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A cashable copy of your check. It's even better in color.

Chances are, you'll be amazed
at the excellent reproduction
today's color copiers can give
you. Copies so good that they've
actually been cashed. That's why
Burroughs invented Super- SafetyO
II Checks ... the only checks
with three built -in safeguards
against copier fraud.
With Super - Safety II, it's
virtually impossible to make a
cashable copy. Hidden in the
background pattern of each
check is the word "VOID." This
word becomes dramatically
visible on color copies made at
various copier settings. Burroughs
developed this "automatic
voiding ". process in Super - Safety
II Checks to reveal bold and
easily detectable "VOIDS."
In addition to the hidden
image, Super - Safety II Checks
have an artificial watermark on
the back that can't be reproduced on a copier. The check
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Your check with Super - Safety II protection. Color copies automatically
void themselves.

borders alert tellers and others to
the watermark and to the check
background color. And any
attempt to use ink eradicator on
the check will expose rows of
"VOIDs ". In three languages.
Take a look at some counterfeit samples. Drop us a note
on your letterhead and we'll
show you some very good looking checks produced on

a color copier ... checks that
are probably similar to the
ones you're using now.
One look and you'll be convinced that your checks need
Super- Safety II protection.
Call your Burroughs Forms
representative or write Burroughs
Business Forms Division, Dept.
10, 1150 University Ave.,
Rochester, N.Y. 14607.

Burroughs

the b eNcosts
less.
Introducing Stateline —
the Shaw - Walker
accounting systems
with new low prices.
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
Shaw - Walker
offers all three
in a brand new
line of
systems.

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.

V

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

Stateline.
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A slightly
modified
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product with a significantly reduced price.
Sometimes as much
as 400 How?
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I don't believe the figures.
Please send me more information.
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Engineers of Inner Space

Please mail to: SHAW - WALKER
5 Division St.
Muskegon, MI 49443
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Transfer Pricing—Japanese vs. American Style

12

By Roger Y. W. Tang, C. K. Walter, and Robert H. Raymond
A comparative survey of the transfer pricing practices of large American and Japanese
corporations shows some similarities —and some significant differences. One of the first
English - language statistical studies of this area of international business, it should shed
more light on a subtle and complex area of business practice.

Multinational Transfer Pricing

17

By Scott S. Cowen, Lawrence C. Phillips and Linda Stillabower
What are the complications in formulating a transfer pricing system? Learn some of the
management accounting strategies, and the resulting tax consequences, and compare
them to your company's situation.

Transfer Pricing for the Cost Funds in a Commercial Bank

23

By Kent Lucien
The choice of a transfer pricing system can significantly affect the profitability of a bank.
Find out what the major elements in establishing such a system for a bank's cost of funds
are —and how it can be used,

Responsibility Accounting and Transfer Pricing: Approach with
Caution

25

By Roland L. Madison
How do you hold a profit center manager responsible for costs he does not have control
of? Take one step back, define the profit center boundaries and then determine a proper
transfer price —but don't rely on quoted market prices. And don't expect the transfer price
to serve several purposes equally well.

Management
Accounting
Issues

How We Estimate Replacement Costs

30

By Robert B. Hall
Undaunted by the sweeping terms of the SEC's ASR 190, a large manufacturing company
set out to estimate the replacement costs of its fixed assets. A joint effort of accounting,
engineering, insurance, finance and other departments, the project resulted in a rational,
structured approach to a complex reporting problem.

Work -in- Process Inventory Control Through Data Base Concepts 37
By Jay Severance and Ronald R. Bottin
A data base - oriented shop floor control system can be used to integrate accounting and
manufacturing data in order to properly identify opportunities for work -in- process reduction. A large manufacturer's system illustrates how the concepts are worked out in practice
and what the advantages are.
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Decision Science and the Management Accountant

42

By Jack A. Hale and Lanny J. Ryan
Making decisions by " the seat of yo ur pants" is passe, particularly when the use of scientific decisio n models provides much mo re valid input to managerial decisio n makers.

Accounting
and
Reporting

By Frank G. Burianek

Tax Issue

Taxing Capital Gains With Price Indexes

An Actuary's Views on Pension Plan Accounting and Reporting

46

Mo st critics of the procedures f or acco unting and repo rting f or pensio n plans have urged
both the adoptio n o f a unif orm actuarial co st method and greater disclo sure o f the financial
info rmatio n. Bo th po ints may well be inappro priate, confusing, and generally unnecessary.

50

By Paul B. W. Miller
Our econo mic system depends upon a stro ng and continuing stream of f unds f lo wing into
capital investment. A tax system that unf airly penalizes taxpayers because o f inf latio n,
ho wever, tends to disco urage capital investment. If we ap ply the theo ry o f purcha sing
power acco unting to adjust original dollars to current dollars, the result is a mo re systematic and equitable fo rm of taxation o f capital gains.

Research
Report

Planning and Control in Colleges and Universities

53

By Anthony J. Gambino
A new NA A research study, Planning and Control in Higher Education, explores the use o f
management acco unting techniques in academe. Here's a summary o f the repo rt, which is
based o n perso nal interviews and a questio nnaire survey.
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An Expanded Professional Role
In October we discussed the inception of an expanded program for
research in management accounting. Do you know what else NAA is
doing in the educational development of management accounting?
In the last ten years we have taken great
strides in the development of management
accounting education, and our influence
has grown as we have participated in the
accounting
standard - setting
process.
Through the Management Accounting
Practices Committee we have considered
and commented on many issues before the
SEC, FASB and CASB. Moreover, this
Committee has just completed a pioneering
series of statements on management accounting terminology.
We are active on a committee that is
working to set standards for accounting
schools in the United States. Moreover, an NAA representative will sit
on the Management Accounting Committee of the newly established
International Federation of Accountants.
These activities are conducted in addition to our Continuing Education Program, In -House Program and the Institute of Management Accounting, as well as other educational activities.
We have increased our participation in the standard - setting process
because of the growing need for somebody to represent the views of
management accountants. The greater role that we are playing also
reflects the importance that top management is placing today on management accountants and financial executives.
As a volunteer association devoted to the improvement and dissemination of management accounting techniques, we are dependent
upon the contributions of our members. Your participation and views
are needed in all these ongoing efforts and programs. I hope you will
contribute at every stage.
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tives, members of boards of directors, and public accounting representatives.

The Rise of the EDP Manager

Robert F. Randall, Editor

SEC Again Encourages Projections
The Securities & Exchange Commission again
is encouraging disclosure of financial projections in statements filed with the agency. At the
same time, it is issuing guidelines for such disclosure and proposing a safe - harbor rule for
comment. The proposed rule is presented in
two versions as it applies to situations where
forecasts turn out to be wrong. The Commission's version casts the burden of proof on the
defendant to prove that the projection was prepared with a reasonable basis and was disclosed in good faith. The other version proposed by the Advisory Committee on Corporate
Disclosure would place the burden of proof on
the plaintiff to establish that the projection did
not have a reasonable basis or was not made
in good faith. According to the SEC, "It would
be extremely difficult to prove the absence of a
reasonable basis or good faith, especially as to
plaintiffs who would not have the Commission's
investigatory procedures available and cannot
engage in discovery prior to the filing of a complaint alleging a violation." In 1975, the SEC
attempted to set up an elaborate system of voluntary disclosure for companies choosing to
make public projections. Because the proposals were opposed by a majority of respondents,
the Commission withdrew them.

How Internal Audit Has Changed
In the past few years, internal auditing has
been changed by three major developments:
broadening scope of auditing responsibilities
and functions, and in particular, the development of the EDP auditing function; development of regular contacts with senior levels of
management and with board audit committees;
and the professional upgrading of the internal
audit staff. The Conference Board reports
these trends in a new research report, "Internal
Auditing" by Paul Macchiaverna. The study resulted from a survey of 284 auditing managers
and directors and interviews with 42 internal
auditing managers, senior corporate execuMANAGEMENT ACCOUNTING /JANUARY 1979

As more and more companies are affected by
the computer revolution, the status of the EDP
manager is rising, according to an article in the
November 6 issue of Fortune. Where computers are vital to company operations the upward
movement of computer specialists is a marked
trend. A few have been named senior vice
presidents. But EDP managers must learn to
transcend the technical aspects of their profession and become businessmen first according
to experts in the field.

NAA Tests Video Cassette Program
A video cassette - assisted program has been
tested successfully by three NAA Chapters:
Rockford, Ann Arbor and South Central Indiana. The program, "Manager Under Pressure,"
is designed as a three- to four -hour exercise to
give supervisors and managers the opportunity
to examine some of the dynamics of pressure
and its effects on individuals, group decision making, and productivity. The NAA Committee
on Education asked that the experiment be
conducted to help it evaluate such video cassettes for possible use in future educational
programs. The three chapter tests are now being evaluated. For further details, contact Stanley Stec or Don Keller at the NAA office in New
York.

Peat, Marwick; Coopers & Lybrand Vie
In its latest annual report, Peat, Marwick, Mitchell & Co. disclosed revenues of $586 million, up
13.6% from fiscal 1977. Coopers & Lybrand
also released its financial figures, showing revenues of $595 million —which caused Forbes
Magazine to give C &L the title of "biggest accounting firm."

Business /Accounting Briefs
Striking back at the critics of government regulations, Federal Trade Commission Chairman
Michael Pertschuk has charged that business
regulation of business has cost consumers billions of dollars each year. He said, "Business
today is often just as fearful of competition as it
purports to be of regulation." He referred to
FTC actions alleging illegal advertising.

Management
Accounting
Practices
Louis Bisgay, Editor

MAP Committee Meets with FASB
The Financial Accounting Standards Board discussed proposed new procedures of handling
accounting problems of limited scope at a joint
meeting in Stamford, Conn., with members of
the MAP Committee. (See following story.)
Held in conjunction with a regular meeting of
the MAP Committee, the joint session was designed to afford both groups an opportunity to
discuss the standards - setting process and
ways NAA might be able to contribute to the
work, in addition to its current role of responding to FASB pronouncements. Attended by all
the Board members, NAA President Clemens
A. Erdahl, and Executive Director W. M. Young,
Jr., the meeting elicited a commitment from
NAA to assist the FASB on a "best efforts"
basis.

Board to Take Over AcSEC Work
The FASB has proposed to take over the resolution of accounting problems of limited scope
heretofore handled by the Accounting Standards Executive Committee (AcSEC) of the
AICPA. In making this proposal, the Board is
responding to concerns "that have been expressed that AcSEC's role in identifying, researching, and proposing solutions for accounting problems in particular industries or otherwise of limited scope should not evolve into
creating a second private- sector accounting
standard - setting body." In implementing this
proposal, the Board would gradually adopt with
few, if any, substantive changes the accounting
provisions in existing AICPA Industry Audit
Guides, Industry Accounting Guides, and AcSEC Statements of Position, after exposure for
public comment, as FASB Statements of Financial Accounting Standards. To handle future ac-

counting problems of the type covered by AcSEC SOPs, the Board would decide whether or
not to issue a standard, an interpretation, or a
new class of pronouncement —an FASB Technical Bulletin. These would be prepared by the
staff and not be voted on by the Board.
In another action, the Board issued a new
type of communication called an Invitation to
Comment. The new series will not be the product of an FASB task force nor will it include
alternative accounting methods and the arguments and implications relative to each meth od—as do current Discussion Memorandums.
Instead, it will represent the viewpoints of a
group other than the FASB, which the Board
believes is worthy of wider exposure. The first
invitation concerns Accounting for Certain
Service Transactions, a draft Statement of Position prepared by an AICPA task force under
its Accounting Standards Division. FASB
placed the subject on its technical agenda after
considering the recommendation of its Screening Committee on Emerging Problems, which
had reviewed the draft SOP. The Board has not
considered the issues involved nor the conclusions presented. Comment on the paper is requested by January 22. The Board wants comments on its proposals for treating accounting
questions of limited application by January 10.

MAP Disagrees With Oil -Gas Action
The MAP Committee disagreed with the action
taken by the Securities & Exchange Commission in its Accounting Series Release No. 253
(MAP, Nov. 1978). ASR No. 253 rejects both
conventional methods of accounting by oil and
gas producers, full cost and successful efforts,
and calls instead for the development of a value -based approach termed Reserve Recognition Accounting (RRA). MAP criticized the
Commission's judgment in arriving at its conclusion. For one thing, the use of a form of current
value accounting in a relatively limited area was
viewed with a quizzical eye, particularly in light
of the Commission's rejection of both accounting methods currently in use, What happens if
RRA proves impracticable of development?
In response to the SEC's criticism of the historical cost -based methods, the MAP Committee agreed that the traditional methods may fail
to depict a complete picture of oil or gas producing operations, but noted that such failure
would not be unique to that industry. Financial
statements in general frequently must be supplemented by other disclosures to avoid being
misleading. The MAP Committee also said that
Continued on page 59
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If your client's or firm's
distribution or manufacturing costs are too high.
It might pay you to
recommend

Scranton,Penna.
STON

COMMENT

Inflation- Caused Mismeasurement:
Its Pernicious Impact on Finances
As all management accountants know, taxes and the virulence of inflation cause income mismeasurement and thereby undermine the return
that potential investors will earn by new investments. This effect can
have serious consequences for an economy that relies on capital formation for growth.
The insidious impact of inflation comes into play when a taxpayer
purchases in one period and sells in another. For example, assume a
$1,000 purchase is made and a sale is consummated after a three year period of 25% inflation. In order to maintain purchasing power,
the taxpayer should receive at least $1,250. Real income would be the
amount received in excess of the $1,250. For tax purposes, however,
income is measured —or in this case, mismeasured —as the excess
over the original cost. The $250 then is considered income when in
reality it is an illusory gain.
And the multiplier effect when comparing this illusory gain with the
real gain can be quite dramatic. Let's refer back to the above example
and assume the property was sold for $1,300, The taxable income is
$300 ($1,300 - $1,000) but the real income would be only $50
($1,300 - $1,250). Real income, therefore, when compared with taxable income would be overstated six times ($300 = $50). This income
effect also results in a tax multiplier. That is, the tax rate also would be
multiplied by the amount that real income is overstated —in this case,
six. The effects can be devastating when a 28% capital gains rate
becomes a 168% rate.
What this boils down to is that the appreciation of equities for most
investors in recent years has been largely illusory because of inflation caused mismeasurement. Even more damaging to the financial integrity of businesses is the effect on inventories, depreciation, and debt
obligations.
Many have pointed out the problem and offered solutions. One approach is to index capital gains for the impact of inflation. Paul B. W.
Miller discusses this method in "Taxing Capital Gains the Price Index
Way" on page 50. It is an important contribution in the continuing
dialogue that ultimately will lead to some kind of consensus on what
should be done about inflation and its pernicious impact on corporate
finances.
MANAGEMENT ACCOUNTING /JANUARY 1979

