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LET COMPETITION DETERMINE FINANCIAL DISCLOSURE
KEEPING TRANSIT SYSTEMS ON THE FISCAL TRACK
FORECASTING INFLATION FOR A HOSPITAL SERVICE
FAS NO.8 AND OTHER EXCHANGE PROBLEMS
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Introducing Stateline —
the Shaw - Walker
accounting systems
with new low prices.

We changed our working hardware,
trimming the size of the binder and
corresponding forms. We also
switched the binding from right to
left. All this makes for a new lower
price structure.

For years you've been recommending Shaw - Walker manual
accounting systems to your
clients as the finest. Many of
them, however, have viewed
price as more important
than quality and service. Well, now
I
Shaw- Walker
offers all three
in a brand new
line of
systems.

What we didn't change was Shaw Walker's quality and dependability.
Fast initial delivery. Error -free
forms. Prompt replacement
service. Not to mention our
capabilities at customizing
any system to your
clients' needs.

•

Stateline.

to conti nue
reco mmen d i n g

A slightly
modified
Shaw - Walker

Shaw - Walker. We
won't let you down.
And, if you need more
convincing, use the coupon
below, or look us up in
the Yellow Pages.

product with a significantly reduced price.
Sometimes as much
as 40°Io! How?

I

It all adds up—
the best now
costs less.
So feel free

I don't believe the figures.
Please send me more information.
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Name
Firm
Address
City

State

Zip

SHAW-WALKER
Engineers of Inner Space

Please mail to: SHAW - WALKER
5 Division St.
Muskegon , MI 49443
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The word processing system
so advanced
at central, clustered, or remote staanyone can use it.
Everyone talks about features. Word processing is swamped
with manufacturers offering all
kinds of gimmicks. But nobody
tells you that their systems are difficult to understand and
operate.
Forget
all of the
complicated
jargon
you've ever
heard about
word
processing. The Wordstream system is different. Yes, we have the
kind of performance features that
warrant a standing ovation. But the
whole point of Wordstream is that
its advanced features actually make
it easy to operate. We've combined
the best elements of standalone and
shared logic systems to give you
an extremely powerful. computer based managerial aid. It's technology in the service of efficiency.
And it works.
The Wordstrearn system is
a dramatically more efficient approach to the preparation, revision,
updating, and printing of any kind
of paperwork.
Operators view whole pages
of copy on a TV -style viewing
screen. As many as 12 operators

[w]Wordstream

tions can share the same computer
intelligence to edit either the same
or different documents. More accurately than ever before. Finished
text is stored on compact, inexpensive magnetic diskettes.
easily that people from any
field—without
computer
training —can
understand
the system
easily. This enables operators
to concentrate
on the problem at hand, rather than
upon the computer technology being
applied to solve it. We've proven it in
installation after installation, in many
diverse organizations across the
country.
How can a Wordstream system help you? Write or call today.
Not only will we get you information promptly, you'll understand
it perfectly.
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Wordstream
Corporation
A Ma n a g e me n t A s s i s ta n c e I n c C o mp a n y

300 East 44 Street
New York, N.Y. 10017
Tel: (212) 557 -3500
Marketed and serviced internationally by other
MAI subsidiaries.
W or dstr earr iQ and MAI ar e regi stered tr ademar ks
of Management Assistance Inc.
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Financial Reporting: Let's Replace Compliance with Competition

14

By Alan P. Mayer- Sommer and Stephen J. Laycock
A radical idea: treat financial statements as business products and allow the market —in
which firms compete for capital— determine what is disclosed. The alternative may be the
continued, dogged pursuit of the will -o'- the -wisp of uniform accounting and reporting standards that attempt to substitute rules for judgment, compliance for information.

Issues in
NOnmanufactoring
Industries

Applying Cost Accounting to Transit System Financing

20

By Paul A. Dierks
The costs of mass transportation have risen sharply in the last decade and riders have
been vociferous in their complaints. Keeping transit systems on the fiscal track requires
the expertise of the management accountant. Herewith a demonstration of how the ride
can be made smoother with methods borrowed from the profit- making sector.

Measuring Terminal Profitability

24

By Tommie M. Guthrie
To a motor carrier the expression, "keep on truckin'," is as basic as bread, even though it
won't tell the company how to earn it. To do that, the firm must start by measuring the
profitability of all its terminals.

Setting Sewage Treatment User Charge Rates: a Cost /Benefit
Approach

32

By Richard L. Blarney
The Federal W ater Pollution Control Act of 1972 resulted in the construction of sewage
treatment plants throughout the country. When the engineers finished, however, there was
a need for accountants. Here is an accounting rationale for establishing a fair and equitable cost recovery system, designed to ensure that users pay their fair share of the cost of
collecting and treating wastes.

Impact of GAAP on the Profitability of Mortgage Bankers

37

By Edgar P. Melton and Burton W. Brooks, Jr.
Under generally accepted accounting principles, a mortgage banker must charge to current operations all costs related to the origination of mortgage loans for its servicing
portfolio. The income, however, will not be recognized until future periods. So—how useful
are the financial accounting statements for management accounting purposes?

This Hospital Service Forecasts Inflation for Its Fiscal Health

44

By R. Allen Vaughan
A nonprofit hospital is as concerned about inflation and its effects as is any business
organization. For both, inflation increases the cost of doing business and pushes operating
budgets higher. At Samaritan Health Service, then, what might seem to be an overly
extensive effort to project inflation is, in effect, eminently justifiable.
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Capital Budgeting for Hospitals

48

By James D. Suver and Bruce R. Neumann
The soaring cost of health care is a national problem that Congress and the industry have
been wrestling with. Accounting also can make a contribution to reducing the burden
through the application of modified budgeting techniques used in industry. Here is an
approach that takes into consideration the fact that in hospital capital investment decisions cost savings are passed on to third parties.

Evolving
Issues

Measuring Performance of a University Accounting Department

51

3y Robert E. Shirley
,Accounting schools or departments are not immune to the demands for accountability that
are sweeping across the corporate landscape. Some criteria —both quantitative and qualitative —for measuring performance and effectiveness of accounting programs are presented here.
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Beyond FAS No. 8: Defining Other Exposures
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By Alan Teck
The FASB's controversial standard created translation and transaction problems for multinational companies —but these can be handled by the financial department. The standard
does not affect other exchange problems — historical and opportunity exposures. To prevent wide fluctuations in foreign gains and losses, MNCs must place more emphasis on
forecasting and planning.
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PRESIDENT'S PERSPECTIVE

The PEG Report
Earlier this year President Les Ellis appointed a special team, the Program Evaluation Group, with the charge to make a thorough examination of all NAA activities at the national level in order to evaluate their
cost effectiveness. More than 30 Association leaders were brought together to conduct this cost - effective analysis, the most
comprehensive review of the Association
since the Long -Range Planning Committee
conducted its study ten years ago.
Under the chairmanship of Louis Vlasho,
the Group was organized in five subcommittees: Organization and Administration,
Educational Services, Chapter Services,
Marketing, and Professionalism. Subsequently, preliminary results of the Group's
work called for the establishment of a sixth
subcommittee, Organization Planning. It
will report later in 1978 -79.
In October the PEG chairman reported on the Group's findings at
the Executive Committee meeting, Its recommendations have been
forwarded to standing and general committees, the Executive Committee, the Institute of Management Accounting and to staff directors.
The charge was to take a long, hard look and PEG did just that. I'm
happy to report that after this exhaustive review, PEG learned that
most of the things that NAA has been doing are being done very well,
indeed. In fact, one past national president said he was disappointed
that PEG was not able to identify more obsolete programs or areas
that could be cut. When you look at the Group's financial impact statement, he noted, there didn't appear to be evidence of poor control
over costs in any particular area —and that was a compliment of our
past operation. Among other points, PEG recommended:
• Codification of the basic operating policies of the Association;
• A clearer definition of the roles of committee chairmen and staff
directors;
• The creation of a functional, computerized accounting system reflecting the costs of specific programs and activities;
• Increased use of the computer for in -house projects and continuing evaluation of all computer programs on a cost - benefit basis; and
• Aggressive new membership and chapter development programs
geared toward special interest groups, perhaps aided by the addition
to staff of a direct mail sales manager.
The work of the PEG Group has been exemplary. In recognition of
its efforts, I echo the words of Chairman Vlasho: All those who have
participated as members of the Program Evaluation Group as well as
the many members of the professional staff who took part in the project deserve the thanks and the gratitude of the Association.

CLEMENS A. ERDAHL
President, 1978 -79

MANAGEMENT
ACCOUNTING
VOL. LX NO. 6 DECEMBER 1978
Official Publication
of the

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

EXECUTIVE DIRECTOR
W. M. Young, Jr.
N,.nrn r

d
-;R
PUBLISHER
James D. Collier
EDITOR
Erwin S. Koval
MANAGING EDITOR
Robert F. Randall
TECHNICAL EDITOR
Morris Gartenberg
PRODUCTION ADMINISTRATOR
Steve McCrea
ASSOCIATE EDITOR
Kathy Williams
CONTRIBUTING EDITORS
Louis Bisgay
James Bulloch
BUSINESS & CIRCULATION
MANAGER
Colin C. Campbell
®

SMAP

ADVERTISING REPRESENTATIVES
CC. Campbell, NAA, 919 Third Ave., New
York, N.Y 10022, (212) 754 -9785
Lee Clapp, Box 4502, Inglewood, Calif.
90309, (213) 678 -8786.
Robert J. Flahive, 22 Battery St, San Francisco, Calif.. 94111, (415) 78t -4583.
Joe B. Sissom, Media Representatives, Inc.,
Suite 355, 8283 Stemmons Fwy, Dallas,
Tex., 75247, (214) 631 -4480.
J a m e s K . Millhouse, 9 1 9 N . Mi ch ig an A ve .,
Chicago, 10. 60611, (312) 642 -6625.
Second class postage paid at New York. N Y. and at additional mailing offices. To ensure uninterrupted mail service,
please nosily us immediately of any change of address. Send
present address label and new address. including Zip number, to Memberslnp Records Dept., NAA, 919 Third Ave.,
New York. NY !0022 Allow six weeks for change. Price
$2.00 per copy Single subscriptions available only to NAA
members and libraries. Subscription rates, per year NAA
members, 512.00 (included in annual dues), student members. $6.00 (included in annual dues), libraries, $20.00.

Copyright© 1978 by the
National Association of Accountants

MANAGEMENT ACCOUNTING /DECEMBER 1978

Management
Accounting
Practices
Louis Bisgay, Editor

• Requirements for compliance, when in conflict with GAAP, should be accommodated by
footnotes or other disclosures apart from primary financial statements.
• Users should receive, among other reports,
(1) an operating statement prepared on an expense, not an expenditure basis, in accordance
with accrual accounting and (2) a combined
statement of operating and capital flows, along
with schedules showing them separately.
• The FASB is best equipped to establish accounting standards for nonbusiness organizations.
Copies of NAA's written submissions on both
"interim reporting" and "nonprofit accounting"
may be obtained from Manager —MAP Development at the national office.

NAA Testifies at FASB Hearings
NAA participated in two public hearings conducted by the Financial Accounting Standards
Board in September and October. Armin C. Tufer, a partner in Deloitte Haskins & Sells and a
member of NAA's MAP Committee, presented
the Association's views on Interim Financial
Accounting and Reporting. The MAP Committee's views on Objectives of Financial Reporting by Nonbustness Organizations were presented on October 13 in Washington, D-C., by
MAP Committee member Harold E. Arnett, who
was joined by John Engstrom. Dr. Arnett is a
professor of accounting at the University of
Michigan; Dr. Engstrom, who is affiliated with
the University of Georgia, provided input to the
Committee based on his experiences in the
nonprofit sector.
Mr. Tufer affirmed and elaborated on the
MAP Committee's positions that:
• Generally the discrete view best serves for
interim reporting, although a combination of the
discrete and integral views is preferable, Use of
the integral view may lead to the obscuring of
turning points in earning performance and liquidity. Interim period accruals should be
based on the passage of time or on an expected annual rate rather than on a proportion of
expected revenues.
• Interim financial information is part of the accounting disclosure process. The objectives
and qualitative characteristics of interim reporting are perceived to be the same as those of
annual reporting and standards therefore must
be consistent.
Dr. Arnett explained the Committee's reasoning underlying its beliefs that:
• Accrual -based accounting and generally accepted accounting principles (GAAP) should
apply to nonprofit organizations whenever possible. Economic substance should always be
preferred to legal form.
MANAGEMENT ACCOUNTING /DECEMBER 1978

CASB Activities
• The MAP Committee recently commented on
the Cost Accounting Standards Board's proposed standard, Accounting for Independent
Research and Development and Bid and Proposal Costs (MAP, Oct. 1978). Other than general suggestions to clarify certain paragraphs,
the Committee was concerned mostly that
IR &D and B &P costs, although different in nature, are referred to throughout the proposal in
tandem. The comment letter urged the Board
to state that, despite the joint references, the
two types of costs may be accumulated and
allocated separately.
• CASB has adopted Standard 416, Accounting for Insurance Costs. It is intended to resolve
recurring problems involving accounting for insurance premiums, self- insurance provisions,
insurance reserves, and allocation of insurance
costs among corporate segments. The standard will be effective July 10, 1979.
• The CASB staff issued for comment a Staff
Issues Paper on Allocation of Selling and Marketing Costs.

FASB Issues Three Interpretations
FASB has issued the following interpretations:
• No. 24, Leases Involving Only Part of a Building. This interpretation concerns the portion of
SFAS No. 13 that states "when the leased
property is part of a larger whole, its cost (or
carrying amount) and fair value may not be objectively determinable ..."
• No. 25, Accounting for an Unused Investment
Tax Credit, is an interpretation of APB Opinions
Nos. 2, 4, 11, and 16.
Continued on page 63
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At Heublein
The Cost Accounting System Is 'A-f' Too
Heublein's rapidly growing Grocery Products
Group produces approximately 500 different product sizes
and types — including such established brands as A.I.
Steak Sauce, Grey Poupon Dijon Mustard, and Regina
Wine Vinegars. As product lines expanded, the old cost
tracking methods gradually grew more and more unrealistic and far too costly.
Financial managers at Heublein wanted a responsive, flexible cost accounting system. They wanted to
know how different variables— ingredients, labor, packaging, sales volume, price levels, transportation, selling
expenses, advertising, and more —affect each product.
They wanted to be able to get that information fast.
To get that kind of system they turned to GE
computing service.
An "A -1" Cost Accounting System
Managers at Heublein's Grocery Products Group
use GE computing service to process data in order to
measure product profitability in three ways. To determine the actual cost of producing goods sold. To analyze
the impact of changing costs of ingredients, materials,
labor, and production. And to determine the optimum
rate of return on their food products investments.
And with GE's computing service, they do all this
in hours rather than the days formerly required.

GENERAL

0

Information for Financial Executives
Financial executives and managers in thousands of
businesses rely on GE MARK III® Service for critical
financial functions ... cost accounting, financial analysis
and planning, business forecasting, corporate planning,
integrated accounting, cash management, financial consolidation and reporting, modeling, budgeting. And much
more.
GE customers expect ... and get ... a complete
capability. Capability that includes comprehensive solutions to financial management needs, virtually unlimited
computer power, an international teleprocessing network,
and the assistance of experienced information management professionals.
Cost-Effective Solutions
Let us help you develop a cost - effective solution
for your financial information needs. Just as we've done
for many others.
For an overview of what some of your financial
colleagues are doing to stay on top of information, ask
for our free publication "10 Innovative Ways Financial
Executives Make Computers Pay Off." Write to Gary G.
Anderson, Manager - Financial Management Services,
General Electric Company, 403 N. Washington Street,
Rockville, Maryland 20850.

ELECTRIC

Data Sheet
Robert F. Randall, Editor

added, "This may be a sample of what the profession may face if the FASB is not supported
and assisted." Urging support of the FASB, he
said, "It seems to me that in some instances,
accounting alternatives are acceptable and
should be allowed, and that the broad objective
of the Board should only be to reduce alternatives or restrict their application."

Sees Audit Role Expanding
SEC Chairman Speaks Out
On Reporting, Internal Controls
Harold M. Williams, chairman of the Securities
& Exchange Commission, recently told members of the Financial Executives Institute that
internal audit staffs should not report to the
chief financial officer or chief accounting officer. Instead, he said, "the oversight executive
should be at a level high enough in top management to minimize the risk of pressure to
prevent issuance of a critical report or to impede access to the audit committee." In other
remarks at the FEI convention in Los Angeles,
he defended the Commission's ruling on the issue of oil and gas accounting. "The development of reserve recognition accounting does
not presage a trend to the use of value accounting in other areas. It is, rather, a response
under specific circumstances to the degree of
failure of certain accounting principles to recognize what is important to investors." He reaffirmed the SEC's support of the FASB but said
the relationship between the two bodies "must
allow for occasional differing judgments on issues in view of the responsibilities and independence of each body." He also warned the
financial executives that they must provide
"meaningful" analytic disclosure information
with operating summaries or invite further,
more specific and detailed government regulation.

`A Pandora's Box,' Says Murphy
The SEC in espousing an artificial valuation of
assets in oil and gas accounting and in its requirements for replacement cost disclosure in
Form 10 -K has opened a Pandora's Box —providing the unscrupulous with an opportunity to
present and manipulate hypothetical data
which can only serve to confuse those it should
inform. This is what Thomas A. Murphy, chairman of the board and chief executive officer of
General Motors, told the partners of Deloitte
Haskins & Sells at their annual meeting. He
MANAGEMENT ACCOUNTING /DECEMBER 1978

Independent auditors will find continuing pressure to expand in both the quantity and nature
of their services, according to Frederick Andrews, deputy financial editor of The New York
Times. The Laventhol & Horwath Distinguished
Lecturer in Accounting at the University of Massachusetts, Mr. Andrews pointed out that it was
appropriate for the independent auditor to examine and pronounce upon the adequacy of
the internal audit process, and to monitor the
control systems within the corporations
"whether these controls are set up to minimize
the pollution that a corporation inflicts, to minimize the discrimination in employment, or what
have you." Taking a larger view of the independent audit function, he said, "The heart of the
profession is the audit posture —not a set of
accounting standards, but rather the custom
and practice of inspecting and passing judgment on a set of data and bringing to bear an
independent perspective."

FASB's Gellein Will Retire
A member of the FASB since 1974, Oscar S.
Gellein has decided to retire, effective December 31. A committee of the Financial Accounting Foundation trustees is involved in the
search for a successor to Mr. Gellein. In a recent address before the American Accounting
Assn., Mr. Gellein warned against efforts to tailor accounting standards to fit society's objectives. "Attempts by standard setters in the private sector, or by public officials, to design financial statements to further societal goals run
the great risk of weakening, if not destroying,
the role that financial statements are singularly
competent to perform."

Business /Accounting Briefs
In its 1978 annual report, Price Waterhouse announced that Joseph E. Connor, Jr., has succeeded John C. Biegler as chairman of the Policy Committee and senior partner of the firm.
7

COMMENT

50
Regulation and Subjectivity
Thanks to the criticism of the many alternatives allowed by GAAP in
the past, and of increased oversight by the Federal Government, accounting standards are now more uniform and objective. True or
False?
Before you answer that question, look at three major rules promulgated by either the Securities & Exchange Commission or the Financial Accounting Standards Board. Under the SEC's replacement cost
requirement, for instance, the nation's largest industrial companies
must calculate the current replacement cost of most fixed assets and
inventories and the effect these figures have on depreciation and on
manufacturing costs.
Has this requirement, aimed at reflecting the impact of inflation, really helped investors? There are, in fact, comparability problems that
may daunt all but the most sophisticated investors. For one, companies have a wide choice of ways to measure current costs. Secondly,
companies are required to calculate the cost of replacing their current
productive capacity with new technology, rather than figure out the
current cost of reproducing their present facilities. Within the same
industry, however, companies may differ on what is technology. Thirdly, many assets are excluded from the replacement disclosures, e.g.,
foreign holdings outside North America can be eliminated from the
calculation. Finally, differences in accounting methods introduce additional problems for accountants and analysts. According to the SEC,
the straight -line method must be used to calculate replacement cost
depreciation. Thus, companies using accelerated depreciation on their
books may show a smaller gap between replacement and historical
cost depreciation than companies using straight -line depreciation for
book purposes.
Take the SEC's new pronouncement on oil and gas accounting.
Reserve recognition accounting (RRA) requires an estimate of reserves. How are the reserves to be evaluated? When you reach the
bottom line, it will be, in effect, a subjective evaluation�—no�matter�who
does it.
Although it has a mandate to reduce alternatives and seek uniformity, the FASB may puzzle some investors with its standard on segment
reporting. Some firms disclose the minimum required, while others
overwhelm the reader with segment information throughout their annual reports. Moreover, some companies present their earnings based
on operating income before corporate overhead, taxes and interest
are subtracted, and others may use a net income figure that allocates
such costs among operating areas.
In short, in the search for uniformity and objectivity, subjectivity rears
its ugly head again —and again. Is uniformity a desirable goal, ask
authors A.P. Mayer- Sommer and S.J. Laycock (See page 14), pointing
out that "economic reality is infinitely varied and constantly changing."
They recommend that more reliance be placed on efficiently functioning information markets that are not straitjacketed by narrow rules. A
radical idea? Yes, but an intriguing one that recognizes the inevitability
of subjectivity in financial reporting and capitalizes on it.
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Notes and observations from IBM that may prove of interest to business planners

This handsome courthouse in Newark, New Jersey, houses man yofthe government offices ofEssex County. The county Data Processing
Department uses an IBM computer to create and monitor the annual budget, and cope with a rising volume ofbusiness transactions.

Managing Taxpayer Dollars in Essex County, N.J.
Across America, county governments face a familiar challenge: continuing growth in the volume and complexity
of transactions, with limited resources to
meet the needs of their citizens. Essex
County, New Jersey, is meeting this challenge successfully with the help of a
computer -based system.
Essex, a metropolitan county that includes the city of Newark, is the state's
largest, with 932,000 people and an annual budget of $190 million. The growth
of county services, explains Samuel J.
Angelo, treasurer, is reflected in a Finance Department workload that has
more than tripled in ten years.
The department recently placed the
county budget on a computer. The move
avoided staff increases while giving the
heads of 63 county departments better
operating control and up- to- the - minute
financial data.
"All year long," Angelo says, "each
department's budget is available online.
With a query at a computer terminal, a
department head can determine available funds and expenditures to date. Once

a month he receives a status report listing expenditures and remaining balance
and showing how much of that balance
has been obligated."
The system processes requisitions,
purchase orders and payments, speeding
up the flow of paperwork. "A decade ago,
we processed about 13,000 purchase orders a year," Angelo notes. "Now we handle 25,000.-The Purchasing Department
enters each requisition through a terminal, and the system automatically verifies that funds are available and issues a
purchase order. "Vendors are now paid
within a few days instead oftwo weeks or
more," adds assistant treasurer Tom Jordan. "Today, we almost never lose a cash
discount. When we get an inquiry, we
can retrieve and display the entire file
and respond while the vendor is still on
the phone"

Stored Budget
During annual hearings, the proposed county budget for the following
year is stored in the IBM System /370
computer. As items are added or cut, the

arith meti c is immediately carried
through the entire file and displayed for
the budget writers on the screen of a
computer terminal.
Before each department head meets
with the freeholders (the elected executives who manage the county), the computer prints out a workbook that includes a three -year history of the
department's finances, the current year's
budget and expenditures to date, and the
funds requested for the upcoming year.
"The computer automates all the statistical typing and eliminates most
sources of error," Jordan adds. "Today we
finish the budget cycle in one week of
seven- or eight -hour days. And now that
user departments are responsible for
data entry, we get more accurate figures
and are sure that charges are entered
against the proper accounts."
Freeholder Director, Reita Green stone said, `We started with a budgetary
tool and expanded it into a total financial
control system, making better useoftaxpayers' money without enlarging the Finance Department."

Advertisement

Church's FriedChicken, Inc. uses computer -basedfinancial planning forrestaurants
such as this one in San Antonio, Texas. The system helped hold the line on menu
prices for a recent 2Ih -year period.

Cash Flow Model Helps Church's
Open More Restaurants
"The computer model reduced the
uncertainty of our cash flow. We hold
aside $2 million less precautionary cash
than before, which saves us $12A,000 a
year in interest charges. This is enough
to finance the opening of an additional
store every other year." The speaker is
David B. Daviss, senior vice president finance of Church's Fried Chicken Inc., a
San Antonio, Texas -based company oper-

ating 850 restaurants from coast to coast.
Financial planners at Church's write
and execute models at computer terminals with APL, an easy -to-use IBM programming language. "We use a seasonality factor to forecast future sales," Daviss
explains. "Then our IBM System /370
computer calculates a revenue projection based on menu prices stored in the
computer. Using current poultry prices,

labor rates, and other expenses, the
computer generates income statements
and balance sheets for the coming year,
in four -week periods. And our forecast
for each period is generally within less
than 2 percent.
"The cash flow model helps us manage money closely," he says. "We test
different manpower schedules, costs and
prices to see the effect on income. We
can decide whether to order chicken at
current prices or hedge by buying
chicken futures. We recently held the
line on menu prices for 2% years, which
we attribute partly to computer -based
financial management."
While the financial model tracks aggregate trends, their causes are pinpointed by Church's budget system, a
detailed model of operations. Using a
sales projection based on historical data
and special local factors, an IBM program called the APL Financial Planning
System (FPS) derives a complete operating budget.
"Now we can tell Purchasing what
chicken contracts are needed, how many
cans of shortening to buy, and so forth,"
Daviss continues. "Once issued, the
budget is not static: we can revise it
promptly if, say, chicken goes up two
cents a pound."
Edwin S. Stuart Jr., Information Systems department head, adds: "By working directly with the computer, the financial people can have operating programs in a few weeks instead of months.
This meets management's need to get
applications into service fast."

