Not -for -Profit and Government Units;
(5) Cash Flow Analysis for Small Business;
(6) Accounting and Reporting Aspects of Self
Insurance and Risk Analysis;
Continued on page 62
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FASB Rules on Oil, Gas Accounting
The Financial Accounting Standards Board affirmed its previously tentative conclusion that oil
and gas producing companies must use the "successful efforts" method of accounting for costs incurred in searching for and developing oil and gas
reserves.
In Statement No. 19, Financial Accounting and
Reporting by Oil and Gas Producing Companies,
the Board ruled that the alternative "full costing"
method, which is favored by many smaller oil and
gas producers, will not be acceptable for reporting
on fiscal years beginning after December 15, 1978.
The successful efforts method also will have to be
used to restate financial reports retroactively for
prior periods.
Under successful efforts accounting, as generally applied, costs that are known not to have resulted in discovery of oil and gas reserves are
charged to expense. Full costing typically calls for
the capitalization of all costs incurred in searching
for oil and gas reserves within a large geopolitical
cost center, such as a country or continent, with
the costs of unsuccessful exploration then recognized as expenses as mineral resources in the cost
center are produced. The MAP Committee, in
commenting on the Board's Discussion Memorandum (which covered all extractive industries), recommended full cost accounting for oil and gas
companies, with the provision that cost centers be
limited to a natural geological unit, or country,
whichever is smaller (MAP, June 1977).
The FASB Statement notes that, in the Board's
opinion, the contention made by proponents of
full costing that the successful efforts method
would inhibit the ability of smaller companies to
raise capital is not a persuasive argument. The
Statement points out that many small oil and gas
producing companies have used the successful efforts method for many years and have generally
been able to finance their exploration activities.
Writing off costs of "dry wells" as incurred usually would result. in lower net earnings than under
10

full costing in addition to showing lower asset values —hence the concern of the small producers.
Although the Board has ruled on the issues,
this long- standing argument apparently is not
over yet. The Securities & Exchange Commission,
which was charged by the 1975 Energy Policy and
Conservation Act with implementing accounting
standards for the oil and gas industry by December 22, 1977, announced it will hold hearings in
March on the hotly - disputed accounting issues involved. The SEC, which has ultimate authority
over financial reporting by publicly -held companies, supports the FASB's position in this issue
and, as a matter of policy, generally defers to the
private sector in establishing financial accounting
and reporting standards but reserves its right of
review. Under prodding by the Antitrust Division
of the Justice Department to delay adopting rules
for the industry until it has assessed the competitive effects of the accounting change, the Commission scheduled its 1978 public hearing.
Statement No. 19 was approved by a four to
three majority of the Board, but the dissenting
members opposed its issuance for reasons other
than simply favoring the full cost approach.

MAP Committee Comments
On Conceptual Framework
The Management Accounting Practices Committee submitted written comments to the FASB in
connection with Parts II and III of its Conceptual
Framework Discussion Memorandum, Qualitative Characteristics, and Measurement of the Elements of Financial Statements. The MAP Committee also responded to the Board's proposed
Standard, Accounting for Forward Exchange
Contracts —an amendment of FASB Statement
No. 8.
Phase one of the Conceptual Framework Project called for comments on Tentative Conclusions
on Objectives of Financial Statements and Elements of Financial Statements. The MAP Committee filed a position paper on those topics in
June 1977 (MAP, August 1977). Committee
member Robert L. Shultis, vice president and controller of Technicon Corp., represented NAA at
the public hearing which followed (MAP, September 1977). Mr. Shultis also delivered a presentation at the public hearing held last month on the
current project phase. Coverage of the public
hearing will appear in the March issue of MANAGEMENT ACCOUNTING.
The topics currently under study deal with
"qualitative" characteristics, or criteria by which
the usefulness of financial statement information
should be judged, and with various attributes of
assets and liabilities that can be measured. Some
Continued on page 59
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LETTERS
Cont inued from p ag e 8
source of acco un tin g p rin cip les fo r n on federal go vern m en tal units. To geth er,
G A A F R an d the Au dit Gu id e co n stitute the au t h o r itat ive lite rat u re fo r accountants au d itin g the financial statem ent s of st ate an d local go vern m en tal
units.
Mr. Han sen in co rrectly en twin es th e
concern for fu ll disclosure in b ond o fferings with th e u nrelated issu e of co nso lidated financial statem ents for governmental units, Th e needs of d isclo su re
can readily b e m et with th e c u rren t financial statem en ts fo r in dividu al fu nd s,
and in fact will likely co ntin ue to b e fo r
most bond issues, i.e,, for en terprise and
special assessmen t d eb t issu es. Certain ly
consolidated statements co uld be misleading in th ose instances wh ere specific
revenue sou rces will be used to meet
debt service requ iremen ts.
Contrary to Mr. Han sen 's assertion
that the AICP A p o sitio n th at gen erally
accepted accou n tin g p rin cip les (GAAP)
take preced en ce o ver legal com pliance is
"difficult to reco ncile" with th e o pp osite
position of G A A F R , th ere is clear

agreem en t b etween the National Council o n Go vernm ent al Account ing (successo r to th e Com m ittee) and the AICPA th at th e Audit Guide is the authoritative reference in this case for both
go vern m en tal officials and their auditors, specifically with respect to financial co m p liance m at ters. Mr. Hansen is
in co rrect wh en he states that a "lack of
co m p lian ce w ith (GAA P) s hould be ...
d isc lo s e d in t he .. . notes to the financial statements. Actually the reverse is
mo re co rrect. Legal com pliance m atters
sh o uld be disclosed by footnote or supplemental schedule, rather than failing
to rep ort in accordance with GAAP, resu ltin g in a q ualified or adverse opinion.
Th is is a wo rkable solution and generally presen ts n o difficulty in application.
Mr. Han sen also suggests that "there
are m any variations of accounting princip les in use . . . throughout the 50
states." W h ile there m ay well be variations in statutory requirem ents am ong
the various states, there is no substantial
variatio n in the principles contained in
the au th o ritative literature mentioned
above, and these principles are those
wh ich b oth the Municipal Finance Officers' Asso ciation and the AI CP A are

enforcing through t he MFOA's "Certificate of Conform ance" program and
through CPA's audits nationally.
Finally, the reason for exempting municipalities from securities regulation
was not the supposed safety of municipal bonds (several municipalities defaulted during the Depression), but
rather the status of states and other local governm ents in our federal system
of governm ent. Just as these s ecurities
are constitutionally free of federal incom e taxation, so also it has been considered inappropriate for the federal
government to subject local governments with registration requirem ents
similar to those of corporations.
The governmental sector presents
great challenges to accountants today as
we strive to assure continued vitality in
the financial health of our states, counties, cities, school districts and other local governm ental units. No doubt there
will be changes in accounting principles
for governments in the future, but
m ean while we have a good foundation
for our wor k t oday in GAA FR and the
Audit Guide.
John B. Li lja
St . Paul, Mi nn.
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At Am erican M anagem ent Sys tem s (AMS) we do things a
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Management Accounting
and the
Corporate Environment
Management accounting exists in an environment which plays a
large part in determining its major functions and processes, and that
environment is continually changing.

By. L.D. Parker
The practice of management accounting is affected by social environment in two ways , one static
and the other dynamic. In the first instance, corporate accounting systems (i.e., the techniques of
recording, measurement , etc.) are influenced,
modified and changed from time to time in response to changes in the social environment, while
in the second instance, accounting processes (i.e,
the continuing activities of personnel in gathering,
transmitting and responding to information) are
similarly influenced and modified. Accountants
who concentrate upon the improvement of the accounting system to the exclusion of appraising the
accounting process risk providing companies with
an inadequate service. Indeed , it is possible to envision that environmental effects will first be detected in accounting processses.
In addition to the environmental factors which
influence corporate activities as a whole, there exists the influence transmitted via the individuals
who bring their own social background into the
workplace each day . These environmental effects
can be quite material in their importance for company operations and accounting practice. Once
again, their influence may be first felt by accounting processes which , by changing in response, may
further induce changes in accounting systems.
The overall implication of these observations
and inferences for management accounting pracMANAGEMENT ACCOUNTING/ FEBRUARY 1978

tice is that accountants should be made aware of
the continuing importance of environmental factors in relation to their work and should in response adopt a flexible approach to their work of
maintaining and improving corporate information
systems. Although no simple formula exists to
meet this need , it must be appreciated that these
factors are real, identifiable, and often critical in
their effects upon accounting development. Accountants must , therefore, increasingly pay greater attention to these questions if the profession is
to continue to provide services appropriate to developing corporate requirements.
The management accounting discipline has also
been significantly enhanced in its technical scope
over the years by developments in planning and
measurement methods and quantitative approaches to the analysis of information for management decision -making , In addition to these developments, of late an increased amount of attention has been paid to the manner of use of some of
these techniques and the ensuing effects upon corporate personnel and company operations. At this
point of time, therefore, it seems appropriate to
extend these considerations a little further by
standing back , as it were, and taking a brief overview of the way in which the general environment
within which companies operate affects management accounting practices with respect to their
relationship to corporate personnel behaviour and
their usefulness in company activities.
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possible to
isolate two
major spheres
of influence

Why do this? The answer is not a simple one.
An appreciation of major environmental factors
which affect corporate activities may allow accountants in the long run to assess the usefulness
and relevance of various accounting practices for
present corporate needs and to amend approaches
to the use of measurement and analysis techniques
where necessary. However, this is not always an
easy task since the effects of environment can often prove to be indirect, long term, non - specific
and not susceptible to precise measurement. The
problem is compounded by the tendency of corporate activities to be influenced by a combination of
environmental factors which, therefore, poses a
formidable task of identification. Nevertheless, an
appreciation of the existing scope for environmental effects upon management accounting practice
must, in the long term, enable the accounting profession to render more effective service to corporate decision - makers.
A Classified Description of the Environment
To commence with the broadest perspective,
the society in which the company operates, it is
possible to isolate two major spheres of influence:
the national /international sphere (NI) and the
market /industry sphere (MI). Within the NI
sphere, the cultural background of a nation will
influence managerial style, work attitudes, patterns of conflict, occupational norms, individual
expectations and more. Political climate, social
traditions, national economic policy and work
force backgrounds all influence company activities. When the NI sphere of influence is viewed in
this way it seems likely that groupings such as
North America, Northern Europe, Western Europe, Central and South East Asia and Japan will
emerge. This in no way implies that a company
placed in one of these groups will automatically
operate under national conditions quite different
from companies in other groups, because these
groups have considerable similarities as well as
differences. All this could be taken to imply that
the business enterprise is affected by the social culture which company personnel bring with them to
their jobs, yet such a view would still be a simplification. Any company established in a particular
country must feel some effects of national attitudes held by the society at large towards business
in general, whether they be of regional, ethnic,
religious or other origin, It follows that what affects company activities must eventually affect
management accounting practice.
The MI sphere could be divided into several
categories. There is the technical knowledge peculiar to the industry within which the company operates. Basic principles of construction, types of
production processes, storage requirements, etc.,
will determine certain essential manufacturing
procedures in an enterprise. Markets for factors of
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production such as raw materials, labour, power
supplies, etc. must heavily influence purchasing
procedures, time horizons for policy planning,
size and timing of orders, employee recruitment
and promotion policy, and other similar functions. The product markets in which a company
sells its output certainly affect a vast range of decisions taken within that company. Finally, there is
what could be termed the statutory climate. This
category does overlap somewhat with the political
climate which forms part of the NI sphere. Nevertheless, governmental attitudes to a company or
industry can be clearly reflected in specific legislation directed at that industry or market. Indeed, it
can be much more than just a reflection, since it
can be used as a direct instrument to affect the
way in which an enterprise will operate. Such effects can be felt by degrees, ranging from strict
regulation and control to subtle influence. The potential effects of the NI and MI spheres upon
management accounting practice are best summarized in Exhibit 1 which highlights the reciprocity
between management accounting practices and
social environment factors. It is also important to
note that these environmental factors will often
interact among themselves and affect corporate
activities and accounting practices both indirectly
and jointly. In addition, accounting procedures
may experience environmental effects directly or
via company activities which have been so affected.
Company-Environment Interaction
For a conceptual view of the way in which environment can affect company activities and vice
versa, it is useful to turn to the open system view
of the business enterprise. Open system models
generally view the company as an integrated unit
whose parts interrelate in order to ensure that
unit's survival. What gives them their open characteristic, is their propensity to take account of
the interaction between the unit and its environment (be it an entire company and its environment or a department of the company). Furthermore, they treat organizations as a collection of
people or departments which have a total being
greater than the sum of the parts. The models are
not without their drawbacks. Most have tended to
presume that the company has a definite set of
goals separate from those of its personnel and
maintained even if radically differing from those
of the latter. Such a view is not without its critics.
Indeed, open system models have been criticized
for a tendency to oversimplify their assumptions
about the business environment, and that is a trap
which accountants must avoid. What open system
theory offers accountants is a view of company environment interaction which highlights the continuous cycle of input, operation on input, output
and renewed input which occurs in a multitude of
MANAGEMENT ACCOUNTING /FEBRUARY 1978

ways in the com p an y . Th e ability of th e co m pan y
to accept en viron m en tal facto rs as in p u t, use o r
transform th em fo r pro d u cing th e co m p an y's en d
product (tangible o r intan gib le), which is then
passed into th e en viro n m en t as o u tp u t, wh ich in
turn helps sh ap e th at en viro n m en t, is a p ro p erty
held to be com mon to many types o f systems (e.g.,
biological an d en gineerin g). Several q u alities are
inherent in o p en system s o f wh ich o n e o f im p o rtance to management acco u ntin g proced ures is
the so- called feedb ack princip le. Th is in vo lves the
receipt by th e sy stem (e.g., the comp an y) o f in fo rmation fro m the en viro n m en t co n cern in g its o wn
condition an d th e p erfo r m an ce o f t h e sy stem in
relation to itself. Such information represents a
feedback fro m the en viro n men t to the sy stem an d
allows the sy stem to ad a p t its o wn o p eratio n s to
the changin g requ irem en ts of the en viro nm en t
and this ty p e of thin king is reflected in Ex h ib it 1.
The recipro cal effects of en viron m en t u po n m an agem ent acco un ting p ractice are sim p ly an ex ten -

sio n of the relationship between environment and
com pany activities. One application of system s
th in king to com pany activities to which accountan ts could relate has been outlined by Mackenzie
wh o has isolated four se ts of inputs and outputs
fo r a corporat e system which he claim s m ust be
kep t within certain bounds if that com p any is to
su rvive.' They are:
1. Energy (e.g_, fuel, incoming raw m aterials, outgoing finished goods)
2. Cash
3. Inform ation (affects decisions which are transform ed into input and output)
4. People in action (exchanges between hum an
beings who want. things)

"The potential
effects of the NI
and M! spheres
upon
management
accounting

practice are best
summarized in
Exhibit 1 ... "

Case Study
A case history which demonstrates quite clearly
how a com pany's survival can depend upon its
efficient adaptation to environm ental changes has

Exhibit 1
RECIPROCAL EFFECTS OF MANAGEMENT ACCOUNTING AND ITS ENVIRONMENT
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"All these
changes took
place in defined
spheres of
influence . . . "'
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been described by Emery and Trist.z A British
foodcanning company controlled approximately
65 percent of its product market (a canned vegetable) for a considerable number of years. During
this post -war period, the marketing situation had
been relatively stable and so the company invested
some millions of pounds in plant and machinery
for the automatic processing of this vegetable. The
economies of scale to be had from this innovation
relied on a maintenance of the existing local market share and the consequent long production
runs which that would require. While the new factory and plant were being erected, competing
companies began to be formed to process imported fruit, a development fostered by the lifting of
post -war controls on steel strip and tin (resulting
in cheaper cans) and the growth of consumer demand for imported fruit. The seasonality of the
fruit trade led the small firms to seek ways of retaining their labour during the winter months and
the solution appeared in the form of crops sent
predominantly from the United States where they
had been rejected by the high quality demanding
quick freezing trade. The closely - following emergence of the quick freeze trade in the United
Kingdom and the continued access of small canners to cheap vegetable material soon began to
provide competition for this company. Because it
had been marketing a premier quality canned
product at a higher- than - average market price,
the company's market share began to decline. At
the same time, the emergence of supermarkets
that contracted with the small canners to produce
cheap canned foods in bulk, featuring the supermarket brand, resulted in the company's product
being drastically undercut in price. As a result,
the small canners had cornered 50 percent of the
market within three years. The management of
the established company in question failed to respond to the changing environment, made an initial attempt to defend the traditional product and
was finally forced to virtually abandon the market, reorganize internally and slowly evolve a very
different product mix.
To what environmental factors did this company fail to respond? The lifting of government controls on steel strip and tin reflected a change in
national economic policy (NI sphere) and a
change in the statutory climate (MI sphere) while
it further constituted a change in the market for
factors of production (MI sphere). The increasing
demand for imported fruit reflected a change in
social tastes (NI sphere) and a change in the end
product market (MI sphere). The emergence of
the quick- freeze market represented a series of
changes in the NI sphere and the rise of supermarkets in the U.K. mostly heralded a change in
social traditions (NI sphere). All of these changes
took place in defined spheres of influence and yet
were ignored or not noticed. The same environ-

mental effects can apply to management accounting processes.
Influence Through the Individual
Management accounting practices can also be
influenced by the behaviour of corporate personnel in response to the environment. That is to say,
some environmental influences are transmitted to
an enterprise via the individuals who come to
work in it. For example, conditions existing within a company could alienate one person who has
one particular orientation to work and yet not alienate another who has a different orientation to
work. Of course, the orientation of an individual
towards his work can be considerably affected by
factors operating within the company, but in addition, he may be affected by environmental factors
operating on his activities outside his working
hours. People can become more resistant to
change when they reside and work in the same
neighbourhood. This may happen because the
community is more family oriented than if workers had to travel some distance to their place of
employment. If family life or established habits
are disrupted by some change, the community
work -force may be predisposed to resist that
change.
A person working and living in a small -town
community may experience different levels of
work satisfaction to a person living and working
in a city. Also, a person who is a member of a
distinct group or community, both at work and
outside the company, is more likely to experience
greater satisfaction from his job. Satisfaction levels at work may also differ because of occupational norms which people build into their expectations relating to work. Skilled tradesmen have
been trained to self- regulate their standards of
workmanship and professional employees have
applied ethics and standards ofconduct laid down
by professional bodies, of which they are members, to their own behaviour both inside and outside the enterprise.
Another view is taken by Thompson who sees
the social system as providing individuals with a
set of aspirations, standards and ideas about causation.' Added to this situation, available jobs for
people are generally located in technological industries which present them with a pattern of actions for each occupation. The job itself becomes
not only a unit in the company but also a unit in
the career of the individual. This concept of
Thompson's may provide a very real clue as to
why people tend to feel that they "own" their positions in an enterprise even when it is structured
(as in a bureaucracy) in an attempt to prevent
such an occurrence.
What implications may these environmental influences and their resulting patterns of individual
behaviour have for management accounting proMANAGEMENT ACCOUNTING/ FEBRUARY 1978

cesses? Differences in individuals' orientation to
work can account for their differing reactions to
tight or loose budget standards. Standards set
rather tightly may discourage the person who
places no great value upon work as against leisure
activity while on the other hand they may motivate the person who by his social background has
been conditioned to view his work as an activity of
great importance and worth. Personnel who reside
and work in the same district may more strenuously resist a change from perpetual to periodic
systems of stock control if it involves increased
overtime spent on physical stock counts. They
may not be prepared to surrender time normally
spent with their families.
It is also possible that a divisional manager who
lives and works in a town community may be less
predisposed to manipulating divisional performance measures for personal promotion ends, since
he may derive satisfaction from remaining in that
division and seek his long -term future there. Personnel who feel that they "own" their positions in
a company employing advanced technology may
be more predisposed to feel that their position and
standing is threatened by unfavourable budget
variances or rejections of their capital expenditure
proposals. Environmental influences upon the individual may even extend to class background affecting management and supervisors' view of the
budget as being a short -term constraint on activities or a long -term planning aid. All of these individual reactions to accounting processes suggested
above have much of their foundation in the environment of corporate personnel in the past or
present and at work or at home.
Environment and Accounting Development
A sample observation of the historical relationship between environment and the development of
the accounting discipline is readily available from
Sidney Pollard's work." Accounting methods
available to industrialists in the latter part of the
18th Century resulted from three different sources
in that clerks and accountants had been trained
under three systems: the master - steward system,
mercantile accounting, and industrial accounting.
The master - steward system was based on the
stewardship of the servant toward the proprietor
and had changed little since its inception in the
Tudor period. It was concerned with what
emerged as a standard set of accounts for landed
estates and rules for these accounts were often
practical expedients. Practices being similar for all
estates meant that accountants enjoyed a certain
amount of job mobility which no one particularly
wished to sacrifice. The accounts produced under
this system generally resembled an elaborate cash
account from which it was not possible to determine the profitability of whole estates or segments. Although inappropriate to industrial conMANAGEMENT ACCOUNTING /FEBRUARY 1978

cerns, these accounts were used in enterprises
which arose out of the estates (e.g., coal mines, tar
distilleries and ironworks). Since the estate owner
retained ownership of such an enterprise himself,
his steward generally retained superiority over the
enterprise manager, and hence, the accounts were
drawn up in the estate form.
Mercantile accounting arose from merchants'
counting houses and provided the source of
knowledge of most accountants to be found in
work offices. Once again, this system was not really appropriate to the needs of factory owners. In
Italy, between the 14th and 16th Centuries, merchants and moneylenders did not compute any ratio of profits to capital employed since they were
only interested in comparing costs and revenues
for each venture to allow division of profits among
changing partners in each venture. Nevertheless,
as more and more capital was diverted from commerce to industry, mercantile accounting methods
were applied to industrial enterprises since all the
formal training and prestige came from the merchant.
The third accounting system was developed by
industries such as the putting -out clothiers and
hosiers who were the forerunners of factory owners. These people wanted to know how much materials they were supplying to outworkers, what
the value of the rental of their equipment was and
what was the quality of finished goods returned to
them. Under this system the entrepeneur generally kept his own books and evolved techniques to
suit the practical requirements of his firm.
Pollard has suggested that the slow rate of improvements in management accounting in the latter half of the 18th Century resulted from three
factors:

" . . . the social

pressure for
greater
regularity in
accounting
report
preparation was
growing ... "

1. The absence of accounting knowledge and tradition in industry
2. A shortage of accountants
3. The inability of accountants to allow for the
increasing quantities of fixed assets in industrial cost calculations
On the other hand, at this time the social pressure
for greater regularity in accounting report preparation was growing and it was a period of rapid
technological change in which men were seeking
to establish regularity where possible. Furthermore, industrial enterprise owners were beginning
to experience the difficulty of maintaining single owner control over expanding enterprises.
Accounting practice experienced another environmental effect in this period. Industrial product
selling prices tended to be so greatly in excess of
cost that no matter how cost was calculated, a
significant net surplus was sure to be revealed (at
least for industry leaders). Liquidity was also no
great problem because enterprise partners usually
19

It is not difficult to envision specific ways in
which management accounting practices can be
influenced by components of a company's environment. The corporate budget process may be
thus affected. For instance, the social traditions of
the work force may condition supervisors' reactions to the planning and review stages ofproduction budgeting. Their positive or negative reactions to the system will directly affect its usefulness to the company as a whole. If it is seen to be
a management pressure device for usurping workers' rights, then its use may be severely curtailed.
The prevailing political climate will stimulate or
restrain any proposals for greater worker participation in budget planning. An advanced and rapidly changing technology could create problems in
attempting to co- ordinate sales and production
20
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budgets. A company's production technology may
have fallen behind so that sales orders cannot be
met, or a company's product may be technologically obsolete so that it cannot sell at production
capacity. Should the prevailing national economic
policy be uncertain and unpredictable, then budget standard setting may be required to assume a
much greater degree
flexibility. Society's attitude to business can be reflected in the emphasis
placed by a company upon either the planning,
decision- making, communicating or control function ofits budgetary system. When business is no
longer viewed as having purely a profit maximising responsibility, emphasis can shift, for example,
away from the control function and towards the
communicating function. The planning and result
assessment stages of sales budgeting will be directly affected by changes in fashion and consumer
tastes, temporary and permanent shifts in supply
and demand conditions, economic trends and imminent government monetary and fiscal measures.
These effects have only been put forward in the
most general terms, but their immediacy does
serve to establish the importance of environmental
influences upon the corporate budget process.
Capital budgeting practices are also subject to
these influences. The rate of change of industrial
technology will affect the ability of accountants
and managers to reach useful estimates of economic life for plant and equipment. National economic policy may discourage any propensity
towards capital investment at all. Where end
product markets are severely depressed, discounted cash flow assessments may be replaced by cruder approaches such as the payback method. Social traditions will affect the level in the corporate
hierarchy at which major capital investment decisions are made, while characteristics of national
culture will, to some extent, determine the approach taken by lower -level managers in obtaining
higher management approval for capital expenditures being made in their areas of responsibility.
In the end, these effects will determine the type of
capital budgeting techniques to be used and the
extent of their use. A similar situation pertains in
relation to the planning and control
trading
stock. The market for factors of production will
affect a range of considerations in relation to raw
material supply while society's attitude to business
could influence the extent to which such calculations are computerized and made subject to a central authority.
The measurement of divisional performance
and related problems of transfer pricing are also
subject to environmental influences. By way of example, it is interesting to consider whether the
political and statutory climate might influence the
adoption of either profit centres or cost centres.
Should a company wish to render its large size
Continued on page 26
of
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withdrew only a small fraction of profits as personal income. Most large coal mines were local
monopolies as often were canals and early railways. Chemicals enjoyed a virtually permanent
monopoly character in the U.K. and Wedgwood
was an example ofa monopoly created by product
differentiation. Even in competitive industries
such as cotton and in some sections of the iron
industry, firms simply accepted market prices and
tried to survive. These factors meant that accounting accuracy was low in most owners' priorities
and that costing methods received little attention.
Monopoly profits allowed ample margins for inefficient costing, pricing and planning.
From these observations it is quite clear that
the activities of accountants in industrial enterprises have always been subject to environmental
influences. The master - steward system owed some
of its perpetuation to a social desire for job mobility. Though inappropriate for industrial enterprise,
it was maintained for a time because of the initial
type of ownership of such firms. Mercantile accounting carried over into the industrial age since
it was the major source of prior training for many
accountants and conferred some degree of social
status upon them. The type of information which
the putting -out entrepreneur tried to gather was a
result of the structure of his business, which, in
itself, was a derivation of various other environmental influences. Rapid technological change
and the increasing size of enterprises were causes
of social pressure for regularity in accounting
practices, while the monopolistic nature of early
industries temporarily suppressed any need for accurate and appropriate cost information. Hence,
the development of accounting practice was subject to influences arising from both the national/
international and market /industry spheres. Such
effects were felt via the enterprise and via the accountants' background and the process continues
today.
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Temporal Method:
Temporary Mode?
Any consideration of the impact of a devaluation must take into
account not only the present geographic positions of the assets
(in the host country), but also the sources of those assets and the
markets for the final products.

