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No other CPA Exam Solutions
book was ever written to be a
complete study guide. No other
gives you the advantage of the
proper approach and all the correct steps. Miller Solutions does
it for every single problem.
A special bonus section provides important exam - taking
techniques. It's like having your
own private tutor.

Why the correct
answer is the
correct answer.

❑

The new Miller Comprehensive
Solutions shows you what no other
answer book ever does: Why each
correct solution is the correct solution. Without this critical information, the answers alone are no
help as a study guide.
Miller Solutions demonstrates
the complete, step -by -step solutions. How the problem is best
approached. The elements of the
correct solution. All of this for
every single exam problem. You
can test yourself and know exactly
where you went wrong —and how
to do it correctly. The result: genuine understanding —an element
you need for success.
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2 Howto make
sure your memory
won't fizzle out.
The worst thing you can take to
the CPA Exam is an average
memory.

The Miller Comprehensive CPA
Review textbook and its Companion Workbook are designed to
speed the brain's ability to absorb
critical information and lengthen
the time it can retain this material.
The innovative format actually
helps a candidate to learn, It
enhances a person's ability to
absorb information in chunks and
play it back on demand.
These two volumes contain the
essential knowledge of at least
15,000 standard textbook pages.
There is no unnecessary verbiage,
no insulting filler, no flooding the
mind with superfluous information.
Just "meat" you can logically
assimilate in up to 80% less time
than required to wade through
conventional literature.
Created by a CPA and published by Harcourt Brace
Jovanovich,lnc., these publications are logical, lucid and
complete.
Knowledge acquired through
Comprehensive Memory Re -inforcementT~ is so firmly acquired
that benefits may be expected to
carryover to the job.
No serious CPA candidate can
afford to face the exam with
anything less.

Miller Comprehensive CPA Review, Inc.
A subsidiary of Harcourt Brace Jovanovich, Inc.

Miller Comprehensive CPA Review, Inc.
757 Third Avenue, New York, N.Y. 10017
Please send me:
Miller Comprehensive
Solutions to the May 1978
CPA Exam.
Enclosed is $15.00.
Enclosed is $2.00 additional
for rush order (first class mail).
Name

Miller Comprehensive CPA Review Text
and Companion Workbook. Enclosed is
$87.50 (If I am not fully satisfied, I may
return both books within 15 days and
receive a full refund.).
Enclosed is $4.50 additional for rush order
(first class mail).
(Please pant)

Address
City
Please also send me
information on all -live
Miller Comprehensive CPA
Review Seminars.

State

Zip

New York City residents. please add 8% sales tax
New York State residents, please add appropriate
state and local taxes
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"Miller Comprehensive

CPA Review is dedicated to
creating griality puhlications
and professional seminars for
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CPA candidates. "

PRESIDENT'S PERSPECTIVE

Are You Over 39?
Often when something comes up that I maybe should do and I
decide against it, I use the excuse that "I'm over 39." Obviously,
in my case, not a chronological 39 but a psychological 39.
Unfortunately, it's easy to be over 39 psychologically regardless
of what your chronological age is.
It is a continuing struggle to avoid growing older than a
psychological 39 and settling in a complacent rut. This is
particularly true for those of us who plan to pursue our career
paths as far as we can.
What I'm talking about is keeping ourselves psychologically
young enough to do some of the things we maybe should do even
if we don't have to do them. They are the tough ones.
As usual, the NAA year — highlighted this month by the
beginning of regular chapter meetings —will present a series of
challenges and opportunities for everyone of us. There is
something to be gained from every activity, whether it is writing a
manuscript or sparking a membership drive at the local level.
How about picking a project or making a resolution? Here are
some suggestions:
• Buy one of NAA's Self Study courses and carry through to
complete it;
• Attend more chapter meetings than you did last year;
• Point for the Annual Conference in Boston next June;
• Attend a CEP course;
• Consider taking the CMA examination.
The list could go on and on. W hat I'd like you to do is take a few
minutes to think about what you might be doing in the coming
year. Remember, if you come up with a project or resolution for
yourself, you'll be able to say, "I'm not over 39."

CLEMENS A. ERDAHL
President, 1978 -79
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Cover:
A rising tide of
regulation, much of it
emanating from
Washington, D.C.,
threatens to inundate
business and depress
the economy. What
should be done? Some
possibilities are
explored, beginning on
page 13.

IT'S TIME FOR GREATER ACCOUNTABILITY IN THE PUBLIC
SECTOR
By Gilbert Simonetti, Jr.
We are witnessing the most rapid and consuming expansion of central control over
business in our history and this expanded control is costly not only to business but to the
general public. Those who are demanding greater accountability by business should
remember that government,
in its own way,
become the biggest
"business" of all.
9
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17

BUSINESS AND THE FASB: THE NEED FOR EFFECTIVE
INTERACTION
By Donald J. Kirk
There is no question about the public need for accounting standards, says FASB's
chairman, nor about the government's willingness to move in and set these standards. If
standard - setting is to be kept in the private sector, however, the Board must do its job well
and business must support that job.

21

GOVERNMENT FANTASY OR ECONOMIC REALITY?
By Robert E. Thomas
According to some estimates, the regulation business has become the major growth
industry in the United States. The chief regulator, the U.S. government, is now the
nation's largest employer, consumer, and borrower. What has such growth accomplished
in the energy field?

28

THE APPLICATION OF EXPONENTIAL SMOOTHING TO
STANDARD COST SYSTEMS
By James O. Hicks, Jr.
Standard cost systems have evolved into effective multipurpose management planning
and control systems. Used in performance measurement, budgeting, and inventory
valuation, they provide the foundation for isolating the causal factors and responsibility for
cost variance.

33

ACCOUNTING FOR MARKETABLE SECURITIES IN
ACCORDANCE WITH FASB STATEMENT NO. 12
By James D. Blum and Herbert L. Jensen
In spite of some conceptual problems with the presentation of marketable equity securities
on the balance sheet, FASB Statement No. 12 provides answers for many questions not
covered in previous accounting literature. In any case, it enables the management
accountant to handle these securities in a uniform way in financial statements.
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RAINBOWS, CATFISH, AND OTHER CASH CROPS
By James W . Jones
The Club of Rome, with gloom worthy of Malthus himself, has predicted for years that
world population will overwhelm agricultural production with geometric finality.
Aquaculture —fish farming —may not, by itself, save the day, but it can assist the effort.
Here's a look at this industry.

47

BENEFITS FROM STANDARD COSTING
IN THE RESTAURANT INDUSTRY
By Matthew J. Mullett
The rapid growth of the restaurant industry in recent years (who knew from McDonald's
and Burger King a decade ago ?) has brought about increased usage of modern
management systems long used in other industries. In many respects, restaurants, for
accounting purposes, may be compared to a manufacturing plant, and similar standard
costing techniques may be used successfully.

55

MAXIMIZING THE PRESENT VALUE OF TAX SAVINGS FROM
DEPRECIATION
By Roger A. Roemmich, Gordon L. Duke, and W illiam H. Gates
The choice of a depreciation method for tax purposes should be based upon the present
value of tax savings. This article explores the choice of optimal depreciation methods and
develops general guidelines for choosing a depreciation method.

58

REPLACEMENT COST DISCLOSURE
By Melvin C. O'Connor and Gyan Chandra
Based on the newly - released NAA study, the authors summarize some of their findings of
the experience of corporations in trying to satisfy the SEC's controversial regulation
requiring replacement cost disclosure in reports filed with that agency.
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bookkeeping or data processing, you want them FAST You
have a specific job waiting.
You want them to get the job done with no ifs, ands, or buts
... QUICKLY
You want them to be slightly over - qualified so your people
wont have to spend their valuable time explaining what is
needed.
You want these people to come in, do the job, and leave.
That's what our people want too!
This is why we say the sooner you fire us, the happier we
will be.

A regis ter ed Trade Mark of t he Robert Hell

World's largest temporary service specializing exclusively in
Accounting, Bookkeeping and Data Processing emergencies.
Look us up in the White Pages
in the United States, Canada and Great Britain.
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Data Sheet
Robert F. Randall, Editor

of the first mini - conference sponsored by the
Upstate New York Regional Council of NAA on
Oct. 26 -28. President Clemens A. Erdahl will
deliver the keynote address. Other speakers
are drawn from industry, CPA firms, and area
institutions. For further information, contact
Earl E. Spuller, the Carborundum Co., P.O. Box
477, Niagara Falls, NY 14302.

Audits by the United Nations?
Harper Named to AICPA Board
Completing the five - member Public Oversight
Board, the American Institute of CPAs appointed John D. Harper, retired chairman of the
board and chief executive officer of the Aluminum Company of America, as the final member.
The others are John J. McCloy, lawyer- diplomat; former SEC chairmen Ray Garrett and William L. Cary, and Arthur M. Wood, former chairman and chief executive officer of Sears, Roebuck & Co. The AICPA established the Board
to monitor the SEC Practice Section of the Division for Firms, a new entity created in response
to the criticism leveled at certified public accountants.

EDP Auditors Set Certification
A program to certify EDP auditors has been established by the EDP Auditors Foundation for
Education and Research, 7016 Edgebrook
Lane, Hanover Park, IL 60103. Those seeking
to become a Certified Data Processing Auditor
(CDPA) will be required to satisfy minimum levels of education, training and work experience. Aimed at increasing the professionalism
of the EDP auditor, the program also is designed to aid top management in developing a
sound EDP auditing function by providing criteria for personnel selection and development.
The certification program will be implemented
in two phases. Beginning July 1, 1978, qualified
EDP auditors may apply for a CDPA under a
"Professional Experience Provision." After July
1, 1979, the CDPA will be granted only upon
successfully completing an examination, satisfying education and experience requirements
and accepting the Code of Professional Conduct.

Upstate N.Y. Chapters Consider
`Waves of Change in Accounting'
"Waves of Change in Accounting" is the theme
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

As if CPAs and corporate management did not
have enough to worry about, there is a serious
proposal to put still another organization in the
accounting regulation arena. There is an item
on the U.N. agenda that would establish a permanent accounting body to see that all multinational companies disclose key financial and
nonfinancial data and eventually use the same
accounting standards. The move has the endorsement of U.N. Secretary General Kurt
Waldheim and the Commission on Transnational Corporations. Its fate may be decided by the
Economic and Social Council, which met in Geneva in July.

Business /Accounting Briefs
Foreign investment in U.S. manufacturing has
increased more rapidly during 1977 and 1978
than in any comparable period since the end of
World War II, according to the latest Conference Board survey. The survey also points out
that virtually all of the jobs resulting from foreign investment have been filled by U.S. rather
than foreign workers. ... An annual inflation
rate of 7% for the remainder of the year is forecast by William L. Silber, consulting economist
of the National Assn. of Credit Management.
He adds, however, that if the Federal Reserve
succumbs to pressures for rapid expansion in
the money supply as a stimulus to increase employment, then the rate could increase.... A
federal appeals court in Washington, D.C., has
upheld the controversial line of business reporting program. A number of corporate chief executive officers are petitioning the U.S. Office of
Management & Budget in an effort to get the
program shifted from the Federal Trade Commission's jurisdiction to that of the Census Bureau (Data Sheet, Aug. 1978).... Ralph E. Walters, a member of the Financial Accounting
Standards Board since April 1, 1977, has accepted reappointment to a full five -year term
beginning January 1, 1979. Prior to joining the
Board, he was director of professional standards for Touche Ross International.

Management
Accounting
Practices
Louis Bisgay, Editor

MAP Statement No. 10 Is Issued
Statement on Management Accounting Practices No. 10, Management Uses of the Statement of Changes in Financial Position, is now
available. Credit for research and much of the
original writing of Statement No. 10 is due Professor Harold E. Arnett, of the University of
Michigan, and a member of NAA's Management Accounting Practices Committee. As noted in the Statement's introductory comments,
most literature dealing with the SCFP considers
it only from the viewpoint of users external to
the operations of a firm. The purpose of Statement No. 10 is to "consider the statement from
the management perspective and make recommendations as to its preparation, presentation,
and interpretation."

NAA members may obtain one free copy of
Statement No. 10 by completing and returning the coupon (or a photocopy or other facsimile) on page 54 of this issue by December
15, 1978. Nonmembers or members ordering after December 15 should send $1 for
each copy desired to the Special Order Department.

Sweeney Joins MAP Committee
Effective July 1, 1978, Robert B. Sweeney
joined the MAP Committee for a three -year
term. Dr. Sweeney, who was 1977 -78 Chairman of the Board of Regents of the Institute of
Management Accounting, replaces James M.
Fremgen, whose term on the committee expired June 30. Dr. Sweeney is Head— Department of Accounting at the University of Alabama. He is the author of many articles and
texts, including The Use of Computers in Accounting (Prentice - Hall). Professor Sweeney
6

has taught Continuing Education Program
courses for NAA and has participated in seminars and symposia for various accounting organizations.

MAP Committee Comments on Issues
• The National Council on Governmental Accounting issued an exposure draft of its
GAAFR Restatement Principles, which the
MAP Committee considered substantially similar to the previously published working draft
(MAP, June 1978). In responding to the Exposure Draft, the spokespersons for NAA expressed continuing concern about the NCGA's
apparent failure to recognize the primacy of
generally accepted accounting principles as
the basis of financial reporting. The MAP Committee opined that any report prepared on a
non -GAAP basis, even if required for legal compliance, should be characterized as a "special
report." It urged that the NCGA cooperate with
the Financial Accounting Standards Board in
the FASB's expansion of its Conceptual Framework project to include financial reporting by
nonbusiness organizations.
• As reported (MAP, July 1978), The American
Institute of CPAs also addressed nonbusiness
accounting in its proposed Statement of Position, Accounting Principles and Reporting Practices for Nonprofit Organizations Not Covered
By Existing AICPA Audit Guides. The MAP
Committee told the Institute that it generally
agreed with the proposed statement, and particularly with the statement's recommendation
of accrual basis reporting and the emphasis on
full disclosure. Regarding treatment of unrealized gains and losses on marketable securities
held, however, MAP criticized a recommendation that they "be reflected on the statement of
activity in the same manner as realized gains or
losses." It suggested that operating gains or
losses differ significantly from unrealized gains
or losses, and that the statement should indicate that "adjustments to recognize increases
or decreases in market values of securities
should be reflected in a manner not to be confused with the ability of an enterprise to generate cash without liquidating its assets."
• The MAP Committee responded to another
AICPA paper, An AICPA Requirement For Audit
Committees: An Analysis of the Issues, drafted
by a special Institute committee. Some of the
MAP Committee's reactions are:
—Audit committees are desirable and should
be formed if appropriate to the size and circumstances of a corporation.
—If required, such requirement should apply to
Continued on page 54
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"We needed a top financial executive who
could understand and be a part of our
business philosophy. That's why I selected
Source Finance to do our recruiting:'
'When I first talked with the people at
Source Finance, I could tell they were
qualified technically to evaluate and
recommend a financial of ficer f or o ur
organization. But I had to be sure they
co uld also be sensitive to the human

Crystal Farms, Inc., is a leading agribusiness
corporation involved in the production and
marketing of eggs in the Eastern United States.
Since its inception in 1947, the organization

factors. We've built our business on the
co ncept o f quality and pride and it was
essential to attract a person having a
similar philosophy. Source Finance
found that man in Ben Lancaster.
Thro ugho ut the entire search assignment, So urce Finance demonstrated

tremendous pro fessio nal skill and
judgement. I highly recommend them to
other businessmen who may need
expert acco unting and f inance recruiting assistance"

has maintained a planned growth program
to become ranked tenth largest U.S. egg
producer. Although sales have quadrupled
in the past five years, growth has not changed
Crystal's own unique blend of quality and

pride in its products. The philosophy of the
company is dependent upon a dedicated
management team that fosters and promotes
excellence of people and products.

Call your nearest Source Finance office this week.
Atlanta
Walt Stromon,CPA /MBA
Boston
Sandy Salmelo, CPA /MBA
Chicago
Ken Barkin, CPA /MBA
Dallas
Jim Fowlkes, CPA
Denver
Dick Mosek. CPA
Detroit
Marty Pierce, MBA
Fort Worth
John Catterton, CPA /MBA

4041325 -7000
617/482 -7850
3121372-9192
214/696 -1500
303/571 -4220
313/963 -7464
1

817, 338 -4750

Irvine, CA
Bill Richardson, CPA
Los Angeles
Carl Miller. CPA. MBA
New York /Newark
Bob Lynch, CPA MBA
Palo Alto
Ben Rugg, CPA
San Francisco
Bob Mensik, CPA MBA
Southfield, MI
Bob Luter. MBA
Wellesley, MA
Eric Anthony, CPA

714x'975 -0150
213/385 -0333
201;494-2060

If unable to call, write:
Source Finance Department A16
100 South Wacker Drive
Chicago, Illinois 60606
(When writing, please be sure
to indicate position fitle.)

415/328 -2050
415/956 -4740
t

SourceFinance

313/352 -8860

" ` t i

617/235 -3020

The specialized accounting recruiting firm
staffed by accounting professionals,

BECAUSE THERES
THE SERVICE BUREAU COMPANY,
YOU CAN TAKETHE SURPRISES
OUT OF CASH FLOW.
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more information on how
can take the surprises
you
I out
out at cash (tow, clip and mail to The Service Bureau
I Company, 500 West Putnam Avenue, Greenwich,
Conn. 06830. Attn: Mr. D. Guidera.
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My company s sales are 13 under over$5W,OW a year
and we employ O under O over 50 people.
_

_

_

_

_

_

_

_

_

_
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_
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_
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By combining these two sets of data, you
can very accurately predict your cash position at any moment in time, and avoid unexpected borrowing at high interest rates.
This is just one of thousands of computer
service applications we provide for businesses of all sizes —from less than a million in sales to giants of the Fortune 1000.
So if you need help in weeks instead of
months, call the company that gave its
name to the entire industry.

_

How much cash will you have on hand at
the end of the month? Or three months
from now?
The Service Bureau Company has a computer service that first scans your accounts
receivable, and on the basis of their track
records estimates just when each customer
is likely to pay.
In addition, it scans your accounts payable to estimate just when you will be
required to pay.

-

,i

THE SERVICE BUREAU COMPANY
2
t 7
Cc)1978 Control Data Corporation

a d ata services division of
CONTROL DATA CORPORATION
50t) West Putnam Avenue, Greenwich. Ctmnectkut 060W

DIALYOUR
WAY TO A
SMOOTHER
CASH FLOW.
Atlanta, Georgia -(404) 636 -5931
Baltimore, Maryland -(301) 235 -8110
Birmingham, Alabama -(205) 942 -2150
Boston, Massachusetts - (617) 273 -2810
Buffalo, New York - (716) 884 -8311
Campbell, Califomia - (408) 866 -3400
Carle Place, New York -(516) 741 -5242
Charlotte, North Carolina- (704) 377 -3661
Chicago, Illinois -(312) 693 -3021
Cincinnati, Ohio - (513) 761 -3800
Cleveland, Ohio - (216) 228 -1200
Greenwich, Connecticut -(203) 622 -2000
Dallas, Texas -(214) 688 -5955
Denver, Colorado- (303) 779 -2900
Detroit, Michigan -(313) 552 -6750
East Orange, New Jersey -(201) 676 -3434
Erie, Pennsylvania- (814) 864 -4944
Hartford, Connecticut -(203) 677 -9761
Honolulu, Hawaii - (808) 833 -2771
Houston, Texas -(713) 965 -5700
Kansas City, Missouri - (816) 753 -2141
Little Rock, Arkansas - (501) 376 -1336
Los Angeles, California - (213) 642 -2570
Milwaukee, Wisconsin - (414) 778 -0230
Minneapolis, Minnesota - (612) 544 -1571
New York, New York -(212) 262 -2595
Oklahoma City, Oklahoma -(405) 528 -7441
Philadelphia, Pennsylvania -(215) 854 -1140
Pittsburgh, Pennsylvania -(412) 343 -5444
Portland, Oregon -(503) 297 -4841
Richmond, Virginia - (804) 353 -3 %1
Rochester, New York- (716) 442 -9940
St. Louis, Missouri - (314) 993 -3740
San Diego, California -(714) 291 -9400
San Francisco, California -(415) 393 -6750
Seattle, Washington - (206) 587 -4440
Washington, D.C. - (202) 637 -6700

Letters

TO THE EDITOR

Immediate Direct Benefit
The December issue's "Profile: Replacement Cost Accounting," was an
excellent series of articles to enlighten
those of us in the accounting profession.
For the most part, pros and cons of
ASR No. 190 and replacement cost accounting were tossed aside for discussions of specific requirements and methods of implementation.
It is time our profession took a step in
the right direction by reporting income
using current, as well as historical costs.
Most companies will find, by implementing ASR No. 190, that they have
been practicing replacement cost accounting in one form or another for
many years. Those who have not, and
are still in business, may find conformance to ASR No. 190 enlightening. As
replacement accounting is refined, companies in both categories will benefit directly and indirectly from future SEC
and AICPA emphasis on the subject.
Businesses will receive an immediate
direct benefit by being forced to focus
attention on replacement cost accounting, which should lead to better financing and investing decisions. The, real
benefit, however, will be an indirect one.
As the academic community moves into
the area of replacement cost accounting
it will begin turning out a new generation of individuals who are trained to
think in terms of future financial viability rather than having to retrain themselves from historical thinking upon entering the business world.

i

Terry Blankenship
ChiefAccountant & Supervisor
Battelle, Pacific Northwest Labs.
Richland, Wash.
I

SEC vs. IRS

t

I found it most interesting that your
December 1977 issue, which profiled
"Replacement Cost Accounting," included the article "The Impact of Inflation on the Taxation of Capital Gains
and Losses," by C.W. Alderman and
J.K. Alderman. The federal government
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now has two agencies apparently working in opposite directions: the Securities
and Exchange Commission and the Internal Revenue Service.
The SEC is determined to have financial statements reflect the effect of inflation on a company's assets. SEC Chairman Williams recently made this comment: "In my judgement, American
corporations as a whole, rather than
generating shockingly high profits, are
earning at dangerously low levels if they
are to discharge the responsibilities we
expect them to shoulder."
A common assumption is that part of
these responsibilities must be the creation of jobs; and a most important ingredient of job creation is economic
growth. A common indicator of economic growth is capital asset replacements or additions. As the authors
point out, the Internal Revenue Code
ignores the effect of inflation in determining the tax on the sale of capital assets. The result is a negative effect on
decisions to replace capital assets and
ultimately on the creation of jobs
through economic growth.
Congratulations to you for providing
another article that calls our attention
to an existing problem and "Makes one
stop and think it through." This article
is essential reading for all businessmen.
Gerald R. Brown
Staff Assistant
Touche Ross & Co.
Minneapolis, Minn.

The Only Way to Go?
The titl e of the Data Sheet article
(MA 11/77) " AICPA Adopts Self -Regulatory Plan in Reaction to Metcalf Report" is, I think, self - explanatory of
why government has grown so big and
controls so much of American business.
The title implies that the only reason
the AICPA acted was in reaction to the
Metcalf Report, rather than attempting
to solve a problem that it recognized
and WANTED to solve.
A reading of the article confirms this
impression in that nearly one -half of the

equations used in the article. Third- and
higher -order functions, logarithms, and
exponentional functions come immediately to mind. Considering this variety,
and the limitations of the data, simple
linearity may well be good enough for a
great many business problems, over the
relevant range.
The relevant range for most problems
is not the factor -of- thirteen range (1,000
to 13,000 direct labor hours per segment) assumed in the example. In the
narrower ranges typical of most business decisions, linear results do not differ that much from those generated by
more complex equations, and are likely
to be just as valid. Indeed, making a
specific nonlinear assumption (say, a
second -order equation) over an 11,00013,000 range might be just as foolhardy
as making linear assumption over a
1,000 - 13,000 range.
Roger D. Wollstadt
Washington, D. C.

How to Shape UpYour
Bottom Line.
Many corporate executives
think their firm is really taking
advantage of Investment Tax
Credit to its maximum... not true!
Most financial managers take
the obvious deductions, but they
either don't take enough or when
they try to, the position can't be
supported at IRS audit.
We've pioneered the way in
identifying and segregating the
costs of ITC eligible property,
particularly the process- oriented
components constructed as part
of the buildings. Result? Clients
have been enjoying increased
cash flow during the early years
and a significantly improved
bottom line!
And part of our service is
sitting down with the IRS when
they come in to audit the claims.
Here, our 15 years experience

article is devoted to explaining the urgency of action to forestall government
legislation. The average person reading
this title and article would reach the
same conclusion —that the only reason
the AICPA acted was to prevent government legislation.
Hence, the average American is led to
believe that the only way to control big
business is through big government. Is
this belief true?
Edwin L. Medley, CPA
Dalton, Pennell & Co.
Lynchburg, Va.

One for Occam's Razor
Simplicity has been a cardinal virtue
in scientific analysis since the work of
William of Occam in the 14th Century.
Complex solutions to problems take
precedence over simpler ones only if
they are proven definitely superior. The
authors of "Is Linear Approximating
Good Enough ?" (MA 1/78) ask us to
ignore that principle, without giving
good reasons why.
10

in this specific work will really
pay you dividends.
Want to learn more? Any of
our 17 local offices have detailed
free ITC information. For the one
nearest you, call any Area Office
— collect:
Los Angeles —(213) 624 -3661
St. Louis —(314) 621 -7025
Philadelphia —(215) 299 -5700

Corporate Strategy
The Asset Management Professionals

The article begins with the valid point
that many numerical relationships (in
cost accounting and elsewhere) are nonlinear. But most management accountants know this already. What they may
want to know is when linear relationships can be used in their work, and
when something more complex is necessary. The article only suggests— without
proof —that nonlinear formulations
might be almost universally applicable.
Beyond a contrived example, little is offered the reader.
In fact, the linear assumption, being
the simplest, should normally take
precedence in the absence of compelling
evidence to the contrary. It may be
proved wrong in many cases, and if so,
it should be replaced by something
more appropriate. But, the question of
appropriateness has to include such
matters as how precise the data are, and
which of the many alternatives to a linear assumption are to be explored.
The choice is not, as the authors imply, just between linearity and nonlinearity. There are a great many nonlinear forms from which to choose, in addition to the second -order (using V )

"Corporate Strategy for Combating
Inflation" by Martin V. Alonzo (MA 3/
78) was excellent. Stated another way,
the improving of the quality of profits is
of great importance in inflationary
times. If not carefully monitored, profits
are often eroded by fictional inventory
gains, underdepreciation of assets, and
careless waste overruns.
Because government is the No. 1 direct source of inflation by spending,
borrowing, and controlling the money
supply; and indirectly by regulating
minimum pay scales and union policy,
something must be said for involving
the corporate people in legitimate lobbying activities.
Wages are the second cause of inflation, so corporate strategists should
concentrate on purchase of equipment
and machines that have a quick payoff
in terms of savings on labor costs or
greater efficiency in operations.
Mr, Alonzo advises to borrow as
much long -term debt as you can for as
long as you can. This advice should be
used with caution so as to avoid debt
hangover with capital funds eaten away
by interest payments. Creative borrowing techniques are essential to maintain
the proper balance.
Gene J. Hymel
New Orleans, La.
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ANOTHER NEW IDEA
FROM NAA
The answer for more than 50,000 students who complete their formal
education in accounting or business each year!

NAA ASSOCIATE MEMBERSHIP
Many former students, going into accounting or business, faced with
the costs of establishing a new household, and working at entry level
salaries might hesitate to invest $50.00 per year in NAA dues. In order
to help them make an early start on a life -long relationship with NAA,
the Association is introducing, effective June 1, 1978, a new ASSOCIATE
MEMBER category at a reduced rate.