Lights. Camera. Action. Data!
Along with cameras, lights, props
and costumes, a production unit from
Paramount Pictures Corporation takes
along a computer terminal when it goes
on location to film a movie.
The purpose, says Thomas Pavone,
director of data processing/West Coast,
is to enable an auditor to monitor
expenses against the budget on a daily
basis.
At Paramount, a subsidiary of Gulf &
Western Industries, a production unit
is like an individual company with an auditor who makes all disbursements,
Pavone explains. As each expense is incurred — hiring of carpenters, rentals of
space and equipment, purchases of supplies and material — a clerk enters the
details at the terminal. And as actors,
technicians and other employees turn in
time cards, the hours they have worked
are also keyed into the IBM 3741 Data
Station.
The terminal incorporates a small

processor that operates as a "standalone"
computer during the day, keeping a continuous account of production costs and
accumulated hours worked by the crew.
A payroll program in the 3741 calculates
the gross pay for each employee, allowing local artisans and free -lance employees to be paid immediately. At night,
the data is transmitted over the leased
telephone line to a terminal in Par amount's Hollywood studios, and relayed to the company's IBM System /370
Model 148 computer in New York City,
where the regular payroll checks are
prepared.

Up to the Day

"The auditor now knows exactly how
much money a production has spent —up
to the day," Pavone points out, "and management knows it just as quickly. With a
clearer picture of what has been paid to
date, the auditor can do a much better
job of projecting an estimated cost to
finish"

On this Hollywood set, the TV series
Bonanza was filmed. Paramount uses an
IBM 3741 Data Station at the studio as a
powerful cost - control aid. When a
production unit goes to a remote
location, it takes along a similar 3741.

Advertisement

APL Refines Financial
Planning at Pullman Kellogg

firm

Scale models —such as this one ofa propylene concentration unit built for Amoco Chemicals Corp. at Texas City, Texas —help
Pullman Kellogg plan piping and equipment layouts. Financial planning by the big engineering and construction
has been
improved with the help ofAPL.
"Our product is the design, procurement, and construction of processing facilities for the petroleum and chemical
industries, and our inventory is applied
technology," says Rogers E. Patton,
manager of Corporate Accounting at the
Pullman Kellogg Division of Pullman Incorporated. "It is vital to have the right
skills available when needed, but staffing
must be carefully planned and controlled
to avoid the problems associated with
excess staff.
"One of our first applications in APL
was for workload analysis. We develop
manning requirements 18 months ahead
based on backlog jobs and forecasted
new work, and then match the demands
as closely as possible with the capacity in
each of our five offices. Using the computer interactively we can determine the
best staff profile by measuring the effect
of each available alternative"
APL, which Patton and his associates
use for financial planning and analysis, is
an IBM programming language that lets
a business planner interactively create
and run his own programs through a
computer terminal.
"The real benefit of interactive finan•

cial planning;' Patton notes, "is the ability to evaluate `what -if' questions. What
if a major award occurs in the third quarter instead of the first? What is the financial risk if we accelerate hiring in anticipation of new business? By integration of
four previously independent applications, we can respond to these types of
questions in terms of staff, revenue,
profit and backlog"
Company -Wide Data Base
Kellogg offices in Toronto, London,
and Hackensack, New Jersey, are tied
directly into an IBM System /370 Model
158 computer in the world headquarters
in Houston. These offices not only maintain their portion of the company -wide
data base, but develop and use applications for their own management.
"Profit planning and financial statement preparation are also accomplished
via the APL timesharing system," adds
Patton. "Detailed income projections
are stored in our data base and used to
make monthly comparisons with actual
results. Three years ago this was a formidable exercise. Today, it is a routine operation with each office having essen-

tially the same amount of analytical time
since data need not be mailed or wired to
the home office, but simply entered
through the terminal.
"We adopted the use of APL to save
manhours, but we've found the real payoff is in the improved quality and timeliness of our work."

DP Business Planning Dialogue is designed to provide you with useful information about data processing applications, concepts and techniques. For more
information about IBM products or services, contact your local IBM branch office,or uxite Editor, DP Dialogue, IBM
Data Processing Division, White Plains,
N.Y. 10604.

Data Processing Division

LetterS

TO THE EDITOR

The Secret Is in the Purchasing Power
of the Dollar
In the article, "The Impact of Inflation
on the Taxation of Capital Gains and
Losses," by C. Wayne Alderman and J.
Kenneth Alderman in the December
1977 issue, the authors appear to have
made a common error. They make the
statement that: "During this time period inflation increased the price of similar equipment by 30 percent." This implies that the replacement cost of the
specific type of asset has risen by 30 percent. They then proceed to use that percentage change to separate a $15,000
money gain into a real gain of $10,500
and a fictional gain of $4,500.
Separation of money gains or losses
into real and fictional elements is
achieved by use of a general price level
index, not by a specific price index or

replacement cost. The real and fictional
aspects of money gains or losses result
from the changing purchasing power of
the dollar and that change is found in
prices in general.
The distinction between movements
in the prices of particular items and
movements of prices in general is particularly important when it comes to what
management's decisions will be. Among
other things, changes in prices for specific items held will tell management
whether their acquisition timing was
wise. But the real gain, computed from
general price - levels, tells them of the increase in the ability to command goods
and services.
Eugene J. Laughlin
Professor of A ccounting
Kansas State University
Manhattan, Kans.

CPAs Are Not Management
Accountants
I believe your implied question about
"The Invisible Accountants" (April
'78) is somewhat answered by an item
( "License CMA Holders, Half Says ") in
the Data Sheet of the same issue.
While I believe it to be a good
thought that CMA holders be licensed,
I disagree that all CPAs should automatically be eligible to be designated licensed management accountants. Public
accounting does not qualify one as a
management accountant. CPAs should
continue to be required to pass the
CMA examination before being considered for a management accountant designation. Just as CMAs should continue
to be required to sit for CPA exams.
To relate this to my first statement, it
Continued on page 62

Our new line of columnar workpapers
have added some very attractive features at a very fair price.
* Our ne w workpapers larger than
single W/2 pads are already diecut
(waste area removed) and prefolded
to 81/2 ' for you.
• Handle only the more convenient
81 2" prefolded sheets you need.
• Slip them into any desk drawer. file
or briefcase without tearing perforations and hand folding.
* We offer 108 options; 23 column
choices. 11 ° or 14' format. green or
buff paper stock. We no doubt manufacture the exact number of columns
you need. in the color and format
you prefer.

All forms are not alike!*

Many additional subtle Improvements.
options and services are explained in
our promotional piece or self- evident
with accompanying samples.

H/G PROFESSIONAL FORMS
1622 Webster Street
Omaha, Nebraska 68102
402 • 422 -1168
For more information, including
samples and prices, please
MA a l o
write or call.

I
I
I
STATE
ZIP
CITY
----- - - - - -1
NAM E

ADDRESS
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We have maintained the same larger column width throughout
our new line of workpapers. Compare ANY to ours.
We offer design and technical assistance for custom needs.
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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
qualif ied technically to evaluate and
recommend a financial of ficer f or o ur
organization. But I had to be sure they
could 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.
404/325 -7000
617/482 -7850
312/372 -9192
214/696 -1500
303/571 -4220
313 /963 -7464
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

714/975 -0150
213/385-0333
201!494 -2060

If unable to call, write:
Source Finance Department A19
100 South Wacker Drive
Chicago, Illinois 60606
(When writing, please be sure
to indicate position title.)

415/328 -2050
415/956 -4740

kMSourceFinance
?

Atlanta
Walt Stroman. CPAiMBA
Boston
Sandy Salmela, CPA /MBA
Chicago
Ken Barkin, CPA/ MBA
Dallas
Jim Fowlkes, CPA
Denver
Dick Masek. CPA
Detroit
Marty Pierce, MBA
Fort Worth
John Catterton, CPA MBA

3131352 -8860
617/235 -3020

The specialized accounting recruiting firm
staffed by accounting professionals.

Financial Reporting:
Let's Replace Compliance
with Competition
If the needs of producers of financial information, as well as the
users, are recognized then a more appropriate and realistic
disclosure system could evolve through the market and its system
of rewa rds and sanctions.

By Alan P. Mayer- Sommer and
Stephen J. Laycock

Alan P. Mayer- Sommer
is assistant professor
of accounting at the
University of Maryland.
He has a Ph.D. from
Georgia State
University and holds
both a CPA certificate
and Certificate in
Management
Accounting. He is a
member of the
Montgomery- Prince
Georges Chapter,
through which this
article was submitted.
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Financial statements are business products. Their
production and distribution are governed by certain rules and standards designed to make the
competition for funds more efficient, effective, and
equitable. At some point, however, the compliance forced on the financial reporting process by
too many rules actually can reduce the usefulness
and value of the product.
What does a businessman do when he is compelled to distribute a product below cost to customers who are increasingly dissatisfied with the
merchandise they are receiving? Our businessman
will try to convince the rulemakers that any economic activity must benefit both users and manufacturers. When both groups are dissatisfied with
the mandated design of a product, clearly something is wrong.
In our system, competition in the marketplace
helps to assure that the consumer has a wide
choice of products to choose from to fit his needs
best. Why shouldn't the market determine the
quality and quantity of financial disclosures,
thereby assuring financial statement users a
choice? Let's examine the assumptions, advantages and disadvantages of the present system of

disclosure and then look at a proposed alternate
system governed solely by competition in the marketplace.
The Present Environment of Accounting
For years there has been agreement that one of
the principal objectives of financial statements is
to enable users to make better decisions. An example of a recent restatement of this goal appeared in the Metcalf Subcommittee Report published in November 1977: "The ultimate goal
should be a financial reporting system which is
fully responsive to the various needs of those who
must rely on financial reports of publicly -owned
corporations.' Designing a "fully responsive" financial reporting system, however, is an extremely difficult task, perhaps an impossible one.
In our present system of financial accounting
principle formulation, the SEC /FASB set the
dards. What are the effects of this presently accepted decision - making pattern? In the past 40
years a standard - setting system has evolved based
on the application of a single set of mutually acceptable measurement and disclosure techniques
to a wide variety of economic circumstances. This
development is premised on the belief that one set
of multipurpose statements can be developed to
satisfy the needs of investors and creditors alike.
MANAGEMENT ACCOUNTING/ DECEMBER 1978

What about Monolithic Accounting?

attaches to the prospect of having to live with the
one "best" solution that will be applied uniformly
once the pronouncement has been issued?
Where is the present system of uniform application of "best" alternatives as determined by a relatively centralized authority leading those who prepare and use accounting information? To work at
all, monolithic accounting must be codified. Figure I shows what we describe as the rule - making
response. This "outpouring of rules, principles,
and standards" is not unique to accounting.' As
Forbes points out, we live "in a society which
seems to feel it can cure all human ills by simply
passing laws and regulations— happiness through
red tape.
The oft - stated goal of financial accounting is facilitating better economic decisions by users. Concern for the needs of users, however, has come to
dominate accounting policy formulation so much
that distortions and diseconomies are becoming
evident. Ever since Accounting Series Release No.
4 (1938), conformity with officially prescribed accounting procedures has been mandated. At what
point does ever more detailed specification of acceptable procedures emphasizing uniformity, consistency, and comparability start to mislead accounting information users? Economic reality is
infinitely varied and constantly changing. As accountants' options for measurement and disclosure become more limited, economic reality becomes increasingly difficult to portray in accounting information.' Professor Abraham Briloff has
observed that the search for a single conceptual
framework for accounting is an "impossible
dream." S
Such a dream describes the information requirements of an economy far simpler than ours —
one where tallies of fish caught and bananas
picked may be enough to facilitate informed economic decision-making- When the simplicity of
this dream is confused with the reality of our
economy, completely unrealistic public expectations result. These, in turn, produce simplistic demands such as calls for a federal accounting authority that would promulgate uniform measurement and disclosure standards.
"'

The SEC /FASB are undisputed centers of power, defining and modifying currently acceptable
accounting practices. Such centralization, it is
thought, will promote the long- sought full responsiveness. How? One widely expressed way is
through greater uniformity: "Uniformity in the
development and application of accounting standards must be a major goal of the standard - setting
system," the Metcalf Subcommittee Report states.
But is uniformity a desirable goal? Is it a possible goal? The Subcommittee indicated its "strong"
belief that "uniform accounting standards [be]
used to report the same type of business transaction." Does "same" refer to the substance of a
transaction, the context of a transaction, the likely
effect of a transaction, or some combination of
these elements? What is the chance that even fairly simple transactions such as factoring of receivables by different companies in the textile industry
will be the "same ?" Two textile manufacturers
may deal with the same factor, possibly even on
the same terms. Yet the financial condition of the
manufacturers may differ, the quality of the receivables may differ, the type of inventory which
led to the creation of the receivables may differ.
The number of variables in just this simple situation is high. The chance is rather small that these
hypothetical transactions would be the "same."
Where material differences exist in the circumstances surrounding these transactions, disclosure
appears to be a more useful alternative than uniformity.
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Having questioned the desirability (and possibility) of uniformity, we would now like to question the desirability (and possibility) of monolithic
accounting. We define monolithic accounting as a
system in which it is thought desirable for various
groups to speak with one voice as they look for
the single best solution to the problem. The same
Metcalf Subcommittee Report lists the groups for
whom and to whom the SEC /FASB speak: "the
public, the investors and creditors, the analysts,
the investment advisers and underwriters, the preparers, the attestors, the educators, the governments." Should improvements in accounting be
What Limits?
based on an attempt to develop consensus among
Meanwhile, the pressure to increase the amount
these groups by surmounting their (sometimes
of disclosure continues. Professor Beaver of Stanconsiderable) differences?
ford University asks, "What limits, if any, exist on
One has only to contemplate issues such as forthe demand for additional disclosure ?" He coneign currency risk exposure, debt restructuring,
cludes that neither the Securities Acts of 1933 and
and oil and gas accounting to realize the difficul1934 as amended, concepts of materiality, nor the
ties of developing consensus. By making the devellegal fiction of "the average, prudent investor"
opment of consensus a prerequisite for the development of an accounting standard, have we not , provide such limits.' Robert Malin points out that
"safe harbor" rules cannot be relied on as indicaplaced a bigger hurdle in front of our original obtors of appropriate limits "until fully tested in the
stacle? And is not much of the controversy concourts. "' Consequently, the upward trend of rule cerning development of new accounting standards
making pictured in Figure 1 continues. The SEC's
related to the significance that each affected group
MANAGEMENTACCOUNTING/DECEMBER 1978
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Adviso ry Co m m ittee on Co rporate Disclosure
fo un d th at bo th corp orate man agement and financial an aly sts were d issatisfied with the accounting
disclosu res p rod u ced u n d er the present mandatin g, m o no lith ic acco u nting system .'
Co rp o rate management is expected to solve
bu sin ess p ro blems usin g a co st- benefit approach.
Su ffering fro m "rules p o llu tio n ," today's accountin g en viro n m en t p resen ts m an agers with increasingly restricted measu rement and disclosure
op tion s.' A nu m b er o f th ese ru les, like FAS No. 2
go vern in g th e treatm en t o f R & D expenditures,

actually serve to restrict available inform ation.
Other r ules, like ASR 190, are thought to be im posed without adequate consideration of cost -benefit relationships." Several managers have questioned
the
value of additional
required
disclosures" and how m uch longer con tinued disclosure requirem ents can be imposed."
The effect on financial reporting of m andating
measurem ent and disclosure policies is to substitute rules for judgm ent, com pliance for inform ation. Consequently, m anagem ents now are searching for alternate com m unication m edia "to break

Figure 1
TALLY OF ACCOUNTING PRONOUNCEMENTS: 1936 -1977
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ASR— Accounting Series Release (SEC)
SAP — Statement of Auditing Procedure (AICPA)
SAS — Statement of Auditing Standards (AICPA)
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Reactions of Accountants
Not surprisingly, many accountants assess the
effectiveness of their work in cost -benefit terms
also. Comments of certified public accountants focus on the effect of charging for work required by
mandated requirements —work that sometimes
produces no benefits for either client or user." A
number of academic researchers have concluded
that the information content of periodic accounting reports (as measured by market reaction) is of
little effect."
Other professors have gone further to conclude,
among other things, that (1) the prospectus issued
under the Securities Act of 1933 "has become a
routine, meaningless document which does not
serve its purpose;" 20 (2) accounting information
required by the SEC lacks usefulness for investors
because it becomes available after the economic
events described have been reflected in market
prices; 21 (3) " . . . the law is now so weighted
against accountants that it probably has been a
cause of the high degree of irrelevance of published accounting data ...; 11 (4) the SEC has generally been ineffective in its activities; 23 and (5) no
one accounting technique can be consistently suMANAGEMENT ACCOUNTING /DECEMBER 1978

Concern for the
needs of users
has come to
dominate
accounting
policy

perior in all applications — sufficiency in disclosure
is a viable alternative. "' These are accountants'
comments regarding the general effects of a mandated, monolithic accounting system. What are
some of the thoughts of accountants on the specific causes of difficulties with the present system?
Table 1 presents a summary of weaknesses of
the current regulatory system as reported by management accountants to the SEC's Advisory Committee on Corporate Disclosure. Almost all the
reasons listed stem from the (not unexpected) inability of the SEC /FASB regulatory bodies to prescribe rules for financial reporting in an economy
as complex and rapidly changing as ours. Professor Beaver asks, "Why is it 'necessary' (i.e., desirable) to have the government mandate the amount
and nature of information consumed by the investment community ?" " Professor Benston inquires, "... should the SEC continue to insist that
it knows better than the public which data are
'misleading or inaccurate' ?" 16
The issue, then, is whether the government's
goals as they relate to financial reporting are
achieved most appropriately through consensus seeking regulation.21 The severe legal penalties associated with failure to conform with these regulations serve to promote a search for safe harbors by
management and defensive auditing techniques by
CPAs. The information value of financial reports
prepared under these conditions must decline. We
suggest that what should be considered a series of
economic questions whose resolution lies properly
in the information markets are becoming increasingly centralized under government control and
subjected to legalistic constraints such as overly
specific measurement and disclosure requirements. The short-term advantages of such a system may seem appealing. In the long run, however, centralization and legalism may render financial reporting rule- bound, inflexible, unresponsive,
and —in the end — useless.

formulation.

is

out of the pack in presenting themselves to investors and analysts." 11 The current regulatory
framework of mandated corporate disclosures
stresses conservative as opposed to fair or balanced presentations." It is questionable whether
present or prospective investors or creditors benefit from this bias. One lawyer has noted that "[a]
common reaction of a corporate executive to the
prospectus [of his firm] is 'if I believed that was a
fair picture of the company, I'd look for another
jo b. '"
The SEC's Advisory Committee on Corporate
Disclosure posed this question: Do SEC reporting
requirements remove the company's management
from the decisions which "it is in the best position
to make ?" 11 By overemphasizing the liability -preventing function of accounting disclosures in
SEC - mandated documents, management hesitates
to communicate important "soft" information.
The committee found that only ten firms hazarded
inclusion of projection information in SEC filings
despite the fact that such information has been
found to have significant information value."
In summary, the management response to the
current system of accounting measurement and
disclosure decision- making is that it (1) ignores
cost -benefit relationships; (2) removes those with
the greatest understanding of the specific firm's
economic and financial position from many vital
accounting measurement and disclosure decisions;
(3) overemphasizes liability - prevention through
conservatism at the expense of fairness in reporting; and (4) drives management to use other
means to tell its corporate story.

Alternative Assumptions—Alternative Systems
Instead of assuming that financial statements
are prepared to help investors and creditors make
better economic decisions, we suggest that the
benefits accruing to management and the firm also
be formally recognized. This specification of the
objectives of financial statements permits greater
movement toward market - directed governance of
measurement and disclosure standards.
Corporations compete for customers. They also
compete for funds. By recognizing the objectives
of management and corporate benefits in the financial reporting process we are suggesting that
net benefits to both preparers and users would be
increased if management were given greater flexibility in its financial reporting activity. Financial
statements could be a much more important aspect of the inter -firm competition for funds.
17
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Instead of assuming that a government -controlled, monolithic framework is most effective in
securing further improvement in the financial reporting process, we suggest greater reliance be
placed on efficiently functioning information markets. There is much evidence that we have enough
informed buyers and sellers to keep our securities
markets quite efficient (see footnote 19). As indicated, however, many researchers have found that
accounting disclosures play only a small part in
this process.
If they recognized the needs of both producers
and users of accounting information, those responsible for shaping the accounting environment
could permit a system in which market rewards
play a greater role in directing the development of
measurement and disclosure standards, The rewards and punishments of the market contrast
sharply with those of regulatory bodies. The former emphasizes the exchange of useful information in return for greater availability of capital at
(possibly) lower costs. The latter interposes a
group of regulators between producers and users
of information; it emphasizes compliance with
what the regulators think the users want or should
want in return for an absence of disciplinary action.
A move to market - oriented, as opposed to rule oriented, accounting would have to be gradual.
But we suggest that such movement be based on

2. Disclosures should be grouped by levels of verifiability or reliability. This applies to both audited and unaudited disclosures and could include information classifications such as historical /future and hard /soft.
3. Discussion of significant changes in corporate
measurement and disclosure procedures should
be required in sufficient detail to permit an informed evaluation of the nature and effect of
such changes. This may include restatement of
previously reported items.
4. The role of the auditor would become somewhat more complex (since audit opinions have
been found to have significant information value) in that different levels of examination or
review might be requested, Some information
may be audited in the traditional sense. Other
information may simply be reviewed for adequacy of calculations and appropriateness of
accounting treatments.
Essentially this system would give corporate
management the freedom and flexibility to tell accounting report users what has been accomplished
and what is expected to be accomplished given
available assets and existing obligations." The advantages associated with this change can be summarized as follows:
1. Greater attention would be paid to cost -bene-

Table 1
WEAKNESSES OF THE CURRENT REGULATORY SYSTEM AS REPORTED BY MANAGEMENT
ACCOUNTANTS TO THE SEC'S ADVISORY COMMIT TEE ON CORPORATE DISCLOSURE
1. Some disclosure requirements are unnecessary, meaningless, and /or too expensive.
2. Certain disclosure requirements are imposed o n all reporting companies regardless o f whether o r no t the
particular disclosure is relevant in evaluating the particular company.
3. Certain disclosures which are initially useful and relevant when first required beco me meaningless o r misleading with the passage of time and the changing of business or financing metho ds.
4. Duplicative reporting.
5. Because mandated disclo sures of analytical or sof t information may aff ect a co mpany's credibility in its f inancial o r product markets or have legal liability implicatio ns, use of boilerplate disclosure becomes increasingly common.
6. Certain financial repo rts are prepared to prevent legal liability rather than to inf orm investo rs.
7. Financial reporting implicatio ns o f diff erences in company ownership are insufficiently recognized in disclosure requirements.
8. Cost - benefit issues are inadequately considered in the development of measurement and disclosure requirements.
Adapted f rom the Advi sor y C ommittee' s Report to the SEC. Vol. pp. 18 -21.

the following criteria in both the initial (gradual)
and final (complete) transition:
A detailed statement of the disclosure Standards a particular firm elects should be required to permit informed evaluation of the
firm's accounting reports. However, other disclosures should be voluntary with regard to
timing, nature, level of detail, and format.
18

fit - disclosure relationships in accounting reports.
2. There would be increased responsiveness and
flexibility in the development of accounting
measurement and disclosure procedures, as
well as broader participation in the search for
new solutions to current problems in accounting.
3. Development of financial reporting practices
MANAGEMENT ACCOUNTING /DECEMBER 1978

that better reflect a firm's unique circumstances
would be accelerated.
In the absence of mandated- disclosure requirements there would be fewer meaningless disclosures and less boilerplate in notes and explanations accompanying statements.
There would be closer cooperation between a
corporation's management, management accountants, and outside auditors in an environment that permits these parties greater freedom
with the absence of regulatory sanctions.

be lower than it already is. As indicated, the auditor's opinion —an item of significant informational
content —would be retained and expanded under
our proposal as corporate managements saw the
market incentives for including the opinion with
their financial reports. In addition, we believe the
opportunity for corporate management to respond
more directly to market incentives and the ability

Table 2
"SOFT " INFORMAT ION IT EMS

Initially, one area where movement toward the
alternative accounting system described above
could occur is that of soft disclosures —those future- oriented items involving a greater degree of
uncertainty and subjectivity than is present in current financial accounting disclosures. Presentation
of such information may well occur outside the
traditional financial reporting framework to start
with. While such information may be audited, we
can expect CPAs to have a different review responsibility with respect to this information."
Suggestions about the environment in which
soft disclosures would be prepared already are appearing. A representative of the regulating view,
John C. Burton, former SEC chief accountant,
summarized part of the fourth Seaview Symposium as follows: "The most significant issue on
which there was substantial agreement was the
need to develop a dual reporting system that distinguishes between an objective, historically-oriented, well- defined set of 'financial statements'
and a separate set of future - oriented, subjective
data mandated by the FASB [italics added].
Inspection of the soft - disclosure choices
listed in Table 2 indicate how suffused with detail
and boilerplate a mandated, monolithic soft -disclosure system, would be.
" J 0

From Compliance to Competition
Let's hope the voluntary disclosure system will
prevail. Schneider has outlined several general
guidelines useful in deciding how to make soft disclosures: (1) Disclosures should represent "honest, good faith expectations," (2) "the major assumptions
underlying projections should be
articulated"...
in sufficient detail to permit users to
assess the credibility and reliability of the predictions, and (3) information permitting user evaluation of actual results and earlier predictions
should be made available.
Several objections to a market- oriented accounting system based on incentives as the major
force for the production of useful information can
be expected. Foremost among these is the information value of financial reports under the proposed system. Such objections could be based on
questions of content, comparability, or reliability.
But it is doubtful that the value to investors would
MANAGEMENT ACCOUNTING /DECEMBER 1978

1. MANAGEMENT GOALS AND ASSUMPTIONS:

standards of performance (earnings per share, profit margins, return on
assets, ...)
forecasts and budgets (sales, production, cash flow, market share, new
products, ...)
assumptions about political and economic aspects of the firm's operating
environment (projected legislation, foreign exchange risks, tariffs, . . . )
2. MANAGEMENT POLICIES:

marketing programs (strategies, expenditure levels,...)
capital structure (desired debt /equity ratio, financing targets, ...)
capital expenditures and financing plans (plant expansions, plans to raise
new debt and equity money, ...)
corporate expansion or contraction plans (acquisition plans or criteria,
divestiture plans or criteria, ...)
research and development activities (expenditure levels, targets, areas of
investigation, ...)
3. EXPLANATION OF EVENTS:

underlying financial statements
expected changes in future operating periods and their likely effects
uncertainties (legal, financial, operating,...)
management changes
to individualize a firm's statements may increase
their value significantly.
A second objection may well be that management, through overoptimism, may misrepresent
the company's circumstances. This is as serious a
charge as the previously discussed conservative
bias in many of today's mandated disclosures.
Whether overoptimism or overconservatism is the
greater fault is debatable. The proposed system,
however, at least allows management a greater
choice in the way it presents the company's outlook. The way management responds to this
choice would give financial statement users an additional dimension helpful in evaluating their
commitment of funds and thus may increase the
usefulness of the financial reporting activity.
Finally, some may argue that voluntary disclosures should be permitted in addition to the present mandated framework. This approach ignores
the present problems of high compliance costs and
relatively low usefulness associated with presently
issued financial reports. In addition, the incremental costs of operating a dual reporting system most
likely would be significant.
Continued on page 36
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Applying Cost Accounting to
Transit System Financing
Here's how cost assignment techniques used in manufacturing
firms can be employed to allocate costs of a public, urban mass
transit system.