By Alan F. Smith
Recent world -wide discussions on foreign exchange translation rates for consolidated financial
statements seem to indicate a lack of consensus.
In the United States the debate might seem to be
resolved by the publication of FASB Statement
No. 8, "Accounting for the Translation of Foreign
Currency Transactions and Foreign Currency
Statements," which indicated the FASB's acceptance of the "temporal method." ` While the temporal method does provide a system which is compatible with generally accepted accounting principles (GAAP), it does have major deficiencies. To
place these shortcomings in perspective, this article will consider the relative merits of alternative
translation methods when devaluation and revaluation occur. The benefits from having a method
which is consistent with GAAP are outweighed
by the fact that foreign exchange fluctuations, the
major risk factor for overseas investments, are ignored. Since translation by the "current rate
method" is likely to give as good if not better presentation of the economic facts, and since it is obviously quicker, easier, and cheaper to apply, it is
difficult to understand the preference for the temporal method.
When the temporal method is examined in the
context of an inflationary environment, it appears
to be even less desirable, General price level adjustments become meaningless and the adoption
of current valuation techniques to counter inflaMANAGEMENT ACCOUNTING /FEBRUARY 1978

tionary distortions make the method redundant.
Hopefully, the use of this method is an interim
measure which will be discarded with the acceptance of a combination of current valuation techniques and current exchange translations. Such a
combination would reflect economic reality and
would conform with generally accepted accounting principles.
Devaluation —the Economic Impact
To consider the economic impact of a change in
foreign currency exchange rates, some simplifying
assumptions must be made for valuing inventories, fixed assets, and monetary liabilities. We
must assume also that normal gross margins and
normal returns are earned on inventory and fixed
assets respectively. The economic impact of a
change is then measured by taking the difference
between the values as determined by the historical
rate and the current rate of exchange. Economic
conditions such as competitive positions are assumed to be stationary until devaluation occurs.
These simplifying assumptions are used to establish the probable economic trends resulting from a
change in exchange rates.
The analysis, Exhibit 1, is shown for a devaluation in an overseas country (host country) which
is the location of a foreign subsidiary. "Losses,"
"gains," and "no change" reflect the anticipated
real impact on the holding company's investment
value resulting from the change in value of the
asset or liability. A revaluation would usually
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have the opposite effect for losses and gains, while
items with "no change" for a devaluation would
also remain unchanged for a revaluation.
Any consideration of the impact of a devaluation must take into account not only the present
geographic positions of the assets (in the host
country), but also the sources of those assets and
the markets for the final products. Each of these
factors may affect the economic value of an asset.
If replacement cost is a relevant value, then an
asset supplied locally will have a lower translated
value after the devaluation and the replacement
cost of an asset supplied from abroad will be unaffected by the devaluation. For the former case, the
owners' equity will suffer a "loss" and in the latter
case the owner's equity will show "no change ".
(Exhibit 1, Part A).
Inventory shown at net realizable value will be
reduced in value if the sale is in the devalued currency of the host country, but will be unchanged if
the sale is abroad. Similarly, the earning power of
a fixed asset, which is akin to inventory net realizable values, will be reduced if the sale of the final
product is in the host country. If nothing is
changed in the host country after a devaluation,
then the same rate of return, measured in the host
country's currency, will be obtained as before the
devaluation. Translation at the new rate of exchange will produce a lower earning power value
with a consequent loss. However, if the final sale
is abroad, then the manufacturing or acquisition
costs will have a reduced translation cost, the
sales revenues will be unchanged, and the asset
will have an increased earning power. A "gain"
on the devaluation will therefore result. (Exhibit
1, Part 13).
Monetary liabilities (Exhibit 1, Part C) payable
in the devalued currency of the host country will
require a reduced dollar equivalent for settlement
and will produce a "gain," while payments in an
overseas currency are unaffected and show "no
change." Monetary assets will show the reverse
results of the monetary liabilities not only for the
economic impact, but in addition, for all the alternative translation methods.
Devaluation—Foreign Currency Translation
Approaches
The following four currency translation approaches will be compared against the anticipated
economic results of a devaluation:
1. The temporal method
2. The current rate method
3. The current /non- current method
4. The monetary /non - monetary method
THE TEMPORAL METHOD

The temporal method contains two basic assumptions:
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1. Every transaction is immediately recorded in
the parent company's currency at the prevailing rate of exchange, and
2. Subsequent changes in that recorded value follow
the accounting rules for foreign currency transactions of the parent company, which in turn follow
conventional accounting practices.
Thus foreign currency translation by this method
would be compatible with generally accepted accounting principles except that gains as well as
losses are recognized on monetary items.
The temporal method values inventory by the
general rule of "the lower of cost or market." Although market is defined as replacement cost, inventory is not reduced below realizable value less
a normal gross margin. Since a normal gross margin is assumed with no inflation, inventory supplied and sold locally has an unchanged local cost
equal to replacement value, which in turn equals
net realizable value less a normal gross margin.
This replacement value will be translated at the
current rate of exchange and produces a lower
value than cost translated at the historic rate, thus
a "loss" is reported. Inventory, supplied from
abroad but sold in the host country has an unchanged replacement value but a reduced net realizable value (assuming sales prices are unchanged). This inventory is valued at net realizable value and a "loss" is reported whenever the
net realizable value is reduced below replacement
cost. However, inventory to be sold overseas is
assumed to be sold at the same price as before,
and, therefore, cost would equal net realizable value less a normal gross margin; consequently, the
recorded inventory value is unchanged.
Sales of the product at constant prices in the
host country means a loss of earning power on the
fixed assets so that a "loss" may be reported
whenever the investment cost cannot be recovered
from future earnings; i.e., earning power may control the valuation rather than cost. Sales abroad
increase earning power and since fixed assets are
not written up there is "no change" reported. Liabilities are reported as per the expected economic
impact, Apart from the question of the increased
earning power when goods are sold abroad, the
temporal method gives a good presentation of the
effects of a devaluation. Also, the method appears
to be more flexible in differentiating between
home and foreign transactions —a crucial element
that the other methods ignore.
THE CURRENT RATE METHOD

The current rate method uses the current exchange rate for all translations so that financial
statement relationships are maintained. The relationships between pretax income and foreign income taxes, and between liabilities and owners'
equity, may be greatly distorted by other translaMANAGEMENT ACCOUNTING /FEBRUARY 1978

tion methods. The current rate method also has
growing acceptance abroad, although the Institute
of Chartered Accountants in England and Wales
only recommends its use when the currency denominated for the consolidated financial statements is stronger than that of the currency used
for the financial statements to be translated. Exhibit 1 indicates that this is likely to be the most
conservative method when used only in this circumstance.
Assets are automatically written down to correctly reflect the probable impact of a devaluation
on replacement values for assets acquired locally
or for realizable values for inventory for sale locally. However, assets are also automatically written
down to incorrectly reflect the probable impact of
devaluation on replacement values for imported
non - monetary assets and realizable values for assets subject to foreign sales. Likewise, on a devaluation, liabilities are automatically reduced by the
current rate method to correctly reflect liabilities
designated in the local currency. Liabilities in an
overseas currency should be changed on the subsidiary's books to reflect the new exchange rate,
and this will be exactly offset by a change in the
dollar rate of exchange so that "no change" is
recorded. The method appears to give a fair reflection of events except for foreign non - monetary asset transactions.

no:r- current items at the historical rate of exchange. The method is not sound, as "...translation is concerned with measurement and not classification, the characteristics of assets and liabilities that determine their classification for purposes
of disclosure are not relevant for selecting the rate
for translation."
A devaluation causes the inventory value to decline, thus showing a "loss," while the fixed assets
which are valued at historical cost show "no
change." ' A "gain" is derived on current liabilities and non - current liabilities are "unchanged."
This would appear to be a correct presentation for
replacement costs of locally supplied inventory,
for realizable values for inventory to be sold in the
host country, and for current liabilities designated
in the local currency.

CURRENT /NON- CURRENT METHOD
As the name implies the current /non- current
method classifies balance sheet items into current
and non - current categories. Current items are
translated at the current rate of exchange and the

Revaluation

"The [current
rate] method
appears to give
a fair reflection
of events ... "

MONETARY /NON- MONETARY METHOD
Under the monetary /non- monetary method the
current rate of exchange is used for monetary
items and the historic rate for non- monetary
items. The inventory and fixed asset presentations
would usually be unaffected by the devaluation,
and, therefore, be appropriate for only replacement cost of imported inventory or realizable value to be sold abroad.' The liability presentation
would coincide with the expected economic impact,

For a revaluation the current rate and the current /non- current methods show the exact opposite effects to their presentations for a
devaluation.` The monetary /non- monetary meth-

Exhibit 1
IMPACT OF DEVALUATION AND REVALUATION ON FOREIGN OPERATIONS
Probable economic
imp act

Curre nc y translation m etho ds
Temporal

A. Assets valued at replacement cost
Locally acquired assets
Imported assets

Current /non- Current

Losses on
all assets

Losses on
inventories
no change on
fixed assets

No change
on all asse ts

Gain o n c urrent —
No change
non - current
No change

Gain

Loss
No change

Loss (no change )
No change

B. Assets valued at ne t realizable
value o r e arning po wer
Local sales revenues

Loss

Loss (no c hange )

Foreign sales revenues
Inventory
Fixed assets

No change
Gain

No change
No change

Gain

Gain

Gain

No change

No change

No change

C. Monetary liabilities
Local

Foreign (inc lud ing d ollar)

Mo ne tary/
non - monetary

Current rate

No change

Devaluatio n— Impact shown as indicate d by non - parenthe tical des cription.
Revaluation —Gains and los ses are the revers e o f a d evaluatio n unle ss sho wn in parenthesis. Items showing no chang e f o r a devaluation are
likewise unaffe cted by re valuation.
Monetary assets —Gains and lo ss es are the reverse o f the im pac t s ho wn f or mo netary liabilities . Ite ms sho wing no c hang e are the s am e f o r
monetary as sets and liabilities.
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"A major cause
of devaluation is
inflation . . . "

od again indicates no change for inventory and
fixed assets. All three methods show a presentation for the impact of a revaluation which is consistent with their presentation for a devaluation.
Basically, all three methods have the same
strengths and weaknesses identified in a devaluation.
Assets will not be written up under the temporal method and as a consequence will show "no
change." Yet liabilities are increased to reflect the
increased dollar equivalent required to extinguish
the debt, so that a "loss" is indicated. This has led
to a major criticism of the temporal method, as
inevitably a company operating in a country with
a strong currency will show a loss. Thus, an investment in a desirable area is likely to show an
undesirable result in the short -run.
One possible way around this dilemma is to
take the assets and liabilities of a foreign subsidiary as a single accounting unit, thereby considering the net rather than the gross risk. Such a unit
would correspond to the natural tendency to
hedge foreign assets with foreign liabilities and
consider them as offsetting items when making a
foreign investment. Yet, this runs counter to the
temporal method concept of conforming with
GAAP, which in this case would be to show no
connection, except by note, between specific assets
and specific liabilities. Individual assets and liabilities are deemed to be the important level of aggregation. If a building is purchased subject to a
mortgage, the building and liability are treated as
separate and distinct accounting units. However,
an important difference is that the mortgage liability does not have the prospect of being written up
later as the foreign exchange liability may,
through a currency revaluation. This potential
change in the currency exchange rate is the distinguishing risk feature of foreign operations compared to domestic operations, and might be used
as the rationale for a different accounting practice.
But if this were to be the rationale, it would demolish the whole temporal system since its adoption is dependent on accounting that conforms
with GAAP. The argument for linking a foreign
asset and foreign liability in a single unit is not
convincing, and any such attempt is a consequence of unsatisfactory accounting for the asset.
Practical Expectations
The above analysis assumes that a devaluation
occurs as a consequence of a single unilateral decision of a government. In point offact, many currencies are subject to floating exchange rates and
as a result erosion of currency value may be gradual. It may be possible to predict this change and
investment decisions may be made in the expectation that profits and sales margins are adequate to
compensate for erosion of the value of the host
country's currency. The economic impact of a de-

24

clining value of the host currency may not be a
reduction in value of inventory and fixed assets.
When exchange rate movements are expected,
one would anticipate that interest rates would also
reflect the fact. Consequently, a proportionate
change in the liability value may not occur with a
devaluation. For example, if a devaluation in a
currency is anticipated then a very high rate of
interest may be charged for borrowing in that currency. Upon a devaluation the long -term liability
may still require a higher rate of interest than borrowing from other countries, and this would affect
the current value ofthe liability.
Acceptance of the current exchange rate presumes that this rate correctly reflects the trend in
relative price levels between the countries concerned, although occasional major distortions
through artificially maintained fixed exchange
rates may be expected. George M. Scott believes
that all exchange rates may be subject to distortion through the influence of short -term factors
other than relative inflation. To avoid the use of
any exchange rate, he suggests the use of "purchasing power parities" whereby translation is affected by an index constructed from the relative
cost of buying a bundle of goods and services in
both countries.' Although, the suggestion provides stimulative thought, as Scott notes, the development. of an appropriate index will be a stupendous task. Also, it is hard to see that his index
would produce a more suitable answer than current exchange rates for current assets and liabilities.'
Additionally, there is an assumption that relative competitive positions are maintained despite
the devaluation. Obviously, this is untrue, and
whereas the impact of a change in currency exchange rates is expected to be in the same direction for all competitors, there would be other alternatives, particularly where competition comes
from overseas. A devaluation will reduce the revenues earned and increase the relative costs of such
competitors who may be forced to abandon the
market or to increase the prices of their goods.
Consequently, a subsidiary manufacturing and
selling in the host country may not suffer the predicted loss but actually have an enhanced value.
A major cause of devaluation is inflation, and
inflationary effects on particular segments of an
economy are somewhat unpredictable. The FASB
is adamant in refusing to accept anything depending on prediction for:
.. to assess the expected economic effect
of a rate change on a foreign operation's investment in plant and equipment, and possibly other long lived assets requires a longterm economic forecast in which many interrelated and interacting forces involved in
a rate change should be considered. The
MANAGEMENT ACCOUNTING /FEBRUARY 1978

Board believes it may be difficult or impossible ... to predict ... the general effects over
an extended period of a rate change." '
Unquestionably, predictions of the effects of a
change in exchange rates are difficult to make
even if the direction of the economic impact is
seemingly assured. For example, our analysis assumes that a devaluation of an overseas currency
results in a reduction of the dollar replacement
cost of locally acquired inventory. Even if this
correctly reflects the downward direction of the
economic value, there is no certainty that the
amount of the decline is equal to the change in the
exchange rates. Changes in prices and other competitive forces may modify the extent of the loss.
The FASB states the position with regard to the
current rate method:
"The dollar amounts do not, except by coincidence, represent reasonable measures of
replacement cost or selling price and would
be unacceptable under present U.S. generally accepted accounting principles even if
they did." '
Selection of one of the last three methods
should be based upon the most probable impact of
a movement in exchange rates despite the above
noted imperfection. The methods are not adaptable for varying situations. Ideally, to avoid valuation techniques, rules would have to be developed
to be applied according to the country of origin or
ultimate product sale, or even according to the
time period between the asset acquisition date and
the date of variation in exchange rate." Assets
whose values are unresponsive to exchange fluctuations should be translated at current exchange
rates and assets whose values are responsive to
exchange fluctuations should be translated at a
historical rate. Administration of such a system
might be difficult. Consequently, we may accept
one of the last three methods as a matter of expediency and merely assume that it shows the correct change of direction, although we have seen
that this is true only in specified circumstances.
Read K. Storey opposes the use of ad hoc systems which merely measure value changes in the
right direction. He observes "... the aim of financial accounting should be to produce numbers
that are close to reality, not numbers that are
merely in the right direction from numbers obtained by translating historical cost at the historical rate." " Yet many accounting calculations are
based on the idea of the right direction of change
rather than an exact measurement. Cost allocations are based, not on exact measurement of
change, but on the direction of change; at best
depreciation calculations merely indicate declining usefulness. It is these imprecise measurements
MANAGEMENT ACCOUNTING/ FEBRUARY 1978

(or perhaps non - measurements) which make writ ers such as Thomas and Sterling decry the present
system and suggest alternatives which may include the use of current values.12 Storey explains:
"Objections to the numbers produced by the
temporal principles are not ... criticisms of
the translation process ... but of the numbers before translation ... specifically that
certain kinds of increases in net assets are
recognized and others are not." 11

adoption
of translation
method must
consider the
consequences
of possible price
level
adjustments. "
"...

Perhaps these criticisms can be alleviated by the
use of current values. If current values become a
recognized GAAP then under the temporal method the current values of the subsidiary would be
translated at the current exchange rates, i.e., the
temporal method and the current rate method become identical. A major difficulty of a current valuation method is that it does require a measurement process which some regard as being unduly
subjective. Yet the measurement process for the
temporal method is also subjective, at least on the
downside movement. A loss of potential earning
power is difficult to measure for an asset in a
home country subsidiary, while a loss of earning
power for an asset in a foreign subsidiary is clearly
more difficult to measure but is required under the
temporal method for fixed assets."'
Price Level Adjustments
Most of the problems of foreign exchange translations are due to the change in rates caused by
inflation. Therefore, adoption of translation methods must consider the consequences of possible
price level adjustments. Immediately a question
arises as to the sequence of use of the price level
and exchange translation adjustments. Should a
host country's price level deflator be first used and
then translation applied at the current rate of exchange, or should the historic rate of exchange be
used and then adjusted for the home country's
price deflation? Should we compare the two sequences and select the most conservative? To
maintain the historical cost concept the temporal
method requires the sequence of the historical rate
of exchange and then the adjustment of the home
country's price deflator, i.e., translate /restate sequence. How the concept of the lower of cost or
market would fit into this situation is unclear.
Also, the usefulness of one country's price deflator
being supplied to another country's data in order
to maintain the home country's measuring unit is
questionable. Usage of current values with current
exchange rates simplifies the situation.
International Publication of Financial Reports
Companies quoted on the stock exchanges of
several countries often prepare consolidated financial statements in different currencies for foreign
25

Conclusion
The temporal method, like GAAP, is biased
towards conservatism, taking account of losses
while ignoring gains. The method provides a flexible measuring system for downward price movements independently of exchange rate changes,
but it is inflexible for upward price movements. In
contrast, the current rate method gives an inflexible measurement system with both up and down
movements. It is entirely dependent on exchange
movements which on balance are likely to reflect

economic movements. Presentations using the
temporal method are not better than those using
the current rate method. The latter is easier to
apply, and although it does not help the development of accounting theory, it makes a lot of sense
as a practical expedient.
❑
' Many regard the temporal method as a sophisticated variant of the monetary/
non- monetary approach although the two are not identical.
' FASB Statement No. 8. Accounting for the Translation of Forcngn Currency
Transactions and Foreign Currency Financial Statements, FASB, Stamford,
Conn. 1975, pp. 59 -60.
A strictly conservative or GAAP approach would recognize the "actual" loss.
Some firms regard inventory as a monetary asset and would correctly show the
impact of the devaluation on inventories for sale in the host country.
' In practice, gains under the current /non- current method have frequently been
deferred to be spread out over the lives of the inventory. Often, the current rate
method is only used where the holding company has the stronger currency and
therefore gains will be unusual when used in this circumstance.
George M. Scott, "Currency Exchange Rates and Accounting Translation: A
Mis- Marriage;' Abacus, June 1975, pp. 58.70.
' In any case, if labor casts reflect changing price levels then there may not be
short run distortions in the exchange rates. The OECD secretariat stated
during much of the period of generalized floating, movements in effective exchange rates have tended to offset movements in relative unit labor cost positions
on a roughly one - for -one basis.- Report in The Wall Street Journal, August 2,
1976, P. 6.
' FASB Statement No. 8, Op. Cit.. p. 49.
Ibid., p. 6l.
° Some countries use a new exchange rate for assets acquired shortly before a
devaluation.
" Read K. Storey comments in Reporting Foreign Operations of U.S. Companies in U.S. Dollars. ARS No. 12. AICPA, New York, 1972, p. 107.
" Arthur L. Thomas , "The FASB and t he All ocatio n Fall acy." Journal of Accountancy, November 1975, p. 68. Thomas also suggests the use of funds state.
ments with funds defined as net quick assets. Robert K. Sterling, "Relevant
Financial Reporting in an Age of Price Changes" Journal of Accountancy, February 1975, p. 51. Sterling suggests the use of current values for the present
financial statement and a price level adjustment to the previous financial state.
ment.
" Storey, Op. Cit., P. 105.
" Although, it should be noted that the problem is likely to be ignored since the
historical rate of exchange is suggested for fixed assets. See FASB Statement No.
8, Op. Cir., p. 20.

"...

•

"The temporal
method, like
GAAP, is biased
towards conservatism . . . "

investors. Frequently, the consolidated financial
statements of the holding company are simply
translated at the current exchange rate. Consistency is only maintained if the subsidiary financial
statements were incorporated into the consolidated statements at the current exchange rate.
A desirable innovation would be the introduction of current values to combine with current exchange rates. This would provide useful measurements, eliminate the use of multiple exchange rate
adjustments, obviate the quandary of how to apply general price level adjustments to all parts of
the financial statements, and allow for easy and
consistent publication of consolidated statements
in various currencies.

Management Accounting and the Corporate Environment
Continued from page 20
less apparent, then it may seek to emphasize the
independence of its divisions by the adoption of
profit centres. The end product market will very
often affect the transfer prices used between those
profit centres. National economic trends will affect the emphasis placed upon short -run or long run divisional operating results while the national
culture could decide to some extent whether it is
divisional performance which is mainly being assessed or whether it is rather the division manager's performance which is being assessed. The answer may require modifications in measurement
techniques used. Furthermore, society's attitude
to business may be, in part, reflected in the divisional manager's interest in divisional profit measures as a method of assessing his own performance. The answerability of companies to a wider
group of interested parties than just the shareholders may call for a broader -based means of assessing manager performance than simply divisional profit.
Conclusion
Several inferences can be drawn from the observations made in this article. Management accounting exists in an environment which plays a
26

large part in determining its major functions and
processes, and that environment is continually
changing. The components of this environment
are fairly readily identifiable though quite numerous. These components affect company activities
and in the nature of an open system are often affected in reciprocal manner by those activities.
Components of the social environment can influence management accounting practice directly or
via changed corporate activities. Even when environmental factors influence corporate activities,
the avenue of influence may not always be direct
but may be conveyed by other intervening variables (and these may present accountants with
problems of identification). Finally, it should be
remembered that components of the social environment may act upon accounting practice separately or in combination. It has also been noted in
this article that these effects have moulded accounting practice throughout the history of its development and this in itself stands as tangible evidence of the importance of these considerations to
accountants today.
❑
' W.J.M. Mackenzie, "Politics and Social Science," Pelican, 1967, pp. 253.254.
T.E. Emery and E.L. Trist, "The Causal Texture of Organizational Environments," reprinted in T.E. Emery's Systems Thinking, Penguin Modem Manage.
ment Readings, 1969, pp. 243 -245.
' J.D. Thompson, "Organizations in Actions." McGraw -Hill, New York. 1967,
pp. 115.116.
' S. Pollard, The Genesis of Modem Management, Edward Arnold Publishers
Ltd., 1965, pp. 209 -249.