THE FACTS

...
• To be eligible, a man or a woman must apply
within 12 months after the end of his or her
formal education.
• Annual dues are one -half the regular dues.
• Associate Members, whether joining NAA
for the first time, or transferring from student
membership, pay no registration fee.
• At the end of two years, the Associate
Member will automatically be transferred to
regular member status, with the registration
fee waived.
• Applications for Associate Member status
must be accompanied by payment in full.

For information, contact:

National Association of Accountants
Membership Department
919 Third Avenue
New York, NY 10022
(212) 754 -9734

The starter
A new level of professionalism for yo u can start with
a 150 stamp. Mailing the
registratio n form below
will get you going in NAA's
Continuin g Education Program. Our Courses provide
the most up -to -date information in the management
accou ntin g field.
Stamp that envelope
today�—and�get�started!

(Mon. /Tue. continued)

Boston

THU. /FRI.
Management Accounting
for Banks

Long -Range Strategic Planning and Analysis
Operational Auditing
MON. /TUE. /WED.
Data Processing — Concepts
and Information Systems
Design
WED.
Financial Aspects of Long Range Planning
WED. /THU. /FRI.
Flexible Budgeting and
Perform ance Reporting

Nov. 1347

Management Accounting
for Hospitals

The Parker House

Retail Financial Control
Systems

MON. /TUE.
Developing and Using
Standard Costs

Material Requirem ents
Planning
Fundamentals of Management Information Systems
Design

Modern Budgeting Methods
for Local Governments and
Nonp rofit Institutions

to get smarter.
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MA - 9178

(Please type or print)
i Name

I

Title

Social Security No.

I

Division, Plant or Office
Company

I

I Street Address

II City

I
State

Zip Code

I

Firm's Principal Product or Service

Business Phone

I

(Account No.)

I

II Please
� �NAA�Member�(Chapter)
register me for the following Courses:
II

Print or type complete name of each Course

� 1

Dates

Location

Fee

I
I

S

Registration Information
To register for any Course listed, fill
out and return the registration form
together with your check to:
National Association of Accountants
919
I n
NewThird
York,Avenue
N. Y. 10022
Att: CEP Registrar
(212) 754 -9758
Fees
Members
1 day Course
120
2 day Course
240
3 day Course
360

Nonmembers*
145
290
410

The fee for NAA Courses includes daily
luncheons, refreshments, and all
technical materials.
*Nonmembers: The differential
per Course for nonmembers may be
applied to NAA membership; or it
may be applied against the dues of
an NAA member of the same firm
(organization). The differential may
be used anytime before June 30, 1980.
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It's Time for
Greater Accountability
in the Public Sector
Government institutions at all levels are being judged by a public
that is better informed and more politically astute than ever before.

By Gilbert Simonetti, Jr.
Ironically, a major motivation underlying the origin of Federal regulations in this country was to
increase trade and commerce. The founding father
of the deed —and the thought —was the founding
father of seemingly all enduring Federal structural
thought, Thomas Jefferson.
At the turn of the nineteenth century, Jefferson
established the Bureau of Standards. As an agrarianist, and sizable landholder, he wanted to facilitate the buying, selling, leasing, fencing, and overall measuring of land. To that end, the Bureau of
Standards defined the exact dimensions of one
foot, and ensured that all realty transactions referred to that precisely standardized unit.
Such early regulatory steps are clear examples
of prescriptions wholly necessary for defined goals
to be met. Moreover, only a centralized body
could viably determine and enforce such standards.
Far Beyond Needs
The concept of regulations that expedite and
expand free and fair trade is laudable. Government regulations drafted to exactly (and only) satisfy public needs that would otherwise remain unThis article is based on a talk given on June 23 by
Mr. Simonetti at NAA's Annual International
Conference in San Francisco.
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met are welcome. But government regulations
have gone far beyond such needs.
There are clear political and economic facts in
America today that point to a growing expectation of greater accountability in the public sector.
The electorate is expecting its money's worth
from government —but more and more, are finding less and less satisfaction. The results of the
California Proposition 13 vote cannot be underestimated.
The growth of government and government
controls, combined with the escalating costs of
compliance, have had a cumulatively negative effect upon our productivity and national balance
sheet. The rapid hill -climb of the entrepreneurial
system, responsible for much of the progress in
the general welfare of the American people, has
been stalled.
Entrepreneurialism in this country has developed within an adversary relationship with the
government, particularly in the last 45 years. It's
almost as though the two are engaged in a
matched race. If that analogy holds, government
has become the winner, hands down. And Jefferson is almost invisible, way, way back at the starting line, holding an empty gun. For we are, at
present, mountains away from the clarity of pain and- remedy regulations, as well as from the precept of government only -as- needed.
No responsible person in our society disputes
the need for government to exist to the extent nec-

Gilbert Simonetti, Jr., is
a partner, Federal
Legislative and
Information Services, in
the Office of
Government Services,
Price Waterhouse &
Co., Washington, D.C.
He holds a B.B.A.
degree from Baruch
College of the City
University of New York
and an M.B.A. degree
from New York
University.
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the amount budgeted as recently as fiscal year
1974. Put in another way, the cost of operating
federal regulatory agencies is rising more rapidly
than the federal budget as a whole, the population
ofthe country, and the gross national product.
Rising Tide of Regulation

Gilbert Simonetti, Jr.

essary to pursue its primary mission — protection
ofthe public interest. But, how much government
do we need for this purpose? How much government is too much government? How efficient, effective, and economical is government in fulfilling
its responsibilities? In short, isn't it about time to
focus sharp attention on the need for greater accountability in the public sector?
Despite a slight decline in the public sector
growth rate in 1977, there has been unparalleled
expansion of government in the past quarter -century. Government at all levels has become the nation's largest consumer, employer, and benefactor.
In 1976, it accounted for one -third of the gross
national product, with expenditures exceeding
$360 billion.
Today it's hard to think of a single aspect of
American life untouched by government. We are
for instance, witnessing the most rapid and consuming expansion of centralized control over business in our history, and this expanded, and often
unnecessary, control is costly not only to business,
but to the general public.
Those who are demanding greater accountability by business should remember that government,
in its own way, has become the biggest "business"
of all. The growth of federal regulatory activities
is nothing short ofstaggering. There is no universally accepted way to quantify this spread, but a
few figures will illustrate its momentum and
meaning. As late as the middle 1950s the federal
government had only four areas of major regulatory responsibility: antitrust, financial institutions,
transportation, and communications. In 1977, 41
major federal agencies were engaged in regulating
some aspect ofprivate activity.
A report just released by the Center for the
Study of American Business puts preliminary figures for the fiscal year 1979 at a total of $4.8 billion for federal expenditures to operate those 41
agencies. The dollar amount is more than double
14

Perhaps even more significant than the sheer
magnitude of regulatory activity, is its changing
nature. The rising tide of regulation primarily reflects a growth in "social" regulation rather than
the old -style "economic" regulation.
Between 1970 and 1975, seven new major federal regulatory agencies were created, including the
Environmental Protection Agency, Consumer
Product Safety Commission, Occupational Safety
and Health Administration, and the Department
of Energy. In addition, over the same period,
some 30 major laws were enacted making substantial changes in the regulatory framework. All of
these activities were directed towards making the
private sector meet a new set ofsocial objectives,
such as job safety, energy conservation, preservation ofthe environment, and consumer protection.
The bulk of the overall regulatory budget is
now earmarked for these areas of social regulation. In 1979, about $3.9 billion in federal expenditures will be devoted to them —a smashing 82%
of all such expenditures.
Impressive as these numbers may be, they pale
when compared to the ripple effect on business. In
conservative terms, it has been estimated by the
Business Study Center that the costs incurred by
business in complying with federal regulation
came to over $62 billion in fiscal year 1976. That's
a whopping 20 times the three billion dollars budgeted for operating the regulatory agencies in that
year. This $65 billion devoted to federal regulatory administration and compliance in 1976 was
equivalent to:
• 3.6% of the gross national product,
• $307 per person living in the United States,
and
• 17% of the federal budget.
A certain level of Federal regulation is obviously necessary to help meet legitimate economic and
social objectives. Who does not prefer a cleaner
environment, freedom from occupation - related
accidents and diseases, safer automobiles, less discrimination in employment and education? But at
the same time, we must squarely confront the issue of benefits and costs. Let's consider for a moment some ofthe harmful side effects of overregulation.
The absolute cost in dollars of regulations is
staggering for large businesses, prohibitive for
small. Dow Chemical Company, for example,
spent $186 million to comply with requirements
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of federal regulatory agencies in 1976. This cost of
compliance represents 3.3% of sales and 30% of
profits in 1976. General Motors, in 1975, spent
$943 million simply to comply with government
regulations. Almost a billion dollars. That breaks
down to about $2,000 for each of the company's
domestic employees, and about $300 for every car
GM sold in America.
Another tragic cost in human terms is the loss
of many productive jobs as a direct result of costly
government regulations. The steel industry,
among others, is painfully aware of this result. It
has been reported that about 400 foundries have
been closed in the last five years because they
could not meet the cumulative costs imposed by
EPA, OSHA, and similar government agencies.
If jobs that once existed are no longer, then
there are also to be considered the jobs that might
have existed without regulatory costs. In 1975,
DuPont allotted $175 million for pollution controls. That company estimates that the same moneys could have financed a fiber plant employing
2,500 people.
Unemployment obviously curtails personal productivity. National productivity, too, is negatively
impacted by questionable regulations. In a recently released report, Edward F. Derision of the
Brookings Institution, a recognized authority on
U.S. productivity, found that even by 1975 the
nonresidential business portion of our economy,
representing 75% of the total economy, had its
output reduced by over .4% per annum by governmentally mandated pollution, health, and safety costs. That seemingly small number translates
into a loss of $14 billion for that year's national
output.
Reform a Major Issue
So we see important evidence that we are possibly overregulated to the point where it is costing
us dearly in absolute dollars, employment, and
productivity. But can we long endure such costs
when they contribute to our acute capital short age—a shortfall estimated over the next ten years
to be something approximating a trillion dollars.
No one can dispute the need for consumer protection, preservation of the environment, and employee health and safety. But we may need to reexamine our priorities. We must examine most
carefully the trade -offs between social objectives
and related costs. In simplest terms, business
needs to make money to provide the jobs, facilities, products, and services that can give us genuine economic and social gains. When business
grows more slowly than government, when economic expansion is more precluded than encouraged, when potential profits are spent supporting
government rather than realistic goals, then the
public interest is not being served.
In the long run, the public pays the costs of
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regulation, the costs of lost productivity, the costs
of lost facilities, and the consumer costs of products and services made more expensive by regulatory compliance. These numerous costs have such
cumulative weight that public opinion is finally
coalescing against overregulation. This view has
reached Congress, and regulatory reform has become a major issue.
In the present session of the 95th Congress, two
significant congressional studies of federal regulation are in progress. On the Senate side, the Committee on Governmental Affairs has already released five of the six intended volumes of findings
and recommendations based on its three years of
study. In the House, the Subcommittee on Oversight and Investigations of the Committee on Interstate and Foreign Commerce recommended
major legislation based on a 1976 report of the
federal regulatory structure.
While the Senate Committee on Governmental
Affairs is still in the process of completing its
study, two major pieces of legislation have been
introduced as a result of it. The first major proposal, S. 600, "The Regulatory Reform Act of
1977," was introduced by Senators Robert Byrd,
Abraham Ribicoff, and Charles Percy. The Bill
provides for a re- evaluation of all government regulatory programs at two -year intervals over an
eight -year period. In other words, in a period of
eight years all government regulatory agencies
would be reviewed to determine whether they
should continue to exist. This measure represents
the so- called "sunset" approach to regulatory reform.
The other major measure under consideration
by the Senate Committee is S. 2490 "The Regulatory Procedures Reform Act." This Bill is intended to improve regulatory procedures within the
existing framework of regulatory agencies and
overcome the criticism that "the regulatory process takes too long to accomplish too little." The
Bill would:
• Direct regulatory agencies to establish priorities and to set deadlines for completing each agency proceeding,
• Require agencies to report to Congress annually on how well they meet those deadlines,
• Enable regulatory agencies to use more informal procedures on many cases before them rather
than having to conduct lengthy and complicated
litigation,
• Give agencies greater authority to conclude
more quickly even the most formal trial -type cases, and
• Eliminate unnecessary and time- consuming
layers of agency reviews.
The Senate Governmental Affairs Committee
has already approved a broader sunset bill: S. 2.
1s

• Publish a semi - annual agenda of upcoming
regulatory actions in order to allow all interested
parties to provide their views on regulations,
• Develop a plan for all significant regulations
assuring that the views of the public are considered in the agencies' decisions; that the regulation
does not conflict with those of other agencies; that
the regulation is written clearly; and that there is
a specific official accountable for the regulation,
• Increase monitoring by policy officials of the
regulation development process to assure that regulations are in the best interest of the public,
Prepare a regulatory analysis for all major
regulations to assure that feasible alternatives
have been analyzed and that the most effective
and least burdensome approach has been chosen,
and
• Undertake a systematic review of existing
regulations.
a

Government
must make itself
more
accountable by
continuing its
efforts to
overhaul the
entire regulatory
process.

This measure, which is expected to be considered
by the full Senate later this year, sets out a ten year schedule for review and reauthorization of all
federal programs, according to budget function.
No program not specifically reauthorized by Congress shall continue to function after the review
date established in the schedule. The provisions of
S. 2 and S. 600 would be coordinated in order to
review regulatory agencies.
Finally, on March 23, President Carter signed
an Executive Order intended to simplify federal
regulations and reduce their burden on the regulated and on the public. This order, reflecting
some of the provisions of S. 2490, would require
executive departments to:

The President has also asked 17 independent
regulatory agencies not covered by the Order to
implement the reforms voluntarily. In addition,
all Cabinet Departments have published for comment proposed regulations implementing the Executive Order.
Needs Are Partially Addressed
In his anti - inflation speech of April 11, President Carter described his regulatory reform program as a measure to "cut the inflationary costs
which private industry bears as a result of government regulations" and "ensure that future regulations do not impose unnecessary costs on the
American economy." These goals are ambitious,
and recognized as such. Therefore, they are a long
way from realization. But even should these aims
come to pass, our most basic regulatory need will
be only partly addressed. The public needs a more
basic, more intrinsic, change —a change of attitude. It can happen. In fact, we've seen it happen
on the broad business front.
Public expectations of business standards and
responsibilities have altered radically and risen
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dramatically. The public has caused the business
community to respond to levels that will enhance
a favorable climate for its operations. For example, corporations are now reporting a much wider
range of financial and other information, including environmental and community activities,
The public is now demanding the same level of
accountability from government at all levels. And
business should join with the public to see that
government acts to meet these demands.
First, government must make itself more accountable by continuing its efforts to overhaul the
entire regulatory process. A zero -base judgment
should be assumed in evaluating the motives,
costs, and necessity of new and existing regulations. The costs of doing business will be reduced,
benefiting business and consumers. And the cost
of federal regulation will be reduced, benefiting us
all as taxpayers.
Second, government must make itself more accountable by enhancing the economy and efficiency of the programs administered at the federal,
state, and local levels. Currently, taxpayers are
not getting their money's worth, and they are being asked to bear the increasing costs of overregulation by government. Welfare programs and public pension plans, for instance, socially desirable as
they are, offer excellent examples of areas where
inefficiencies at all levels feed on one another to
create a crippling financial burden.
Public Demands Reform
But enhanced accountability is not required
only of the federal government. Although state
and local tax burdens have leveled off and may
even be decreasing in some places, there are disturbing indications that this is true primarily because state and local governments are receiving
more and more federal aid. This constant infusion
of federal funds may create a false sense of economy, merely hiding state and local inefficiencies
that are costing taxpayers money at. the federal
level.
Government institutions at all levels are being
judged by a public that is better informed and
more politically astute than ever before. Furthermore, the public has a growing sense of awareness
that ultimately, it bears the costs of overregulation
of business, as consumers, investors, and taxpayers. So it is joining with business in demanding
regulatory reform. And, though anxious for government services, the public is also demanding
more efficient and effective management of those
services, better conservation of scarce resources,
balanced budgets and fiscal austerity, and more
realistic tax and expenditure policies.
In short, business and the public are becoming
more united than ever before in their demand for
greater accountability by the public sector. And
there's no doubt that it's about time.
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Business and the FASB:
the Need for Effective
Interaction
The successful standard - setting process requires ... confidence
that the standard setters are listening to their constituents and
considering new evidence.

By Donald J. Kirk
Effective interactio n between bu sin ess and regu lators is a ver y a p p r o p r iat e s u b j ect fo r t h e Ch a irm an of the FA SB. Th e Bo ar d is a p r iva te sec to r
self - regulatory b od y carrying ou t a p ublic respo nsibility, and that p ub lic resp on sib ility is th e estab lishment of fin ancial accou n tin g an d rep ortin g
standards. Th ere is ab so lu tely n o q u estio n ab o u t
the public n eed fo r acco u n tin g stan d ard s an d ab solutely no q u estio n ab o u t th e willin gn ess o f th e
public sector to assu me th at pu b lic resp on sib ility .
Another Pub lic Sector Challen ge
As a m att er o f fa ct, r igh t a t t h e p r ese n t time,
the public secto r is again ch allen gin g p rivate sector standard - settin g. Th e pu b lic secto r regu lato rs
and agencies su ch as th e Dep a rtm en t o f En ergy ,
the Depa rtm en t o f Ju stic e an d th e Fed era l Trad e
Com mission are su ggestin g th at the FA SB may
not be operatin g in th e p ublic in terest or m ay n o t
be capable of o p eratin g in th e p u blic in terest,
As a believer in th e need fo r stan d ard s to b e
established in the p ub lic in terest, I also b elieve in

Thi s art i cle i s ba sed o n a ta lk gi ven a t N A A ' s
Annual Conference in S an Fran ci sco.
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

the need to keep standard - setting out of the hands
of public sector regulators, agencies and legislative
bodies. Tha nks to the support of organizations
lik e t he NA A, the FA SB ca n d raw u pon ex per ien ce and resources —hum an resources as well as
fin ancial resources —all dedicated to the public interest. That experience and those resources would
be extremely difficult if not im possible to duplicate in t he public sector. Why attem pt to create
so m ething in the public sector that already exists
in th e private sector?
If you analyze what the critics of the FASB say,
wh ether they be priva te or public, they usually
seem to favor private sector standard - setting. I say
"seem to favor" private sector standard - setting,
b ecause the critics gene rally claim to want only
on e single exception; they only want an exception
wh e n wha t th e F AS B d oe s, does not suit them.
No w you know as well as I that the road to federal regulation is paved not only with failures in
self - regulation, but is also paved with appeals to
various federal bodies to intervene "just one
tim e." However, the federal government is like
th e man who ca m e to dinner: Once invited, he
never leaves.

Donald J. Kirk was
named Chairman of the
Financial Accounting
Standards Board after
having se rved as a
member since its
formation in 1973. He is
a graduate of Yale
University and holds an
M.B.A. degree from
New York University.
Mr. Kirk, a CPA, was
formerly a partner with
Price Waterhouse &
Co., in New York. He
also served on
technical committees
of the AICPA and the
New York State Society
of CPAs.

Ju st One Exception
The current controversy about our Statem ent
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No. 19 on oil and gas accounting is an excellent
example of what I call a "wolf in sheep's clothing"
argument. That is, keep standard - setting in the
private sector, but just make this one exception.
For example, some companies argue that a 1975
law makes the oil and gas standard "unique."
Therefore, the SEC can upset this particular standard without harming the private sector effort.
Others argue the FASB is not taking into account
energy supply issues. The Justice Department has
even suggested that the SEC cannot delegate the
assessment of the effect of accounting standards
on competitive issues to a private sector body. Still
others support the FTC argument that the Board
has just reached a "wrong" accounting answer,
and therefore the SEC should "just this one time"
upset the Board.
Briefly, I would like to discuss the activities of
Senator Eagleton and Representative Moss. In
April we heard from Senator Eagleton in a letter
to the Board which said the following:
"Senator Metcalf's recent and untimely
death has led to reassignment of matters formerly handled by the subcommittee chaired
by Senator Metcalf. The responsibilities and
work of his subcommittee pertaining to accounting, auditing, and governmental efficiency have been transferred to this subcommittee. As chairman I plan to continue the
work begun under Senator Metcalf's direction, and expand it to include various other
areas of concern."
In a speech in June in which Representative
Moss acknowledged that he was not running for
re- election, he said, "But for those of you who are
accountants, don't breathe that sigh of relief too
loud or too soon, because there are a number of
bright young Members of Congress who are quite
capable and anxious to take up the banner...."
With regard to Senator Eagleton, I believe the
Board has issued a response to seventeen questions contained in his letter that should demonstrate positive response to the recommendations
of Senator Metcalf's subcommittee and also to
the recommendations of the Structure Committee
of the Financial Accounting Foundation, which
has oversight responsibility over the FASB. The
response of Senator Eagleton to our letter will not
be known until he assesses the SEC's oversight
report and possibly holds hearings later this year.
The Bill that Representative Moss introduced
on June 16th in large part deals with the auditing
profession, but it does require the SEC to establish
priorities and timetables for the enactment of accounting principles. The Bill says this, in part: If
progress is slow or the results are "unsatisfactory," the SEC is required to develop its own standards. The only guideline in the Bill for the SEC
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to determine whether the efforts of the FASB are
satisfactory is as follows: Does the standard
achieve "optimum uniformity ?"
If some of you think that the Board has gone
too far in eliminating accounting alternatives, you
will find little comfort in that single guideline. Mr.
Moss indicated that the Bill will be studied further
and will be the subject of hearings. I can assure
you that the FASB is studying that Bill and will
be participating in those hearings.
Supporting Tough Decisions
Standard - setting will not remain in the private
sector unless we do the job. To do that, we first
need a sound process for setting standards. Second, we need sound standards. Third, we need a
widespread commitment to make the system
work. I mean make it work not by avoiding the
tough decisions, but by supporting them. It's the
first two of those three essentials that I would like
to discuss at greater length.
First, a sound process for setting standards. The
process we now follow is very much like the one
designed by the Wheat Study Group in their report in 1972. However, the Structure Committee,
in their report issued last year, recommended that
more consideration should be given to the question of the nature of standard - setting. The Committee concluded that: "... It is important that all
concerned agree on the nature of the standard -setting process." In a recent speech I explored the
nature of that process and concluded that it has
much in common with the work of independent
regulatory agencies.
Across the country, legislative bodies have recognized that certain technical, but highly important, public interest matters require a mechanism
responsive to the public need, but also insulated as
much as possible from the political process. That
mechanism is the independent regulatory agency.
The FASB, in a sense, is a regulator, but if anything, we are as over - regulated as you might be.
Now, the regulatory process includes both legislative and judicial functions, and generally requires a body of experts whose experience enables
them to act in the public interest under an explicit
mandate. That mandate is a legislative mandate.
Ours, of course, is not. However, our process does
require an explicit mandate, and we are working
on it.
Second, for such a process to succeed, it must
be adaptable. It must demonstrate the ability to
adjust to changing needs and expectations. I believe in our response to Senator Eagleton we have
demonstrated that the private sector can make
those adjustments.
Following the Metcalf hearings and following
the Structure Committee's report, many changes
occurred at the FASB. I will highlight just a few
of these changes.
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1. "Sunshine" now is a way of life at the FASB.
All of the meetings of the Trustees, our Advisory Council, our task forces, and the Board
itself are open to public observation.
2. The Advisory Council has assumed a broader
role as advisor to the Board. It has its own
salaried chairman and an executive director.
3. The task forces now continue to advise the
Board beyond the public hearing stage. They
continue to advise even after the issuance of a
statement.
4. No longer must four of the seven Board
Members be practicing CPAs. The only requirement for Board membership, as stated in
our bylaws, is that the Member must have
"knowledge of accounting, finance and business and a concern for the public interest in
matters of financial accounting and reporting."
5. No longer does the AICPA have veto power
over the selection of Trustees. Each of the
sponsoring organizations independently nominates Trustees.
6. The Board is working to improve its communication of technical issues. I believe our latest
document on interim financial reporting is an
excellent example of our attempt to communicate effectively to a broad audience.
7. We also have adapted less formal public hearing procedures. We have expanded our public
speaking program. We now publish technical
correspondence. And we make drafts of proposed interpretations available for public
comment.
8. Our voting requirement has changed. No
longer is it five out of seven. It is a simple
majority.
9. In internal operations many things have
changed. We have increased our technical
staff, consolidating it under a new research director, and we have instituted planning and
control procedures. All of these steps are designed to increase our productivity and our
accountability. We now publish our detailed
technical plan quarterly.
10. Recently we announced a post- enactment review. This review will encompass Statement
Nos. 1 -12.
11. Special attention has been focused on the
problems of small business. This has been
done by appointing persons to task forces and
the Advisory Council with special expertise in
these problems. The Advisory Council has
formed a small business committee, and the
Board has added a project to its agenda that
will consider the possibility of reducing the
disclosure requirements for small or closely held companies.
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Some Important Board Decisions
This leads to the second essential element for
maintaining standard - setting in the private sector.
The improvements I have just described are important, but they could prove to be only cosmetic
if the process does not result in sound and consistent standards that are perceived to be in the public interest. I believe that over the past five years
we have made considerable progress in the direction of sound and consistent standards. And the
projects on which the Board now is working will
move us further toward that goal. Although I
don't have time to run down all of our agenda
projects, I would like to mention a few of the
more important decisions the Board has recently
made on several major projects starting with the
Conceptual Framework. That project is a very significant and necessary project. I spoke earlier
about the need for an explicit mandate for the
Board. The Board needs well- stated objectives
that are understood and widely accepted.
At present, there are six phases of that project.
We've issued an exposure draft on the first two
phases —the objectives of financial reporting and
the elements of financial statements. The elements
deal with definitions of assets, liabilities, revenues,
expenses, and capital. The next two phases are
measurement — whether current value or price levels should replace historical cost accounting —
and qualitative characteristics which deal with
timeliness, relevance, and verifiability. Those two
have proceeded beyond the discussion memorandum and public hearing stages. Discussion memorandums are on the way on the last two phases.
Those relate to the recognition problem: When
should you recognize an asset or liability? Finally,
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with regard to presentation: How should you
present the results of your operations in your income statement?
Going back to the objectives and elements, in
that exposure draft the Board has dealt with the
objectives of financial reporting and not just the
objectives of financial statements. Up to now the
focus of the Board and its predecessors has been
solely on financial statements, and I believe that in
general this focus has probably constrained us and
caused us problems. For example, many of the
objections to the segment reporting requirement
were that it was a requirement within the audited
financial statements. There was not a great deal of
opposition to the disclosure, but there was a great
deal of opposition to the method by which it is to
be made. I believe now that we are looking at a
broader frame of reference. We have greater latitude to deal with disclosure problems.
Comments on the exposure draft have been
analyzed. The Board has tentatively decided to
issue a final statement on objectives and issue another exposure draft on the elements of the financial statements. My expectation is that the objectives in the final statement will be very similar to
those set forth in the exposure draft. Those objectives will be focused on the need of users for information about cash flows and changes in resources
and obligations. However, in response to the
many comments received on the exposure draft,
particularly the portion that dealt with the definition of assets and liabilities, the Board has decided
to carefully reconsider that part of the document,
sharpen the definitions, and include in the document a discussion of the Board's reasoning. I suspect there will be a great deal of debate before that
second exposure draft is issued. However, it is on
our technical plan to be issued this year.
With regard to the measurement phase, our
staff has analyzed the comments received in response to the discussion memorandum and at the
public hearing in January. Except for the very significant minority who suggested that the Board
mandate LIFO and current cost depreciation in
the income statement, the response generally suggested that any changes in measurement be done
in a supplementary way on an experimental basis,
rather than by changing the basic statements
themselves. You might say the Board is listening
to that because it recently made a decision that
any major changes in measurement, particularly
dealing with inflation or change in prices, should
first be introduced on a supplemental basis.
I can assure you that we are communicating
with the SEC and working with them to make
sure that the Board's requirements replace those
in ASR No. 190. It is unlikely that this will happen this year because I am certain our people will
not be able to do more than have the exposure
draft out by the end of the year. Hopefully, experi-

ence with this supplementary approach will allow
a great deal of flexibility. I think experience with
this exposure draft and statement will provide a
true basis for assessing the usefulness of current
value or price -level adjusted information. Opening
of the Board meetings to the "sunshine" permits
me to bring you up to date on another recent
Board decision. In connection with our project on
accounting for interest costs, the Board has
reached a tentative conclusion, although not
unanimously, that interest on debt should be capitalized as part of the historical cost of an asset
having a significant pre- earning period. Based on
our tentative decision, interest would be capitalized not only if the debt was issued to finance the
asset directly, but and also if the asset was financed from general corporate debt. The Board
has concluded, however, that interest on equity
capital should not be imputed.
Status of Statement No. 19
Some of you may be wondering about the status
of our Statement No. 19 on accounting by oil and
gas producing companies. The SEC hearings are
over and the deadline for written comments was
May 31. The Commission now must decide
whether or not to endorse Statement No. 19. I am
confident that they will endorse No. 19 based on
their own independent assessment of the issues. In
order to assist them, we submitted a 265 -page
summation explaining the Board's position and
responding to some of the allegations made by
those seeking rejection of No. 19.
I would like to express the gratitude of the
Board for the NAA's strong support both of the
FASB and Statement No. 19 during the Commission's proceedings. Support of No. 19 by your
Management Accounting Practices Committee is
even more significant when you recall that a majority of that Committee originally favored a solution different from the one adopted by the Board.
Not all of the issues that have been raised for
the SEC to consider are just accounting issues.
Many relate to the relationship among competitive issues, energy issues and the issue of serving
investors. Because of the importance of all of
those issues, the SEC's decision on Statement No.
19 could prove to be the most important decision
concerning private sector standard - setting in the
four decades since the Commission established its
policy of looking to the private sector for leadership in the establishment of accounting principles.
The Board has resolved many major controversies in the last four years —not always in a popular
fashion, but we believe we have done it in a generally consistent and even - handed way. However,
the successful standard - setting process requires
not only confidence on your part and independence and integrity on the part. of the standard
Continued on page 27
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Government Fantasy or
Economic Reality?
Our standard of living is the well - earned reward for the initiative and
commitment of American business as it brought the fruits of the free
enterprise system to meaningful reality despite the roadblocks of
the Congress and the federal bureaucracy.