By Paul A. Dierks
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Quasi- public sector agencies rarely apply cost
analysis or cost accounting techniques to assign
costs internally in order to establish unit costs or
to determine the operating results for sub -segments of the agency. This situation may be due to
the limited availability of information to guide
public administrators in selecting and applying
the appropriate cost accounting techniques.
Thanks to their training, however, management
accountants are ideally suited to provide an invaluable service to the public by transferring their
knowledge of cost accounting for profit- seeking
firms to the activities of quasi - public agencies.
One such public sector activity in need of such
expertise is the urban transit industry.
Up until the past decade, the urban mass transit
industry had been a profitable, private enterprise
operation. Farebox revenues were sufficient to
cover not only the cost of operations but also provided capital improvement funds and a return on
the owner's investment in the enterprise. In the
early 1960s, factors in the transit environment
changed considerably, causing reductions or elimination of profits in many transit systems. In the
late 1960s, due to wage increases and inflation,
operating costs rose rapidly while ridership and
operating revenues decreased due to the combined
effects of increased fares and reductions in the lev-

el and quality of the service offered. The resulting
deficits forced numerous private transit systems to
either cease operations entirely, to rely on revenue
supplements provided by a government agency or
to be taken over by a local government body. As a
result, many transit systems were purchased by
local government bodies and a public authority or
special government district formed to administer
and operate the new system. These new transit
agencies generally consolidated existing transit
systems of a metropolitan area into a single, coordinated regional system which frequently was given some form of taxing power to supplement fare box revenues.
Financing Urban Transit Systems
On the federal level, funds for research and capital improvements have been granted to alleviate
the long -run problems of the industry and recently funds have been provided to solve the more
immediate problem of transit operating deficits.
This revival of interest in the fortunes of urban
transportation has reversed the downward trend
in transit ridership and led the way for the emergence of a new attitude toward transit systems. As
reported in a recent Wall Street Journal article,
"City fathers and their state and federal counterparts have generally come to see mass transit as a
public utility that requires public financing; this
view has supplanted the old idea that transit
MANAGEMENTACCOUNTING/DECEMBER 1978

an operating deficit to individual communities in
the urban area.

should be privately owned and profit- making or
that a public operation should be self - supporting."
However, "There isn't any doubt that stimulating
more use of transit systems has deepened their
deficits, as well as raised the subsidies to cover
those losses. The Public Transit Association says
nationwide transit deficits totaled above $1.7 billion in 1975, more than quadrupling a combined
loss of $411 million in 1971."

Allocating Deficits in the Transit Industry
The allocation ofoperating deficits among user
communities is currently practiced in the field of
urban transportation; however, particular allocation procedures differ markedly. Industry practices can be categorized into two general forms: an

Figure 1
SCHEMATIC OF NET COST MODEL

Total system
revenues
System total operating
deficit

Total
=

Total system
costs

Because ofcontinued inflation, growth in ridership and increased operating costs, public transit
systems still face a difficult problem of obtaining
an ever - increasing amount of funds to finance
their daily operations. The unspoken question is,
"Just how much federal financial support can urban transit systems continue to expect in the future?"
With local transit systems facing such a potential financial crisis and with growing reliance
placed on public transit due to the energy shortage and environmental concerns, community leaders, government agencies and administrators responsible for urban transportation systems must
be continually concerned with identifying alternative sources ofsupplementary revenue.
One approach to the urban transit financing
problem has been formation of financing agreements in which a transit system operator obtains
financial support directly from the incorporated
communities existing within the geographic area
served. Through these cooperative financing
agreements, each identifiable political jurisdiction
is assessed for varying proportions ofa transit operating deficit based on the amounts and types of
transit service provided. Thus, the financial support of a transit system is based directly on the
revenues derived from the service and, indirectly,
on the taxing powers of the individual communities making up the system's service area.
The key ingredient of these cooperative financing agreements is a formula for allocating individual communities for a share of the system's operating costs. Proper selection of these allocation
procedures is important as they can be used not
only in snaking cost assignments within the transit
system but can also be used to assign a portion of
MANAGEMENT ACCOUNTING /DECEMBER 1978

on

Deficit
allocation
procedure

so

on

Pro rata
shares at
system
operating
deficit

Net
system
operating
deficit

overall or system -wide approach for calculating
and allocating the deficit amount, and a limited
approach based on calculating a deficit for one
segment of a system.' The former category of
models is termed net cost models (NC), while the
latter category is referred to as cost /revenue models (C /R). NC models have two advantages: they
preserve the regional nature of transit systems,
and are generally easier to comprehend. C/R
models exist in those instances where a transit
agency provides service outside the boundaries of
its principal service area and where such outside
services are required to be fully compensatory.
NC models assume that all political units in an
urban area share in a transit operating loss as part
payment for the indirect benefits of transit service.
In these models, a general economic or population
characteristic that is common to the political jurisdictions involved is applied to the total system
operating deficit. For example, using population
of cooperating political jurisdictions as the basis
for allocating an operating deficit, an individual
community's pro rata share is determined by the
following relationship:

An accounting
approach
emphasizes the
allocation of
costs within a
transit system.

Comm.
Comm.
X's pop. l/
X's
share — rTotal
\ oper.system
deficit) X \ Total
urban

In other words, Community X's allocation of the
transit operating deficit is based on its percentage
of the total urban population. Other general community characteristics used to make this proration
are assessed valuation, number of residences and
transit ridership.
Schematically, NC models would appear as
shown in Figure 1.
On the other hand, C/R models allocate costs
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The key
ingredient is a
formula for
allocating the
system's
operating costs.

and revenues separately. In these models, a transit
route or a specific geographic area is defined as an
entity where the revenues earned from transit operations can be specifically identified and matched
with the costs of providing that service. Thus,
each community receives credit for revenues generated but is charged for the cost of the service
provided. Its share of the operating deficit would
be the excess of its costs over its revenues. If revenues earned exceed the amount of costs, then no
operating deficit would be assigned to the communities involved.
Using an individual transit route, a schematic
diagram of a cost /revenue model would appear as
shown in Figure 2.
An Accounting -Oriented Approach
C/R models are said to be the most effective
means of allocating an operating deficit; however,
roadblocks to their practical implementation include inherent complexity and the lack of detailed

made within the transit system, while the second
stage allocation assigns the specific cost of operating an individual route to the communities served.
Such a two -stage allocation procedure would be
analogous to the cost assignment process found in
manufacturing firms in the private sector, that is,
first the direct manufacturing costs are assigned to
a product, the general overhead is applied using a
predetermined overhead rate and, finally, the resulting unit cost is matched against the revenues
realized from the sale of the product.
By following such a two -step allocation procedure, the internally- oriented accounting procedures for determining a per -unit operating cost
are separated distinctly from the externally-oriented deficit apportioning process. Such is not the
case in either the NC or C/R models currently
found in industry practice where the cost of transit operations is based on a system -wide average
unit cost calculated by dividing the total cost of
system operation by an operating characteristic

Figure 2
SCHEMATIC OF COST- REVENUE MODEL
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Figure 3
SC HE MA TIC O F A CC OU NTING - O R IE NTED MO DE L
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Vehicle operating
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operating data on system sub - segments.
An o th er method of deficit allocation that
sh ou ld b e evalu ated is an acco unting- oriented appro ach th at em ploy s a two -stage allocation procedu re. Th e first stage involves the direct assignment o f co sts in com binatio n with cost allocations
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that represents the level of transit operations, i.e.,
vehicle m iles. By not separating the internal cost
determ ination and external deficit apportionm ent
processes, the transit industry is ignoring the fact
that these two allocations have different objectives. Each applies to a different activity, and comMANAGEMENT ACCOUNTING /DECEMBER 1978

bining them into a single, one -step procedure, e.g.,
an overall system -wide average unit cost, fails to
consider the differences in vehicle operating
speeds, terrain and other conditions that distinguish individual routes and their costs of operation. Thus, serious distortions or inequities could
result in deficit allocation from the use of inappropriate procedures.
In the first stage of the proposed accounting oriented approach, costs specifically identifiable
with a route's operation are assigned directly to
that route. For example, a large portion of driver
wages are specifically identified with vehicles operating on routes; thus, these costs can be directly
assigned to a route. The costs of providing vehicle
and route support services (e.g., maintenance,
servicing —which are system overhead costs) are
allocated to routes based on a characteristic related to the service provided while administrative
costs are assigned using a general overhead rate.
Table I presents a breakdown of the significant
transit system operating costs and identifies these
costs with a characteristic of transit operations
that most closely relates to the amount of cost
incurred. Thus, the cited operating characteristic
becomes the basis for allocating each operating
cost to individual routes.
A schematic diagram of an accounting- oriented
approach would appear similar to the cost -revenue diagram in Table 1, except for the section
dealing with total system cost. The section on
costs for an accounting- oriented approach would
be expanded as shown in Figure 3.
Thus, the costs of operating a transit route are
broken down into several categories:
1. Costs that are integral to operating vehicles on
a route (wages and fuel), and thus, directly assignable;
2. Costs of supporting vehicle operations (service
and maintenance) which are assigned by applying an allocation procedure using a characteristic of vehicle operation related to the service
provided, e.g., vehicle miles;
3. Other special or "one- time" costs related to a
specific route, e.g., promotional costs, which
are directly assignable; and,
4. Costs of system administration which are assigned with an allocation procedure using a
general overhead rate.
The specific cost determined for operating an
individual route can then be matched with route
revenues and a more reliable profit or loss determined for each route's operation- Deficit allocation procedures can then be applied for those
routes included in a cooperative agreement.
A Little Help from the Private Sector
An accounting- oriented approach emphasizes
MANAGEMENT ACCOUNTING/ DECEMBER 1978

Table 1
TRANSIT OPERATING COSTS AND THEIR RELATED
OPERATING CHARACTERISTICS

Item

Vehiclehours

Equipment maintenance and
garage expenses
Supervision
Maintain service equipment
Maintain building
and grounds
Maintain revenue
equipment
Tires and tubes
Others
Transportation expenses
Supervision
Operators' wages
Fuel and oil
Station expenses
Others
Traffic and advertising
Insurance and safety
Administration and general
Officers' salaries
Employees' wages
Legal expenses
Welfare expenses
Others

Vehiclemiles

Peak hour Revenue
vehicle passengers

x
X
X
X

X
X
X

X
X
X
X
X
X

X
X
X

X
X

the allocation of costs within a transit system in
order to determine a more reliable unit cost of
operating an individual transit route. The cost determination process suggested relies heavily on
the cost accounting procedures commonly found
in private sector manufacturing firms. Accountants in the private sector make cost allocations in
the process of determining the unit costs of producing goods. The primary purpose of these cost
allocations is to insure a realistic valuation is assigned to a manufactured product when it is
placed in finished goods inventory which, in turn,
will allow for a realistic measurement of profit
when the product is sold. However, cost accounting systems do not predominate in the public sector and administrators of activities that require
the allocation of costs are limited in the sources
they can seek for providing guidance in the selection of an allocation method. Management accountants are experienced in the cost determination practices of profit - seeking firms and, thus, are
a valuable source of information for transit
administrators in setting up a specific cost allocation method for the transit deficit allocation
problem.
❑
' H. Levine, "An Evaluation of the Procedures for Allocating Operating Deficits
from Urban Transit Systems," Proceedings of the Transportation Research Forum, San Francisco, Calif.. 1974.
' R. Rocss, "Operating Cost Models for Urban Public Transportation Systems
and Their Use in Analysis," Transportarion Research Record, No. 490, 1973.
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Measuring Terminal
Profitability
Measuring terminal profitability can be difficult because all
expenses of the company are directly charged or allocated to the
smallest operating unit, and the basis for allocating expenses is
always open to question.

By Tommie M. Guthrie
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The operating system of a motor freight carrier
generally consists of responsibility areas or profitability centers with boundaries that may be defined as divisions, districts, and terminals. It is
most important that the operating results of the
smallest entity, the terminal, be measured accurately because the financial health of the company
depends upon the collective results of operations
of all terminals. The reporting of the results of
operations through a monthly terminal income
and expense statement (Table 1) allows management to react to changes in the business activity of
a particular terminal or a group of terminals. In
addition, operating standards may be set under an
incentive program, and the vehicle used to measure actual results will also be the terminal income
and expense statement.
A motor freight carrier's cost accounting system normally uses a direct cost approach where
incurred expenses are charged to the function
whose activity caused the expenditure. The chart
of accounts will categorize all expenses as terminal, line haul, or general overhead. Expenses not
charged directly to a particular terminal will be
allocated among all terminals on a consistent basis.
This article might be considered a guide to the
preparation of a terminal income and expense
statement, but because of the complexity of the

subject many details will be omitted. Certain
terms used in this article may have different meanings to different users. See definitions box for clarification of these terms.
Revenue--4General
The office copy of the freight bill may be used to
record freight revenue. Subsequent adjustments
are handled by various voucher entries. Revenue
is normally split on a predetermined percentage
basis (e.g., 60% to the origin terminal and 40% to
the destination terminal). "Gross Revenue" as
shown on the income and expense statement
(henceforth this will be referred to as the I & E) is
the total of that terminal's portion of both outbound and inbound revenue prior to any interline
payouts.
Revenue—Adjustments
Adjustments that are continually being made
during the month are reflected in the gross revenue figure reported on the I & E. Some examples
of these adjustments are as follows:
When a correction or adjustment is made to
the data processing accounts receivable tape,
the correction or adjustment is called a file
maintenance. For example, if a freight bill is
voided, a file maintenance is necessary if the
freight bill information had already been set up
on tape. An extension error on a freight bill
MANAGEMENT ACCOUNTING/ DECEMBER 1978
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would also require a file maintenance. If the
gross revenue is set up on tape and if, subsequently, it is determined that an interline payout existed, it would take a file maintenance to
correct the tape.
2. The customer normally has three years from
the date of delivery to file a claim if he feels
that an incorrect rate has been applied. If a
claim is denied, the customer has six months to
appeal the decision. Thus, in some cases, claims
paid in a particular month could relate to revenue earned several years prior to payment of
the claims. Charges of this nature are split 60/
40 between origin and destination terminals.
3. Adjustments are made when the customer
makes a payment different from the amount
shown on the freight bill. Some reasons for
these differences may be as follows:
a. Charges are added by the destination terminal, such as storage charges and redelivery
charges. These extra charges are reflected on
the terminal cash reports or on the customers' statement received by the general office.
b. Assume that the customer pays an amount
less than the freight bill amount. In order to
clear the data processing accounts receivable
tape, the unpaid amount is charged back
60% to the origin terminal and 40% to the
destination terminal. The freight bill is then
routed to the rate revision department. If the
rate is correct, or a new rate is imposed
greater than that paid, a balance due is issued, and the revenue is split 60/40 between
origin and destination terminals.
4. Interline adjustments arise when charges are
made by various clearing houses, or under
freight payment plans for the accounts of participating interline carriers. Even though a substantial volume of these charges may have already been set up as an interline payable, some
may not have been. Gross revenue would therefore be adjusted for those charges not previously set up as interline.
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5. Often there is more than one shipping point
and more than one delivery point on the same
shipment. The data processing program for the
I & E revenue may be set up to carry only one
origin code and one destination code from a
freight bill. Under these circumstances, it is
necessary to adjust the revenue for all terminals
involved in the shipment.

A typical chart
of accounts
illustrates how
income rolls in
and out of
terminals.

Revenue — Interline Payout
Payouts to connecting carriers will be split on a
60/40 basis. But a distinction must be made between true interline vs. convenience interchange.
Convenience interchange is defined as the payout
to a connecting carrier for picking up or delivering a shipment that the terminal could have
picked up or delivered itself. The controlling factor in this determination is the loading guide. If
the terminal has the authority to pick up or deliver at a certain point, any freight handled in conjunction with a connecting carrier at this point is
considered convenience interchange. The payout
to a connecting carrier under these circumstances
is charged 100% to the terminal where it is incurred. It is treated as an operating expense on the
I & E in the same manner as local cartage. True
interline payouts are deducted from gross revenue
to obtain net revenue on the I & E.
Revenue —Other
Other revenue items reflected on the I & E are
Outbound Pattern Revenue, Inbound Pattern
Revenue, and LTL Outbound Pattern Revenue.
These revenue figures reflect the total net pattern
revenue for the terminal. Interline payouts are deducted but the revenue split is not made. For example, a $100 shipment from Boston to Winston Salem with $25 paid to an interline carrier would
show on the I & E as $75 for Boston's Outbound
Pattern Revenue and $75 for Winston - Salem's Inbound Pattern Revenue. Non - pattern revenue as
defined by the sales department would be exclud25

ed from these revenue totals. The reporting of
these other revenue items gives the terminal manager information that may be compared to the
goals set under the incentive program.
Accurate "F ro m" and "To " codes on the
freight bills are essential to the fair distribution of
revenue. If bills are coded incorrectly, the destination terminal should be responsible for correcting
these errors. The destination terminal should

Table 1
INCOME AND EXPENSE STATEMENT

screen all inbound freight bills for proper codes in
order to insure its proper credit for revenue received.
Chart of Accounts
The Interstate Commerce Act of 1938 authorized the Interstate Commerce Commission to establish uniform systems of accounts for regulated
motor carriers. In accordance with the Act, the
ICC directs all applicable common carriers that
derive 75% or more of their revenue from the
intercity transportation of general commodities to
distribute their expenses to the following activit ies:
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$662,828

$3,597,158

$

10,026

59,779
103
634,984
29,653CR
54,418
22,111
11,505
20,558
14,535
31,473

$146,611

819,813

$

2,619
3,787
2,445
4,952

$2,397,343
39,807
$2,437,150

$

16,442

75,988CR
176,353
50,445
406,514CR

$103,728
84.35%
562,896
522,292
420,670

91,833
91,833

245,912
6,946
10,945
61,767
84,589
1,387CR
1,199
36,756
31,635
41,583
337,863
857,808

$4,206,604
$

$738,816

$

$

36,680
2,926
3,163
11,002
18,684
381
390
5,587
2,217
6,075
57,677
$144,782

$

16,442

$

$

$

$421,078
9,903
$430,981

609,446CR
1,033,102
375,526
2,450,508CR
432,434
87.98%
3,074,808
2,698,457
2,229,314

1.
2.
3.
4.
5.
6.
7.
g.
9.

Line haul
Pickup and delivery
Billing and collecting
Platform
Terminal
Maintenance
Traffic and sales
Insurance and safety
General and administrative

Four -digit account numbers for expenses were
established by the ICC with the last digit representing the activity. For example, account number
4531 may represent vehicle parts for line haul
equipment. Operating revenues are recorded using
a 3000 series account number. Operating expenses
are recorded using a 4000 or 5000 series, and non operating income or expense items use an 8000
series.
In addition to the four -digit account number,
the company may use a three -digit suffix for income and expense accounts to assign
g the income
or expense to the terminal or function that earned
the income or incurred the expense. The suffix
also permits a further breakdown of expenses into
a desired level of detail for budgetary purposes.
As an example of a typical chart of accounts,
four series of three -digit suffixes that could apply
to income and expense accounts are as follows:
1. 001 -199 (Terminal assignment)
2. 200-299 (Line haul)
3. 300 -399 (General overhead)
4. 400 -499 (Excludable from terminal I

&

$3,782,513
114,979
70,376
185,355

114,794
4,755CR
8,777
3,966

$

&

occup

&

Other terminal and gen exp.
Wages and fringes
Office expense
Travel expense
Trailer off -road expense
Cargo claims
Delinquent collections
Convenience I/ C cart.
Communication service
Penalties and fines
Other general expense
Other term
exp
Total
Total direct terminal exp.
Gross terminal profit
Line haul cost
General overhead cost
Intermediate term, cost
Net profit before income tax
Net operating ratio
Outbound pattern revenue
Inbound pattern revenue
LTL outbound pattern revenue

$693,437
18,053
12,556
30,609

$

PU !<D equipment expense
Repairs
Maintenance
Wages and fringes
Other expense
Fuel and oil
Lease equip- inhouse
Lease equip- outside
Accidents
Depreciation
Tires and tubes
Taxes and licenses
Total
Platform expense
Wages and fringes
Warehouse equipment
Total
Clerical expense
Wages and fringes
Total

Year-to-date

1977

p

June,

$

Winston-Salem, 001
Gross revenue
Outbound I/L payout
Inbound I/L payout
Total I/L payout
Nei revenue

E)

In the chart of accounts, an income or expense
item might be charged to a terminal, to line haul,
or to general overhead. For example, vehicle parts
can apply to terminal pickup and delivery equip ment. If the parts can be identified to a specific
terminal, then that terminal is charged. If the
parts are used on equipment not assigned to a par ticular terminal, then the general overhead activity is charged. In this case, the chart of accounts
would show the account number as 4532 -(3). The
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Terminal Assignment (001.199)
Revenues and expenses assigned directly to the
terminal are credited or charged to the terminal
assignment suffix (the number that identifies the
terminal). For example, let's assign the Charlotte,
N,C., terminal the number 015. Vehicle parts for
pickup and delivery equipment assigned to Charlotte would therefore be charged to account number 4532 -015. Direct terminal expenses can be displayed on the 1 & E under captions such as: pickup and delivery equipment expense, platform expense, clerical expense, and other terminal and
general expense.
Depreciation and operating expenses related to
equipment assigned to a specific terminal are directly charged. Terminals also control and use
certain line haul equipment (road trailers) moving
into and out of the terminals. Each terminal is
charged a fixed amount per road trailer for the
number of road trailers assigned to the terminal.
Workmen's Compensation claims, accident
claims, and cargo claims are charged to the terminal when the claim is filed (accidents) or paid
(Workmen's Compensation and cargo claims).
The ICC controls the credit terms of regulated
motor carriers. Payment is generally due within
seven days excluding Saturdays, Sundays, and legal holidays as ordered by the ICC in Ex Parte
Nos. MC -1 and 73. Violation will automatically
void further credit. With reference to bad debts or
delinquent accounts, the accounts receivable program should be set up to accomplish direct collection. If a certain receivable is still outstanding after a prescribed length of time, it will be referred
to the terminal in whose territory the delinquent
MANAGEMENT ACCOUNTING/ DECEMBER 1978

SOME DEFINITIONS
operationally to rework
Breakbulk Terminal A terminal that has been set
loads of freight and reload to other terminals. Although many terminals may
perform this function, they are not considered breakbulk terminals unless they
handle a certain volume of intermediate freight.
up

1. a/c No. 4532 -001 —This is a valid account
number.
2. a/c No. 4532- 200 —This item would print out
as an invalid account number.
3. a/c No. 4532- 300 —This is a valid account
number.
4. a/c No. 4532- 400 —This item would print out
as an excludable account number

Originated Freight Freight actually originating at a terminal point or at a point
within the geographic terminal area. This includes both freight received from a
connecting line and freight picked by a road unit within the terminal area for
movement to a subsequent terminal.
up

If the chart of accounts specified an account
number as 4532 -(3), the following would happen
if the various suffixes were used.

Outbound Freight All freight originated by one terminal that moves outbound
to a subsequent terminal. The prefix of the freight bill number or the "From"
determine who is acknowledged as originating the
code on the freight bill
freight.
will

(1) Terminal (001 -199)
(2) Terminal (001 -199) or line haul code (200299)
(3) Terminal (001 -199) or general overhead code
(300 -399)
(4) Terminal (001 -199), line haul code (210 -299),
or general overhead (300 -399)

customer resides. The terminal will have a specified number of days to effect collection. If the receivable is still outstanding at the end of this time
period, the full amount will be charged to the terminal. This does not mean, however, that the terminal should admit defeat and stop all efforts to
collect. Even though the delinquent amount has
been charged to the terminal, the terminal should
receive 50% credit if the amount is subsequently
collected as a result of the terminal's efforts.
Freight bills charged back to the terminal should
be turned over to a collection agency or attorney.
Terminals should exercise caution in extending
credit to customers: collection at time of delivery
is good business if a customer is doubtful, and
mandatory if the customer is set up on a cash
basis. Terminals may feel that it is too costly to
have their drivers collecting freight bills. But it is
potentially more expensive to have revenue on the
shipment charged back to the terminal if it is not
collected within the time period allowed.
Certain expenses included under the caption
"Direct Terminal Expenses" are allocated to the
terminals. These include the salaries and travel expenses of certain divisional and district personnel
and their secretaries. This allocation is based on
the tonnage handled and net revenue of each terminal as a percentage of the combined and division tonnage handled and net revenue.