Interstate routes
make Scranton, Pa.
overnight to over
70 million people
Scranton has: Plant Sites...
Good Labor
Wonderful
Recreation . .. .. .The Pocono
Mountains
. Interstate
routes to every great eastern
seaboard metropolitan area
32 trucking terminals . . .
...
Foreign Trade Zone #24 .. .
WB- Scranton International
Airport... ConRail and The
D &H Railroad.
This is where you should be
with your manufacturing
facility, distribution center
or administrative or regional
sales office . . . Join the great
names of American Industry such as: RCA; Trane;
Sandvik; Chrysler; Emery;
Schott; Ingersoll Rand; ICS;
Metropolitan Life and more
You'll Save Money . . .
You'll Make Money In
Scranton.
Call or Write Austin Burke Today;

GreaterScranton
ChamberofCommerce
Scranton,Pa..18503
(717)342-7711

Letters

TO THE EDITOR

Investment Credit Dilemma
In reading "To Be or No t To B e; A
Building for Investment Credit ? ", (June
'78), I thought Mr. Billion thoroughly
discussed the problems involved in taking the investment tax credit for certain
types of property. One caveat, however.
In addition to the problems of taking
the credit, the pace of litigation is so
rapid that one is unsure as to where or
what the final status of the credit line
will be.
In recent months, because of the frequency of litigation, articles concerning
the investment credit have become dated rather quickly through no fault of
the author. For this reason only, it
should be pointed out that the Internal
Revenue Service declared in Revenue
Ruling 77 -363 (Internal Revenue Bulletin 1977 -41) on October 11, 1977 that

the Service would not follow the court
decision in the Thirup case. The Thirup
decision introduced the question o
whether the structures involved provided space for working (for the employees) that was more than incidentally related to the principal function of the
structure. (The Thirup decision was cited in footnote 26 of Mr. Billion's article.) Revenue Rulings, it should be
pointed out, are only administrative rulings, not elements of legislative or common law.
The Revenue Ruling places an added
option between court interpretation and
prior administrative practice. The investor has the option of taking the credit,
citing the court decision as support and
possibly being taken to court by the IRS
or of not taking the credit and losing the
economic benefit, but complying with
IRS dictate. The decision of what an in-

vestor should do could appropriately be
called a dilemma.
William W. Burke, Jr.
Richmond, Va.

Tracking a New Trend
In his article, "The Application of
Exponential Smoothing to Standard
Cost Systems" (Sept. '78), Professor
Hicks did a good job of describing this
well- established statistical tool. He
properly kept to basics, which is good,
because these systems should be as simple as possible, compatible with the real
needs. There are, however, two additional features which others have found
useful in some situations.
First, Professor Hicks states that the
management accountant can set or
Continued on page 11

Our new line of columnar workpapers
have added some very attractive features at a very fair price.
* Our new workpapers larger than
single 81/2 pads are already diecut
(waste area removed) and prefolded
to 81/2" for you.
• Handle only the more convenient
8 112' 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
write or call.
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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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Now, you can get your books closed, plus have all
the financial reporting your decision - makers need
—�on�time,�every�time.�Just�install�the�famous
GENERAL LEDGER and FINANCIAL REPORTING SYSTEM from Software International.
Accounting and financial professionals
find our systems ideal for:
•flexible�budgeting�*cost�accounting�support
*customized�output�reports�•flash�reporting
•extensive�auditability�and�control
•and�much�more!
Already producing results for more than 1,500
corporations around the world, Software
International's computer packages operate on
the most popular computers and data -base
systems.
Our FINANCIAL REPORTING SYSTEMS are
modular, too, so you can implement Accounts
Receivable, Accounts Payable, Fixed Assets,
Payroll, even a Manufacturing Resource Planning
rapidly and easily.
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Please send me your free literature about the FINANCIAL
REPORTING SYSTEMS
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Now Available Through NAA:

SPEED LEARNING — better than Speed Reading
Speed Learning is replacing s peed reading because it's easy to l e a r n . . . lasts a lifetim e
everything you read.

applies to

The principle behind Speed Learning is simple. It has been proved that reading is 95% a thinking process and not
just an exercise in eye movement (most speed reading programs stress rapid eye movement). Speed Learning
teaches you how to think fast and organize your mind so that you can read - think - understand - remember- and -learn
what you read.
Your reading efficiency (speed plus comprehension) will increase substantially. Before and After Tests are part of
the program. You'll be amazed at the great im provement you achieve.
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What this Course includes:
• Four easy to listen /easy to learn cassettes (8 sides) bring
you a teacher -on -tape to instruct, guide and encourage
you every step of the way.
• Three easy- to-follow instruction books written by professionals and fully illustrated.

• Five interesting and absorbing books carefully selected to
aid you when using all of your new skills and in develop ing the speed you want and need.
• All materials in your Speed Learning Program are
stored neatly in an attractive, rugged, fitted case ready
for your bookshelf.

Listen-and -Learn at Your Own Pace. Over 100,000 executives, students, professional people, men and women in all
walks of life have benefited from this program.
Examine Speed Learning FREE for 10 days. Examine this result - producing program for 10 days. If, at the end of that time
you are not convinced that you would like to master Speed Learning, simply return the material for full refund.
RE C O M M END E D CO NT INUING E DUC AT ION C RE DIT : 2 0 HO URS
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Cont inued fro m p ag e 8
modify the sm o o th in g co n stan t, alp h a,
according to the resp on se rate he wishes
to have in his sy stem. What is th e qu an titative basis for this? So m e systems
vary alpha as a fu nctio n o f th e Trackin g
Signal. In o p eratio n , a large T.S. indicates a "n erv o u s" con ditio n; therefo re
the system au tom atically decreases alpha to prevent un wanted "h u n tin g."
Later, when sy stem stab ilizes, an d T.S.
reduces, th e system au tom atically can
increase alp h a to a larger valu e.
Second, Professo r Hicks writes abo u t
the need to reco gn ize tren d , an d th is is
very true. Ho wever, it may b e eq u ally
im portant to recognize a reversal of
trend, e.g., the sudden ch an ge from a
trend of rising co sts to on e o f d ecreasing
costs. Man y exp on en tial sm oo thing system s can clin g t o a tre n d t o o lo n g an d
do not sense when th at trend has reversed. To correct this, so m e practition ers have in trod uced a Tren d Reversal
Signal into th eir systems. When the
T.R.S. exceed s a certain valu e, th e sy s-

tem recognizes the statistical probability
that a new , rev ersed tren d h as star ted .
The system th en p rin ts a warn in g m essage, discards the history of th e old
trend, and imm ed iately starts trackin g
the new, reversed tren d .
W.B. Bu mba rg er
Th e Bu mba rg er Gro u p
Atlanta, Ga.

Running, Acco u n tin g an d ...
Naturally, 1 was p leased to see m y self
"running" through "People in the
News" (Sep t. '78). Th e sto ry h igh ligh ts
two key things in my life, acco u ntin g
and runnin g.
To upd ate th e sto r y , I w ill so o n ad d
another im po rtan t dim en sio n, parenting. My h u sb an d an d I ex p ect o u r first
baby in Jan u ary , so I've cu rtailed my
running so mewhat. Also, we are no w in
Alabam a wh ere Jim is an assistan t p ro fessor of anth ro po lo gy at th e Un iversity
of Alabam a. I am curren tly wo rkin g o n
my dissertatio n.
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W__ e never quit .. .
we always get fired.
That's good for you, and
it makes us happy too!
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 valuable time ex plaining 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.
_

s

accounremps
A registered Trade Mark of the Robert Hall Organization

World's largest temporary service specializing exclusively in
Accou nting, Bo okkeeping and Data Processin g emergencies.
Look us up in the White Pages
in the United States, Canada and Great Britain.

Ka th y Bi nd on
Tuscaloosa, Ala.
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Transfer Pricing — Japanese vs.
American Style
Although their transfer pricing practices are similar to those of U.S.
companies, Japanese firms place more empha sis on devaluation
and revaluation of currencies in countries where they have subsidiaries.

By Roger Y. W. Tang, C. K. Walter, and
Robert H. Raymond
Since the m id d le p art o f the 1950's, the issues surro u nd ing transfer pricin g h ave b een discussed exten sively in b u sin ess literatu re. Mos t o f t he art icles, h o wever, dealt with th e th eoretical m erits of
1
vario u s p ricin g m eth o d s. Mo re than a dozen em Roger Y.W. Tang is
assistant professor of pirical stu d ies h ave b een carried out by researchaccounting at McGill ers in th e p ast. Wh ile a few o f these studies dealt
University, Montreal.
He holds a B.A. degree with th e in tern atio n al asp ects o f transfer pricing,'
from National Taiwan m o st fo cu sed o n th e d o m estic dim ensions of the
University and a Ph.D.
degree from the pro blems.
University of Nebraska Desp ite the efforts ch ro n icled in literature,
Lincoln. He is a
member of Omaha man y tran sfer p ricin g p ro b lem s rem ain unsolved.
Chapter, through which Mo st data gath ered b y past researchers on dom esthis article was
submitted. tic tran sfer p ricin g sy stem s are either inadequate
or o u td ated . Th ere is still a sh o rtage of em pirical
evidence o n fo reign tran sfer pricing systems, especially th e Jap an ese system . Th is concern over lim ited em pirical information is shared by Itzhak
Sh arav:
Ad mitted ly , th ere has been no systematic
lo n g -range m o n itorin g o f th e transfer pricin g po licies o f mu ltid ivisio nal corporations.
Th e resu ltan t h ard em p irical data are therefo re spotty an d in marked contrast to the
relative ab u n d an ce of specu lation and theoretical in q uiry in to the sub ject,'
12

The transfer pricing problems o f a domestic
com pany are com plicated enough. In a m u lt in ational context, the problems take on new and
more complex dimensions as a result of variations
in tax rates, custom s duties, governm ent legislation, business practices, and the like.
The last decade witnessed trem endou s growth
in international trade and the expansion of multinational operations by both Am erican and non Am erican industrial firms. Because of these
changes there is an urgent need for understanding
the problem s of adapting dom estic transfer pricing systems to conditions abroad, as well as a need
for evaluating the assumptions and conditions
taken for granted in a do m es tic context. In response to this need, we undertook a com parative
analysis of th e transfer pricing systems of t w o
countries. We chose a country whose transfer
pricing methods could be compared with the
United States. The country selected was Japan, a
major trading partner of t he United States and
one of the leading countries in international trade.
The economic role played by the Japanese business com munity in the international scene has becom e more and more im portant during recent
years. J apan's s hare of world tr ade jum p ed from
5.2% in 1966 to 7.2% in 1976, according to International Monetary Fund statistics. Since Japanese
influences are widely felt in the United States and
other countries, their transfer pricing systems,
MANAGEMENT ACCOUNTING /JANUARY 1979

How Research was Carried Out

%n

The research project was conducted through
the use of a questionnaire survey carried out in
two stages, a pilot study and a full -scale study,
during the Spring and Summer of 1977. A sample
of 30 companies was selected from each of the two
national populations for the pilot study.' The response rates of the American and Japanese firms
were 47 and 43 %, respectively, and the overall
response rate to the pilot study was 45 %.
The response rate to the pilot study was reasonably good considering the sensitive nature of the
questions in the questionnaire. A full -scale study
then was launched using a slightly revised questionnaire. Copies of it were sent to 300 American
and 369 Japanese companies.' A total of 266 responses (154 American, and 112 Japanese) was
received, yielding an overall response rate of 40 %.
Out of the 266 responses, 145 responses from U.S.
firms and 102 responses from Japanese firms were
usable.
Transfer Pricing Methods
The use of transfer prices is more widespread
among the U.S. firms than among the Japanese
firms. Ninety -two percent of the American firms
use some form of transfer prices, but only 73% of
the Japanese companies do. Insignificant volume
of interdivisional transfers was cited by a substantial majority of nonpricing companies as the main
reason for not using transfer prices.
Table 1 shows all the transfer pricing methods
reported by 133 American and 73 Japanese pricing companies to account for their domestic inter divisional transfers. It can be seen that the more
popular domestic transfer pricing methods used
by American firms are market price, full production cost-plus, negotiated price and standard full
production cost. The methods frequently used by
Japanese companies to account for their domestic
inteacompany transfers include full production
cost -plus, negotiated price, market price, market
price less selling expenses, and standard full production cost. Many respondents use two or more
domestic transfer prices.
Table 2 indicates the international transfer
prices reported by 85 American and 42 Japanese
companies to account for their international inter divisional transfers. Full production cost -plus is
the most popular international transfer pricing
method used among both the American and Japanese companies. Other widely used methods are
market price, negotiated price, and market price
less selling expenses. The wide application of the
above four methods may have been caused by the
enforcement of Section 482 of the U.S. Internal
Revenue Code and the sanctions of similar legislaMANAGEMENT ACCOUNTING /JANUARY 1979

tion in other countries. For example, Section 482
states in part:
"In any case of two or more organizations,
trades, or businesses (whether or not incorporated, whether or not organized in the
United States, and whether or not affiliated)
owned or controlled directly or indirectly by
the same interests, the Secretary or his delegate may distribute, apportion, or allocate
gross income, deductions, credits, or allowances between or among such organizations,
trades, or businesses, if he determines that
such distribution, apportionment, or allocation is necessary in order to prevent evasion
of taxes or clearly to reflect the income of
any such organizations, trades, or businesses."

I
oil

particularly the international dimension of their
systems, deserve a closer look.

C.K. Walter is associate
professor of marketing
at the University of
Nebraska - Lincoln. He
holds a Ph.D. degree
from Ohio State
University.

To implement Section 482, the U.S. Treasury
Department adopted final regulations applicable
to all types of intercompany transactions. According to the regulations, only three methods are specifically accepted for intercompany sales of tangible property. These are the comparable uncontrolled price method, the resale price method, and
the cost -plus method. However, other appropriate
methods may be used when none of the above
three methods can reasonably be applied under
the facts and circumstances as they exist in a particular case.