MANAGEMENT ACCOUNTING /FEBRUARY 1978

Tax Trade -Offs:
Investment Credit versus
Depreciation
Under low- income conditions, the depreciation allowance should be
saved for later years when it will do more good.

by Henry G. Pansza
When a firm is considering the purchase ofa piece
of equipment, the various investment credit and
depreciation options must be considered along
with other trade -offs characteristic of the capital
investment decision. The right choice of options
can influence the final decision and can cut the tax
bill by thousands ofdollars. The tax law allows a
credit of up to 10 percent of the qualified investment in a piece of equipment to be claimed and
applied directly against the federal income tax
bill. However, the equipment must be depreciable,
which means that it must be used for business. In
this article we will give the accountant an overview of current investment credit options so that
he can help management make the right choice.
Investment Credit
The trade -off between the investment credit and
depreciation allowance requires careful study. For
example, to qualify the equipment 100 percent for
the 10 percent investment credit, it must be depreciated over a period of at least seven years. The
following table specifies the percentage applicable
to each group oflife years:

Life years
3 or more but less than 5
5 or more but less than 7
7 or more

Applied
percentages
33'/,
662/ ,
100
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Attempts to increase the depreciation allowance
by decreasing the estimated life years results in a
decrease in the applied percentages. If for example, the cost of equipment were $50,000, the 10
percent investment credit will range from a low of
$1,667 to a high of $5,000, depending on the life
years chosen. There is no investment credit for life
years ofless than three years.
The investment credit is subject to the following
limitations:
1. The credit cannot exceed the tax liability.
2. Up to $25,000, the credit can absorb the Federal income tax bill 100 percent.
3. Over $25,000, the off -set drops to 50 percent.
4. Unused credit is not wasted. It can be carried
back three years and forward seven years.
5. Used property is subject to a special limitation.
A total of only $100,000 can be used. The
$100,000 limit is arrived at without taking into
account the applicable percentage based on estimated life. In other words, use the cost figure
and not the qualified investment figure.
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Oklahoma City
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State University,
Edmond, Okla. He
holds a B.S. degree
from Oklahoma City
University and an M.A.
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Oklahoma. Mr. Pansza
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Depreciation Allowance and the Investment
Credit
The depreciation allowance is not affected by
the investment credit, It does not require any adjustment to the depreciation base. However, salvage value —what you can sell the equipment for
after its useful life —is usually taken into account
in arriving at the depreciation base. Ordinarily,
47

The first
year's tax
savings is often
Of critical
importance."
"...

you cannot depreciate beyond the salvage value
but there are exceptions. For example, the salvage
value of equipment having a useful life of three or
more years can be reduced, or disregarded, up to
10 percent of basis. Therefore, in cases where estimated salvage value is 10 percent of basis, salvage
value is totally disregarded.
CLASS LINE SYSTEM
The Class Line System establishes a range for
depreciable assets. For example, equipment used
in drilling of oil and gas wells qualifies for the
following life years:
Lower limit
Asset guidelines period
Upper limit

5 years
6 years
7 years

Special procedures and forms are required in
adopting the Class Line System. However, the following advantages should be considered:
The guideline life adopted can be adjusted up
or down by 20 percent; and
It cannot be questioned by the Internal Revenue Service.
DEPRECIATION METHODS
You may use either the guideline life under the
Class Line System or your own estimate of useful
life. In fact, you may use any reasonable and con-

Exhibit 1
FIRST YEAR FEDERAL INCOME TAX SAVINGS ON
$100,000 CAPITAL EQUIPMENT PURCHASE
3 years
6,667

5 ye ars
3,3 33

7 years
-0
$ 007007

All

Straight -line method

20%
30
48
50
60

150 percent declining - balance method

3,3 33

$

Investment c red it included below

$

-

Investment c red it lost

Tax
bracket
All

6,6 66

$10,387
12,247
15,595
15,967
17,827

$12 ,7 71
14,157
16, 651
16,929
18,314

20%
30
48
50
60

$13,533
18,633
27,813
28,833
33,933

$12,947
16,087
11,739
22,367
25,507

$14,600
16,900
11,040
21,500
23 ,8 00

200 percent declining - balance method

20 %
30
48
50
60

$16,800
23,533
35,653
37 ,0 00
43,733

$14,907
19,027
26,443
27,267
31,387

$16,000
19,000
24,400
25,000
28,000

Sum -of- years- digits method

20%
30
48
50
60

$12,033
16,383
24,213
25,083
26,433

$12 ,6 00
15,567
20,907
21 ,50 1
24 ,4 67

$14,550
16,825
20,920
21,375
23,650

$

9,2 66
12,233
17,575
18,167
12,133

Co mp utatio ns take into ac c ount the f o llowing :
1. Combined inve stme nt c re dit, first ye ar 20 perc ent depreciation and regular
depreciation.
2. Cost basis of $10 0,0 00, less $2 ,0 00 (lim it) first year 20 percent depreciation, ,les s salvage value o f $ 15,000 equals deprec iation basis of $83,000.
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sistently applied depreciation method. These
could include:
A straight -line method which allocates a constant pro -rata amount of depreciation per year
based on the estimated useful life of the equipment. It is customary to discount the depreciation rate for the salvage value.
2. An accelerated method which includes the
double declining balance method and sum -ofyears digits method. These methods can be
used only on new equipment. The double -declining- balance method applies 200 percent of
the applicable straight -line rate each year to the
adjusted basis of the equipment. The adjusted
basis means that it is reduced by the depreciation taken but not by salvage value. (Used
equipment is limited to the use of either the
straight -line method or the limited-decliningbalance method. The latter is one using a maximum rate of 150 percent. The equipment must,
however, have a useful life of at least three
years.) The sum -of -the- years -digit method applies a changing fraction to the original and
cost of the equipment less the salvage value.
The denominator is the sum of the years (digits) of useful life. The numerator is the number
of years remaining in the useful life. For a useful life of three years, the first year fraction will
be %, the second %, and the third 1/ 6.
An additional first -year depreciation of 20 percent may be taken. However, it is limited to no
more than $10,000 of the property, which means
that the most you can take is $2,000. Also, the
depreciation basis must be adjusted by deducting
the additional first -year depreciation before any
more is taken.
DEPRECIATION STRATEGY
To the businessman contemplating the purchase of equipment, the first year's tax savings is
often of critical importance. Much depends on his
tax bracket. For example, a new business, with
little income in early years, will usually benefit
from a conservative depreciation policy. In such a
case, it might be wise not to take the additional
first -year depreciation or to use an accelerated -depreciation method. In fact, a reverse sum- of -theyears -digit method might be considered. Under
low- income conditions, the depreciation allowance should be saved for later years when it will
do more good.
The high bracket taxpayer, on the other hand,
who needs a large current -year deduction might
consider sacrificing a portion of the investment
credit in order to use a shorter estimated useful
life and, therefore, a higher depreciation rate. The
sacrificed portion of the investment credit is, of
Con tinued on page 32
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Macroaccounting: Why Not?
Many times the gain in money income is more an illusion than reality
and concentration on such results can lead to the selection of poor
strategies.

By Elbert L. Menees
Economists explain developments in the general
economy in terms of macroeconomic models, the
most famous of which is the Keynesian model
that has dominated capitalist economics since the
Great Depression.' Accountants, on the other
hand, by their very nature, are not model builders,
although I suspect that many of the computer planning models in use by large companies were
developed by accountants and that each model
was constructed within the framework of the individual company's accounting information system.
Why haven't accountants expressed greater interest in macroeconomic models and national income accounting? Certainly, their expertise is
needed. Their close association with the resource
allocation process makes them particularly well
qualified for the task. Accountants can make a
major contribution, especially at this time when
many of the standard macroeconomic models,
particularly those dealing with income distribution, have been largely invalidated by the inflationary bias that now grips the economy and a
time when theorists are searching for new relationships.
To illustrate how accountants might bring their
discipline to bear on economic theory, I have constructed a very simple model which purports to
explain how changes in the economic aggregates
affect the distribution of personal income. The
theory is not new. What makes the analysis
unique and, I think, convincing is the accounting
connection and the similarity of the approach to
MANAGEMENTACCOUNTING/FEBRUARY
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the methods used by business planners. Planning
models are used to simulate operating results in
manufacturing companies under various assumptions about prices, costs and output. The model
proposed here can be used to simulate the income
redistribution effects that follow from given
changes in the aggregate wage, price level or output level.
The Income Equation
Economists classify income recipients into three
groups —the entrepreneur class whose income is
from profits, the labor class whose income is from
wages and salaries, and the fixed - income class
whose income is from various sources but remains
essentially unaffected by changes in the economic
aggregates. Included in the fixed - income class are
retired people whose income is from pensions, social security, interest on savings, etc.; the unemployed whose income is from welfare and unemployment compensation; and those whose income
is largely from rent, interest, and fixed - income securities. It is important to note that most people
on fixed income are retired persons who were formerly in the labor class.
Income distribution in the United States can be
analyzed in terms of the familiar profit equation:

r

,M
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K = TR — TC
where
K = Profits
TR = Total revenue
TC = Total costs
29

"The fixed costs
of business
consist of rent,
interest on debt,
pension
payments. "

Total revenue equals average price per unit (P)
multiplied by the quantity of units sold (Q). Total
costs equals fixed costs (FC) plus variable costs
(VC). It has been demonstrated that nearly all
variable costs in the aggregate economy can be
classified as wages per unit (W) or taxes per unit
(T).
The expanded profit equation is:
K = P Q - WQ - T Q - F C
or after transposing:
PQ = K + WQ -I- TQ -I- FC
The fixed costs of business consist of rent, interest on debt, pension payments, certain fixed taxes,
etc. A large portion of these fixed costs is paid to
the fixed - income class. Fixed costs not paid directly to the fixed - income class may logically be considered to be original profits or wages to the recipients and do not need to be considered separately
in the profit equation.
For a given firm, variable costs will consist of
labor, materials and services, but the cost of the

materials and services can be traced back to a labor cost for companies producing the materials or
supplying the services. Taxes are collected by governments and redistributed among the income
classes through purchases or transfer payments.
When considering the entire economy, the parts
redistributed to entrepreneurs and wage earners
may logically be considered as original profits or
wages, with the government simply acting as customer and /or paymaster. Thus, only those taxes
redistributed to persons not directly involved in
production need to be considered separately in the
profit equation. These are the taxes redistributed
as income to the fixed - income class.
The Division of Income
When the second equation is divided according
to the class of income recipients, we have the following divisions for the total money income:
Entrepreneurs
Labor
Fixed - income

K
WQ
TQ + FC

Total

PQ

Exhibit 1
ELEMENTS OF THE EQUATION
Num ber
of
units

Benchmark
Strategies:
1. Increase wages 20 percent
2. Increas e both wages and pric es 20 p ercent
3. Incre ase prod uctio n 20 percent
4. Increas e prod uction 20 percent and wage s six p ercent
5. Inc rease pro duc tio n 2 0 p erc ent but d ecreas e p ric es 10
percent
6. Increase production 20 percent but decrease prices
only fo ur p erc ent
7. Increase production 20 percent and decrease both
wages and prices 10 percent

Price
per
unit

Wages
per
unit

Total
fixed
costs

Tax
per
unit
T

Q

P

W

FC

100

1.00

.5 0

20.00

.1 0

100
100
120
120

1.00
1.20
1.00
1.00

.6 0
.60
.5 0
.53

20.00
20.00
20 .0 0
20.00

.10
.1 0
.10
.10

120

.9 0

.50

20.00

.10

120

.96

.50

20.00

.10

120

.90

.45

20.00

.1 0

Exhibit 2
Total
wages
WQ

Fixed costs
and taxes
FC -I- TQ

-

-

-

K

Total
revenue
PQ

-

-

Profits

-

COMPUTATION OF MONEY INCOME

Benchm ark
Strategies:
1. Increase wages 20 percent
2. Inc re ase b oth wag es and p rice s 2 0 perce nt
3. Incre ase p roduc tion 20 pe rcent
4. Increase pro duction 20 p erce nt and wages six percent
5. Increase production 20 percent but decrease prices
10 pe rcent
6. Increase production 20 percent but decrease prices
only fo ur p erc ent
7. Increase production 20 percent and decrease both
wages and prices 10 perceni:

30

20

100

50

30

10
30
28
24

100
120
120
120

60
60
60
64

30
30
32
32

16

108

60

32

23

115

60

32

22

108

54

32
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The money income of each class establishes the
claim of that class against available production.
Money income for the three classes always sums
to PQ —the total expenditure required to clear the
market of all units produced.
Real income is the purchasing power of money
income —the number of units which available
money will buy. Real income for the three classes
always sums to Q, the total quantity produced.
Therefore, when the money income for each class
is divided by P, the division of real income becomes:

income share of labor, and (3) no change in the
real income share of the fixed - income classes.
Since entrepreneurs control prices, it is reasonable to assume that they might react to the decline
in their real income by increasing prices 20 percent. This reaction is represented as Strategy 2.
After the price increase takes full effect, Exhibit 3
indicates that the net result of the increase in both
wages and prices will be (1) a 25 percent gain in
the real income share of entrepreneurs, (2) no
change for the labor class and (3) a 17 percent loss
in real income share of the fixed - income class.
This shows that entrepreneurs gain from inflation
and that any attempt by labor to gain at the exEntrepreneurs
K/ P
pense of entrepreneurs is dysfunctional, since it
Labor
WQ /P
results in a loss of real income for the fixed -inFixed - income
(TQ + FC) /P
come class, most of whom are unemployed or retired from the labor force (post- labor).
Total
Q
Next, assume that labor and management purAt any point in time, the economy will be oper- sue a different strategy and cooperate to increase
ating at some particular production rate, price lev- productivity 20 percent. Productivity, here, is deel, wage rate, tax rate and fixed costs. The tax rate fined in its broadest sense as units of output per
and fixed costs can be assumed to remain constant unit of input including labor and capital. With
over the short run. Assuming the rates in the Strategy 3, every class gains more units and there"benchmark" line of Exhibit 1, the distribution of fore more real income, but the distribution of the
apparent (money) income and real income (and gain is unequal. In terms of real income share, (1)
real income share) will be as shown in the "bench- the entrepreneur share increases 15 percent, (2)
there is no change in the share of labor, and (3)
mark" rows of Exhibits 2 and 3, respectively.
the fixed- income share decreases 10 percent. This
The Effect of Various Strategies on Income
is an overall loss in real income share for labor
Shares
and post - labor.
Now assume that one income class attempts to
Recognizing the loss of real income share reimprove its real income share at the expense of sulting from an increase in productivity, labor is
another class. For example, assume that labor de- likely to demand an increase in money wages in
mands a 20 percent increase in money wages from return for productivity gains. Assume a six perentrepreneurs. This is represented as Strategy 1. cent increase in money wages in combination with
Exhibit 3 shows that the effect of this change if (1) the 20 percent gain in productivity, shown as
a 50 percent decrease in the real income share of Strategy 4. The result of this strategy is (1) no
entrepreneurs, (2) a 20 percent increase in the real change in the real income share of entrepreneurs,

"Real income is
the purchasing
power of
money
income ... "

Exhibit 3
COMPUTATION OF REAL INCOME
Entrepre neur
Real
income

Share

Labor
G /(L ) o f
share

K/P

Share

Fixed- Income
G/ (L ) o f
share

20%

10

10

25
28

25
23

24

20

18

15

24

20

24

20

Share

G /(L ) o f
share

FC + TQ
P

WQ /P

20

Real
income

50

50 %

60

60

50
60

50
50

64

53

67

30

30%

30

30

25
32

25
27

(1 7% )
(1 0 )

6

32

27

(1 0 )

56

12

35

29

(3)

63

53

6

33

27

(1 0 )

60

50

36

30

—

—

—

Benchm ark

Real
income

Strategies:
20

—

—

25
15

—

—

(5 0 % )

—

—

—

(2 5 )

—

1. Increase wages 20 percent
2. Increas e both wages and prices 20
percent
3. Increase pro ductio n 20 p ercent
4. Incre ase prod uction 20 percent and
wages six percent
5. Increase pro duction 20 perc ent but
decrease prices 10 percent
6. Increase pro duction 20 perc ent but
decrease prices only four percent
7. Incre ase p roduc tion 20 pe rcent and
decrease both wages and prices
10 pe rcent
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"Many times
the gain in
money income
is more an
illusion than a
re alit y .. . "

(2) a six percent gain in the real income share of
labor, and (3) a 10 percent loss in the real income
share of the fixed - income class. This strategy is
dysfunctional, since it results in a gain in real income share for labor at the expense of post - labor,
Throughout the foregoing consideration of the
effects of alternative strategies, emphasis was
placed on the distribution of real income. It is important that such a viewpoint be maintained.
Many times the gain in money income is more an
illusion than a reality and concentration on such
results can lead to the selection of poor strategies.
Selection of an Appropriate Strategy
Using the model, any alternative strategy can
be evaluated. Ironically, it appears that the optimum strategy for labor and management to pursue is to increase productivity as much as possible
and to force a concurrent reduction in money
wages equal to one -half the gain in productivity
and a reduction in prices equal to one -half the
gain in productivity. Assuming, for example, a 20
percent gain in productivity, a 10 percent decrease
in money wages and a 10 percent decrease in
prices, shown as Strategy 7, the net result is a 20
percent gain in the real income of each class with
no class gaining income share at the expense of
another.

An obvious shortcoming of the model is the implicit assumption that gains or losses to the labor
class will be distributed equally among all members of the work force. This is certainly not the
case when part of the work force is organized. For
this type of analysis, however, labor can probably
be treated as an homogeneous income group, since
the principal effect of labor unions is to set up a
secondary redistribution of income within the labor class which largely parallels, but does not substantially alter, the results predicted by the model.
Neither is this type of analysis invalidated by the
fact that many people fall into two or more income classes, as here defined.
Conclusion
Accountants are being called upon to make ever
larger consolidations. Admittedly, it is still a long
way from the largest firm to the national economy, and the profession has its hands full right
now with esoteric matters. However, economic
aggregates and accounting aggregates are opposite
sides of the same coin, and it might be interesting
to have some accounting views about how the national economy operates.
❑
' Gross national product, national income, personal income and other aggregate
statistics have long been the domain of economics, specifically that branch of
economics known as macroeconomics or income theory. Microeconomics, like
accounting, limits its scope to the activities and behavior of the individual firm.

TAX TRADE -OFFS: INVESTMENT CREDIT VERSUS DEPRECIATION
Con tin ued from page 28
course, lost forever. Exhibit 1 shows first year federal income tax savings available to taxpayers in
different tax brackets, taking into account the additional 20 percent first -year depreciation allowance.
RECAPTURE PROVISIONS

Both investment credit and accelerated depreciation are subject to recapture provisions of the
Internal Revenue Code. Rules are complicated
but, basically, sale of equipment before the end of
its useful life will trigger recapture as ordinary
income of: (1) a pro -rata portion of the investment credit; and (2) gain in excess of depreciation.
No matter what method of depreciation you
use, if it causes the equipment's book value to fall
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below its market value, the gain is taxed as ordinary income.
Conclusion
This article provides the accountant with an
overview of the current income tax regulations
governing the use of various options. Thus the accountant's in -put to capital investment decisions
can be enhanced by a knowledge of the investment
credit and depreciation options available, even if
this knowledge covers only general rules.
However, the information contained in this article covers only the highlights of the investment
credit and the depreciation regulations. And, although this knowledge will facilitate discussion
with management, the company auditor, and the
tax attorney, it will not make the accountant an
expert. He should recognize this, of course, and
seek professional help.
❑
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Operations Research
at Boise Cascade
Our experience supports the contention that a proper place for OR
techniques exists within large corporations at all levels of
management, even up to the board of directors.

By Steve Larson and C. Mike Merz
An informal search was recently made within Boise Cascade Corporation to determine the extent to
which sophisticated techniques, frequently labelled "operations research," were used in making
management accounting decisions. Surprisingly, a
relatively large number of current applications
were found. These applications fell into the following categories:
1.
2.
3.
4.
5.

Capital budgeting
Linear programming
Transportation modelling
Financial modelling
Multiple regression

This article briefly describes these applications
within the corporation to demonstrate that there
is a proper place for sophistication within management accounting. In each application, the
model or technique is fully operational and management actually uses outputs from the model.
Since the emphasis is upon application rather than
technical procedures, no attempt will be made to
develop mathematical formulas, etc. Standard
textbooks contain technical descriptions of each of
these methods.
Capital Budgeting
Boise Cascade uses discounted cash flow (DCF)
analysis for all proposed major capital expendiMANAGEMENT ACCOUNTING /FEBRUARY 1978

tures. Internal rate of return (IRR) is the principal acceptance criterion. The corporate guideline
for minimum IRR depends upon whether the capital expenditure is classified as necessary or discretionary and whether it supports existing production, expansion of existing facilities or a new product venture. A standardized, time -share computer
program is available to make the computations.
For each capital project requiring approval of
the Board of Directors, two different types of
analysis must be performed. First, operating management makes three different sets of projections,
"best guess," "high side," and "low side" for the
key variables such as production volumes and
then the IRR is computed for each projection.
These projections are basically required to show
the upside potential and the downside risk as well
as the best estimate of expected performance. For
one recently proposed capital project to expand a
facility, the results of this analysis were presented
to the Board of Directors in a form similar to
Exhibit 1. A second form of analysis, called sensitivity analysis, is then performed to show the impact on IRR from percentage changes in various
cost and price factors. For a proposed capital
project to introduce a new product line, this analysis showed that the IRR was very sensitive to
small changes in selling price, material costs, and
production volume but it was insensitive to labor
costs, capital spending and fixed overhead. See
Exhibit 2. Note that analyses similar to Exhibits 1
and 2 are prepared by the capital budgeting department in close cooperation with operating
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management and are then reviewed by Boise Cas- different species of wood can be used to manufaccade's Board of Directors prior to approval of ma- ture about 150 different products each with three
jor capital expenditures.
to six different configurations of size, veneer thickThe DCF technique is the only one of those ness, and construction. Production schedules
described so far to be universally accepted must be planned around equipment capacities for:
throughout the corporation. All levels of manage- (1) the veneer dryer, (2) lathe, (3) spreader, (4)
ment at Boise Cascade must be conversant with press, and (5) panel finishing and trim saw. Marcapital budgeting terminology. Use of DCF meth- ket prices must be forecast for each product acods in capital budgeting represents the single in- cording to the volume planned for manufacture.
stance in which a fairly sophisticated technique Therefore, determining which product mix yields
has emerged from the realm of operations re- the highest profits is the objective of the LP solusearch (OR) into a commonplace accounting tion for a plywood plant.
method.
Many of the other forest product lines within
the company have similar degrees of complexity
Linear Programming
in selecting the best product mix and an LP soluMany of Boise Cascade's products are likely tion is currently being used to aid in the decision candidates for a linear programming (LP) ap- making process. The manufacturing operations of
proach because of the large number of production one Western lumber plant., for example, have been
alternatives. The manufacture of plywood panell- simulated with an LP model. It is the largest moding illustrates these alternatives. As many as six el in the company and has been running for some
Exhibit 1
SENSITIVITY OF A FACILITY EXPANSION PROJECT
TO PROJECTIONS OF PRODUCTION VOLUME
(all numerical values typical, not exact)

Production volume
(millions of units)

High side projection
assuming minimal
startup problems
/
I FIR = 19.1%

�

—
/
Best guess
IRR = 14.7%-_,*h.�

,

450

'0'

i

Low side projection
assuming slow startup

/
�

IRR = 9.7%

350

1977
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1978

1979

1980

1981
1982
Year

1983

1984

1985

1986
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time. This LP model currently consists of a 1,000
by 1,200 variable matrix and the computer solution requires a two -day turnaround time with a
computer cost of about $250.
The plant's accounting department. prepares
about one -half of the data inputs for the model.
The LP model then produces pro -forma financial
statements for the plant during the company's
business planning cycle. It also helps in deciding
the best product mix that can be obtained from
different grades of plywood, various sizes of cut
lumber, and types of molding. In a recent application, the capacity constraints of various pieces of
equipment were analyzed by the engineering department to determine what additional capital investments were desirable. In another application,
the model is currently helping management decide
whether to discontinue production of one type of
panelling. The model predicts the impact on over-

tu rer of forest products, Boise Cascade m ust insu re that it will have an adequate supply of trees

all plant profits if th e raw materials, lab or and
equipment capacity con sum ed by th at pan elling
product were d iverted to o th er p rod u cts. Becau se
the large number of variables make the current
model som ewh at un wieldy , effo rt is n o w un derway to co n s tru ct a sim p ler LP m o d el w ith a 100
by 200 variab le matrix .
Timber m an agem en t on a region al b asis is aided
by another LP m o d el. As an in tegrated m an u fac-

75 or 100 years before harvesting. The regional
tim ber managem ent m odel has been instrum ental
in showing that significantly increased timber
yields result from a m uch shorter harvest cycle for
some species.

to harvest over the long run. An LP model provides answers to the questions: What is the economically optimum pattern of harvesting while
converting from an irregular forest to one of sustained yield? And, How long should these trees be
grown before they are harvested? The principal
data inputs are the growth yield in ten -year increments for each species of tree in each location and
assumed selling prices by species, size and quality
of the logs. The LP model then creates the optimum harvesting schedules for the next 50 to 100
years which provide the highest long run profits.
Deciding when to harvest a particular forest
has been a real dilemma for management in the
timber industry. It has been extremely difficult to
change the belief which had been prevalent in the
industry that trees should be allowed to grow for

"Deciding when
to harvest a
particular forest
has been a real
dilemma ... "

Transportation Modelling
Sawmill operations in one Northwest region are
fu rther com plicated because Boise Cascade's six

Exhibit 2
SENSITIVITY OF THE INTERNAL RATE OF RETURN
FROM PRODUCT X TO PERCENT CHANGES IN
SELLING PRICE, VOLUME AND COSTS
(all numerical values typical, not exact)
Internal
rate of
return,
(percent)

I FIR vs. change
in material cost

I RR vs. change
in selling price
° , O � e / 1-11

35
ion
30
\

d

kabor

costs
ia l s p e n 1 �

25

Fixed overhead
-�-�--� '�
Minimum
ac c e p ta b le � -- -- - -- - -- - -- -- - -- - -- - -� -� - �- � �- IRR
/

_

10
5
Percentage
change in
variable

20

10

_Fixed overhead

Expected

`

1

value of
IRR

\

+10

t20

.