Load A road trip on which any freight is moving outbound from the terminal and
which contains any originated or other terminal freight that is loaded on the unit.
This includes a trip which is run for operational convenience with only a partial
load, or a deadhead unit where a small amount of freight is added in order to
expedite the movement of the load.
Truckload (TL) or Truckload Tonnage This may be defined as all one -bill
shipments of 18,000 pounds or over, or shipments of a lesser weight which are
actual truckload shipments (100% visual capacity or volume -rated shipments).
In defining truckload tonnage, any other freight which moves in the same unit
with truckload freight considered TL Tonnage.
is

number in parenthesis indicates that items
charged or credited to this account can only have
the suffix shown as follows:

Less Than Truckload (LTL) Any freight not covered by the above definition for
Truckload (TL).
Manifest A record of the over -the -road trip that contains certain important information: dispatch date, origin and destination terminals, number of shipments,
weight, weight handled by the terminal, intermediate drops, and special instructions.
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Line Haul (200 -299)

The ICC
controls the
credit terms of
regulated motor
cdrriers.

Expenses identifiable to the line haul (over -theroad) function are charged to this classification
with the 200 suffix. The suffix may be further broken down for budgetary purposes so that the suffixes 201, 202, 203 have special designations: in
any case, all 200 series suffixes will be line haul
expenses.
For I & E purposes, total system line haul cost
is charged back to each terminal based on the
over- the -road miles allocated to each terminal.
Loads manifested from terminal to terminal will
move either "Direct" or "Indirect ". To be coded
"Direct" loads must be manifested from origin to
destination. Weight may be added enroute, but
there cannot be any intermediate freight.
Loads moving direct to destination create fewer
line haul miles because they can normally bypass
one or more breakbulk terminals. Also, by loading
direct a terminal eliminates the rehandling cost it
would have incurred at the intermediate terminal.
The average load factor for a terminal is a key
factor in determining the number of miles created
by "Indirect" loads (loads moving through a
breakbulk terminal). Data from the intermediate
manifests and freight bills set up the legs of shipments made during the month. A "leg" is defined
as a movement of freight from one point to another point involving the handling of the freight.. For
example, freight moves from Little Rock (091) to
Orangeburg (030) via Memphis (055) and Lyman
(010). Six different legs could be computed from
this one traffic lane as follows:

Empty miles are allocated back to each division
with a subsequent allocation to each terminal
within the division. Based on the daily empty
miles report, intradivisional empty miles are allocated to the responsible division. Empty miles between divisions are split 50% between each division. The sum of the intradivisional and interdivisional empty miles equals the empty miles for
each division. The division portion of empty miles
is then allocated to each terminal based on the
ratio of each terminal's loaded miles to the total
loaded miles for the division.
The system line haul cost is divided by the system total miles (loaded and empty) to determine
the line haul cost per mile. The line haul cost per
mile times the miles charged to the terminal (loaded and empty) equals the terminal line haul cost.
General Overhead (300 -399)
Any revenue not identifiable to a terminal is
credited to the general overhead classification.
Any expenses not directly chargeable to a terminal or line haul function is charged to general
overhead. General overhead expenses are identified by the 300 suffix. The suffix may be further
broken down for budgetary purposes so that the
suffixes 301, 302, 314 have special designations,
but all 300 series suffixes will be general overhead
expenses,
The allocation of general overhead expenses to
the terminal is accomplished as follows:
1. Compute average percentage of system truckload (TL) shipments and system TL revenue to
total shipments and revenue.

From To
091
091
055
091
010

030(1)
055(2)
030(3)
010(4)
030(5)

091
055
010

055
010(6)
030

Freight not reworked
Freight reworked at Memphis,
then, sent to Orangeburg
Freight reworked at Lyman,
not reworked at Memphis,
then sent to Orangeburg
Freight reworked at Lyman,
also reworked at Memphis,
then sent to Orangeburg

Tonnage billed during the month is accumulated according to the legs established. The average
load factor (per road driver trip cards) corresponding to the leg is divided into the billed
weight. This produces the number of loads, which
is multiplied by the leg miles to obtain total miles
for the leg.
Total miles for direct and indirect loads are allocated 60/40 to origin and destination terminal
consistent with the splitting of revenue. The compilation of miles for all legs in which a terminal is
either the origin or destination terminal results in
the loaded miles allocated to the terminal.
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TL Ship.
TL Rev.
Total Ship. + Total Rev. ' 2

2.

3.

4.

5.

6.

7.

This will yield the average TL percentage of
system.
Multiply the average TL percentage times the
system general overhead cost to obtain the portion of general overhead expenses allocated to
truckload freight.
The difference between the total system general
overhead cost and the TL portion is the portion
allocated to less than truckload freight (LTL).
The TL general overhead cost divided by the
system TL tonnage equals the TL cost per hundredweight (CWT).
The LTL general overhead cost divided by the
system LTL tonnage equals the LTL cost per
CWT.
The TL cost per CWT times the terminal TL
tonnage (outbound and inbound) equals the
terminal TL general overhead cost.
The LTL cost per CWT times the terminal
LTL tonnage (outbound and inbound) equals
the terminal LTL general overhead cost.
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8, The sum of the TL cost and LTL cost is the
total terminal general overhead cost reflected
on the I &E.
Intermediate Terminal Cost
When a terminal handles freight that is not
picked up or delivered in its territory, direct expenses are incurred by that terminal. The terminal
does not, however, share in the revenue split;
therefore, it does not benefit from handling the
freight. This happens often when terminals rework and reload freight to achieve optimum load
(weight) factors, which should reduce the number
of trips necessary to a given point. It also occurs
when freight is shipped to the wrong destination
terminal.
To maintain the concept of profitability, a terminal receives credit for handling other terminal's
freight. The Intermediate Terminal Cost figure
(debit or credit) is a net amount derived from the
cost of a terminal's freight being rehandled at other terminals (debit) and the amount received for
rehandling other terminal's freight (credit).
The basis for this computation is each terminal's cost per hundredweight to rehandle freight.
The rehandled cost per CWT is determined by
computing a platform cost per CWT (total platform expense divided by total tonnage plat formed) and other direct expenses (ODE) cost per
CWT. ODE cost per CWT is computed by dividing other expenses involved in the movement of
dock - handled freight by total tonnage handled.
The sum of the platform cost per CWT and the
ODE cost per CWT is the cost per CWT.
Rehandled tonnage is derived from the intermediate manifests prepared by breakbulk terminals
and the out -of -route forms prepared by all other
terminals. The rehandled cost per CWT may be
applied as follows:
1. Cost plus 15% is used for LTL shipments to
allow breakbulk terminals to maintain normal
profitability levels.
2. 25% ofcost is used for TL shipments so as to
allow a more equitable distribution of costs,
particularly to the smaller terminal, whose
large shipments must occasionally be transferred at the breakbulks.
For example, a terminal whose rehandling cost
is computed to be 80v per CWT would receive 92V
per CWT for rehandling LTL. shipments (cost
plus 15 %), and 20¢ per CWT for rehandling TL
shipments (25% ofcost).
The intermediate terminal cost is computed on
a per- terminal basis so that each terminal that rehandles another terminal's freight will charge that
terminal based on its individual rehandled cost
per CWT. The net cost or credit is segregated on
the I & E.
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Excludable From Terminal I & E. (400 -499)
The terminal I & E statement excludes any
profit sharing or income tax expenses. One of the
purposes of the I & E is to measure operating
results for application to the incentive program.
This is accomplished by designating a 400 suffix
for items excluded from the incentive program.
The 400 suffix is not restricted to profit sharing
and income tax expense. When acquisitions are
made, expenses related to periods prior to the date
of acquisition are classified using the 400 suffix.
Statistical Data
Statistical information (Table 2) isnecessary in
order to measure the productivity of a terminal.
Comparative analysis of this statistical data can
indicate the areas of weakness. Corrective action
can then be taken on a timely basis to increase the
terminal's productivity, which is ultimately measured by increased profitability. Much of the statistical data is derived from the monthly statistical
report sent by the terminal (Table 3). Other
sources for this information are the sales directional report and the financial portion of the I &
E.
The various statistics in the bottom section of
Table 3 are computed as follows:

Collection at
time of delivery
is mandatory if
the customer is
set up on a cash
basis.

1. Average length of haul— outbound: The
source of this information is the tonnage from
the sales directional report (the "From" Report), and the miles between the origin and
destination points according to the mileage
tape. The total tonnage for the month between
two points is multiplied by the total miles between the two points. The result is divided by
2000, which gives the outbound ton miles for
the origin terminal and provides the inbound
ton miles for the destination terminal. The
compilation of all outbound ton miles from
the origin terminal to all destination points
divided by the total outbound tonnage, nets a
result which is then multiplied by 2000, producing the outbound average length of haul.
2. Total terminal cost /CWT: total direct terminal expenses divided by total tonnage handled.
3. Total PU &D and cartage /CWT: total PU &D
equipment expense and cartage expense divided by total tonnage handled (less rehandled
tonnage).
4. Total labor cost /CWT: total wages and
fringes divided by total tonnage handled.
5. Total PU &D equipment cost /hour: total
PU &D equipment expense divided by PU &D
equipment hours.
6. Total PU &D equipment cost /CWT: total
PU &D equipment expense divided by total
PU &D tonnage.
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7. PU &D labor cost /CWT: wages and fringes
(PU&D) divided by total PU &D tonnage.
8. TL lbs. /PU &D manhour: TL tonnage -PU &D
divided by TL hours worked -PU &D

Tonnage billed
Outbound
Inbound

June, 1977
14,343,030
15,217,005

Year -to -date
84,706,075
80,532,666

Total

29,560,035

165,238,741

Tonnage handled
Outbound
Inbound
Rehandled

14,276,840
15,142,188
50,484,978

84,756,481
84,463,411
339,770,670

Total

79,904,006

508,990,562

Tonnage P latformed
Outbound
Inbo und
Rehandled

8,654,971
9,184,980
50,484,978

51,537,003
54,686,391
339,770,670

Total

68,324,929

445,994,064

Tonnage
&Delivered
TL tonnage e PU D
LTL tonnage PU D
Total

8,586,306
13,111,042
21,697,348

56,944,856
92,466,541
149,411,397

No. freight bills processed

26,970

161,432

Platf orm manhours wo rked

36,979

223,938

7,014

49,046

9. LTL lbs. /PU &D manhours: LTL tonnage PU &D divided by LTL hours worked PU &D.
10. Total lbs. /PU &D manhour: total tonnage PU&D divided by total PU &D hours worked.
11. Platform lbs. /manhour: total tonnage plat formed divided by platform manhours
worked.
12. Platform cost /CWT: total platform expense
divided by total tonnage platformed.
13. Clerical cost /freight bill: total clerical expense
divided by no. of freight bills processed.
14. Freight bill /manhour: no. of freight bills
processed divided by clerical manhours
worked.
15. Other terminal expense /CWT: total other ter minal and general expense (less cartage).
16. Revenue /mile: net revenue divided by line
haul miles.
17. Line haul cost /mile: system line haul cost divided by system total line haul miles.
18. Expense ratios are computed by dividing the
captioned expense by net revenue.
19. Dock expense ratio: total terminal rehandled
P latform ex
expense is computed for breakbulk
terminals so that the dock expense ratio can
be computed for the terminal platform portion only. The platform cost /CWT is used to
compute this ratio by using 115% of the cost/

783
9,009

5,768
53,512

Table 3

9,792

59,280

TERMINAL STATISTICAL DATA

2,372
634
.925
.500
.737
20.903
.676
.529
10,966
1,455
2,216
1,848
.631
.610
11.370
.181
2.196
.584

11,810
634
.826
.485
.662
16.715
.549
.425
9,873
1,728
2,520
1,992
.546
.569
13.669
.168
2.228
.640

Table 2

PU

&

&

&

STATISTICAL INFORMATION

D equipment hours

&

PU D drivers hours wo rked
TL hours
LTL hours

&

Expense ratios
PU D equipment
Dock
Clerical
Term and other gen
Direct term exp oper ratio
Line haul co st
General overhead cost
Intermediate term cost
Outbound thru service
Inbound thru service
Combined thru service
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22.12%
9.91%
2.48%
21.84%
46.53%
26.61%
7.61%
3.61%
85.27%
90.98%
88.16%

22.79%
8.40%
2.55%
23.85%
45.85%
28.72%
10.44%
2.97%
87.26%
93.48%
90.36%

T er min al Winston -Salem

Terminal no. 001
Month June, 1977
Total tonnage
Outbound
Inbo und

Total
14,276,840
15,142,188

Platform tonnage
Outbound
Inbound
Rehandled

8,654,971
9,184,980
50,942,552

Weight transported (PU
Truckload
Less than truckload

&

&

&

&

&

&

&

&

&

Clerical manhours worked
Avg. length of haul- outbound
Total terminal cost /CWT
Total PU D cartage /CWT
Total labor cost /CWT
Total PU D eqp cost /hour
Total PU D eqp cost /CWT
PU D labor cost /CWT
TL Ibs /PU D manhour
LTL Ibs /PU
D manho ur
Total Ibs /PU D manho ur
Platform Ibs /manhour
Platform cost /CWT
Clerical cost /frt bill
Freight bills /manhour
Other terminal exp /CWT
Revenue /mile
Line haul cost /mile

D)
8,586,306
13,111,042

Freight bills processed
Outbound
Inbo und
Total

13,326
13,644
26,970

platform labor hours

36,979

PU

&

Total

D equipment hours

7,014

Drivers ho urs
Truckload
Less than truckload

783
9,009

Clerical hours

2,372

TL tonnage
Outbound
Inbo und

5,658,741
5,071,798
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20. Direct terminal expense ratio: total rehandled
cost /CWT is calculated as previously explained. Rehandled tonnage is multiplied by
115 %, or 25% of the rehandled cost per
CWT. This credit (all terminals) is assigned to
a/c 0002 (gross terminal rehandled credit).
I & E direct terminal expense
Less a/c 0002
Net direct terminal expense
Net revenue
Direct terminal expense ratio

$500,000
—300,000
$200,000
- 400,000
50.00%

21. Intermediate terminal cost ratio

$300,000
(250,000)
50,000
_ 400,000
12.50%
$

&

a. Breakbulk terminal:
Gross terminal rehandled
credit (a /c 0002)
Plus net terminal
rehandled credit (Per I E)
Rehandled cost
Net revenue
Intermediate terminal cost ratio

Gross terminal rehandled credit
(a /c 0002)
Plus net terminal rehandled cost
(Per I E)
Rehandled cost
Net revenue
Intermediate terminal cost ratio

$

$
-

$250,000
—200,000
50,000
= 400,000
12.50%
$

&

I E platform expense
Less a/c 0001
Net terminal dock expense
Net revenue
Dock expense ratio

b. Non - breakbulk terminal:

&

CWT for LTL shipments and multiplying by
25% for TL shipments. The breakbulk cost is
assigned to account 0001.

500

14,500
15,000
250,000
6.00%

Measurement
Measuring terminal profitability can be difficult
because all expenses of the company are directly
charged or allocated to the smallest operating
unit, and the basis for allocating expenses is always open to question because terminal operations vary from area to area. It is generally reasonable to use tonnage, revenue, number of shipments, miles or ton miles for making allocations
so long as the basis is applied consistently.
The terminal I & E statement is an important
tool for reporting terminal profitability. Its accuracy is essential to establish creditability in the
figures reported. It is also an important factor in
the incentive program. Personnel at terminals
who meet the operating goals are compensated accordingly. Quality freight, better loadings, higher
load averages, good service, control of direct terminal cost, and lower indirect costs enhance the
profitability of the terminal. This is critical to the
company because its own financial health is dependent on the collective results of operations of
all the terminals.
❑

Accounting for
"legs "is an
important part
of terminal I & E
statement.

COMING NEXT MONTH...
Inflation,❑fluctuating❑exchange❑rates❑and❑FAS❑No.❑8❑—all
make transfer pricing an important accounting problem.
Four articles next month look at the issue from different
perspectives: a comparative study of Japanese and American firms, in multinational operations, from the viewpoint of responsibility accounting, and in a commercial
bank. Also look for an article on how one large company
estimated replacement costs.
❑
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Setting Sewage Treatment
User Charge Rates:
a Cost /Benefit Approach
As sewage treatment standards have become more and more
stringent, cost recovery accounting methods assume a greater
importance — especially to wet industries which may end up being
overcharged more than 100 %.

By Richard L. Blamey

Richard L. Blarney is a
partner with Alexander
Grant & Co., Fond du
Lac, Wis. A CPA, he
holds a BBA degree in
accounting from the
University of
Wisconsin— Madison
campus. He submitted
this manuscript through
the Sheboygan
Lakeshore Chapter, of
which he is a past
president.
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Much has been written about the various cost accounting methods and pricing systems employed
in the production of goods and services. Cost accounting and cost recovery systems pertaining to
the collection and treatment of the waste generated from such production processes, however, is
covered infrequently, at best, in accounting literature. Presented here is an accounting rationale for
establishing a fair and equitable cost recovery system and, in turn, fair and equitable sewer charge
rates.
Before passage of the 1972 Federal Water Pollution Control Act, most municipalities failed to
treat effectively domestic and industrial wastewater. Even after the Act, the cost of existing treatment was relatively minor compared to the cost of
complying with the new Environmental Protection Agency standards. These cost recovery or
sewer charge rate - setting methods were relatively
unimportant. Some sewer utilities charged on the
basis of the quantity of water a customer purchased. In many instances, a sewer charge was
determined as a percentage of the water bill. (That
is still the practice in some areas not yet served by
an EPA - grant- assisted water treatment plant.) In
other localities, the sewage treatment cost was in-

cluded in the municipal general fund and recovered through the ad valorem, or property tax. Although such methods were not necessarily fair in
matching sewage charges with benefits received,
they served the purpose for most users. Pollution
was still a new term; treatment standards were
much less stringent than they have become.
Since then, many municipalities have come under strict state and federal orders to improve —
this often means completely rebuild —their wastewater treatment plants to meed EPA standards,
But matching EPA construction funds have no
influence on skyrocketing costs of operation and
debt service. Hence, the problem of how to charge
fairly for wastewater treatment, and as a consequence, how to account for the costs.
Civil engineers have identified the components
of the cost of wastewater treatment as:
1. Cost of biochemical oxygen demand (B.O.D.)
expressed in pounds per day.
2. Cost of removing a pound of suspended solids.
3. Cost of removing a pound of phosphorus.
4. Cost of moving 1,000 cubic feet of liquid
through the system.
The first three factors concern the strength of
the wastewater and the fourth pertains to volume.
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To measure strength requires sophisticated tests
of effluent. Such tests usually are performed only
on industrial customers. To measure volume, the
easiest and most common method — although not
the most exact one—is to assume it equals the
customer's water use. Recalling that water is normally metered and sewage is not, one can readily
understand why this method is so popular.
Since residential effluent strength is pretty
much constant from customer to customer, volume could be a logical basis for charging residential users — except that it ignores inflow. Inflow is
the water contributed that does not come from the
municipal water utility and is not measured. This
may include roof water routed to the drain sewer,
sump pump water, or other "illegal" inflows to
the system. But if such inflows are outlawed and
effectively policed, and if exemption meters are
provided to users who divert the water —as in the
case of grass watering —a sewerage charge based
on metered water seems to be a reasonable basis
for charging residential users.
In the case of wet industries and other industrial users where strengths and components of
strength vary, a combination of charges for volume (usually measured at the in -plant water
source) and strength (usually determined by laboratory tests) is a reasonable basis of charge. Inflow
can be a problem here, too, unless it is effectively
policed or the volume of wastewater is metered.
On the face of it, then, it would seem that a
reasonably fair method of charging residential and
industrial customers for the costs of wastewater
collection and treatment could be developed and
administered without much difficulty. True. But
the problem often lies in finding agreement as to
just what costs the different classes of users should
pay for —and whether some costs should be recovered at all from users. Unfortunately, this problem
sometimes doesn't surface until the users (usually
local wet industries such as leather tanneries and
cheese factories) realize that their sewerage cost is
about to increase by 400% or more. Then, each
element of wastewater collection and treatment
costs becomes as important to the industries affected as their in -house production costs. If the
local municipal wastewater utility governing
board has never been educated in the finer points
of direct and variable costing, local industries may
regret it.
Costs to Be Recovered
Costs of a wastewater collection and treatment
system can be organized into these categories:
COSTS ATTRIBUTABLE TO EXCESS CAPACITY

Normally, wastewater treatment plants are
built to handle load requirements 20 or more
years from date of construction. If the engineers
can define excess capacity and if a cost can be
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attributed to it, that cost might not be charged to
present users, who receive no benefit from unused
capacity; but instead deferred through long -term
refinancing of debt service on excess capacity.
There is some authoritative support for charging
such debt service to property in the form of an ad
valorem tax.
A joint committee report of The American
Public Works Assn., American Society of Civil
Engineers and Water Pollution Control Federation states:
"Capacity for the future in interceptor
sewers and in the component parts of treatment facilities provides for the security and
development of property and for community
growth and is a proper charge to property,
as it is obviously unfair to charge present
users based on waste contribution for this
cost element. The charge to property can be
distributed on a front foot, area or property
valuation basis or on a combination method."

Matching EPA
construction
funds have no
influence on
skyrocketing
costs of
operation and
debt service.

It is interesting to note that while the EPA
guidelines Federal Register, (August 21, 1973,
Volume 38, No. 161, Appendix B) and a July 2,
1974 opinion of the U.S. Controller General do
not approve the use of an ad valorem tax to raise
needed revenues for operation and maintenance
costs of the treatment works, they do not disapprove of the use of such tax for the payment of
debt service on treatment plants.
COSTS ATTRIBUTABLE TO INFILTRATION AND
INFLOW

Inflow adds to both the costs of capacity and to
operating and maintenance costs associated with
volume. Since this water is basically rain water or
subsurface ground water, costs of strength treatment are nil.
Infiltration might be thought of as leakage of
subsurface ground water into the sewage collection system. Even if the local system was not designed to handle stormwater run -off (i.e., where
the community has a separate stormwater run -off
system), the joint committee report points out that
"certain parts of a wastewater collection (and
treatment) system are made larger than that required by direct use to provide for subsurface infiltration ... the cost of this additional capacity is
caused, in part, by or for property."
EPA rules will allow only the debt service cost
element attributed to the excess capacity for infiltration and inflow to be charged to property via
ad valorem taxes. Any operating and maintenance
costs attributed to infiltration and inflow might
more properly be charged to users on a per user
(fixed charge) basis and not on a volume (variable
charge) basis because there is no relationship be33

tween the flow and strength of any one contributor's effluent and the total amount of infiltration
and inflow contributed to the system.
Determining the volume of infiltration and inflow to a system is not easy, even if only a reasonable degree of accuracy is required. An approximation can be reached by determining the difference between the total flow received at the plant
and the total flow (allowing for exemption metered quantities) billed to users. The difference in
some communities can be 30% or more a year.

substantially during a year of a large rate increase) the fixed costs will be recovered.
ANY REMAINING DEBT SERVICE COSTS

The Joint Committee report mentions the need
to provide cost recovery "payments by undeveloped property or for the benefit of having sewer
and treatment capacity available whether used or
not ... and a distribution of charges according to,
the general community benefit that results from
having wastewater collection and treatment adequate for health protection, nuisance elimination,
and aesthetic enjoyment of waterways." In a report to one of its clients, The Medcalf & Eddy,
Inc. engineering firm writes, "although general
property taxes do not directly measure the use or
benefit received from the system, they do reflect
the generalized benefits appropriately charged to
the community as a whole, such as safeguarding
the public health and welfare and protecting the
community against claims for damages resulting
from stream pollution. In addition, property values normally increase when served by public
wastewater collection and treatment works."
Because of the lack of any methodology for attributing the costs of such benefits, the determination of how much, if any, of the remaining debt
service might be charged to property rather than
to wastewater system users is likely to be subjective. But at least some consideration should be
given to this cost because none of the operating
and maintenance costs of the system can be
charged to property under current EPA rules.

COSTS ATTRIBUTABLE TO ADMINISTRATIVE
AND OFFICE ACTIVITIES

if the utility has
never been
educated in the
finer points of
costing, local
industries may
regret it.

Administrative and clerical services for billing,
personnel management expenses, general insurance, building heat, communications, custodial
and employee education and training might be
charged on either a fixed or variable (full absorb tion) basis.
Although there may be arguments for absorbing this overhead cost into the volume parameter,
there are at least two very good arguments against
doing so:
L There is no way to show that certain of these
services benefit the large user any more than
the small user.
2. In setting revenues to match costs —an objective of enterprise accounting and budgeting —
the use of a fixed charge per user or class of
user would meet more assuredly the fiscal objective of breaking even. Since most of these
costs are fixed, it seems wise to charge a fixed
amount to each user so that no matter how
much the volume changes (and it can change

ALL OTHER COSTS

These costs would be, ideally and logically,

Table 1

TREATMENT COSTS AND USER PROFILE
Assume that S mall City, US A sewage treatment co sts for next year are budgeted as follows:
Available cost recovery bases
Categories of cost
Varia ble
Fixed
Property
Debt service cost, asso ciated with excess capacity
Infiltration and inf low costs:
Debt service
Operating and maintenance

Total

$350,000

$ 350,000

150,000

150,000
140,000

$140,000

Administration and office overhead costs

250,000

250,000

Remaining debt service costs

110,000

110,000

Sewage volume and strength costs
Total costs

$1,000,000
$1,000,000

1,000,000
$500,000

$500,000

$2,000,000

Assume that Small City, US A has the follo wing user census pro file.
User class
Wet industry
Commercial and dry industry
Residential
Total

34

No. of
users

Volume /strength (V /S)
units per year

3

80,000

150

50,000

9,847

120,000

10,000

250,000
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Table 2
AN UNFAIR APPROACH
V/S

Total user
charge

$8.00
$8.00
$8.00

80,000
50,000
120,000

640,000
400,000
960,000

32
20
48

$2,000,000

100

%

Rate

$

User class
Wet industry
Commercial and dry industry
Residential
Totals

Note: Only I f the ac tual V/ S appr oxi mates the esti mated V/ S i s ther e a good c hanc e f or the uti li ty to br eak even or even c ome c lose.