TERMINOLOGY USED IN THE STUDY

Transfer price
The unit price assigned to goods and services transferred between the parent company and subsidiaries or between divisions within the same firm.
Domestic transfer price
A transfer price used by the company to account for the domestic interdivisional transfers. An " internatio nal transf er price" is a transfer price used by the company to
account for the international interdivisional transfers.
Cost- oriented transfer prices
Transfer prices derived mainly through cost information as opposed to market price
information of goods transferred. Examples of cost - oriented transfer prices include
actual or variable costs of production, standard or actual full production cost, actual or
standard production costs plus a markup.
Market-oriented transfer prices
Transfer prices formulated mainly through the market price information of products or
services transferred. Examples of market - oriented transfer prices are market price and
market price less selling expenses.
Non-cost- oriented transfer prices
These include market- oriented transfer prices and other transfer prices that are not
formulated mainly through cost information of products or services transferred. Negotiated transfer price is included in this category.
Multinational company
A company (or corporation) that has at least one subsidiary or branch in a foreign
country.
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A comparison of Table 1 with Table 2 shows
that both the U.S. and Japanese international
transfer prices are less cost - oriented than their domestic transfer pricing methods. There is significantly greater use of full production cost -plus as
international transfer prices among both the U.S.
and the Japanese firms.
An investigation was carried out to see whether
there was any relationship between the size of the
firms and the use of cost - oriented or noncost -ori-

ented transfer prices. It was found that no such
relationship exists among the U.S. firms. There
was, however, a significant relationship between
the size of large Japanese industrial firms and the
use of noncost -oriented transfer prices. That is,
the larger the size of the Japanese firm, the more
likely is the use of noncost- oriented transfer
prices.
Research results point to a possible gap between
the concepts advocated by many writers and the

Table 1
DOMESTIC TRANSFER PRICING METHODS USED BY RESPONDENT FIRMS
U.S.
Pricing methods

Firms

Japan
%

Firms

%

Cost - oriented methods
Actual variable cost of production
Actual full production cost
Standard variable cost of production
Standard full production cost
Actual variable production cost plus a lump -sum subsidy
Full production cost (actual or standard) plus allowance for profit
Other cost - oriented methods

0
21
7
39
2
44
4

0
9.0
3.0
16.8
0.9
19.0
1.7

0
11
1
18
1
24
0

0
9.2
0.8
15.1
0.9
20.2
0

117

50.4

55

46.2

50
19
42
0
4

21.6
8.2
18.1
0
1.7

21
19
23
1
0

17.7
16.0
19.3
0.8
0

Subtotal non - cost - oriented methods

115

49.6

64

53.8

Total all methods

232

100.0

119

100.0

Subtotal cost - oriented methods
Non - cost - oriented methods
Market price
Market price less selling expenses
Negotiated price
Mathematical programming price
Other non -cost- oriented methods

Table 2
INTERNATIONAL TRANSFER PRICING METHODS USED BY RESPONDENT FIRMS

Firms

Firms

%

Pricing methods

Japan
%

U.S.

Cost - oriented methods:
0
6
1
6
2
38
2

0
5.1
0.8
5.1
1.7
32.2
1.7

1
0
0
3
1
21
0

1.6
0
0
4.8
1.6
33.3
0

55

46.6

26

41.3

Market price
Market price less selling expenses
Negotiated price
Mathematical programming price
Other non - cost - oriented methods

24
17
16
1
5

20.4
14.4
13.6
0.8
4.2

14
9
14
0
0

22.2
14.3
22.2
0
0

Subtotal non - cost - oriented methods

63

53.4

37

58.7

118

100.0

63

100.0

Actual variable cost of production
Actual full production cost
Standard variable cost of production
Standard full production cost
Actual variable production cost plus a lump -sum subsidy
Full production cost (actual or standard) plus allowance for profit
Other cost - oriented methods
Subtotal cost - oriented methods
Non - cost - oriented methods:

Total all methods
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practice of companies with respect to the use of
transfer prices. The concepts of marginal cost and
opportunity cost, the decomposition method or
other programming methods have been advocated
by many authorities in the past.' However, the use
of these concepts or methods among large industrial firms in the United States and Japan appears
to be minimal.
How They Treat Environmental Variables
In order to understand how American and Japanese corporations treat the key environmental
variables when they formulate their international
transfer pricing policies, respondents were asked
to rate the importance of each of the 20 variables
listed in Table 3 on the following five - point scale:
Extremely
Very Moderately Not too Not at all
Important Important Important Important Important
5
4
3
2
1
The mean rating for a particular variable was
computed by summing the integer values assigned
to the item and then dividing the total by the
number of individual firms that responded to the

two groups include "restrictions on repatriation of
profits," "competitive position of foreign subsidiaries," and "performance evaluation of foreign
subsidiaries."
Compared to American firms, Japanese companies place more importance on devaluation and
revaluation of currencies in countries where they
have subsidiaries. The Japanese have good reasons
to worry about this because the U.S. dollar, the
currency of the most important trading partner of
Japan, has fallen sharply in recent years. Since
January 1977, the yen has climbed more than
35% against the U.S, dollar. Further appreciation
of the yen is considered likely unless effective measures are taken to reduce the huge trade deficit of
the U.S. and the enormous trade surplus of Japan.
Many Japanese industries see their international
competitiveness shaved away as the rising yen
pushes export prices higher. Many export- oriented companies already experiencing thin profits are
finding margins further eroded, and bankruptcies
in Japan are at record levels.'
Other more noticeable differences between the
ratings of the two national groups can be found in
two variables: "the interest of local partners" and

The rise of the
yen and fall of
the dollar cause
Japanese
managers to
focus on
currency
devaluation.

Table 3
RANKINGS OF 20 ENVIRONMENTAL VARIABLES
Environmental variables
(order on questionnaire)

Rank
U.S. Japan

9
10

6
14

Overall profit to the company 01)
Restrictions imposed by foreign countries on repatriation of profits or dividends (12)
The competitive position of subsidiaries in foreign countries (10)
Differentials in income tax rates and income tax legislation among countries (1)
Performance evaluation of foreign subsidiaries (15)
Rates of customs duties and customs legislation where the company has operations (2)
Import restrictions imposed by foreign countries (13)
Restrictions imposed by foreign countries on the amount of royalty or management fees which
can be charged against foreign subsidiaries (19)
The need to maintain adequate cash flows in foreign subsidiaries (20)
Rules and requirements of financial reporting for subsidiaries (or branches) in foreign countries

11
12
13
14
15
16
17
18
19
20

9
3
7
17
12
15
6
19
16
18

Maintaining good relationships with host governments (9)
Devaluation and revaluation in countries where the company has operations (8)
Rates of Inflation in foreign countries (5)
Volume of interdivisional transfers (17)
Anti- dumping legislation of foreign countries (4)
The needs of subsidiaries in foreign countries to seek local funds (14)
The interests of local partners of foreign subsidiaries (7)
Domestic government requirements on direct foreign investments (18)
Risk of expropriation in foreign countries where the company has operations (6)
Anti -trust legislation of foreign countries (3)

1
4
2
13
5
9
10
11

(16)

item, Table 3 also ranks the mean ratings placed
on all 20 variables by the two national groups. To
facilitate the comparison, the ordering of the variables follows the rankings by the American firms.
We can see that "overall profit to the company"
was given the highest mean rating by both the
Japanese and the American subject groups. Other
variables to which high ratings were given by the
MANAGEMENTACCOUNTING/JANUARY
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"rates of inflation in foreign countries." The Japanese firms' ratings on those two variables are significantly higher than those of the U.S. companies. This is because many foreign subsidiaries of
the Japanese firms are located in South Korea,
Taiwan and other Southeast Asian countries. The
inflation rates of these countries are generally
higher than those of the developed countries.
16

Governments in South Korea, Taiwan, and many
governments of other Southeast Asian countries
normally require local ownership of major portions of companies invested in by foreigners. The
presence of local partners limits the flexibility of
the parent company in determining transfer prices
because the local partners are anxious to obtain
the lowest possible transfer price (for intermediate
goods transferred from the parent company) to
assure that maximum profit is accrued to the subsidiary. In a study on the pattern oforganizational
The objectives evolution of 50 major Japanese manufacturing
of transfer companies, M.Y. Yashino found that transfer
pricing are price was a frequent source of conflict between
similar in both Japanese parent companies and their joint venture
East and West. partners of foreign subsidiaries, especially during
the early stages of these joint ventures.'
Objectives of Transfer Pricing
The key objectives for transfer pricing systems
of the American and Japanese firms appear to be
quite similar. Maximizing consolidated profits and
determining divisional performance are the two
most important objectives reported by those companies that use transfer prices.
The process of determining transfer pricing policies was found to be primarily a centralized function handled by executives of the parent companies. Relatively speaking, the policy - formulating
process among Japanese companies is more decentralized than that of the American firms.
A comparison of the ways in which policy disagreements between divisions were settled among
respondent firms shows that a majority of the
American companies' divisional disagreements
are settled by financial executives from the parent
companies, while most Japanese firms resolve
their disagreements through negotiation. An analysis ofthe policies on outside purchasing of raw
materials and intermediate products indicates that
the policies of Japanese companies are more restrictive than those of the American firms.
Similarities and Differences
This study has provided, for the first time in
English literature, some statistical evidence of
Japanese transfer pricing practices. Current information on American practices is also supplied by
the research. Therefore, this study should contribute to a better understanding of the management
approaches in different countries and the factors
that enter into the decision- making process of the

16

American and Japanese companies as each relates
to international transfer pricing.
Several broad and significant conclusions can be
drawn from the study. A comparison between the
American and Japanese transfer pricing practices
shows that their systems' objectives are quite similar. Many American and Japanese firms consider
transfer pricing an important corporate function
vital to corporate profits and the evaluation of divisional performance.
Despite the similarity in objectives of the systems, there are some major differences between
the approaches taken by the American and Japanese firms. Policy disagreements among divisions
are settled primarily by parent company executives in American firms. But Japanese firms resolve their disagreements mainly through negotiation, On the other hand, the outside purchasing
policies of Japanese firms are more restrictive than
those of American companies.
On the environmental variables of international
transfer pricing, Japanese corporations placed significantly greater emphasis on the following variables: (1) devaluation and revaluation of foreign
currencies; (2) the interests of local partners; and
(3) inflation. These differences were due to the
special environmental factors faced by the Japanese firms.
Transfer pricing remains one ofthe most subtle
and complex areas ofbusiness management, especially in a multinational context. The tax authorities of many governments will continue to scrutinize the transfer pricing policies of large multinational firms. There is no easy solution to the
thorny problems oftransfer pricing. Nevertheless,
a company may alleviate many problems by retaining flexibility and by being responsive to
changes in the international environment.
❑
, See for example, J.S. Shulman, "When the Price is Wrong -By Design," Columbia Journal of World Business, May -June, 1967 and J.S. Arpan, International
Intracorporatc Pricing. Nan- American Systems and Views, Praeger Publishers,
New York, N.Y., 1972.
' Itzhak Sharav, "Transfer Pricing— Diversity of Goals and Practices," Journal
of Accountancy, April 1974.
' The American companies were selected from the Fortune directories. These
can be f ound in "The Fortune Directory of the 500 Largest U.S. Industrial
Corporations," Fortune, May 1976 and "The Fortune Directory of the Second
500 Largest U.S. Industrial Corporations," Fortune, June 1976. The Japanese
firms were selected from the President Directory. See "The 1,121 Leading Japanese Mining and Manufacturing Corporations," The President Directory 1976,
The Diamond -Time Co., Ltd., Tokyo, 1976.
' The rationale for selecting these Japanese and American firms and details of
the research methodology can be found in Roger Y.W. Tang, "An Empirical
Investigation of the Transfer Pricing Practices of Large Industrial Corporations
in the United States and Japan," Ph.D. dissertation. University of Nebraska,
1977.
' For example, see Jack Hirshleikr. "On the Economics of Transfer Pricing,"
Joumal of Business, July 1956; Mohamed Onsi, "A Transfer Pricing System
Based on Opportunity Cost," Accounting Review, July 1970; William J. Baumol
and Tibor Fabin, "Decomposition, Pricing for Decentralization and External
Economics," Management Science. September 1964.
' Wall Street Journal. February 22, 1978.
'MY * Yashiro, Japan's Multinational Enterprises. Harvard University Press,
Cambridge, Mass., 1976.
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Multinational
Transfer Pricing
The transfer pricing system involves more for the multinational
company than just maximizing management objectives. It also
requires consideration of numerous environmental and tax factors.

By Scott S. Cowen, Lawrence C. Phillips and
Linda Stillabower
The primary purpose of all transfer pricing systems is to maximize the following set of management objectives:

in scope. Furthermore, the federal income tax
transfer pricing implications are of greater importance for a multinational corporation due to the
potential for double taxation (U.S. and foreign)
and the resulting possible loss of foreign tax credits.
k

1. Assure that divisional, branch and /or subsidiary company objectives coincide with overall
company objectives,
2. Motivate managers of such sub - entities to
make decisions which are congruent with overall company objectives,
3. Assure an efficient allocation of resources
among and within such sub - entities,
4. Provide an adequate measure upon which to
evaluate the performance of all corporate entities, and to
5. Assure effective communication within the entire company.
These objectives are of equal importance to corporate management whether operating in a multinational or domestic environment. However, the
factors influencing the establishment of transfer
pricing policies for domestic and multinational
companies are quite different. The transfer pricing
process is more complex for multinationals because these companies are exposed to additional
environmental considerations and, therefore, must
formulate policy objectives that are multinational
MANAGEMENTACCOUNTING/JANUARY 1979