\+30

-5
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"A
transportation
model helps
decide to which
sa wmill each
load of logs is to
be shipped. "

sawmills in that region are located at varying distances from some of the forests where the trees are
harvested. Each sawmill operates most efficiently
with a different mix of log types and sizes. One
truckload of logs might well be suited for the mill
which produces molding from high quality pine
logs, it might be suited for the mill which peels
logs for plywood panels and also for any one of
the three mills which produce cut lumber. A
transportation model helps decide to which sawmill each load of logs is to be shipped. Getting the
optimum supply of logs to each sawmill at the
lowest transportation costs to the company is the
objective of this model.
The transportation model also aided management in deciding how to cope with excess sawmill
capacity in one region which faces a long -term
problem of decreasing timber supply. It also identified a problem in which one sawmill that is now
highly profitable will probably become unprofitable because of expected increases in rail and
truck shipping costs in five to ten years.
Financial Modelling
The corporate Budgets and Forecasts Department operates a computerized financial model
which simplifies the mind - boggling job of preparing pro -forma financial statements from detailed
operating budgets for nearly 1,000 business entities within Boise Cascade. Conceptually, this financial model is a "super accountant" that consolidates a large mass of financial data. Since the
budgeting process involves many iterations before
the key budget is approved for the corporation
and each product group, it would be physically
impossible to manually consolidate all of the budget data in a timely and accurate manner without
such a financial model.
The model first performs an audit check of the
financial data for each of the hundreds of operating budgets to insure that all balance sheet and
income statement items reconcile with each other.
Next, the model consolidates all these operating
budgets and makes eliminations of intracompany,
intragroup, and intrabusiness sales, profits, receivables, and payables. If excess cash is present, the
model makes short term investments and computes interest income; or, the model makes short
term borrowings up to specified limits and computes interest expense on the debt.
After the consolidated key budget from this financial model is approved, it becomes the standard against which results for the next year are
compared. In addition, the key budget. contains
Boise Cascade's long range business plan for the
next five years. As economic and business forecasts change, corporate executives need to know
what impact the changes will have upon profits,
cash flow, the ability to pay dividends, etc. The
computerized financial model is regularly em-
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ployed by the Budget and Forecasts Department
to answer such questions for top management.
One function not performed by the financial
model is providing economic forecasts. A corporate economic planning department specifies the
economic assumption upon which budgets are
predicated. Clear separation of economic forecasting and financial planning is considered desirable
and will be maintained in the future.
Multiple Regression
Last year, one product division requested corporate help in establishing its five -year sales forecast. Because that division's sales apparently depended on a large number of other business conditions, multiple regression (MR) offered a good
method for systematically incorporating all important variables into the sales forecast in a statistically valid manner. The 19 independent variables listed below were selected by the accountant
analyst for inclusion in the initial MR equation
and 11 years of historical data were gathered on
each variable:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.

Total employment
White collar employment
GNP is current dollars
Per capita disposable income
Non - residential fixed investment
Implicit price deflator
National business sales
National retail sales
National wholesale sales
Business incorporations
Corporate profits before taxes
Commercial and industrial floor space
Plant and equipment expenditures by non manufacturers
Plant and equipment expenditures by manufacturers
GNP lagged by 12 months
Percent change in real GNP
Percent change in real GNP, lagged by 12
months
Annual inflation rate
Cumulative annual inflation rate

An iterative MR computer program determined
that the most accurate statistical correlation occurred between sales and only four of the original
19 variables. These were: Per capita disposable income; GNP, lagged 12 months; National business
sales; and National retail sales. Forecasts of each
of the independent variables are "plugged into" a
sales forecast equation to yield a five -year sales
forecast for the division.
All of the statistical measures of goodness of fit,
such as the coefficient of determination, indicated
a high degree of statistical confidence in the MR
Continued on page 43
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Accounting for Inflation:
Some International Models
The impact of inflation upon financial statements can be shown in
different ways, as demonstrated in the United Kingdom, Dutch, and
Brazilian models already put into practice outside the United States.

By John C.H. Woo
Some methods of accounting for inflation have
been developed already and put into practice outside the United States. Among the nations that
have done so are the United Kingdom, the Netherlands, and Brazil. To illustrate the application
in those countries of current purchasing power,
replacement value, and monetary correction accounting models (as compared with the United
States model based upon historical cost), income
statements, balance sheets, and statements of
changes in financial position will be shown side by
side. The reader can readily see from these models
the impact that inflation has upon the results of
operations and financial position.
Data and Assumptions
The models are prepared on the basis of the
following data and assumptions:
1. At the beginning of Years One and Three,
plant and equipment are acquired at a cost of
500 million and 200 million local currency respectively (United States dollars, British
pounds, Dutch guilders, and Brazilian cruzeiros). With an estimated useful life of 10 years
and no salvage value, they are depreciated on
straight -line basis at 10 percent per year.
2. All inventories are purchased, manufactured
MANAGEMENT ACCOUNTING /FEBRUARY 1978

and /or sold on a first -in /first -out (FIFO) basis.
3. Revenues are earned or received and expenses
are incurred or paid evenly throughout the
year.
4. All prices are stablized in Years One and Two.
In Year Three, the general price index (retail
price index used in the United Kingdom) increases at a rate of 10 percent throughout the
year; specific price indices on inventories and
fixed assets (used in the Netherlands) increase
14 percent and 16 percent, respectively,
throughout the year; the official indices, (basically reflecting general price changes) used in
Brazil are 1.1 for maintenance of working capital and 1.2 for revaluation of fixed assets (acquired in Year One). Therefore, the general
price indices to be used for the United Kingdom Model are:
Beginning of Year Three
End of Year Three
Average for Year Three

100
110
105

The specific price indices to be used for the
Dutch Model are:
InvenPlant and
tories
equipment
Beginning of Year Three
100
100
End of Year Three
114
116
Average for Year Three
107
108

John C.H. Woo
is a Professor of
Accounting at
California State
University, Fullerton,
Calif. He holds a B.A.
degree from National
University, Nanking,
China; and M.A. and
Ph.D. degrees from the
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"These basic
procedures are
required to
prepare
financial
statements
under the CPP
method. "

The official indices to be used for the Brazilian
Model are:
Plant and
Working
equipment
capital
(acquired in
(beginning)
Year One)
Year Three
1,1
1.2
5. The percentage relationship among the assets
and liabilities accounts in the illustrated balance sheet, for all models as of the end of Year
Two, broadly approximates actual figures in financial statements published by United States
manufacturing companies in 1975. A random
sample is used to arrive at this approximation.
The same is true for the percentage relationship
among the sales, cost of sales, depreciation and
other expenses in the illustrated income statements for all models for Year Three. See Exhibit 1.
6. Income taxes are assumed to be at a 50 percent
rate for all models.
Accounting Treatment of Inflation
THE UNITED KINGDOM MODEL

Inflation is manifested as a decline in the purchasing power of money as the general price level
of goods and services rises. Thus, the purpose of
the "current purchasing power" (CPP) method
recommended by the accounting profession in the
United Kingdom is to remove the distorting ef-

fects of changes in the general purchasing power
of money on accounts prepared in accordance
with a historical cost basis. In other words, all
accounts in financial statements are restated in
terms of the British pound of uniform purchasing
power as of the most recent balance sheet date.
The general retail price index (RPI) issued by the
Central Statistical Office is used to measure
changes in general purchasing power of the
pound. Information prepared on this basis is
shown in a supplementary statement with comments by directors of a company.
Three basic procedures are required to prepare
financial statements udder the CPP method:
1. In the income statement for Year Three, Exhibit 1, changes of monetary items (whose
amounts are fixed by contract or otherwise in
terms of numbers of pounds), including such
accounts as cash, accounts receivable, accounts
payable, and long -term debt, from the beginning to the end of the year, are measured
through use of the RPI. A company with an
excess (on average over the year) of monetary
liabilities over monetary assets will show a gain
in purchasing power; and, conversely, a loss in
purchasing power if there is an excess of monetary assets over monetary liabilities. In either
case this gain or loss is included as a separate
item in the income statement.
2. In the balance sheet, for the end of Year Three,
Exhibit 2, nonmonetary items (such as invent.o-

Exhibit 1
UTOPIA COMPANY INCOME STATEMENT FOR YEAR THREE
(In millions of local currency)
U.S. Model
(His torical c o st)
Net sales

1,000

U.K. Model
(Curre nt purc has ing p owe r)

Dutch Mod el
(R ep lace me nt value )

1,0 48

(1 ,0 00 X 1 0 5 )

Brazilian Mo del
(Mo ne tary co rrec tio n)
1,000

1,000

Cost of sales:
Beg inning inve nto ry

260

x

110)
100

286

(2 6 0 X 1 1 4 )
100

29 6

(BooX

105)

83 8
1,124

11 4
X 107 )

85 2
1,1 48

(3 0 0 X 1 10)
105

31 4

(2 6 0

26 0

(less depreciation)

80 0
1,060

Les s e nding inventory

300
76 0
24 0

Gross profit

(

Cost of goods mftrd.

70

(7 0 X

Other expenses

80

(8 0 X 105 )

Provision for working
capital maintenance
General purchas ing p ower
gain (lo ss )
Net inc ome b ef ore taxes
Income taxes
Ne t inco me f or Year Thre e

ice)

Depreciation expense

810
238

(3 0 0 X 1 1 4 )
107

800
1,0 60

320 1

30 0

b)

8 2 8 (b(
17 2

76 0
24 0

77

811i 1

80io

84

80

80
30( 1'

(9 0

x .5 0 )

45
45

[(9 0 (x) X . 5 0 ) X 1 0 5 1

47
72

_

(9 0 (d ( X .5 0 )

11
45

(3 4 )

_

42(a)
11 9

90

(5 0

x

.5 0 )

50
25
25

Se e te xt f or s up po rting calc ulatio ns and notes .
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ries, plant and equipment) are restated on the
basis of retail price changes in pounds from the
date of acquisition to the balance sheet date.
Holders of nonmonetary items are assumed to
neither gain or lose purchasing power because
of changes in the purchasing power of the
pound. Monetary items on the balance sheet
date, already stated in pounds of current purchasing power, need no restatement.
3. In the income statement for Year Three, revenues and expenses (except cost of sales and depreciation) are restated to year -end pounds by
use of the average of RPI during the year. Cost
of sales and depreciation are restated on the
basis of RPI changes from the date of acquisition of the related inventories and fixed assets
to the date of sale and of the balance sheet respectively.
THE DUTCH MODEL

The Dutch Model is based on the replacement

value theory of Professor T. Limperg.' A business
firm needs to maintain its capital (in terms of its
physical assets) in order to assure its continuity,
and no business income would result from opera
tions unless current revenues are charged with the
sacrifice value of physical assets used or sold. The
sacrifice value is best measured by the current replacement cost of such physical assets used or
sold. And, one of the methods for determining
current replacement value is through the use of an
index. Specific price indices are constructed to
measure the price changes of inventories and fixed
assets.
The basic accounting procedures to prepare firvancial statements under this model involve two
adjustments:

one of the
methods for
determining
Current
replacement
value is through
the use of an
index.

1. During Year Three, inventories are adjusted
from a historical cost to a replacement cost basis through use of the specific index on inventory price changes. At the time of sale, cost of

Exhibit 2
UTOPIA COMPANY BALANCE SHEET —END OF YEAR THREE (In millions of local currency)
U.S. Model
(Historic al c os t)

U.K. Model
(Curre nt purc has ing p owe r)

Dutch Model
(Replaceme nt value)
19

Assets
Cash
Accounts rece ivab le (ne t)

40

19

19

20 0

169

169

Inventories

260

30 0

(3 0 0 X

Plant and
equipm ent

500

70 0

(7 0 0 X

Less
accumulated
depreciation

(1 0 0 )

(1 7 0 )

)

105

)

100

110
(1 7 0 X 1 0 0 )

314

(3 0 0 X

770

(7 0 0 X

114
)

)

All Models
at end of
Year Two

100

(1 8 7 )

Brazilian Mo del
(Mo ne tary co rrectio n)
39 0 1 1 1

169

16 9

32 0

30 0

81 2

800("

(1 9 7 )

(h)

(2 00 )4 kI

Total assets

90 0

1,0 18

1,085

Equities
Current liabilities
Long -term debt

200
30 0

273
300

27 3
300

273
30 0

27 3
30 0

Capital stock

100

100

(1 0 0 X 1 0 0 )

110

100

100

Additional
paid -in capital

250

25 0

110
(2 5 0 X 1 0 0 )

275

25 0

25 0

Revaluation
capital
Reserve for
monetary
corre ction and
working capital
mainte nance

1,10 13

184 0"

110'

Retained
earnings
Total e quities

1,1 23

50

(5 0 +4 5 )

900

95

110
[( 5 0 X 1 0 0 ) + 7 2 ]

1,0 18

127
1,085

(50-34)

16
1,123

(5 0 + 2 5 )

75
1108

Se e fe xt f or s up po rting c alculations and notes (a ) through (g ) .
197.
=

""

See note (c ): 100 -I- 16 -I- 81
Se e note s (b) and (c ): 8 8

("

See note (e ): 5 0 0 + 1 0 0 + 2 0 0 = 8 0 0 .

96

184.

Se e no te (e ): 100

20 -f- 80

200.
=

Sri

+

-

+

01

See no te s (e) an d ( f ): 8 0 + 3 0
=

110.

^" Cash increased b y 2 0 d u e t o 5 0 % tax d ed uc tion of add itio nal depreciation (1 0 ) and p ro vis io n o f wo rking c ap ital maintenance (3 0 ) .
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the
Brazilian tax
laws provide
two special
deductions. "
...

sales is computed on the replacement cost basis. The excess of replacement cost over historical cost is eventually charged to cost of sales
and ending inventory accounts, and is credited
to a "Revaluation capital" account. The ending
inventory is thus stated on a year -end replacement cost basis in the balance sheet.
2. At the end ofYear Three, plant and equipment
are adjusted from a historical cost to a replacement cost basis through use of the specific index on fixed assets price changes. Also, the
"Accumulated depreciation" account is adjusted to maintain the same proportion to the related "Plant and equipment" account. The excess of replacement cost over historical cost is
charged to the "Plant and equipment" account,
and credited to the "Accumulated depreciation" and "Revaluation capital" accounts. Depreciation expense for the year is then computed on the new replacement cost basis.
THE BRAZILIAN MODEL
The high level of inflation plaguing Brazil in
recent years has made asset valuation and income
determination based upon historical cost meaningless and distorting. Consequently, the Brazilian
tax laws provide two special deductions:

Supporting Calculations and Notes
A statement ofchanges in financial position and
some financial ratios prepared under the four different accounting bases are shown in Exhibits 3
and 4. Supporting calculations and notes begin below:
(a) Net income before taxes (90 million) on a historical cost basis is used for tax purposes.
(b) An entry is made to record increases in the
"Cost of sales" and in the "Ending inventory"
accounts on the basis of replacement cost, and
to set up a "Revaluation capital" account,
Dr

Cost of sale
Ending inventory
Cr Revaluation capital

Cost of sale
Ending inventory

68
20
88

His- Replace torical ment
Incost crease
cost
760
828
68
300
320
20

(c) An entry is made to record increase in the
"Plant and equipment" account, to adjust the
"Accumulated depreciation" account, and to
set up a "Revaluation capital" account on the
basis ofreplacement cost.

1. It is mandatory, since 1964, for all companies
in Brazil to make an annual revaluation (moneDr Plant and equipment
112
tary correction) oftheir fixed assets based upon
Cr
Accumulated
depreciation
16
the official index (basically a general purchasRevaluation
capital
96
ing power index), published each January by
the government. This index is not applied to
HisReplace fixed assets purchased in the current year; the
torical
ment
Inindex for the previous year's acquisitions is alcost
cost
crease
ways 1.00. Consequently, only the fixed assets
Plant
acquired two years earlier (Year One in the iland equip 700 (700 X
= 812 112
lustrated Brazilian Model) is revalued in the
Accum
Year Three. An increased amount for monedeprec
100 (100 X i 6 ) = 116 16
tary correction is charged to the "Plant and
equipment" account, and credited to "AccuDepreciation expense for Year Three is:
mulated depreciation" (to maintain the same
(700
+ 112) X .10 = 81.2
proportion to its related asset account), and
"Reserve for monetary correction (or revaluation) of fixed assets" account. Depreciation for (d) Cost of sale and depreciation expense based
upon replacement cost are not accepted for
Year Three is then based upon the newly revatax purposes in the Netherlands. Hence, a
lued amount of "Plant and equipment" acprovision of 50 percent of net income on hiscount.
torical
cost basis (90 million) is made.
2. Companies in Brazil may deduct an annual de(e)
An
entry
is made to record revaluation (moncrease in purchasing power of working capital
of "Plant and equipment"
etary
correction)
by applying the official index (the same general
acquired in Year One, to adjust the "Accumupurchasing power index) to the beginning -oflated depreciation" account, and to set up a
the -year balance of working capital. Long -term
"Reserve for monetary correction" (a capital
liabilities, themselves subject to monetary coraccount).
rection, are excluded from the computation of
working capital. Hence, the working capital
Dr Plant and equipment
100
balance consists generally ofthe excess of cash,
Cr
Accumulated
depreciation
20
inventories and accounts receivables over curReserve for monetary correction
80
rent liabilities.

116)

40
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Exhibit 3

"Companies in
Brazil may
deductan
annual decrease
in purchasing
power of
working capital
by applying the
official
index.. .

UTOPIA COMPANY STATEMENT OF CHANGES IN FINANCIAL POSITION
FOR YEAR THREE
(In millions of local currency)
U.K. Model
(C urre nt
purchasing
power)

Dutch
Model
(Replacement
value)

45

72

(3 4 )

25

70

77

81

80

U.S. Model
(Histo ric al
cos t)
Cash was provide d by:
Operatio ns during the period:
Ne t inco me f rom o pe ratio ns — pe r inco m e statem ent
Add: Depreciation expenses not re quiring cas h outlay
Adjustment on replacement value of cost of sale and
inventory not req uiring cash outlay —see note (b )
Provision for working capital mainte nance not requiring cas h outlay —se e note (f )
Decrease in acco unts receivable
Inc rease in curre nt liabilities
Deduct: Adjustment on general purchasing power gain
and changes not involving c ash
Increase in Inventories
Cash p rovid ed by operations
Cash was applie d to:
Acquisitio n o f P lant and Equipm ent
Decrease in Cash

Brazilian
Model
( Monetary
correc tio n)

88

31
73

31
73

31
73

30
31
73

(4 0 )
179

(2 0 )
(5 4 )
179

(6 0 )
179

(4 0 )
199

20 0
21

20 0
21

20 0
1

Q
21

See text f or suppo rting c alc ulations and no te s.

Historical
cost

Net monetary items beginning of Year Three:
Revaluated
amount

Increase

Plant
and equip 500 (500 X 1.2) = 600 100
Accum
deprec
100 (100 X 1.2) = 120 20
Depreciation expense for Year Three is:
(500 + 100 + 200) X .10 = 80
(f) An entry is made to record "Provision for
working capital maintenance" and to set up
"Reserve for working capital maintenance" (a
capital account).

[(40 + 200 — 200 — 300) X

0]
1
0

(286)

Increase in monetary items
during Year Three:
Sales:
(1,000 X 110 ) 1,048
105
Total increases

762

Decrease in monetary items
during Year Three:
Cost of goods manufactured:
(800 X 105)

838

Other expenses:
Provision for Working capital
maintenance
Cr Reserve for working capital
maintenance

loo)

Dr

(80 X

30
30

Working capital at the beginning of Year
Three is:
(40 + 200 + 260 — 200) = 300;
and
30 0x.1 0 =3 0.
Long -term debt of 300 million, which is itself
subject to monetary correction, is excluded
from the "Working capital" calculation.
(g) Computation of general purchasing power
loss or gain in Year Three (in millions of local
currency) is as follows:
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Income taxes:
(45 X

110
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Purchase or plant and equipment:
(200 X 100)
Total decreases

220
(1,189)

Net monetary items
end of Year Three adjusted
Net monetary items —
end of Year Three, at historical cost:
(19 +169 — 273 — 300)

(385)

General purchasing power gain

42

(427)
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Exhibit 4
UTOPIA COMPANY —SOME FINANCIAL RATIOS
U.S. Model

Dutch Model

215 M

22 9 M

(8 5 M)
1.79 :1
4 .4 2 %

(7 1 M)
1.8 4:1
6 .6 4 %

(6 5 M)
1.86 :1
(3.03%)
(L os s)

Rate o f re turn o n stockholders'
equity (ending balanc e)

1 0 .1 1 %

1 4 .3 4 %

(6 .1 8 ° /
(L os s)

Earnings per share (1 0 millio n
share s outs tand ing)
Long -term de bt to stockholde rs'
equity

4.5

6 7 .4 2 %

Analysis
The United Kingdom Model in Exhibit 1 shows
a general purchasing power gain of 42 million.
Since this gain does not generate any cash or
working capital in the current period, it is not
easily understood by corporate managers and financial analysts. Nor is the use of the retail price
index, (instead of the specific price indices) for
restatement of inventories and fixed assets well received. The recent Sandilands Report sponsored
by the British Government comes out to recommend replacement cost for inventories and fixed
assets, and to abandon the current purchasing
power accounting. It receives strong support from
the government, corporate financial officers and
stockbrokers. The accounting profession now
adopts the Sandilands' recommendation in the
new Exposure Draft 18, proposing that inventories and fixed assets be measured at "value to the
business," namely, current replacement cost in almost all cases. The new system is named "Current
Cost Accounting" (CCA). It is interesting to see
whether it can be implemented without major
modifications, on July 1, 1978 as recommended.
The Dutch Model has been used by some large
companies in the Netherlands for over 20 years.
The influence of the Dutch replacement value accounting may be noted in the Sandilands Report
of the United Kingdom and the recent SEC disclosure requirements on replacement cost data in
the United States. However, by ignoring the
changes in the general power of the Dutch guilder
for the monetary items, the Dutch Model fails to
reflect all aspects of the impact on inflation upon
results of operations and financial positions. A
point may be also raised as to whether an excess
of replacement cost over historical cost should be
first shown as a "realizable" holding gain in the
income statement and then be segregated into a
realized portion through depreciation expense and
42

U.K. Model

Ne t wo rking capital —e nd of Ye ar
Three
Net working capital— changes
from Year Two to Year Three —
(decrease)
Curre nt ratio
Rate of re turn on as se ts

23 5 M

7.2

(3 .4 )
(Lo ss)

5 9 .7 6 %

Brazilian Mo del

5 4 .5 5 %

)

235 M

x

"Comparing the
net income after
taxes for the
four
models . . . , the
United Kingdom
model shows
the highest
income . . . "

(6 5 M)
1.86 :1
2 .2 6 %

4 .6 7 %

2.5

5 6 .0 8 %

cost of sales and an unrealized portion which will
be transferred into unrealized holding gain (or revaluation capital) in the balance sheet.
The Brazilian Model in Exhibit I contains the
distinguishing feature of monetary corrections of
fixed assets and working capital. By allowing both
corrections for tax deductions, tax relief is given
for rapidly rising replacement costs for fixed assets
and loss of purchasing power of working capital.
However, the use of official indices, basically reflecting cost -of- living price increase, does not represent the specific price changes of fixed assets and
inventories. Since inventories are not revalued,
cost of sales is still based upon historical cost.
There is also a two years' lag in time for revaluation of fixed assets.
Comparing the net income after taxes for the
four models in Exhibit 1, the United Kingdom
Model shows the highest income of 72 million;
but after excluding 42 million of general purchasing power gain, it only has a net income of 30
million which is lower than the 45 million shown
in the United States Model. The Dutch Model
shows a loss of 34 million, possibly the most "realistic" figure under the concept of physical capital
maintenance. It is clear that the United States
Model overstates substantially "true" income under an inflationary environment.
Contrary to the net income figures, the Dutch
Model in Exhibit 2 shows the highest figure of
total assets (1,123 million), with the Brazilian
Model showing the next highest (1,108 million).
The former contains higher amounts of inventories and plant and equipment at replacement cost,
while the latter records plant and equipment on
general price adjusted basis. The United Kingdom
Model's assets on retail price -level adjusted basis
(1,085 million), although lower than the Dutch
and Brazilian figures, are still closer to the real
"value to the business" under an inflationary
economy than for the United States Model.
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deductions are allowed for cost of sales and depreciation expenses on general price level or replacement cost basis.
Conclusion
The impact
inflation upon financial statements can be shown in different ways, as demonstrated in the United Kingdom, Dutch, and Brazilian Models already put into practice outside the
United States. Some features of their approaches
may be worthy of consideration when efforts are
being made in search of a current value accounting model in the United States.
❑
of

of

of

Comparing the statement of changes in financial position
the United States, United Kingdom, and Dutch Models in Exhibit 3, provision of
cash by operations is insufficient to meet the needs
of acquisition of plant and requipment, causing a
decrease
cash (21 million). Without the decrease in accounts receivable (31 million) and the
increase in current liabilities (73 million), it would
cause a deficit in cash. The small decrease in cash
(1 million) in the Brazilian Model is principally
due to the reduction of income taxes through the
monetary corrections. Either the current purchasing power or the replacement value accounting
would not improve cash position, as shown in the
United Kingdom or the Dutch Model, unless tax

"The impact of
inflation upon
financial
statements can
be shown in
different
ways..."