Table 3
A FAIRER APPROACH
Fixed user
charge

per V/S

per user

Total user
charge

150
7,500

320,150
207,500

80,000
50,000
120,000

$

Wet industry
Commercial and dry industry
Residential
Totals
Add costs recovered via ad valorem tax
Total user charges

V/S

320,000
200,000

@ $50.00

$

@ $4.00

User class

480,000

492,350

$1,000,000

$500,000

$

Variable
user charge

972,350
1,500,000
500,000

21
14
65
100%

Without a fair
cost recovery
system, local
wet industries
are likely to be
overcharged.

$2,000,000

Note: Even i f the ac tual V/ S does not appr oxi mate the estimated V /S, there is a good c hance for the utillty to br eak even.

those attributed to handling the volume and
strength of effluent contributed to the system. Accordingly, they would be distributed to the four
strength and volume costs listed at the beginning
of this article.
The significance of the problems in formulating
a fair sewage cost recovery system can be appreciated by any community that has upgraded its
wastewater collection and treatment system or is
planning to do so. Unfortunately, the local government is often unaware of the impact its sewage
charge rate system may have on local industries.
As a result, it often falls on the local industries to
provide an accounting analysis and recommendations to local government for its use in evaluating
a fair charge rate system.
How to Recover Costs—Setting the Rates
Unless the local government has properly identified the five cost categories described above and
carefully allocated them to the three cost recovery
bases — variable charge (volume and strength),
fixed charge, and property tax —it is unlikely that
larger volume users will be fairly charged. This is
illustrated in Table 1.
Unfair Approach
Assume that the wastewater utility board of
Small City, USA has elected to continue charging
for wastewater treatment after the installation of
its new $20 million plant (75% of which was
funded by an EPA grant) just as it did before the
new plant was built when its annual debt service
MANAGEMENT ACCOUNTING /DECEMBER 1978

and operating costs amounted to $350,000 per
year. Assume also that the city's engineering firm
was able to identify and measure the volume and
strength likely to be contributed from the various
classes of users. For simplicity, the volume/
strength factor will be referred to as V/S units. In
the real world it would be identified and measured
in terms of the four cost factors (B.O.D., etc.)
mentioned earlier.
Under this assumption, cost per V/S unit
would be determined simply as follows:
Total budgeted plant costs
for the year
Total V/S units expected
for the year
Cost to be recovered
(charge rate) per V/S

$2,000,000
250,000
$8.00

If actual volume and strength for the year
equaled the estimate, costs would be charged to
the user classes as in Table 2. Note: Only if the
actual V/S approximates the estimated V/S is
there a good chance for the utility to break even
or even come close.
Since this method results in a disproportionate ly larger charge for debt service and fixed costs to
wet industry, wet industry should object to this
cost recovery method,
A Better Approach
A fairer cost recovery method might be set up
as shown by the following schedules:
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Just what costs
should the
different classes
of users pay for?

FIXED RATE — Establish a charge per user as
follows:
Total fixed costs
Number of users
Annual charge per user

$500,000
10,000
$50.00

Some utilities set the fixed charge based on the
user's size of lateral pipe. For example, a large
user might have a $1,000 per year charge while a
residential user has a $40 per year charge.
VARIABLE RATE — Establish a variable charge
per V/S unit:
Total budgeted variable cost
Total anticipated V/S units
Charge per V/S unit

$1,000,000
250,000
$4.00

If actual volume and strength for the year
equaled the estimate, costs would be charged to
the user classes as in Table 3. Note: Even if the
actual V/S does not approximate the estimated
V /S, there is a good chance for the utility to break
even.

Achieving a Fair and Equitable Method
Obviously, if the three wet industries have an
assessed valuation greater than 21% of the total
assessed valuation in the taxing district, they
would bear a larger share of the total plant cost
than the 21 % shown and vice versa.
Although the combined fixed, variable, and
property tax cost recovery method is a much fairer method of charging those users and properties
that benefit from a wastewater treatment system,
it is not the simplest. The examples shown are
presented for the sole purpose of illustrating the
concept from an accounting viewpoint. In actual
practice many more factors must be studied and
applied in setting the user charge rates.
It should he emphasized that without a fair cost
recovery system, local wet industries are likely to
be overcharged. This could result in their losing a
competitive price advantage and, in turn, the community might lose its wet industries. Hence, it behooves local business and local government to
work together for a system that recovers costs on
a fair and equitable basis from those who
benefit,

FINANCIAL REPORTING: REPLACE COMPLIANCE WITH COMPETITION
Continued from page 19
A phase -in of the proposed system using voluntary disclosures of soft information as a starting
point would appear to be an excellent way of
starting to implement the changeover. Gradually,
the approach could be expanded to cover the
more traditional areas of financial reporting. We
suggest that the time has come to give up the idea
of consensus in accounting treatments and permit
accounting information preparers and users,
through the market mechanism of funds allocation, to develop the next generation of accounting
standards. This substitution of competition for
compliance surely will increase the usefulness of
financial accounting reports.
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Impact of GAAP on the
Profitability of
Mortgage Bankers
Applying GAAP to the mortgage banking industry results in a
mismatching of revenue and expense and materially degrades the
usefulness of financial statements.

By Edgar P. Melton and Burton W. Brooks, Jr
The mortgage banking industry has a heavy cross
to bear and that burden is known as GAAP. Specifically, GAAP has decreed that the mortgage
banker must charge to current operations all costs
related to the origination of mortgage loans for its
servicing portfolio, although the income to be derived from these loans —which can be substantial —will not be recognized until future periods.`
In effect, the mortgage banker, through the
origination process, has made an economic investment in an asset that will produce an income
stream stretching many years into the future. It is
our contention that this super - conservative application of GAAP to the mortgage banking industry produces a gross mismatching of income and
expenses and materially degrades the usefulness of
financial accounting statements for management
accounting purposes.
The Mortgage Banking Industry
Mortgage banking companies perform a basic
function in the national economy. They make it
possible for institutions with diversified geographic interests (such as life insurance companies, savings banks, savings and loan associations, and
pension funds) to invest in mortgage loans in any
part of the United States at a minimum of trouble
and risk. They help to transfer funds from instituMANAGEMENT ACCOUNTING /DECEMBER 1978

tions and areas that have a surplus to areas where
the demand for mortgages exceeds the available
money supply. They also help to even out fluctuations in the supply of mortgage money.
Mortgage bankers are the principal conduit
through which money is funneled into housing,
whether the money comes from government agencies or from the private economy. Basically, the
mortgage banker is the middleman of real estate
finance.
Mortgage banking can be better understood
when one looks at the three main areas of operating revenue. That is, the origination of residential
loans, the marketing of those loans to investors,
and the servicing of the loans for an investor.
ORIGINATION OF LOANS

Residential loan origination involves all activities required for actual disbursement of the loaned
funds. While private investors provide the funds,
federal agencies that insure or guarantee residential home loans require that certain procedures be
followed to reduce the risk involved in lending. To
comply with these requirements, certain documents must accompany the mortgage note. These
documents include a certificate of title insurance,
a certificate of fire insurance, a verification of the
borrower's employment and income, verification
of the borrower's bank deposits, and a survey of
the property being mortgaged. Once all of these
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documents are in order, the loan can be "closed,"
at which time the funds are disbursed.
For carrying out the procedures involved in
originating a residential mortgage loan, the mortgage banker earns a percentage of the loan
amount, at closing, as an origination fee. Federal
lending regulations limit this fee to one percent.
Higher fees can be charged when conventional
loans are made, although they are usually one percent also.
When the loan has been closed, it is then "warehoused" at a commercial bank. That is, a commercial bank lends funds to the mortgage banker
on the loans it has closed. These funds then are
used by the mortgage banker for the origination of
more loans. Later, when the loan is sold to an
investor, the warehousing loan is repaid.

ords for taxes and insurance and paying them on a
timely basis, and forwarding principal and interest
payments to the appropriate investor. Income in
the servicing area comes from a set fee agreed to
by the investor. This fee is a percentage of the
outstanding loan balance, usually ranging from
.25% to .44 %. Other significant sources of income
are late charges, loan change fees and fees received for selling life, accident, and health insurance to borrowers which they include in their
monthly payment.
Another way in which a loan can be added to
the servicing portfolio is by being purchased from
other lenders. This eliminates the entire origination function, but the loans are warehoused and
marketed to investors just as any other loan.

MARKETING TO INVESTORS
After a loan is warehoused, it is sold to a permanent investor in two ways. An investor will
purchase a block of loans at an agreed price, or,
more commonly in the last few years, the loans
will be grouped into a Government National
Mortgage Association (GNMA) Mortgage Backed Security Pool. These GNMA pools are issued as certificates having denominations as low
as $25,000, but more commonly in multiples of $1
million. These loans and pools are sold subject to
the fluctuations in the secondary mortgage market.
Any income or loss realized from the marketing
of loans will be derived from the difference between the selling price of the loans and the price
at which the loan was originated.' At its discretion, management may raise or lower the discount
rate at which loans are originated. This might be
done to meet competition, or to ensure a gain on
the sale of the mortgages, or to anticipate future
fluctuations in the secondary mortgage market.
As might be imagined, the rate at which loans
are originated or the "field price" can have a great
impact on loan origination volume. For example,
if management feels that the income to be derived
from future servicing is more important than a
decline in the current earnings, it may cut its field
price. This will cause a loss when the loans are
sold to investors, but it can be more than offset by
the increase in the future servicing fee income
since volume will rise due to more competitive
prices.

In this article we suggest alternative methods
for evaluating the financial impact of various residential loan production strategies in view of the
aforementioned GAAP deficiencies. However, we
exclude any considerations of net interest income
while loans are held in inventory, any gain or loss
incurred on the subsequent sale of such loans to
investors, and other direct marketing expenses.
We acknowledge the close interrelationship between the loan origination /servicing and marketing function, but believe that they are best considered as separate and distinct areas of operational
responsibility and profitability.
In order to accomplish this functional segregation, our analysis is premised on the following two
assumptions:

SERVICING LOANS
Once a loan is sold to an investor, either individually or as a GNMA security, the warehousing
loan is repaid. Then it is removed from the company books, and transferred to the "servicing
portfolio. " The servicing function involves receiving and recording monthly mortgage payments,
collecting late payments, maintaining escrow rec38

Alternative Methods for Evaluation

1. Field prices at which residential loans are originated will not be significantly above or below
field prices offered by competing lenders in
each branch market area. In effect, the study
will be isolated from the impact of price competition on loan production volume.
2. The marketing function will, at the very minimum, have a net zero impact on earnings over
the long run. That is, the trading account losses
and other direct marketing expenses will, over
a period of time, be fully offset by trading account gains and the net interest differential
earned on the loan inventory. In effect, the impact of the marketing function will also be isolated from the results of this study.
Discussed below are two specific methods that
both recognize and emphasize the essence of the
mortgage banker's economic rationale in originating and selling loans to investors, and for which
the GAAP approach will be proven inadequate.
The mortgage banker's primary objective in
selling loans to investors is to obtain the right to
earn a fee for servicing such loans until they mature. In effect, the mortgage banker is producing
MANAGEMENT ACCOUNTING /DECEMBER 1978

CASH PAYBACK

Using the cash payback method, management
selects a desirable time period in which all origination costs should be recovered, The net cash
return anticipated at the end of that period can
then be calculated, based on budgeted or forecasted levels of production costs and revenue. It can
thus be determined if the cash recovery expected
from an anticipated level of production is satisfactorily accomplishing the financial goals of management. For example, would management consider reducing current income if it could reasonably be anticipated that 100% of all cash outlays
would be recovered within 12 months and would
then subsequently continue to generate revenues
for many years into the future?
The formula for computing the net cash flow on
projected volume of production is (assuming that
the originated loans will flow into the servicing
portfolio at an even rate over a one -year period):
PVS X ASR _ DSC + MI + OI
N
N
N
N
PVS = production volume added to the servicing portfolio
ASR= the es timated average annual servicing
fee rate
DSC = the direct servicing cost
MI = mortgagor insurance fees
OI = other income
N = the desired payback period expressed as
the fractional part of the year
Direct servicing cost is the total cost of the Servicing Department including salaries, benefits, occupancy expense, data processing expense, and all
other direct expenses, Mortgagor insurance fees
are those received for the sale of life, accident, and
health insurance to borrowers net of related expense. Other income includes late charges, loan
changing fees, and miscellaneous income. All
these income projections are expressed in dollar
amounts per loan. They may be determined based
on past historical data or on budgeted or forecasted future performance. However determined, they
must reflect, as accurately as possible, the actual
cost that would be incurred if the estimated production volume was obtained.
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PRESENT VALUE OF NET FUTURE SERVICING
INCOME

The present value method is used to determine
the value of the stream of future servicing income,
net of related direct servicing expenses, that will
be earned over the life of the loan when discounted back to its current present worth. Implicit in
this approach is the concept that the exclusive
right to service a loan is an asset to the mortgage
banker that can be fairly valued at the moment it
enters the servicing portfolio.
This value, when netted against the related
origination costs, will provide management with
another objective tool for planning its loan production strategy and for measuring subsequent
performance against established objectives. In the
absence of other factors, the mortgage bank that
maximizes the present value of its future servicing
income, net of the related origination expense, will
maximize profits in the long run.
The problem with this approach is that the value is difficult to determine. First of all, the mortgage banker needs to know current servicing costs
per loan and then must estimate what the average
annualized increase in these costs will be over the
life of the loan. It should be noted that in this
approach unit servicing costs are reduced by an
ancillary income derived from the loan, such as
insurance fees and late charges.
The servicing fee rate must be known as well as
the principal balance of the loan. With gross income a factor of the loan amount and servicing
rates, and with servicing costs substantially constant per loan, it can be easily seen that the value
of a $100,000 loan will be greater than that of a
$50,000 loan, if expressed as a percentage of the
principal amount. Also needed is the interest rate
at which this future net income stream will be
discounted back to its present value, the interest
rate of the loan and its term in years.
Finally, some estimate of the length of time that
a loan will actually remain in the servicing portfolio is required. Even though the term of a mortgage may be set, for example, at 30 years, there is
no assurance that the loan will remain in the portfolio until maturity. Fortunately, mortality statistics on mortgage loans are available based on past
historical experience and can be applied realistically to most current loan production situations.
This last factor is the only one of those enumerated which will remain constant for all mortgage
bankers. The other factors
vary depending on
the operations and the future expectations of each.
It is particularly interesting and significant that
this method will produce different present values
for an identical loan from one mortgage banker to
the next.
Taking into consideration the complexity of the
interrelationship of all these factors, how can a
present value factor be determined? There are a

GAAP applied
to mortgage
banking
produces a
gross mismatch
of income and
expenses.

will

an asset (the exclusive right to service a loan)
which in turn will produce a net cash flow stream
and a source of income stretching many years into
the future. The front -end costs (expense according
to GAAP) are in reality nothing more or less than
an economic investment made to produce that asset.
The two approaches considered treat front -end
costs as investments. They are the cash payback
and present value methods.
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number of different statistical approaches that can
be taken, all of which are beyond the scope of this
study. However, present value tables for mortgage
loans are available in which such factors can be
obtained based on the value assigned to each of
the variables in the equation. The net present value factors used in this article are based on computer- generated tables prepared by Dr. Jack P.
Friedman, of the University of Texas at
Arlington.'

We suggest
alternative
methods for
evaluating the
financial impact
of residential
loan production
strategies.

COST OF PRODUCTION
The cost of producing the loans which will
eventually flow into the servicing portfolio (for example, the investment in the exclusive servicing
rights to the loan or the origination expenses according to GAAP) fall into five basic areas: net
direct origination costs, production administration, loan closing, shipping, and warehousing.
Net directorigination costs are the origination
fees less the cost of getting the loan. This includes
the salary and expenses of the solicitors who obtain the loans from real estate brokers, builders,
and others plus the processors who handle the application for the loan, credit reports, salary and
deposit verifications. Production administration
includes the expenses of management which are
directly related to loan production. Loan closing
includes the costs of those who obtain all the required documentation on each loan so that it can
be approved for closing. Warehousing costs are
those incurred in maintaining the closed loans in
the appropriate bank credit lines prior to sale to
an investor. Shipping includes the cost of forwarding the sold loan document packages to the purchasing investor.
In developing a residential loan volume production strategy, the cost variability of each of these
areas must be considered. For each volume of production selected for analysis, the five basic areas of
cost will be different. The level of each of these
cost areas for a specific volume of production will
be an estimate based on budgeted or historical expenses, plus or minus an amount which equals the
movement of cost in relation to movement in volume. This increase or decrease in cost can be determined in several ways but will always be a factor of production volume.
Theoretically, these costs should fluctuate in direct relationship with production volume with an
almost perfect correlation, taking into consideration a relatively mixed supervisory overhead. In
actuality, the correlation may not be as strong as
that assumed in this article, at least in the short
run. Each mortgage banker must estimate costs
and variability based on his own circumstances.
Putting the Strategy to Work
The use of the payback and present value methods as management tools for establishing a pro-

40

duction strategy can now be illustrated. If a company had completely shut down its residential
origination function, current earnings would have
increased by more than $850,000, while the present value of the future net servicing income lost by
not originating the same loans exceeded $2.5 million, a swing of about $1.7 million.
The objective is to determine the best overall
level of total production and also whether the volume of certain branches was sufficient to justify to
management their continued existence. In this respect, management wanted each branch ranked
according to its profitability, expressed as a percentage of production volume. The impact of closing various low profitability branches was then
considered.
For the purposes of comparability and clarity of
presentation, and also to allow us to contrast the
results of each method with the corresponding
GAAP impact on current operations, we have assumed that all origination costs incurred to originate the various levels of production occurred at
the same moment in time and that all of the loans
entered the servicing portfolio at the same time.
The following example is prepared from the current budget of the XYZ Corporation, a mortgage
banking firm having 23 residential origination offices in several states. It has budgeted production
volume for the year at 6,899 loans totaling
$223,116,000, an average servicing fee rate of
.375 %, direct servicing costs of $26.87 per loan,
average mortgagor insurance fees of $5.93 per
loan and average other income of $5.90 per loan.
Production management expense was predicted to
be $138,031, loan closing expense $227,730, warehousing expense $50,539, and shipping expense
$233,852. The production offices will show a total
net loss of $201,633. Table 1 show the relevant
production figures by office.
CALCULATING THE PAYBACK PERIOD
Management has decided to have as its goal a
twelve -month payback period. Using the data
above, the payback is calculated:
PVS X ASR —DSC + MI + OI
N
N
N
N
( $223,116,000 X .00375) — $185,376 +
$40,911 + 40,704 = $732,924
The net payback is calculated from this figure as
follows:
Twelve -month payback revenue
$732,924
Direct production
(branch office) loss
$201,633
Prod. mgmt. expense
138,031
Loan closing expense
227,730
Warehousing expense
50,539
Shipping expense
233,852 851,785
Net payback in one year
($118,861)
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Management has thus determined that under its
present operating situation, a total net cash loss of
$118,861 will be incurred at the end of the twelvemonth period.
As previously stated, management also wishes
to determine the optimum payback if certain unprofitable branches were closed. The calculation
of the revenues realized from these lower production levels is a simple matter of using the above
formula with the volume levels obtained by the
elimination of a branch. Thus, the elimination of

THE PRESENT VALUE COMPUTATION

Using the same example, the present value of
net future servicing income can be found. Management has forecasted that loans closed will have
an interest rate of 8.75 %, a term of 30 years, an
average servicing fee income of .375 %, and an inflation factor of 6% on servicing cost over the life
of the loan. The desired yield rate on cash flow is
9 %. From the appropriate table, the present value
for such loans entering the portfolio is found to be
1.53% of the principal amount of the loan.'

Table 1
PRODUCTION FIGURES BY OFFICE

Loans pur,
from others

888
6,899

Rank in
order of %
Income

$( 12,837)
4,500
1,878
6,132)
2,423
( 14,641)
8,573)
1,386
1,473
8,354)
8,838)
18,601)
( 35,204)
4,509)
( 1,204)
3,633)
19,686)
20,222)
22,487
25,039)
19,027)
16,567)
9,767)
$(201,633)

(.2140)
.0500
.0235
(.0876)
.0485
(.2930)
(.0953)
.0277
(.0327)
(.0522)
(.0589)
(.3720)
(.3912)
(.0902)
(.0093)
(.0363)
(.1410)
(.2528)
.1874
(.3478)
(.2718)
(.2071)
(.1395)

17
2
5
11
3
20
13
4
7
9
10
22
23
12
6
6
15
19
1
21
18
16
14

(

(

(

(

(

(

(

(

(

(

(

(

Income (loss) as
a % of volume

(

6,000,000
9,000,000
8,000,000
7,000,000
5,000,000
5,000,000
9,000,000
5,000,000
4,500,000
16,000,000
15,000,000
5,000,000
9,000,000
5,000,000
13,000,000
10,000,000
14,000,000
8,000,000
12,000,000
7,200,000
7,000,000
8,000,000
7,000,000
$194,700,000

Budgeted net
income (loss)

(

195
273
216
200
166
180
277
169
137
482
422
164
288
152
433
323
477
271
260
247
196
258
225
6,011

(Dollar volume
to be uroduced
$

Office

Number of loans
to be produced

Payback and
present value
provide a more
realistic answer
to the effect on
cash flow and
profitability.

28,416,000
$223,116,000

the worst, or 23rd - ranked branch would reduce
volume by $9 million and the number of loans by
288. Also note that the total direct loss on production would decline from $201,633 to $166,429.
Regarding the production management, loan closing, warehousing and shipping expenses, XYZ
Corporation assumed that 15% of these expenses
would be fixed, but that the other 85% would
fluctuate in direct proportion to the number of
loans closed.
Table 2 shows the impact of reduced production and the closing of various other branches,
From this Table it can be seen that by closing ten
of the poorest performing branches, the net cash
payback would be maximized.
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Therefore, the value of the loans budgeted to
fees produced by XYZ Corporation is:
$22,116,000 X 1.53% = $3,413,675
In a similar manner, the present value of various levels of production and the impact of closing
unprofitable branches can be determined and it
also is presented in Table 2. Note that in contrast
to the GAAP and payback methods, the most advantageous level of production was with the full
operation of all 23 branches.
Inadequacy of GAAP
It can be readily determined from Table 2 that
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both the payback and present value methods not
only provide management with more useful approaches to the task of developing a production
volume strategy than does GAAP, but they also
provide a more realistic answer as to what effect
that strategy will have on the two most basic vital
signs of a company's economic health: cash flow
and long -term profitability.
The payback method has provided the mortgage banker with the necessary information needed to determine the relatively immediate cash -flow
impact of a given level of residential loan production. The overall significance of the $118,861
twelve -month payback cash deficit on the original
budgeted volume of $223.1 million would depend
on the original working capital position at the beginning of the period.
Of obvious importance, however, is the knowledge, first, that at all levels of production evaluated, the funds invested to create the servicing asset
were recovered in approximately the same length
of time. Secondly, that although there was initially some improvement in the cash flow by closing
the least profitable offices, the impact of moving

from one level of production to another on overall
cash flow was minimal, and that over the full
range of alternatives evaluated, the total change
was an improvement of only $150,825, or 18% of
the budgeted origination costs.
The present value method produces more dramatic results. As originally budgeted, the production volume of $223.1 million had a gross present
value of $3.4 million and a present value net of
current origination expenses of $2.6 million. By
closing its 15 least efficient branches, XYZ Corporation would have reduced production to $94.9
million with a present value net of current origination expenses of $1.1 million -a decrease of $1.5
million. Table 2 shows this decline to be consistent over the various levels of reduced production.
Comparing the Present Value Method and GAAP
The most dramatic result of all comes from the
comparison of the optimum levels of production
indicated by the present value method and by
GAAP. The present value method says, operate
23 branches and produce all you can. GAAP says,
close all your branches and produce nothing!