Domestic Issues
A multinational company must be concerned
with domestic issues when formulating its transfer
pricing policies. These considerations include assessing the impact of a transfer pricing policy on
external groups, minority shareholders of a subsidiary, and various regulatory bodies.
Prospective purchasers of a division, subsidiary
or separate segment of a business may require
some assurance that transfer pricing policies have
not distorted earnings and rates of return. Minority shareholders or a subsidiary of the parent company also would be concerned that intercompany
transactions reflect realistic allocations of costs
and revenues.
The transfer pricing system is also significant
for regulatory purposes. For example, the SEC
product line and segment information disclosure
requirements for Form 10 -K are predicated upon
information generated from the company's transfer pricing system. In addition, the IRS will disallow a pricing system that is designed for income
tax evasion or does not clearly reflect income. Finally, various state and federal regulatory bodies
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Cleveland East
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will disallow a system that operates in conflict
with antitrust, unfair practices, or restraint of
trade laws_
Multinational Considerations
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In addition to the management objectives and
domestic issues, a multinational company must
consider the interrelated economic conditions and
laws of host countries in framing a transfer pricing policy. Rampant inflation in foreign countries,
volatile exchange rates, and differing tax laws may
influence transfer pricing. For example, it may be
desirable for a domestic parent company to establish artificially high transfer prices so as to minimize risk by removing funds from foreign operations that are experiencing highly inflationary and
volatile exchange rate conditions. The use of artificially high transfer prices also may be desirable to
withdraw capital from foreign operations if there
are restrictions on fund transfers. Or in order to
minimize its overall corporate income tax burden,
a subsidiary in a country imposing a high rate of
income tax might transfer goods or provide services at an artificially low price to an affiliated company operating in a low income tax rate country.
The effect of such a transfer pricing strategy
would be to transfer effectively most or all of the
overall profit to the affiliated company in the tax
haven country. Similar procedures might be used
to minimize tariff or customs duties.
Such pricing strategies, however, may increase
political risks ofexpropriation or fund transfer restrictions or may result in performance evaluation
problems ifsubsidiaries or divisions are operated
as separate profit centers. Artificial transfer pricing systems may decrease the effectiveness of the
system as a management control over the operations ofthe company, leading to discrepancies between subsidiary and overall company goals.
Transfer pricing systems that are based solely
upon tax minimization may impede effective performance measurement unless separate transfer
pricing records are maintained.
Furthermore, arbitrary allocations of intracompany profits are vulnerable to attack by the involved countries which will seek to prevent circumvention of their tax and customs laws. The
U.S. tax law also permits the IRS to allocate income and deductions among controlled businesses
to prevent tax evasion or to clearly reflect the income of such organizations.
Minimizing Income Taxes
A properly designed transfer pricing system
may be used to minimize overall income taxes for
a multinational company. If the transfer pricing
system is designed to meet the existing requirements of the Treasury Regulations and is compatible with previous court cases in the Section 482
area, it may still be possible to shift income from
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U.S. companies to foreign affiliated companies operating in the countries which impose lower taxes.
Transfer prices may be used to shift income
from regular U.S. domestic corporations to specially -taxed corporations such as corporations set
up in U.S. possessions. By transferring goods at
low prices from the U.S. parent to the special corporation, the taxes of the parent are minimized.
The profits accruing to the special corporation
from these transfers are taxed at preferential rates,
thereby minimizing the total taxes of the group.
Finally, transfer prices may be used to maximize the benefits of the foreign tax credit. The
availability of a foreign tax credit depends on the
amount of foreign source income giving rise to
foreign taxes. A company with excess credits
available could benefit by the transfer of goods at
low prices to foreign subsidiaries which would
then resell the goods at high prices, thereby generating higher foreign source income.
Section 482
The primary purpose of the transfer pricing
provisions ofSection 482 is to provide an accurate
allocation or apportionment of gains, profits, income, deductions and capital among related parties. It is a key anti - avoidance provision designed
to prevent arbitrary shifting of profits purely for
tax evasion purposes. It is also designed to protect
United States tax revenues by assuring that U.S.
source income is properly measured. The IRS is
permitted under this Section to disallow an existing pricing system and reallocate income to reflect
the "true taxable income" for each of the related
companies. The allocations are intended to put related taxpayers on a parity with unrelated taxpayers. Accordingly, the reallocations are intended to
reflect the income which would have accrued to a
related taxpayer had it dealt with other members
of the related group in the same manner that it
would deal with outsiders.
The impact of§482 and the transfer pricing systems recommended by the IRS in the regulations
must be considered by the international planner.
If the multinational pricing system designed by
management is considered unacceptable by the
IRS, any reallocations of income will be final unless the company can demonstrate the acceptability of their system in the courts or upon administrative appeal to the IRS. This places heavy burdens of uncertainty, documentation, and record keeping on the multinational. Furthermore, if a
foreign country has already taxed the income that
has been reallocated to the U.S. parent company,
the result is double taxation upon such income if
the foreign country does not accept the correlative
adjustments. This problem is peculiar to multinational companies because a reciprocal reallocation
of income and deductions is prescribed for domestic U.S. companies under §482.
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Transfer Pricing Systems'
Treasury regulations provide for several possible approaches to the pricing of intercompany
transfers. However, the regulations establish a hierarchical ranking of methods in which certain
methods are preferred and must be employed if
the facts and circumstances warrant their use. The
§482 regulations introduce the term "true taxable
income" which is defined as the income resulting
if each member were acting at "arm's length"
with each other. The purpose of the regulations is
to impose standards for intercompany transactions which place a controlled taxpayer at a parity
with uncontrolled taxpayers.
If comparable products are sold to nonrelated
customers, the "comparable uncontrolled price
method" generally must be used. In the absence of
a comparable uncontrolled price, the taxpayer
must use the resale price method.
If neither of these two approaches are feasible,
certain cost -based methods may be used. Finally,
if none of these three methods are feasible, other
methods may be used if the approach reflects
prices that would be charged to unrelated parties
in similar circumstances. Table 1 summarizes the
alternative transfer pricing methods used for management control and income tax purposes.
MARKET -BASED SYSTEMS
A market -based transfer pricing system usually
is the preferred method for measuring the profitability of intercompany divisions or subsidiaries. In
addition, managerial performance evaluation is facilitated since resource allocation decisions involving investment return and capacity are more
closely aligned with existing supply and demand
market conditions. The use of simulated market
prices encourages managers to be more concerned
with cost control because cost allocations are
based upon realistic rather than artificial prices.
Market price systems are preferred by the IRS,
provided that such prices are readily determinable. If comparable products are actually sold to
unrelated customers, these prices must be used.
Guidelines for what constitutes a "comparable
uncontrolled price" are provided in the regulations as follows:
Uncontrolled sales are considered com-

differences which may affect the price of
property are differences in the quality of the
product, terms of sale, intangible property
associated with the sale, time of sales, and
the level of the market and the geographic
market in which the sale takes place.'
Thus, if sales of similar products are made to
unrelated customers and there exist only minor
differences that have an effect on price, the uncontrolled customer selling price, plus or minus any
adjustments, must be used for income tax purposes.
The use of the resale price method is prescribed
under the regulations if there are no comparable
uncontrolled sales_ The resale price method is generally required to be used where a unique product
is transferred to a selling division or subsidiary
that merely resells the inventory to outside parties
without adding any significant value to the goods.
The transfer price is equal to the resale price to
unrelated parties less an appropriate markup, plus
or minus certain adjustments. This markup is the

Table 1
TRANSFER PRICE SYSTEMS
Income tax methods

Management control systems
1.

Market -based prices

1.

Market prices
a. Comparable uncontrolled price
method
b. Resale price method is used
if comparable uncontrolled
prices are not available

2.

Cost -based systems
a. Actual cost
b. Cost -plus markup
1. Actual costs —plus
2. Standard costs—plus
c. Incremental cost
d. Marginal cost
e. Variable cost

2.

Cost -plus pricing
a. Actual costs are not
acceptable by the IRS
b. The cost -plus markup
approach may be used if
market prices are not
available.
c. Incremental costs may be used
if the economic circumstances
warrant such use.
d. Same
e. Same

3.

Other
a. Negotiated prices
b. Net and gross profit
comparisons
c. Pricing of component parts

3.

Other methods are acceptable if
the transfer price is comparable
to a price which would be charged
to an unrelated party.

...
parable to controlled sales if the physical

property and circumstances involved in the
uncontrolled sales are identical to the physical property and circumstances involved in
the controlled sales, or if such properties
and circumstances are so nearly identical
that any differences either have no effect on
price, or such differences can be reflected by
a reasonable number of adjustments to the
price of uncontrolled sales.... Some of the
MANAGEMENTACCOUNTING/JANUARY
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percent of gross profit earned by the buying- reselling division or subsidiary on sales of similar property bought from and sold to unrelated parties in
similar circumstances.
A number of management problems arise in establishing a pricing system based on market
prices. The key difficulty is determining the market price itself. The product may be unique with
no external sales, there may be differences in the
19

Transfer pricing
systems based
solely upon tax
minimization
may impede
effective
performance
measurement.

terms of sale and market levels, or there may be
significant differences in the geographical markets.
In some instances it is possible to make adjustments to the market price to account for such differences.
In addition to the difficulties of establishing a
realistic market price, internal management control and economic conditions may reflect the need
for some alternative transfer pricing approach.
For example, if a company is operating with temporary unused capacity, the use ofa market price
may be considered to be an unrealistic alternative
since it may be unwise for a manager of a division
or subsidiary to acquire goods from an unrelated
seller. Freedom to purchase goods from unrelated
parties would result in a suboptimization ofoverall company profits.
Market -based pricing systems also may result in
conflicts among managers ofa company's various
profit centers. If an unrelated supplier temporarily
is charging a lower than normal or "distress"
price in order to retain business during a depressed market condition managers may object to
being charged long -run market prices.
COST -BASED SYSTEMS
Cost -based transfer prices may be used ifmarket prices are unavailable or unsuitable. The income tax regulations permit the use of cost -based
systems only when market -based prices are not
available and when the resale price method cannot
be used.
If actual costs are used for income tax purposes,
adjustments are required to provide for an appropriate profit. The suggested markup would result
in a gross profit similar to that earned by the division or other companies in similar transactions
with unrelated parties.
Cost -plus systems may employ actual or standard costs. Standard costs are acceptable for tax
purposes ifthe standards are revised periodically
to reflect actual cost conditions. The use of standard cost may be preferable to avoid passing on
cost inefficiencies to other companies or divisions.
However, it should be noted that actual cost based systems provide little incentive to reduce
costs since the costs are transferred to other affiliated subsidiaries or divisions.
Cost -based systems are simple, easily understood and based on readily available data. However, managerial performance evaluation may be impaired because of the arbitrary nature of the profit
markups and the difficulty of determining product
cost. The use of cost -plus pricing methods may
result in an unprofitable subsidiary or division appearing to be profitable and may lead to errors in
performance evaluation and decision making. In
certain circumstances it may be appropriate to use
incremental, marginal or variable costing methods. Such transfer pricing deviations from full

20

costing are acceptable for income tax purposes to
the extent that economic circumstances warrant
their use.
Under incremental and marginal costing, transfer prices are equal to the increase in direct production costs incurred by the transferor (division
or affiliated company). Under variable costing
procedures, the transfer price includes direct labor, direct material and variable overhead costs.
For example, if an affiliated company incurred $5
direct material costs, $5 direct labor and $2 variable overhead to produce product A, the transfer
price under variable costing would be $12. Under
incremental or marginal costing, the transfer price
would be only $10 if the transferor was operating
under conditions of excess capacity.
Systems other than full costing may be useful as
temporary measures to reflect excess capacity or
depressed market conditions. However, such approaches, if not properly used, can distort intercompany profitability and measurement of managerial performance.
OTHER SYSTEMS
Some companies employ alternative transfer
pricing approaches including negotiated prices,
gross and net profit comparisons, and pricing of
component parts. The IRS viewpoint is that such
methods are acceptable if the resulting transfer
price is comparable to that which would be used if
the affiliated companies were independent.
A Transfer Pricing Decision System
Figure 1 illustrates the recommended decision
process for establishing a transfer pricing system
in a multinational corporation. The initial step is
determining management objectives of the system.
If the company is decentralized it will be important to measure profits of each subsidiary or division accurately. Management also will want to
maximize corporate goals as well as subsidiary
and divisional goals and to insure that managers
are motivated to control costs and maximize overall company profitability. A multinational company will need to consider the impact of the pricing
system on the competitive position of its international operations and the differential marketing
and regulatory situations in countries in which it
operates. There may be trade -offs necessary
among the various management objectives to accommodate such factors. Finally, management
must weigh the costs ofproviding the desired system against the expected benefits.
The primary responsibility for designing the
transfer pricing system should be that of operating
management rather than the tax department. A
transfer pricing system designed solely to meet the
requirements of§482 may not be an effective tool
for controlling costs and measuring management
performance.
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Figure 1
THE TRANSFER PRICE DECISION PROCESS
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Market -based
price systems
are preferred by
the IRS
provided that
such prices are
readily
determinable.

Once management has designed the system, it
should be reviewed by the tax department. The
tax department should be informed of the management objectives of the system and the alternatives considered. The total tax impact of the system, including multinational differential taxes,
should be evaluated. The tax department may suggest additional documentation to support the acceptability of the pricing system. It is necessary to
establish that the resulting prices represent prices
that would be charged by unrelated parties in similar circumstances. This step is important since
the amount of support for a transfer pricing system may be crucial in a potential §482 issue.
The tax department review at this point may
result in modifications to better achieve management's objectives or modifications because the system as it stands may be challenged by the IRS.
Additional record - keeping requirements may be
suggested as mentioned above, including the possibility that it may be desirable to develop totally
separate transfer pricing systems for tax and internal management use in order to comply with the
income tax requirements.
Once the tax department has reviewed the
transfer pricing system, it may be acceptable without modification or proposed tax department
changes may be suggested. Management will have
to determine whether the system as modified by
the tax department is acceptable for internal management use. If the modifications are not accept-

able to management, a choice may be made to use
the original system, regardless of potential IRS
objections, or to use two systems: one to achieve
management objectives and the other to satisfy
the requirements of §482. It is not unusual to use
dual systems, and this approach may be desirable
if the requirements of management and the tax
law are incompatible.
A Tool for Effective Management
The transfer pricing system will be particularly
complicated for multinational corporations because of adverse income tax consequences of U.S.
source and foreign source income and deductions.
In addition, the system must accommodate multinational policy objectives and environmental considerations.
Transfer pricing systems, however, based upon
market prices, cost -based systems and other measures discussed can be used as tools for management control and performance measurement. In
fact, developing such a system will require coordination of various management functions and will
indicate the extent of management and tax complications. And this approach also should provide
an effective transfer pricing strategy and help minimize the potential for subsequent adverse income
tax implications.
❑
' Our discussion focuses upon the transfer of tangible goods. Separate income tax
rules are provided for intercompany loans or advances, services and intangible
property. e.g., patents.
' Treasury Regulation 1.482.2(e)(2)(ii).