By Robert E. Thomas
The subject of this article is a government that
spends over $1 billion a day —a substantial portion of which it does not have in the till —and then
proceeds to lecture business and labor for their
extravagant ways.
The subject of this article is a government that
saddles private enterprise with horrendously expensive rules and regulations and then with a
straight face not only shuns all responsibility for
the higher prices that are a direct result of those
very same rules and regulations, but puts the
blame on the back of business.
The subject of this article is a government that
attempts to deal with our national energy needs
by establishing a $10 billion -plus, 20,000 employee department of the federal government and then
sets out to ignore or deliberately discount the expertise of professionals who have spent their lifetimes in energy. (It's interesting to note that after
eight months in operation and to no one's surprise
but their own, a top administration aide told The
Wall Street Journal last week that "It just isn't
working very well." Unfortunately, that fellow's
perception of the obvious is no small peanuts in
Washington these days.)

The article above is based on a talk given by Mr.
Thomas at NAA's Annual International Conference in San Francisco, on June 22, 1978.
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The subject of this article is a government that
forges its own —and usually naive— mandate on
vital issues and then spends most of its time trying
to convince the American people that the mandate is right rather than simply taking a common
sense approach in the first place and following
through in an efficient businesslike manner.

Robert E. Thomas is
chairman and chief
executive officer of
MAPCO Inc., Tulsa,
Okla. He holds a B.S.
degree in economics
from the Wharton
School of Finance and
Economics of the
University of
Pennsylvania.

Vague Public Distrust
It constantly amazes me that some businessmen
feel compelled to defend American business every
time they step onto a speakers platform. The only
defense American business requires is our Exhibit
A —a standard of living not only unparalleled in
the world today but also the envy of the world
today.
Our standard of living has not been brought to
us with the compliments of federal bureaucrats.
Our standard of living is the well- earned reward
for the initiative and commitment of American
business as it brought the fruits of the free enterprise system to meaningful reality despite the
roadblocks of the Congress and the federal bureaucracy.
With reference to congressional and bureaucratic interference, there is rising a profound concern over the direction in which our government
is headed.
Americans are worried about the way government is attempting to assume direct control over
an increasing part of their personal lives. Most of
all, they are worried that there is no end in sight.
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Many public opinion polls confirm the extent of
these concerns. In a recent study conducted for
U.S. News and World Report, 62 of those responding felt that the government regulation of
business breeds inefficiency. And 71% held that
competition is better than government regulation.
Such surveys indicate that the people in America
distrust big government even more than they seem
to dislike oil companies; and oil companies, as you
know, are not that high on the popularity list.
But this vague public distrust of government
offers little consolation when, day by day, we see
legislators pushing new programs of government
restriction and government regulation of private
enterprise.
The overriding danger is that government policies are on the way to undermining the viability of
the country's economy and our personal standard
of living. If government spending, for example,
continues to climb at the pace we are seeing, we
will spend more than half our gross national product in the government sector by the year 2000.
Government would become a gigantic sponge,
sopping up capital needed for industrial growth
and modernization, leaving inadequate capital to
invest in job - producing projects. And what possible sense does that make?
Our federal budget already is far above our
ability to pay for it. Government is posting annual
deficits on a back -to -back basis —$43 billion in FY
1977 and $53 billion this fiscal year —that, by
themselves, nearly equal the total federal government budget only 17 years ago. And a further
multibillion dollar deficit is proposed by the Carter administration for the coming fiscal year.
That's a long way from the balanced budget we
were promised before the election.
In 1960, the entire gross national product was
slightly more than $500 billion. Today, less than
20 years later, the proposed federal budget is
slightly more than $500 billion —and this does not
include expenditures by state and local governments. The incredible fact is that government at
all levels today spends more than the entire country made in 1961.
Something Has Gone Awry
Government now plays the dominant role in
our society. It is the nation's single biggest employer, its biggest consumer, and its biggest borrower— borrowing billions of dollars today that
will become due in the 21st Century. And that, as
accountants all understand better than anyone, is
a very frightening fact.
More people are now supported by taxes than
are working in the private sector ofthe economy.
One out of five working Americans is employed
by the federal, state, or local governments —and
millions more depend on government checks for
all or part oftheir subsistence.
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There is no accurate way to calculate precisely
how much of our national economy is under some
form of government control. One estimate says
30% compared with 7% a decade ago.
The unbelievable truth is that regulation has become the major growth industry in our society.
Regulation influences decisions in matters which
traditionally have been the province of private enterprise. And yet, when those of us in business
decry the none - too - subtle assaults on the private
enterprise system, we are criticized by the public
we try to serve.
Moreover, that criticism in turn is fanned by
government rhetoric —cheap shots bought and
paid for by the tax dollars ofbusiness and individual citizens. Something has gone awry.
Government obviously must set some rules for
our changing society. But how are these rules being set? And why? And how are they supposed to
be carried out? The danger is that government
policy- makers —who are increasingly removed
from the needs of the American consumer and
private enterprise —often choose to ignore the effect of their programs on productivity, on capital
formation, on innovation, and on inflation. Government policy- makers seem obsessed not by what
is truly the public interest but by what activist
groups —who have boldly and recklessly seized
the term "public interest" —press upon them. The
pity ofit all is that regulation not only reduces the
effectiveness of the productive segment ofour society but seriously harms the American consumer
who ultimately foots the bill.
We in the energy business can speak to this issue first -hand, for we find ourselves increasingly
caught in the stranglehold ofan octopus -like government. Our industry is ultimately going to have
to solve the energy crisis. And that solution will
require creativity, imagination, and freedom ofaction. But government insists on throttling us at
the very time we need to use every available human and monetary resource to develop new energy, and to find new techniques for producing more
petroleum, coal, and uranium. Instead of being
able to forge ahead with exploration, research, development, and production, each of us isrequired
to focus a significant portion of our talents and
our capital filling out federal forms, trying to communicate to our own government through mountains ofpaperwork, and eventually even having to
justify our existence to the very public we supply
with an essential product. Again, something has
gone awry.
Costs to Gas and Oil Industry
I do not know how many people it takes to
churn out all this paperwork, but here, at least is
what it is costing the oil and gas industry. Based
on an estimate by the American Petroleum Institute, the industry -wide burden —for administraMANAGEMENT ACCOUNTING /SEPTEMBER 1978

tive expenses only —is well over $400 million a
year and the equivalent of 10,000 employees. And
I'm sure the burden is proportionally worse for
many, especially those in smaller companies that
can't afford the additional legal and accounting
staffs to comply with these requirements.
Last year, the Federal Register carried 66,958
pages of single- spaced fine -print regulations and
notices. That's more than 180 pages a day of virtual law. Rules and regulations of the Department
of Energy now fill nine large volumes containing
thousands of pages. The National Energy Plan
proposed by the President was 103 pages in
length. As passed by the House of Representatives, it is 495 pages in length. The regulations
called for by the various parts of that program
would undoubtedly fill thousands more pages.
Incredibly, some people argue that government
should inject itself even further into the energy
field in an effort to reduce the country's dependence on foreign petroleum sources.
Look at the record. Since price controls were
imposed on oil and petroleum products in 1971,
the country's reliance on foreign sources of petroleum has risen from 22% to nearly 50 %. Since the
government began controlling the wellhead price
of natural gas back in 1954, financial incentives
for domestic exploration and production of this
fuel have diminished. In case after case, federal
intervention has resulted in decreased productivity and diminished opportunity in the development
of domestic energy resources.
Today, the prices of oil and natural gas still are
arbitrarily held down. This is nonsense. It encourages consumption and decreases production —ex actly the opposite of what the people in this country need. The prevalent idea is to attempt to reverse the law of supply and demand by Congressional edict —and that's impossible.
By government decree, the same amount of
supply is miraculously supposed to be forthcoming regardless of price, and the same amount of
energy consumed regardless of cost.
The Largest Tax Increase
The same curious logic prevails throughout
President Carter's National Energy Plan, still being debated in Congress. Although the principles
cited by the President when he proposed the program 14 months ago were good ones, the Plan as
presented —and as passed by the House of Representatives —would have done more harm than
good.
The bill is not a comprehensive energy plan. It
is basically a combination tax and share -thewealth scheme. If enacted into law, it will become
one of the largest tax increases ever imposed on
the American people. The President's original
plan relied almost entirely on restraining consumption. It did not encourage the petroleum inMANAGEMENT ACCOUNTING /SEPTEMBER 1978
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dustry to find and develop more sources of energy,
or to raise production.
Without question, we all must use our resources
more wisely than we have in the past. To this
extent, the President's energy plan addressed a national problem.
But even with effective conservation, America's
energy demand will continue to increase. There is
no debate about that. The President himself acknowledges it. And that leaves us with two alternatives: We can either meet this increased demand
through additional imports of oil and liquified
natural gas, with all of the consequences to our
economy and national security that such reliance
brings. Or government can provide a climate in
which energy companies can develop and produce
additional supplies of domestic energy. The
choices are that simple.
In fact, if we are willing to look at the harsh
reality of the present situation, there really is no
choice at all: America has no alternative but to
decrease — dramatically decrease —its dependence
on imported energy.
Can anyone doubt that we have placed the future of America in the gravest jeopardy by allowing foreign governments to determine if —and
when —and at what cost — American industry and
commerce will receive the energy essential for its
very existence?
To go even further, the federal government has
placed in jeopardy our ability to pay for this foreign supply of energy by running huge budget deficits which in turn fuel inflation, which in turn
drive down the value of the dollar, and gradually
Y3
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destroy all faith in our currency.
What might be the eventual consequence of
such foolhardiness? Suppose those foreign governments who have a stranglehold on our energy supply decide they want just half of the bill to be paid
in something other than dollars? Even a quarter of
the annual bill? Suppose they want gold? I don't
believe I am being an alarmist. I am being a realist.
Our dependence on foreign energy —and vulnerability of our entire economic system which
results from such a dependence —is a very real
fact of life.
No sensible person can doubt that something
must be done — quickly —to correct this most dangerous situation. The current energy situation is
so fraught with danger that we cannot wait. But
the consensus is that Washington's newest paper
mill —the Department of Energy —is in such disarray that little can be expected from that bureaucracy.
What Government Must Do
The time has come for the federal government
to realize that the energy companies of America
are a part of the solution to the problem. It's time
that government joined with energy companies in
a partnership to resolve this very real crisis.
President Johnson used to travel around the
country saying: "Come let us reason together."
And that is exactly what we in the energy industry are saying to the federal government today.
We are not adversaries locked in mortal combat. We are all Americans confronted with a serious national problem. This may come as a surprise to President. Carter, but we in energy really
are concerned with the national interest. The only
people who will benefit from the existing division
at home are those abroad who wish us ill. So,
what's to be done? First of all, we have got to
clear away the debris on both sides, the name -calling and the cheap political pot shots. We have
both indulged in such behavior in the past. But
let's draw the line.
For Washington's part, the federal government
must stop issuing edicts which go against the immutable laws of supply and demand.
By maintaining artificially low prices for new
domestic oil and new natural gas, the government
obscures the reality of the situation, postpones the
inevitable and makes the inevitable more costly in
the long run.
At the heart of the matter is the necessity of
discouraging oil imports. But the way to do this is
not to impose artifically low prices for domestic
fuel. That is contrary to the laws of the marketplace and, as every businessman knows, artificially
low pricing is at best a stopgap measure which
avoids, for whatever reason, the reality of the
market.

Also, the federal government must face up to
accepting responsibility for the economic consequences of the endless regulations it imposes on
American business. Compliance costs money and
we in business can only pass these costs along to
the consumer.
Further, the federal government must provide a
climate of certainty for the development of alternate fuels. Business can function most efficiently
only when there is a predictable working environment. Otherwise it becomes crisis management.
Consider the investment tax credit. In the past
15 years, the investment tax credit has been enacted, suspended, restored, terminated, and lately increased. Before any corporate board of directors
will be willing to invest huge sums of money in
coal gasification, solar energy or other alternate
fuel sources, there must be some degree of certainty about future market conditions. If today's investment is going to be strangled by future government regulation, then there will be less investment. It's that simple.
And last, but certainly by no means least, the
federal government must operate on a balanced
budget. Management accountants hardly need be
told why that is so crucial.
. . . and for Business
Solving the nation's energy crises is going to
require a partnership, and that means that business will have to accept some responsibilties as
well.
For its part, the energy industry must face up to
the task of candidly explaining to the American
public that the days of cheap and limitless energy
are past ... and they are never going to return.
The criticisms and accusations, I expect, will be
horrendous. We are bearers of bad news but, like
it or not, that news is a fact of life.
Further, if the government will remove the lid
of artificial pricing, we in the energy industry
must make a public commitment to utilize those
funds in the development of domestic energy supplies as rapidly and efficiently as possible and in
every area that shows promise. And we must explain to the American public what we are doing
and why ... every step of the way.
Finally, we in business must accept responsibility for some of the consequences of a balanced federal budget. As Proposition 13 has demonstrated
in California, reductions in government expenditures mean, among other things, that there will be
layoffs of public employees.
Right now ... today ... the private sector of
the American economy should publicly state: Yes,
we insist that government bring its expenditures
into line; and yes, we will do our part by immediately making a concerted effort to help in transferring those public employees affected onto the payrolls of private enterprise as smoothly and as rapMANAGEMENT ACCOUNTING /SEPTEMBER 1978

idly as possible. Let's get Chambers of Commerce
together with local and regional unions, state and
city budget managers together with local and regional industry. In short, let's work it out.
To be candid, government can no longer run its
Department of Energy —its energy hospital —
without doctors and nurses —the doctors and
nurses in this case being experts in energy. The
issue is too important. And present government
solutions are not working.
So how do we put this partnership to work to
improve our domestic energy supply? Here are
some specific situations that call for discussion.
Irrational Delays, Crippling Regulations
Government uncertainty has hampered industry efforts to explore for oil and gas in the Atlantic
Ocean. In 1976, oil companies paid more than a
billion dollars for the rights to explore in a small
section of the Atlantic —a section known as the
Baltimore Canyon. Legal challenges prevented the
companies from carrying out this activity for
nearly two years —and only last March were the
hurdles cleared. Only then could the first test
wells be drilled in an area that contains estimated
potential recoverable reserves ranging from 400
million to about two and a half billion barrels of
oil and two and a half trillion to more than nine
trillion cubic feet of natural gas. In these days of
heavy oil imports, these delays are irrational, illogical, and detrimental to the American public.
Now Congress is considering legislative changes
to the Outer Continental Shelf Lands Act that
could seriously affect offshore operations. These
proposals could add three to six years to the exploration and development of every tract of OCS
lands offered for lease. They would impose unreasonable and unwarranted operating conditions
that could force many smaller companies to abandon search offshore. Again, this is illegal, irrational, and detrimental to the American public.
It is astonishing that an Administration that
talks of the need to expand domestic energy production could, at the same time, support these
crippling proposals. And it is amazing that a Congress than has voiced a common fear about increased dependence on foreign supplies of energy
seems perfectly willing to place further obstructions in the way of domestic exploration.
Dirty and Clean
Two environmental laws that we hear much
about are the Clean Air Act and the Clean Water
Act, both significantly amended by Congress last
year. The Clean Water Act affects nearly all industry operations, agriculture and municipalities.
The government doesn't like to talk about the
price tag of these acts to be paid for by the American public, but it is there and it is staggering.
The Clean Air Act will have an even greater
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

impact on our society in the years ahead. Let's
take a look at this. All of America is now divided
legally into "dirty" or "clean" areas, depending
on the measured or estimated concentration of
certain pollutants. Every square inch of the country, whether classified dirty or clean, is covered by
either limited- growth or no- growth requirements.
Any company seeking to construct or expand a
major plant, wherever the location, must first succeed in running a regulatory obstacle course that
defies comprehension.
A company wanting to build or expand its operations in an area that does not meet clean air
standards, must comply with what is known as
the EPA emissions offset policy. This says that the
company can build only if it first can eliminate
more existing air pollution than its proposed new
operations will emit.
For example, The Standard Oil Company of
Ohio ( Sohio) had been deadlocked for over a year
with California's Air Resources Board over the
company's plan to build a $500 million landing
and storage facility in Long Beach for crude oil
from Alaska's North Slope. The terminal is intended to receive Alaskan oil from tankers for
pipeline shipment east.
Before it could proceed to build its new plant,
Sohio had to submit a plan to reduce emissions
from existing local plants by more than the
amount of emissions the new plant would add.
But Sohio had no other facilities in the area. So it
went on an emissions Treasure Hunt. It offered to
pave some local dusty roads, to put a scrubber on
someone's coke calciner, to put precipitators on
two glass plants, to put nitrogen oxide controls in
a gas production facility, and even to buy cleanup
equipment for three dry cleaners. Negotiations on
the project are only now being completed.
Government regulation also has delayed the development and deployment of coal and nuclear
sources. There is enough coal in this country to
last for several hundred years. We can burn it to
produce electricity, and convert it to oil and gas if
we are willing to pay the price. It constitutes as
much as 80% of our domestic fossil fuel reserves
on a BTU basis. But only 20% of the coal that
could readily be mined would meet federal emission standards.
In the Western states there has been a moratorium on new leasing of federal coal lands since
1971. This moratorium will remain at least until
the Department of Interior completes a report it
considers necessary on the environmental impact
of the entire leasing program. Interior promises to
have it ready no later than the mid- 1980s. Yet, the
National Energy Plan called for increasing coal
production by two - thirds, to more than one billion
tons per year, by 1985.
We should also be developing nuclear power
more rapidly. Approvals are being voided and fu-
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ture supplies of energy in the United States jeopardized by repeated challenges to the safety and
effectiveness of nuclear power plants.
Last year, in California, two nuclear power
plants were ready to come on -line, and four more
were planned for the next few years. Today, the
four planned facilities are blocked and the two
ready to come on -line are caught in the federal
regulatory morass. Last April, a committee of the
state legislature voted against the Sundesert nuclear power facility that would have produced electricity needed in the state in the late 1980s.
Perhaps the most unfortunate aspect of these
California decisions is that they continue to propagate the myth that no technology exists for the
safe disposal of nuclear wastes or that nuclear reactors are unsafe or that we are unable to protect
them adequately. Using these arguments, opponents of nuclear power have forced costly delays
through litigation, adding to the uncertainties already prevalent in the nuclear sector.
Deputy Energy Secretary John O'Leary recently said that these uncertainties have caused his
department to rule out nuclear power as a viable
source of energy in the future. Yet we may have
enough uranium in today's nuclear reactors to
supply as much energy as could be obtained from
all the oil already discovered or expected to be
discovered in the United States. There is no option to nuclear power; the world must and will use
nuclear power. But acceptance of the notion that
safety problems might be insurmountable precludes any serious effort at developing both short and long -term solutions.
But if the government's defeatist attitude becomes the attitude of all Americans, then the future of business, of government, and of our personal lives is bleak indeed.
Some Encouraging Signs
It is pitifully late for this country to still be in a
quandary over an energy plan. Despite the seriousness of our energy problems, the massive imports, the related increased deficit in foreign balance of payments, meaningful solutions continue
to be avoided by a government which has lost
faith in the ingenuity of American enterprise.
The tremendous bureaucratic burden continues
to compound and contribute to the problem rather than the solution. At the same time, ill- advised
and ill- considered proposals —such as those designed to break up energy companies or prevent
their expansion into various energy developments— remain alive in Washington.
Despite this climate, some signs are encouraging. The debate in Congress on a national energy
plan did help focus attention on the need to encourage production ofdomestic energy sources —
especially of oiland natural gas reserves on which
the country must depend.
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Additionally, a considerable amount ofconservation is taking place as a response to price increases. According to a recent study, real gross
national product has increased by about 11%
since the oil embargo in 1973 -74, while energy
consumption has increased only about 3 %. Energy users are reducing their energy consumption by
almost 2% yearly.
Also, with environmental and legal roadblocks
finally overcome, oil is flowing from northern
Alaska and exploration has started off the Atlantic Coast. With somewhat higher gas prices and
higher prices for newly- discovered oil, drilling in
the U.S. has increased, although discoveries still
are not keeping up with consumption. Let us remember, however, that the improvement in the
energy outlook has come in spite of government
policy, not because of it.
If the Administration and Congress would just
recognize what is happening in this meddling with
the supply /demand and pricing mechanism, one
might hope that they would dismantle the regulatory systems that have placed this country in the
dangerous position of being unduly influenced by
the whims of Arab sheiks and African rulers.
Frankly, I want to be optimistic about the willingness of government policy- makers to take the
proper turn at this crossroad. However, I strongly
suspect that much of the Carter energy plan was
concocted in large part by persons holding a
strong antipathy toward business — especially big
business. This is not only unfortunate, but is a
cruel betrayal of the very real ability of government and industry to work together to resolve a
national need or aspire to a national goal. This
situation must end ... now.
In the past when it became apparent that this
nation needed to win the race for harnessing the
power of the atom, government and industry
jointly developed the process for obtaining nuclear
power. Later when it was decided that man would
land on the moon, it was again the partnership of
industry and government that made the Apollo
program a success.
The hallmark of each of these successes was the
competitive instincts of the American people. Indeed, the greatness of this country has derived
from the achievements of a flourishing competitive enterprise system. Why, then, are we letting
our economy and way of life depend on the hope
that government by itself can devise and administer sensible plans to maintain energy supplies for
the public and industry when that same government has been unable to come up with a system to
move an envelope across town quickly and economically?
Government by itself cannot. Even that anonymous top administration aide with a quick eye for
the obvious admitted it on the front page of The
Wall Street Journal.
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So Where Do We Go from Here?
Government and private industry must become
partners, not adversaries, in the quest for a solution to this national crisis.
Government must become responsive to the advice and counsel of those who have spent our professional careers in the energy industry. Government must stop regarding us—and telling the
American public to regard us —as a gang of villains poised and ready to rip off consumers everywhere. Irresponsible campaign rhetoric may be
worth a few votes in November, but the loss in
time toward resolving the energy problem will far

outweigh the election of a handful of politicians.
Business too must assume increased responsibility—in the proper and efficient utilization of new
capital, in the education of the public, and in the
creation of job opportunities.
We in industry are ready and willing to resolve
past differences, we want to sit down and draw
plans for the future. In the past, the energy companies of America have fueled this nation's engines of war and provided the power for peace.
Given the opportunity, we will not be found wanting.
We in energy know what has to be done. Why
doesn't government let us get on with the job?

BUSINESS AND THE FASB: THE NEED FOR EFFECTIVE INTERACTION
Continued from page 20

setters; it also requires confidence that the standard setters are listening to their constituents and
considering new evidence.
Willingness to Listen
I would like to mention our post- enactment review. I believe it demonstrates our willingness to

listen and consider. It is a willingness to listen to
logic and consider alternative solutions that are
consistent with the Board's objectives and pronouncements. It is not a willingness to cave in to
pressure or to set standards that obscure events
rather than portray them as accurately as accounting conventions allow. If there is a better
way to portray economic reality and not obscure
it, I can assure you the Board will listen.

TELL A FRIEND

in

Tell a friend about NAA.
Why it pays to belong.
Tell about the wealth of
knowledge contained in
issue after issue of "Management Accounting."
Tell about the 35 one -two
and three day courses offered 12 cities. And about
the CMA Program and our
Self -Study Courses, and the
comprehensive listing of
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research studies available.
Describe the NAA
Library and Technical
Inquiry Service.
Explain that five different types of insurance are
available to members and
families.
Maybe your friend will
decide it's smart to apply
for membership.
Who can tell?
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The Application of Exponential
Smoothing to Standard Cost
Systems
Exponentially smoothed standards move away from an
overemphasis on a prodding technique — employees must be
carefully controlled —to a system based on proven statistical
techniques that may have a more favorable behavioral impact.