Table 2
WITH UNPROFITABLE BRANCHES CLOSED

Volume of loans
Originated
Purchased
Number of branches
Present value of purchasing
future servicing (@ 1.53)
Less origination costs (above)
Present value net of current
origination expenses
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Four
lowest

$138,031
233,852
227,730
50,539
650,152
201,633
851,785

$131,029
225,901
219,987
48,821
625,738
166,429
792,167

$131,029
221,926
216,116
47,962
617,033
147,828
764,861

$117,326
208,011
202,566
44,954
572,857
108,148
681,005

651,309
40,704
40,911
732,924
(118,861)

676,139
39,595
39,796
755,530
(36,367)

660,546
38,627
38,824
737,997
(26,864)

623,220
36,108
36,292
695,620
14,615

466,803
26,538
26,674
520,015
64,841

422,330
24,007
24,129
470,466
61,382

299,941
17,505
17,594
335,040
31,964

6,111
888
6,999

5,823
888
6,711

5,659
888
6,547

5,232
888
6,120

3,610
888
4,498

3,181
888
4,069

2,079
888
2,967

194,700,000
28,416,000
223,116,000

185,700,000
28,416,000
214,116,000

180,700,000
28,416,000
209,116,000

168,500,000
28,416,000
196,916,000

118,500,000
28,416,000
146,916,000

104,500,000
28,416,000
132,916,000

66,500,000
28,416,000
94,916,000

23

22

21

19

13

11

8

3,199,475
(764,861)

3,012,815
(681,005)

2,247,815
(455,174)

2,033,615
(409,074)

1,452,215
(303,076)

2,434,614

2,331,810

$1,792,641

$1,624,541

$1,149,139

3,413,675
(851,785)
$2,561,890

3,275,975
(792,167)
$2,483,808

Ten
lowest

Twelve
lowest

Fifteen
lowest

89,720
162,293
158,045
35,074
445,132
10,042 '
455,174

82,819
150,367
146,431
32,497
412,114
(3,040)
409,074

69,016
119,342
115,459
25.623
329,440
26,364)
303,076

$

Two
lowest

$

Lowest

$

Origination costs (GAAP basis)
Residential administration
Shipping
Loan closing
Warehousing
Subtotal
Branches (net)
Total origination costs
12-Month payback revenue
Net servicing income
Late charges, change fees, etc.
Mortgagor insurance fees
Total
Payback over (under) orig. cost
Number of loans
Originated
Purchased

Full
budget
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' Statement of Position 76.2, Accounting for Origination Cmrs and Loan and
Commitment Fees in the Mortgage Banking Industry, AICPA. New York. N. Y..
1976.
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Figure 1
LOAN PRODUCTION DECISIONS:
GAAP VS. PRESENT VALUE
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Clearly the GAAP approach is an inadequate
basis for making loan production decisions because it ignores the economic reality that you
must invest money to make money. This approach
eventually would put the mortgage bankers out of
business.
A comparison of the two methods reveals that
it is the total level of production that has the
greatest impact on increasing the present value of
the loans added to the portfolio —not the number
of branches. It is also the narrowness of the spread
between the present value of the loans produced
and that amount net of origination expenses that
maximizes profits in both the long and the short
run. This fact can be seen from the behavior of the
respective curves representing this situation in
Figure 1 as loan origination volume declines. If
the mortgage banker could continue to produce
$223.1 million in loans and, at the same time, reduce his origination costs, then profitability in
both the long run and short run would be improved. This could be accomplished by closing the
least efficient branches and reallocating their resources in new marketing areas that promise to be
more profitable.
Furthermore, if a mortgage banker could maximize profits from current operations by closing
down all production operations, then GAAP, for
recording loan origination costs by mortgage
bankers as decreed by the AICPA SOP 76 -2,
needs to be seriously reconsidered. The urgency of
this need is emphasized by the exposure draft issued by the AICPA on Accounting for Service
Transactions which, in essence, suggests that certain initial direct costs (which the authors construe as encompassing a substantial portion of the
aforementioned loan origination costs) be capitalized and amortized in a manner consistent with
the recognition of the related servicing income.
Resolution of the apparent conflict between this
latest exposure draft and AICPA SOP 76 -2
should bring about a more rational set of GAAP
rules for the mortgage banking industry.
❑

$1000

.M
0
$500
Net c ash pay bac k

Pr od uc ti on volum e ( m i lli ons)

' Statement of Position 74 -12. Accounting Practices in the Mortgage Banking
lndustrv. AICPA. New York, N. Y. 1974.
'Jack P. Friedman, "Servicing Income Tables Simplify Valuation of Portfolios."
Mortgage Banker. March 1978.
' The present value used was extrapolated from the table presented on page 28 of
the article by Dr. Friedman noted above.
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This Hospital Service
Forecasts Inflation
for Its Fiscal Health
Because such a significant portion of our pricing policy was
influenced by expected inflation, we began a program to forecast it
more precisely. Now, every phase of planning is affected by the
inflation forecast model.

R. Allen Vaughan

R. Allen Vaughan is
planning and fiscal
specialist for Samaritan
Health Service, a
multihospital
corporation in Phoenix,
Ariz. He holds an MBA
degree from Arizona
State University. Mr.
Vaughan is a member
of the Phoenix Chapter,
through which this
article was submitted.

Not - for -profit hospitals are confronted with the
same challenges of inflation a s any business because like any business organization they must remain viable, and inflation threatens that viability.
A hospital must manage a cash flow adequate to
meet current demands as well as to provide funds
for new technology, expansion, and replacement
of plant facilities.
In many states, hospitals are not free to adjust
prices of patient services to allow for inflation or
other increases in the cost of doing business. Controls are established at the state, local, and federal
levels, to determine the rates hospitals can charge
both for the services themselves and for any reimbursement to be received from third parties.
Inflation in a Rate-Controlled Environment
Samaritan Health Service is mandated by law to
file a rate review package supporting any proposed rate increase with the Central Arizona
Health Systems Agency ( CAHSA) and the Arizona Department of Health Services. Although Arizona's program does not require hospitals to comply with the recommendations ofeither CAHSA
or the Department of Health Services, nevertheless, a hospital's public image and the public's re-
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sponse to it are sufficiently significant to weld together the recommendation and the resulting rate
increase.
Arizona allows rate increases on a prospective
basis; hospitals may increase rates in anticipation
of an escalation in the cost of providing hospital
services and in expectation of other financial
needs such as expansion or replacement of plant,
property, and equipment. In the past two years,
Samaritan has increased rates 9.4% and 9 %. A
minimum of two- thirds of those increases was required to offset the impact of inflation. Because
such a significant portion of our pricing policy is
influenced by expected inflation, we began a program in 1976 to forecast inflation more precisely.
The application of information provided by that
program has expanded to include the determination ofdepartmental budgetary needs, the evaluation of purchasing effectiveness, and the basis for
expense projections and pricing policies in longterm planning. Every phase of planning at Samaritan is now affected by the forecasts of the inflation model.
Projecting Inflation at Samaritan
Samaritan's program is comprehensive. For
budgetary and rate review purposes, we forecast a
rate of inflation for each expense account in the
MANAGEMENT ACCOUNTING /DECEMBER 1978

Using these steps, we forecasted 1978 supplies
inflation for our budget and rate review filing.

Comparison with National Trends
Beginning in 1977, we compared the indexed
trend of prices for selected sub - accounts to price
changes for components of the Wholesale Price
Index and the Consumer Price Index. By establishing a significant statistical relationship between the Samaritan index and the national index
Table 1
SAMPLE SIZE BY SUB-ACCOUNT CLASSIFICATION
Sample
size

Description

20
15
7

Prosthesis
Sutures surgical needles
Surgical supplies — general
Anesthetic materials, oxygen and other medical gases
I. V. solutions
Pharmaceuticals
Radiological film
Other medical materials and supplies
Food
Cleaning supplies
Office administrative supplies
Other minor equipment and non - medical supplies
Surgical parts sheets
Radioactive materials
Total samples
&

3
7
222
5
56
58

4
8

24
3
10

&

1. Established a sampling method to determine
the actual impact of inflation on the Samaritan
system.
2. Determined by statistical methods any historical relationships that existed between Samaritan's supplies inflation and inflation for components of national indices as the Consumer Price
Index (CPI) or the Wholesale Price Index
(WPI).
3. Identified any statistical relationship between
Samaritan's historical price trend and several
common curve types.
4. Obtained price forecast information from
sources such as vendors, manufacturers, and
department heads at Samaritan.
5. Combined all sources of forecasted inflation
into a final sub - account by sub - account projection.

all sampled items are inventoried, some adjustments to the data will be necessary for comparison
purposes. However, the new program will allow
verification of the sample results in most sub -accounts.

&

general ledger. As the method employed varies by
expense account, the space required even to describe the methods briefly would be too demanding. Therefore, we will limit our scope to the
methods we used to forecast inflation for one operating expense: supplies. These we divided into
16 major expense accounts in Samaritan's general
ledger —again too large for close analysis. In this
article we will explain generally applied methods
rather than specific procedures.
To begin, we took several comprehensive steps
to forecast supplies inflation:

442

Sampling Supply Items

Table 2

We monitored prices for 442 supply items purchased by Samaritan on a monthly basis. A sufficiently large, stratified sample, as shown in Table
1, is needed to monitor price changes for supplies
accurately and provide feedback to management
about those supply classifications inflating at the
fastest pace. The categorical detail is sufficient for
management to know what sub- account is causing
inflation problems, and if appropriate, what category within that sub - account is the culprit. The
level of detail that is represented in the sub -accounts is shown in Table 2.
Several revisions have been made to the original
sample, A periodic review of the items with employees in the Materials Management and Food
Service departments and with department heads
at the several hospitals ensures that the sample
remains representative. Beginning at midyear
1978, a quarterly comparison of prices for all inventoried items became available. With that program, the inflation rate for the sample during the
past quarter and eventually for the past twelve
months can be compared to the inflation rate for
the population of all inventoried items. Since not

CATEGORICAL DETAIL FOR PHARMACEUTICAL
SUB-ACCOUNT
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&

&

&

&

&

&

Description
Antihistamines
Antineoplastic (anti - cancer)
Anti- infectives
Automemic drugs
Blood derivatives
Blood formation coag. products
Cardiovascular
Nerve System drugs
Diagnostic agents
Electrolyte, calorie wtr, bal. agents
Enzymes
Expectorants cough prep.
Eye, ear, nose throat prep
Gastricont drugs
Hormones
Local anesthetics
Oxytocics
Serum toxids vaccines
Skin products
Spasmolytics
Vitamins
Miscellaneous
Total

Relative Importance
1.9%
2.0
26.7
6.2

13.7
2.9
1.8
17.2
1.6
5.9

0.3
0.7
0.8
2.5
11.0
1.1
0.5
0.2
0.6
0.7
0.5
1.2
100.0%
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using historical data, we could assume that the
rate of inflation projected for the national index to
be a reasonable projection of Samaritan's expected
inflation rate. This assumption we periodically review to determine if current circumstances have
affected the historical relationship.
For example, we compared the weighted food
price index for the period June 1975 -May 1977
to several components of the CPI and WPI, and
the local CPI -Food at home index as prepared
by the Bureau of Business and Economic Research at Arizona State University. Correlations
for those two years of data are as follows:
Correlation
Index
coefficient
CPI -All items
.9091
CPI -Food
.8404
CPI -Food at home
.7267
CPI -Food away from home
.9149
WPI -All commodities'
.8890
WP I - Processed foods and feed' .0306
WP I-F oo ds '
.0746
WPI prices were lagged up to six months
without any meaningful improvement in the correlation.
'

Our formula:
Add 1 small
portion of
scientific
method to 1
large dose of
horse sense.

and sheets, pharmaceuticals, radiological film,
and other nonmedical supplies, for which high
correlations exist with components of the national
indexes, and also for cleaning supplies and office
and administrative supplies.
Fitting to Curve Types
Next, we took the indexed monthly price trend
for each supply sub- account and fitted it to six
curves: linear, exponential, power function, and
three hyperbolic curves. Where the curve fit met
the acceptance criterion of a .70 index of determination, it was extrapolated through the remainder
of the current year and for the twelve months of
the projected year. We then calculated the percent
of increase between the average index of the current year and the projected year to determine the
projected inflation rate.
For many sub - accounts, more than one curve
type met the acceptance criterion. For these accounts, we extended each acceptable curve type
and calculated the inflation rates. In several cases,
the extrapolated curve climbed at too steep a rate
to be reasonable and so we eliminated it from further consideration. The projected inflation that we
derived from the remaining curves was compared

Table 3

Account
description

&

&

&

Sutures and surgical needles
Surgical packs
sheets
Surgical supplies - general
Oxygen and other medical gases
I. V_ solutions
Pharmaceuticals
Radiology films
Other medical materials sup.
Fo o d -o ther
Linen and bedding
Cleaning supplies
Office and adm. supplies
Employee wearing apparel
Instruments minor med. equip.
Other minor equipment
Other non - medical supplies

Expense
dollars

°% of
supplies

1,252.20
1,325.60
478.10
22.00
2,042.00
3,086.30
25,261.00
42,665.00
1,014.40
1,521.70
176.10
5,697.20
51.70
7,030.90
3,005.20
4,698.20

1.261
1.335
0.481
0.022
2.056
3.107
25.432
42.954
1.021
1.532
0.177
5.736
0.052
7.078
3.026
4.730

$

SAMPLE OF WEIGHTED DEPARTMENTAL SUPPLIES INFLATION PROJECTION
Estimated
Inflation
inflation contribution
7.75
2.36
4.00
0.
0.
6.35
5.10
6.50
6.00
5.21
7.00
5.00
5.21
6.50
2.00
6.50

0.0977
0.0315
0.0193
0.
0.
0.1973
1.2970
2.7920
0.0613
0.0798
0.0124
0.2868
0.0027
0.4601
0.0605
0.3075

-

=

Department totals:
Expense dollars
9,9327.60
Inflation rate
5.71%

We found a high correlation existed historically
between the Samaritan Food Index and the
"CPI -Food away from home," and the "CPI All items." Because national inflation projections
available to Samaritan did not provide a forecast
for the "CPI -Food away from home" component, we accepted the projection for the "CPI All items" as a reasonable estimate of SHS's inflation.
We used a similar method for surgical packs
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with information we obtained from other sources
to arrive at the final projection (Step 5 as described above). Whenever a method produced a
situation in which no curve fit was acceptable, we
eliminated it from inclusion in the final analysis.
Projections from Other Sources
In order to get some idea of how outside
sources were reacting to inflation, we sent form
letters to major vendors and manufacturers reMANAGEMENT ACCOUNTING/ DECEMBER 1978

Synthesis of All Information
At this final step, we evaluated all sources of
information for each sub - account. For some sub accounts, we simplified the process because all
methods of forecasting converged on the same inflation projection.
The pharmaceuticals projection offers a case
in point:
Based on extrapolation of fitted curve 6.29%
Based on correlation with national
index
6.40%
Because of the small difference between the two
projections, we accepted the average of 6.35% as
the final projection. For several sub - accounts, the
projections did converge so we accepted a simple
mean of the projections.
The ease with which the projection converged
for pharmaceuticals was not evident for many
other supply sub - accounts. In these cases, where
there were significant differences between the projection methods, we challenged the preciseness of
the fit, the strength of the relationship or the reliability of the vendor's estimate. If two projection
methods used converged on a small range of projections —but the remaining one was significantly
different —we gave close scrutiny to the variant
projection and usually identified it as aberrant and
excludable from further consideration,
At this point, we might well recommend a formula for the synthesis step of the projection process: one small portion of scientific method to one
large dose of horse sense. What else works, after
evaluating three different projections for one sub account to find each is methodologically sound,
and each equally likely to occur?
As a final review of all supply inflation projections, we sent a computer printout of the inflation
projections for each sub - account to each department head at all hospitals. The sub - account inflation projections were weighted by the year -to -date
dollars spent for each sub - account as shown in
Table 3. All weighted sub - account inflation contribution factors (sub- account inflation X weighting) were summed, thus providing the department
head a reasonable estimate of the sub - account projections' overall effect on his department. We
made several modifications based on the feedback
MANAGEMENT ACCOUNTING/ DECEMBER 1978

from the department heads. After their review
and recommendations, we submitted the inflation
projections for inclusion in the 1978 rate review
package and in the 1978 budget. Table 4 shows
the summary of those projections.
A Naive but Reliable Model
Samaritan's effort to project the likely impact of
inflation is extensive. For many organizations,
that effort may be too extraordinary. But for a
not - for -profit hospital system operating exclusiveTable 4
SUPPLIES SUB-ACCOUNT INFLATION —FINAL PROJECTION
Description
Prosthesis
Sutures and surgical needles
Surgical packs and sheets
Surgical supplies — general
Anesthetic materials, oxygen, other gases
I. V. solutions
Pharmaceuticals
Radioactive materials
Radiological film
Other supplies, instruments, and minor medical equipment
Food
Linen bedding and employee wearing material
Cleaning supplies
Office and administrative supplies
Other minor equipment
Other non - medical supplies
&

questing a "ball park estimate" that would provide us with the general direction in which they
thought prices would go.
We received a response from everyone queried.
Some honestly admitted they were taking a wild
guess. Others forwarded our request to their home
offices or, in the case of some vendors, our letter
was sent to the manufacturer. We used the feedback from vendors and manufacturers in the final
analysis to modify our quantitative methods.

Projected
Inflation
10.71%
7.75
2.36
4.00
0
0
6.35
2.00
5.10
6.62
6.00
5.21
7.00
5.00
6.40
6.50

ly in an environment where its rates are controlled
by other than the normal marketplace forces the
time and effort spent on forecasts significantly affects the pricing policy decisions at Samaritan and
the rate review recommendations of the Central
Arizona Health System Agency and the Arizona
Department of Health Services. Approximately
70% of our incremental increase in revenue to
meet the financial needs of the system are based
on the projected impact of inflation. That a 1%
error in that projection causes the bottom line to
suffer by $1 million justifies that expenditure.
Samaritan's program is an ongoing one with revisions and modifications being made to improve
the projection capability. Because it is a naive
model, forces operating exogenous to Samaritan
can adversely affect the reliability of the projection. The rise in the price of food for the first four
months of 1978 is a case in point. On the other
hand, the naive model is proving to be a more
reliable planning tool and credible method than
the more naive assumption that the prevailing
winds of inflation, the CPI, or the WPI reasonably
reflect the impact of inflation on Samaritan's hospitals. The acceptability of the model internally
and its success with outside groups attest to its
value as a planning and control tool.
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Capital Budgeting for Hospitals
A rational, orderly approach to budgeting decisions improves the
probability of containing costs.

By James D. Suver and Bruce R. Neumann
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More and more attention is being focused on cost
containment in health care organizations. In addition to the President's cost containment proposal,
separate bills have been submitted by several Congressmen. There is also an attempt by the hospital
industry to establish voluntary reductions -2% in
1978 and another 2% in 1979 —in the increase in
hospital cost.
One feature of most common cost containment
proposals is some restriction on funding for capital investments. This restriction may be necessary
because depreciation and interest are typically reimbursable costs under most cost -based reimbursement plans and higher depreciation and interest costs are merely passed through to the reimbursing agency.
Major restrictions on the amount of funding for
capital investments can be expected to lead to capital rationing problems for most health care organizations. In the typical capital budgeting process,
only those investments yielding acceptable rates of
return should be approved. A priority list typically is developed which reflects the administrator's
evaluation of the key factors that are affected by
each proposal. The rate of return on the investment should be one of these key factors. Unfortunately, under cost -based reimbursement, the typical capital budgeting techniques for some projects
will show negative or very low rates of return.
This is due to the peculiarities of cost -based reimbursement models where the benefit of cost sav-

ings typically is passed on to third parties.
Because reimbursements for depreciation and
interest payments and implicit deductions for cost
savings complicate the evaluation of capital projects, this article adapts the typical capital budgeting model to the health care environment, Its purpose is to offer an alternative approach which will
alleviate some of the difficult capital budgeting
problems described above.
The Theoretical Capital Budgeting Evaluation
Process
Conventional capital budgeting theory requires
that estimates be made of the amount and timing
of the cash inflows and outflows. These cash flows
are then discounted using the appropriate cost of
capital. From this analysis, either a net present
value or an internal rate of return can be determined.
For example, assume an investment for a new
X -ray machine which has a purchase cost of
$10,000 and is expected to reduce lab salary costs
by $2,500 for five years. Its cost of capital is 14%
and the discount factor for five years at 14% is
3.433.' The net present value could be computed
as shown in Table 1.
The negative net present value shown in Table 1
indicates that the investment returns less than
14 %. At a 14% cost of capital, this project would
be rejected.
Capital Budgeting for Health Care Organizations
The difficulty in applying these techniques to
MANAGEMENT ACCOUNTING /DECEMBER 1978

B. Cash outflows (loan repaid in equal installments). This is similar to a financial leasing
arrangement. An operating lease agreement
could be handled in the same manner, except
cash inflows and outflows would be changed,
Repayment of the loan is in five equal payments at 8% interest.
2,740 X 3.79 = 10,384
2,638 X 3.79 = (10,000)
NPV = +384
C. Cash outflows (loan repaid in one payment at
end of five years with interest payments made
annually).
2,740 X 3.79 = 10,384
— 10,000 X .62 = (6,200)
8,000 X 3.79 = (3,032)
NPV = +1,152
We could, of course, obtain more differences in
the rates of return by further varying the proportion of debt and the percentage of cost based reimbursement. However, the key question remains,
should the financing decisions affect investment
decisions? Should we calculate different rates of
return for capital projects based on how they are
financed? This is clearly in conflict with current

of

most hospital capital investment decisions is that
the cost savings would not be realized by the hospital. This is due to the fact that most of the savings would accrue to the third party reimbursers
because cost savings reduce otherwise allowable
costs. For example, in Table 1, the $2,500 reduction in salary expense would be offset by reduced
reimbursements from third party payers, and the
amount of the offset would be dependent on the
proportion of cost -based patients. For example,
different proportions of cost -based patients would
lead to different amounts of savings, as shown in
Table 2.
Hospital savings (Column 3) must also be increased by the amount of depreciation received
from the third parties. In the example problem,
assuming that the X -ray machine could be depreciated on a straight -line basis for five years, the
annual depreciation charge would be $2,000 /year
(10,000/5). The total cash flow to the hospital is
shown in Table 3.
The inclusion of depreciation reimbursement is
very similar to the impact of taxation on a typical
profit- seeking organization. That is, a 100% tax
rate would result in a $2,000 savings from the depreciation expense of $2,000; whereas, a zero tax
rate would result in zero savings.
Until hospitals are able to obtain incentives
from reimbursers for cost savings, capital investment decisions must include the effects this implicit tax. Health care organizations with a high
proportion of cost -based patients have little incentive to reduce costs. While this is an unfortunate
situation, it must be reflected in the capital budgeting decision process.
Another complicating factor occurs when interest reimbursements are included in the analysis.
For example, incurring debts on the purchase will
lead to increased reimbursement from third party
payers. If $10,000 is borrowed at 8% with 100%
cost -based patients, the hospital would fully recover its interest cost from third parties. The cash
flow resulting from interest reimbursements could
be computed for varying proportions of debt and
percentages of cost -based patients. However, the
loan principal must also be repaid and this adds to
the cash outflow.
Table 4 illustrates two different capital investment analyses. Different rates of return are obtained because of the different methods of financing the project.
The investment analysis for the facts in this example could be computed as follows:

x

10,000 X

PVF =
3.79 =
1.0

=

COMPUTATIONS
Factor
X

1.0
3.433

—10,000
8,583

=

x

Present value
=

Amount
—10,000
2,500

Outflows
Inflows

1,417
—

Net present value

Table 2

%

SCHEDULE OF COST SAVINGS
Cost -based
patients
100
80
60
40
20
0

Amount
of offset
$2500
2000
1500
1000
500
0

Hospital
savings
$

0
500
1000
1500
2000
2500

of

capital budgeting theory that requires the financing decision be separated from the investment decision, This reasoning is based on the premise that
the decision on whether one piece equipment is
financed by debt while another is purchased by
donations or from the hospital's equity is more a
the availability of the various sources
matter
than the impact on the investment decision. For
example, not every investment can be funded by

PV
7,959
( 10,000)

NPV = — 2,041
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of

2,100

x

$

A. Cash outflows (no loan).

Table 1
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debt. Once the debt capacity is exhausted, then
future investments must be funded by other
means. An increase in donations and equity leads
to an increase in debt capacity and so on. It would
seem logical that investments should not be approved solely because of the availability of certain
types of financing at a certain point in time.
The problem is illustrated in Table 3 showing
the impact of borrowing the money or using internally generated funds. Failing to consider this
problem may lead to accepting some low- yielding
projects when debt funds are available and it may
Table 3

%

CASH FLOW TO HOSPITAL
Cost -based
patients

Savings
(T able 1)

100
80
60
40
20
0

$

0
500
1000
1500
2000
2500

Depreciation
reimbursements
$2000
1600
1200
800
400
0

Total
savings
$2000
2100
2200
2300
2400
2500

Table 4

TWO CAPITAL INVESTMENT ANALYSES
Facts

$

$10,000
2,500
80%
8%
10%

Purchase price of X -ray machine
Salary savings each year for 5 years
Cost -based patients
Cost of borrowing
Cost o f capital f or hospital

Cash inflows:
(No loan)
Salary savings
Depreciation

$2,500 — .80 (2,500)

$ 500
1,600
$2,100

Total cash flow
Cash inflows:
($10,000 loan)
Salary savings
Depreciation
Interest*
Total cash flow

$2,500 — .80 (2,500)
.8 (2,000)
.8 (.08) ($10,000)

$ 500
1,600
640
$2,740

• I n some cases, the rei mbursement proc edures wi ll require an offsetting of any interest
ear ned on i nvestments not i n the plant f und.

lead to rejecting higher yielding projects when
debt. funds (or leases) are not available. It may
also lead to the failure to accept projects which
may generate cost savings or a higher quality of
care when debt financing is not available.
Given the increasing importance of debt financing to most health care organizations, recognition
should be given to the implicit cost of interest.
The capital budgeting process should include consideration of the organization's capital structure,
and this interest factor should not be dependent
upon how an individual project is financed. One
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way to alleviate these problems would be to recognize that interest cost accrue to all capital investments. This could be accomplished by:
1. Developing an optimum financial structure for
each health care organization. For example,
the board of trustees and the administrator
might decide that they want a financial structure composed of 50% debt and 50% internal
sources.
2. Determining the appropriate interest rate for
this type of financial structure. This could be
based on current interest rates or expected future interest rates.
Given these two factors, the following approach
is recommended to evaluate capital investment decisions:
Cash outflow:
Purchase price of X -ray machine

$10,000

Cash inflows:
$2,500 salary savings —(.80) (2,500)
$ 500
+ Depreciation (.8) (2,000)
1,600
+ Reimbursement for interest costs
320
(10,000) (.08) (.80) (.50)*
Total cash flow:
$ 2,420
• 80% cost -based reimbursement, 50% debt financing and 8% interest rate on a $10,000 investment.
This approach maintains a constant proportion
of debt, based on the optimum financial structure,
for all capital investment decisions. This decision
model eliminates the impact of how the project is
financed. All projects are given credit for interest
reimbursements that are consistent across projects. Ranking decisions would be made on the basis of the project's contribution to cash flow and
not on how the project was financed.
In general, the proposed method would incorporate either explicit recognition of some interest
reimbursement for each project or an interest
charge for each project. As long as a consistent
approach is utilized, the hospital administrator
will be removing the effect of the financing method from the acquisition decision.
Purchases with internal funds are not "free" of
any financing effect on the optimal financial structure of the organization. Totally ignoring the implicit interest costs of purchases will ultimately
mean that some purchases which should be made
will be rejected when the debt capacity is
achieved. Therefore, this approach distributes (averages) the effects of alternative financing methods
over all projects. It also incorporates the peculiariContinued on page 53
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Measuring Performance of a
University Accounting
Department
If we construct overall objectives and use them as a frame of
reference, we can provide for the development of more specific,
performance- measuring criteria in a typical
university accounting department.