9th CAPA Conference
The 9th Conference of the Confederation of Asian & Pacific
Accountants (CAPA) will be held in Manila, Philippines, October 14 -20, 1979. Hosted by the Philippine Institute of
CPAs, the conference will pool the resources, ideas, talents,
and experiences of accountants in a discussion of international accounting developments, particularly relevant to the Pacific region. For further details, write Eduardo M. Villanueva,
Conference Chairman, P.O. Box 589, Manila 2800, Philippines.
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Transfer Pricing
for the Cost of Funds
in a Commercial Bank

1. To measure fairly the performance of an operating group,
2. To measure the profitability of certain customer types and product categories,
3. To motivate operating groups to maximize
profits over a long term.
In any particular banking situation these objectives might be quite different. For example, a bank
may prefer to emphasize corporate citizenship
even at the expense of profits. In fact, these general guidelines may be too broad to have any operational meaning, and this problem is a major concern in and of itself.
Basis for Transfer Pricing
Within most commercial banks there are severMANAGEMENT ACCOUNTING /JANUARY 1979

■

1
mow

The cost of funds is the largest expense in any
commercial bank. The choice of a transfer pricing
system significantly affects the measured profitability of operating groups, customers and products. Ideally, a transfer price should serve to indicate the economic value of funds transferred. In
fact, the choice of a transfer price is strongly influenced by the objectives of a bank as a business.
The objectives of a cost of funds transfer pricing
system should include;

al operating groups, some of which use funds and
some which supply funds. What then should the
proper transfer pricing system be? For example,
assuming that each group will bear a portion of
the costs, how should the cost of borrowing funds
be allocated to the retail, corporate and international groups?
This problem is complicated by a number of
issues. Some operating groups use funds and some
supply funds, therefore, how should profit be measured or decision - makers motivated? Consider the
retail group that makes a number of long -term
real estate loans versus a corporate group's short term seasonal loan. How should that situation be
handled? What is the basis for establishing a
transfer price? Is it maturity, risk or some other
criteria?
If a basis for establishing a transfer price can be
decided upon, what then is the proper price or
rate? For example, if maturity was the differentiating criterion for pricing the hypothetical real estate loan, what should the actual rate be? Should
it be the market rate for certificates of deposit, the
average cost of borrowing, a historic rate (such as
a moving average of historic rates), or a forecasted
rate?
The most reasonable basis for transfer pricing
funds is a maturity -based system. In such a system, funds would either be charged or credited
depending on the length of time that they are ei-

%.

By Kent Lucien

i

A maturity -based system may offer the most reasonable basis for
determining transfer prices, but a bank must insure that it does not
distort the measurement of an operating group's performance.
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ther used or supplied. If an individual wanted to
borrow funds for 30 days, then one would probably pay a different rate of interest than if one borrowed funds for a year. The operating groups of
the bank are in effect borrowing and lending
among themselves, and just as the individual
would expect to pay a differential rate depending
on the term of the loan so too should the operating group within a bank. Within this context, maturity is a surrogate for risk. Risk is a multidimensional concept of which maturity is merely
one dimension. However, in many circumstances
maturity is a major aspect of risk. In the treasury
bill market, most other components of risk are
held constant, except maturity. Despite the fact
that maturity is an incomplete measure of risk, it
is the basis for an approximation of the value of
financial resources transferred.
Even though maturity may be a correct theoretical basis for transfer pricing funds, however, operationally it may be an elusive basis. Other questions that may arise include: What are the maturities of a demand deposit? A variable interest rate
loan? A 30 -year mortgage loan whose effective
maturity on average will be less than 30 years?
After these questions have been answered, an
appropriate transfer rate must be determined.
Given that the above issue of maturity can be re-

Table 1
BALANCE SHEET
Corporate group
Commercial loans
7%
9
Leases
Mortgage loans
10%
@

%

@

@

150
50
50

Demand deposits

50

50

250

@

@

@

100
50
50

Demand deposits
Savings deposits

150
100

5%

@

Retail
Commercial loans
8%
Auto loans
12%
Mortgage loans
10%

250
_

200
Assume that the average cost of funds for the period was 3 23 %. and the cost of funds
for certificates was 8°% (the marginal rate).

Table 2
COMPARING EARNINGS: MARGINAL vs AVERAGE
Retail
Interest income
Interest expense
Interest credit

Corporate

Marginal

Average

Marginal

Average

19
(16)
20

19
(6.5)
8.1

20
(20)
4

20
(8.1)
1.6

23

20.6

4

13.5

Notice that as a net supplier of funds the retail group benefits from a marginal price system, with
a higher net income, and the converse is true for the corporate group, a net user of funds.
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solved, what rate of interest should be charged or
credited to a certain maturity?
If each group within the bank were stand -alone
entities (See Table 1), then each could fund their
assets with a portfolio of liabilities. For example,
if the corporate group were a separate business, it
might decide that based upon its loan portfolio it
would want the debt portion of of its liabilities to
be x% short -term, y% medium -term and z%
long -term. In reality, however, a group cannot
fund its own assets. In establishing the rate that
should be credited and charged each group for its
supply or use of funds to the pool, the following
criteria might be considered:
1.
2.
3.
4.

Average cost of funds for the period,
A forecast of future rates,
A moving average of historic rates, and
The rate of certificates of deposit.

The Optimal Transfer Price
Basically, the most expensive or marginal rate
is the best transfer price. Recall that one of the
objectives of the transfer pricing system is to motivate operating groups to maximize profits in the
long term. A marginal rate will insure that operating groups act profitably for the total bank.
Take a case where the corporate group is considering increasing its commercial loans from 150
to 200 at 7% in the next period. Also assume that
all other groups do not change their position and
the most expensive or marginal rate is the 8% rate
for certificates of deposit. In order to fund this
new asset, the bank pool will have to increase the
amount of expensive certificates of deposit by 50.
On this single transaction, the bank would lose
money. The marginal rate, therefore, is the best
rate for insuring economically correct decisions
(in the absence of other bank objectives or control
systems).
From a strictly measurement point of view, it
might be argued that a marginal rate will tend to
understate the earnings of users of funds and overstate the earnings of suppliers of funds. For example, in Table 2 the earnings of the retail and corporate groups are compared on a marginal rate
basis with earnings on an average cost of funds
rate basis. Note that as a net supplier of funds the
retail group benefits from a marginal price system,
with a higher net income, and the converse is true
for the corporate group, a net user of funds.
Maturity -Based Transfer Price
Combining a maturity -based system with a
marginal pricing transfer rate would mean that
there would be a number of marginal - priced
transfer rates. That is, for any class of assets /liabilities there would be a charged /credited marginal (market) rate that corresponds to maturity.
Continued on page 36
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Responsibility Accounting
and Transfer Pricing:
Approach with Caution
Transfer pricing often is the key to the success of a system of
responsibility accounting installed at the decentralized level of
corporate operations.

By Roland L. Madison
Let's consider the difficulties encountered with responsibility accounting related to the profit center
level of decentralization. The key factor is the
problem of transfer pricing, which is considered
here as an inherent result of decentralization not
only from a domestic viewpoint but also from a
multinational entity perspective.
Proponents of decentralization of management
argue that it is impossible for an individual (or
small group) to obtain, utilize, and comprehend
the numerous and diverse operations of a large
entity well enough to make decisions in the best
interests for the total organization. The answer to
this "disadvantage ofeconomies of scale" may be
overcome by the delegation of responsibilities and
duties to those more closely associated with the
individual facets of the total operation.
If this rationale is accepted, it naturally would
call for top managerial levels to retain some control over these subordinates for evaluating the performance of the individual units or responsibility
centers to see that their individual actions are truly in the best interests of the total organization,
commonly referred to as goal congruency,
The next phase of the decentralization process
is to define the various potential levels or degrees
of responsibility accounting. The most common
approach to responsibility accounting appears to
MANAGEMENTACCOUNTING/JANUARY 1979

be the following three tier approach illustrated in
Figure 1.
The cost center approach requires the least degree of responsibility be assumed by a manager.
The cost center is evaluated on the basis of how
efficiently costs were controlled relative to some
predetermined standard of performance. The primary advantage of cost center accountability is
the traceability of controllable costs to the unit.
This benefit generally is attributed to the relative
ease ofestablishing cost center boundaries.
One of the disadvantages of the cost center for
purposes of both performance evaluation and motivation is the negative implication associated with
the analysis ofcost variances. Normally, only unfavorable variances receive attention under the
management -by- exception doctrine while efficient
performance shown by favorable variances may
go unapplauded. This neglect may cause an individual or group to feel that they should not strive
for superior performance but limit their efforts
primarily to the avoidance of substandard performance.
Such a situation may induce the cost center
manager to schedule production for the product
manufactured with the least amount of unfavorable variances, if the choice is given to the manager. As a result, a problem of suboptimization
could arise and thus a lack of goal congruency
contrary to the primary objective of the enter-
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Negative
variances get
attention;
favorable ones
maygo
unapplauded.

prise: the maximization of the well -being of the
total organization.
Generally a cost center is not evaluated according to the market value it has added to the output
of the cost center. To the contrary, it may see the
full benefit and rewards accrue to the unit to
which it supplied the product. This, obviously,
may cause motivational problems.
The investment center concept, the third tier of
responsibility accounting, demands the greatest
level of responsibility be assumed by managers.
This responsibility unit not only controls the profit determination elements of cost incurrence and
revenue generation but also of asset mix and funding the investment center. This concept of responsibility may be rejected by management since it
encounters virtually all of the complexities and
difficulties of the profit center as well as asset
funding and management_ An extended discussion
of this level of responsibility accounting, however,
is beyond the scope and purpose of this article.
The Profit Center Concept:
Difficulties of Implementation
The profit center concept of responsibility accounting presumes that the business unit or segment has control not only of the costs incurred
but of the benefits, or revenues, generated by the
profit center.
In order for the profit center to achieve the desired results of stimulating and measuring executive performance by top management, Joel Dean
(1973)' indicated it was necessary that the following five requirements be met:
1. Mark off profit centers correctly.
2. Establish economically sound intracompany
transfer prices and business arrangements.
3. Measure the contribution profits of the profit
center correctly.
4. Determine realistic standards of contribution
profit performance.
5. Establish incentives in the form of executive
compensation and nonmonetary rewards that
will induce profit center managers to do what
will be best for the corporation as a whole.
After reviewing much of the literature that
deals with the decentralization problem, 1 am
thoroughly convinced that the first two requirements listed by Dean greatly restrict the number
of potential situations where the profit center approach of responsibility accounting may be implemented and used as an effective device of performance measurement and evaluation.
Establishing Profit Center Boundaries
In order to be certain that the profit center
manager is responsible for the activities of his unit
on which he is evaluated on the basis of profit
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performance, four economic tests are applied to
determine proper boundaries:'
1. Operational independence does exist
2. Unrestricted access to sources and markets
3. Separable costs and revenues (direct traceability)
4. Managerial intent to operate as a profit center
Each of these four tests interact to an extent. It
must be top management's intent (No. 4) to permit the profit center executive to make decisions
(operational independence) about the unit (No. 1).
The profit center manager should not be evaluated
on the results of these decisions if he does not
make them. The manager must have (No. 2) access to commodity sources and distribution markets in order to acquire supplies, inventory, and
personnel at the most economical prices for the
profit center and the well -being of the total organization. This test also implies that these sources
and markets do exist, in fact, and that they are
independent from the organization. If this condition (No. 2) does not exist, is it possible to determine objectively both the (No. 3) "costs" and
"revenues" attributable to the profit center? Or
are they totally artificial creations of the organization arbitrarily imposed upon the profit center?
Writers tend to "assume away" these problems
or tests in academia, when, in reality, meeting
each of these four economic tests is a difficult, if

Figure 1
THR EE TI ER APPR OACH
Cost
center

Profit
center

Investment
center

not an impossible task. This appears, at least, to
be the opinion of several practitioners.
Establishing Transfer Price
The economic tests of access to sources and
markets (No. 2) and separable costs and revenues
(No. 3) ties to the second major requirement for
profit center performance and evaluation. This is
the requirement that an economically sound intracompany transfer pricing system be established
and used. If "markets" for intermediate products
do not exist, then are relevant valid measures of
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cy would foster an unrealistic acceptance of a
quoted market price.
Implicit in the market price approach is the assumption that the profit center is free to purchase
or sell in the open market if its associate unit sets
the transfer price too high for supplier goods or
too low for receiving goods if it can get a better
price for its product in the open marketplace.
In reality, ifa major eastern coal company, a
wholly -owned subsidiary ofa Canadian steel manufacturer, were to sell its coal to groups externally, this liberty would greatly disrupt the flow of
production and resources for the Canadian steel
producer. The financial controller of one coal
company assured me that this situation would not
be tolerated even though the subsidiary is treated
as a profit center.
Naturally, we may expect many vertically integrated organizations to prohibit such outside dealings and, therefore, virtually destroy the autonomy (operational independence) of divisional management. On the other hand, without stringent,
centralized management controls, profit- center
managers, ifnot thoroughly informed of internal
transfer pricing policies, may seize all available
External Markets and Transfer Pricing
opportunities to improve those measures on which
their performance is evaluated. These actions may
If we may assume now that an external market
not correspond to the overall objectives of the ordoes exist for the intermediate product, what is
ganization, and the resultant suboptimization and
the appropriate transfer price?
lack ofgoal congruency between the division and
If we accept the opinions of several prominent
the total organization may become a matter of sigwriters (Edwards, Goetz, Horngren, Roemmich),
all forms of cost -based and negotiated transfer nificant concern to top management.
Another complication of internal pricing is the
pricing methodologies must be rejected. This approach apparently leaves only the "market price" situation where joint products from one process
or "opportunity cost" concept for the transfer are used by two different divisions in a succeeding
stage. Technological advances and changing marprice.
kets may make the distinction between a joint
A question is then posed at this point. Should
product and a by- product difficult to determine, as
management readily accept this market price quowas the case in the petroleum industry several
tation without the possibility of qualification
brought about by a closer examination of the maryears ago.
Shifts in production techniques, product mix,
ket? There are often discrepancies between posted
market prices and actual market transaction con- and consumer demand create a changing pattern
ditions. Although the posted price might appear of resource uses that rapidly may alter an established pattern of resource market pricing and allostable, shifts in supply or demand schedules may
influence the effective market prices. Psychologi- cation.
Finally, even if there is a well- established marcal reactions to current events, i.e., assassinations,
ket price, it may be difficult to determine what
prime rate changes, and potential New York loan
defaults, and attitudes toward future economic
quantity or special discounts are available to regutrends may alter the effective market prices rapidlar customers versus infrequent market penetraly. These market fluctuations may disrupt the othtors. In addition to merely supplying goods to a
profit center, the transferring division may proerwise smooth flow of operations of a highly intevide more —or less— services than would be availgrated organization.
able in an open market arm's - length transaction.
Management also should be aware that market
entry by another seller or buyer of appreciable size These services may include production of samples,
stocking of inventories, design and production of
could disrupt the market balance and cause effective price readjustments such that the validity of specialized type acid quality items, plus the conduct of promotional campaigns that stimulate the
any static price quotations would be negated. If a
ultimate consumer market of the organization.
transfer pricing structure were based on a market
If we may reconcile these numerous conditions
quotation in cases where prices would be affected
if the unit did enter the market, such a contingen- or assume their effect is not materially relevant

"revenues" determinable? If not, then it would appear that the profit- center executive has lost one
of the two major variables that determine his
"controllable contribution margin." If this variable is not controllable, should the manager and
the operating unit be evaluated on the basis of
profit performance?
I do not reject the use of profit centers as a basis
for responsibility accounting but simply propose
that the boundaries may have to be expanded by
consolidation to meet the tests of a true "profit
center" that actually controls all elements of its
profitability.
This concept normally means that if the economic tests are not met at one level then the
boundaries encompassed must be redefined to include the scope of several profit centers by the
creation ofone larger profit center with cost centers as subsets of the unit for evaluation purposes.
Such a framework may create several problems
of cost center motivation, as cited previously, but
may eliminate the suboptimization and goal congruence problem caused in part by the ill- defined
profit - center boundaries.