1
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By James O. Hicks, Jr.
Exponential smoothing is a forecasting technique
used with success in short -term forecasting of
product demand. Its primary use has been in conjunction with inventory models where there are
many individual product demand forecasts to be
made. The technique can, however, also be used
to monitor and adjust the standards in a standard
cost system, making it a more effective management control tool. This article will explore some
of the unresolved problems of standard cost systems and then will present exponential smoothing
models that can be useful in the resolution of
these problems.
How "Tight" Should Standards Be?
Standards may assume values anywhere within
a range from the loose and easily attainable to the
ideal. We have yet to determine the full behavioral
impact of our decisions as to the relative difficulty
of attainment of the standards we set. Stedry's research inferred that a difficult standard to achieve,
even ifit is never reached, may encourage a higher
level of performance than a lower standard.' Other research has indicated that failure to achieve a
level of aspiration may induce a withdrawal in the
form of avoiding the setting of a level of aspira-

tion. Furthermore, it may lead employees to form
a highly cohesive negative attitude, which is conducive to a production slowdown. In contrast,
successful achievement leads to an elevation of the
level of aspiration.'
Many writers appear to agree with Horngren's
concept of "currently attainable standard costs." '
These are difficult but possible to achieve, but variances are more likely to be unfavorable. That is,
there will be more failures than successes over the
long run.
How Do We Determine Which Variances to
Investigate?
Several techniques have been suggested as useful to determine if a variance should be
investigated.' F.S. Luh proposes the concept of a
controlled cost or controlled process. Essentially,
he develops a standard, based on actual data, in
the form of a frequency function. A sample is periodically taken from the actual process and a
Kolmogorov - Smirnov test used to test the hypothesis that the two frequency functions come from
the same population. If the hypothesis cannot be
accepted, then a significant variance exists. That
is, the underlying process has changed from the
standard and should be investigated.`
Another approach to the determination of sigMANAGEMENT ACCOUNTING /SEPTEMBER 1978

nificant variances is the control chart technique,
which has long been used in quality control. This
approach establishes, by sampling, an expected
value and standard deviation of the sampling distribution. The expected value of the sampling distribution will approximate the expected value of
the population and the sampling distribution will
be a normal distribution based on the central limit
theorem of statistics. Control limits are usually set
equal to the expected value t 2 to 3 standard
deviations.'
The control chart technique, in theory, is appealing because it is based on statistical theory.
There are, however, some problems with its use in
practice:
1. How does one develop the standard deviation
of the costs on a new product?
2. The expected value of the cost may not coincide with the standard. For example, when
standards are set that are difficult to achieve
and /or are not currently maintained.
3. An investigation of variance is initiated only
when a variance is outside the control limits.
Variance trends within the control limits are
ignored. Consistently unfavorable or consistently favorable variances may signal an out -ofcontrol cost, even though individually they do
not fall outside the control limits.
4. What methods are useful for updating the control limits? If the control limit procedure is
used, the system should have the capability of
detecting changes in the standard deviation and
updating the control limits for these changes.
Adjusting for Learning and Inflation
It is a well - established fact that the effect of
learning is to decrease costs as production advances from start-up into a job.' Standards are,
however, not often adjusted to reflect this, resulting in erroneous unfavorable variances during the
early phases of a job and erroneous favorable variances later on.
Inflation has an opposite cost effect, but an
equally serious negative effect on the usefulness of
standards. Even when standards are adjusted,
they may not be adjusted with the frequency required to prevent performance measurement distortions.
New approaches must be conceived and examined in order to overcome these difficulties and
elevate standard cost systems to a new level of
value. The solution to these difficulties may be to
develop and maintain standards which are the expected value of the cost process and which are
continually monitored and updated to reflect expected cost changes. In the remainder of this article, we will examine the possibility that exponential smoothing techniques will contribute to this
objective.
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What Is Exponential Smoothing?
Exponential smoothing is essentially a computer- oriented moving average technique whereby
previous observations are given exponentially declining weights based on their age. This contrasts
with a simple moving average where all observations are weighted equally in determining the expected value of the forecast.
This article will present exponential smoothing
models that can be used for maintenance of expected value standards for three basic standards
patterns: those with a constant factor only, those
with a trend factor, and those with a seasonal factor. The following notation will be used in these
models:

How does one
develop the
standard
deviation of the
costs on a new
product?

Y, = an actual for time period t
A, = smoothed estimate of a linear trend for
time period t
T = number of time periods ahead for
which the standard is being set
(normally 1)
t = time period number
L = cycle length of the seasonal factor
F, = smoothed estimate of Y, (when a
seasonal factor is included, F, is a
deseasonalized smoothed estimate of
Y,)
Z, = smoothed estimate of a seasonal index
for time period t
P, = smoothed projection of Y, (or the
expected value standard cost for
period t).
Exponential Smoothing vs. Moving Average
A process that is constant, and therefore does
not contain a trend or seasonal factor, has the following form:
Y, = a + e,
Where:
a is the base signal (standard cost or the expected
value of the actuals) e, represents the random error (variance).
A value for "a" must be determined in order to
set expected value standards for time period t.
One approach would be to use a simple moving
average of past actuals as an estimate of "a ". Since
the coefficient "a" over the long run may change
gradually with time, the average should place
more weight on current observations than on
those from the distant past. The moving average
technique partially accomplishes this objective.
Brown points out two primary disadvantages to
using a moving average technique:
1. It is difficult to change the rate of response of a
moving average. The rate of response is controlled by the choice of the number of observa29

The smoothing
constant is
totally flexible
and can be set
or modified
by the
management
accountant.

tions (N) to be averaged. If the estimates are
being made by a computer, changes in N would
almost certainly involve extensive reprogramming.
Moving average techniques require the storage
of a large amount of data in computer- accessible files. For example, if a company with 1000
different products decides to base standards on
a moving average of the past 52 weeks' actuals,
they would have to store a minimum of 52,000
pieces of historical data. Exponential smoothing can reduce this to 1000 pieces of data.'
Perhaps the most perceptible advantage of exponential smoothing is that it gives the most important observations —the most recent ones —the
most weight.
The model for simple exponential smoothing is:
P,+T= aY, + (1 – a) P ,
where a is a smoothing constant,
0 < a < 1.
a is chosen based on the response one wants the
forecasted standards to have to recent actuals. If
the smoothing constant is a = 0.3, then the current actual has a weight of 0.3 and the previous
actuals have a weight (stepping backwards) of
0.21, 0.147, 0.1029, .07203, and so on. When the
smoothing constant is small, the expected Value
standards P, + T act like the average of a large
number of past actuals (although their individual
impacts are still weighted) and, therefore, the
model will effectively smooth out random fluctuations. However, the rate of response to real
change in the underlying process will be slow. A
large smoothing constant will cause the model to
project standards that respond quickly to real
changes in the underlying process but will also
tend to over - respond to random fluctuations.
Totally Flexible
The important point here is that the smoothing
constant is totally flexible and can be set or modified by the management accountant based on the
circumstances involved with each standard. Some
of the circumstances that should be considered in
setting the smoothing constant are:

o

New products should have higher smoothing
constants in order to obtain fast response of
standards to current actuals for two reasons:
a. There may be significant learning effects on
costs.
b. The initial value of P, (P ) must be an estimate based on experience on similar products. It cannot be based on actual evidence,
because the product has not been manufac30

tured. Therefore, one would like P, +T to reflect more actual data and less of the estimate as soon as possible.
2. During periods of change wither upward or
downward — smoothing constants should be
higher.
3. Generally, smoothing constants for standards
should be small, because the simple model assumes that standards are basically constant
with changes over the long run. Therefore, we
are interested primarily in smoothing out the
random fluctuations by using a small smoothing constant. Standards that follow a strong
trend should be maintained with the trend factor model (discussed below) rather than resorting to increasing the smoothing constant on the
simple model.
Smoothing with a Trend Factor
In many standard- setting situations, standards
should change sufficiently to justify the use of an
exponential smoothing model that incorporates a
trend factor. The simple model will always lag behind a trend regardless of how high the smoothing
constant, and, if large random fluctuations occur,
the large smoothing constant would produce erroneous standards.
The exponential smoothing model with a trend
factor is as follows:
Trend:
A , , . T= R(Y, – Y, -T) + ( I – Q )A,
where 8 is a smoothing constant, 0< p< 1
Projected standard:
P , I T = a ( Y ) + ( I – a)P , +A, ., .T
As can be seen from the formulas, the projected
standard is the same as with the simple model
except that a trend fractor A, is algebraically added to the projected standard. A, is the exponentially smoothed trend of actuals (Y, – Y, _T). Of
course, A, can assume a positive or negative value
depending upon the actual trend of actuals.
The logic underlying the choice of 0 is much
the same as that of the choice of a. If the trend is
subject to sudden real changes and the random
fluctuations of standards is small, then a higher l3
would be appropriate.
Smoothing with a Seasonal Factor
If they are to be effective guidelines for performance, standards —in some cases— should be
seasonally adjusted to reflect the impact of seasonally different conditions on the expected costs. For
example, the output of workers exposed to the rigors of weather may definitely vary by season. The
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prices of many raw materials may have a definite
seasonal pattern.
The following formulas represent one model
that will modify exponentially smoothed standards based on seasonal patterns. This model exponentially smoothes the seasonal indices as well.
The trend formula is included for illustrative purposes. If a trend factor is not present in the process, one would simply omit the trend formula and
the trend term (A,) from the deseasonalized standard formula.
Trend:
A,

+ T=

Q[(Y1 / Z ,

- L ) — ( Y1-

+ (I —

T

/Z,.A

0) A,

Deseasonalized Standard:
F, + T = C E (Y, /Z,_ L ) + ( 1 — a)F, +A,
Seasonal Index:
Z,= y(Y, / F, ) +(1 — y)Z,

+T

-L

where y is a smoothing constant, 0< y< 1
Projected Standard:
P, , T = ( Z. . T

L ) (

F,

+ T)

Although these formulas may appear quite
complex, the logic behind them is relatively simple. The computation of both the trend and the
deseasonalized standard is based on deseasonalized data. Actuals (Y) in both formulas are always
divided by the appropriate seasonal index. The
seasonal index is exponentially smoothed using
the smoothing constant y. The choice of y follows
the same logic as that ofa and /3. In most cases,
however, y should be smaller than the other two
smoothing constants, because seasonal patterns
tend to change very slowly.
The subscripts on the seasonal indices are probably the most difficult factors in this model to
grasp. At any given time, there must be stored a
seasonal index for each time period within the seasonal cycle. If the seasonal cycle is one year and
the time period is one month, then there would be
twelve seasonal indices stored. These indices are
continually being updated as their seasonal time
arrives with each cycle. The subscripts simply
point to the appropriate index for the operation
being performed.
Finally, the projected standard is the deseasonalized standard multiplied by the appropriate seasonal index. For example, if the projected standard is for the month ofSeptember, then the seasonal index used would be the index calculated in
September oflast year.
Start -Up Values
All of these exponential smoothing models
must have initial values input upon start-up. ValMANAGEMENT ACCOUNTING /SEPTEMBER 1978

ues are necessary for seasonal indices, trend factors, and the base standard. These should be estimated with the best data and techniques available
that are currently used in setting standards. Depending upon the confidence one has in the estimates, it may be advisable to use relatively high
smoothing constants for a short time so as to let
the impact of actuals quickly correct the estimates.

These formulas
may appear
quite complex
[but] the logic
behind them is
relatively
simple.

The Control Chart
Now that we have developed the standard as
the expected value of the cost process, with variances that should, in theory, be normally distributed with an expected value equal to zero, we can
utilize appropriately the control chart to determine which variances should be investigated.
The limits of the control chart could be based
on either of two types ofstandard deviations:
A cumulative standard deviation that updates
the limits after each period based on that period's variance. The width ofthe limits would be
based entirely on past experience. The current
period's variance would not affect the limits for
determination of whether or not the current period's actuals are out ofcontrol.
An exponential smoothed standard deviation
that can be accomplished by smoothing the variance (Actual - Standard)' and taking the square
root of the result to obtain the smoothed standard deviation.
SD, + , =
8(P, — Y,)' + 1 — 8(SD)'
where SD = standard deviation,
8 = smoothing constant, 0 < 8 < 1.
The smoothing constant should be < .07, because an equivalent sample size of 30or more is
desirable for computation ofa standard deviation.
Control chart limits are set equal to the standard cost + x standard deviations. If x = 1.96,
and an actual falls outside these limits, there is
only a 5% chance that it is due to random fluctuations and, therefore, a high probability exists that
a change has occurred in the process and should
be investigated.
The Tracking Signal
The control chart will isolate those variances so
large that they probably reflect a non - random increase or decrease in operating efficiency. Actual
costs can, however, change over a period of time
at a slow rate with no single variance large enough
to trip the control chart.
If the variances are normally distributed
around an expected value of zero, then we would
expect the cumulative (per unit) variance to equal
31

The CPA
requires actual
costs, while the
management
accountant
prefers standard
costs.

zero. The tracking signal (TS) is the cumulative
variance, which is defined as:
n
TS

=t E= 1P,

— Y,

A method for monitoring the tracking signal is
based on the probability of successive variances
that are either favorable or unfavorable. If the
process is in control, there is a 50 %n chance of a
favorable or an unfavorable variance. Therefore,
the probability of four unfavorable variances in
succession is (.50)' = .0625, which may be sufficient evidence to investigate the process. Of
course, this technique could also be used in conjunction with tracking signal control limits.
Other Useful Data
Rosen has noted that neglecting the variation
about computed averages or standards often results in suboptimal decisions.' For example, it
may be possible that a faster machine that has a
lower average time and cost, but a high output
variability, will generate greater inventory carrying and stockout costs. The smoothed standard
deviation of costs could be developed as a useful
measure of cost variability. Also, the smoothed
trend value in the trend model could be monitored
to track those changes in costs that exhibit strong
trends.
Some Effects of Exponential Smoothing
SENSITIVITY ANALYSIS

Sensitivity analysis is a broad concept that, in
practice, can take several different forms depending upon the situation to which it is being applied.
One form of the concept is used to determine the
impact on a system or solution value due to
changes in the underlying independent variables
of the system. Independent variables are almost
always stochastic in nature, although we assume
they are deterministic and, therefore, obtain deterministic solution values from our models. Sensitivity analysis overcomes this oversimplification to
some extent by enabling one to vary an independent variable over its believable range and observe
the impact on the solution values.
As a specific example, the budgeting model, as
used by most firms, is deterministic in nature. The
budgeted profit is usually a deterministic value
with no indication that in reality it is a stochastic
value with a specific probability density function.
Although it may be difficult, if not impossible,
to develop a useable profit probability density
function, one can estimate the sensitivity of profit
if data is available about the variability of the independent variables that affect the budgeted profit
value.
Through exponential smoothing we are projecting the actual mean and standard deviation of the
32

costs of individual products. It follows, then, that
this data could be useful in developing confidence
intervals around the cost portion of the budget.
Such use of this data would convert a major portion of the budgeting process to a stochastic basis.
INVENTORY VALUATION

There has been a basic conflict of interest between the management accountant and the CPA
as to whether standard costs or actual costs
should be used to value inventories in financial
statements. The financial accountant in theory requires actual costs, because the income statement
is composed of actual revenues and actual cost,
not "ideal" costs. On the other hand, the management accountant has maintained that "tight"
standard costs are necessary to maintain control.
Exponentially smoothed standards are expected
actuals and are certainly up -to -date. They also can
be effective control tools, and they fit the theory of
statistical control techniques much better than socalled "tight." standards. Therefore, exponentially
smoothed standards could become a common
ground upon which the inventory valuation conflict is resolved.
RESPONSE OF STANDARDS TO COST CHANGES

Any exponentially smoothed standard will adjust itself to cost changes such as learning or inflation. The rate of response will depend both on the
model being used for smoothing and the size of
the smoothing constant. Therefore, one should
choose carefully the model to be used with a standard where cost changes will occur. Smoothing
constants should generally be larger, and trend
models are usually appropriate when cost changes
are expected to be significant.
It is obvious that, in order to be useful, standards must be updated frequently where learning
or inflation is occurring. Exponential smoothing
can perform this update.
BEHAVIORAL IMPLICATIONS

Standards are budgets. Research has shown
that if performance is well below budget, employees' level of aspiration will fall, and the budget
becomes ineffective as a motivator and should be
lowered in order to regain its motivational
aspect."' On the other hand, success leads to a
raising of the level of aspiration and, therefore, the
budget should be adjusted upward. In both of
these cases, exponential smoothing will make an
adjustment to the standard in the correct direction.
The basis of "tight" standards seems to be the
"traditional" management theory as outlined by
Caplan." That is, human beings are ordinarily inefficient and wasteful, and management must control these tendencies. Exponentially smoothed
Continued on page 53
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Accounting for Marketable
Securities in Accordance with
FASB Statement No. 12
The FASB's response to a lack of uniform accounting was to
specify that portfolios of marketable securities shall be carried at
the lower of their aggregate cost or market value, determined at the
balance sheet date.

By James D. Blum and Herbert L. Jensen
The Financial Accounting Standards Board's
Statement of Financial Accounting Standards No.
12, "Accounting for Certain Marketable Securities. " was issued in response to two economic and
accounting problems that came to light particularly in 1973 and 1974. The first problem was the
severe decline in the market value of most equity
securities during the economic slowdown of 197374. This, coupled with the many diverse accounting practices for carrying marketable equity securities by investors, resulted in, or potentially in,
similar firms showing essentially different operating results and financial positions. In order to provide a uniform accounting method of carrying
marketable equity securities, the FASB made lower of cost or market the generally accepted accounting principle for financial statements ending
after December 31, 1975. Most companies are
covered by this change.
Prior Practice
The rules
able equity
Accounting
3A. This
marketable

for carrying investments in marketsecurities were previously stated in
Research Bulletin No. 43, Chapter
bulletin generally provided that
securities be carried at cost. A
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provision for a write -down to market value was
applicable when: 1. the security was classified as a
current asset, 2. its market value was substantially
below cost, and 3. the decline in its market value
was not due to a mere temporary condition.
In practice, the last requirement was so hard to
judge accurately that most securities were carried
at cost, This was true even though the costs at
which many securities were carried in 1973 -74
were materially in excess of their prevailing market values. Most companies judged, or at least
hoped, that the decline would be temporary.
However, the performance of the stock markets
in the past few years did cause some firms to write
their securities down to depressed market values.
Because no provision was made in ARB No. 43
for writing the securities back up to cost if the
market value subsequently rose, the economic recovery that began in 1975 left these firms with
securities carried at amounts less than both cost
and current market values. Finally, some firms
converted to carrying marketable securities at
market. Thus, three practices for carrying values
of marketable securities existed. These were cost,
lower of cost or market, and market.
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New Requirements: FASB Statement No. 12
The FASB's response to this lack of uniform
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accounting was to specify that portfolios of marketable equity securities shall be carried at the
lower of their aggregate cost or market value, determined at the balance sheet date. If an aggregate
portfolio's market value is below cost, the difference is carried in a contra -asset account or valuation allowance account. A separate portfolio for
current and noncurrent marketable securities
should be maintained for classified balance sheets.
Marketable securities on an unclassified balance
sheet are grouped into a single portfolio. Accounting for this single portfolio is the same as for the
noncurrent portfolio of a classified balance sheet..
Unrealized losses (gains) increasing (decreasing) the valuation allowance flow through the income statement from the current portfolio of marketable equity securities. It must be noted that unrealized gains can be taken only to the extent of
previously recorded unrealized losses —the credit
balance in the valuation allowance account. For
the noncurrent portfolio of marketable equity securities, changes in the valuation account, i.e. the
differences between aggregate cost and market
value, are charged directly to the equity section of
the balance sheet.
Accounting for the current portfolio of marketable securities is analogous to the accounting for
bad debt expense and allowance when the valuation approach for accounts receivable is used. To
complete the analogy, note that although accounts
receivable and the current portfolio of marketable
equity securities are composed of numerous individual assets, the related contra -asset valuation
accounts are established and maintained on an aggregate basis. The conceptual problems occasioned with this accounting treatment are that the
portfolio of marketable securities will produce
losses (gains) on the income statement, for which
there have been no market transactions, and that
these unrealized losses (gains) will be shown as
from continuing operations before discontinued
and extraordinary items in the determination of
net income.
The treatment of the noncurrent portfolio and
unclassified balance sheet portfolio of marketable
equity securities reopens the "clean /dirty surplus" debate of a decade ago. In 1966, APB Opinion No. 9, "Reporting the Results of Operations, "
determined that no items of current year income
or expense should go directly into retained earnings. Unrealized losses (gains) from the noncurrent portfolio or unclassified balance sheets portfolio under Statement No. 12 are directly entered
under the shareholders' equity section of the balance sheet.
For marketable equity securities in the noncurrent portfolio or on an unclassified balance sheet,
a determination must now be made as to whether
a decline in market value below cost is other than
temporary. If it is determined that the decline is

permanent in nature, the securities should be written down to current market value and the amount
of the write -down should be recognized on the
income statement as a realized loss. This writedown causes a new cost basis for the securities,
and this new basis cannot be changed for subsequent market recoveries. This is exactly the same
procedure as was prescribed for securities classified as current assets in ARB No. 43, Chapter 3A.
Statement No. 12 makes this accounting procedure no longer applicable to securities listed in the
current asset section of the balance sheet.
Because unrealized losses (gains) in the accounting for current marketable equity securities
flow through the income statement, timing differences between financial and taxable income will
occur. These differences should be handled in accordance with APB Opinion No. 11, 'Accounting
for Income Taxes. "
Also, when individual securities are reclassified
from one portfolio to the other, unrealized losses
on the security will be treated as if realized. Unrealized losses thus recognized by reclassification
will flow through the income statement, and the
current market value of the security at the date of
its reclassification becomes its new cost value for
inclusion in the other portfolio. Realized losses or
gains (the differences between proceeds and original cost or a new cost basis from permanent decline or reclassification) from the disposition of
individual securities in either portfolio flow
through the income statement.
This new application of the lower of cost or
market convention to aggregate portfolios of securities applies to all enterprises in industries not
having specialized accounting practices with respect to marketable securities. The statement does
not apply to not - for -profit organizations as described in ARB No. 43. Neither does it apply to
employee benefit plans or mutual life insurance
companies, although other for -profit mutual enterprises, including mutual savings banks, must
adhere to the rules in Statement No. 12. Last, investments accounted for by the equity method are
not to be included in either the current or the
noncurrent portfolio, but treated separately on the
financial statements.
Classification of Securities
Criteria for classifying marketable equity securities as elements of either the current or noncurrent. portfolio are not explicit in Statement No. 12
excepting that all such securities on an unclassified balance sheet are part of the noncurrent portfolio. The statement does refer to an auditing interpretation that does provide guidelines.
In general, inclusion in the current portfolio implies that those securities "will be, or can be, converted into cash" during the next fiscal year.
Therefore, management's intent and the liquidity
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of the firm's securities must be ascertained to classify properly their marketable equity securities as
part of either the current or noncurrent portfolio.
When a firm's financial position, working capital,
debt arrangements, and contractual agreements
require additional operating capital during the
forthcoming fiscal year, sufficient marketable equity securities should be included in the current
portfolio to cover this need. Even if the disposal of
marketable securities will not be required for operating capital currently —but the securities still
represent an excess of funds available for operations —they should be placed in the current portfolio.
Succinctly, the presumption with marketable
equity securities should be that they are current
assets. For classification in the noncurrent portfolio, pervasive evidence should be developed
through the board of director's minutes, the investment committee's records, and the firm's representation letter to its auditors that the ultimate
use of any proceeds from those securities will be
for other than working capital.
Disclosure Requirements
On each balance sheet presented, aggregate cost
and aggregate market value for both current and
noncurrent portfolios must be stated separately as
of the balance sheet date. Identification must be
made of the carrying value as cost or market.
Gross unrealized losses (gains) must be stated separately for both current and noncurrent portfolios
as of the date of the latest balance sheet.
For each period an income statement is presented, disclosure must be made of the net realized
loss (gain) included in the determination of net
income and the basis, be it average cost or another
method, on which cost is determined in computing loss or gain. See Exhibit 1. Similarly, the
change during the period in the deduction in the
equity section of the balance sheet for unrealized
gains and losses from the noncurrent portfolio
must be disclosed with separate disclosure market
for any part of that change included in the determination of net income.
The last items that must be disclosed are significant net realized and net unrealized gains and
losses arising after the date of the financial statements, but prior to their issuance. They must be
applicable to marketable equity securities owned
at the date of the most recent balance sheet. The
financial statements, however, shall not be adjusted for these subsequent gains or losses except
when such changes require a judgment that the
decline in the market value of a security in the
noncurrent portfolio is other than temporary. In
that case, the cost of the security is written down
as described earlier.
Statement No. 12 became effective December
31, 1975. It cannot be applied retroactively to reMANAGEMENT ACCOUNTING /SEPTEMBER 1978

state financial statements ending before that date.
There is, however, an exception where entities included in consolidated financial statements follow
accounting practices for marketable equity securities that are different from those of their parent.
The differing practices are to be retained in the
consolidated financial statements, and prior period adjustments as described in APB Opinion No.
9 are required to achieve this effect retroactively.
An Example
The workings of FASB Statement No. 12 can
be illustrated with the holding of marketable equity securities shown in Exhibit 2. At the end of
Exhibit 1
CHECKLIST FOR DISCLOSURE OF MARKETABLE
EQUITY SECURITIES
Required info. disclosed in*
Balance
Income
sheet
state.
Notes
of the date of each balance sheet
presented:
a. Aggregate cost.
b. Aggregate market value.
c. Identify whether cost or market
value is the carrying amount.
If a classified balance sheet is presented, cost and market value of the
portfolios must be segregated between
current and noncurrent assets.
2. As of the date of the latest balance
sheet presented, the following segregated between current and noncurrent
portfolios when a classified balance
sheet is presented:
a. Gross unrealized gains.
b. Gross unrealized losses.
3. For each period an income statement
is presented:
a. Net realized gain or loss included
in the determination of net income.
b. The basis on which cost is determined in computing realized gain
or loss (i.e., average cost or other
method used).
c. The change in the valuation allowance that has been included in the
equity section of the balance sheet
during the period.
d. When a classified balance sheet is
presented, the amount of change in
the valuation allowance included in
the determination of net income.
4. Disclose significant net realized and
net unrealized gains and losses arising
after the date of the financial statements, but prior to their issuance, applicable to marketable equity securities owned at the date of the most
recent balance sheet.
" The information must be disclosed in at least one of the three, but
need not be disclosed in more than one.
As
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Exhibit 2
HOLDINGS OF MARKETABLE EQUITY SECURITIES

,

,

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

7,000
10,000
$17,000

$

$
$

$

1,200
4,500
5,700

8,000
8,000
$16,000

1,100
4,800
5,900

8,000
10,000
$18,000

$

Noncurrent
Security C
Security D
Totals

1,000
5,000
6,000

$

...........
...........
Totals . . . . . . . . . . . . .