' A. Mey "Theodore Limperg and His Theory of Values and Costs," Abacus,
September 1966. pp. 3 -23.

OPERATIONS RESEARCH AT BOISE CASCADE

Operations Research in the Management
Framework
At one time during the late 1960's, an OR
group functioned at the Boise Cascade corporate
level. Headed by an economist, this group sometimes worked independently of the operating managers, an approach that is rarely operable in any
company, Failure of the group to work with field
personnel and other factors led to the demise of
this group.
Now, efforts to use sophisticated approaches to
problem solving are very low key. The one division with a concentrated OR effort calls its
department "Operations Planning." The OR
methods previously described are implemented,
whenever possible, at the field level rather than
the corporate level. Wherever possible, results are
transmitted back to field managers such as the
plant production manager or the sawmill manager
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of

equation. Results of the regression were discussed
with the operating division which subsequently
adopted a sales forecast extremely close to the
forecast predicted by the MR analysis.

who make the actual decisions. Output from the
models are suggested as good solutions rather
than the only solution, Better decisions have resulted in some cases. Surprisingly, however, the
models have in most cases confirmed the ability of
operating managers to make relatively good "seat of- the - pants" decisions.
Boise Cascade is a very large corporation employing over 35,000 people and with annual sales
exceeding $1.9 billion. Many,
the
not most
employees have no involvement in the methods
described in this article. However, when the nature of the problem demands a sophisticated approach, then OR techniques are used to aid the
decision- making process.
if

Continued from page .36

Final Observations
Within the Boise Cascade Corporation, a number of sophisticated tools of operations research
are actually used by management accountants as
described in this article and several other applications are being considered. Our experience supports the contention that a proper place for OR
techniques exists within large corporations at all
levels of management, even up to the board of
directors.
❑
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The Learning Curve
and Its Applications
Although it was used originally in the aircraft industry, its use in
other industries has increased considerably.

By Eugene A. Imhoff, Jr.
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The learning curve is based on a theory which
may be broken down into two separate observations. The first observation is that humans have
the capacity to learn, and in industry, as they perform their jobs they learn to become more efficient
in their actions. The more frequently they repeat
their operations, the more efficient they become in
their performance. The second observation is a
relatively recent one which is actually the essence
of the theory. The observation was first made
when it was discovered that the direct labor input
for each unit produced decreased with a predictable degree of regularity. More importantly, the
amount of efficiency developed in direct labor
through repetition of operations can be predicted
over an entire production run. And once an efficiency rate, or percent oflearning, has been established for a given situation, it may then be applied
to other situations within the industry with some
degree of accuracy. Experience with the learning
curve indicates that the percentage of efficiency
obtained between doubled quantities will remain
relatively stable within a given industry. The aircraft industry uses approximately an 80 percent
learning factor for nearly all production forecasts
oflabor input.' The range for the rate of learning
will generally vary between 60 percent and 85 percent, with an 80 percent rate being most frequent
among all industries.'
It may be generally stated that as the tasks become more complicated there is more room for
learning to take place and, therefore, a greater

percent ofimprovement possible between doubled
quantities. This is reflected by lower percentages
of labor input between the doubled quantity and
its square root of production units. A very favorable rate of learning would then be 60 percent.
Anything less than 60 percent should be examined
carefully since a 50 percent rate oflearning would
indicate that it took no time to produce the doubled quantity, which is not very likely to occur.
It might also be pointed out here that the number of mechanical processes involved in production will have an effect of reducing the learning
rate. As mentioned earlier, the larger the role of
direct labor in the production process, the greater
the chance for obtaining efficiency through learning. In a completely mechanized process there
can, theoretically, be no learning efficiencies since
the machine can not learn. This statement will be
modified somewhat later on.
The Equation
The learning curve has been expressed in a
number of different mathematical models. Three
variations ofthis formula appear below: '
Y = KX°
where
Y = Cumulative average man -hours for any
number of units
K = Number of man -hours to build first unit
X = Any number of completed units
n = Log (percent of learning curve) divided by
log (2)
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U = (n + 1) KX"
where
U = Unit man -hours for a specific unit (all other
symbols are the same as above). (n + 1 is
referred to as the conversion factor, and for
an 80 percent curve: n + 1 = + .67807.)
T = KX "(X)
where
T = total man -hours required to build a
predetermined number ofunits (all other
symbols are the same as above.)
Another, more basic, expression of the learning
curve may be formulated as follows:'
Y = a

"

4

where
Y = The cost ofthe ith unit
i = The production count
a = The cost ofthe first unit
b = The rate ofcost decrease of learning
It may be seen that some of these formulas have
been developed to express the curve in a log form.
The learning curve is most conveniently projected
on log to log graph paper (developed from a log
equation). It will then appear as a straight line
rather than a curve, making its effects easier to
analyze at any given input level such as units of
production or direct labor hours.
Limits and Degree of Learning
Although the learning curve may be extremely
useful for situations which require projecting
costs, there are a number of constraints involved
in its use. If management is to use it effectively, it
must realize the limitations that exist. Perhaps the
most significant problem in using the learning
curve lies in the tendency to concentrate on direct
labor trends and to ignore other elements ofcost.
A number of dangers which could create illusory
savings attributable to the learning curve are listed below: '
1. The danger of labor saving appearing as a result of a mere reshuffling of accounting data
2. The danger of a changing labor mix between
skilled and unskilled workers causing labor
hours reductions to appear as saving as more
skilled workers are added, while labor costs are
actually increasing to compensate for the time
savings
3. The danger of a changing level of production,
or percent of capacity, which may produce labor efficiencies not attributable to learning
MANAGEMENT ACCOUNTING/ FEBRUARY 1978

The existence of certain pitfalls in the learning
curve must be compensated for by a management
awareness to the changes in the various elements
of the operations and their effects as seen on the
actual performance curve.
It should also be emphasized that the learning
curve is based on continuous rather than intermittent lot production, hence a break in the production run will have a significant effect on the behavior of costs due to learning. In many situations it
may be found that learning will regress between
production runs. As the time lag between runs
increases, unit labor input may be found to return
to a "learning level" higher than where it had left
off at the end of the previous run. It has been
determined that the transmission, or degree of retention, of learning from one "run" to the next is
actually dependent on a number of variables, including the type of labor operations involved, the
length of time spent on previous runs, and the rate
of labor turnover between runs, as well as the time
lag between runs.'

the
learning curve is
based on
continuous
rather than
intermittent lot
production. "
"...

Applications of the Learning Curve
The learning curve has been found to be applicable in a number of situations. Although it was
used originally by the aircraft industry, its use in
other industries has increased considerably. With
the cost of labor becoming an increasingly important factor in total production cost, the learning
curve has become more important in measuring
expected costs as a basis for arriving at a selling
price. This is especially true in industries which
are frequently involved in bidding for long run
contracts. Perhaps one of the major users of the
learning curve is the federal government which is
heavily involved in evaluating bids for large lot
contracting. The application of the learning curve,
as used by government procurement agencies,
may be best explained with the aid of the following table of lot costs needed to achieve an average
labor cost of $20.00 per unit, as it applies to 80,
85, or 90 percent learning curves.'
Cumulative
quantity
25
50
100
200
400
800

Learning factor
80%
85%
90%
$61.02
$45.36
$33.22
48.82
38.56
30.47
39.09
32.78
27.43
31.25
27.68
24.69
25.00
23.53
22.22
20.00
20.00
20.00

By starting with the desired factors of $20.00
labor costs per unit for 800 units and setting them
up at a number of learning levels (to include the
probable or necessary levels of learning), it is then
possible to work backwards and determine what
labor costs per unit should be during the initial
stages of production. As a result, we can deter45

"'The use of the
curve in capital
expenditures is
.. . a lo n g -term
application . . . "
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mine whether or not labor efficiencies are at variance with expected costs at any point within the
production run. This information may also be
used to show the desirability and fairness of the
original bids on contracts, and may be extremely
important in negotiations for revision of contract
bids or in obtaining "follow -on" contracts. The
use of the learning curve in pricing is essentially in
forecasting the average cost of direct labor per
unit of output over a given production lot.
In production, the element of time is the main
point concerning the learning curve forecast. The
time factor may be used in production decisions
concerning scheduling, work force requirements,
work flow, and various other aspects of production. As labor hours per unit decrease due to
learning, units of output increase within a given
period of time. Forecasting time scheduled for
production goals would be most beneficial to management in their efforts to identify the "critical
path" of the project at hand. This information,
developed with any number of specific purposes in
mind, can become very helpful to the production
function ofthe business.
The learning curve can also contribute useful
information for "make or buy" decisions where
additional quantities ofan existing item are needed. With some basic information concerning costs
of the subcontractor who proposes to be the additional supplier, it might be determined how efficient his labor is (or how far along the learning
curve he is) in comparison with our own operations. The development. ofthe learning curve data
for make or buy decisions might also be used in
evaluating the desirability of contract proposals
by purchasing agents.' Another aspect ofthis type
oflearning curve analysis could be applied to capital expenditures decisions where we are not currently producing the item in question. The use of
the curve in capital expenditures is, of course, a
long -term application and its forecast of the labor
implications is only one factor to be taken into
consideration.
Some of the other uses of the learning curve
would include the prediction of manhours in order to provide the standard for measuring variances in a standard cost system, to provide the
plant manager with a means of measuring his per-

formance in relation to his goals, to provide a basis for cost control through analysis of upward
swings in the actual performance curve, and to
facilitate profit planning.
It has been mentioned a number of times
throughout this article, as well as in most articles
on the subject, that the learning curve deals primarily with a predictable learning factor applicable to direct labor input, It seems logical that direct labor need not be the only contributing
source to a reduction in average direct labor input
per unit when there are so many other functions
of production whose improvements are reflected
in direct labor efficiencies. Some of the other factors which could well be contributing to the reduction in time or increase in efficiency would be:
methods improvements, scheduling improvements, production design and other engineering
adjustments, more effective supervision, more efficient utilization of manpower, standards improvements, and improved information for management decision making. Although there are other
factors involved, it would most likely be concluded in most applications that the efficiencies projected in the learning curve are almost entirely
related to direct labor due to the relatively large
role it plays in the total cost of the product compared to other factors.
Conclusion
The purpose of this article was to explain and
discuss the learning curve and how it can be useful to management as a cost control device. The
concept has its limitations, which were pointed
out, yet it remains a useful tool to assist management in explaining and evaluating cost - production
relationships in many situations. A better understanding of how the learning curve theory works
will encourage its application in more situations
where it can provide useful information.
❑
' Frank J. Andress, "The Learning Curve as a Production Tool," Harvard Business Review.January 1954.
' Charles T. Homgren, Cost Accounting, A Managerial Emphaas, Prentice -Hall,
Inc., Englewood Cliffs, N.J., 1970, third edition, pp. 207.208.
Op. Cit.. p. 88.
' E.C. Keachie and Robert J. Fontana. "Effects of the Learning Curve on Optimal Size," Management Science, October 1966, p. B -102.
` Frank J. Andress. Op. Cit.. p. 90.
E.C. Keachic and Robert J. Fontana, Op. Cit., p. B -103.
' W illiam H. Boren, "Some Applications of the Learning Curve to Government
Contracts," NAA Bulletin. October 1964, p. 21.
, W .H. Bowers. "W ho's Afraid of the Learning Curve," Purchasing. March 24,
1966- p. 9.
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The Learning Curve:
A Case Study
For those of you who may believe that the learning curve is not
applicable to your type of company, the question is: Are you going
to learn from experience or are you going to repeat your own
mistakes?

By Le Brone C. Harris and William L. Stephens
The theory behind the learning curve is easy to
understand: as a task is repeated, it will be performed faster and more efficiently each succeeding
time. Stated another way: as workers learn an operation, they perform more efficiently and direct
labor input and the manufacturing cost per unit
decline.
The usefulness of the learning curve depends on
several factors. One factor is product innovation:
"In companies where major and minor design
changes are frequent, where new products are often introduced, or where manufacturing is characterized by short runs at well - separated intervals,
'learning' is an important factor in the performance of the operators." ` A second factor is advance planning: "The more the pressure of immediate production can be overcome so that an operation can be planned in advance, particularly in
the way of methods analysis and tooling, the more
predictable the rate of reduction in labor time will
be." z The third factor is the proportion of assembly time versus machine time. In a situation where
three fourths of the labor time is assembly and one
fourth is machine work, an 80 percent curve is
often found. I f the ratio of assembly to machine
work is 50/50, an 85 percent curve is not uncommon. I f the ratio of assembly to machine work is
25/75, the operation is largely machine paced and
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a 90 percent curve is often found. As can be expected, the greater the proportion of assembly
time to machine time, the greater the learning.
In this article, we will demonstrate, through a
case study, the importance of applying learning
curve theory to various accounting tools. The case
study demonstrates that a proper understanding
of learning theory can make a significant difference in budgeting and in using discounted cash
flows and breakeven analysis for a multi -year project. The example has been simplified by ignoring
such complications as employee turnover, product
modifications, or the use of different raw materials
from those originally specified.
The Jason Company
Jason Enterprises manufactures boats and marine equipment in central Florida and is considering the manufacture and installation of boat docks
to complement its product line. The anticipated
demand for docks for the next four years is 200,
250, 325, and 425 respectively. The docks will sell
for $1,000 each. The project requires an immediate expenditure of $50,000 for needed equipment,
which would have an expected four year useful
life and a zero salvage value.
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The Problem and a Wrong Decision
Jason found it rather difficult to estimate its
projected labor time to produce each dock. Since
47

Exhibit 1
NET PRESENT VALUE OF THE FOUR YEAR PROJECT (BASED ON 73 HOURS PER DOCK)
`a—

a

,1
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Year
0
1
2
3
4

Unit
sales
—
200
250
325
425

Total
co ntribution
marg in •
—
$22 ,4 00
$28,000
$36 ,4 00
$47 ,6 00

Cash
fixed
overhead
—
$47,500
$47,500
$47,500
$47,500

Net
cash
flow
($ 5 0 ,0 0 0 )
($ 2 5 ,1 0 0 )
($ 1 9 ,5 0 0 )
($ 1 1 ,1 0 0 )
$
100
Net p re se nt value

Discount
factor
(2 0 pe rc ent)
1.0000
.8333
.69 44
.57 87
.48 23

Discounted
cash
flow
($ 5 0 ,0 0 0 )
( 20 ,9 16 )
( 13,54 1)
( 6,4 24 )
48
($ 9 0 ,8 3 3 )

° $10 00 — $450 — $219 — $ 21 9 -$ 11 2 /d oc k
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Exhibit 2
NET PRESENT VALUE OF THE FOUR YEAR PROJECT (BASED ON 40 HOURS PER DOCK)
Year
0
1
2
3
4

Unit
sales

Total
co ntribution
margin "

Cash
fixed
overhead

—
200
250
325
425

—
$62,000
$77,500
$10 0.7 50
$13 1,7 50

—
$47 ,5 00
$47 ,5 00
$47,500
$47 ,5 00

Net
cash
flow
($ 5 0 ,0 0 0 )
$14 ,5 00
$30,000
$53,250
$84,250
Net present value

Discount
fac tor
(2 0 pe rc ent)
1.0 000
.83 33
.69 44
.57 87
.48 23

Discounted
cash
flow
($ 50 ,0 00 )
12,083
20,832
30,816
40,634
$54 ,3 65

°$ 1 00 0 — $4 5 0 — $120 — $1 2 0 - $ 31 0 /d o c k

another company, very similar to Jason, Achilles
Marine, had recently acquired the same machine
and was producing docks, Jason decided to observe its competitors' performance. During the
first two months of production, Jason determined
that Achilles Marine had completed 200 docks
which required 14,526 hours of labor time, or an
average of 73 hours per dock. Jason decided to use
the average of 73 hours as its predicted labor time
per dock over the next four years in its capital
budget decision model. In addition, Jason expected to incur direct labor cost at $3 per hour ($219
per dock), variable overhead at 100 percent of direct labor, direct materials of $450 per dock, and
fixed overhead costs, exclusive of depreciation, of
$47,500. All costs except depreciation would,
therefore, require cash outlays. Using this information, the net present value at a 20 percent minimum desired rate of return of the proposed acquisition was determined to be a negative $90,833 as
indicated in Exhibit 1. This not only prompted
Jason to reject the project, but also made him
wonder how Achilles Marine could be generating
a positive cash flow if it took so many hours to
produce each dock.
Enter the Accountant
A new member of the accounting staff, having
an engineering background, pointed out to Jason
that, while the first 200 docks may average 73
hours, the process may still be in the initial stages
of learning and future times may drop substantially. He suggested that Jason get more information
concerning the time to produce the 200 docks to
48

see if learning did indeed take place.
Further investigation indicated more optimistic
information for Jason. While the first dock took a
staggering 400 hours to complete, the 200th dock
took only 49 hours, and each successive dock was
expected to take even less time. If this experience
held true over the four years, the new accountant
told Jason the average time for the total of 1,200
docks would be about 40 hours. The accountant
mentioned that this estimate was based upon what .
was called an 80 percent learning curve.
Jason's present value computations were revised using the 40 hours per unit rather than the
73 hours, and he was extremely pleased to see the
positive net present value of $54,365 as shown in
Exhibit 2. Jason's immediate response was to accept the project.
The new accounting staff member once again
pointed out an important error on Jason's part.
While in the first situation Jason had completely
disregarded the potential long -run significance of
learning, in the second situation Jason had employed a four year average time for each dock
rather than determining the exact amount of labor
time for each year's production. Since present value is being employed, the timing of cash flows is
essential, and the use of averages is completely
inappropriate.'
He pointed out to Jason that the time to produce the 200 docks in the first year using the 40
hour average, was determined to be 8,000 hours,
If learning is taking place as expected, the total
hours for production in the first year would be
substantially higher. Based upon the following
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Exhibit 3
NET PRESENT VALUE OF THE FOUR YEAR PROJECT (LEARNING RATE CONSIDERED IN
THE ANALYSIS)

—

—

Direct
lab or and
variable
ove rhead ''

200
250
325
425

$11 0,0 00
$13 7,5 00
$17 8,7 50
$23 3,7 50

$87 ,0 00
$63,882
$67,314
$75 ,3 36

Cash
fixed
overhead

Net
cash
flow
($ 50,00 0)
$47,500
($ 24 ,65 6 )
$47 ,5 00
$ 26,118
$47,500
$ 63 ,9 36
$47 ,5 00
$110 ,914
Net p res ent value
—

Sales
dollars less
direct
materials
•

Unit
sales
—

Year
0
1
2
3
4

while the
idea of a final
steady state
seemed logical,
it could be
argued that
learning never
ceases..."
"...

Discount
factor
(2 0 p e rc e nt)
1.0000
.8333
.69 44
.5787
.4823

Discounted
cash
flow
($ 5 0 ,0 0 0 )
( 20 ,54 6 )
18,136
37,000
53.494
$38,084

$1 0 0 0 — $ 4 5 0 - $ 5 5 0 /d o c k
$6 /ho ur fo r 14,526; 10,647; 11,219; and 12,55 6 hours respectively

learning curve formula, the accountant computed
the accumulated total time to produce 200 docks:

Y = a X'
where
a = The time to produce the initial dock (400
hours)
X = Cumulative units of production (200 docks
in first year)
b = The index of learning [log of learning rate
(.80) = log of 2 = — .322]
Y = The average number of hours to produce X
units (200 docks) of production
Solving for Y in the first year, the accountant determined:

Y = 400 (200) "'
log Y = log 400 — .322 (log 200)
log Y = 2.60206 — .322 (2.30103)
log Y = 1.86113
The anti -log of 1.86113, or the accumulated average time for 200 docks, is 72.63 hours, and the
accumulated total time is 14,526 hours (72.63
hours X 200 docks). The total of direct labor plus
variable overhead cost would be $87,156 (14,526
hours X $6 per hour).
It would be necessary to make similar computations for the second, third, and fourth years, except that an incremental approach would have to
be taken. The time to produce the 250 docks in
the second year would have to be determined by
finding the difference in total times to produce the
450 docks in the first and second years combined
and the 200 docks in the first year alone.
The total labor hours required for the 450
docks is 25,173, of which 14,526 were required for
the first year's production of 200 docks. Labor
hours required for the second year's production of
250 docks is 10,647 (25,173 — 14,526) or approximately 43 hours per dock. The same approach is
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used in computing 11,219 and 12,556 hours for
the third year and fourth years respectively.
Once again Jason had the net present value of
the project computed, and found it to be $38,084,
as shown in Exhibit 3. This was $128,917 higher
than the net present value in Exhibit I and
$16,281 lower than the net present value in Exhibit 2. Exhibits 1, 2 and 3 indicate that the potential
effect of learning on cash flows can be quite significant and possibly cause erroneous decisions to be
made if not properly considered. This was illustrated in Exhibit 1 (when learning was not built
into the decision model) and in Exhibit 2 (when
the effects of learning were considered, but the
yearly timing of labor costs was considered to be
the average for the four years).
Another Problem: Steady State Condition
Exhibit 3 assumed that learning could continue
indefinitely. Assume instead that Jason decided
that a point in production would be reached when
any improvement with repetition would become
imperceptible. He asked the accountant to incorporate such a steady state condition into the capital budget. Fast becoming an irritant to Jason no
matter how helpful, the accountant, instead, recommended that Jason carefully consider whether
learning does in fact cease in the production process. He pointed out that while the idea of a final
steady state seemed logical, it could be argued
that learning never ceases and that there should
not be a leveling off or steady state condition built
into the learning curve.
Jason's Final Decision
Although somewhat confused, Jason feels confident that, in the long run, the least amount of
time in which a dock can be completed is 36
hours. The average labor time for four years of
activity (1,200 docks) was approximately 40
hours, In order for the average to fall to 40 hours,
the incremental time for the 1,200th dock would
have to be much lower than 40 hours (the incremental time of making the 1,200th dock was computed to be 27.5 hours). Thus, if a steady state or
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Exhibit 4
NET PRESENT VALUE OF THE FOUR YEAR PROJECT (ASSUMING THAT A STEADY STATE
IS REACHED AT THE 530th DOCK)

Year
0
1
2
3
4

Annual
sales

Sales
dollars less
direct
materials "

Direct
lab or and
variable
overhead

200
250
325
425

$11 0,0 00
$13 7,5 00
$17 8,7 50
$23 3,7 50

$87,156 1'
$ 6 3 ,8 8 2 "
$70,644 ,
$91,8001'

Cash
fixed
overhead
$
47,500
$47,500
$47 ,5 00
$47,500

Net
Discount
cash
factor
flow
(2 0 p e rc e nt)
($ 5 0 ,0 0 0 )
1.0 000
($ 2 4 ,6 5 6 )
.83 33
$2 6,11 8
.6 94 4
$60 ,6 06
.57 87
$94 ,4 50
.48 23
Net present value

Discounted
cash
flow
($ 5 0 ,0 0 0 )
( 20,54 6)
18,136
35,073
45,553
$28,216

$10 00 — $ 45 0 = $5 50 /do ck
$6 /hour f or 1 4 ,5 26 and 10,64 7 ho urs in firs t and se co nd years respectively
$6 /ho ur f o r 2 ,9 5 4 ho urs fo r the f irs t 8 0 do c ks p lus 8 ,82 0 ho urs (at 3 6 ho urs p e r d o c k) fo r the next 2 4 5 d oc ks
$6 /ho ur f o r 15,300 hours (at 36 hours pe r d o ck)

minimum of 36 hours is considered to be the most
efficient level of production, the point at which
this level is reached must occur much earlier than
the 1,200th dock. The exact point in production at
which the labor time for a single dock reaches 36
hours can be determined by taking the first derivative of the normal learning curve equation for cumulative total time:
YX = (aX °)X = aXb
and

YX =

dYX

= a(b+ 0X'

dX

it 4. Note that, in the third year, the first 80 docks
will benefit from learning, until the steady state of
530 docks is attained. For all docks in excess of
530 in the third and fourth years, 36 hours per
dock is used in computing the net present value of
the investment decision. Once again a slight variation in the model significantly affects net present
value and indicates the importance of at least considering all possible aspects of a learning curve
model even when the exact quantification may be
difficult to determine.
Jason now feels that the learning curve model
has been properly adapted to the characteristics of
his company, and is pleased that consideration of
the learning curve has caused him to accept the
profitable project rather than to reject it as he did
originally.