MANAGEMENT ACCOUNTING /JANUARY 1979

Multinational
transfer prices
commonly are
used to
minimize total
tax burden.
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upon the pricing structure, as noted by Edwards
and Roemmich (1976),' then market -based transfer prices do tend to lead the final decision makers
in the direction of selecting alternatives that are
most congruent with the organizational objective
of maximizing the well -being of the total entity.
Nonexistent External Market
and Transfer Pricing

Test No. 1:
Does
operational
independence
exist?
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We have essentially a dual problem in selecting
a transfer price where an external market does not
exist for the intermediate good. This problem involves selecting a price (1) that is appropriate for
performance evaluation purposes, and (2) that
will motivate executives to make decisions that
are in the best interests of the total organization,
i.e., goal congruency by preventing suboptimization of enterprise resources.
An examination of the various alternatives indicates that a single value -based transfer pricing
policy has various fallacies which would cause it
to be unacceptable when it is evaluated against the
above criteria.
This problem must be examined in two parts.
As stated in the discussion of decentralization and
responsibility accounting centers, the definition of
the profit- center boundaries must be such that the
unit does have, in reality, autonomy over its operations from both a cost determination and revenue
generation viewpoint.
The solution to this problem would encompass
the expansion of the profit- center boundaries to
include one or more cost centers as a subset of the
profit center. Any other possible action may call
for the creation of a negotiated exchange price or
even an artificial or arbitrarily determined price in
which the executive would be evaluated and yet
have little opportunity to influence or control its
establishment.'
After the first problem of boundary establishment has been settled, the appropriate transfer
price to be used between these responsibility centers must be determined. The reader should be
cognizant, however, that in some situations the
inability of management to define properly the
profit -center boundary would require the rejection
of the profit - center concept.
I suggest the same system recommended by Edwards and Roemmich in their article, "Transfer
Pricing: The Wrong Tool for Performance Evaluation."
This formula uses a dual pricing system in
which the "last processor of a good" is in the best
position to determine the selection, quantity, and
pricing within competitive market constraints of
the products to be manufactured in order to obtain goal congruency for the total organization.
The receiving center, which actually is a profit
center, is evaluated on a profit performance basis
by pricing the receiving goods at their incremental

cost to the supplying centers and then determining their ability to generate revenues (contribution
margins) that exceed the incremental processing
costs to be added by the final processor. If the
incremental revenue generated by the final processor exceeds the incremental processing costs incurred, the product will be accepted by the final
processing department for additional work or
completion instead of being sold as an intermediate product. This leads to the achievement of the
primary objective for the overall organization: the
maximization of the well -being of the total entity.
Another problem is how to motivate cost center
executives, whose units act as subsets of the profit
center, to utilize their resources as efficiently as
possible. This may be done by evaluating them
"based on standard costs for the quantity and
quality of output requested by the receiving center" (the final processor), according to Edwards
and Roemmich.
We must still remember that these cost centers
must be motivated by praise and be rewarded for
efficient performance in individual areas as indicated by variance analysis in order to remove the
"avoidance" stigma attached to the unfavorable
variance situations.' Such motivation may take
the form of the Scanlon Incentive Plan which has
been very effective in cost center motivation for an
eastern railroad car manufacturer and, to some
extent, with a large eastern glass manufacturer.
Behavioralists also suggest that employees at
each level participate in a "bottom up" approach
to budget preparation. It is very important that
employees perceive that management actually is
utilizing their input to set standards that are reasonable and acceptable for all parties involved.
Management's failure to communicate the actual
use of mutually established standards may cause
employees to reject the budget and cost standards
as valid measures of their performance.
Multinational Companies and Transfer Pricing
The basic problem with transfer prices in the
multinational sphere is that they may be used for
many different purposes. Because of the numerous
possible uses of transfer prices managers, who are
frequently foreign nationals with great personal
pride, are either unaware of the purposes of the
pricing structure or do not understand it and,
therefore, reject it in certain instances.
One common use of multinational transfer pricing policy is to minimize the total tax burden of
the organization. Generally the tax structures of
several
nations are involved
in
these
considerations.'
This involves an analysis of both import and
export tariffs as well as income tax schedules in
order to shift profits and property values to the
segments of the organization with the most favorable tax environment.
MANAGEMENT ACCOUNTING /JANUARY 1979

Transfer prices may be utilized to create an interest in the equity and debt securities of the local
subsidiary in the host country's capital market.
This may be accomplished by setting low transfer
in (purchase) prices and absorbing the difference,
perhaps a loss, in a more solidly established (profitable) affiliate. The lower transfer price reduces
profits to one unit and stimulates profits to the
receiver, which may be a foreign host country, of
the goods, thus arousing capital investment interests in the new market.
In other cases where a host government may
become hostile and restrict the repatriation of
goods and profits, certain transfer prices of products sold may be set low in an attempt to disguise
the value of goods and services leaving the country. This type of policy assists in the quick recovery of the parent company's investment.
Common areas where prices may be altered to
achieve corporate policies are the values placed on
central corporate office or consultant services,
common cost allocations, and research and development activities.
The most elementary and crucial problem in
transfer pricing, the proper definition of profit center boundaries with true autonomy, is extremely important for multinational firms. In this case,
management must decide just what function the
transfer price is expected to achieve. In two studies reviewed by the Conference Board (1967), the
same transfer price that was used as a means of
tax avoidance or rapid recapture of profits, also
was used as a suitable basis for performance evaluation and bonus awards!
This practice would appear to nullify the profit center executive's aspirations of goal congruence
for the organization, and thus motivate the manager to make decisions which would improve the
performance of the division and simply discount
the transfer price element.
The apparent solution is personally to inform
the executive of the purpose of the transfer pricing
system in his situation. Care must be taken to
communicate the purpose and basis of the transfer
prices to all profit- center chief executives who
come in close contact in their business dealings.
Internal jealousies and misunderstandings relative
to performance and profit reports affected by
transfer prices should be prevented by open communication between top management and their
chief profit - center executives. These foreign operations are then evaluated as a cost center, using
local business practices and budgeting standards
for the measurement of their success. The foreign
unit, operating as a cost center, may be treated as
a subunit of a larger profit center where control of
transfer prices and certain eliminating adjustments may be made. In other cases, many corpo-
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rations because of these problems have abandoned
the profit- center concept in their foreign investments and have placed the responsibility for their
performance on an executive in the home office
management group.
Establishing Parameters and Prices
The most elementary problems of responsibility
accounting through decentralization are twofold:
operationally establishing the profit- center boundaries and determining a proper transfer price to be
used for the profit centers.
As discussed, there are numerous potential difficulties with the unquestioned acceptance of quoted market prices as a major input criterion upon
which the additional processing decision of intermediate goods should be based. It was implied,
however, that our incremental cost transfer price
and treatment of facilities as cost centers where no
external market existed for the product was the
appropriate route to achieve goal congruence for
all subunits of the organization. The cost center
should be evaluated by standards appropriate in
the particular situation and environment. The use
of participative budget preparation and reenforcement techniques for favorable variance outcomes
should assist in generating positive motivational
attitudes of the cost center groups.
The problems of the multinational organization
were discussed relative to the utilization of a
transfer pricing system. The primary problems
were identified as the diverse purposes for which
the transfer pricing is used and the lack of communication of this purpose to the executives affected. Unfortunately, transfer pricing is often
used, simultaneously, as a device for personnel
performance evaluation purposes, for tax minimization, profit recapture, and other conflicting
purposes which make the system an inequitable
and certainly an inappropriate basis for profit performance and personnel evaluation.
This problem cannot be solved by any single
rule of transfer pricing methodology applied indiscriminately to all situations where transfer pricing
is utilized. Although guidelines do exist, each situation must be examined for boundary definition,
and the purpose of transfer pricing before a system is accepted without reservation or qualification.
❑

Should the
"market price"
be accepted as
the transfer
price?
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How We Estimate
Replacement Costs
This company developed and implemented a plan to estimate the
replacement costs of its fixed assets.
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Soon after the Securities and Exchange Commission issued ASR 190 mandating that replacement
cost (RC) disclosures be included in Form 10 -K
by certain large companies, it became obvious to
us that a considerable amount of preliminary
planning was needed to insure that the requirements would be met. Because the calculation of
RC for fixed assets would involve several departments directly, a steering committee was formed
composed of members from fixed asset accounting, engineering, corporate insurance, finance systems, and accounting policy departments. After
several meetings, this committee reached the following conclusions:
• The unit pricing method would be used to estimate the RC of the company's buildings and
ground improvements.
• Based on current volume requirements and the
present state of technology, a large percentage of
manufacturing equipment items would most likely
be replaced with similar assets. Therefore, indexing procedures, using specific price indices would
be the primary method used to estimate the RC of
this equipment.
• Wi th the guidance of corporate engineering,
the plant engineering staffs should conduct a review of the manufacturing equipment at their respective plants to identify significant items or lines
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of equipment which would not be replaced with
similar assets. Direct pricing techniques would be
used to estimate the RC of any such equipment
thus identified.
• Indexing procedures would be used to estimate
the RC of office equipment and vehicles.
• Physical inventories should be taken at most
plant locations to verify the accuracy of the company's computerized fixed asset records.'
On the basis of a study conducted by the accounting policy department, it was determined
that approximately half of the historical cost of
manufacturing equipment was included in less
than 5% of the fixed asset records. Consequently,
the plant engineering staffs conducting the review
of manufacturing equipment to identify items that
would be directly priced were directed to concentrate on these high -cost items.
The accounting policy department also had to
decide which of the consolidated entities would be
asked to provide RC data and what information
would be needed for consolidation. Basing our decision on materiality, we concluded that only
those consolidated entities having $1 million or
more of fixed assets on a gross historical cost basis
should report RC data. The combined ratio of historical cost. to RC for the reporting entities would
then be used by corporate accounting to estimate
the RC for the smaller entities.
The following reporting requirements were forMANAGEMENT ACCOUNTING /JANUARY 1979
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mulated for those entities which exceeded the $1
million test:
I. The gross RC of fixed assets as of December
31.
2. Accumulated depreciation based on (a) the December 31 gross RC of fixed assets, (b) the
straight -line depreciation method, and (c) the
same estimated useful lives as used for historical cost purposes.
3. Depreciation expense based on the average RC
of fixed assets during the reporting year. A simple average of the gross RC as of the beginning
and end of the year was used as an estimate of
the average RC.
4. The comparable historical cost (gross and depreciated) of fixed assets for which RC was
provided.
5. A reconciliation of the comparable historical
cost of fixed assets (see 4 above) to the total
historical cost of fixed assets. Reconciling items
were to be shown for the various classes of
fixed assets that were identified as being exempt
from the RC requirements.
6. A summary showing the amount of RC determined by each of the methods used to estimate
the RC of fixed assets.
7. Any information which plant management felt
was needed to prevent the RC data from being
misleading.

purchased new and were likely to be replaced with
similar new assets. This method was used to estimate the RC of office furniture and equipment,
transportation vehicles, leasehold improvements
to leased buildings classified as operating leases,
and a large percentage of the number of items of
manufacturing equipment. Specific price indices
for over 100 different categories of fixed assets
were applied on a vintaged basis via computer
programs.
The historical cost of current year acquisitions
Six Tenths Rule for RC
Here's how to use the exponential function called
the "six tenths" rule to scale down the co st of an
assumed increase in capacity to reflect the RC of
existing capacity.
FACTS

Direct pricing was used to estimate the gross
RC of test cells and manufacturing equipment in
those instances where (a) the asset had a significant original cost and (b) it was not believed that
prices indices (based on new prices) would provide a reasonable estimate. Direct pricing involves
using a direct price source to establish RC. Examples of direct pricing sources include:
• Recent purchase orders or vendor invoices for
similar equipment
• Engineering estimates
• Vendor catalogs or price lists
• Vendor quotes
Unit pricing is a structured variation of the direct pricing method. Current construction costs
per square foot were developed for each type of
facility owned by the company, i.e., heavy and
light manufacturing buildings, warehouses, office
facilities, research centers, and medical buildings.'
The number of square feet contained in each
building was extended by the appropriate cost per
square foot to arrive at an estimate of RC.
Specific price indices based on new prices generally were used to estimate the RC of equipment
items that had an immaterial original cost or were
MANAGEMENT ACCOUNTING /JANUARY 1979

consuming
process.

Conventional machinery having a capacity of
100,000 units per year will be replaced with transfer
equipment having a capacity of 150,000 units per
year. The additional capacity is expected to be
needed in the future to meet a growing demand for
the product. Consequently, the RC should be based
on the advanced technolo gy, but the cost of the
transfer equipment should be scaled down to reflect
the capacity of the conventional equipment. The
transfer equipment could be purchased for $1 million.
The following calculations show how to use the
"six tenths" exponential function to compute the replacement cost of the conventional equipment.
Formula

RCE = CCN X

Calculating RC-4 Ways

Determination
of fixed asset
RC is a
complicated
and time-

(PPCE
C N}

Where,
RCE = Replacement cost of the conventional machinery
CCN = Current cost of the transfer equipment

PCE = Productive capacity of the conventional
machinery
PCN = Productive capacity of the transfer equipment
RCE = $1,000,000 X

150,000}
100,000 '

The first step in solving the above formula is
to solve
100,000\
1̀( 150,000)

This exponential function may be solved, with the
help of logarithm tables as follows:
� 100,000�
150,000
_

(.6 67) 6
.6 (lo g of .66 7)

_

.6 (8 24 1 — 1)
.6(9.8 241
10)

=

5.8 944 — 6

_

-784

The so lution to the p ro b le m c an no w be de ter-

mined as follows.
RCE = $1,000,000 (.784)
_ $784,000
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REPLACEMENT FLOWCHART
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NO

(see note 5)

1. C o ns o lid ate d e nt iti e s h avin g le s s t han

2.
3.
4.

5.

6.