$

$

Current
Security A
Security B

Market value Market value
end of year 1 end of year 2

$

Cost

year 1, the market value of the current portfolio is
$300 below cost and that of the noncurrent portfolio is $1,000 below cost, At the end of year 2,
the market value of the current portfolio is $100
below cost; the noncurrent is $1,000 above cost.
The firm's T accounts should be adjusted and
closed as shown in Exhibit 3. Entry 1 credits the
contra -asset valuation account for the current
portfolio and debits an income statement account,
"Unrealized Gains or Losses on Securities," for
the decline in the market value of the current
portfolio. Entries 3 and 4 carry the loss on
through the income statement into the retained
earnings section of the balance sheet. Entry 2
credits the decline in the value of the noncurrent
portfolio to its contra -asset valuation account and
debits the decline to a balance sheet account, "Net
Unrealized Loss on Noncurrent Portfolio," which
is a deduction in the equity section. Note that the
decline in the value of the noncurrent portfolio
did not flow through the income statement.
Although disclosure may be made in the body
of the financial statements, footnote disclosure
seems more feasible. The adjusting and closing entries to the T accounts of Exhibit 3 at the end of
year 2 may be explained then by presenting a typical footnote that might accompany the financial
statements of year 2. Such footnote disclosure
might be as follows:
NOTES FOR END OF YEAR 2
Note - Investment in Marketable Equity Securities
At the end of year 1 and of year 2, the current
and noncurrent portfolios of marketable equity securities are each carried at the lower of their cost
or market as of the balance sheet date. Marketable
equity securities included in current and noncurrent assets as of each year end have a market value and cost as follows:

$

$

36

$

$

Year 1
Year 2
Mkt. val. Cost Mkt. val. Cost
5,700
6,000
6,000
Current
5,900
Noncurrent $18,000 $17,000 $16,000 $17,000

The carrying value of the current portfolio was
increased to market which was lower than cost at
the end of year 2. The Allowance for Unrealized
Loss on Current Portfolio was reduced by $200
from a value of $300 at the end of year 1 to a
value of $100 at the end of year 2. The $200 current year's appreciation was recognized as an unrealized gain in net income. To increase the carrying value of the noncurrent portfolio to cost,
which was lower than its market value by $1,000
at the end of year 2, the Allowance for Unrealized
Loss on Noncurrent Portfolio, which was $1,000
at the end of year 1, was reduced by $1,000 to $ -0by a credit to Net Unrealized Loss on the Noncurrent Portfolio. This represented a net unrealized
gain in the shareholders' equity section of the balance sheet.
At the end of year 2, gross unrealized gains and
losses pertaining to marketable equity securities in
both portfolios were as follows:

Current
Noncurrent

Gains
$ 100
$1,000

Losses
$200
0

Net
$ 1001oss
$1,000 gain

No net realized gains or losses from the sale of
marketable equity securities were included in the
determination of net income for year 2. When securities are sold, their cost will be based on the
specific identification method. During year 2, no
transfers of marketable equity securities between
current and noncurrent. portfolios were made.
There were, then, no realized losses included in
the determination of net income that arose from
the disposition or reclassification during year 2 of
marketable equity securities included in the noncurrent portfolio at the end of year 1. (See Exhibit
I on page 35 for checklist of disclosure requirements.)
Note that sale or transfer of either A or B would
have precluded any offsetting of one's effects
against the other's. Any loss arising from the sale
or transfer of either security would have been recognized in the income statement as would a realized gain. If security A had been transferred to the
noncurrent portfolio, its unrealized gain would
have had no effect on the income statement, although its removal would have tended to increase
the current portfolio's valuation account.
At the end of year 2, security A's market value,
although still above cost, had declined during the
year, whereas security B's market value, although
still below cost, had increased during the year.
Because the current portfolio was carried at market value at the end of year 1, the current market
value of security A is less than its last carrying
value, and the current market value of security B
is greater than its last carrying value. Again B's
effect dominates A's producing a net unrealized
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

gain on the income statement to the extent of the
current portfolio's valuation account. That account is here reduced by the amount of the net
gain.
Securities C and D in the noncurrent portfolio
produce similar effects. At the end of year 1, C's
market value was above cost —its last carrying
value—and D' s market value was below cost —its
last carrying value. Because D's effect dominated
C's, the net result was an unrealized loss increasing the deduction in the equity section of the bal-

ance sheet and increasing the noncurrent portfolio's valuation account. Note here that sale or
transfer of either C or D would have precluded
any netting of one's effect against the other's. This
would have resulted in the recognition of any loss
or realized gain on the income statement. If D had
been transferred to the current portfolio, its unrealized gain would have tended to have had two
balance sheet effects: an increased deduction in
the equity section and an increase in the noncurrent portfolio's valuation account.

Exhibit 3
T- Accounts for Years 1 & 2

Noncurrent p ortfolio (as set account)
Da te

Item

Op e ning

S e c u r it y C

Ba la nc e

Se c urity D

Current portfolio (asset account)

DR

CH

Balan c e

- -j

Da te

Ite m

UH

Ope ni ng

Se curity A

/000

Ba la nc e

Se c urity B

6000

CR

Ba la nc e

_ ----

I
111 I_JJ000

000

Allowance for unrealized loss on
current portfolio (contra -asset account)

Allowance for unrealized loan on
noncurrent portfolio (contra -asset account)
Date

Item

DR

CR

En d o f Y e a r I

/

F in d o f Y e ar ' l

Balance

Da te

/ Q

Item

llH

CH

Find of Yea rl
End of Yea r'L

/

Ba la nc e
Cr

/

(r

00

2

Net unrealized losses o n noncurrent portfolio
(contrat- equity account)
Date

Item

End o f Ye ar 1

DR

Unrealized gains or losses on securities
(Income statement account)
CR

/

B a la nc e
1 1/ 0

Date

Item

DH

('H

Balance

End of Ye a r]

4r.

E n d o f Y e a r 'l

F.nd of Yea r'
;

0

r

S

3

Retained earnings (balance sheet account)
Da te

Item

DH

Income summary (closed to retained earnings)
CH

End of Ye a r

B a la n c e

Date

O dr.

Item

DH

CH

Balance

End of Year I

End of Year`L
End of Ye a r'

r,
-0

4
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Effects of Marketable Equity Securities

Succinctly, the
presumption
with marketable
equity securities
should be that
they are current
assets.

The impact that a single security can have on
the financial statements by being removed from
either the current or the noncurrent portfolio as
opposed to being left in can be traced with the aid
of the tree diagrams in Exhibits 4 and 5. These
two diagrams do not include the case where the
security's cost and market value are equal. In that
case, any disposition of the security has no significant impact on the financial statements: cash is
debited and the appropriate portfolio is credited.
In Exhibits 4 and 5, the account names used are
the same as those of the T accounts in Exhibit 3.
Entries that are actually made in the accounts at
the time the security is sold or reclassified from
one portfolio to the other are shown in boldface.
The effects that these dispositions induce in the
accounts when the contra -asset valuation allowance accounts are adjusted at the end of the accounting cycle are given in lower case. Total market value (TMV) and total cost (TC) pertain to
the portfolios' valuations, and market value (MV)
and cost (C) pertain to the security's valuation.
Current Portfolio's Valuation Allowance
Greater than Zero
Exhibit 4 covers the current portfolio. When
the valuation allowance for the current portfolio is
greater than zero, with the security included in
the portfolio, a sale of that security when its market value exceeds its cost will produce both a realized gain and an unrealized loss on the income
statement. If market value is less than cost when
the security is sold, the realized loss will only be
offset by an unrealized gain on the income statement to the extent of the credit balance that was
in the valuation allowance for the current portfolio prior to the sale.
If the security is reclassified as noncurrent instead of being sold when its market value exceeds
cost, an unrealized loss will be generated on the
income statement at the time when the valuation
allowance for the current portfolio is adjusted.
Provided that the valuation allowance for the
noncurrent portfolio has a credit balance prior to
the transfer of the security, the deduction in the
equity section of the balance sheet will be reduced
by the amount of the unrealized loss but not below zero. This contra- equity account can never
have a credit balance.
If the reclassification occurs when the market
value of the security is below its cost, the unrealized loss will be treated as if it were realized. That
is why a debit entry is actually made in the accounts to "Realized Gains or Losses on Securities" instead ofto "Unrealized Gains or Losses on
Securities." The credit entry to the latter account
appears when the valuation allowance for the current portfolio is adjusted. The unrealized gain ad-
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justment will offset the realized loss only to the
extent of the credit balance in the valuation allowance for the current portfolio prior to the reclassification. Because the market value at the date of
transfer becomes the security's cost basis in the
noncurrent portfolio, the increase in the noncurrent portfolio does not equal the decrease in the
current portfolio.
Current Portfolio's Valuation Allowance
Equals Zero
When the valuation allowance for the current
portfolio equals zero, with the security included in
the portfolio, the total market value of the portfolio equals or exceeds its total cost, Therefore, if
the security is sold when its market value is above
its cost, the realized gain will only be offset by an
unrealized loss on the income statement to the extent that the current portfolio's total market value
falls below its total cost with the security removed. No unrealized loss will appear on the income statement ifthe unrealized gains exceed the
unrealized losses on the securities still remaining
in the current portfolio after the sale. Should the
sale occur when the security's market value is less
than its cost, accounting for the realized loss is
exactly as it was prior to Statement No. 12.
If the security is reclassified as noncurrent instead ofbeing sold when its market value is above
cost, an unrealized loss can appear on the income
statement if the current portfolio's total market
value falls below its total cost after the security is
removed. Here an adjusting entry will have to be
made to the current portfolio's valuation allowance at the end of the accounting cycle causing
the unrealized loss. The reclassification will also
require an adjusting entry to be made to the valuation allowance for the noncurrent portfolio, thus
reducing its credit balance to zero or to the extent
of the security's unrealized gain, whichever is
least. A corresponding entry is then made to reduce the deduction in the equity section of the
balance sheet.
As explained earlier, if the reclassification occurs when the market value is below cost, the unrealized loss will be treated as if realized. As the
total market value of the current portfolio exceeds
its total cost before this reclassification, total market value will still exceed total cost afterwards.
Therefore, there will be no adjusting entry made
to the valuation allowance for the current portfolio, and no offsetting unrealized gain will appear
on the income statement in this case.
Noncurrent Portfolio's Valuation Allowance
Greater than Zero
Exhibit 5 covers the noncurrent portfolio.
When the valuation allowance for the noncurrent
portfolio is greater than zero with the security included in the portfolio, a sale ofthat security if its
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

Exhibit 4
The Current Portfolio
Relationship
between the
security's market
value and Its cost

Disposition of
security

Financial
statement

Impact of security's disposition on the accounts
Unrealized gains or losses on securities (MV -C)

1
cr.— Realized gains or losses on securities (MV -C)
Sale

dr.— Cash (MV)

cr.— Current portfolio (C)
— Allowance for unrealized loss on current portfolio (MV -C)

MV -C

dr.— Unrealized gains or losses on securities (MV -C)
I
dr — Noncurrent portfo lio (C)
— Allowance for unrealized loss or noncurrent po rtfolio
(lesser of MV -C or cr. bal. in allowance acct.)

Transfer to
noncurrent
B

When the
valuation
allowance of the

Net unrealized losses on noncurrent portfolio

cr.— Current portfolio (C)
Allowance for unrealized loss on current portfolio (MV -C)

securities
portfolio is
greater than zero
(TMV

dr.— Realized gains or losses on securities (C -MV)

TC)

I
cr , — Unr eali zed gains or losses on sec ur i ti es
(lesser of MV -C or c r , bal. in allowanc e ac ct. )

Sale

dr . — All owanc e f or unr ea li zed lo ss on c u r r ent po rt f oli o

r

—Cash (MV)

- -ifL
—.
B

cr.— Current portfolio (C)

MV• C

dr.— Realized gains or losses on securities (C -MV)

I

cr.— Unrealized gains or losses on securities

Transfer to

(lesser of MV -C or cr. bal. in allowance acct.)

— Allowance for unrealized loss on Current portfolio
dr.— Noncurrent portfolio (MV =new cost basis)

noncurrent
8

cr.— Current portfolio (C)
dr. —Cash (MV)

H

Sale

B
_E

cr.— Current portfolio (C)
— Allowance for unrealized loss on current portfolio
(TC -TMV if TC _> TMV after sale
or -0- if TC - TMV after sale)
dr.— Unrealized gains or losses on securities

I

cr. —Realized gains or losses on securities (MV -C)

dr — Noncurrent port folio (C)
— Allowance for unrealized loss on noncurrent port folio

MV ' -C
B

When the

(lesser of MV -C or cr. bal. in allowance acct.)
Net unrealized loss es on noncurrent po rtfolio

cr.— Current portfolio (C)
Allowance for unrealized loss on c urre nt p ortf olio

Transfer to

valuation

noncurrent

(TC -TMV if TC >TMV after transfer

or -0- if TO--TMV after transfer)

allowance of the
securities
portfolio is

dr

Unrealized gains or losses on securities

I

less than zero
(TMV TC)

— dr.— R ealize d gains o r lo ss es o n s ec uritie s (C -MV )
I
dr. —Cash (MV)

Sale

H
M V •: C
Key'

TC

= portfolio's total cost

TMV = portfo lio's total market value

C
noncurrent —
Transfer to

MV = security's market value
C • = security's cost
dr. = debit entry
cr. = credit entry
I
= income statement
B
= balance sheet

F
I —J

B

cr.— Current portfolio (C)
dr.— Realized gains or losses on securities (C -MV)

dr. — Noncurrenl portfolio (MV =new cost basis)
cr.— Current portfolio (C)

Boldface items in col. 4 Indicate actual entries; others indicate
the effect of an adjusting entry.
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Exhibit 5
The Noncurrent Portfolio
Relationship
between the
security's market
value and Its cost

Disposition of
security

Financial
statement

Impact of security's dis position on the accounts

I — tcr.— R ealize d g ains o r loss es on sec uritie s (MV -C)
—C as h (MV)
dr.— Net unrealized losses on noncurrent portfolio (MV -C)

Sale

MV

B4

cr.— Allowance for unrealized loss on noncurrent portfolio (MV -C)
— Noncurrent Portfolio (C)

C

I Zc r.— Unre alize d g ains or lo s s es o n s e curitie s
(lesser of MV -C or cr. bal. in allowance acct.)

Transfer
to current

Allowance for unrealized loss on current portfolio
dr.— Current portf olio (c)
Net unrealized losses on noncurrent portfolio (MV -C)

When the
valuation
allowance of the

B
— Allowance for unrealized loss on noncurrent portfolio (MV -C)
cr.— No ncurre nt p ortfolio (C)

securities

portfolio is
greater than zero
(TMV
TC)

dr.— Realized gains or losses on securities (C -MV)
I
4

Sale
B

MV

Cash (MV)
— Allowance for unrealized loss o n noncurrent portfolio
(lesser of C -MV or cr bal in allowance acct.)
— Net unre alized lo sses on no ncurrent portfolio
cr.— No ncurre nt p ortfolio (C)
dr.

dr.— Realized gains or losses on securities (C -MV)

C
I
Transfer
to current

_Curre nt portfollo (MV =new cost b asis)
dr _ Allo wanc e fo r unrealized loss on nonc urre nt p ortf olio
(lesser of C -MV or cr bal in allowance acct.)
— Net unrealized losses on noncurrent portfolio
cr.— Nonc urre nt p ortf olio (C)

B

___L-cr._ Realized gains or losses on securities (MV -C)
dr.— Cash (MV)
— Net unrealized losses on noncurrent portfolio
(TC -TMV if TC-:-TMV after sale or -0- if TC TMV after sale)

Sale
B
MV

cr.— Allowance for unrealized loss on noncurrent po rtfolio
— Nonc urrent portfo lio (C)

C
i
Transfer
to current

When the
valuation
allowance of the
securities
portfolio is
less than zero
(TMV 3TC)

B__
- c r- Unre alize d g ains o r lo s s e s o n s e c uritie s
(lesser of MV -C or cr. bal. in allowance acct.)
Allowance for unrealized loss on c urrent portfolio
dr.— Current portfolio (C)
Net unrealized losses o n noncurrent portfolio
ITC -TMV if TC TMV after transfer or
or -0- if TC <TMV after transfer)
cr.— Allowance for unrealized loss on noncurrent po rtfolio
— No ncurrent po rtfo lio (C)
-dr.— Realized gains or losses on securities (C -MV)
I

- - i dr.— Cash (MV)

Sale
B
MV

cr.— Noncurrenf portfolio (C)

C
r dr.— Realized gains or losses on securities (C -MV)
I J
Transfer
to current

Key:
TMV
TC
MV
C
dr.
cr.
I
B

= portfolio's total market value
= portfolio's total cost
= security's market value
= security's cost
= debit entry
= credit entry
= income statement
= balance sheet

4

B

dr.— Current portfolio (MV =new cost basis)
cr.— Noncurrent portfolio (C)

Boldface items in col. 4 indicate actual entries. others indicate
the effect of an adjusting entry.
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market value exceeds its cost will produce a realized gain not offset by any unrealized loss on the
income statement. Instead, both the deduction in
the equity section of the balance sheet and the
valuation allowance for the noncurrent portfolio
will increase by the amount of the realized gain.
If the market value of the security is less than
its cost when the security is sold, the realized loss
will never be offset by an unrealized gain on the
income statement. Instead, there will be decreases
in both the valuation allowance for the noncurrent
portfolio and in the deduction in the equity section of the balance sheet to the full extent of the
realized loss.
If the security is reclassified as current instead
of being sold when its market value is above its
cost, an unrealized gain may be generated on the
income statement if there is a credit balance in the
valuation allowance for the current portfolio prior
to the reclassification. If the valuation allowance
for the current portfolio has a zero balance before
the transfer, the unrealized gain will not appear
on the income statement. Both the valuation allowance for the noncurrent portfolio and the deduction in the equity section of the balance sheet
will have to be increased in any event by the difference between the security's market value and
its cost.
If the reclassification occurs when the market
value is below cost, the unrealized loss will be
treated as if realized. This is why a debit entry is
once again made in the accounts to "Realized
Gains or Losses on Securities." Because the security's market value here becomes its new cost basis
in the current portfolio, no adjustment is made to
the valuation allowance for the current portfolio,
and no unrealized loss is generated to offset the
realized gain on the income statement. However,
both the valuation allowance for the noncurrent
portfolio and the deduction in the equity section
of the balance sheet are reduced by the lesser of
their balance before the transfer or the difference
between the security's cost and market value.
Noncurrent Portfolio's Valuation Allowance
Equals Zero
When the valuation allowance for the noncurrent portfolio equals zero with the security included in the portfolio, the total market value of the
portfolio exceeds its total cost. Therefore, if the
security is sold when its market is above its cost, a
realized gain will result. Because the noncurrent
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portfolio is involved, there will be no possibility
for an unrealized loss to offset this gain on the
income statement. Instead, both the valuation allowance for the noncurrent portfolio and the deduction in the equity section of the balance sheet
will be adjusted upward if the total cost of the
noncurrent portfolio without the security exceeds
its total market value. This increase in both accounts will never be greater than the realized gain
and is likely to be less. Should the sale occur when
the security's market value is less than its cost, the
accounting for the realized loss is exactly as it was
prior to Statement No. 12.
If the security is reclassified as current instead
of being sold when its market value is above its
cost, an unrealized gain will appear on the income
statement whenever the valuation allowance for
the current portfolio has a credit balance prior to
the transfer. This unrealized gain will be limited
to the lesser of the credit balance or the difference
between the security's market value and its cost.
Again, there will be an increase in both the valuation allowance for the noncurrent portfolio and
the deduction in the equity section of the balance
sheet, provided that the total cost of the noncurrent portfolio is greater than its total market value
after the transfer. There is no adjustment if the
total market value still exceeds the total cost after
the transfer.
If the reclassification occurs when the market
value of the security is below its cost, the unrealized loss will be treated as if realized. Because the
total market value of the noncurrent portfolio will
still exceed its total cost after the transfer, there
will be no adjustments to either the valuation allowance for the noncurrent portfolio or the deduction in the equity section of the balance sheet. The
security's market value becomes its cost basis in
this case for inclusion in the current portfolio, so
no adjustments need to be made to the valuation
allowance for the current portfolio either.

In spite of
conceptual
flaws, Statement
No. 12 solves
many problems
with marketable
equity
securities.

Sufficient Guidelines
Overall, FASB Statement No. 12 solves many
problems with marketable equity securities that
have not been addressed by previous accounting
literature. In spite of its conceptual flaws, Statement No. 12 provides guidelines sufficient to insure that a uniform practice is followed for the
inclusion of marketable equity securities in financial statements. With some study and practice, its
techniques should be easy to implement.
0
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BOOK SERVICE

Mana gem ent
Accounting

COMPUTERIZED COST CONTROL
SYSTEMS
by Jerome H. Fuchs
This book gives methods of computer use that
can save companies thousands of dollars each
year. Through the use of in- depth, easy- to -follow case studies, the author creates a complete guide to controlling all mainstream applications of a company's operations.
Prentice -Hall, Inc.
305 pp.

1976
S27.95

BUSINESS SYSTEMS FACT OMAT IC: A
PORT FOLIO OF SUCCESSFUL FORMS, REPORTS, RECORDS AND PROCEDURES
by Robert S. Kuehne
A looseleaf collection of hundreds of ready -touse forms and formats for top management,
accounting, personnel management, production and sales people. Each chapter contains a
brief overview of its subject and a summary
chart so the reader can see how the forms
work together in a system. Each model can be
geared to any person's operations.
Prentice -Hall, Inc.
603 pp.

1975
$39.95

COMPLETE HANDBOOK OF CHURCH
ACCOUNTING
by the Reverend Manfred Holck, Jr. with
Manfred Holck, Sr.
This comprehensive handbook by two CPAs
thoroughly explains how to control and manage
a church's money efficiently, effectively and according to accepted accounting principles. Also
included are model church financial statements.
Prentice -Hall, Inc.
336 pp.

1978
517.95

WRITING FOR RESULTS (In Business, Government and the Professions)
by David W. Ewing
Mr. Ewing tells you how to cut down on writing

NAA's Management Accounting Book Service
enables members to purchase books from the
following publishers at a 10% discount Dow Jones Irwin, Goodyear Publishing Co., Halsted
Press, R.D. Irwin, Inc., McGraw -Hill Book Co.,
Parker Publishing Co., Prentice -Hall Inc., Reston Publishing Co., Ronald Press, and John
Wiley & Sons. This month's special selections
are summarized on this page. Orders accompanied by payment may be sent on the form pro vided.(Prices guaranteed for 90 days only.)
time and on the number of memos, letters, reports and other documents yo u have to prepare and how to eliminate the drudgery and
write with clarity and impact. He shows you how
to organize thoughts and facts and how to
present ideas for maximum effectiveness.
John Wiley & Sons
466 pp.

1974
$18.00

Answers to thousands of business questions
are provided at a glance. Some new features
for 1978 are a list of executive recruiting agencies, tables containing information on 10 -K and
other SEC reports, list of labor contract expiration dates for major unions, section on effective
use of telephone and telegraph services, financial statements in ratio form. You will want to
keep the book at your fingertips.
1978
$15.00 cloth
$9.00 paper

RETAIL ACCOUNTING AND FINANCIAL
CONTROL (4th edition)
by Louis C. Moscarello, Francis C. Grau and
Roy C. Chapman
Directed to everyone concerned with retail accounting and management, this authoritative
guide provides reliable help on the interrelated
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1976
$22.50

WHAT YOU SHOULD KNOW ABOUT INDIVIDUAL RETIREMENT ACCOUNTS
by L.L. Unthank and Harry M. Behrendt
Questions answered in this book are "What's
an IRA? Who's eligible for the IRA tax break?
What kind of tax break does an IRA give? How
much of a tax deduction do es an IRA give?
Does an IRA provide any other benefits? Who
should be interested in IRAs ?" The unique
question- and - answer format makes it ideal for
reference and answers.
1978
$12.95

THE CPA EXAMINATION: TEXT, PROBLEMS
AND SOLUTIONS
by A.N. Moslch and E. John Larson
A guide to preparing for the CPA examination.
For each topic there is an indication of frequency on the CPA exam, plus multiple- choice
questions, theory questions and practice problems drawn from recent exams. Also includes
solutions and examples of key theoretical issues.
McGraw -Hill Book Co.
800 pp.

1978
$25.00

HOSPITAL ACCOUNTING SYSTEMS AND
CONTROLS
by Nitin H. Mehta and Donald J. Maher
This handbook shows you how to cope with the
most critical fiscal problems facing the hospital
accountant today — namely, controlling operations within budgeted guidelines, improving
cash flow, and pinpointing significant deviations
between actual and planned operations. Also
contains tables, forms and graphs.
Prentice -Hall, Inc.
272 pp.

Subtotal . . . . . . . . . . . . . .

PAYMENT MUST ACCOMPANY ORDER

John Wiley & Sons
520 pp.

Dow Jones - Irwin, Inc.
351 pp.

THE DOW JONES -IRWIN BUSINESS
ALMANAC
by Sumner N. Levine, ed.

Dow Jones - Irwin, Inc.
783 pp.

problems of retail accounting methods and procedures, financial and operating controls and
specialized tax planning. Tax planning and procedures are discussed in detail, and the examples and illustrations, forms, formulas and tables insure the book's use as a working manual
as well as guide.

1977
$27.95

MODERN INTERNAL AUDITING: AN OPERATIONAL APPROACH (3rd edition)
by Victor Z. Brink, James A. Cashin and
Herbert Witt
A set of complete conceptual and practical
tools for the internal auditor ranging from purchasing to production and marketing to computer operations. The book focuses on specific
areas of operational auditing for practical use.
)

Ronald Press
795 pp.

1973
$22.50

FINANCIAL STATEMENT ANALYSIS
by George Foster
A step -by -step guide with scores of investment
and credit solutions to everyday accounting
problems to help you forecast your firm's earnings and sales.
Prentice -Hall, Inc.
592 pp.

1978
$16.95
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Rainbows, Catfish,
and Other Cash Crops
Tractors, graders, and bulldozers, tankers, draglines, and
mechanical seine pullers —not to mention aerators and refrigeration
equipment— represent some of the capital investment a large fish
farm will have to make if it is to harvest its "crops."

By James W. Jones
Fish fa rm in g is really n o t n e w, b u t th e sc ale o n
which it is practiced today may su rp rise many
persons. Man y years before Ch rist, the Chinese
were adept at raisin g fish in p o nd s. In th e West,
the Romans cop ied Ch inese m eth od s. Carp p o nd s
were built in 1358 in Wittingau , Czech o slovakia,
and fish po nd s were main tained in En glan d d urin g
the Middle Ages. In the Un ited States, private
hatcheries fo r tro u t were in o p eratio n as early as
1865. By 1875, th e fed eral an d state go vern men ts
were also op erating h atch eries. In the p resent d ay ,
various species of fishes are being produced in
ponds in the Un ited States an d elsewhere, an d
som e controlled areas of th e ocean s are b eing used
for food pro du ctio n . Millio n s of p o un ds o f farm grown fish are th us ad ded an n u ally to th e wo rld 's
dinner tables.
Down in the Farm
Fish are farm -grown in man y areas o f the Un ited St ates, an d tem p erat u re h as m u ch t o d o with
the kinds o f fish pro d u ced. Th erefo re, fish n ative
to th e cold er c lim at es ar e raised in th e n o rt h ern
states, and fish th at th rive in warm er clim ates are
cultivated in th e so uth ern states.
As with any oth er bu sin ess ven ture, a fish farm
will vary in size dep en d in g upon circum stances.
Where more than o n e sp ecies is raised, th ere will
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

be ponds for each. As the fish grow, either additio n al ponds m ust be used or provisions m ade to
sh ip prom ptly upon maturity. Alternate ponds are
necessary in m any establishm ents to perm it period ic draining and cleaning. This may be arranged
at appropriate cycles in the raising program .
Farm ponds are built in sizes varying from the
sm all —one -half to one acre pond, used as an adju nct to other agricultural pursuits, to the large —
the 20 a cres generally preferred by comm ercial
fish farm ers. Farm s will h ave from one up t o 40
po nds depending upon available land, water, m arkets, and personnel. Acreage devoted to ponds
will be influenced by overall agricultural operations because some fish ponds are managed in
co njunction with production of crops such as soybeans, cotton, and rice. Therefore, the creation of
po n ds will depend to som e degree on the geology
o f the soil, proxim ity to water supply, and other
farm activities.

�

I

James W. Jones is a
registered CPA in
Baltimore, Md. He has
served on the NAA
Board of Directors and
as a member of the
Membership and
Accounting
Development
Committees. He is also
a past president of the
Baltimore Chapter. Mr.
Jones attended
Baltimore College of
Comme rce a nd wa s an
instructor in
accountancy at the
University of Baltimore.