YX can be determined by the taking of logs:
log YX = log a + log (b + 1) + b log X
In this case, the value of YX is predicted to be 36
hours, and the unknown X can be determined by
solving the algebraic equation:

Breakeven Analysis
Being concerned with yearly reported profits as
well as the net present value for the life 'of the
project, Jason now wonders what the breakeven
points will be for each year.
SEVERAL FALSE STARTS

log 36 = log 400 + log (.678)
+ ( — .322) (log X)
1.5563 = 2.60206 — .16877 — .322 log X
log X = 2.72357
X = 530 docks
At a level of production of 530 docks the incremental time for production is anticipated to be 36
hours. Having reached the most efficient level of
production, all docks produced in excess of 530
are assumed to require 36 hours each. Since the
cumulative predicted output for Jason Enterprises
for the second and third years are 450 and 775
respectively, the steady state of 36 hours should be
reached in the third year. Using the assumption of
a leveling off or steady state condition for learning
at 36 hours per dock, the net present value of the
investment decision is $28,216 as shown in Exhib50

For the four years combined, the average contribution margin per dock as shown in Exhibit 2
would be $310. With total fixed costs of $60,000
[$47,500 + $12,500 ($50,000 _ 4)] the average
level of sales needed to breakeven would be:

Breakeven =

$60,000

— 194 docks

$310
This is well within the sales budget for each of the
four years although it doesn't mean that the
breakeven point in each year is 194 docks. Since
each year's labor time per dock and contribution
margin per dock will be different, the breakeven
point will be different each year. Assuming that a
steady state condition of 36 hours per dock is
reached in the third year, then for any year after
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Exhibit 5
COMPUTATION OF BREAKEVEN FOR FIRST YEAR
Sales
units
300
350
333

there is a
good chance
that Jason can
breakeven in
the second
year, "
"...

Sales
less
direct
materials "
$16 5,0 00
$192 ,500
$18 3,1 50

Direct
lab or plus
variable
overhe ad ''
$114 ,750
$12 7,3 92
$12 3,1 50

Fixed
overhead
$60,000
$60,000
$60,000

Total
conversion
c o s ts `
$17 4,7 50
$18 7,3 92
$18 3,1 50

Net
income
($ 9 ,75 0 )
$5,108
0

$1 0 0 0 - $ 4 5 0 _ $ 5 5 0 /d o c k
For 19 ,1 25, 21 ,2 32 and 2 0,5 25 ho urs re sp ective ly
Direct labo r plus variable overhe ad p lus fixe d overhe ad

Exhibit 6
COMPUTATION OF BREAKEVEN FOR SECOND YEAR BY TRIAL AND ERROR

''

Direct
lab or plus
variable
overhead
$82 ,2 54
$75 ,0 66
$52 ,2 90
$53 ,9 40
$54,174

Fixed
costs
$60,000
$60,000
$60,000
$60,000
$60,000
`

^

Sales
333
300
200
207
208

Sales less
direct
materials
$18 3,1 50
$16 5,0 00
$11 0,0 00
$11 3,8 50
$11 4,4 00

Total
conversion
costs
$142 ,254
$13 5,0 66
$112 ,290
$113 ,940
$114 .174

Net
income
$40 ,8 96
$29 ,9 34
($ 2,2 9 0 )
($
90)
$
226

$ 1 0 0 0 - $ 4 5 0 - $ 5 5 0 /d o c k
$6 /hour f or 1 3 ,7 09 , 12 ,5 1 1, 8 ,71 5 , 8,9 90 , and 9,0 29 ho urs respectively
Dire ct lab o r plus variab le o ve rhe ad p lus fixed o ve rhead

the third year, the breakeven point would be
Breakeven =

$60,000 = 180 docks
$334

The determination of breakeven for the first, second and third years is complicated by the constantly changing labor time and contribution margin per dock produced. It might seem that the
learning curve formula could be integrated into
the standard breakeven equation and the solution
determined with logs. The breakeven equation of:
sales- variable costs -fixed costs = 0, or sales direct materials- (direct labor + variable overhead) -fixed costs = 0, would become:
$1,00OX - $450X - $6aX '*' - $ 60,000 = 0
$5 50 X - $6 aX "' - $ 60,000 = 0,
where aX"' is the total labor hours, and $6 is the
conversion rate (direct labor plus variable overhead) per hour.
The formula above cannot be solved with logs
since there are two terms involving the variable X
which have to be subtracted before the solution
can be determined. The use of logs can be applied
only where terms are being multiplied together,
not added or subtracted.
A BETTER APPROACH
The solution can be determined, however, by a
trial and error approach which can be obtained
MANAGEMENT ACCOUNTING/ FEBRUARY 1978

easily with the aid of a computer. The breakeven
point for the first year is approximately 333 docks
as shown in Exhibit 5. This level of sales cannot
be achieved by Jason in the first year since the
total sales are expected to be only 200 docks.
However, even though the second year's estimated
sales of 250 docks are less than the breakeven
sales of 333, there is a good chance that Jason can
breakeven in the second year. The breakeven of
333 docks applies only to the first year and should
drop substantially in the second year since the
high costs of initial learning are applicable only to
the first year. While the first dock in the first year
took 400 hours, it can be determined that the first
dock in the second year (unit 201) will take only
49 hours. Thus, in the second year, contribution
margins for all docks will be higher and breakeven
will fall substantially. As Exhibit 6 shows, the
breakeven point is approximately 207 docks. The
computation of labor time for the second year as
in Exhibit 3, must be determined by computing
the cumulative total hours for production for the
first and second years less the cumulative total
hours for the first year. Jason should breakeven in
the second year, since the expected demand of 250
is higher than the breakeven point of 207 docks.
The determination of breakeven for the third
year is somewhat different since the point in production at which the steady state of 36 hours per
dock is expected to be reached will occur with the
80th dock (530 docks -450 docks for the first and
second years). Once that level is attained, the contribution margin per dock will be a constant $334
51

"Learning
cu rv e s . . . can
be applied to
other
accounting
problems , .. "

($550 — $216) for all subsequent docks produced.
Since the breakeven point dropped substantially
in the second year (from 333 in the first year to
207in the second year) it might seem possible that
a similar drop could occur for the third year,
which would take the breakeven point close to 80
docks, the point in the third year when learning is
expected to cease, Therefore, before spending the
time on trial and error it would be wise to determine whether breakeven takes place before or after the 80th dock. Ifbreakeven takes place before
the 80th dock, then learning is still taking place at
the breakeven point, the contribution margin per
dock is changing and trial and error is needed as
in the first and second years. If breakeven takes
place after the 80th dock, when the contribution
margin per dock is constant, then the breakeven is
that level of sales above 80 docks needed to generate enough contribution margin to cover the loss
on the first 80 docks.
The net income from selling 80 docks in the
third year is determined as follows:

preparation of variance analysis reports, the budgeting of labor time and personnel requirements,
and the forecasting of cash flows and future earnings.
For example, based on the learning curve, Jason
would require 14,526labor hours in the first year
to produce 200 docks. If Jason used the four year
average of 40 hours per dock and budgeted 8,000
labor hours for the first year (see Exhibit 2), the
production operation would be seriously understaffed. The difference in budgeted hours would be
6,526 (14,526 — 8,000). Assuming a 40 hour
work week and 50 weeks per year, each employee
would work 2,000 hours per year. At least three
new employees(6,526 = 2,000)would be needed
to alleviate the understaffing in the first year.
If Jason fails to consider the learning rate, the
budget for the production operation will be underestimated for labor hours and for variable overhead cost (which is based on direct labor hours
and costs). When a production manager receives
reports which analyse his operations during the
first year, the reports will show unfavorable labor
and overhead variances. The production manager
Sales less direct materials: $550 X 80 $44,000 may be evaluated poorly because the production is
Direct labor plus variable overhead
over budget. The behavioral implications ofsuch
Hours to produce 530docks 28,127
a situation are interesting to consider. The proHours to produce 450docks 25,173
duction operation and its manager will be judged
Incremental hours for 80
as "poor" performers. The production manager
2,954
docks
may, in turn, put more pressure on the workers to
X $6
17,724
Cost per hour
produce more. Assuming that the workers are
$26,276
Contribution margin
learning the job as anticipated and are performing
60,000
Fixed cost
efficiently, the pressure for more output may lead
($33,724)
Loss on 80 docks
to deteriorating morale, increased absenteeism,
and
higher turnover rates which would lower proSince Jason is operating at a loss for the first 80
docks, breakeven must be at some higher level. duction output.
Consideration of the learning rate is important
Since the contribution margin on all docks above
in
the planning ofJason's cash budget. In the first
80 is a constant $334,the breakeven point can be
year,
based on the four year average of 40 hours
determined by dividing the $33,724loss from sellper
dock,
the net cash inflow is projected to be
ing 80 docks by $334 (the contribution per unit
$14,500
(see
Exhibit 2). Based on the learning
for all docks in excess of 530) and adding this
curve, the projected cash flow for the first year is a
result to the 80 docks:
net outflow of $24,656 (see Exhibit 3). If Jason
budgeted the first years' cash flows based upon the
$33,724
Breakeven =
+ 80 = 181 docks
four year average of 40hours, the company is fac$334
ing an unpleasant surprise when its cash flow is
$39,156 less than projected,
The breakeven in the fourth year is determined
by dividing the fixed costs of $60,000 by the con- A Final Thought
stant contribution margin per dock of $334.The
It has been said that "those who forget the pastbreakeven point in the fourth year is 180 docks.
... are condemned to repeat it." For those of you
Other Applications
Jason has concentrated his attention on the effects that learning curve analysis can have on
computing the net present value ofan investment
project and breakeven analysis. Learning curves,
also, can be applied to other accounting problems,
such as the preparation of operating budgets, the
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who may believe that the learning curve is not
applicable to your type of company, the question
is: Are you going to learn from experience or are
you going to repeat your own mistakes?
❑
' Frank J. Andress, "The Learning Curve as Production Tool," Harvard Business
Review, January - February, 1954, p. 95.
Ibid.
' See Edwin A. Bump, - Effects of Learning on Cost Projections," M A N A G E M E N T
ACC OUN TIN G, May 1974.
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BO O S

FOR THE MANAGEMENT ACCOUNTANT

Zero -Base Budgeting Comes of Age
Logan M. Cheek, AMAC OM, 135
West 50th St., New York, NY 10020,
1977, 314 pp.—Here is a veritable handbook on Zero -Base Budgeting —what it
is, how to do it, how to sell it, and how
to keep it a vital and profitable concept
for years to come. The author goes beyond outlining the basic procedure to
show the four crucial elements necessary for success in complementing the
ZBB system.
Practical Operating Budgeting
Lawrence M Matthews, McGraw -Hill
Book Co., 1221 Ave. of the Americas,
New York, NY 101036, 1977, 238 pp.—
A practical aid for the operating manager determined to do a better budgeting
job, the book explains and illustrates in
straightforward terms all the essentials
involved in effective budgeting of operations. It describes the steps necessary in
developing sound budgets, follow -up,
use and maintenance.
Implementing Zero -Base Budgeting—
The Real World
Walter D. Hill, Planning Executives Institute, 5 -500 College Corner Pike, Oxford, OH 45056, 1977, 90 pp.—The material presented in this case study is the
experience of one company in tying in
Management by Objectives to Zero Base Budgeting. The steps and procedures can be adapted to any size company, to nonprofit institutions or to governmental units.
Financial Manager's Handbook
J.H. Hennessy, Jr., Prentice -Hall, Inc.
Englewood Cliffs, NJ 07632, 1977, 368
pp. —More than 100 time - tested ideas
for systematic profit improvement
through the application of field- tested financial management controls are presented. Whatever your title, if you are
responsible for cost savings, cost reduction and profit building, this book will
help you.
Financial Accounting: Concepts, Uses
and Problems
Howard J Snavely, Jerome J. Kesselman and Wayn e A. Label, HWONG

Publishing Co., 10353 Los Alamitos
Blvd., Los Alamitos, CA, 90720, 1977,
468 pp.—The selection of material for
this text was based on the authors' beliefs that the primary purpose of the
first course in accounting is to teach students to understand financial statements
while the secondary goal is to acquaint
the students with the more controversial
areas of accounting and the reasons for
the controversies.
Any book reviewed here is available from the
NAA Library. Members may borrow books for a
two -week loan period by mail, telephone orpersonal visit. Address Ms. Ellen Shappe, Manager, Library Services, NAA, 919 Third Avenue,
New fork, N. Y. 10022 —(212) 754 -9736.

Improving Cash Management in Local
Government: A Comprehensive
Approach
Frank M. Patitucci and Michael H. Lichtenstein, Municipal Finance Officers
Association of the United States and
Canada, 1313 East 60th St., Chicago, IL
60637, 1977, 68 pp. —A comprehensive
treatment of cash management in a local government. Although written for
any local government, the book is most
applicable to the medium- to large -size
governmental units and to those with
more complex cash management environments.

conceptual framework for the study and
understanding of organizational behavior is provided. Study of this book and
application of the techniques presented
should lead to more effective management of human resources.
Operations Management: Theory and
Problems
Joseph G. Monks, McGraw -Hill Book
Co., 1221 Ave. of the Americas, New
York, NY 10036, 1977, 671 pp. —As in
a reference manual, the brief, primary
text materials usually are followed by
numerous solved problems that solidify
operations management concepts and illustrate how a theory is applied in decision- making.
Inventory Systems and Controls
Handbook
Stanley E. Larson, Prentice -Hall, Inc.
Englewood Cliffs, NJ 07632, 1976, 274
pp, —The reader will discover the latest
techniques, systems, procedures, modern practices, ideas, concepts, controls
and solutions to inventory management
problems occurring in most plants.
Personnel Management

5th ed., Herbert J Chruden and Walter
A. Sherman, Jr., South - Western Publishing Co., 5101 Madison Rd., Cincinnati, OH45227, 1976, 644pp.— Theory
and application of behavioral science
are emphasized heavily. Major attention
Implementing Effective Cash
also is given to basic personnel processManagement in Local Government: A
es involved in the procurement, develPractical Guide
opment and maintenance of human reHaskins and Sells— Government Serv- sources. These processes include selecices Group, Municipal Finance Officers tion, training, motivation and remunerAssociation of the United States and ation of employees and maintaining reCanada, 1977, 59 pp. —By using this lations with their unions.
guide, cash managers can increase revenue income for their governmental units Human Behavior at Work:
and decrease costs of raising or borrow- OrganizationaI Behavior
ing money. The book provides useful in- Keith Davis, McGraw -Hill Book Co.,
formation for starting a cash manage- 1221 Ave. of the Americas, New York,
ment program, projecting cash flow, in- N Y 10036, 1977, 581 pp.— Designed
vesting idle cash and planning short - primarily for use in university courses,
term borrowings.
management development programs,
advanced supervisory training, adult edOrganizational Behavior
ucation classes and management self Fred Luthans, McGraw -Hill Book Co., study, the book suggests how people in
1221 Ave. of the Americas, New York, all types of organizations can be motiN Y 10036, 1977, 58 8 p p . — A strong vated to work together harmoniously.
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Information Systems for Operations
and Management
Dan Voich, Jr., Homer J. Mottice and
William A. Shrode, South- Western
Publishing Co., 5101 Madison Rd., Cincinnati, OH 45227., 1975, 519 pp.—Because of increasing need for and cost of
information, the authors present basic
concepts for the effective management
of the information function in an organization.
Auditing in the Public Sector

mm

Felix Pomeranz, et al., Warren, Gorham & Lamont, Inc., 210 South St.,
Boston, MA 02111, 1976, 319 pp. —The
primary audience of this book is the
men and women who perform audit
services at the federal, state and local
levels. It also is directed toward those
accountants in government who are
concerned with following up on audit
reports and monitoring the resultant
corrective actions. The book also should
be of value to public accountants engaged in audits of public sector entities.

Lm
The Public Accounting Profession

An Analysis of Its Most Critical
Problems
Stanley Charles Abraham, The Rand
Corporation
Abraham analyzes the technical, ethical.
and institutional problems of public
accounting.
Spring 1978
LC77-7804
ISBN 0669 -01606-3
Zero -Base Budgeting and
Program Evaluation
Joseph S. Wholey, The Urban Institute
Wholey describes how simplified zero base budgeting and program evaluation
can be used by managers to achieve
objectives and produce more efficient,
manageable. and purposeful
businesses. Now available.
ISBN 0-669 -01730.2
LC 77.4610
Lexington Books
D. C. Heath and Company
125 Spring Street
Lexington, MA02173
I I l. AT[ 1 (212)924-0460 (617)862 -6650
Call our toll -free number
(800)428 -9292

Lexl gn
Woks
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The Social Audit for Management

tribute the latest theories that propose
to explain the discrepancies between
theory and observations of capital asset
pricing.

Clark C. Abt, AMACOM, 135 W. 50th
St., New York, NY 10020, 1977, 278
pp.— Written for the reader with no
knowledge of social science, econometrics or accounting, this book is filled
with details about different approaches
and methods of measurement, actual
case histories and suggestions for planning that effectively avoid costly conflicts between business and the social environment.

Principles of Food, Beverage and Labor
Cost Controls for Hotels and
Restaurants
Paul R. Dittmer and Gerald G. Griffin,
Cahner Books, Inc., 211 Columbus
A ve., Boston, MA 02116, 1976, 257
pp. —In preparing this work, the authors have tried to present principles of
control in a clear, direct and logical
manner. The book is divided into four
parts: a general introduction to the subjects of cost, sales and control, then
food control, beverage control and labor
control.

Accounting Fundamentals: A SelfInstructional Approach
Stephen A. Moscove, Reston Publishing
Co., 11480 Sunset Hills Rd ., Reston,
VA 22090, 1977, 288 pp.—Written for
the non - accountant, this book presents
basic principles and procedures in a
simplified self - instructional manner.
The book covers all the basic procedures necessary to establish and operate
an accounting system in an organization.

College Accounting: Principles and
Procedures

Computerized Cost Control Systems
Jerome H. Fuchs, Prentice -Hall, Inc.,
Englewood Cliffs, NJ 07632, 1976, 305
pp. —A complete guide to harnessing
the potential of the computer to increasing corporate profits. The author presents in basic understandable language
proven computer techniques which can
be used effectively to control all mainstream applications of a company's operations.
Accountants' Liability: Litigation
Strategies and Tactics
Dan L. Goldwasser, Practicing Law Institute, 810 Seventh Ave., New York,
NY 10019, 1976, 565 pp.—This handbook is not only an educational supplement used in conjunction with the Institute's program on the subject presented
in the Fall of 1976, but also may be used
as a reference manual by attorneys and
related professionals unable to attend
the sessions.
Risk and Return in Finance: Vols. I& II
Irwin Friend and James L. Bicksler,
Ballinger Publishing Co., 17 Dunster
St., Cambridge, MA 02138, 1977, 486
pp. —The main theme covered is capital
asset pricing under uncertainty. Seventeen papers by leading economists con-

James Don Edwards, Richard D. Irwin,
Inc., 1818 Ridge Rd., Homewood, IL
60430, 1977, 559 pp.—Designed to provide an understanding of the total
accounting process, this book is student- oriented, and accounting cycles are
covered from the point of recording
business transactions in the books of
original entry to the preparation of periodic accounting reports.
Product Planning
Merlin Stone, Halsted Press, 605 Third
Ave., New York, NY 10016, 1976, 142
pp. —The planning process is analyzed
from the initial establishment of a company's markets and demand patterns
through such important questions as
product line balance to the problems of
pricing, market organization and information systems.
Basic Cost Accounting Concepts
Henry R. Anderson and Mitchell H.
Raiborn, Houghton Mifflin Co., 2 Park
St., Boston, MA 02107, 1977, 632 pp. —
Designed as a one - semester cost accounting course, this text reflects the
authors' philosophy that the field of
management accounting, encompassing
all facets of managerial information
needs for decision purposes, is introduced best by proceeding from cost accounting foundations to applications.
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Organizing for People
The authoritarian organizational pattern is counter - productive in
improving the productivity of people serving people, says The
Rockefeller Foundation comptroller. It must be modified to
incorporate a new management model that respects individuals as
ends not means, coordinates their work, understands and diffuses
conflicts, furnishes positive feedback —and thus unlocks the great
productivity potential latent in service organizations.