7.
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$1 million of fixed assets on a gross
historical cost basis are not required
to estimate the RC of fixed assets.
(Corporate is responsible for estimating
RC for these entities.)
Land, co nstruction in progress, and
nono perating buildings are exempt f rom
RC requirements.
RC are not required for unique assets
(for example, original work of art).
RC are not required for building and
equipment items that are considered
excess capacity and, therefore, will not be
replaced. RC are required for assets that
are temporarily idle.
Corporate facilities engineering is
responsible for providing the entities with
estimates of the RC of buildings. Unit
pricing techniques are used to develop
these costs.
Corporate facilities engineering is
responsible for providing the entities with
estimates of the RC of ground
improvements. Unit pricing techniques
are used to develop these costs.
Corporate facilities engineering is

responsible for providing the entities with
estimates of the RC of test cells. Direct
pricing techniques are used to develop
these costs.
8. The historical cost of current year
additions of the following assets are used
as an estimate of RC, unless the addition
is a component of another asset for which
the unit or direct pricing method was used
to estimate RC.
• Manuf acturing equipment
• Office equipment
• Transportation vehicles
• Leasehold improvements to a leased
building acco unted for as an
operating lease.
9. Price indices are used to estimate the RC
of the following assets provided they are
not current year additions (see No te 8).
• Off ice equipment
• Transportation vehicles
• Leasehold improvements to buildings
which are accounted for as
operating leases.
10. Direct pricing is used to estimate the cost
of replacing an asset with used assets.
Certain specified conditions must be
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11.

12.

13.

14.

15.

m e t it R C is to b e b as e d o n us e d
re p lac e m e nts .
Dire ct pric ing is use d to es tim ate the RC o f
a l ine o f e q ui p m e nt th at was p urc has e d
use d.
No rm ally , p r ic e ind i c e s are us e d to
e s tim ate the R C o f a l ine o f e q uip m e nt
whic h w as p urc has e d ne w , is e x p e c te d
to b e re p l ac e d with ne w as s e t s , an d is
le s s than f ive y e ars o f ag e . T he
as s um p tio n is that a s s e ts le s s than f ive
ye ars o f a g e are at the c urre n t le ve l o f
te c hno lo g y a nd , th e re f o r e , wo u ld b e
re p lac e d with like -kind as s e ts .
Dire ct p ric ing is us ed to e stimate the RC o f
line s o f e q uip m e nt th at are anti c ip at e d to
b e re p la c e d wit h unlike as s e ts (e .g .,
re p lac e m e nt is e xp e c te d to b e at a hig he r
le ve l o f te c hno l o g y).
P ric e in d ic e s ar e us e d to e s tim ate the
R C o f l ine s o f e q ui p m e nt tha t w e re
p urc has e d ne w and ar e e xp e c te d to b e
re place d with like -kind as s ets that als o will
b e p urc has e d n e w.
Pric e ind ic e s are us e d to e s tim ate the R C
o f in d iv id ua l i te m s o f m anu f a c tu ri ng
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16.

17.

18.

19.

20.

e q ui p m e n t th at h ave a g ro s s his to ri c al
co s t of le ss than 5 5 0.0 0 0 .
D ire c t p ric ing i s us e d to e s tim ate t he R C
of as s e ts that have a g ro s s his to ric al c o s t
exce e ding S5 0,0 00 and are e xp e cted to b e
re p lac e d with us e d as s e ts .
D ire c t p ric i ng is us e d t o e s ti m ate t he R C
o f as s e ts that we re p urc has e d us e d f o r
$5 0 ,0 0 0 o r m ore .
No rm a lly, p ric e ind i c e s a re us e d to
es tim ate the R C o f as s ets p urc has e d ne w,
are e x p e c te d to b e re p lac e d wit h ne w
as s e ts , and are le s s than five ye ars o f
ag e . the as s um p tio n is that as s e ts le s s
than f ive ye ars o f ag e a re at the c u rre nt
le ve l o f te c hno lo g y and , the re f o re , wo uld
be re p lac e d with like -kind as s e ts .
D ire c t p ric i ng is us e d t o e s ti m ate t he R C
o f as s e ts whi c h c o s t m o re than 5 5 0 ,0 0 0
and are ant ic ip ate d to b e re p lac e d w ith
unlike as s e ts (e .g ., re p lac e m e nt as s e ts
will b e at a h ig he r le v e l o f te c hno lo g y).
Pric e ind ic e s are us ed to e s tim ate the R C
o f as s e ts that we re p urc has e d ne w and
are exp e c te d to b e re p lac e d with like -kind
as s e ts that a ls o wil l b e p urc has e d ne w. _
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was used as an estimate of RC, provided the addition was not a component of another asset for
which the unit or direct pricing method was used
to estimate RC.
The above four methods were used to calculate
the RC ofall owned and leased fixed assets except
for the following classifications which are exempt
from the requirements:
• Land
• Construction in- progress
• Excess capacity not expected to be replaced
upon disposition'
• Unique assets, such as original works ofart, for
which RC is not applicable
• Assets which have been expensed in accordance
with past and present capitalization policies (including both owned assets and assets leased via
operating leases)
As stated earlier, the company elected to use a
combination ofdirect pricing and price indices to
estimate the RC of manufacturing equipment.
The following guidelines were established by the
company for determining when to use these methods:

Several categories of assets required special
treatment. One such category was "foreign assets." The RC of fixed assets located outside the
U.S. was developed based on the estimated current cost in the local currency. The gross RC and

Accumulated Depreciation—A Formula

Where,

The following formula is used to compute accumulated depreciation on a RC basis for partially
depreciated assets which have been assigned a RC
Division Code of0400, 0500, or 0550 (i.e., assets
for which estimates of gross RC are not available
by individual asset record).

F = Estimate of accumulated depreciation on a
RC basis for fully depreciated assets in the
RC Division.
B = Gross RC of all assets in the RC Division.
G = Gross historical cost of fullydepreciated assets in the RC Division.
E = Gross historical cost ofall assets in the RC
Division (partially and fully depreciated).

A= B X C X D
E
Where,
A = Estimate of accumulated depreciation on a
RC basis for partially depreciated assets in
the RC Division.
B = Gross RC ofall assets in the RC Division.
C = Weighted average age of partially depreciated assets in the RC Division.
D = Historical cost depreciation expense for the
current year for partially depreciated assets
in the RC Division.
E = Gross historical cost of all assets in the RC
Division (i.e., partially depreciated and fully
depreciated),
The following formula is used to compute accumulated depreciation for fully depreciated assets
in the above RC Divisions.
F = B XG
E
34

1. Direct pricing was to be utilized for those individual assets, and for entire lines of equipment,
over five years of age, with a historical cost of
$50,000 or more, and falling under one or more
of the following conditions:
• The existing equipment was purchased used.
• The equipment was expected to be replaced
with used equipment.
• The equipment was expected to be replaced
with unlike or technically advanced assets. (If
the capacity of the assumed replacement was
greater than the capacity of the existing asset,
the RC was adjusted to exclude the portion of
cost attributable to the increase in capacity.
The "six tenths" rule was used to scale down
the RC.) (See box.)
2. Price indices were to be used to estimate the
RC of manufacturing equipment (except current year additions) not meeting any of the
above conditions.

Depreciation Expense —A Formula
The following formula is used to compute depreciation expense on a RC basis for assets which
have been assigned a RC Division Code of 0400,
0500, or 0550 (i.e., assets for which estimate of
gross RC are not available by individual asset record).
A
B
B' X
2
D
Where,
A = Estimate of depreciation expense on a RC
basis for all assets in the RC Division.
B,= Gross RC as of the beginning of the year
(date acquired for additions) for assets in
the RC Division at the end of the year.
B,= Gross RC as ofthe end of the year for assets
in the RC Division at the end of the year.
C = Historical cost depreciation expense for all
assets in the RC Division.
D = Gross historical cost of all assets in the RC
Division.
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accumulated depreciation were translated to U.S.
dollars using the December 31 foreign exchange
rate. Depreciation expense, which was based on
the average RC of the asset in the local currency
during the year, was converted to U.S. dollars using the average foreign exchange rate for the year.
Comparable historical costs were translated to
U.S. dollars using the foreign exchange rate in effect during the month the asset was acquired
(same rate as used for financial statement presentations).
Another category given special consideration
was that of "fully depreciated assets." Depreciation expense was not computed for these assets.
However, gross RC was calculated with an equal
amount reported for accumulated depreciation.
RC based on "used replacements" was also given special attention. If both of the following conditions were met, RC was based on an estimate of
the current market value of used assets:
1. Used equipment and /or facilities were currently available, and were expected to continue to
be available during the remaining life of the
asset in a well -establishedsecond -hand market.
2. If current economic conditions persist, management would replace existing assets with
used equipment and /or facilities.
Finally, guidelines for the treatment of "assets
purchased used" were developed. Generally, price
indices — normally based on the cost of new equipment— should not be applied to the historical cost
of assets purchased used to obtain estimates of
RC. Consequently, direct pricing techniques or
special price indices were used to determine the
RC of assets that had a significant value and had
been purchased used. In subsequent years, price
indices (based on the price of new assets) could be
used to update the RC if it had been established
on the assumption that the asset would be replaced with a new asset.
To facilitate the analysis of fixed asset records
and to permit mechanical application of price indices, the company's computerized fixed asset system was segregated into groups by means of a RC
(division) code (Table 1). Basically, these codes
were used to indicate whether or not RC was required for the asset, the reason for the exemption
if RC was not required, and the method used to
estimate RC if the asset was not exempt from the
requirements.
Computer programs were developed to apply
price indices to the cost of assets in RC codes
0700 and 0750. The indices were applied to either
the asset's historical cost or the cost of reproduction that had been developed for insurance purposes. The RC generated through the use of price
indices by these programs was mechanically interfaced to a RC master file.
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The calculation of depreciation expense and accumulated depreciation on a RC basis was handled as follows:
1. A computer program was developed to compute depreciation for those assets having individual estimates of gross RC in the master file.
This program was applied to assets having RC
codes of 0450, 0700 or 0750.
2. Depreciation was computed manually for those
Table 1
REPLACEMENT COST DIVISION CODES
RC division
code

Description
of assets

Method of computing
depreciation

0100

Land, nonoperating buildings,
and construction in progress.

N/A—exempted

0101

Unique assets, such as
original works of art.

N /A— exempted

0200

Assets that will not be
replaced (excess capacity).

N /A— exempted

0300

Assets that are to be excluded
from indexing routines because
their RC are included in the RC
assigned to another asset record.

N /A— exempted

0400

Groups of assets for
which a single estimate of RC
is to be used that was developed
using direct pricing techniques.

Manual computation

0450

Assets having individual
estimates of RC that were
developed using direct pricing
techniques.

RC program

0500

Building components for
which the unit pricing method
was used to estimate RC.

Manual computation

0550

Ground improvement for which
the unit pricing method
was used to
estimate RC.

Manual computation

0600

Asset records that have a
current year acquisition date
and have not been assigned
another RC code. (This code is
assigned automatically to assets
meeting these conditions.)

Historical cost amt

0700

Assets that do not have a
current year acquisition date
and have not been assigned to
one of the other RC Divisions.
(This code is assigned
automatically to assets
meeting these conditions.)
Price indices are via computer programs
to assets having this RC code.

RC program

0750

Assets having individual estimates
of RC (new) that were established
in a prior year using direct
pricing techniques. Price indices
are applied via computer program
to assets having this RC code.

RC program
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assets which had been assigned a RC code of
0400, 0500, or 0550. A single estimate of gross
RC for assets having these RC codes covered
several asset records; therefore, an estimate of
the weighted- average age of these assets was
used to calculate accumulated depreciation. See
the formulas used on page 34.
In summary, as illustrated by the flowchart, the
determination of the RC of fixed assets is a complicated and time - consuming process. However,
difficulties will be minimized if a company's fixed

asset records are accurate and complete and if
there is an adequate amount of front -end planning
that draws upon the expertise of the various departments that will be involved in the exercise. ❑
' A company policy was established specifying that a physical inventory should
be taken at least once every five years. Cycle counts of homogeneous assets may
be employed.
' It was decided that a complete analysis of construction costs would be conducted every five years with only an annual review in interim years to determine if
any of the building replacement assumptions should be changed.
' The SEC defines idle capacity as being temporary under - utilization of productive capacity. Recession, seasonal variation, and capacity additions planned to
satisfy future growth are some of the factors resulting in idle capacity. Excess
capacity is defined as capacity far in excess of forseeable requirements and may
be caused by relatively permanent changes in the business environment. Factors
given as examples of causes of excess capacity are a declining market or a permanent shortage in raw material supply. RC is required for the total capacity of idle
assets as defined above. However, RC is not required for the excess capacity that
will not be used in the operations of the business in the foreseeable future.

TRANSFER PRICING FOR THE COST OF FUNDS
IN A COMMERCIAL BANK
Continued from page 24
Quite simply a short -term loan would be charged
a short-term marginal rate, and a long -term loan
would be charged a long -term marginal rate.
Historic Decisions vs. Current Decisions
A problem that such a matched maturity system does not solve is the separation of historic
(past) decisions from current decisions. That is,
the balance sheet of an operating group is a reflection of all the past decisions, as well as the current
decisions, made by the group. The performance of
a current manager, for example, might be measured unfairly, ifonly the balance sheet were used
for transfer pricing purposes. So, it is important to
have an idea of who is responsible for what.
In the example above, the bank was assumed to
have only started operations, and the balance
sheet was considered a good scorecard for evaluating one period. What ifthe bank had been in operation for 20 years with old loans rolling over periodically and new loans being booked each year?
From an operational point of view, a bank
might get around this problem by assigning an
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interest cost to each and every loan as it is booked.
Historic loans thus become exactly that, historic,
and do not appear as current loans to be charged
the current marginal rate. From a performance
evaluation point of view, the current operating
manager does not get tagged for the past mistakes
of a previous manager. Estimating average rollover for each class of loans is another, similar way
of handling the problem. In this way historic decisions can be estimated.
The Ultimate System
The transfer pricing problem for the cost of
funds within a commercial bank is one of the
great unsolved problems in management accounting. However, it should be stressed that determining the goals of a bank (or business) is a significant
portion of the problem by itself. And even after
these goals are determined the requisite system is
not obvious. In any system, costs must be weighed
relative to benefits; therefore, despite the use
throughout this article of words, such as correct
or proper, the ultimate system must be evaluated
in❑terms❑of❑what❑it❑actually❑accomplishes❑—and❑at
what cost.
❑
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Work -in- Process
Inventory Control
through Data Base Concepts
The success of the MRP technique in reducing shelf inventories
coupled with an increased emphasis on asset management has
caused focus to be placed on work -in- process. It is the one
component of the inventory for which accounting applications have
proved deficient.