A Matter of Breeding
Brood fish are purchased initially; later they
may be farm - raised or swapped with other farm ers. These brood fish are placed in breeding ponds
which have certain facilities and easy access to
special equipment used to induce the fish to spawn
wh ere eggs can be readily retrieved. It need not be
co m plicated: the old- fashioned ten - gallon milk
can anchored on the bottom of the pond has been
43

is

There an
unanswered
question: is
fish farming an
agricultural
pursuit or an
industry?

found to be highly efficient. Barrels, nail kegs, and
other receptacles also aid in the recovery of eggs.
In the production of minnows, spawning mats are
made of spanish moss and welded wire. Hay is
also used. Fertilized eggs are gathered daily during the spawning season and placed in hatching
tanks where mechanized paddles, powered by
electric motors, continually agitate the water to
simulate the male fish fanning the spawn with his
tail. The fry from the hatched eggs are then placed
in rearing ponds to be brought to the fingerling
size. Many thousands are sold at this stage, but
others are retained to be raised to marketable size.
Those farms equipped to process fish for market
withdraw the grown fish by seine nets. Harvesting
equipment is comprised of row boats and seines.
For the larger ponds, mechanical seine haulers
with power take -off from tractors are used along
with fish loaders mounted on trailer chassis.
Scales are essential because much of the harvest is
sold by the pound.

agricultural pursuit or an industry? It is understood that industrial controls would not apply to
agricultural pursuits. Generally, it can be said that
discharged water is cleaner than the outlet to
which it is drained because fish have had to live in
it and the farmers have had to treat the ponds to
keep the fish alive. State legislation, as usually
found, varies considerably. Some states or provinces require growers' licenses, licenses to seine
harvest, interstate shipment inspection or transport permits, or certificates of origin. Some states
require licenses to sell bait fish. Where engaged in
retail sales an operator would need in some areas
a dealer's license and might require health department inspection.
Accounting Practices
From the preceding outline of fish farming activities, it can be seen that there can be numerous
items of physical plant to be accounted for. Let's
look at some of them.
LAND AND BUILDINGS

Farmers who sell to the sport fishing ponds also
seine the fish — either game or bait —place them in
holding tanks for acclimatization, and ship them
in tank trucks and trailers. Special containers are
used to ship lesser quantities by commercial airliners.
Inasmuch as fish grow naturally in rivers,
streams, and lakes, it is not surprising to find large
areas of nearby land upon which man -made ponds
promote aquaculture. Therefore, we find breeding
and rearing ponds, growing ponds, holding tanks,
hatchery buildings, processing buildings and shipping buildings. On the big farms there are equipment sheds and maintenance facilities. Pond construction equipment includes tractors, bulldozers,
draglines, dirt haulers, and graders. Ponds must
be maintained, so this requires grass mowing,
maintenance of levees, and control of vegetation.
This last means, in large part, weed control. Most
farms do this chemically by using special boats
with flow- through hoppers.

Investments in land and pond development represent substantial sums, especially if the operation
is near other agricultural pursuits that compete
for the land. Many fish farmers are supplied water
from wells, and costs of drilling these constitute a
valuable asset.
The size and nature of the operation obviously
will influence the type and size of buildings. For
example, a farm may not even have an office,
whereas larger spreads will have offices plus storage, processing and shipping buildings_ Hatcheries
and holding tanks may be limited or extensive,
depending upon the mode of operations. All of
these represent the investment of capital and
should be fully recorded.
EQUIPMENT

It can be anticipated that equipment is diversified, depending to some extent upon the size of the
farm system. Construction and rebuilding of
ponds can entail the use of tractors, draglines,
bulldozers, dirt haulers, and graders. All of such
equipment should be carefully recorded, preferably in plant ledgers for orderly accumulation of
depreciation. On the smaller farms that do not
have extensive construction equipment, much of
the work is done by outsiders, so such contractual
work should be recorded in the investment account for ponds.

Regulations
There are, at present, no federal regulations applying to farming or shipments. The Environmental Protection Agency has questioned the quality
and chemical content of water discharged from
drained ponds. However, there exists at this writing an unanswered question —is fish farming an
44

UNUSUAL EQUIPMENT

Refrigeration equipment is needed in many operations, especially where fish are processed for market. The size of the operation and the arrangement
of buildings will have much to do with the kind of
refrigeration; it being sometimes incorporated in a
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

processing or shipping building. There are, however, portable outside unit freezers varying in size
from 240 to 7,000 cubic feet. For this reason,
these units are considered in this article as unusual equipment, but may be included in the building
classification at the discretion of management. Refrigeration is needed also to adjust temperatures in
holding tanks and in transport vehicles, some of
which is mounted thereon.
Where there is water, there are boats. Every
farm has need of boats for use in feeding, harvesting, or chemical diffusion. The latter use generally
involves a boat of special design that spreads the
chemical by flow of water through the chemical
chamber. Where there are fish, it is possible to
find nets. Seine nets of varying mesh and length
are used. For extremely large nets, the farmer may
use a mechanical seine puller mounted on a trailer
chassis for mobility and operated by power takeoff from a farm tractor.
Prepared feed in the form of pellets is available
from several sources. Computer- determined formulae related to ingredients costs are being developed. Uniform feeding is accomplished by various
means. Small farmers spread pellets by hand, but
large farms use blowers, air boats, and spreaders
with capacities of up to 3,000 pounds and available on trailer chassis.
Oxygen is important to the growth of fish, and
farmers use different methods to provide oxygen.
One of the artificial ways is the use of chemicals.
Another common method involves pumping water from pond to pond allowing the splashing water to aerate the pond water.
Another device is an electrically driven agitator
or aerator that thrashes the water and thus enables it to absorb oxygen from the air.
Depreciation Reserves
Because depreciation policy is the prerogative
of management, there are varying views on the
write -off of capital assets. Most farmers follow the
straight -line method of annual absorption of cost
by using what are deemed to be suitable useful
lives of the various properties. Some have adopted
the declining balance method on specific equipment. A few have engaged in the practice of depreciating ponds because they have to be drained,
cleaned and rebuilt. In this case, care must be exercised between maintenance and reconstruction.
Revenues
From the outline of activities related to fish
farming it could be assumed that operating accounts can be numerous. Income arises from sales
of minnows, fingerlings, mature, and processed
fish, depending upon the nature of operations on
each farm. Some operators function as brokers,
furnishing fish for recreational ponds. In any case,
sales are made by the pound or by count —per
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

hundred or per thousand fish.
Obviously, income from the recreational enterprises is slightly different; some comes from the
sale of fish caught, some from fees, some from
sales of bait and tackle, and some from refreshments. In either operation suitable separation of
income in the accounts is desirable, although not
always practiced.
Cost of Sales— Direct
Farmers, in general, appear not to make any
efforts to delineate the elements of cost of sales to
arrive at a gross profit figure, preferring instead to
determine their net profit at year end by offsetting
all direct and indirect expenses against income,
Few undertake any separate computations to ascertain the margin of gross profit. There is, however, an awakening to the necessity for determining more clearly the direct cost. There are some
problems, though, because definitions of items of
direct costs must first be established. Without
these criteria, a farmer may go to the trouble of
calculating costs and comparing his operation
with others, but the dissemination of such information can be confusing and misleading.
Because of possible high mortality, few fish
farmers take a physical inventory. When such a
program is embarked upon, the unit of count is
frequently pounds. This can be done when transfers to other ponds are made at year end. The IRS
does not require physical inventories to determine
gross profit.
One area where clarification is desirable is in
accounting for labor. Few farmers take the effort
to separate farm labor activities for payroll purposes, thus ignoring a breakdown for classification
oflabor costs. When this is done, a major step will
be taken to provide a more comprehensive picture
of costs. In view of the foregoing, only about 12 to
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possible high
mortality, few
fish farmers take
a physical
inventory.

r
- - - - - - - - - - 15 accounts are kept for expenses of fish farming.
A major item is the payroll or labor account,
which includes wages for laborers, drivers, manager, assistant manager, seining crew, and professional personnel where employed directly. A second area needing clarification concerns feed. Fish
grow, up to a point, in proportion to the amount
of feed put before them. In most cases, no effort is
made to determine specific costs — although millions of mouths of various sizes have to be fed.
Facts on feeding should be of preeminent impor45

Photo courtesy of Inmont Corp.

Aerial view of Thousand Springs Trout Farms, Inc.

tance because of the fluctuating costs of feed and
the uncertain market price of the product. With
some reasonable idea of costs of feed, a farmer
would be in a better position to determine a
course of action.
In some operations, the acquisition of live fish is
an important item of cost. This is true where the
fish are brought by the farmer to market size for
fingerlings. Also, brood fish are needed to stock,
supplement or augment. In the recreation fish -out
operation, ponds are replenished periodically. In
these same operations, of course, bait minnows
must be obtained frequently.
Indirect Costs
An expense account for supplies covers a variety of purchases. There will be chemicals for disease, parasite, plankton, and weed control; ammunition and traps for elimination of predators; first
aid kits, especially for snake bites. Herein may be
included ice where purchased for cooling and cylinders of oxygen for transport tank vehicles. Then
there is seed and fertilizer to stimulate growth of
grass to protect levees. Gas, fuel oil, lubricants,
and propane may be included in this account, but
it is definitely more informative to have a separate
account for operation of equipment, especially on
the bigger farms. Some farms have access to public utilities such as electric power, water, telephone for which periodic bills are rendered and
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which can be grouped for accounting. Expenses
incurred for maintaining private facilities such as
sewerage and fire protection, along with emergency equipment expense, can be included. Maintenance of capital assets— including ponds — should
be accumulated in an appropriate account, but the
accuracy of the sum will depend largely on the
distribution of labor costs. Some maintenance of
heavy equipment is performed by outsiders.
A Growing Industry
Most of these observations have been related to
commercial farming engaged in by sole proprietors and partners, but the corporate organization
has made its appearance on the scene. Such organizations will incur related corporate expenses
and capital accounts to be included in the ledger.
In any case, this article does not purport to be a
thorough exploration of fish farming or aquaculture, inasmuch as crustacea and mollusca are not
covered; but it is felt that sufficient information
has been gathered to present the accounting practices in an industry that is growing more important in the effort to supply the world with food. O

0

0
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Benefits from Standard Costing
in the Restaurant Industry
When reduced to its basic functions, a large -scale restaurant
operation is readily comparable to a manufacturing plant, and hence
becomes a prime candidate for standard costing techniques.

By Matthew J. Mullett
The restaurant industry, in the last few years, has
evolved into a sophisticated business enterprise.
This dramatic change has been due largely to the
success rate ofchain restaurants which have been
able to take advantage of various economies of
scale in management expertise, personnel training,
mass media advertising, purchasing and financial
structure. As a result of changing life styles that
place an emphasis on mobility, the forecasts show
that the restaurant industry will continue to prosper in the years ahead. These trends have not only
encouraged existing restaurant operators to expand, but have also encouraged large corporations
to diversify into the restaurant field. The business
incentives include a good return on invested capital, leverage ability on property, plant and equipment, and a cash business which minimizes working capital requirements. With this entry of the
large corporations, modern management systems
long used in other industries have been introduced
into the restaurant field.
A restaurant operation can be readily compared
to a manufacturing plant in that they have similar
steps of operation, such as purchasing, processing
the raw material, cost and inventory control, and
establishing an effective marketing approach
through the generation of sales data. A control
system that has been used in the manufacturing
industry since the early 1950s is the Standard Cost
System (SCS). In this management system, an opMANAGEMENT ACCOUNTING /SEPTEMBER 1978

eration can be monitored for purposes of control
by evaluating variations between the actual costs
and the standard costs of material through all
phases of operation.
A standard cost, used as a basis of comparison
to actual costs, is a cost developed by the firm
based on reasonable material, labor and other
costs associated with cost of goods sold.
An example utilizing all dimensions of a standard cost system is a fast food franchise wishing
to develop standard costs to monitor efficiency of
operations and for pricing decisions. These costs
would be developed by estimating the costs of ingredients for the hamburger, such as $.34 for
meat, $.07 for the bun, $.01 for the pickle, $.01 for
the relish, ketchup, mustard, and onion, and $.03
for packaging. Material standard costs are thus
$.46. Labor is carefully studied, and it takes two
minutes of preparation and one minute ofmarketing labor per unit. Multiplied by wage rates, this
gives a labor per unit cost of $.05. Thus, the standard cost for a hamburger is $.51. This figure can
then be compared to actual costs. Ifthe restaurant
sold hamburgers at an actual average cost of $.59
last month, the $.08 per unit variance would indicate either inadequate control of costs or inappropriate standards.
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Standard Cost System as a Management Tool
With standard food costs — forecasted or predetermined costs relatively fixed over a period of
time —the reports to management follow the prin47

ciples o f ex ception s an d em ph asize variances from
stan d ard . Th e ra tio n ale is th at m anagem ent need
con cern itself with co sts o n ly when they deviate
materially from those established beforehand as
"p ro p er" o r stand ard co sts. Supervisors are thereby freed from ex am in in g large m asses of figures to
keep th em selves in fo rm ed as to current perform an ce. Th e co m p ariso n between actual costs and
stand ard costs, in effect, m easures the success that
managem en t has had in achieving the planned
co sts. Once sign ificant variances appear on the repo rts, they can be analy zed to determine why they
aro se. Man agerial actio n can then be taken to preven t u nfavo rab le d ifferen ces from recurring in the
future. In essence, a stan dard cost system provides
bo th go als an d measures o f perform ance.
Ap plicatio n o f th e SCS to Restaurants
Origin ally , a st an d ard cost was com puted for
th e p urp o se o f sup p ly in g accurate figures needed
in p ricin g. Stand ard co sts in the restaurant industry can be mo st easily th o u ght of as those costs
that have been used in the past to prepare the
en tree (m ain co u rse) wh en n ew m enu prices need
to b e estab lish e d . On ce p ricing was properly adju sted for co sts, th e system provided the information man agemen t needed to gain better control
over foo d co sts.

Exhib it 1
F O O D C O S T D IS T R IB U TIO N

r

Entrees: 78.9 %,
steak

♦

v

chicken
fish, etc.

S

Dairy: 5.8%

A

\ .

?:

p.

h Bakery: 1.7%

Ingredient supplies: 6.7%

Produce: 6.901.

Data obtained from a steak house operation

It's p o ssib le with th e stan d ard cost system to
mo n ito r every item th at is used in a restaurant
op eration , in clu d in g lab o r co sts. However, managem en t sh o u ld an aly ze the cost effectiveness of
in tegra tin g la b o r in t o th e s y stem . Because of its
greater im p act on overall restaurant costs, food
co st s a re t h e fo c u s o f t h is paper. The econom ic
trad eo f f o ccu r s in co n tro llin g only the high cost
items, such as entrees an d win es. In m ost full serv48

ice restaurants, the entree items (steak, lobster,
chicken, etc.) account for 80% of the food costs,
but th ey co m pris e only 20% of t he to tal n um ber
of food item s required to operate. In other words,
relatively few item s m ake up the m ajority cost of
goods sold, as shown in Exhibit 1. It would be too
expensive to gathe r infor m at ion and m ake com parisons for control purposes of every item, especially inexpensive items, such as produce, ingredient supplies (flour, sugar, salt, etc.), bakery goods,
and dairy products. Product cost /sales ratios
(e.g., cost of dairy products /sales = dairy PC /S)
and good kitchen supervision practices seem to
hold these non - entree areas in adequate control.
Usually three variances from standards form
the basis of entre e cost co ntrol in the restaurant
application: Purchase price variance (PPV), the
yie ld var ian ce (YV ), and th e u se var ian ce (UV ).
Each will be explained and their use dem onstrated
by exhibits based upon data generated by a steak
house operation which has im plem ented the SCS.
Purchase Price Variance
The purcha se price variance allows th e restaurant m an ager or the purc hasing a gent to m onitor
the job he's doing (base d on sta ndard co sts) and
provides an indicator of w hen the menu prices
should be re- evaluated.
The purchase price variance equals the quantity
purchased (QP) tim es the difference between the
actu al price (AP ) pe r u nit pa id and the st and ard
price (SP) of each entree item .
PP V = Q P (A P — S P )

or

PP V = Q P( A P) — QP ( SP )
whe re QP (AP ) e qu als th e tot al actual price and
QP(SP) equals the total standard price.
Consider the prim e rib entry in Exhibit 2,
whic h d epicts th e pr ice va ria nce for ea ch ent ree
group purc hased dur ing the e xam ple pe riod. The
total actual pric e of p rim e rib is $1086.25 ( 434.5
lbs. X $2.50 /lb.) and the total standard price
equals $1116.66 (434.5 lbs. X $2.60/lb.). Because
the actual price during this period is $.10 per unit
low er tha n the st and ar d p ric e, a fa vor able pr ice
variance [negative because QP ( AP ) QP(SP)] of
$30.42 is achieved.
T he p e r c e nt v a r i a nc e ( " % var ") column is the
"Price var" divided by the "Actual price" and expressed in terms of percent. The "% var " figu re s

provide an indicator to determ ine how significant
the variances are. An acceptable range must be
established, i.e. + 5 to — 5 % , s o tha t a tt e nt io n i s
no t wa s t e d o n t r i v i a l , r a nd o m f l u c t u a t i o ns . Us i ng
t h i s r a n g e , E xh i b i t 2 s h o ws t ha t t he " % v a r " f o r
p r i m e r i b ( - 2 . 7 2 % ) is acceptable, in contrast to
crab (6.46 % ) , which has an unfavorable (positive)
variance.
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If the variances deviate too drastically from the
established range, as with the crab, several steps
should be taken. First, identify the variable that is
causing the change and determine if it is a short term or long -term fluctuation. An example of a
short -term fluctuation is payment of higher prices
for immediate delivery due to occasional inventory outages. Long -term fluctuation could be caused

qty)] and the standard value of the meat that was
yielded [SP (yielded qty)].
YV = SP (pre - processed qty) - SP (yielded qty)
Exhibit 3 shows a typical week's processing.
Bulk meats that have been processed are indicated by a positive number in the "Qty" and "Val-

Exhibit 2
Total
ac tual
price

Total
std
price

Bulk s irloin
Prime rib
6 oz. chicken
Lamb chops
Crab

81 0.7
434.5
192.0
117 .5
200 .0

$1,42 9.82
1,086.25
135 .62
467.65
588 .00

$1,418 .81
1,11 6.66
134.40
481.75
550.00

Price
war
$1 1.01
-30.42
1.22
-14.10
38.00

war
.77
-2. 72
.9 0
-3 .0 2
6.46

YTD qty,
purchase
Ibs

YTD act
price

YTD std
price

YTD price
war

19,470 .0
8,5 16 .2
5,04 9.6
2,79 6.5
5,400.0

$33 ,2 34.50
20,694 .37
3,5 15.08
11,213.97
15,822 .00

$34,072 .50
21,29 0.50
3,5 34.72
11,46 5.65
14,85 0.00

$83 8.00
- 5 9 6.1 3
-19.64
- 2 5 1 .6 8
97 2.00

%

Description

Qty
purchase
Ibs

%

PURCHASE PRICE VARIANCE
YTD,
war.
2.52
-2. 88
-.56
-2 .2 4
6.14

Exhibit 3
YIELD VARIANCE
Var

Bulk s irloin
6 o z. sirlo in
8 o z. s irlo in
12 o z. sirloin
16 o z. sirloin
Ham burger
Kabob

2,24 6.7
-11 .0
- 1 ,7 5 0 .0
-707.0
-6 8. 0
-152.7
-12 7.6

72 1.91
- 7 4 7 .9 0

25,387 .7
-182.0
- 1 6 ,61 0 .0
- 8 ,6 8 1 .0
- 1 ,45 1 .0
- 1 ,78 6 .8
- 1 ,4 2 9 .1

by a permanent cost increase or seasonal variations in food costs, or both. Second, monitor the
year -to -date price variance ( "YTD price var "),
and if it is positive (unfavorable) and the actual
price continues to be greater than the standard
price, serious thought should be given to changing
the menu prices to ensure desirable profit margins
for items containing that particular entree.
Yield Variance
The yield variance allows the restaurant manager, the meat cutter and the main office to gauge
the yield efficiency of each of the bulk meats (e.g.,
sirloin butts, tenderloin strips, New York, salmon
filets) processed during the period and shows
whether or not the actual yield falls in line with
the projected yield. The yield variance (YV) is
equivalent to the difference between the standard
value of the pre - processed meat [SP (processed
MA NAG E MENT AC C OUNT ING /S E PT E MBE R 19 7 8

1.36
3.42

YTD
% var

- 2 8 9 .1 3

-3. 18

- 9 3 2 .3 8

-1 . 9 1

74.22
$- 1 ,1 4 7 .2 9

1.12
2.15

44,42 8.55
- 1 8 9 .2 8
- 2 0,7 6 2.5 0
- 1 6,4 9 3.9 0
- 3 ,6 27 .5 0
- 1 ,4 29 .5 1
- 2 ,8 5 8.2 4

-4. 00
5,09 4.4
- 4 ,0 9 5 .0
- 1 ,0 4 4.0

7.06
- 1 7 6 .8 2

YTD
var

9,09 6.07
9,38 5.20

-3. 60

518.44
-- 425.25
-86.13
TOTAL

YTD
value

$

-25.99

3,9 31.73
-11.44
- 2 ,1 87 .5 0
- 1 ,3 4 3.3 0
- 1 7 0 .0 0
- 1 2 2 .1 8
- 2 5 5 .2 0

$

39 8.8
-315.0
-8 7. 0

YTD
qty
3,5 67 .0
- 3 ,47 6 .0

- 1 5 7 .8 9
Bulk s almo n
11 oz. salmon
8 o z. salm on

% var

$

26 3.1
-227.0

Value

$

Bulk Ne w Yo rk
11.5 oz. New York

Qty
$

Description

6,63 6.03
- 5 ,5 2 8.2 5
- 1 ,0 33 .5 6

ue" columns. The entree items that have been
yielded due to the meat processing are designated
by a negative sign ( -) following the "Qty" and
"Value" figures (e.g., bulk salmon yields I1 oz.
and 8 oz. salmon). The standard value of the preprocessed bulk salmon in Exhibit 3 is $518.44
($1.30 /lb. X 398.8 Ibs.). The total value of the
salmon that was yielded is equal to the sum of the
value of the I1 oz. salmon, $425.25 ($1.35/
ea. X 315), and the value of the 8 oz. salmon,
$86.13 ($.99 /ea. X 87), equalling $511.38. The
unfavorable
yield
variance
is
$7.06
($518.44 - $511.38). The significance of this value is shown by the percent variance notation. The
"% var" figure equals the yield variance divided
by the value of the meat that was processed or
1.36% ($7.06/$518.44). The "% var" column has
proved to be very time - saving because it flags all
the variances that deviate from the acceptable
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range. Major variances in this area may be attributed to inexperienced meat cutters or poor quality
of product. Inspection by management and discussion with the meat cutters usually can resolve
these problems.
Use Variance
The use variance report furnishes management
with the information to measure restaurant "use
efficiency," which can be altered by theft and
waste. Inaccurate accounting transactions will
also surface as a use variance. This feature works
exceptionally well when a company -owned commissary is involved in supplying the restaurant
with various food commodities, because it provides a control on inventory to make certain that
the outlet that was charged for the merchandise
actually received it. The use variance is determined by taking the difference between the standard value of the physical ending inventory
[SP(Phy. E.I.)] and the standard value of the book
ending inventory [SP(Book E.I.)].
U.V. = SP(Phy. E.I.) - SP(Book E.I.)
The book ending inventory is equal to the beginning inventory (B.I.) plus the purchases, plus or
minus the inter- restaurant transfers, plus or minus
the processing notices, minus the sales. Exhibit 4
displays the detail that is available with this data.
Both the physical ending inventory and the
book ending inventory are expressed in terms of

Exhibit 4, a wide disparity between the physical
ending inventory (20 lbs.) and the book ending
inventory (34 lbs.) is evident. This results in an
unfavorable (positive) use variance of 14 lbs. (34
lbs. - 20 lbs.). The "Var cur" equals $11.20 (14
lbs. X $.80 /]b.) and the "Used cur" is given as
$16.00; therefore, the "% var" is 70.0 %. As before, the "% var" column serves as a flagging device to pinpoint significant variances. As a result
of this excessive unfavorable variance of 70 %,
management should look to inventory errors, possible theft or waste to account for the inconsistency.
As before, the corresponding year -to -date information has been recorded, so that management
can make educated and meaningful decisions regarding policy and menu changes. If, for instance,
uncontrollable waste is identified as the source of
the recurring variances, the menu prices and the
standards should be modified to preserve profit
margins.
Required Input Data
The data required for the standard cost system
are an inventory statement, a notice ofany transfers that may have occurred from one restaurant
to another restaurant (or from the main commissary), a report of all the purchases that were received during the period, a notice of what was
processed, and a meal count of what was served.
This data can be gathered relatively easily and at a
minimal cost.

Exhibit 4
USE VARIANCE REPORT

Var
cur

Use
cur

var

Var
YTD

37.80
98.75
98.80
117.50
16.00
59.13
648 .15
12.05

13.0
73.0
52.0
50.0
34.0
20.5
93.0
10.0

1.00
6.00
.00
-3. 00
14.00
-1. 05
6.00
-1. 00

2.70
7.50
.00
-7. 50
11.20
-2. 89
44.70
-1. 35

$1 21 .5 0
415 .00
22 0.40
31 8 .2 4
16.00
64.12
37 8 .1 0
13 5.00

2.22
1.81
.0 0
-2. 36
70.00
-4 . 5 1
11.82
-1. 00

.0 0
21.25
93.10
40.80
13.64
20 .1 1
59.25
10.80

%

Qty
var

units_ The "Cur. inv." is equal to the standard
price of the entree times the "Phy. E.I. ". This column has been added to provide the value of the
current inventory on hand for the financial records. The quantity variance (Qty. var.) is equal to
the difference between the "Phy. E.I." and the
"Book E.I. ". The "Used cur" is equal to the "Qty.
var." times that standard price. The "Used cur" is
the total standard value of each particular entree
sold during the period. The "% var" column is
equal to the current dollar variance "Var cur" divided by the "Used cur ".
In examining the bulk hamburger account in
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$

%

14.0
79 .0
52.0
47.0
20 .0
21.5
87 .0
9.0

Cur
inv

Book
end ing
inv

$

11.5 oz. New York
8 o z. s irlo in
12 oz. sirlo in
Bulk p rim e rib
Bulk hamb urge r
Bulb c rab
Bulk lob ster
11 o z. salmon

Date: 4 / 2 4 / 7 8

$

Description

Phy
end ing
inv

Used
YTD
$1 ,0 82 .7 0
5,41 5.00
- 2 ,5 2 5 .1 0
- 3 ,3 7 2 .5 0
404 .40
- 6 9 3 .4 1
- 7 ,1 3 8 .8 9
545 .45

var
YTD
.0 0
.3 9
-3. 69
-1 .2 1
3,97
-2. 90
-8 3
1.98

Sales Report
Data from the meal count supplies the necessary information for a detailed sales report. This
report, as shown in Exhibit 5, lists the individual
menu items, how many times each item was
served during the period, the entree sales revenue
that was generated (which has proven to be an
excellent back -up method to reconcile cash receipts), the current cost of goods sold, the current
cost percentage (CGS /sales), the current percentage s ol d (# individual menu items /total meals
served), and the corresponding year -to -date information.
MA NA G EME NT A C C O UNT I NG /S E P TE MB E R 1 9 7 8

This report has been found to be a valuable
marketing tool because it indicates exactly what
the public is demanding at the current menu
prices. It is possible and in most cases probable
that, by changing a few menu prices, the current
buying trend (Cur % sold) will be altered, and as
a result the restaurant could realize a greater overall contribution toward profit.

confirm the data from the SCS and measure the
impact that the minor elements have had on the
profit for the period.
It is because of the SCS's ability to isolate the
significant elements and provide current and timely information that the system is able to play such
a valuable role in assisting management to reach
their objectives.