In a new book, Productivity in Service Organizations, Herbert Heaton, a CPA and comptroller of
The Rockefeller Foundation, contrasts two management styles, Elaborating on McGregor's Theory X and Theory Y individuals, he shows how the
established organizational model that emphasizes
authority, rank and influence has limited effect in
improving productivity. He sees the development
of synthesis of this old pattern with a new "target model" that focuses on changing people problems to work problems by emphasizing consensus
on goals and objectives, working procedures, coordination, and feedback to prod uce change in
structure, work goals, and work method s. Currently, one out of three individuals are excluded
from the "Established Model, " says the author.
He predicts a bleak future if "Target Model" concepts are not incorporated into organizations:
"Organizations will get bigger and more impersonal ... The inversion ofprocedure and purpose
will accelerate. More regulatory agencies will be
controlled by the industries they are supposed to
regulate. Ethics committees of professional societies will strengthen the protection of their members from the public. " Because this thought -provoking book has implications for all managers,
and especially accountants, we are reprinting an
excerpt from Chapter 11 that illustrates the author's thesis as he applied it in the comptroller's
position.
MANAGEMENT ACCOUNTING /FEBRUARY 1978

By Herbert Heaton
In 1957, at the end of my first term as treasurer of
the New Jersey Society of CPA's, its trustees revised the budgets to conform to the penny with
actual expenditures. Similarly, in 1965 when I became comptroller of The Rockefeller Foundation,
budgets were revised at year -end to cover overexpenditures, and the bank accounts of overseas
field directors were reimbursed only when banks
gave notice the accounts were overdrawn. Accounting in nonprofit organizations, including
governments, was more concerned with appropriations and commitments than with responsibility
and performance. The by -laws of the Foundation
charged the comptroller's office with no more
than bookkeeping for grants and expenditures,
and in 1965 the staff did a minimum of analysis,
interpreting, and reporting, no systems work, no
tax work, no cost accounting, no auditing, and, of
course, no budgetary control.
To get the payroll paid and the voucher checks
written and recorded, there were thirty -odd people in 13 separate sections. Although some had
college degrees, only one had taken a semester of
college accounting. Specifications for hiring were
a high school diploma and ability to type, but sevFrom Productivity in Service Organizations by Herbert Heaton, copyrightt'
1977 by McGraw -Hill Book Company. Reprinted by permission of McGraw Hill, Inc.
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"The Target
Model...:
'Those of us
who do not
continually
grow into new
responsibilities
will go." '

eral months were usually required to find anyone
to fill a vacancy. Someone who took a mathematics course at night was told that that showed lack
ofinterest and attention to his job.
There were over 1600 general ledger accounts
and occasionally a trial balance was attempted on
a long adding machine tape. Commitment records
were not self - correcting and could not be proved
routinely. Delays in paying invoices from suppliers and shippers resulted in a steady stream of
second and third requests, giving rise to much
special handling and 20 or more duplicate payments a month. There were three kinds of backlogs in the department's day -to -day work. (1) external —for example, the field office reports of local expenditures and foreign bank balances averaged six months' delay and some were over a year
in arrears; (2) procedural —for example, to issue a
foreign draft involved more than 20 steps requiring one to two weeks' time; and (3) clerical —for
example, expense reports piled up for weeks or
even months before being processed.
The comptroller of another major foundation
explained nonprofit accounting to me: "Constantly raise questions about little items, but never
about anything big. Be sticky about approvals, but
never about concept or purpose." Only yesterday
he must have talked to the comptrollers of your
hometown, the CIA, and many major universities.
All this is clear enough in retrospect, but my expectations had been naive. Reality showed up one
piece at a time, obliterating any dream of a neatly
ordered professional existence.
Getting Started
As a first step in bringing the full range of
comptrollership functions into the department, I
pushed to have bank reconciliations transferred
from the treasurer's office. It was a fortunate mistake because it taught me early not to ask for
work until we had the time and skill to do it.
After a few months the reconciliations were back
in the treasurer's office and reality was being confronted: "Today, none of us has the skills which
will be needed for employment here five years
from now." New measurements were being defined: "There are no deadlines as long as the rate
of progress is satisfactory." The Target Model was
being forced into existence: "Those of us who do
not continually grow into new responsibilities will
go." Four strenuous years later, we started to install a computer, using our own personnel all the
way.
Trying to find names for the processes that were
going on helped in mastering them and applying
them consistently. For example, system and control improvements may bring to light errors and
problems that had formerly been buried. Within
and without the department there were those who
said that each change was for the worse because of
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the errors and problems it gave rise to. Especially
at the interface of the department with program
officers and other administrative officers, I felt a
tension in this regard. Good personal relations
with peers and superiors in a hierarchy are easy if
the game is played ofascribing errors to the lowest clerk. But exercising authority by assigning
blame downward and setting limits of tolerance
improves nothing unless we assume Theory X
subordinates. Organizational productivity as distinct from individual performance can be improved only by dealing with errors at the highest
level of procedure, policy, or system within or
without a department. "Converting people problems to work problems" became the guide to responsible behavior as well as a comfortable rationalization for any personal ineptness,
Standard approaches for improving office efficiency include (1) improvement in management
by use ofwork schedules and flexible work assignments, (2) improvement in work patterns by skill
development and use of work - simplification techniques, (3) revisions of systems and procedures,
and (4) introduction of machine accounting.
These methods could not be applied from the top
down unless it was possible to obtain a quick return, because their use added work before reducing it. They could be applied from the bottom up,
however, by anyone who chose to use them. To
encourage their use, questions were asked and
new patterns of perception were promoted.
A routine office problem is selection of the
best method of communication: face -to -face,
interoffice phone, or interoffice mail. If the
wrong patterns are established, it can be
costly. For example, it was observed that
one employee started spending several hours
each day at other desks waiting for information and approvals in order to expedite special work. It was a normal, unskilled reaction to pressure, so general discussion was
promoted rather than dealing with the one
visible instance. Nonetheless, I was irritated
enough to express some personal reactions
and give the employee an Avis button saying, "We try harder." The next day the employee reported a nightmare and I had to
fall back on our guideline that in the office
we were concerned only with work problems, not personal ones.
To improve productivity, it is sometimes
helpful to estimate potential gains. So how
about looking at things this way? We work
75 percent of office time. Only 75 percent of
our work is worth doing and our procedures
are only 75 percent efficient. Our output is
thus 37 1/ 2 percent and our first goal is 50
percent. This was too much for most to accept, but it did help to refocus attention to
payoff areas.
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"The Next Step"
For Herbert Heaton 1977 was a milestone he will
the employees began to appreciate the value of
not soon forget. Not only did he publish a book,
this philosophy to themselves in growth and self Productivity in Service Organizations, he also saw development, they learned to accept it and flouranother project come to fruition
ished in this environment.
with the launching of a new, nonA CPA and former partner in
profit organization designed to help
Pogson, Peloubet & Co., Mr. Heasmall businessmen.
ton found that he had to adopt a
Called Support Services Alliance,
new mode of operation when he beInc. (SSA), it will offer small busicame comptroller, essentially a
nessmen and women a package of
management position. As the years
services heretofore available only to
went by, he found himself managlarge organizations. These include a
ing his office out of an intuitive
group health, disability and life ingrasp of the right thing to do; the
surance plan, national contracts for
act of structuring his instinctive
office equipment and publications,
management philosophy led to the
and other SSA plans covering mass
book.
purchasing of business merchandise
Heaton at kick -off
The idea for a book germinated
breakfast for SSA.
and the furnishing of legal inquiry
about six years ago; at the same
and referral services. At a kick -off
time he was toying with the SSA
breakfast in November at the Rockefeller Founda- concept. He laid the small business service idea
tion —which helped to establish SSA —Mr. Hea- aside while he threw his energies into the book.
ton estimated that a quarter of the U.S. work
When the writing was finished, he turned to the
force are small business entrepreneurs. Most of establishment of SSA. Fortunately, the times and
them do not qualify for the kinds of services ofthe concept coincided and SSA was born without
fered to large organizations. This is the vacuum
the usual harrowing struggles.
that SSA is designed to fill.
Mr. Heaton, 59, is no stranger to the written
It is not unusual for this slim, soft - spoken acword: he coauthored a book, Integrated Auditing.
countant to complete two major projects at the
Although not currently a member of NAA, he has
same time. It is part of the philosophy expressed
belonged in the past and his father also was a
so well in his new book: "My belief in the next
member. He recalls, as a graduate student at Costep. Regardless of his position everyone can al- lumbia University, grading student papers in the
ways take the next step. Organizations develop
cost accounting course of Dr. Raymond P. Mar1
through everyone taking the next step at the same
pie, retired assistant secretary of NAA, who
time." This emphasis on staff members developing taught part -time at Columbia.
and growing in their work and personal life, i.e.,
What's the next step for Herbert Heaton? Possitaking the next step, characterized his manage bly another book. This time it will be about small
ment of the comptrollership office in The Rocke- business. Meanwhile, with the active support of
feller Foundation. The Foundation has an annual
his wife, a teacher and registered nurse, he is nurbudget of $45 million with ongoing projects all
turing the growth ofSSA (1133 Ave. of the Amerover the world.
icas, New York, N.Y. 10036). In pursuit of this
When he first announced that he expected every
goal and the promotion of his book, he will be
member of his staff to grow into new responsibili- appearing on radio talk shows around the country
ties, the initial reaction was shock, he says. But as
talking about "the next step."
O

A nonstandard method ofachieving immediate
gains in output, without investment of preliminary time or effort, was fortuitously discovered
and was applied with Authority. The method
which is still nameless was nothing more than the
converse application of an unpublished law of productivity, to wit, inefficiency begets inefficiency.
As a simple example, when clerks were observed
searching for something in a pile of unfiled material, they were reassigned to filing. On a more soMANAGEMENT ACCOUNTING/ FEBRUARY 1978

"Regardless of
his position
everyone can
always take the
next step. "

phisticated level, when it was determined that
handling second and third requests for payment
consumed most of the time of a clerk, the clerk
was reassigned to processing original invoices.
Unfortunately, the method could be applied only
when complete elimination of a backlog could be
quickly achieved.
Installing a Computer
By 1969, we were ready to shoot for bringing in
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" 'Think of
yourself as
coordinator
instead of boss, '
was one attempt
to guide. "

a computer late in 1970. Doing it ourselves would
carry a heavy price tag —more than a 50 percent
increase in workload for at least two years without
additional personnel. Even after computer applications appeared to be running well, we would
expect to play safe by keeping up the old manual
records in parallel for six months or a year. Despite the costs and risks we foresaw, a consensus
grew that bringing in a computer was a natural
step in our organizational and individual processes of developing. Placing the order was not a decision, but merely a formal ratification that a consensus had emerged.
On July 1, 1969, a contract was signed and four
people were transferred from processing daily
work to developing program specifications and
learning how to program. The internal auditor
started a major concentration on controls needed
for computer operations, and the tax accountant
started to detail his requirement for each projected application. Section supervisors and assistant
supervisors began courses so they could be active
participants and responsible for their records after
computerization. Above all, their need was to
control output. In manual and mechanical record keeping systems, human intelligence can be applied to the data item by item as calculations are
made. In computerized systems, the supervisor is
presented with a pile of completed checks, registers, and records to be challenged for reasonableness, tested for completeness, and proved by totals
and by process reviews.
Step by step we were vulnerable to criticism.
We missed target dates for new applications. The
proficiencies of our programmers were obviously
limited, and programs that ran could be seen to be
cumbersome and inefficient. Keypunch operators
promoted to computer operations had to learn as
they produced. There was only one defense, but it
was intriguing. Two years after the computer was
delivered, there had been sufficient reduction in
staff (by attrition) to cover the cost of computer
rental. Today the operation is still vulnerable to
criticism and still improving, handling more volume, absorbing new work, and carrying out special assignments without a whimper.
Another place had consultants do feasibility
studies and, on the basis of their information
and recommendations, top management
made the decision to bring in a computer. A
new department was set up and skilled personnel were hired to staff it, but most programming was contracted out on the theory
that once programs are written, the need for
programmers is gone. The original staff in
the comptroller's office continued unreduced
in numbers and nonparticipants in the computer operations, although the computer department was soon given to the comptroller
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to supervise. It was a beautiful installation,
efficient in every way and approved by every
expert who reviewed it. When top management decreed a general budget cutback, the
staff of the comptroller's office, which had
doubled, was ordered cut in half, and customers were sought for the excess capacity
of the computer. Unfortunately there were
too few trained programmers on the staff to
make all the necessary system modifications.
"The conclusion to be drawn from your computer installation story," some managers in the
Established Model have told me, "is that your office was incredibly inefficient to begin with and
some of its operations still are. For example, you
still type checks manually and then keypunch the
data to get it on the computer. Eliminate that duplication and overall your department will gain 3
percent in efficiency." Among those who have not
understood the process is my friend who was ordered to cut his staff in half. His computer prints
his checks.
Problems with Roles
In a Complete Organization the supervisor
must function in both models, Target and Established, like the mediator - arbitrator of the National
Center for Dispute Settlement. What is the role of
a supervisor in the Target Model? As the comptroller's office moved up the Hierarchy of Organization Methods, the role of a supervisor in the
Target Model grew faster than our understanding
of it. "Think of yourself as coordinator instead of
boss," was one attempt to guide. The word coordinator, however, refers to only one of the six
processes in the Target Model, and a supervisor
must use all six when in that model. Without
doubt, the greatest brake on progress was lack of a
comprehensive description for supervisors of the
kind of organization we should be and how they
should function in it.
Using responsibility instead of authority as our
guide, we made the tax accountant, internal auditor, and systems manager direct -line participants
instead of staff advisors. For all nonroutine work,
a special form was devised to elicit input. The
chief accountant stated the level of reporting, like
rounding to the nearest thousand dollars. The internal auditor defined controls. The systems manager stated how to do it, and the senior supervisor
stated when and by whom it should be done. Then
the designated section supervisor accepted or refused responsibility for the work as specified. Finally the comptroller or assistant comptroller
gave approval or refusal for the expenditure of
time involved. Beautiful in theory, but in practice
many expressed any bright idea that entered their
heads regardless of whether or not it was within
Continued on page 62
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MAP Committee Comments
On Client /Auditor Relation
The MAP Committee gave its support
to the SEC's proposed rules on Auditor
Changes (Release No. 33 -5868) and
particularly endorsed the Commission's
emphasis on the importance of the
Board of Directors' Audit Committee.
The MAP Committee agreed that the
independent public accountant must

Plan Study of Regulated
Industries
A project that will address the effects of
price or rate regulation on accounting
for public utilities and other regulated
enterprises has been added to the FASB
agenda. The project's primary objective
is to determine the appropriate application of definitions of elements of financial statements in the special circumstances in which selling prices are regulated by external authorities and will include a decision as to the extent to
which the rate - making process should
affect the application of financial accounting standards.

FASB Issues Statements 17 & 18
The FASB adopted as final two proposed amendments to existing Statements. Both proposals had been endorsed by the MAP Committee.
Statement No. 17 amends the definition of Initial Direct Costs that is used
in Statement No. 13, Accounting for
Leases (MAP, November 1977). The
amendment affects accounting by lessors only and is effective January 1,
1978, with earlier application encouraged.
Statement No. 18 eliminates the requirements to disclose segment information in interim period financial statements that was contained in Statement
No. 14, Financial Reporting for Segments of a Business Enterprise (MAP,
December 1977). This amendment is effective December 1, 1977, retroactive to
fiscal years beginning after December
15, 1976, the effective date of Statement
No. 14.

MANAGEMENT ACCOUNTING/ FEBRUARY 1978

IASC Approves Publications
The International Accounting Standards Committee approved for publication Standard No, 8, Unusual and Prior
Period Items and Changes in Accounting Policies. It will be effective for fiscal
periods beginning on or after January 1,
1979.
The [ASC also approved for publication the following exposure drafts:
E-11 -Accounting
for
Foreign
Transactions and Translations of Foreign Financial Statements
. E- 12- Accounting for Construction
Costs
• E -13- Accounting for Taxes on Income
e

characteristics, such as relevance, reliability, and comparability, are generally
recognized as being useful, but other
qualities are not uniformly so recognized. Moreover, certain terms are
highly abstract and their meanings in
relation to financial reporting are
viewed differently. Trade -offs are often
necessary to resolve conflicting characteristics.
Measurement attributes that the
Board is considering are historical cost/
historical proceeds, current cost /current proceeds, current exit value in orderly liquidation, expected exit value in
due course of business, and present value of expected cash flows. Respondents
were asked to (1) assess the degree of
compatibility between these attributes
and various qualitative characteristics
for each class of asset and liability, (2)
express a preference for the attribute to
be measured for each asset and liability
category, and (3) comment on general
purchasing power reporting as it relates
to each of the five attributes. All the
questions are addressed via a set of matrices, which the MAP Committee completed and submitted with several pages
of textual comments focusing on the significance of the qualitative characteristics.
In responding to the FASB's proposed amendment to Statement No. 8
(MAP, January 1978), the Committee
endorsed its provisions and urged its
adoption.
Anyone wishing a copy of either comment should write to Manager -MAP
Development.

In another action, the FASB released
Interpretation No. 20, Reporting Accounting Changes Under AICPA Statements of Position. The interpretation relates to Accounting Principles Board
Opinion No. 20 and specifies that for
purposes of applying APB Opinion No.
20, an enterprise making a change in accounting principles to conform with the
recommendations of an AICPA statement of position shall report the change
as specified in the statement. If a statement of position does not specify the
manner of reporting such a change, the
change must be reported as specified by
APB Opinion No. 20.

e

Continued from page 10

have an opportunity to contest the asserted reason(s) for changing auditors
(MAP, December 1977).
With regard to Release No. 33 -5869,
Disclosure of Relationships With Independent Public Accountants (MAP,
December 1977), the Committee objected to disclosure by companies of absolute amounts paid to their public accountants because it believes that such
disclosure would not be meaningful and
would be potentially misleading. The
Committee also rejected disclosure of
fees segregated by classification of services, but felt that disclosure of the types
of services performed (without regard to
fees paid) by public accountants is appropriate.
Among other issues discussed in the
comment letter were:
Approval by the Board of Directors
or Audit Committee of services to be
performed,
Disclosure of fees billed at non -customary rates or terms,
• Disclosure of revenues received
from public accountants,
. Delineation of services that public
accounting firms should provide,
• Auditors testifying before regulatory bodies,
Copies of the written comments may
be obtained from the NAA office.
e
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MAP comment letters are available
from Manager, MAP Development,
NAA, 919 Third Ave., New York, N.Y.
10022.
59

Information About the
Certificate in Management Accounting
The June 1978 Certificate in Management Accounting examination will be held on
the following dates:

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

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

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

Dallas
Denver
Detroit
Hartford
Honolulu
Houston
Jacksonville, Fla.
Juneau, Alaska
Los Angeles

Memphis
Milwaukee
Minneapolis
Nashville
New Orleans
New York
Norfolk, Va,
Omaha
Philadelphia

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

Summary of Procedures and Events Leading to Earning the Certificate in
Management Accounting
1. Apply for membership in the Institute of Management Accounting. Arrange
to have proof of educational credentials and character references sent to the
Institute. Applications should have been submitted as soon as decision to enter
program is made but no later than March 1, 1978, to assure processing in time for
the June 1978 examination.
2. Applicant is notified of acceptance into the Institute of Management Accounting when educational credentials and character references are received.
3. Institute members and applicants apply for the examination, identifying parts
to be taken and selecting the city location from announced examination cities.
Examination application should be submitted no later than March 1, 1978, for new
candidates and April 1, 1978, for continuing candidates.
4. Examination candidates are sent authorization letters for requested examination parts and the exact address of the examination in the city selected early in
November.
5. Examination is given in the various cities on June 14, 15, and 16, 1978.
6. Candidates are notified of examination results in September.
7. Candidates are awarded the Certificate in Management Accounting upon
passage of all five parts of the examination and completion of two or more years
of appropriate management accounting experience. (This requirement can be
satisfied by experience gained prior to, or subsequent to, completion of the five part examination.)
More detailed information is available from Chapter Vice Presidents for Education
or from the Institute of Management Accounting, 570 City Center Building, Ann
Arbor, Michigan 48104.
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RESEARCH REPORT

The Lease - Purchase Decision
How do companies actually make lease- purchase decisions? A new
NAA research study takes a look at the lease- purchase
decision - making process at three U.S. companies and
three Canadian companies.

A new research report, The Lease - Purchase Decision: How
Some Companies Make It by Dr. William L. Ferrara, professor of accounting, the Pennsylvania State University, examines the decision - making process at six companies.
The study is the fourth release in the Business Decision
Models project jointly sponsored by NAA and the Society of
Management Accountants of Canada. The other three are
Impediments to the Use of Management Information by Henry Mintzberg, Research Methodology and Business Decisions
by J ohn W. Buckley, Marlene H. Buckley and Hung -Fu
Chiang, and Normative Models in Managerial Decision -Making by Lawrence A. Gordon, Danny Miller and Henry Mintz berg.
The purpose of this Business Decision Models project is to
identify managerial information needs through a systematic
examination of the decision - making process. In the first phase
of the project, researchers examined how these decisions
should be made, the normative phase. In the Normative Models publication, research covered the ingredients of the decision process, as described in the literature, for nine frequently
encountered higher- level, nonroutine decisions. The decisions
are: (1) new product; (2) distribution channels; (3) acquisition; (4) divestment (product abandonment); (5) capital expenditure; (6) lease - purchase; (7) make -buy; (8) pricing; and
(9) manpower planning.
This study of actual practice in making the lease- purchase
decision is the first in the empirical phase of the project. Dr.
Ferrara interviewed executives and managers in three Fortune 500 firms and in three Canadian firms of similar size. He
has written extensively on the lease- purchase topic and developed the lease -buy model used in the normative models study.
The gist of his research is included in two chapters titled
"Qualitative Aspects of Lease - Purchase Decisions," and
"Quantitative Aspects of Lease- Purchase Decisions." The
quantitative section of the report especially will be helpful to
accounting and financial executives faced with lease- purchase
decisions.
MANAGEMENT ACCOUNTING /FEBRUARY 1978

Most of those interviewed in the research phase mentioned
the high cost of leasing, displaying a bias against leasing because of the cost factor. That is one of the reasons, according
to Dr. Ferrara, why lease- purchase decision - making is not
covered by the kind of formal procedures usually found in the
area of capital expenditure requests.
Originators of lease- purchase requests generally included
the same people who were involved as originators of capital
expenditure requests and their lease evaluation requests were
often attached to their capital expenditure requests. Both
evaluators and decision makers involved in the process were
more likely to be attached to the treasury function, as opposed to the controllership function, Dr. Ferrara discovered.
But in some cases "a `high level' responsible operations manager could overrule financial considerations against a lease
because of non - financial considerations such as potential obsolescence and special know -how related to maintenance."
After he details the process of actual decision - making in
the six firms in text and quantitative illustrations, Dr. Ferrara
concludes by suggesting that additional research should be
done in the area. Then he points to several lines that additional research could take. In fact, NAA already has launched
another research project in this area. Meanwhile, this pilot
study answers many of the questions that accounting and financial managers must wrestle with when considering lease purchase proposals.
❑
Free Membership Bonus Book
This NAA research publication, The Lease- Purchase Decision: How Some Companies Make It by William L. Ferrara
will be offered free to NAA members for a limited period
W S . members, three months; international members, six
months). To get your copy, just fiN out the postcard coupon
opposite, affix appropriate postage, and mail. If insert card is
missing, simply send a post card with your name and account
number to L -P Bonus Book, NAA, 919 Third Ave., NY, NY
10122.
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ORGANIZING FOR PEOPLE
Continued from page 58
role. It is not easy to learn to mind one's
own role. In the Established Model, we
must remember, the rewards go to the
person who does the most upstaging,
most subordinating of others, and most
directing of them in their business.
Years ago when I was in public accounting and writing a book on auditing, I asked an assistant what a supervisor should do, "Be used" was his answer, which meant, in the parlance of
this book, get with the Target Model.
Years later he reminisced over lunch,
"For Supervisor A I worked hard because he scared me, for B I worked hard
because he was such a nice guy, and for

DATA SHEET
Continued from page 9
(7) Transfer Pricing and Allocation
of Common Costs with Respect to Segment Reporting and Control.
In a departure from past practice, the
NAA Committee is now looking for
help from members and qualified researchers in developing specific topics
within the broad areas listed above. The
type of research to be supported may be
a survey of existing practices, fundamental research, "how to ..." studies,
or some other form of research.
Anyone interested in working with
the Research Committee in the development of one of these topics should
contact Stephen Landekich, research director of NAA (212 754- 9762). If a
company or organization is interested in
helping NAA fund or sponsor particular research in one or more of these
topics, please contact Donald Keller at
the Association's office.
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C because I knew it was for my own
good." The real problem, however, was
not to get him to work hard, but to get
him and us to work more effectively, to
develop and achieve. For the latter purpose, neither the authority of A nor the
personality of B would suffice. Improved productivity in organizations
and improved effectiveness of individuals in their roles are derived from mastering of methods and processes, not
from fear or praise, the stick or the carrot.
Unconclusion
After ten years, the comptroller's office is back to doing bank reconciliations, is responsible for financial reporting, and is starting to make scheduled

visits to grantees, One -third of the staff
is now doing the clerical work that, in
the past, took two - thirds of the staff.
Another third of the staff is doing analytical, technical, and professional work
that, in the past, had not been done at
all. Minorities are now the majority in
the department. There are no dead -end
jobs, but neither are there formal career
ladders. Maintaining consensus and momentum on individual and organizational developing and achieving seems
to require continuous awareness and responsiveness instead of set patterns.
Ten years from now the status indicated in the preceding paragraph should
be the before part in another before and -after story.
❑

Accountants Should Advertise
Says Head of Franchise Service

force today. If accountants expect to
succeed in our competitive business
world, they've got to wake up and join
our competitive society."

"Accountants should sell their services
with the same zeal and modern marketing techniques as any other business,"
according to Leo G. Lauzen, chairman
of Comprehensive Accounting Corp.
Mr. Lauzen, head of a large bookkeeping and accounting service headquartered in Aurora, Ill., points out that the
Illinois Board of Public Accountancy
and the National Society of Independent Public Accountants have modified
their rules regarding advertising while
the AICPA's code of professional ethics
is under examination. Therefore, "the
perfect opportunity is now here for accountants to shed ineffectual traditions
and make their businesses a greater success." Noting that few are advertising,
he concludes, "The revolution to modify antiquated rules regarding advertising in the accounting field is on in full

Business /Accounting Briefs
AICPA announced the appointment of
committee chairmen in its newly established sections. Walter E. Hanson,
chairman and chief executive of Peat,
Marwick, Mitchell & Co., was named
chairman of the SEC Practice Section
Executive Committee. Glenn Ingram,
Jr., senior partner of Glenn Ingram &
Co., was named chairman of the Private
Companies Practice Section Executive
Committee. In another action, AICPA
appointed Arthur R. Wyatt, partner,
Arthur Andersen & Co., chairman of
the Accounting Standards Executive
Committee.... Benjamin Milk has been
appointed executive director of the Securities & Exchange Commission.
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NAA members and others wanting to sit
for the Certificate in Management Accounting
Examination June 14-16, may still do so.
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Those who are already members of the
Institute of Management Accounting will
qualify by submitting an examination
application.
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Interested candidates NOT members of the
Institute may file applications simultaneously
to the Institute and to sit for the examination.
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Applications received at the Institute's office
during the month of March will be assured
of acceptance. However, every effort will
also be made to process applications
received after that time.

See your chapter's Vice President of Education for applications or contact the
Institute of Management Accounting directly at:
570 City Center Building
Ann Arbor, Michigan 48104
or by telephone: (313) 662 -1986

Chapter /Member News
Emeritus Life Associates
FRANK M. ARMBRECHT, Richmond

past president, is now controller for
I.M.S. Corp.

past president.

JAMES C. Doss,Austin Area, has been

CLARENCE W. ARNDT, Kansas City.
LEON N. BERGER, Essex County.
MILLARD F. BRADY, San Jose past

named controller and chief fiscal officer,
The Capital National Bank.

president.

ville, has been named controller, Costigan Div., St. Regis Paper Co.