By Robert E. Shirley
In view of the milieu of budget cuts and demands
for accountability currently engulfing higher education, some thought should be given to the specific goals of accounting departments, the attainment of these goals, and the overall efficiency and
effectiveness achieved. This article will, therefore,
suggest performance criteria that could be used to
guide the activities of accounting departments and
evaluate the conduct of such activities.
Department Goals
In order to outline the performance criteria in
specific terms, we must consider the overall goals
or objectives of an accounting department. These
might include the following: (1) to strive for effective teaching, (2) to attract excellent students into
accounting, (3) to build a reputation of having a
quality accounting faculty in terms of teaching,
research, scholarly writing, and dedication to students, and (4) to develop accounting majors who
have the potential for satisfying careers, and who
can make a contribution toward solving current
accounting problems.
With this frame of reference, we can delineate
some operational goals to serve as a means to attain overall goals, and provide for the developMANAGEMENT ACCOUNTING /DECEMBER 1978

ment of more specific, performance- measuring
criteria in a typical university accounting department. The following list is representative:
1. To maintain a policy of placing primary emphasis on the intellectual and social development of the individual student, integrating the
requirements of the accounting profession,
both present and future, with the educational
desires of the student;
2. To prepare students to make effective use of
accounting information. This requires the accounting program to discern the accounting
needs of the various groups within society;
3. To meet the needs of organizations that require
the services of accountants, including public
accounting firms, governmental units, and private enterprises, and to maintain a curriculum
that will train the accounting student for a career in any of these organizations;
4. To advise the student about the nature and
kinds of elective courses that would be of value
to an accounting major, and to counsel him as
to the various careers in the accounting field;
5. To execute curricular changes in a normative,
as opposed to a descriptive manner, that is,
mapping the future to achieve "what should
be" rather than simply continuing "what is ";

Robert E. Shirley is
associate professor of
business
administration, Oregon
State University. He
holds a B.A. degree
from Iowa University,
an M.B.A. from Harvard
Business School, and a
Ph.D. degree from the
University of Utah. Dr.
Shirley is a CPA in the
State of Oregon.
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6. To remain in contact with accounting associations by providing educational services to
them, collecting information useful in maintaining accounting programs, and serving as a
liaison between the profession and students;
7. To maintain a departmental self - evaluation
program —effectively integrated with a system
of continual revision and upgrading —that
reaches as far into the future as possible;
8. To encourage scholarly accounting research by
faculty members, publication of research results in academic journals, and presentations at
practitioner's meetings;
9. To be conscious of the costs in relation to the
benefits of the proposed accounting program.
Quantitative Measurement
In order to evaluate progress or lack of progress

Exhibit 1
QUILLPEN COLLEGE ACCOUNTING DEPARTMENT
Assumed data: September 1, 1977:
6 full -time accounting professors
150 accounting majors
50 accounting graduates expected per year
Program budget for school year 1977 -1978:

Budget

Student ratings of accounting faculty: mean of:
Average number of research projects to be started
Number of seminars to be sponsored
Accounting curriculum reviews to be completed
Number of accounting majors to be advised
Number of articles to be published in accounting
journals or papers presented
Number of graduates to be placed in accounting jobs
Number of faculty members expected to instruct
continuing education courses

2.85
1.5
1.0
1.0
150.0
3.0
50.0

3.0

Exhibit 2
QUILLPEN COLLEGE ACCOUNTING DEPARTMENT
Program budget and variance report as of June 15, 1978

Budget Actual

52

(8 %)

2.65

92%

1.5

1.0

1.5
1.0

100
100

1.0

1.0

100

150

125

83

(17)

3

4
48

133

33

50

96

(4)

3

3

100

—

—

—

2.85

—

Mean of instructor
evaluations
Average number of research
projects in process
Seminars sponsored
Accounting curriculum
review
Accounting majors advised:
(career/ curriculum)
Articles published or papers
given
Graduates placed
Continuing Education
courses taught
Total variance: favorable

Percent Variance
actual
increase
to budget (decrease)

4 %,

toward these goals, it is useful to quantify the activities of members of the accounting department.
First, an accounting department budget should be
prepared with specific standards of performance
developed to set forth minimum activities needed
to carry out departmental goals. The measurement process must be both quantitative and qualitative. The suggested quantitative budget is based
upon the following criteria:
L The accounting faculty should achieve above average scores on instructor evaluations given
by students in the business school.
2. At least 25% of department faculty members
should be engaged each year in accounting research projects. In addition, each accounting
faculty member should publish at least one article every two years in an accounting journal,
or deliver at least one paper at a regional or
national accounting meeting in order to enhance the reputation of the department.
3. The department should sponsor at least one
seminar or symposium each year for professional accountants and colleagues to explore
the implications of new developments in accounting.
4. The accounting department should critically
review the accounting curriculum at least once
each year.
5. The department should strive to give individual career and curriculum counseling to all accounting majors, and should strive to have all
graduates placed in jobs of their own choosing.
6. The accounting department should attempt to
have each faculty member serve professional
accountants by instructing continuing education courses or participating as a speaker at
such meetings. This participation should be
once every two years.
These criteria can be measured by numbers of
students counseled, scores on evaluation forms,
number of articles published or papers presented,
curriculum studies, seminars sponsored, continuing education courses taught, number of graduates placed, and other quantitative measures. For
example, to evaluate job placement of accounting
graduates, a report should be obtained each year
from the college placement service to show the
number of accounting majors graduated and
placed. As a further refinement, the report should
show the number of accounting graduates placed
in the kind of job they sought.
The department's service to professional accountants can also be evaluated. A report could be
prepared to show the number of times accounting
faculty members were asked to be instructors of
continuing education courses, speakers or panel
members at practitioner meetings, and instructors
or discussion leaders.
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Performance budgets can be formulated and
then compared to actual achievement by the department. Any variances reported are based upon
the above criteria. Exhibits I and 2 illustrate a
program budget for the accounting department of
Quillpen College. It must be kept in mind, however, that numbers representing desired activities
can be misleading. It is even more critical to examine the quality of these activities,
Qualitative Measurement
In order to examine the departmental performance from a qualitative standpoint, we must evaluate the overall quality of the accounting program.
In terms of other measures of performance, we
could cite so- called "program impact indicators."
These purport to measure the effect the accounting program has on accounting students, on the
business school, on other universities, on the accounting profession, and on citizens in general.
But evaluating the effects of the accounting program on students is difficult. One way is to sample
opinions of accounting graduates who have been
working for a period of five years. Every year, a
sample of those who have been out of school for
five years can be asked to fill out questionnaires
including the following questions:
1. Have you passed the CPA or CMA exam?
How soon after graduation did you pass it?
2. Looking back from where you are now, did

3.

4.

5.

6.

your college accounting curriculum offer you
enough options in courses to help you make
your ultimate career choice?
While you were in college, did you receive adequate advice to help you make your most desirable career choice?
Did your college accounting curriculum help
prepare you to make effective use of accounting
information?
After being out of school for five years, how do
you now rate the accounting training at your
alma mater?
What suggestions could you offer for improving our accounting curriculum?

The qualitative impact of the accounting department on the business school and on other
schools could be measured by exit interviews of
graduating accounting students and by sampling
opinions of colleagues in the business school and
other universities.
Surveys like this would need to be conducted on
a regular basis in order to discern trends and to
obtain comparative numbers. Furthermore, to
monitor the quality of an accounting department
on a regular basis, it would be desirable to organize an advisory board of professional accountants. The primary function of this board would be
to evaluate the impact of the accounting program
on students, faculty members, practitioners of accounting, and on the general public.
❑

Evaluating the
effects of the
accounting
program on
students is
difficult.

CAPITAL BUDGETING FOR HOSPITALS

ties inherent in cost -based reimbursements and
treats those peculiarities analogous to taxes on
profit- seeking firms.
There may be concern over the imprecision of
the calculations of the optimum financial structure and the expected interest rate. However,
these numbers are probably much more precise
than the cash flows predicted for revenues or cost savings several years in the future. There may also
be some concern over the difficulty of following up on capital investment decisions. Even though it
is seldom done in most organizations, follow -up
should be an integral part of the capital budgeting
process. Given the number of factors that could
influence the actual results achieved from a capital
investment decision, a complete re- analysis would
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have to be accomplished on most projects. The
proposed technique would not pose any additional
problems in this type of analysis. A complete description of the post - investment evaluation is beyond the scope of this article, but should be a
major responsibility of the hospital management.
A rational, orderly approach to capital budgeting decisions improves the probability of containing costs by allocating capital funds to investments that offer the highest potential returns. At
least, it should be a vital factor in the decision
process. The methods suggested here reduce the
impact of alternative sources of capital financing.
In addition, this approach to capital budgeting
will incorporate the impact of cost -based reimbursements.
❑
For an explanation of the determination of the cost of capital rate see: lames D.
Suver and Bruce R. Neumann. "Cost
Capital." Hospital Financial MinaRemenr. February 1978.
or

Continued from page SO
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Beyond FAS No. 8:
Defining Other Exposures
While only translation and transaction exposures are recognized by
FAS No. 8, the largest foreign exchange problems
fall into other categories.

By Alan Teck
U.S. multinational companies are devoting significantly increased attention to foreign exchange
problems because of the continuing swings in currency values and the impact of the Financial Accounting Standards Board's Statement No. 8.'
Alan Tack is a vice The primary concern for the management of
president of Chemical many companies is not how to obtain appropriate
Bank, NewYork and protection —this is assumed to be a technical quesdirector of financial
consulting in the United tion best left to the financial department —but
States and abroad. He
received a B.S. degree rather how to define properly the foreign exfrom Cornell University change exposures to be protected. A frequent conand M.A. and Ph.D.
degrees from Columbia clusion is to use the definitions provided by FAS
University, Department No. 8, but that approach usually ignores the largof Economics. est part of the problem.
In broad terms, the foreign exposures of a typical multinational company fall into one or more
The Editors join Dr.
Tack in thanking Albert of the following categories of exposure: translaC. Henry of Price
Waterhouse & Co. and tion, transaction, historical and opportunity. The
James Burtle of W.R. following paragraphs discuss each type, indicating
Grace & Co. for their that while only translation and transaction expohelpful comments in
the preparation of this sures are recognized by FAS No. 8, the largest
article, which was exchange problems typically fall into the other
submitted through the
Westchester Chapter. two categories.
TRANSLATION EXPOSURE
Translation exposures occur when a company
or one of its subsidiaries has assets or liabilities
measured or denominated in a currency other
than the currency of the reporting enterprise. Foreign exchange gains and losses are recognized at
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each balance sheet date when assets or liabilities
denominated in foreign currencies and reported at
current exchange rates are translated in the currency of the reporting entity. In accordance with
the "temporal" definition of exposure used by
FAS No. 8, if exchange rates on the day of translation differ from those used for the previous
translation, foreign exchange gains and losses
must be recognized by each affected subsidiary
and in the consolidated income statement of the
parent company.
TRANSACTION EXPOSURE
Transaction exposures exist when a company or
one of its subsidiaries has a receipt or payment
measured or denominated in a currency other
than the one used by the reporting entity. The
revenue or expense related to each foreign currency receipt or payment must be translated into the
reporting currency using either the exchange rate
in effect on the transaction date or an average exchange rate for the month. This recognizes the
transaction gain or loss as defined by FAS No. 8.
In addition, cash gains or losses related to the
transaction result from the settlement of the receivable or payable at any exchange rate that differs from the one at which the transaction is recorded. These are also considered to be foreign
exchange gains and losses under FAS No. 8. As
with translation exposures, there is usually a timing difference between the period in which the foreign exchange gain or loss is recognized in the
MANAGEMENTACCOUNTING/DECEMBER 1978

financial statements in accordance with FAS No .
8 and when the cash effect is realized on the settlement or conversion date.
HISTORICAL EXPOSURE

In addition to the foreign exchange exposures
recognized by FAS No . 8, two other types of exposures produce gains and losses as a result of
currency fluctuations. For most companies, these
latter types are more important in terms of their
impact on profits than the exposures recognized
by FAS No. 8. One such exposure involves assets
recorded in the financial statements at historical
exchange rates, the rates in effect on the day they
were acquired. Probably the most discussed asset
in this category is inventory, although there are
similar problems with fixed assets.
The logic of accounting for inventory at historical rates (at the lower of cost or market) is based
on the assumption that if the value of a foreign
currency declines against the domestic currency, a
company can raise prices on its finished goods to
offset the effects of the devaluation. Therefore,
FAS No. 8 argues that inventory should not be
considered exposed. However, many companies
cannot raise prices on their finished goods just because the foreign currency has devalued, either because of competition or local regulations. For
these companies, inventories denominated in foreign currencies are effectively exposed to the impact of a devaluation. The parent company's net
income will be reduced even though the reduction
is not recognized as a foreign exchange loss under
the definitions of FAS No. 8. A company faced
with this situation must decide whether to include
inventory in its definition of exposure, and whether to protect that exposure against anticipated
losses.
With respect to fixed assets, decisions must be
made about whether the effects of a devaluation
can be offset by increased revenue or will be reflected in higher asset values. If neither is possible,
a company must decide whether to include fixed
assets in its definition of exposure to recognize and
when necessary to obtain protection against the
possible effects of currency losses on income and
future cash flow. The company must also consider
whether it has provided appropriately for the
higher cost of replacing the fixed asset. Analogous
problems can occur with other assets carried at
historical rates.
Additional complications arise with assets carried at historical exchange rates when consolidating the foreign financial statements into the currency of the reporting entity. For example, if sales
denominated in foreign currencies are translated
into the reporting currency at an average exchange rate for the period and the inventory effect
on the cost of goods sold is translated at historical
rates, the relationship between sales and cost of
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goods can be greatly distorted. In this situation, it
is virtually impossible for management to compare the current profitability of different locations
and different product lines based on the translation of the financial statements. In many cases, a
financial officer will prepare an additional set of
financial statements in which both sales and cost
of goods sold are presented at the same exchange
rates. Similar distortions occur when depreciation
is accounted for at historical exchange rates in the
income statement.
Financial Accounting Standards Board "Interpretation No. 17" (February 1977) underscores
just how far the Board has removed inventory
from the effects of currency changes. That interpretation states that if currency movements require inventory to be written down to market value from cost, the write -down is to be treated as an
unusual charge to "other expenses" rather than as
a foreign exchange loss.
OPPORTUNITY EXPOSURE

Another type of foreign exchange exposure —
and one that is only incompletely recognized by
FAS No. 8— involves opportunities for realizing
exchange gains or losses because of having commitments for future transactions that are not yet
recorded in the financial statements. For most
multinational companies, expected cash flows in
foreign currencies will have a greater impact on
profits than all other types of exposures combined.
Opportunities to influence income are gained or
lost depending on whether the expected transactions are properly identified and protected.
Perhaps a few examples will be helpful.
Assume that a U.S. company such as a large
department store purchases merchandise abroad
and is invoiced in foreign currencies. The purchasing agents can tell the financial department when
the orders have been placed and the financial officer can anticipate many months in advance when
foreign currency payments must be made. Exposure to a possible loss begins as soon as the purchase commitment becomes known, although no
foreign exchange gain or loss will be recognized in
the financial statements so long as the payable has
not been entered in the accounts. As soon as the
purchase commitment is known, the prudent financial officer will consider whether to obtain
protection against possible exchange losses to protect his profit margins and cash in terms of the
currency of the reporting entity. Analogous situations exist with many other types of future payments. For instance, many companies can anticipate lease payments that must be made in foreign
currencies, financing requirements for expanding
foreign operations, and foreign currency debt repayment that cannot be made with cash inflows in
the same currency.
A similar situation exists with anticipated re-

Many analysts
think the safest
and most
prudent strategy
is to hedge all
translation
exposures at all
times.
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Other analysts,
however, think
the best strategy
is never to risk
cash to protect
translation
exposures.

ceipts. Many companies, international airlines for
example, have learned to forecast their foreign
currency receipts many months in advance. Although these expected cash inflows may not appear on the financial statements, their final value
will change in terms of the currency ofthe reporting enterprise as exchange rates rise or fall, and
losses usually cannot be offset by higher ticket tariffs in this regulated industry_ Opportunities to
maintain profit margins in the reporting currency
will be gained or lost by decisions to use or forego
protective actions. In addition to expected trade
receipts, anticipated dividends, management fees,
royalty payments and similar inflows of foreign
currencies will also affect cash and profits in the
reporting currency. Some companies even define
orders from foreign customers as part of their currency exposure. When there is an order, with the
ultimate payment to be made in foreign currency,
the company can estimate when it will produce
and ship the merchandise, send out invoices and
receive payment. These companies consider that
the exchange risk starts as soon as the order is
received.'
When there is an anticipated payment or receipt involving a foreign currency there must be
decisions about whether to protect future profits
and cash flow or whether to risk losses due to
adverse currency movements, even though the
losses will not be recognized as foreign exchange
losses by FAS No. 8. Unfortunately, even though
hedging anticipated commitments against possible
foreign exchange losses is often the most prudent
way to preserve profit margins, such protective action may be deemed "speculative" by Financial
Accounting Standard No. 8.
When to Hedge Translation Exposures
With the overriding importance that realized
foreign exchange gains and losses have on cash
and profits, is it ever rational to risk cash to protect a company against swings in the unrealized
losses that might occur in each accounting period?
In other words, is it ever rational to hedge translation exposures? The answer depends on the
circumstances.'
For some companies it is rational to risk cash to
avoid translation losses when the unrealized losses
might have a real impact in other areas of the
business. For example, fluctuations in unrealized
earnings can affect an organization's cost of capital. For many actual and potential shareholders,
any unpredictable volatility in reported earnings is
considered undesirable, particularly when the unrealized losses portend realized losses. When people sell or refrain from purchasing a company's
securities, price /earnings ratios decline, yields rise
and the cost of capital increases. In this situation,
unrealized foreign exchange losses have a real effect on the company's financing costs.
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Other consequences of having unprotected
translation exposures can occur during the planning process: if alternatives for capital expenditures are evaluated against a cost of capital that
has been inflated because of unrealized fluctuations in reported earnings; if a company turns
down otherwise attractive investment or borrowing opportunities just to avoid increasing translation exposures; if management finds itself evaluating different product lines and different locations
according to their accounting impact on profits
rather than their potential contributions to cash
flows. In such situations, protecting the company
against possible translation losses is one way to
deal with the problem.
Another reason why many financial officers
might risk cash to hedge translation exposures occurs when a company has too many transactions
measured or denominated in foreign currencies to
consider each one separately. Receivables and
payables on the balance sheet can be a reasonable
proxy for these transactions. Also, estimated balance sheets for selected future dates can be used as
proxies for anticipating expected receipts and disbursements. If the financial officer does not want
to spend time evaluating and possibly hedging
each actual or expected receipt and payment separately, he can group them together, either with an
aging schedule or by estimating an average maturity date. Then he can cover his future transactions by hedging the net translation exposure in
each currency. To avoid double- counting, either
the translation or the transaction exposure should
be protected, but not both. In addition to trade
receivables and payables, it is still necessary to
consider separately other large transactions denominated in foreign currencies and the opportunity gains and losses related to anticipated receipts
and payments not yet posted.
At one extreme, many analysts think that the
most prudent strategy is to hedge all translation
exposures at all times to avoid ever having to report unrealized foreign exchange losses. If the
proper after -tax amounts are hedged, it is argued,
all unrealized losses will be exactly offset by cash
gains, except for the premium or discount on the
exchange contract. Alternatively, if exchange
rates move in unexpected directions, cash losses
on the exchange contracts will be exactly offset by
unrealized translation gains. Ignoring for a moment the premium or discount on the exchange
contract, the tactic of always hedging translation
exposure would appear to be the most protective
strategy were it not for the time value of money.
A protective hedge usually requires a cash settlement upon maturity, while translation gains and
losses, assuming they are not reversed in subsequent accounting periods, do not produce cash
flows until some future date. There can be a substantial difference in the present value of current
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and future cash flows. Also, by being fully hedged
at all times the company foregoes translation
gains if currency values move advantageously.
At the other extreme, some analysts think that
the best strategy is never to risk cash to protect
translation exposures. This conclusion is rational
only when translation losses will never result in
any realized losses or have any other negative impact on the company.
In most situations, difficult judgments must be
made about the desirability of obtaining protection after considering the cost of hedging, the risk
of additional cash losses related to the hedge and
the likely impact of translation losses on the company's activities and cost of capital.
Anticipating What Lies Ahead
Recent developments in the currency markets
and in accounting standards suggest a number of
trends that can be expected to become more predominant: in the years ahead.
1. It must be assumed that FAS No. 8 will continue to determine U.S, standards in accounting for foreign exchange gains and losses. Although many people see drawbacks to that
statement, there is a growing opinion that FAS
No. 8 is probably preferable to the range of
accounting standards used previously and to alternatives that might be produced by a government regulatory agency. In addition, by requiring foreign exchange gains and losses to be recognized as exchange rates change, FAS No. 8
is consistent with what appears to be a growing
trend toward current value accounting.
2. Many U.S. companies will continue having a
primary concern with unrealized translation
exposure and will try to minimize fluctuations
in reported profits. They will continue developing more precise and timely reporting systems.
Most companies have already shifted from receiving foreign financial statements denominated in dollars to requiring them to be denominated in local currencies, with third currency
exposures clearly indicated. Many companies
are also beginning to require aging schedules of
receivables and payables to be denominated by
currency.
3. There will continue to be increased concern
among U.S. corporations with other types of
exposures in addition to those specifically recognized by FAS No. 8. For many companies,
the definition of exposure is evolving to having
a complete concern for anticipated as well as
firmly committed transactions denominated in
foreign currencies. This will place much more
emphasis on forecasting and planning. There is
already a growing emphasis on forecasting balance sheets so that the effect of expected transactions can be anticipated.
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4. Many countries are following the U.S. lead in
developing more uniform accounting standards
for transactions in foreign currencies and translation of foreign financial statements. However,
some nations, benefiting from the U.S. experience, are permitting greater flexibility in defining translation exposures and in the use of
reserves.° Increased uniformity of accounting
standards can be expected to continue gaining
acceptance in other countries. It is important
that these nations understand the benefits and
drawbacks of FAS No. 8, and the many ways
that U.S. multinational companies are defining
currency exposures in addition to the "temporal" definitions provided by current U.S. accounting standards.
5. Continued volatility of exchange rates will remain part of the currency environment as the
business cycles, inflation rates and external accounts of different countries continue to move
at different rates. Intervention by monetary authorities can only mitigate this volatility for relatively brief periods.
6. In addition to forecasting specific levels for exchange rates at various times in the future,
more importance is being placed on forecasting
a range of expected exchange rates to assess the
risks associated with each projection. Increasingly, protection strategies are being based on
an assessment of risk as well as "most likely"
expectations.
7. In addition to using the foreign exchange markets for covering exposures, many financial officers are increasingly evaluating a wide range of
cash management techniques that can reduce
and protect foreign currency exposures. These
include accelerating or slowing receivables and
payables, borrowing in weak currencies, investing in strong currencies, netting intercompany
accounts, pooling funds within a country, using
parallel and back -to -back loans and many other techniques. The importance of evaluating
the tax consequences ofeach alternative is also
becoming increasingly apparent.

Continued
volatility of
exchange rates
will remain part
of the currency
environment.

With the outlook for continued volatility in the
exchange rates, it is important to define and protect all types of current and anticipated foreign
currency exposures that can have a real impact on
a company's profits and present value.
0
' Financial Accounting Standards Board, Statement of Financial Accounting
Standards No. S. FASB, Stamford. Ct., oct. 1975.
' See Helmut Hagemann, "Anticipating Your Long -Term Foreign Exchange
Risks." Harvard Business Review, March -April, 1977.
' When using the forward exchange markets to hedge translation exposures, a
cash loss might occur if the exchange rate on the foreign exchange contract
differs from the exchange rate on the maturity date. When borrowing one currency and investing in another to offset a translation exposure, the interest differential might produce a cash expense. There is also the possibility of an additional
cash loss if exchange rates change adversely before the debt must be repaid.
' For example- see "Exposure Draft 21: Accounting for Foreign Currency Transactions" issued by the Accounting Standards Committee of the Institute of Chartered Accountants in England and Wales: "Exposure Draft 11: International
Accounting Standards Committee, Institute of Chartered Accountants in England and Wales; "Financial Accounting Standard on Consolidated Financial
Statements" issued by The Business Accounting Deliberation Council. Ministry
or Finance. Japan: and "General Accounting: Section 1650" issued by the Accounting Research Committee, Canadian Institute of Chartered Accountants.
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Beyer Medal Winners: Turner,
Killian, Rennhack and Duvall
Kent R. Turner, staff accountant at Arthur Andersen & Co., Minneapolis, Minn., achieved the
highest scores of those completing the examination for the Certificate in Management Accounting in June 1978. He will be presented the
Beyer Gold Medal.
The second highest score was achieved by
two accountants. Charles E. Killian, audit partner, Patton, Hunter & Co., Asheville, N.C., and
Mark E. Rennhack, accounting trainee, the Upjohn Co., Kalamazoo, Mich., will be presented
Beyer Silver Medals for their performance on
the five -part examination. Mr. Killian is affiliated
with the Asheville Chapter, and Mr. Rennhack
with the Kalamazoo Chapter.
Th o mas J . Duvall, senior consultant, management advisory services, Price Waterhouse
& Co., Chicago, III., won the third -place Bronze
Medal. He is a member of the Chicago Chapter
of NAA.
The Beyer Medal winners were announced
by the Institute of Management Accounting
which conducts the CMA examination twice a
year in Ju ne and December. It also released
the names of ten other candidates for the certificate who will receive Certificates of Distinguished Performance for their outstanding
grades.
They are: Glenna L. Barstad, Arthur Young &
Co., Pasadena, Calif. She is an NAA member
currently not affiliated with a chapter.
Regis Canny, U.S. Air Force Academy, Colorado Springs, Colo. He is affiliated with Colorado Springs - Pueblo Chapter.
Roger W. Doerr, Hastings College, Hastings,
Neb.
Donald L. Fortenberry, Atlantic Richfield Co.,
Carrollton, Tex.
John D. Melcher, Arthur Andersen & Co.,
Lombard, III.
W. Dean Morrow, Johnson & Johnson Co.,
58

Piscataway, N.J. A member of Raritan Valley
Chapter.
Wylmer C. Pool, self - employed, New Orleans, La.
Tony L. Scott, Peat, Marwick, Mitchell & Co.,
Decatur, III. A member of Sangamon Valley
Chapter.
Robert F. Stoner, Kelly Services, Inc., Birmingham, Mich. He is a past president of Oakland County Chapter.
Kenneth P. Thurston, Ohio Steel Tube Co.,
Mansfield, Ohio. A member of North Central
Ohio Chapter,
Gold Medal Winner Kent R. Turner was graduated from the University of Iowa with a BBA in
Accounting and earned an MBA in 1977 from
the University of Minnesota. After his graduation, Mr. Turner was interviewing for a position
with a number of corporations in the Minneapolis area. At least two placed much emphasis on
obtaining the Certificate in Management Ac-
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counting so he entered the IMA program. Subsequently, he decided to join the accounting
firm that he is affiliated with now. He earned the
CPA license in 1978 and will be presented the
CMA certificate when he completes the CMA
requirement.
Mr. Killian holds an MBA in accounting from
the University of West Florida. He obtained his
undergraduate degree at the University of
North Carolina in industrial relations. Mr. Rennhack, who has a B.A. from Western Michigan
University and an MBA from the University of
Michigan, took advantage of NAA's new membership category and became an associate
member.
Mr. Duvall holds an undergraduate degree
from Indiana Central University and an MBA
from the State University of New York at Buffalo. He sat for the examination because he
wanted to certify his proficiency in the management accounting field.
The Gold, Silver, and Bronze Medals awarded to the applicants achieving the three top
scores on the examination are sponsored by
Touche Ross & Co. They were established to
honor the late Robert Beyer, former managing
partner of the firm and a past national president
of NAA. The Awards will be presented at the
NAA Annual Conference in Boston, June 2427, 1979.
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NAA
Management
Accounting

BOOK SERVICE

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

1978
$17.95

DIRECT COST AND CONTRIBUTION
ACCOUNTING
by Germain B. Boer
Directed toward the needs of the financial manager, acco.mtant or systems analyst who
needs a description of concepts, techniques
and analytical tools, the book tells how direct
costing can be applied to planning and controlling costs within an organization.
John Wiley & Sons
246 pp.