Standard Cost System Vs.
a Profit and Loss Report

Accounting Period

A "Statement of Operation" (profit and loss report) is widely used by firms to gauge profits from
one period to the next. This statement loses its
effectiveness as a management tool because the information it requires is not always immediately
available at the end of the period. However, by
analyzing the format of a statement of operation,
it can be readily seen that many of the miscellaneous expenses that take so long to determine are
usually a constant amount from period to period,

In order for the standard costing information to
help managers formulate effective problem- solving
programs, the data they're working with must be
current and not four to six weeks old. A weekly
accounting period has proven to be optimal, because management can study the reports, take appropriate managerial action and review the effects
of their decisions on a weekly basis. Although it is
not mandatory in order for the SCS to function, a
weekly accounting system integrates very effectively and efficiently with standard costing tech-

Exhibit 5
SALES REPORT
Date: 7 / 2 4 / 7 8

&

&

&

c/o sold

Cur

YTD
sold

151 .20
131.25
117 .80
148 .20
23.75
122.80
127.80
37 5.36
98.55
161.65
653.63
96.20
.00
$2,208 .19

38.9
22.7
30 .4
27.3
18.0
44 .1
27.7
39 .7
22.7
34 .0
44.8
32.7
.0
34.3

6.0
11.3
6.7
8.4
2.0
43
7.7
14.7
7.9
5.7
17.9
4.0
3.7
100.0

1,193
2,8 46
1,607
1,986
80 3
575
1,334
2,5 75
1,489
1,187
3,3 79
609
81 7
20,400

45
19
30
14
35
57
42
66
106
50
464

177.75
37.05
75.00
49.00
103.25
168.15
81 .9 0
165.00
206 .70
175.00
$1,238 .80

56.25
7.60
12.00
13.72
24.50
36.05
.00
.0 0
.00
77.50
227 .62

31.7
20.5
16.0
28.0
23.7
21 .4
.0
.0
.0
44.3
18.4

9.7
4.1
6.5
3.0
7.5
12.3
9.0
14.2
22 .8
10.8
100.0

569
123
190
250
557
47 6
506
744
991
662
5,0 68

$

38 9.20
577.50
38 7.50
542.10
132.05
278 .00
461 .50
945 .20
434 .35
474.35
1,45 8.85
294 .15
66.30
$6,441 .05

YTD
sales

YTD
C/s

YTD
o YTD
cost /o
sold
/

Curd
cost /o

8,2 91.35
15,653 .00
10,04 3.75
13.80 2.70
5,58 0.85
3,9 96.25
8,6 71.00
17,89 6.25
8,8 59.55
10,62 3.65
30,242 .05
4,84 1.55
1,58 8.60
$140 ,090 .55

3,2 21.10
3.5 57.50
3,0 53.30
3,7 73.40
1,00 3.75
1,765.25
2,4 01.20
7,1 07.00
2,0 10.15
3,6 20.35
13.54 9.79
1,58 3.40
.00
$46 ,6 46.19

38 .9
22.7
30.4
27.3
18.0
44.2
27.7
39.7
22.7
34 .1
44.8
32,7
.0
33.3

5.9
13 .9
7.9
9.7
3.9
2.8
6.5
12.6
7.3
5.8
16.6
3.0
4.0
100.0

2,24 7.55
239 .85
475.00
875 .00
1,64 3.15
1,40 4.20
986 .05
1,858.32
1,93 1.80
2,3 17.00
13.97 7.92

711 .25
49.20
76.00
245 .00
38 9.90
301 .08
.00
.00
.00
1,02 6.10
2,7 98.53

31 .7
20 .5
16.0
28 .0
23.7
12.3
.0
.0
.0
44.3
20.0

11.2
2.4
3.8
4.9
11.0
9.4
10.0
14.7
19.6
13.1
100.0

$

Cur
C /S

56
105
62
78
19
40
71
136
73
53
163
37
34
92 7

$

11 oz. New York
8 o z. salmon
12 oz, sirlo in
12 oz. teriyaki s irlo in
10 oz. kabob
12 oz. Iamb chops
10.5 o z. crab
7 oz. lobster
11 o z. salmon
Steak
crab
Steak
lobster
Steak
salmon
Salad bar only
Totals

Cur
sales

$

Cur
sold

Dinner

such as maintenance costs, utilities, wages, rent,
and administrative expenses. The important variables that affect profit (cost of goods sold and sales)
can be easily obtained from the three variance reports and the sales report which have been outlined above. In effect, the SCS is a sub - system
within the statement of operation. However, it remains necessary that firms continue to develop
these financial reports, so that they're able to reMANAGEMENT ACCOUNTING /SEPTEMBER 1978

$
$

$
$

$
$

&

8 oz. s teak sandwich
8 oz. to -cal burger
8 o z. hamb urg er
8 oz. salm on
6 oz. chicken
Shrimp L ouis
Soup sandwich
Fre nc h d ip
Roast beef sandwich
Prawns
Totals

$

Lunch

niques. Such a system allows the data to be compared from one year to the next, such as the 3rd
week in the 2nd quarter of 1976 with the identical
period in 1977. This kind of comparison is superior to a monthly accounting system -especially in
the restaurant business, where heavy sales occur
on weekends. The advantage of a weekly system
becomes clearer when realizing that April of 1976
had four Saturdays, while April of 1977 had five
51

Saturdays. Therefore, any comparison between
these months would result in invalid conclusions.
Setting the Standard Costs
To obtain standard costs, management must
conduct a study of the various markets from
which the entree groups are derived (e.g. the beef
and lobster markets), and select a standard for the
bulk entree which will be a projected average cost
for the normal life of the menu. Yield percentage
figures must also be established for each entree.
This can be accomplished by analyzing historical
meat processing data.
Once these values are determined, the standard
costs can be calculated by using the formula below.
Std, cost of Value of
Std. cost of = bulk entree — by- products* XPortion size
ind. entree
Yield percentage

*Hamburger & kabob meat; assign a value that
reflects the replacement cost

The initial cost
of implementing
a standard cost
system varies
from $800 to
$1,200.

Choosing high or low standards has no effect on
actual costs. Keeping this in mind, the standards
should serve as a goal that can be obtained with
good performance and use of proper methods. Experience has shown that perfection standards are
not effective for controlling costs, because employees realize that the standards constitute unattainable goals. As a result, the standards are disregarded. On the other hand, if the standards are
easily met, a substantial amount of avoidable
waste and inefficiency can be covered by the standard.
Management should re- evaluate the standards
in conjunction with menu revisions on a periodic
basis (e.g. every six months), or at any time there
is a severe fluctuation in economic conditions or a
drastic alteration in product or processing methods.
Coordination of Standard Costs
With the Accounts
Most users of standard costs prefer to incorporate them into the process of accounting for costs.
The enforced tie -in with financial records helps
maintain correctness of the standard costs and
gives them more importance in management
thinking.
Actual costs are not abandoned when standard
costs are put into the accounts. These historical
costs (actual costs) are simply divided into two
parts.
Actual costs (Cost of goods sold) = Standard
costs -1- Variance
When the variances serve their purpose of inform-
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iog management with regard to effectiveness of
current operations, they can be written off as period costs, or combined with standard costs of inventories to produce cost of goods sold, according
to the preference of the accountant.
Investing in a Standard Cost System
The initial cost of implementing a standard cost
system varies from $800 to $1,200, depending
upon the size of the firm and the complexity of the
computer program. For each restaurant that is incorporated into the system, approximately three
hours a week of clerical work is required to prepare the input data, and about $20 to process it
through a service bureau.
Segments of the normal bookkeeping activities
can and do become integrated in this system.
These include summarizing the commissary and
inter - restaurant transfers, development of the inventory values, compiling the dinner count data,
and integrating the "purchase" entries with the
accounts payable.
While a firm with only a few restaurants could
benefit from this kind of cost accounting system,
the value of the system as a management tool expands as an increasing number of units are added
in a multitude of locations.
Spin -Off Benefits
Rapid inflation during the past few years has
made performance comparisons based on historical dollars values meaningless. Because a standard
cost system emphasizes the units, such as number
of dinners served or use variances, as well as the
dollar values, comparisons between current and
previous periods are more valid,
An additional benefit from the use of standard
costing techniques is that top management has the
essential data needed to establish "responsibility
centers" for each of the unit managers (purchasing agent, meat cutters or commissary director,
and the restaurant manager), and in turn can hold
them accountable for their performance. This responsibility concept, along with a good feedback
mechanism, is of vital importance to a growing
organization operating restaurants in a number of
different locations. The objective data generated
through these reports also provides an excellent
basis on which to develop a meaningful bonus
structure for the unit managers.
Foundation for Success
A good cost control system that exposes the
significant variables on a timely basis provides the
foundation for a successful restaurant chain. By
analyzing and working with the reports generated
through the use of the standard cost system, management personnel develop a responsive attitude
to external as well as internal conditions. They
learn to identify the problem areas, take appropriMANAGEMENT ACCOUNTING /SEPTEMBER 1978

ate action, and monitor future reports in order to
arrest forthcoming problems.
The future for companies involved in the restaurant field will require that they develop a solid
organizational framework that emphasizes marketing, promotion, service, product quality, and
internal controls. The progressive firms will take
advantage of the success other industries have had

in these areas, modify the proven systems, and
integrate them into their own operation. There is
still time for the small restaurateur as well as the
large chain operator to develop these systems to
complement their existing businesses and take advantage of the current seller's market. Effective
control is critical if a restaurant is to survive in
this competitive industry.
❑

Effective control
is critical if a
restaurant is to
survive.

THE APPLICATION OF EXPONENTIAL SMOOTHING
TO STANDARD COST SYSTEMS
Continued From page 32
standards do not ignore the control aspect, but
they do move away from an over - emphasis on a
prodding technique to an improved system of control based on proven statistical techniques that
may have a more favorable behavioral impact on
those being monitored.
Exponentially smoothed standards have the potential of being perceived as more "fair ". They are
updated more frequently and they can be easily
decentralized to meet special situations, because
monitoring and updating costs are low.
Control Is Enhanced
If standards should be expected actuals (and
they must if the management accountant is to realize the full benefits of the control, forecasting,
and risk analysis techniques of statistics) then exponential smoothing has a high potential in the
determination of such standards.
Some may conclude that the exponential

smoothing technique forsakes control for other
benefits. The reverse is true. The techniques set
forth in this article allow standards to change, as
they should, while isolating the important changes
that signal a real change in costs. Control is enhanced by a system that eliminates the waste of
investigation resources caused by ill - prepared,
outdated, and erroneous standards.
❑
'A ndrcw C. Stedry, BudgetControl and Cast Behavior, Prentice -Hall. Inc., Englewnod Cliffs. N.J.. 1960.
' Selwyn Becker and David Green, Jr.. "Budgeting and Employee Behavior,"
The Journal of Baviness, October 1964.
' Charles T, Horngren, Cost Accounting: A Managerial Emphasis.Prentice -Hall.
Inc., Englewood Cliffs, N.1., 1977.
' For a survey of variance investigation techniques, see Robert S. Kaplan, 'The
Significance and Investigation of Cost Variances: Survey and Extensions," Journal of Accounting Research, Autumn 1975- For an evaluation of some of the
techniques, see Robert P. Magee, "A Simulation Analysis of Alternative Cost
Variance Investigation Models," 77re Accounting Review, July 1976.
' F.S. Luh, "Controlled Cost: An Operational Concept and Statistical Approach
to Standard Costing," The Accounting Review. January 1968.
' The framework for this approach is covered by Robert W. Koehler, 'The Relevance of Probability Statistics to Accounting Variance Control," MANA(IEMF_NT
AcCOVN'IIN( ;, October 1968.
' Larry N. Killough and Wayne E. Leininger. Cost Accounting for Managerial
Decision .'Making, Dickenson Publishing Company, Inc.. Encino, Calif.. 1977.
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Time Series, Prentice -Hall, Inc., Englewood Cliffs, N.1., 1963.
' Robert W. Rosen. "Misuse of Standards in Decision Making," MANAGEMENT
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" Edwin H. Caplan, "Behavioral Assumptions of Management Accounting,"
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NAA Insurance Program
t

t

SECURITY FOR
SELF AND FAMILY

Five Plans now Available:
Life Insurance, In- Hospital Indemnity, Accident Insurance, HighLimit Major Medical, Disability Income Protection.
For descriptive folders and premium schedules, write to: Administrator, NAA Life Insurance Trust, Connecticut General Life
Insurance Co., Hartford, Conn. 06152 for the life insurance plan.
Contact Administrator, NAA General Insurance Trust, 1707 L
Street, N.W., Suite 700, Washington, D.C. 20036 for the other
four plans.
INSURING THROUGH NAA IS A GOOD POLICY.
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MANAGEMENT
ACCOUNTING
PRACTICES
Continued from page 6
all public entities.
—AIL members of audit committees
should be independent of management.
—The duties of audit committees
should be delineated.

FASB Schedules Hearing
On Nonbusiness Organizations
Issues related to financial accounting
and reporting by nonbusiness organizations, including both nonprofit entities and governmental units, are set
forth in a discussion memorandum released by the FASB. The Board will
hold public hearings on these issues
beginning October 12. The DM focuses on certain specific issues in the research report prepared for the FASB
by Professor Robert N. Anthony of
the Harvard Business School (MAP,
August 1978) and is intended to be
used in conjunction with the research
report. The DM raises four broad
questions:
(1) Who uses nonbusiness financial
reports?
MAP Statement
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022

YES, I want a copy of Statement 10:
Management Uses of the Statement
of Changes in Financial Position to
which I am entitled as an NAA member.
Name (Please Print)

NAA Account Number

My mailing address on NAA records is
correct. Don't change anything.
Please change my mailing address on
permanent NAA records as indicated
below or attached.
(Allow 4 weeks for domestic delivery: 6.12
weeks overseas.)

Requests postmarked after Dec. 15, 1978
(U.S.A.) or Mar. 15, 1979 (other countries) will
not be honored.
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(2) For what purposes is information
in those reports used?
(3) What types of financial information help satisfy those needs?
(4) What criteria, if any, should be
employed to differentiate between
various kinds of organizations in establishing objectives of financial reporting?

FASB Amends Statement No. 13.
The Standards Board has issued
Statement No. 22, which is an
amendment of Statement No. 13, Accounting for Leases. The new statement deals with revisions to lease
agreements resulting from refundings
of tax - exempt debt. Responding to a
request to reconcile an apparent inconsistency between Statement No.
13 and APB Opinion No. 26 on early
extinguishment of debt, the FASB
amended Statement No. 13 to make it
compatible with the APB Opinion for
changes to a lease agreement resulting from a refunding of tax - exempt
debt. Gains or losses from such
changes in lease agreements will be
recognized when they occur rather
than over the remaining term of the
lease as called fo r by Statement 13.
The Statement is effective for lease
agreement revisions entered into on
or after July 1, 1978, with retroactive
application as provided by No. 13.

SEC Rules on Disclosure
SEC issued a rule that will require
companies to disclose in their proxy
statements information about significant nonaudit services performed by
their public accountants (MAP, Feb.
1978). Although retreating from its
original proposal which would have
had required disclosure of fee
amounts paid for various services, the
Commission is asking for the percentage of the audit fee that each service
costs (for those costs exceeding 3 %).
Those services whose costs do not
exceed 3% each must be listed along
with the aggregate percentage. The
rule, in addition, requires the company
to disclose whether its board of directors or audit committee has approved
all services performed.

MAIL FORM AND REMITTANCE TO:
_ National Association of At countants
Special Order Dept.
919 Third Ave.. N.Y.. N,Y 10022
Cerrifisate in Managemen t Accountmg
Examination Questions and Unofficial Answers
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#7467

_

07577
07683
#7788
#7794
#78103
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Maximizing the Present Value
of Tax Savings from
Depreciation
In order to formulate a depreciation policy for equipment and other
new property, a company should examine the behavior of the
present value of tax savings.

By Roger A. Roemmich, Gordon L. Duke, and
W i llia m N ( ; a t o c

Many corporate annual reports and accounting
textbooks assert that the double- declining balance
(DDB) depreciation method maximizes the present value of tax savings and should therefore be
used when allowable. In this article, we will demonstrate that DDB frequently provides a lower
present value of tax savings than does the sum -ofthe- years' digits (SYD) depreciation method.
Our major premise is that, for tax purposes, a
company should use the depreciation method that
maximizes the present value of tax savings. The
figures in Exhibit l show that, in 1974, Accounting Trends and Techniques reported 339 companies used accelerated methods for tax purposes, 16
used the straight -line method and 276 companies
did not indicate the depreciation method used. No
breakdown between DDB and SYD was provided
for the 339 companies using accelerated methods.
Limited evidence of relative percentages may be
available in the figures reported for financial reporting purposes. Exhibit l shows that, in 1975,
80 firms reported using DDB, and 46 firms reported using SYD.
MANAGEMENT ACCOUNTING /SEPTEMBER 1978

Depreciation Allowable Under the Tax Code
Selected portions of the Internal Revenue Code
of 1954, as amended, are designed to stimulate
investment and provide alternatives that should be
considered in evaluating the potential return on
investment.
Under authority of Section 167(b), a corporation may choose to depreciate an asset (subject to
certain limitations discussed below) by using either the straight -line method, DDB method, SYD
method, or any other reasonable method whose
charges do not exceed (in the first two- thirds of
the asset's useful life) those determined using the
double- declining balance method. Examples of
"other reasonable methods" would include the
150% declining balance method, 125% declining
balance method, or any method based upon production whose charges do not exceed the limitation above. In addition, a corporation using the
DDB method may switch to the straight -line
method at any time.' During the later years of an
asset's life, it will become advantageous to do so.
The limitations on the use of an accelerated depreciation method depend upon whether the asset
involved is real or personal property and whether

7
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it is new or used when acquired. DDB and SYD
may only be used for property that has a useful
life of at least three years and whose original use
commences with the taxpayer (i.e, new). In addition, new real property acquired after 1969 may
only be depreciated using the 150% declining balance method or another reasonable method whose
charges do not exceed this rate [Section 1670)(1)].
Generally, used real property is only eligible for

the straight. -line rate [Section 167()(4)]. Similarly,
used personal property will only qualify for the
150% declining balance method and not the DDB
or SYD methods.' New personal property may be
depreciated using any allowable method, including all the accelerated methods.
Another vehicle designed to liberalize the depreciation deduction is the reduction in salvage
value up to 10% of cost in computing the yearly

Exhibit 1

Exhibit 2

DEPRECIATION METHODS REPORTED
Methods Used for Tax Purposes
(Last year reported)
1970
1973
1972
1971
Accelerated depreciation
Straight line
Not indicated
Other
To tal'

s

339
16
276
3

342
16
276
2

297
18
296
10

295
24
292
7

m

634

636

621

618

y

.7
C
O
v

oe
ac

6

c

c°

.5

a�

a
te,

Source: 1974 Accounting Trends and T echniques

13

.4

`y

a

a

>

.3

Methods Used for Reporting Purposes
Straight line
Double- declining balance
Sum -of- the - years' digits
Accelerated not specified
Units of pro duction
Sinking fund
Total"

1975

1974

1973

1972

567
80
46
73
38
1

563
71
45
74
35
1

568
74
47
76
40
1

565
73
52
80
38
1

805

789

806

809

M
E

O

o

.2

U

Cost: $1. 00
Salvage: . 20
Usef ul li f e: 15 y ear s

1

0
2

4

6

8

10

12

14

Years

Source: 1976 Accounting Trends and Techniques
So me companie s r e por t using more than one me thod.

Exhibit 3
COMPARISON OF DIFFERENCES IN PRESENT VALUE OF DEPRECIATION STREAMS PER DOLLAR
OF COST
Salvage
% c ost
0
1
2
3
4
5
6
7
8
9
10
15
20
25

-

-

-

4
1.031
1.031
1.031
1.031
1.031
1.031
1.031
1.031
1.031
1.031
1.031
1.630
2.059
2.487

Useful life in Years (Interest rate - .101
-

5
0.486
0.455
0.424
0.392
0.361
0.351
0.351
0.372
0.434
0.496
0.558
1.379
2.015
2.419

-

6
0.068
0.097
0.125
0.153
0.181
0.196
0.168
0.128
0.072
0.015
0.041
1.045
1.855
2.369

7
0.486
0.539
0.592
0.645
0.668
0.642
0.617
0.591
0.565
0.513
0.462
- 0.700
- 1.634
- 2.375

8
0.912
0.960
1.008
1.046
1.048
1.049
1.049
1.026
1.002
0.942
0.844
- 0.475
-- 1.526
- 2.361

9
1.239
1.307
1.375
1.410
1.415
1.417
1.418
1.404
1.345
1.278
1.200
- 0.233
- 1.392
- 2.301

10
1.571
1.632
1.687
1.710
1.734
1.757
1.740
1.699
1.658
1.604
1.543
0.013
- 1.259
- 2.284

15
2.631
2.712
2.773
2.807
2.825
2.843
2.825
2.798
2.772
2.710
2.632
0.787
- 0.826
- 2.164

20
3.159
3.227
3.278
3.320
3.336
3.346
3.337
3.321
3.282
3.234
3.177
1.200
-0 .5 56
- 2.084

25
3.341
3.406
3.451
3.484
3.503
3.509
3.506
3.488
3.459
3.420
3.364
1.416
- 0.402
- 2.012

30
3.333
3.383
3.423
3.450
3.468
3.474
3.473
3.458
3.436
3.402
3.358
1.465
- 0.336
-1 .9 59

35
3.209
3.253
3.283
3.307
3.321
3.328
3.327
3.318
3.298
3.273
3.237
1.430
- 0.315
- 1.917

40
3.029
3.063
3.089
3.108
3.120
3.126
3.125
3.118
3.105
3.083
3.055
1.343
0.323
- 1.882

NOTES:
1. Negative signs indicate double - declining balance (DDB) is optimal.
2. Positive signs indicate sum -of- the - years' digits (SYD) is optimal.
3. T he s e c a lc ul a tions a s s ume t he t a xp a y e r wi ll switc h from DDB to s tra ight line whe n a ppro pria te .
4. T he s e c a lc u la t io ns a s s ume t he re duc tio n of s a l va ge up to 10 %, of c os t in c ompu ting the y e a rly de pre c ia tion a ll owa nc e s .
These calculatio ns do not allow depreciation below a reasonable allo wance fo r salvage value for either SYD or DDB.
5. After savings are computed by multiplying by the taxpayer's marginal tax rate.
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Exhibit 4

Exhibit 5
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William H. Gates is a

depreciation allowances. This reduction is available for new or used personal property with a useful life of three or more years [Section 167(f)]. The
only limitation is that qualifying property may not
be depreciated below a reasonable allowance for
salvage value.'
This section is not designed to represent the full
range of alternatives available under the income
tax laws nor is it designed to interpret the complex rules regarding the use of certain methods.
When evaluating the alternatives with regard to a
capital budgeting decision, the statutory and administrative laws should be consulted (it is also a
good idea to consult a knowledgeable tax practitioner) in order to gain the maximum amount of
potential benefits from the alternatives available
for a particular investment.
In this article we will restrict our attention to
maximizing the present value of depreciation for
new personal property. SYD depreciation will assume use of the 10% salvage rule and DDB depreciation will assume a switch to straight -line
when advantageous. In no case will an asset be
depreciated below a reasonable salvage value.
The Nature of Tax Savings
Exhibit 2 illustrates the behavior of cumulative
depreciation before tax savings from depreciation.
Over the life of a depreciable asset, depreciation
expense will not be affected by the method chosen.
In early years of an asset's life cumulative depreciation will be highest under the double- declining
balance method. In later years, cumulative depreciation is greatest under the sum -of- the - years' digMANAGEMENT ACCOUNTING/SEPTEMBER 1978
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its m ethod. Obviously, cum ulative depreciation is
always lowest under the straight -line depreciation
method.
The behavior of cum ulative depreciation raises
im p ortant questions about the impact of salvage
value, useful life, and the appropriate discount or
in terest rate upon the present value of tax savings.
Exhibit 3 illustrates the present value of the differ Continued on pa ge 63
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NAA RESEARCH STUDY

Replacement Cost Disclosure
This month NAA will publish the third in a series of research
projects on replacement costing, which was initiated after the
Securities & Exchange Commission issued Accounting Series
Release No. 190. The research publication is titled Replacement Cost Disclosure: A Study of Compliance with the SEC
Requirement and was written by Melvin C. O'Connor and
Gyan Chandra. The authors here present a summary of their
research.

By Melvin C. O'Connor and Gyan Chandra
This research project consisted of four parts: (1) Interviews of
nine case study firms immediately after these firms had completed their 1976 annual reports to stockholders and 10 -K
forms, both of which included replacement cost data; (2)
Compilation and summarization of replacement cost data,
disclosures, and related comments found in the annual reports and 10 -Ks of a large number of firms required to comply with ASR 190 in 1976; (3) A questionnaire survey to
firms that were expected to have been affected by ASR 190
requirements; and (4) A questionnaire -type survey of a random sample of sophisticated users of annual reports or 10K
data.
The purposes of the case study segment of the research
project were to follow up and supplement the case studies
reported earlier in the second phase of the project, Replacement Costing: Complying with Disclosure Requirements, and
to obtain facts and corporate management views about replacement cost compliance efforts after completion of those
efforts for 1976.
58

Some of the more general information obtained via the case
studies included the following. The corporate controller usually had the primary responsibility for complying with 190.
Essentially all compliance work was done by existing company personnel with very little reliance on outside sources of
assistance. Replacement cost of productive capacity was the
most difficult and costly of the required data to obtain, primarily because of the impact oftechnological changes and the
potential for cost savings associated with increased efficiencies
from replacement. Interviewees generally doubted that the
replacement cost data required by 190 would be useful, either
internally or externally. In most cases, however, the cost and
difficulty of complying with 190 was found to be considerably
less than had been expected.
Nine companies selected on the basis of the diversity of
experiences they might have had with compliance participated in this phase. Among the companies were two diversified
and decentralized manufacturing firms; a large international
retailing firm with a highly centralized accounting system; a
public utility; a multi -plant one - product manufacturer; a
large chemical manufacturer; a manufacturer in an industry
subject to rapid technological changes; a highly integrated
manufacturer; and a diversified company with an unusually
decentralized approach to compliance.
Analyzing 10 -K and Annual Reports
In the analysis of 10 -K (or 12 -K) forms and /or annual
reports of 474 companies, sample firms came from 47 different industries, with industry representation ranging from one
to 53 firms. The purpose of this segment of the research project was to attempt to determine what methods of obtaining
replacement cost were reported, what information and comments were provided by management in addition to replaceMANAGEMENT ACCOUNTING /SEPTEMBER 1978

ment cost data, and what form the replacement cost disclosure presentations had taken.
Our examination revealed that replacement costs tended to
be similar to historical costs for inventory and cost of sales
while replacement costs for depreciation expense, gross productive capacity, and depreciated productive capacity were
quite different from historical costs.
Most firms provided a condensed version of their 10 -K disclosure in the annual report to stockholders. Replacement
cost numbers per se usually were not included in the annual
report presentation. But 10 -K (or 12 -K) disclosures tended to
be lengthy— sometimes as many as eight pages. Most companies provided some type of reconciliation between the replacement cost numbers and the numbers presented in the financial
statements; however, caveats regarding the nature of replacement cost data and their use(s) were the rule, rather than the
exception.
Questions on ASR 190
Questionnaires were sent to 1095 firms that were expected,
as of early Summer 1977, to have complied with ASR 190.
The purpose of this questionnaire was to obtain a large number of corporate responses about the SEC requirement in general, costs and methods of compliance, sources of assistance
in compliance, and the usefulness of the data, among other
things.
The response from the 591 firms considered useable indicated that most affected companies had no prior experience
with replacement costs, but more than half of those who had

prior experience found it helpful in dealing with 190. Many
different approaches were used in estimating replacement
costs. Often, a single company used two or more different
procedures for obtaining replacement costs for inventory, cost
of sales and other categories.
Since cost minimization was the most important consideration in developing replacement cost disclosures, it is not surprising that more than nine out of 10 firms reported that their
own staff did most (or all) of the replacement cost work. Most
of the respondents expressed doubt that the data required by
190 would be meaningful. It was not expected that investors
would be influenced by the replacement cost disclosures.
A questionnaire sent to a random sample of 400 Chartered
Financial Analysts (CFAs) elicited 80 useable responses. On
the basis oftheir answers to a variety ofquestions, it appears
that the CFAs were not greatly impressed by the replacement
cost data available to them under 190. Most felt that the 190
disclosures are not the best solution to reporting the effects of
inflation in financial statements. About one -third of the analysts shared the view that the SEC should wait for completion
of the FASB Conceptual Framework project before proceeding with inflation reporting.
This report is based on experience with ASR 190 during its
initial year of impact and is strictly descriptive, leaving the
formation of conclusions to the reader. By describing first year replacement cost compliance efforts of a substantial
number of firms, the report may help companies in assessing
the impact of ASR 190 and in developing future replacement
cost disclosures.