JAMES W. CLARK, St. Louis.
A.L. COGGINS, Birmingham.
DANIEL M. DEARS, Pittsburgh past

president.
LEONARD E. DICKINSON, Seattle.
ANTHONY J. DIIENNO, Trenton.
WILLIAM A. HOVER, Indiana East.
FRED G. KEYSER, Cincinnati.
P.D. KLINGER, North Penn.
PAUL T. KOENIG, Cleveland.
JOHN J. KOWALSKI, New York.
W.D. KRISHER, Asheville.
D.J. MAHRER, Pittsburgh.
WILLIAM MANDELIK, Rochester.
WILLIAM R. MCCAMY, national vice

president from Fort Worth. Stuart
Cameron McLeod Society.
W.J. MEEUSEN, Muskegon.
R.E. MONTGOMERY, Peninsula -Palo
Alto.
HOWARD J. MUSGRAVE, Long Island Nassau.
PAUL M. NAGLE, Delaware County
Pennsylvania.
EARL T. ODEL.L, San Antonio.
JOHN C. PADGETT, Member -at- Large,

BRUCE H. AUGUSTADT, Bangor- Water-

Two Boise members have been named
at Boise Cascade Corp. THOMAS M.
ADAMS was promoted to controller of
man ufactu rer housing —West Div., and
DAVID G. HARDY was named m anager
of fin an cial considerations.

past president.

nance.
KENNETH G. SCHWARTZ, Chicago, has

joined Kirkway Leasing division of
Hanley Dawson Cadillac as controller.
PAUL A. PITZER, Cincinnati, was pro-

moted to treasurer of Kuempel Consolid at ed C o r p- .. . BR YA N W. STEPHENS

is now controller with Interstate Folding Box Co.

j

ROBERTS
Cleveland

PASTORE
Mornstown

joined General Aluminum Mfg. Co. as
controller.
LORETTA A. PITCHELL, Columbia, has

been appointed vice president of Midlands Associates, Inc., in charge of the
Charleston office.
L. BORDERS, Connecticut
Gateway, recently was promoted to vice
president, finance, Intermed Communi-

ROBERT

catio n s, In c. ... HAROLD E. GANNON,
RICHARD D. GOEHRING, Albuquerque
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Four Hawaii members were named at
Hawaiian Telephone Co. ROBIN C.
BOND is now building and fleet manager, WILLIAM E. COLEMAN, SR., recently was promoted to safety director, JAN
L. DEUR recently was promoted to

methods and special studies manager,
and RODNEY MATSUMOTO was named
custom er accounting m anager.

named a partner in Shapley, Shapley &
Moorhead.
GORDON W. TURNER, Joplin Tri- State,
has been appointed controller of the
H.E. William s Co. ... JAMES E. WARD

president.

Promotions and New Positions

er Co.... LAWRENCE J. MCCURE was
prom oted to accounting supervisor,
GAF Corp., Joliet plant.

f-:-.)
nam ed at Eaton Corp. FRANK C. ROB ERTS was named vice president —accounting, and RONALD L. LEACH, controller. . . . ROBERT P. WATSON has

HAROLD D. YOUELL, Peoria.

recently was promoted to controller of
manufacturing, facility planning, Hinsdale operation of International Harvest-

DONALD L. MOORHEAD, 111Owa, was

Two Cleveland members have been

Ohio.

FRANK D. ARVIA, Fox River Valley,

been appointed manager of planning
and market research, Brand -Rex Co.

Northeast.

REGINALD H. YANNEY, Northwestern

was elected a partner, Geo. S. Olive &
Co. . . . FREDERICK THElSS, JR., was
named controller, Chayes- Virginia, Inc.

ANTHONY M. GRIECO, Hartford, has

GEORGE A. RICHTER, Mohawk Valley.
GERSON M. SIDEWATER, Philadelphia.
JOHN M. SINCLAIR, Boston.
HARVEY J. SOLT, Lehigh Valley past

ette.

Plastics. , .. S, RICHARD ROYSTER, II,

has joined Carowinds as director of fi-

RICHARDS, Pennsylvania

CARL W. STROBEL, past national director from Rochester. SCMS.
EDWIN L. WHITMER, Toledo.
ERNEST W. WILLSON, Michiana.
ROBERT E. WOSTER, Portland-Willam-

been elected treasurer of Jene Corp... .
GEORGE O. KRIETEMEYER has been
elected assistant treasurer of Cresent

STEVE M. PROFFITT, Charlotte Gold,

US A.
LUTHER E. RABENOLD, Lehigh Valley
HAYDN J.

ROBERT C. BOCK, JR., Evansville, has

JR., is now director of accounting, Sanitas Service Corp.

has been promoted to controller of Missouri Steel Castings Co.
MERLE E. BURKHEISER, Kalamazoo,
has joined the staff of Carl Walker &
Associates as business manager /controller.
ROBERT H. DEVENNEY, Lancaster, is
now controller with Pipe and Tube Division, Triangle Industries, Inc. . . .
WILLIAM E. KRANTZ has been elected
senior vice president— finance and secretary of Penn Dairies, Inc.... JOHN F.

NAVIKAS was named president of a new
wholly -owned subsidiary of Herrmidifier Co., D.P. Specialties, Inc.
WILLIAM P. LINEHAN, Lansing -Jackson, has joined Dart Container Corp. as
assistant controller.
WILLIAM R. KLUMP, Louisville, recently was appointed tax supervisor for
MANAGEMENT ACCOUNTING /FEBRUARY 1978

Commonwealth Life Insurance Co... .

sistant vice president.

P A U L S. P E R K I N S w a s p r o m o t e d to r e -

gional acco u ntin g manager, Du rkee
Foods Div., S C M . . . . DONALD G .
WHITE is vice president —con troller,
Henry Vogt Mach in e Co .
MIC HE LLE E. RENZE T T I, Mason -Dix-

on, was promoted to manager, general
accounting, Frick Co.
, Massachusetts Pioneer Valley, is now tax manager
at Valley Bank & Trust Co.
EAR L ENE

R O B ER T

D.

A.

BAKER MAN

BA B C O C K ,

Member -atLarge, USA, was promoted to vice president, finance, Anson & Gilkey Co.
JANE T E. ME R K EL

, Milwaukee, Is now
internal auditor and reimbursement coordinator at Deaconess Hospital. . . .
LO T S A. R A D KE wa s na me d a c c o unt i ng

manager, Ko ller Die an d To o l Co .
Four Minneapolis North st ar mem bers
have been nam ed at Banco Fin an cial

Two Mohawk Valley members have
been named at Mohawk Valley Community

Corp.

DO NA LD

A.

JOHN

A.

DETWILER,

Pennsylvania

was elected vice president and corporate Nort hwest past president, is now assisttreasurer, Library Bureau Div., and ant controller at Penntech Papers.
C H A R L E S J. BURTON, vice president
HOYT R . BARN E'IT , Polk County Floriand corporate controller, Library Buda, was promoted to controller of Pub re a u Di v. _ .. SUSAN M . HEMM ING is
lix Super Markets.
now assistant to the comptroller, H.
C OLIN C UMISKEY, Raritan Valley past
Waterbury and Sons.
president, is now vice president /conS A L V A T O R E G . PAS T O R E, M o r r i s t o w n ,
troller, General Signal Corp.... ROBhas b een pro m oted to vice president of
the Eastern Propane Div., Suburban
Pro p an e Gas Corp.
MAR T Y W . G IS MER VIG ,

Mt. Rainier, is
now controller for Holly Homes.
LAWR ENC E

P.

S P ELLAC Y,

Ha ven, was promoted
Eyelet Sp ecialty Co.

JR . ,

New

to controller,

GENE

P . L E P O R I E R E , New York, has
been appointed corporate controller of

C o r p. RO B ER T L. J O HNS O N wa s na me d

Ko lm ar Lab o ratories, Inc.

tr e a s u re r , LE E T . M O R K i s no w s e ni o r

RIC HAR D

vice president , RO B ER T L. OLSON wa s
elected vice president, and PAUL J.
W E I N G A R T has been promoted to as-

NO R T O N

LAWR ENC E W . OLSON , Oakland East
Bay, is now assistant controller with
World Airways, Inc.

B.

MAHA NY,

Northwest
Keystone, recently was promoted to
controller of Pennsylvania Bank and
Trust.

ER T J. MER C I ER ,

chapter past president
has been nam ed vice president, finance,
of Devro, Inc., a Johnson & John son affiliate.
WILLIAM

A.

C HAP MAN,

JEAN

WEBBER ,

Sacramento,
was named corporate controller, Data search, Inc.... BOBBY F. MUNSON was
promoted to division controller, California Liquid Gas Corp.
E.

San

Di eg o

Fast

County, recently was named controller
at Southwestern Broadcasters, Inc.
DA NI EL

R . S ZT R AI C HER , S a n G a b r i e l

Valley, recently was prom oted to controller of Bekins New Products Co.

Here 's something to Jot doum in
your brand -new 1978 calendar...
M 2 1

A
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an ra nc sco

ANNUAL INTERNATIONALCONFERENCE,JUNE21-24 1978
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most
•
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Hilton Hot el . •
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O MON•
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Your company
may be paying
invoices twice
and not even
realize it.

LAWRENC E J . HOLLA ND ,

Shreveport
past president , is now assistant controller, Ark La Gas Co.
WILLIAM L. B AR T O N, Southern Maine,
is now vice president of finance at E.C.
Jordan Co.

START OR EXPAND
YOUROWNINDEPENDENT
ACCOUNTINGPRACTICE

, Spartanburg Area,
is now management information manager at Milliken & Co.'s Toccoa, Ga.
plant.
AS HLE Y C . CURR Y

F RED

G.

MAR XER ,

St.

Louis,

Utilize a com bination of proven
marketing, in -office production,
and data processing system s
that ha ve b een develo ped and
refined ove r a 28 -year period.
Call C. H. He s s t o learn how
you can have your ow n exclus-

has

jo in ed Tiffany Industries, Inc., as assistant

c o nt r o lle r .

.. ,

P H I LI P

H.

P ET ER S

has been appointed vice president -contro ller, Tiffany Industries, Inc.... HERBE R T M . S H I L D M Y E R w a s n a m e d m a n -

ager o f fin ancial planning and budgets,
Sh erwo o d Medical.

ive te rri tor y.

Two Toledo members have been named
at Krip ke- Tuschm an Industries. WIL-

Thousands of firms have their profits
depleted as a result of careless, negligent or even fraudulent actions in
payables' departments. These incidents often go undetected and as a
result recur year after year. That's why
many companies use Cummins Perforators to re- enforce their document
security systems.
By perforating paid invoices and
supporting docum ents with the action taken and date, you eliminate the
possibility of these items re- entering
the payment processing cycle.
Perforations become a permanent
part of the documents and can't be
erased or removed. They are easily
readable yet don't mar pri nted matter.
Up to 25 sheets at a time can be instantly and permanently marked. No
skipped sheets. No messy ink. No inefficient hand s tamping. Jus t every
invoice and s upporting doc um ent
clearly marked so it won't be paid a
second time.
There are many other applications
for a Cum mins Perforator suc h as
cancelling source doc uments, consecutively num bering purchas e orders, dating shipping orders, marking
x -rays, and receipting incoming mail.
W rite for a copy of our Perforator
broch ure a nd yo u'll bett er un derstand w hy so many firms us e Cummins Perforators to c ontrol paperwork and paper handling costs.

E CCUMMINS
U M -M
INS
ALLISON CORP.
Office Products Division
870 Waukegan Rd., Glenview, IL 60025
3121724 -8000
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Serving over 13,000 clients,
each month, through over
140 nationwide franchised offices

L I A M S . A P P L E B A U M was promoted to
vice president of finance, and BRUCE A.
D E M E R S , JR., was named chief accountant.... JAMES P. MARTIN was promoted to internal auditing manager at Toledo Edison.
T H O M A S L . S NY DE R ,

CO(l llf°PG°3EHENNSO V E "'
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
Toll tree phone: 800/323 -9000
Illinois phone: 312/898 -6868, collect

V i rg i n i a Sk y l in e ,

has joined the Morton Frozen Foods
Div., ITT Continental Baking Co., as
assistant comptroller.

Executives and
Professional People

W I L LI A M F . S T E W AR T , W i c h i t a , is n o w

financial manager of Bass Buster, Inc.

BORROW up to
1 1 5 9 9 0 0

In Memoriam
A . L . A M A C H E R , 75, Portland- Willamette, 1938. Emeritus Life Associate.
F . M I L T O N C L A N E Y , 69, West moreland
Co un ty, 1959.
WALTER L. COOPER, 58, Piedmont Greensboro, 1971.
E L I Z A B E T H J . C U M M I N G S , 7 0 , Norther n Ne w Yo rk , 1958.
E D W A R D J. DOWD, 72, Indianapolis
past president, 1938. Stuart Cameron
McLeod Society. ELA.
ROBERT R. DRISC OLL, 79 , Binghamton, 1954. ELA.
G. P. ELCHERT, 59, Toledo, 1958.
A . L E S T E R G R E G G , 6 2 , Elmira Area
past president, 1950.
H . H . H A R D I N G , 6 5 , C a n t o n , 1959.
LEON D . HO W E LL, 57 , Blue Grass
Area; Chattahoochee Valley past president, 1951. SCMS. ELA.
DAN IEL D. MCLEAN, 69, Columbia
past president, 1950. SCMS. ELA.
RIC HAR D L. OG LE,

past p resident, 1955.

52, Mason -D ixon

by Mail
If you need mo ney... it's goo d to
kno w yo u can borrow in utmost
privacy... by mail. W e are geared
to serve the needs o f the executive o r pro fessional perso n. Co mpetitive rates, payments. Prepay
wi tho ut p enalty . Inte re st i s ta x
deductible. Mail co upon in confidence.
p o S TA I
W

C. E. Wilson Vice President

Dept, 1912

1 4 2 0 1 E 4th
th Ave.
P. O. B ox 39F
D en ver . C O 802 39

-

I t s – C. E. Wilson, Vice President

'

1

POSTAL EXECUTIVE FINANCIAL
SERVICES, Inc., Dept. 1912

.

'

14201 E. 41h Ave • P 0 Box 39F
Denver, CO 80239
Send complete information and a loan application

'
,

Na me
'

—

Addr ess

&

'

,

A

y
—
Sta te
-Zi p —
affiliate of The St. Paul Companies, Inc
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Time Off

DISCOURAGED
ABOUT
UPWARD
MOBILITY?

you

na

..

vu11au

a

a

at

v11

If you're "standing in line" for your
next promotion, perhaps
should investigate other opportunities.

This anecdote first appeared in the
Westmoreland County Chapter
newsletter and then was picked up
by the Association Leader. A classic illustration of the old bromide,
"It's a Small World," the story is
told by Donald Dickinson, Westmoreland County Chapter member.
"A terrifying and nightmarish
experience in Viet Nam was vividly
and accurately brought back to
memory when 1 attended an NAA
technical meeting of the Butler
County Chapter ...
"I was assigned as team chief for
the counter - intelligence team working in Quang Tri, 10 miles south of
the demilitarized zone and 120
north of Da Nang where the First
Military
Intelligence Battalion
Headquarters was located. Each
month it was my du ty to make a
courier flight from Quang Tri to Da
Nang to deliver classified reports
and discuss present and future assignments.
"In October of 1970, the 10th
month of my one -year tour, I made
my ninth courier flight and first
night flight. As the twin- engine
Beecheraft touched down, it was
suddenly welcomed by a vivid display of mortar fire from the enemy.
An occurrence by now not uncommon to me, I was out of the plane
before it had stopped.
"1 raced for the nearest bunker.
It was'pitch dark inside. I hunkered
down so as not to hit my head on
the low ceiling. I hesitated a mo-
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ment, listening to the muffled explosions of the 82- millimeter mortars outside and the shrapnel hitting harmlessly on the wooden wall
supports.
Hammered to Floor
"I groped to find a corner to sit
down. At first I thought I was the
only one there, until I started to sit
down. As I moved to one side and
was about to extend my apologies
to the man I sat on, the bunker took
a direct hit. My entire body, particularly my ears and eyes, was
squeezed by a quick and unbearable
amount of pressure that would
surely kill if it was sustained for
more than an instant. I was hammered to the dirt floor.
"The bunker had served its purpose, and the shelling ended as suddenly as it had started. I slowly got
to my feet and was second out the
door. Once outside I made my way
across the runway to the terminal
where I found my driver and departed for headquarters.
"Six years later, while having
dinner at the NAA meeting, I was
introduced to a guest sitting at the
dinner table. Joe McMichael managed a K -Mart store, and as we discussed retailing and things in general, I learned Joe also served a tour
in Viet Nam with the Army, and
we talked of our experiences.
"Six years ago this month, I sat
on Joe McMichael in a dark bunker
at Da Nang Air Base, South Viet
Nam."

Let us help you. We work closely
with leading companies in all industries to help them find accounting talent. Because of our
affiliation with

National

Flels,C
"
,
ru-cal
Iates@
we can offer continuous opportunities nationally. Our service is
immediate and confidential, and
our fees are company paid.
Contact the office nearest you.
BUTTERFIELD'S EMPLOYMENT SERVICE
161 W est Wisconsin Ave , Suite 269
Milwaukee. W isconsin 53203
(414) 278.7800
ADMINISTRATION /FINANCE
Professional Personnel Services
One Embarcadero Center, #2710 NA
San Francisco, California 94111
(415) 956 -6700
CAPITAL PERSONNEL SERVICE
204 Securities Building
418 Seventh Street
Des Moines, Iowa 50309
(515) 283 -2545
MAE DALY AGENCY INC
Dan Comiskey C.E C.
6 East 45th Street
New York City, New York 1001 7
(21 2)6 87 .39 11
BRENTWOOD PERSONNEL ASSOCIATES
AI 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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New Products /Services
The sixth in a series of Cost-of- DoingBusiness- Surveys has just been released
for industry use by the American Rental
Assn. The 30 -page report, covering the
calendar year 1976, reports the financial
condition of 289 equipment rental firms
nationwide and in Canada. It presents a
financial overview plus operating ratios,
balance sheet activity and income and
expense data in a variety of ways. Bankers, accountants, credit officers and financial analysts interested in the financial condition of the equipment rental
industry may obtain a copy from the
American Rental Assn., 2920 23rd
Ave., Moline, IL 61265. Price: $10.00.
"How to Install and Administer a Wage
and Salary Program" may be obtained
from the Administrative Management
Society, Maryland Road, Willow
Grove, PA 19090. The price of the manual is $24.95 to members of the Society,
$29.95 to nonmembers plus $2.00 postage and handling.
Cambridge Memories, Inc., 12 Crosby
Drive, Bedford, MA 01730, has announced a new automatic power -up feature fo r use o n its 370 /STOR 135 add on memories for IBM System /370
Model 135 Computer Systems. The new
feature, included at no cost on all
STOR /135 memory systems, permits
users of 3135 processors to perform online initial microprogram loading of the
mainframe system without the need to
switch the memory off -line.
A 300 -page loose -leaf word processing
guide has been introduced by Auerbach
Publishers to help office and systems
managers choose from the myriad systems on the market while determining
the most cost - effective route to office efficiency. Auerbach Publishers, Inc.,
6560 N. Park Dr., Pennsauken, NJ
08109.
Diablo Systems, Inc. has announced a
new low -cost communications terminal
that is compatible with the widely used
IBM 2741 printer terminal but possesses up to 20 additional features. The new
Diablo 1641 is a compact, lightweight
desk -top keyboard send - and - receive ter68

minal that uses Diablo- pioneered (Daisy) print mechanisms to transmit and
receive information at data rates of up
to 1200 baud under the IBM Correspondence and PTTC /EBCD protocols
used with the IBM 2741 unit, as well as
the ASCII protocol used in Diablo's
HyTerm Model 1610 and 1620 terminals.

area contains enough people with desired characteristics. While the system
is based on the 1970 U.S. Census and
the latest Canadian Census, the database is updated annually to reflect the
estimated demographic changes. For information write CallData Systems, Inc.,
Department MA, 20 Crossways Park,
North Woodbury, NY 11797, and mention MANAGEMENT ACCOUNTING.

A 14 -page, illustrated brochure, entitled
"Personal Information Services for
Business Managers ", is available to
members of the Association free of
charge from Management Information
Corp. The brochure lists the numerous
monthly newsletters designed to help
business managers stay on top of things
in the age of the computer, and are all
written in plain English rather than
technicalese. Other services explained in
the brochure include a data entry manual, a management seminar for data entry managers and supervisors, and a
guide to evaluating data processing facilities.
Management
Information
Corp., Box B, 140 Barclay Center,
Cherry Hill, NJ 08034, tel. (609) 4281020,

A free unbiased, "no- nonsense" guide
for the prospective minicomputer user is
being offered by Turnkey Sales & Leasing, Inc., 501 Park Ave., N.Y., NY.
10017. Company spokeswoman, Patricia Krever, executive vice president,
stated that this guide was different from
those issued by manufacturers or distributors of minicomputers because
Turnkey is not wedded to any single
vendor. "The Mini and The User,"
based on hundreds of minicomputer
purchases, installations and surveys of
user problems, deals with all of the requirements for making a successful
minicomputer installation.
Chestel, Inc., Chester, CT 06412, has
compiled a six -page, four -color bro-

Mohawk Data Sciences Corp., has appointed four new distributors to market
and support its Series 21 family of distributed processing systems in the Pacific. The company named the Warburton
O'Donnell Group, Sydney, NSW, for
Australia and New Zealand; Jebsen and
Jessen Pte. Ltd., Singapore, for that
country and Malaysia, Thailand and Indonesia; Summa Computer Corp., a
subsidiary of the Herdis Group, headquartered in Makati, near Manila, for
the Philippines, and Industry Data
Services, Honolulu, for Hawaii. Mohawk Data Sciences, 1599 Littleton
Rd., Parsippany, NJ 07054.

chure on its electronic BCS -50 business
phone system. The brochure is intended
as a prim ary information source for
com panies considering purchasing their
own telephone system s.

A totally new software system that can
provide up to 100 demographic, housing, economic and other factors on population of any geographic area within
the U.S. or Canada is now available
from CallData Systems, Inc. Designated "Tradarea," the system is designed
to aid business managers in deciding
whether or not a given geographical

The formation of Micro Business Applications Inc., a new company that specializes in the design, development and
manufacture of small business computer
systems for industrial manufacturers
and wholesale distributors with sales in
excess of half million dollars, has been
announced by Russell A. Ries, President of the San Diego -based firm.

Cummins-Allison Corp. has introduced
a newly designed Model 12-04 Paper
Shredder that destroys up to 15 sheets
of paper at a time. Suited for virtually
any office paper shredding application,
the unit has a 12 -inch throat and a 15inch built -in funnel to facilitate feeding
of computer printout. Write Cummins Allison Corp., MA, Office Products
Div., 800 Waukegan Road, Glenview,
IL 60025.
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One of the best
known accountants
doesntdo
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 OB I E R T H ALF
PER90NNEL 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

Look
at what's happening
in CIA review.

Practically every subject area that has appeared, or
could appear on the Uniform CPA Examination is
covered. Integrated throughout are selected practice
problems designed to reinforce your acquired
knowledge.
Use the coupon below to order your copies of the
Miller Comprehensive CPA Review and its
Companion Workbook on a 15 day money -back
guarantee. If you prefer to examine a sample
preview first, we will send you one on request.

Harcourt Brace Jovanovich, Inc., has developed
the Miller Comprehensive CPA Review and its
Companion Workbook in a totally original format.
These publications contain the essential knowledge
of at least 15,000 pages of standard textbook material,
presented in a comprehensive, current and really
readable manner.
Every page, paragraph and sentence is "meat ". No
extra verbiage, or filler... just essential knowledge,
in a logical sequence, that you can assimilate in up
to 80% less time than reading standard accounting
literature.

r - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

1

Order now!
15 Day Money Back Trial
❑

1

Please send me the Miller Comprehensive CPA Review and
Companion Workbook. Enclosed is $87.50. (If I'm not fully
satisfied, I understand I still have the night to return both books
within 15 days and receive a full refund.) (New York City residents

❑
❑
❑

-

- - 1

1
1

Nam e

Address

Rush orders— please add $4.50 for first class mail delivery.
Please send me an actual preview of the Miller Comprehensive CPA
Review textbook. I understand there is no obligation on my part,
and that the preview will be mine to keep.
Please send me information on attending Miller CPA Review
SEMINARS in major U.S. cities.

MILLER
COMPREHENSIVE

-

Miller Comprehensive CPA Review, Inc.
757 Third Ave., New York, NY 10017

please add 8% sales tax. N.Y. State residents, please add appropriate state and local
taxes.)

I

-

I
C it y —
State

PAREVIEW INC.

A subsidiary of Harcourt Brace Jovanovich, Inc.
757 Third Avenue, New York, NY 10017 /12121888-3 5 18
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