1974
$19.50

SMALL COMPUTER SYSTEMS FOR
BUSINESS
by Gerald A Silver
This long- needed introduction to small computers emphasizes practical aspects of use and
focuses on advantages to business of minicomputer technology. The author discusses
the full range of mini - computer hardware, software, languages and applications.
McGraw -Hill Book Co.
256 pp.

1978
$10.95

CONTROLLER'S HANDBOOK
by Sam R. Goodman and James R. Reece
A working tool for controllers, the book covers
all aspects of the controller's function. Contributors to the book actually are engaged in solving day -to -day problems and are top -notch in
their field. A unique new reference book.
Dow Jones - Irwin
1,253 pp.

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 provided. For foreign orders, please request pro
forma invoice. (Prices guaranteed for 90 days
only.)

ue in the market, what stocks to avoid, when to
stay out of the market altogether and more.
McGraw -Hill Book Co.
192 pp.

1978
$14.50

HANDBOOK OF SAMPLING FOR AUDITING
AND ACCOUNTING (2nd edition)
by Herbert Arkin
This updated work explains the scientific concepts of statistical sampling theory in terms of
the practical problems faced by accountants
and auditors. It covers auditing details and contains extensive tables, many which are new so
that proper sampling methods may be applied
without relying on a statistical background.
McGraw -Hill Book Co.
576 pp.

1974
$22.50

INVENTORY SYSTEMS AND CONTROLS
HANDBOOK
by Stanley E. Larson
Discover the latest techniques, systems, procedures, modern practices, concepts, controls
and solutions to inventory management problems occurring in most plants.
Prentice -Hall, Inc.
274 pp.

1976
$27.95 cloth
$9.95 paper

HOTEL ACCOUNTING (4th edition)
by Ernest B. Horwath, Louis Toth and
John D. Lesure
Topics covered range from internal control of
income and accounts receivable to guest referral groups and simplified food and beverage
control.
John Wiley & Sons
470 pp.

1978
$18.95

FOREIGN EXCHANGE MARKET S: A GUIDE
TO FOREIGN CURRENCY OPERATIONS
by Heinz Riehl and Rita M. Rodriguez
This book features an exploration of the uses
of the liquidity report, an explanation of the
"Friday impact" on transactions in U.S. dollar
clearing -house funds and a dramatization of
the intricacies of the "trading room."
McGraw -Hill Book Co.
284 pp.

1977
$23.50

FINANCIAL AND ACCOUNTING GUIDE FOR
NONPROFIT ORGANIZATIONS (2nd edition)
by Malvern J. Gross, Jr.

PROGRAMMABLE CALCULATORS, BUSINESS APPLICATIONS
by Julius S. Aronofsky, Robert J Frame and
Elbert B. Greynolds. Jr.

This is a complete guide to handling accounting
and reporting activities common to nonprofit organizations. It includes preparing financial reports and administrative budgets, maintaining
accounts and managing and reporting investment income.

This concise self -study guide explains the business applications of progammable calculators.
Intended to be used with the Texas Instrument
programmable calculators (particularly the TI59), it stresses basic computational skills and
elementary and advanced programming.

John Wiley & Sons
572 pp.

McGraw -Hill Book Co.
203 pp.

1974
$19.50

1978
$8.95

NAA MANAGEMENT ACCOUNTING BOOK SERVICE

1978
$35.00
Quantity

Please arrange to have the following literature sent to me:
Title
Price Ea.

Total

HOW TO SUCCEED IN YOUR OWN
BUSINESS
by William R. Park and Sue Chapin -Park
Written by people who own their own small
business, the book covers day -to -day problems
encountered. The book teaches you how to select, start and manage a small business —from
money management to licensing.
John Wiley & ions
416 pp.

1978
$15.95

Member Account No.
SHIP TO:

S ub t o t a l . . . . . . . . . . . . . .
Less 10% Discount
Subtotal . . . . . . . . . . . . . .
Add Postage and Handling:

THE THINKING INVESTOR'S GUIDE TO THE
STOCK MARKET
by Kiril Sokoloff
Contains soured, current advice plus detailed
background and procedures to rely on in any
market. The book features an extensive checklist of safeguards and buy -sell tips on numerous decision points, including when to buy,
when to sell, what to buy, how to recognize valMANAGEMENT ACCOUNTING /DECEMBER 1978

$2 /hook, 4th Cl Book Rate
(2.6 wks deln)
$1 /book. UPS (7 -10 days deliv I
PAYMENT MUST ACCOMPANY ORDER

TOTA L .. .... .... ... $

Mail To: Ms. Ellen Shappe, Manager Library Services
National Association of Accountants, 919 Third Ave., New York, N.Y. 10022
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People in the News
Promotions and New Positions
Battle Creek,
Mich., is now vice president and controller ofUnited Steel and Wire. He is a
member of Kalamazoo Chapter_
ROGER

L.

GANGER,

11
lilt

1

I l ow"Mii

DAVID W. CARVER, Columbia, S.C.,

was named controller of Inman and Associates. He is a member of Co lu mbia
Chapter.
EDWARD E. JAsTER, Denver, has
joined Frye -Sills Advertising, Inc., as
treasurer. He is a member -at- large.
FRANK W. MILNE, Dhahran, Saudi

Arabia, was appointed senior vice president, finance, of Arabian American Oil
Co.
LEONARD R. BRYNE, Duncan, S.C.,

was named vice president of finance at
Cryovac. He i s a member of Great er
Greenville Chapter.

is

These 12 members of the Tokyo Chapter toured the Seattle area as part of a
seminar on financial and management accounting sponsored by the University
of Washington. On hand to greet the guests was past national vice president
from Seattle Chapter, Robert F. West, back row, far right Tadao Tanaka,
Tokyo president, second from left, second row.

HENNESSY
Hartford

MANDEVILLE

Mass. N. Central

Gardner,
Mass., was appointed vice president of
finance, George B. Bent Co, He is a past
president of Massachusetts North Cen-

JOHN

R.

MANDEVILLE,

tral.
EDWARD L. HENNESSY, JR., Hartford,

was elected executive vice president of
United Technologies Corp. and assumes
direction of United Technologies International, Inc., a subsidiary. He retains
his post as corporate chief financial officer and as group vice president, systems
and equipment.
DWIGHT W. SHORT, Houston, is now

tax manager at Southwest Petrochem,
Inc.... GEORGE S. SLOCUM was elected vice president, finance, at Tran sco
Compan ies.
AUBREY H. WRIGHT, Key Biscayne,
60

Fla., is now controller of Key Biscayne
Federal Savings & Loan Assn. He is a
member of Miami Chapter.

J.L. CROMER, Peoria, has been named

J. KENNETH JONES, Lansdale, Pa., has
b een p ro m oted to treasurer of Hatfield
Packin g Co. Mem ber of North Penn.

J.W. JOHNSON, Phenix City, Ala., has
been promoted to vice president of finance at Southern Phenix Textiles. He
is a member of Chattahoochee Valley.

L. SCHWERIN, Muskegon,
Mich., was named vice president -controller of General Telephone Co. of
Michigan. He is a member of Connecticut Gateway.
STUART

controller at Caterpillar Tractor's Mapleton Plant.

MELVIN L. BARDWELL, Nashville, has
joined Tennessee State University as assistant bursar.
BRENDA P. ADAMS, New Orleans, is

now the senior internal auditor for
Ocean Dilling & Exploration Co. .. .
J.M. FRIED, JR., has been named secretary of the State Board of Certified Public Accountants of Louisiana.
C. FREDERICK ESTPHAL, JR., Newport
News, Va., was named m anager, Coopers & Ly brand. He is a m em ber of Virginia Peninsula.

JONES

North Penn

SCHWERIN

Connecticut Gateway

ARTHUR V. CORR, Racine, has been appointed professor of business management at the University of Wisconsin —
Parkside, Kenosha, Wis. He is a member of the Racine- Kenosha Chapter.
SAMUEL W. MCNAIRY, Raleigh, N.C.,

has been elected a partner in Deloitte
Haskins & Sells. He is a member of Ra-
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Leigh- Durham Area Chapter.
AUSTIN A. ASHLEY, JR., Reno, has
been narned a partner, Alexander Grant
& Co. He is a member of Reno Area.
ROBERT E. GOBLE, JR., Rome, Ga.,
was named a partner at Read, Martin &
Slickman. He is a member of North
Georgia Chapter.
EDWARD D. LYNCH, Salinas, Calif., recently was promoted to controller of the
Salinas Californian. He is a member of
Salinas Valley - Monterey Peninsula
Chapter.
PAUL F. BRANTNER, Seattle, Wash.,
has been appointed director of taxation,
Knight, Vale & Gregory. He is a member of Mt. Rainier Chapter.
JAMES G. BUICK, Skokie, Ill., was elected corporate vice president of Brunswick Corp. He is controller.

11.

DENNIS 1 BOURGUE, Syracuse, is now
controller of the Northland Div., Scott
& Fetzer Co. . . . MICHAEL T. SK1DD
was promoted to manager, Ernst &
Ernst.
RICHARD H. MCDEVITT, Westchester,
was promoted to partner, Hurdman and
Cranston.... SAMUEL L. TOFFEL has
been promoted to manager, administration and planning, Fidco and Food Specialties Div., The Nestle Co.
PHILLIP D. HARDESTY, Wichita, has
been promoted to controller of Southwest Grease & Oil Co., Inc.
JAMES B. HYLER, JR., and NEAL A.
MITCHELL, JR., Winston - Salem, N.C.,
were promoted to managers at Ernst &
Ernst. They are member of Piedmont
Winston -Salem Chapter.
Emeritus Life Associates
THOMAS E. ANDERSON, Buffalo past
president.
KARNEY A. BRASFIELD, Washington
past president.
GEORGE H. BRIERLEY, Olean- Bradford
Area.
MEL.VIN M. CONNER, Chattanooga.
CARLETON V. COOK, Bangor- Waterville.
EDWARD E. GARDNER, Pittsburgh,
ROBERT C. GOELZ, Oakland -East Bay.
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We never quit...
we always get fired.
That's good for you, and
it makes us happy tool
When you need temporary fill -in people in accounting,
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
won't have to spend their val uable time explainin g what is
needed.
You want these people to come in, do the job, and leave.
That 's what our people want t ool
This is why we say the sooner you fire us, the happier we
will be.
accounlemps.,

PHI. R. DYNES, Springfield, Ore., has
been appointed administrator at Haggerty, Ruff, Jones & Calkins, CPAs. He
is past president of Eugene - Springfield
Chapter.

Areg+srered Trade Mark of the Robert Hall Orgarnzation
World's largest temporary service specializing exclusively in
Accou ntin g, B ookkeepin g an d Dat a Proces sing emergencies.
Look us up in the White Pages
in the United States, Canada and Great Britain.
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WE ND ELL J . GURT NE R,

Akron Cas-

JOHN

A. BRENN AN, J R. , 52, Philadelphia, 1965.
KE LLE R , North Penn pa s t
JAMES A. CAROFF, 51, Philadelphia,
pr e s i de nt .
1973.
DON ALD B. KE LLY , Knoxville.
JOHN W. DUKE , 60, Atlanta North,
GILBE R T E. KUFA HL, Oakland -East
1951.
Bay.
VERN ON E . G OEDKEN, 48, Cedar RapJ. C ON RA D LEHL, Portland- Willamette. ids, 1969.
WALDEN E. Lo W N , Charleston pa s t
GO ULD L. HA R RIS , 86, New York pa s t
pr e s i de nt .
pr e s id e nt. SCMS. E L A .
J OS EP H E. M C D ON ALD, North Central
HER BE RT E. HART FELDER, 64, Dallas
Indiana.
pa s t p re s id e nt , 1939.
HER MAN C. MC KIN N EY , Baton Rouge.
HENRY H. NIG ER, 58, Calumet, 1967.
JAMES E. PENNO YER, J R. , Harrisburg
IR WIN B. HOXWO RT H, 87, Reading,
Area.
1950. E L A .
LESTER T. RODEN, Canton.
G. H. HUT A F F , 59, Hawaii, 1953.
WALT ER D. ROT EN, Dallas.
J A ME S R . KA NE , Reading, 1943. E L A .
ST ANLEY SC RIPSAC K, Providence.
C LAR EN C E E . LESHER, 59, Lancaster,
LESTER W. SIEKEMEYER, Indianapolis
1946.
pa s t p r e s i d e nt .
JOHN LoBAC K, 64, Portland-WillamRAYMOND M. SVOBODA, Cleveland.
ette, 1959.
R.J. MC C RE AT H, 68, Rockford, 1959.

cade.
C. BLAIR

ROBERT L. WATSON,

48, Owensboro
Area, 1960.
FR E D W. WOODBRIDGE, 88, Los Angeles, 1954. E L A .

LETTERS
Continued from page 12

is j u s t t hi s d o mi na t i o n

of ou r pr o f e s s i o n
b y t he C P A s ( M r . Ha l f i s a C P A ) a l o ng
wi t h the i r be t te r pu b li c re l a t i ons t h a t
ha s c r e a t e d t he " In v i s i b l e A c c o u nt a nt "

s y nd r o m e

for t he ind u s tr i a l a c c o u nt -

a nt s .

John J. Mesko
Secretary/Treasurer
Special Tools & Machinery Co.
Vernon, Calif.

E LA .

In Memoriam
AR NO LD

O.

F. MUR PHY, 40, New York, 1967,
J. ONOPA, 57, El Paso, 1974.
AN D R E W C. PAT ERSON, 84, Cleveland,
1939. E L A .
ANDY W. ROGERS, 54, Birmingham,
1959.
JOHN

BEA ULIEU,

45, Aroostook
County pa s t p re s id e nt , 1962.
C YRIL BUC KET T , 77, Racine- Kenosha
pa s t pr e s i de nt , 1948. S t u a r t C a m e r o n
M c Le o d S o c i e t y . E LA .

Auditing Unauditable Systems

JOSEPH

I enjo ye d

re ad ing "C ompu te r Fr au d, A

G r o wi n g P r o b l e m , " b y R o b e r t R a n d a l l
(April

'78).

ma ny

re a s o ns

Mr .

Ra nda ll

why

an

po i nt s o u t
o r ga ni z a t i o n

SIX
STEPS
TO THE
CMA
THERE ARE SIX
STEPS FROM
THE TIME A
CANDIDATE
EXPRESSES
INTEREST IN THE
PROGRAM TO
BEING AWARDED
THE CERTIFICATE
IN MANAGEMENT
ACCOUNTING

'

(Candidates
members of
who have taken parts of the
should file their examination
application by April
TWO.
date of acceptance when
educational credentials and
—references are received.

Note that the candidate initiates the action in steps 1 and 4.
The Institute has the responsibility for the other four.
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should develop computer and manual
systems that are auditable. To do this,
one needs to include auditors and accountants in systems development. Too
often money is spent in trying to audit
unauditable systems.
If companies are not willing to spend
money to develop auditable systems,
they have no one to blame but themselves when people get into their systems with the expressed purpose of
fraud. I have seen time and time again
where thoroughly developed systems
were almost impossible to audit. Users
of these systems must become more patient with the auditing department, accounting, and data processing when
they asl' for additional development
time. If this can be accomplished, I feel
the problem of computer fraud will become one that is manageable by most
organizations. If they do not, auditors
and accountants will always have the
problem of trying to catch company
fraud from someone who is probably
smarter than they are.
Russell Feurst
Director of Financial Systems
Loma Linda University
Loma Linda, Calif.

not the $100 which was paid in the year
0—but the current replacement cost at
the end of year 3, which would be $125.
If one were to liquidate the company at
the end of year 3, the true profit under
the LIFO system is $71 (first year $24,
second year $22, third year $25). The
difference between $96 and $71 ($25) is
a liquidation result.
It is unfortunate that companies may
decide to change from the FIFO to the
LIFO system for tax reasons only. Any
tradesman need only compare —at the
moment of his sale —the selling price
with the cost value of that product at
that moment. This is his replacement
cost. Only in cases where one deals in
unique items that cannot be replaced,
for example, antiques, would he have to
rely on the amount of money actually
paid. But, again, if one is a regular dealer, he will base himself on what he believes is the present market price, and
not on the historical cost.
Jacques Balen
Herrliberg, Switzerland

MANAGEMENT
ACCOUNTING
PRACTICES

LIFO: More Than Tax Savings

in

Because I am a strong supporter of current replacement cost accounting, I read
the article "Is LIFO a Valid Accounting Practice" by John F. Barbor (May
'78) with much interest.
I do not believe that applying the
LIFO system is merely a matter of tax
saving. Because it comes close to current replacement cost accounting, the
LIFO system seems economically more
preferable than the FIFO system.
As an example, it does not seem correct to me that if a company buys a
product at a cost of $100 at the beginning of a year and then sells the same
product at $133 a year later, that a profit of $33 has been obtained when meanwhile the replacement cost has gone up
to, say, $109. The difference of $33 con
sists namely of $24 true trading profit
and $9 of price difference which can
originate from inflation or simply scarcity of the merchandise.
The comparison Mr. Barbor makes in
Exhibit I is not correct. Namely, year
3, the cost under the LIFO system is

Continued from page 5
• No. 26, Accounting for Purchase of
a Leased Asset by the Lessee During
the Term of the Lease, is yet another
interpretation of Statement No. 13,
and clarifies its application to the situation specified.

AICPA Committee on Internal
Control
A special advisory committee of the
American Institute of CPAs has issued a tentative report on Internal Accounting Control that it believes
should be useful to managements
and boards of directors in determining
whether their companies comply with
the internal accounting control provisions of the Foreign Corrupt Practices
Act of 1977. The committee suggests
that management should:
• Institute a preliminary assessment
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of the internal accounting control environment and the effectiveness of
existing accounting control procedures based on its overall knowledge
of the company.
• Evaluate the specific control procedures and techniques in use.
• Monitor compliance with established accounting control procedures
to obtain reasonable assurance that
controls in effect continue to function
properly.
The committee's report provides
criteria to help management and
boards of directors meet their responsibilities.

FASB Suspends FAS No. 19;
FAF Trustees Express Support
The FASB voted to suspend the effective date of its Statement No. 19,
Financial Accounting and Reporting
by Oil and Gas Producing Companies,
which mandates successful- efforts
accounting. The suspension will be
brought about by an amendment to
Statement No. 19. The SEC had announced it will continue to allow oil
and gas companies to use either full
cost or successful efforts pending development of a form of value -based
accounting called Reserve Recognition Accounting (MAP, Nov. '78). The
FASB's action to suspend the effective date of Statement No. 19 resolved the potentially unfair situation
of privately -held companies being required by Statement No. 19 to use the
successful efforts method while publicly -held firms, by SEC fiat, would be
free to use either successful efforts or
full cost.
Before the Board voted to suspend
its statement, trustees of the Financial Accounting Foundation publicly
supported the FASB on the issue,
commenting that the Board's measured route dealt more realistically
and most appropriately with the problem and represents one of the
strengths and safeguards inherent in
the private- sector standard - setting
process. The trustees' comments
pointed out that the FASB approach
was the result of more than two years
of study that was exemplary in its
depth and quality of analysis.
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* FAST DELIVERY
Call Today... Use it Tomorrow !

*FLEXIBLE TERMS
Month -to -Month after 3 Months

* LARGE SELECTION
Available with or without
Maintenance. All Purchases
covered by Full- Service
Warranty.

* DEPENDABILITY
For Over 11 Years to Over
5500 Customers Worldwide.
HAZELTINE • DEC - CENTRONICS - TEXAS INSTRUMENTS
LIAR SIEGLER • TELETYPE • OLIVETTI • DIABLO

CALL FOR OUR LATEST PRICES!

Am l familiar with Fortran? / may be—
What's his first name ?"

Fro m Here to Unem plo y men t

a long -term study of managers
"who made it" and those demoted

Jo b s�—h ow�to �get�th em �an d�h o w�to
keep �th em �—are�th e�p erenn ial�co n versatio n al to p ic fo r every o n e wh o
wo rks and th e p ro fessio nal con cern
of em ploy m en t agen cies an d managem en t co nsultants, as well as academ ic research ers. Their ex p ert ad vice is a n eed ed co m m o d ity in o u r
co mp etitive eco no m y. One firm , fo r
ex amp le, straigh ten s us up with th e
bald statem en t: "If y ou are between
30 and 50 the odds against your
wo rking fo r th e sam e emp lo y er ten
years from now are 99 to 1, five

or fired, he concluded that, yes,
bu siness m anagers who are going to
be dem oted or fired do see the
"writin g on the wall." "The strongest fin d ing is that the unsuccessful
manager had a high degree of perceived th reat and anxiety," says Dr,

years from now, 50 to 1." What's
more, says Main, Jackson & Garfield, Inc., management consultants, the average worker changes
jobs every 18 months prior to age
35, every three years thereafter.
Up Against the Wall
Some change involuntarily, as
Dr. Henry Sims, Jr., of Pennsylvania State University, reminds us. In

Sims of survey results. "This person
is uncertain about his or her future
in the job, sensing that destiny is
somewhat beyond control." Another significant finding: Managers
who didn't "make it" were high in
their level of authoritarianism. This
leadership style may have prevented these managers from maintaining the flexibility necessary for job
success, Dr. Sims believes. Successful managers felt less threatened
than the unsuccessful ones and
were more flexible. Getting back in
there can be expensive. MJ &G estimates it takes a week per $1,000 of
salary asked to land a new job. �
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MANAGEMENT ACCOUNTING /DECEMBER 1978

The
Right
Direction...
Continuing
Education
Program
Atlanta
Feb,12-16
Atlanta Sheraton

MON./TUE.
• Financial Accounting
Standards Review

MON. /TUE. /WED.
• Data Processing — Concepts
and Information Systems
Design

• Productive Speaking for
Accounting Professionals
• Developing and Using
Standard Costs

• WED.
The New Accounting
for Leases

• Modern Budgeting Methods for Local Governments
and Nonprofit Institutions

WED. /THU.
• Zero -Base Budgeting

-Operational Auditing

WED. /THU. /FRI.
• Flexible Budgeting and
Performance Reporting

• Accounting for Foreign
Operations

MA- 12/ 778

(Please type or print)

I Name
I Title
I Division, Plant or Office
I Company
I Street Address
State, Zip Code
I City,
Principal Product or Service
I Firm'sNAA
Member (Chapter)

I
I
I
I

Social Security No.

(Account No.)

Please register me for the following Courses:

Location

Fee
$

Dates

$

I Print or type complete name of each Course
I1
I 2'

J

1
I
I
I
I
I

• Management Accounting
for Banks
• Management Accounting
for Hospitals
• Retail Financial Control
Systems
• Economic Evaluation of
Capital Expenditures
• Material Requirements
Planning

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 Third Avenue
New York, N. Y. 10022
A": CEP Registrar
(212) 754.9758
Fees
Members Nonmembers*
1 day Course $120
$145
240
day Course
290
360
410
3 day Course
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.

12
Business Phone

THU. /FRI.
• Corporate Income Tax
Principles & Planning

The revolving door
vs9
employment stability.
7
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.

9
B ROBERT H L F
D accounting, financial and edp personnel specialists
Albuquerque • Allentown • Atlanta • Baltim ore • Birm ingham
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
Hartford • Houston Ind ianapolis • Kansas City • Lancaster • Long Island
Los Angeles • Louis ville
Me mp his • Miam i
Milwauke e
Minneapolis
Ne w O rle ans • Ne w Yo rk • Omaha
Orang e (C A) • Palo Alto • Philad elp hia • Phoe nix • Pittsburgh
Portland
Provide nce
Sacramento
St. Louis • St. Paul • San Anto nio
San Francisco • San Jose • Seattle • Stamford, Ct. • Tamp a
W ashington, D.C. • W ilm ing ton
Canad a: C algary • T oro nto • Vanc ouve r • Gre at B ritain: Lo nd on