NEW RESEARCH STUDY AVAILABLE

"REPLACEMENT COST DISCLOSURE:
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325 pages describing first - year
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People in the News
Kathy Bindon: A Winning Track Record

tion of assistant general manager, Central Iowa Power Co -op.

Kathy Bindon is a long- distance runner
who has pulled ahead of her colleagues
in the accounting careers marathon. A
graduate assistant in accounting in the
College of Business Administration at
The Pennsylvania State University, she
recently was awarded a rare double -fellowship to help her complete her doctoral dissertation.
She received the prestigious Arthur
Andersen & Co. Doctoral Dissertation
Fellowship and also was named a winner of a coveted fellowship from the
Richard D. Irwin Foundation.
Mrs. Bindon, a member of the Central Pennsylvania Chapter, successfully
completed the Boston Marathon earlier
this year, running the 26 miles, 385
yards in four hours and 45 minutes.
Combining running and academics is no
problem for her. "Training for the Boston Marathon came at a good time because I was studying for a written exam
and running was a good way to release
the tension," she says.
Her husband, Jim, a doctoral candidate in anthropology, also finished the
marathon.
She received the fellowships because
of her high academic standards —she
has never received a grade other than
"A" in any accounting course —and
also because her dissertation topic on
international accounting was judged
worthy of support.
Mrs. Bindon received her B.A. degree
in economics from San Jose State Uni-

KENNETH N. JASZCZOR, Chicago, has
been named controller for the Cylinder
Div. -Hanna Fluid Power Group of Rex nord, Inc.... JAMES T. WHITMAN was
named the first salaried president of the
Hospital Financial Management Assn;
ROBERT M. SHELTON, executive director, has assumed the position of vice
president.

Promotions and New Positions
HARRY J. HEARN, JR., Atlanta, has
been promoted to director of special operations for Munford, Inc. He is a member of Atlanta North.
WILLIAM E. BITTNER, Bakersfield past
president, has joined Mike Yurosek &
Sons, Inc., as controller.
LEO AKERSHOEK, Belgium, is now financial director of Norwich Benelux,
the Belgian subsidiary of Morton -Norwich Products, Inc., Chicago.

ROGER FENNIMORE, Cleveland has
been promoted to administrative manager, Alcoa Permanent Mold Castings
Div. . . . FRANK H. KETTLE was appointed vice president and controller of
TRW, Inc.
TERRY E. GILLAND, Des Moines, has
been admitted to partnership in McGladrey, Hansen, Dunn & Co.
SALVATORE T. DIMASCio, Edison, has
been appointed vice president, finance,
and chief financial officer of Conair
Corp. He is a member of Princeton
Chapter.

versity and M.B.A. from The Pennsylvania State University. She teaches an
undergraduate course called "Introduction to Federal Taxation" and a seminar
course in the Continuing Education Division on "Women and Money."
She plans a career teaching at the university level and also will continue to
run. She has been active in the sport for
about five years.
0
ALLAN D. VINGELEN, Benton Harbor,
Mich., has been promoted to director of
corporation accounting, Whirlpool Corp.
MACK D. HOLLOWAY, Birmingham,
was promoted to manager at Deloitte
Haskins & Sells. He is a member of
South Birmingham.
KEVIN M. KAVANAUGH, Boston, has
joined Samson Ocean Systems, Inc., as
chief accountant.
DENNIS L. MURDOCK, Cedar Rapids,
was named to the newly created posi-
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NED A. BYRER, Fort Wayne, was elected controller of Midwestern United Life
Insurance Co.
PAUL VAN NOIE, Green Bay, recently
was named controller of Northwest Engineering. He is a member of Northern
Wisconsin Chapter.

Ip

DIMASCIO
Princeton

I

PREMETZ
Houston

A. O. MORNINGSTAR, Greenville, Mich.,
is now controller for R.J. Tower Corp.
He is a member of Michiana Chapter.
MARTIN GOLDSTEIN, Hartsdale, N.Y.,
has been elected vice president and controller of DPF Incorporated.
CHARLES E. SAMS, JR., High Point,
N.C., was admitted as a partner of Dixon, Odom & Co. He is a member of
Piedmont -High Point.
61

r M M M M . M M M M I M M M ,

I

The ONLY book
you need to pass
the CMA exam

RUD OLP H W . PR E M ET Z, Houst on, wa s

no w v i c e p r e s id e nt a nd a u d it o r , F id e l i t y

a p p o i nt e d c o nt r o l l e r , N a t i o na l D r i l l i ng

B a nk , N A .

Eq ui pment, a t Na ti onal
is a pa s t pr e s i d e nt

of

Supply Co.

Kansas City,

ROBERT ARN OLD,

He

Ho u s t o n C h a p t e r .

be e n na m e d ma n a g e r o f t h e

ha s

Int e r n a l

A u d i t D e p t . , H &R Block, Inc .

. CMA .
REVIEW
edited by
GRANT W. NEWTON
It's the first comprehensive, self -contained review for the CMA exam ever
publish ed! Order single vo lum es or th e
entire set to save time and money preparing for the December exam.

be e n p r o mo t e d to a s s i s t a nt vic e pre s i-

& Co. He i s a m e m b e r of Delaware County, Pennsylvania.

de nt —c o r p or a t e p l a nni ng c o o r d i na t o r ,

Thre e

PATSY

BLAKEMAN,

P.

Louisville,

ha s

C a p i t a l Ho l d i ng . . . J O S E P H D . C A N T RE LL ha s j o i ne d t he S e nt i ne l S t a r ne ws pa pe r i n O r la ndo , F la . , a s c hi e f fi na nc ia l

officer ... EARL M. KALKBRENNER has
been prom oted to audit m anager at
Ch risten , Brown & Rufer, P.S.C. . . .
WAYNE H. M O R R IS w a s na me d c hi e f ,
c o s t a c c o u nt i n g, S o u t h e r n P l a n t

of

In -

Yo u ng

Pittsburgh

manager, operations accounting and
analysis, primary products; GORDON D.
BARNES was named manager, operations accounting and analysis— system s
and s ervices, and WILLIAM G. NIC Ho Ls wa s na m e d ma na ge r , o p e r a t i o n s a c c o u nt i ng a nd a na l y s i s , mi l l p r o d u c t s .

te r na t i o na l Ha r v e s t e r .
WILLIA M

t o w n , wa s p r o mo t e d

C ha p t e r .

t o p a r t ne r ,

De-

Volume 2

lo i tt e Ha s k i ns & Se lls . H e is c u r r e nt

Organization an d Behavio r, Including Ethical Considerations. $11.95

pr e s i d e nt

of

t he c ha p t e r .

L.

W A LL,

of

Co.
sey Shore

of North Jer-

. . . FRED RUD o w ha s b e e n

of

Wi n e

&

Sp i ri t s

Fo re mo s t - M c Ke s s o n,

ARLYN

C.

HIL L,

Oklahoma City, is

Springfield.
ALBE RT H. B ET 'HKE, Milwaukee.
DA LE S. BOWEN, San Francisco.
F. A. BUT T NER, Member -at- Large,
England.
J . LLOYD C ROOKS, Calumet.
KEN NE T H J . DASHNER, Hanford
pa s t

pr e s i d e nt .

1
Att: Rose Pandolfo
1
' PRICES SUBJECT TO CHANGE

WITHOUT

;

' NOTICE. Prices quoted by Harper & Row are
suggested list prices only and in no way reflect the ,
prices at which these Gooks may be sold by '
suppliers other than Harper & Row.

C a me ro n

Columbus.
A. GOLUM BEC K, FOX River
Valley.
JAMES K. GREISS, Delaware.
J A ME S M . HA RR , Delaware.
A . F. ISAAC, Georgetown - Myrtle
Beach.
FR E D H. KE LLE Y , Long Island Nassau.
ELM E R . G A LL,

'
;

Stuart

Mc Le o d S o c i e t y .
C ARL

College
Ten EastDepartment
53d Street
New York, New York 10022

of R o c k y M o u nt .
of Eastern Carolina.

He

San Francisco, is
of Coca C o l a B o t t l i ng Co.

J OSEPH ZIMME RMAN,
the c o ntr o l l e r

of

the P e ni ns u l a .

San Juan, is no w
& Co.

a

p a r t ne r wi t h P r i c e W a t e r ho u s e
BRAIDER G .

BARNES,

Shreveport, is

no w c o nt r o l l e r f or J e t t D r i l l i ng.
T UR NE R,

Spokane,

c a n S i gn & I nd i c a t o r
be r

GE OR GE A . BA UM E,

Add 2 5e p er volum e ha ndling, plus sales tax w here
applicable.

a s s i s t a nt

Ho m e S a v -

a p p o i nt e d s e ni o r v i c e p r e s i d e nt , A me r i -

M c Ke s s o n

Co., s u bs i di a r y

All 6 Volumes

Zip

of

p l a nn i ng,

Emeritus Life Associates

State

e le c te d

KEITH G.

Taxes (updated annually). $11.95

Name

wa s

Mo u nt ,

p r o mo t e d t o v i c e p r e s i d e nt , f i na nc e a nd

Inc . , S a n F r a nc i s c o .

(approx. 200pps. each). $75.00

re c e ntl y

E nn i a R e i ns u r -

He i s a me mb e r

a nc e

N. C . ,

Roc ky

t r e a s u r e r a nd c o nt r o l l e r

ANT ONIO GIN ORIO,

RIC HA R D J . LE W IS , N e w Y o rk , wa s a p po inte d vi c e pr e s id e nt

Volume 6

me m b e r s ha v e be e n

na me d a t A l c o a . WAYNE D. ECTON is

WALT ER D . SC HMIE DESKAMP, MO r is -

Decision Analysis, Including Modeling and Information Systems. $15.95

Phi l a d e l p hi a ,

be e n p r o mo t e d t o ma n a g e r in A r t h u r

Economics and Business Finance
$14.95

Volume 5
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ha s

SPANG,

i s a m e mb e r

Perio dic Repo rtin g fo r In tern al and
External Purposes. $14.95

'

Co.

WILLIA M

i ngs & Lo a n A s s n.

Volume 4

ha s be e n

a nd na me d a d i r e c t o r , L i nd s a y M f g.

of North Central Ohio

Public Reporting Standards and Auditing. $14.95

Omaha,

to e xe c u t iv e vic e pr e s id e nt

Volume 1

Volume 3

'

promot ed

DARWIN L. SAMPSEL, Mansfield, Ohio,
has been promoted to secretary- treasurer, Gorm an -Rupp Co. He i s a m e mb e r

Mail this coup on today with yo ur check
or money o rder.

City

GE R A LD L. ABT S,

Co.

ha s b e e n

He i s a me m-

of Spokane Area.

DO NA LD B EC K, S t a mf o r d , C o n n . , a n d

RUDO LPH

C.

New York.
Toledo past pre s -

KLE IN ,

PA ULA . LA N D IS ,
id e nt .
ALB ER T

A.

Reading.
New York.
T . ME HR ING , Harrisburg
LEINBAC H,

BERN ARD MA NDE LL,
ROBERT

Area.
R.
PET ERS,
Southern
Maine.
G. ME NZIE S RODGER, JR., New
York.
MARGARET E. ROGERS, Dayton.
ERNEST A. RYC HEL, Oakland-East
Bay.
N. J E W E L L W H IT E , west Los Angeles.
WILLIA M YATES, Massachusetts North Central.
PHILIP
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PAUL J. EVANSON have been named
vice presidents of Moore McCormack
Resources, Inc, Mr. Beck was treasurer
and Mr. Evanson, assistant vice president and controller.

THE UNIVERSITY OF ALABAMA
School of Accountancy
and
Division of Continuing Education

FRANK M. MUKAI, St. Paul, was promoted to partner, Taylor McCaskill &
Co ... W. D. SMITH was appointed director, payroll and district accounting,
Burlington Northern, Inc.

CMA REVIEW
AN INTENSIVE REVIEW COURSE FOR THE CERTIFICATE IN MANAGEMENT
ACCOUNTING TO BE HELD ON THE CAMPUS OF THE UNIVERSITY OF ALABAMA
UNDER THE DIRECTION OF EXPERIENCED FACULTY WHO HAVE BEEN
CONDUCTING CMA REVIEW COURSES FOR FIVE YEARS.

—

$

(Dec.7 -9)

$

Part V

—

Periodic Reporting for Internal and
External Purposes

Decision Analysis, Including Modeling and
Information Systems
.

—

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

$

(Dec.4 -6)

$

Part IV

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

Public Reporting Standards, Auditing and Taxes

... .. .. .. ..

$

(Dec. 1 -2)

—

Part III

.. .. .. .. ..

Organization and Behavior, Including
Ethical Considerations

..

JAMES J. RUTHERFORD, Montgomery,
was elected president of the Society for
Advancement of Management of American Management Associations for
1978 -79. He is chairman, president and
chief executive officer of Rutherford &
Associates, Inc., and a past national
vice president of NAA.

In Memoriam
LLOYD H. ANGSTADT, 81, New York,
1945. Emeritus Life Associate.
T. E. BARTLETT, 54, Buffalo, 1965.

(Nov. 29 -30)

75
75
75
95
95

YOU MAY REGISTER FOR ANY OR ALL OF THE ABOVE PARTS
—CEUs (Continuing Education Units) will be awarded all participants.
— Courses are approved for CPE credit by Alabama Society of CPAs.
— Registration is limited. To reserve a place, send a letter stating the parts for which
you wish to enroll. Fees must be received by October 30, 1978.
—For reservations or additional information write:

Organization Service

Michael Schiff, New York, is the author
of Accounting Reporting Problems —
Interim Financial Statements, just published by the Financial Executives Research Foundation.

Part II

Economics and Business Finance

—

LAWRENCE A. BARKER, Westbrook,
Me., has joined Saunders Bros. as assistant controller. He is a member of
Southern Maine Chapter.

Author

$375

......

(Nov. 27 -28)

.

All Five Parts
Part I

.

WALTER M. FLINCHUM, Washington,
D.C., was named business manager
of Benjamin Franklin University. He
is a member of Montgomery - Prince
Georges Chapter.

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

STEPHEN A. BRONSLEY, JR., 80, Los
Angeles, 1924. ELA.
KENNETH L. CATE, 39, Central Arkansas, 1971.
CLARENCE E. GARDNER, 81, Sabine,
1949. ELA.
W. WARREN GOWEN, 57, Fast Bergen Rockland, 1964.
DENNIS J, KEARNS, 63, Augusta, 1975.
PHILIP MICHLIN, 70, Upper Finger
Lakes past president, 1942. ELA.

NORMAN M. MOGGIo., 59, Massachusetts Pioneer Valley, 1971.
JOE P. MULLINAx, 34, Asheville, 1969.
DOMENIC P. PERRONI, 66, Providence,
1960.
ELLIS B. ROGERS, 60, Memphis, 1976.
ROBERT F. SHAW, 43, Cleveland, 1969.
C. L. WATKINS, 64, Sabine past president, 1949. ELA.
GEORGE R. WHITE, 69, Toledo past
president, 1959. ELA.

MAXIM IZING THE PRESENT VALUE OF TAX SAVINGS FROM DEPRECIATION
Continued from page 57
ence between SYD and DDB before tax
savings and assuming an interest rate of
10 %. Exhibits 4, 5, and 6 show the behavior of the present value of the difference for interest rates of five, 10 and 20
percent. This evidence suggests that, for
formulating depreciation policy for
equipment and other new property, a
company should examine the behavior
of the present value of tax savings.
We suggest the following general
guidelines:

1. When the useful life is five years or
less, use double - declining methods.
2. When the useful life is greater than
five years, use sum -of -the- years' digits methods if salvage value is 10%
or less of the purchase price.
3. When salvage value is between 10
and 20 percent and useful life is
greater than five years, careful examination of the present value of tax
savings is necessary.
4. When salvage value is 20 percent or
more of purchase price, use double declining balance methods.

MANAGEMENT ACCOUNTING /SEPTEMBER 1978

If a company wishes to maximize the
present value of tax savings, it should
use an accelerated method of depreciation. Despite general belief that double declining balance will best achieve this
objective, the evidence suggests that
sum -of -the- years' digits is the preferred
method for assets with a useful life of
more than five years. In any case, choice
of the optimal depreciation method is
very insensitive to the interest rate. ❑
' Internal Revenue Code of 1954, as amended. Section
167(c)(1).
Revenue Ruling 57.352, 1957.2 CB 150.
'Treasury Regulations, Section 1.167(1) -1(a),
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New Products /Services
the time of day each call was placed, the
duration of each call, and the appropriate cost of each call. Contact Robert R.
Dahlquist.

Computerm's 321630. See below.

Computerm's 32/630 has been introduced to provide combined computer
and word processing functions for the
corporate accounting department. Its
$8,950 version includes accounting and
word processing software, a CRT Terminal, a 32,000- character microprocessor, a 630,000- character dual diskette
drive, and a 540 wpm letter - quality impact printer. Contact Computerm
Corp., Dept. MA, 15628 Graham, Huntington Beach, CA 92649.

Software for a complete bookkeeping
system run on a nationwide time -sharing service has been developed by Westchester Associates. The system, named
Bookkeeper, is made up of low cost
modules handling Accounts Payable,
Accounts Receivable and Trial Balance /General Ledger. Systems benefits
include improvements in timely generation of financial reports and increased
productivity within the accounting environment. For information contact
Westchester Associates, Dept. MA, 115
Kisco Ave., Mt. Kisco, NY 10549.

Emery Air Freight has inaugurated its
new "Flyte -Pak" Service, which incorporates an Emery - provided attache
case -type, pilfer -proof 15 "x12 "x3 " -container, will afford shippers with an overnight brand of air service between 114
cities in North America at an airport to- airport fixed charge of $10. This tariff
applies to Flyte -Pak shipments, weighing up to five pounds. For information
contact E.J. Crane, Dept. MA, Emery
Air Freight Corp., Wilton, CT 06897.

E. Barry Mansur, vice president /investment, Romanek -Golub and Co., has acquired the Harlem - Foster Shopping
Center on Chicago's northwest side.
The property was acquired by Mansur
on behalf of an undisclosed Swiss client.
Romanek -Golub recently has created a
new department within its investment
division specifically to service foreign
clients. Employees of this department
spend more than a third of their time
overseas meeting with clients and helping to define their investment criteria
and strategies. Romanek -Golub is a
full- service real estate company active
in investment, asset management, development, property management and
marketing that operates a portfolio in
excess of $450 million. For information
contact Chuck Shriver, Dept. MA,
Cushman & Associates, Inc., 333 N.
Michigan Ave., Chicago, IL 60601,

International Telecommunications Industries, Dept. MA, 3191 Airport
Loop, Costa Mesa, CA. 92626, (714)
979 -1100, has introduced the Magistrate Model 750 telephone cost control
system as the second in a series of four
products directed at providing on -site
telephone usage information. The key
benefit for owners of the Magistrate
Model 750 is the new, weekly detail report of all outward dialed calls. This report, separated by company departments, lists all calls placed by extension,

J.J. Keller & Associates, Inc., is now
accepting orders for three forms which
comply with C.A.B. Tariff 6 -D No. 82
and 49 CFR; Shipper's Certification for
Restricted Articles, Shipper's Certification for Radioactive Materials, and
Shipper's Certification for Non -Restricted Articles. The three forms became mandatory Sept. 1, 1977, for the
air shipment of hazardous materials and
non - restricted articles that bear names
suggesting hazardous materials. Information may be obtained by calling Kel-
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ler Customer Service toll -free 1 -800558 -5011, or by mailing inquiries to J.J.
Keller & Associates, Inc., Dept. MA,
145 W. Wisconsin Ave., Neenah, WI
54956.
General Dynamics Communications
and Datapoint Corp. have signed a letter of intent whereby both companies
have agreed to establish a marketing relationship related to the sale of Data point's Infoswitch product line. General
Dynamics Communications would add
the Infoswitch products to its current
line of business telecommunications
products. Datapoint will also continue
to market and support the Infoswitch
products through its own sales and service organization. Contact General Dynamics Communications Co., Dept.
MA, 10151 Corporate Sq., St. Louis,
MO 63132, (314) 997 -4500.
Promotional Literature Available
"Publisher's Guide to Circulation Fulfillment," Electronic Data Processing
Corp., Dept, MA, 500 Fifth Ave., New
York, NY 10036.
"Book News" (a catalog of new accounting titles), Prentice -Hall, Inc., Att:
Mr. Joseph Schaumburger, Ass't V,P.,
Business and Professional Books Div.,
MA, Englewood Cliffs, NJ 07632 (Ask
for Book News Catalog #3).

® G

IBM's new Electronic Typewriter. Contact
Donald H Reek, IBM, Franklin Lakes, N.J.
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Professional Development:
Self -Study Courses
%r

For Individual or
Croup Participation
SUBJECT:

MANAGEMENT ACCOUNTING
FOR BUSINESS DECISIONS:

YOU START WITH AN IN TRODUCTORY COURSE:
SSP No. 1—A Contemporary Introduction, a highly practical course divided into 13 modules that teach you the essentials of decision making, management planning and control,
budgeting and profit control, risks and uncertainty, behavioral
facto rs, standard co sts and respo nsibility acco unting.
104-minute cassette, a 104-page workbook, workpaper and
an application for Certificate of Completion. Complete course
$50.
YOU PROCEED TO MORE ADVANC ED C OURSES:
SSP No. 2— Cost Concepts and Cost Behavior Analysis:
Their Impact on Decision Making provides you with seven
up -to -date modules you can use immediately. For example,
cost and price strategy, dynamic profit contribution, hidden
cost traps and metho ds f or R & D decisions. 90- minute
cassette, a 104 -page workbook, workpaper and an application for a Certificate of Completion. Complete course $50.

i

A practical and progressive building block approach to continuing professional development. The NAA Self -Study Pro•
gram uses audio cassettes, co lor illustratio ns, printed
materials and exercise problems that enable you to judge and
pace your learning progress. You learn in your spare time.

SS P No . 3— M anagement A cco unting in A S erv ice
Oriented Economy provides you with an in -depth series of
dramatized case studies that give you the skills necessary to
deal with complex decision making. Its 16 modules focus on
insurance, banking, hospital, office situations with emphasis
on the logic of change, economics, price elasticity, internal
contro l, role o f mathematics, and other profit producing
techniques. Three 90- minute cassettes (4 1/ 2 hours) 250+
page workbook, workpaper and an application for a Certificate
of Completion. Complete course $85.

BUY T HEM SEPARATELY OR AS A COMPLET E PACKAGE ( *COMBINAT ION PACK) INCLUDING A GE MINI
CASSET T E PLAYER/RECORDER —READY TO GO FOR $195 IN A HANDSOME , PRACTICAL BINDER.

ALSO
SUBJECT:

ZERO-BASE BUDGETING: THE W HAT AND HOW
W ill It W ork For You?

For those who wish to explore Zero -Base Budgeting in depth. who have the time
to study details, and who like to pace themselves in pursuing knowledge about a
topic. Examples are featured. Questions and exercises reinforce your learning
and provide practical experience in ZBB. Complete course $55.

SELF -STUDY COURSE
90- minute cassette tape
coo rdinated with a 130-page workbook

THESE COURSES HAVE BEEN APPROVED FOR CMA & CPA CONTINUING EDUCATION CREDIT

SELF -STUDY PROGRAM ORDER FORM
Send remittance and National Association of Accountants
order form to:
Special Order Dept.
919 Third Avenue, New York, N.Y. 100 22
Name

For shipment by air (including packaging and handling) please add:
20°% —U.S.. Mexico I Canada
30 %— Europe, Central America. South America & Japan
50%—All other destinations
NO OTHERDISCOUNTS ALLOWED

Company

Binder for SSP Workbooks

Shipping Address

Cassette Storage Case
Zip

Country
QUANTITY
Set(s)
Extra Workbooks
SSP • 1
® $50.00 each SSP * 1
@ $ 10.00 each
S S P " 2 — ® $50.00 each S S P * 2 _® $ 1 0. 00 e ac h
SSP *3
® $85.00 each SSP "3
® $15.00 each
ZBB
Q $55.00 each
ZBB
® $ 10.00 each
All prices for Sets and Extra Workbooks are postpaid.
NAA members may deduct a 10% discount on all orders.
rite to NAA National office for special quantity discount.

® $7.00 each (No discounts)

Combination Pack'
Set(s) ® $ 195.00 each postpaid.
' Includes x 1. *2 and *3 + G.E. cassette player /recorder + binder.
Combination Pack available only in U.S.. Canada, Mexico.
Member
Account No
Mail with I check i :i money order for $
I 1 Purchase Order enclosed. Please invoice*

City

® $7.00 each (No discounts)

Nonmembers prepaid only.

• • Nonmember

The revolving door
VS*

employment stability.
Turnover is not only costly, but it makes it difficult
for a firm to attract competent personnel.
Robert Half has assisted thousands of organizations in bringing employment stability to their financial and data processing departments.
Here's why:
We're specialists. And specialists have to do a
better job.
We're large, 60 offices in the United States, Canada and Great Britain. And our size benefits you. We

select people who match your most specific requirements from the maximum number of skilled accounting, financial and edp professionals.
We've been around a long time. Thirty years of
know -how gives us an insight into our concentrated
fields that is unmatched anywhere. Robert Half has
stability. Isn't that the right kind of organization to
help slow down the revolving door?
Look us up in the W hite Pages in key centers
throughout most of the English - speaking world.

IM ROBERT IMLF
D accounting, financial and edp personnel specialists
Albuquerque • Allentown • Atlanta • Baltim ore • Birmingham
Boston
Buff alo • Chic ago • Cinc innati
City of Commerce (CA) • Cleveland • Clifton, N.J.
Columbus • Dallas • Davenport • Dayton
Denver
Des Moines • Detroit
Fresno
Grand Rapids • Greensboro
Hartfo rd • Houston Ind ianapolis • Kansas City • Lancaster • Long Island
Los Ang eles • Louisville
Memphis • Miam i
Milwauke e
Minne ap olis • New Orle ans • New York
Omaha
Orange (CA) • Palo Alto • Philad elp hia • P ho e nix • Pittsburgh • P ortland
Providence
Sac rame nto • St. Louis • St. Paul • San Anto nio
San Francisco • San Jose • S eattle • Stamford, Ct. • T am p a • W ashington, D.C. • W ilmington
Canad a: C algary • To ro nto • V anco uver • Great Britain: Lo nd on