By Jay Severance and Ronald R. Bottin
In recent years, affordable data processing equipment, capable of processing large volumes of data
economically, have led to widespread use of the
Material Requirements Planning technique
(MRP) throughout industry. This planning capability, and the associated control of priorities, has
resulted in significant reductions of investment in
shelf inventories, including raw materials, semifinished components, and finished goods. Such
success, and increased emphasis on asset management is now causing focus to be placed on the one
large remaining component of the inventory,
work -in- process.
Unfortunately, the techniques available for controlling work -in- process are not as well developed
as those for other segments of the inventory. One
specific area ofdeficiency: the accounting applications required to direct management efforts in
controlling work -in- process inventories. The purpose of this article, therefore, is twofold. First, we
will review the benefits to be derived from work in- process inventory control and work -in- process
management techniques. This will include the information requirements necessary for control.
And second, we will present a framework for a
MANAGEMENT ACCOUNTING /JANUARY 1979

data base system that will provide the necessary
decision information for improvement.
Work -in- Process Control Benefits
A first step is to review the work -in- process inventory. We may define such inventory as the total value of goods that have started through the
manufacturing process but which have not yet
been finished. Included would be the value of raw
material used plus the labor and manufacturing
overhead costs incurred through a given point in
the manufacturing process. In marry firms, this inventory account includes the value of manufactured stock or semi - finished goods inventories of
components processed and placed into shelf inventories for later customizing or assembly. Such
work -in- process can be adequately accounted for
and controlled by using the techniques of MRP
and so, does not represent a problem area. We
will, therefore, address the aspects of controlling
goods actually flowing through the production
process —a major problem area.
The total investment in work -in- process inventory is, to a great extent, a function of the time
period necessary for goods passing through the
production process. Process or "lead" time consists of many elements, including:
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1. Set u p tim e — p rep arin g to run a job on a m achine,
2. Ru nn in g tim e — actu ally perform ing the work,
3. Qu eu e tim e —th e am o u n t of time spent by the
jo b waitin g to b e wo rked o n,
4. Move time— tran sp orting the goods to the next
processing lo cation , an d
5. Wait tim e —tim e sp ent waiting to be m oved.
All o f th e ab o ve elem en ts m ust b e cons idered
when co m p utin g investment in work -in- process.
In m o st fu nctio nally organ ized plants (job shops),
qu eu e time is found to be the majority of lead
tim e, usually from 7 0 % to 90 %. Therefore, a

large proportion of the dollars invested in work in- process inventory is tied up in nonproductive,
idle goods. This indicates that the major paybacks
in reducing work -in- process inventories may be
gained through reduction of queues rather than
process, set -up, or run times.
Theoretically, the objectives of asset management would be to force all queues to zero, but.
minimum levels of work -in- process in the form of
queues are required. A minimum level of work -inprocess serves the legitimate function of keeping
operations from running out of work. Typically,
efforts will be made to expand the queues by: the
production manager, who is primarily responsible
for the effective utilization of his manpower and
machinery, and wants large queues to provide job
selection flexibility; the production scheduler, who
wants to "get the jump" by putting jobs in early;
and by the expediter, who feels all jobs could be
completed on schedule if only more lead time
were available.
Additionally significant benefits in productivity
can be derived from the optimization of work -inprocess levels. The predominant measurement of
productivity at the firm's level is return on assets,
usually defined as profits after tax divided by operating assets. Reduction of work -in- process inventories may improve return on assets in some of the
following ways:
1. Lower operating assets in the value of work-in process inventory itself,
2. Lower operating assets due to reduced needs
for finished goods by reducing shop cycles,
3. Improved profit by reducing operating costs of
scrap and obsolescence, storage, and insurance,
and,
4. Increased profit opportunities resulting from
shortened lead times and resulting market
share penetration improvement.'
Obviously, these benefits are worth pursuing
from several aspects of the business. Before the
business can realize any benefits, however, basic
conflicts in management objectives must be overcome if the effort is to succeed.
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Work -in- Process Management Techniques
The management of work -in- process inventories involves planning the proper levels to optimize the balance between manufacturing costs and
the benefits outlined above. Studies of these relationships indicate that the cost function for work in- process follows a U- shaped pattern.' Costs decrease exponentially as work -in- process increases,
providing buffers between operations and for seasonal fluctuations, and improved job selection capabilities. Costs then increase exponentially with
higher levels of work -in- process, as inventory carrying costs and the effects of other inefficiencies
outlined above are incurred.
Because management of work -in- process involves the two broad functions of planning and
control, an understanding of each is pertinent for
appropriate coordination of managerial efforts.
PLANNING
Proper levels of inventory are generally estimated by two methods:
I. Analysis— sampling of backlogs and downtime
to estimate the statistically work -in- process required to eliminate downtime, for different degrees of certainty, and
2. Simulation —computer simulation of workflow through the plant.
Other models which may be used for calculation or proper work -in- process levels include:
1. Ratio of work -in- process to cost of sales, based
on historical or industry data,
2. Demand analysis of total forecast shipments
and projected changes in customer past -due orders, and
3. Theoretical work -in- process levels using MRP
extended by standard costs.'
These methods vary in level of detail and accuracy, For example, the level of detail necessary for
cash planning may not satisfy the queue planning
for individual work centers. But in any case, some
means of satisfying the requirements of both the
controller and the manufacturing manager, and to
minimize asset investment and maintain an economical work flow, is required.
CONTROL
Various approaches to work -in- process invento-

ry control are described in current literature. Included are the following:
1. Modify the plant layout by rearranging machining centers into flow -shop operations.
Where applicable, this approach minimizes
work -in- process inventory by balancing the
MANAGEMENT ACCOUNTING /JANUARY 1979

flow of operations from work center to work
center.'
2. Institute input /output controls that regulate
capacity (output) levels to assure that enough
product is being made in total to satisfy the
production plan, and avoid buildup of queues.`
3. Determine mathematically —by releasing algorithms —the rates to various work centers in
the factory. The emphasis in this technique is
to minimize work -in- process inventory by
holding work in "paper" until it can be done at
the given work center. Actual applications of
this technique have not been widely
publicized."
4. Use the computer to handle massive quantities
of data, to reschedule the factory on the basis
of capacity considerations, minimum queue
levels, and relative priority. This technique recognizes that lead times are flexible, and attempts to satisfy the objectives of meeting target dates, reducing lead times and work-in process, minimizing idle times, and planning
capacity requirements. Such techniques are
typified by systems such as the IBM CAPOSS
(Capacity Planning and Operation Scheduling
System) in which there is a considerable recent
growth of interest.
Information Requirements for
Work -in-Process Control
Regardless ofthe planning or control technique
used, certain information must be available to enable management to control work -in- process inventories properly. To accomplish this, financial
data used in evaluating overall inventory levels
must be translated into specific information by responsibility centers.
The control process requires that exception information be available so as to identify areas that
require investigation. It should also provide detailed data to enable analysis and action. Control
reports should indicate personal responsibility,
compare actual performance with standard, highlight significant information or variances, be timely, and should be integrated for use by all functions.
INADEQUATE INFORMATION
The integration of financial data and physical
unit data for inventory reporting is essential. Significant strides have been made to provide this integration in the accounting for shelf or stockroom
inventories. For example, through the use of
MRP, it is possible to cost required inventory levels, measure actual inventory levels, pinpoint variances by stockroom location, and analyze any
number of subcategories. In the work -in- process
category, however, similar relationships of physical and cost value have not been as easily obtained. In many situations, manufacturing personMANAGEMENT ACCOUNTING /JANUARY 1979

nel generally monitor only the physical value of
hours of work remaining to be done, or required
capacity to complete the job. These measurements
do not reflect the value of the part, but rather
what value will be added to the part.
CASE ILLUSTRATION
To illustrate the problem further, we will present an example of a large manufacturing firm
that uses an MRP system with a data base item
master inventory file. The company also uses a
separate system for manufacturing capacity planning, shop status reporting, labor performance reporting, and input /output control.
Each month, the cost accounting department
summarizes the inventory position by category.
The procedure used essentially consists of the following:
1. Inputs since the last accounting period are accumulated, including raw material invoices, labor payroll, application of overhead, and value
of units transferred in from other locations.
2. Output in terms ofstandard cost value ofunits
shipped, or goods transferred to other locations, scrapped, or expensed is subtracted from
inputs.
3. The ending ledger balance is reconciled with
the costed value of on -hand shelf inventories
from the inventory system, including raw materials inventories, manufactured stock inventories, and finished goods inventories.
4. The value ofinventory remaining after segregation of the specific items that can be directly
evaluated in No. 3 above is categorized as "other work -in- process," and can only be detailed
in terms of total labor, overhead, and material
cost.

A large
proportion of
the dollars
invested in
work -in- process
inventory is tied
up in
nonproductive,
idle goods.

In this example, the other work -in- process category amounts to approximately 30% of the total
inventory investment. Because ofdifficulties in the
timing of monthly cutoffs, and the inability to
identify individual components of work- in -process, this portion of the inventory can vary by as
much as 20% from month to month.
The manufacturing manager is responsible for
the control of work -in- process inventory. Inventories in the raw materials, manufactured stock, and
finished goods inventories have been reduced over
the past several years by as much as 30 %, but
work -in- process inventories are at the same relative level as in previous years. Management's attention has shifted to work -in- process inventories,
and pressure is mounting to bring them under
control. The manufacturing manager has a technique available — input /output control —that emphasizes the reduction of queues, and a production management team that feels queues are already too small. Moreover, several hundred work
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centers are present in the factory and it is necessary to limit input /output control efforts to the
areas that will promote the greatest payback.
Improved WIP Inventory Information

Significant
strides have
been made in
the control of
shelf inventories
through MRP
techniques.

In the above illustration, the control system
used for the manufacturing facility was not integrated with the accounting system. Such a situation is not uncommon in industry. Emphasis in
integrated systems has been placed on manufacturing applications, with financial systems remaining separate; perhaps working with a different set
of information from the manufacturing function.
This is often caused by the differing information
emphasis at various levels of management of the
manufacturing operation. For example, the financial executive may be concerned with inventory
value, cost of financing inventory, and exposure to
obsolescence. On the other hand, production management may be more interested in labor and ma-

chine efficiency, and material shortages. These
viewpoints can, however, both be accommodated
in an integrated system using a common set of
records called a data base. Such an approach enables transaction processing to be done once for
both purposes, thus insuring consistency.
Applying this principle to work -in- process inventory control, a data base can be employed as
illustrated in Figure 1, As orders are entered to
the manufacturing function, they will be scheduled and placed on the shop order file. By accessing the item master (for material standard cost)
and the routing and work center files (for standard time, labor cost and overhead data) planned
costs can be posted to the shop order data base for
each operation. These costs can be maintained
both by operation and by work center and they
may include the planned value added by the operation, accumulative value by previous operations,
and scheduled start and completion dates.

Figure 1
W.I.P. IN A DATA BASE SHOP FLOOR CONTROL SYSTEM
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Status reports from the factory floor can be
transmitted to the data base through a shop floor
control data collection system. Transactions will
update the planned cost segment of the data base
for each job, and indicate the actual cost accrued.
This concept provides access to the data base by
product or responsibility center to determine not
only the work -in- process actually accrued at that
center, but also the planned work -in- process levels
in future time periods by order schedule.'
By using a data base approach for shop floor
control, the work -in- process inventory values can
be obtained directly by accessing built -up costs in
the data base. Planning reports can be constructed
to provide a forecast of work -in- process requirements for cash planning and to provide a standard
for manufacturing management of the work -inprocess inventory.
Control reports of inventory can then be displayed for the responsibility center to evaluate
performance vs. plan, and highlight areas where
input /output controls could be more effectively
applied. This analysis also provides manufacturing management with a means of evaluating the
cost of maintaining queues at various work centers vs. the cost of potential stockouts. Finally, the
data base approach provides the basis to apply
computer scheduling techniques in order to pro-

vide for improved priority planning and machine
utilization with reduced lead times and work -inprocess inventories. Thus, the company can realize the full benefits of maximum return on assets.
New Focus Needed
The control of work -in- process inventories is
one of the major areas in which opportunities remain in the management of inventory assets for
improved cash flow and profitability. Significant
strides have been made in the control of shelf inventories through MRP techniques, but now the
focus should be placed on techniques to control
work -in- process. Deficiencies in available information may exist in many manufacturing situations, but these deficiencies can —and should be—
overcome through application of appropriate control techniques.

The integration
of financial data
and physical
unit data to
inventory
reporting is
essential.
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Research Committee Seeks
Proposals on Approved Topics
The NAA Research Committee is currently soliciting proposals on the
following topics:
(1) Ethics Considerations for Management Accountants;
(2) The Acquisition Decision;
(3) The Minicomputer Decision;
(4) Costs and Benefits of Compliance with Government Reporting.
The topics originated from suggestions received from NAA domestic
chapters. Outlines or prospectuses for each of the four topics above are
available. Each prospectus deals with what the Committee would expect
to be covered in funded research on a particular topic and will serve as a
guide to researchers in developing proposals.
The researcher should indicate the scope and methodology of the research study, objectives and organization of the research work. Each
project is preferably organized into several clearly defined phases with
interim progress reports. Researchers' fees are paid as phases are completed. Expenses are reimbursed as reported.
For further information, contact Stephen Landekich, Research Director of NAA, (212) 754 -9762. Proposals should be submitted by March
15, 1979.
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Decision Science
and the Management
Accountant
Computer -ba sed data collection and processing systems have
expanded the management accountant's opportunities for using
scientific decision models to provide input to
managerial decision makers.

By Jack A. Hale and Lanny J. Ryan
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Decision science is a term used to describe the
application of the scientific method and systematic investigation to the managerial decision- making
process. Through the use of quantitative analysis
the decision maker attempts to facilitate the identification of an optimal or "acceptable" course of
action. The intent is to enrich and sharpen the
judgment of the decision maker in making the final decision.
Although the beginning of the use of quantitative analysis in the decision - making process is unknown, the first serious efforts to conduct such an
analysis aimed at a common objective date back
only to the 1940's. These research activities were
conducted in the United Kingdom on various military operations by teams of scientists from varied
disciplines, After the war the research techniques
utilized by these scientific teams were applied to
business, government and other institutions.
Three important factors have caused a rapid
growth in the use of quantitative analysis techniques in the United States since World War I1.
First, there has been a tremendous increase in the
complexity of managerial problems as a result of
the economic boom since the war. The second factor was that many of the military operations re-

searchers continued their research after the war.
The techniques they used have been improved and
many new ones developed. The third factor was
the substantial increase in the speed, capabilities,
and lowered costs of the computer. Many sophisticated decision science techniques, previously
limited by mechanical considerations, became
practical applications.
Decision Science and the Management System
As part of the systematic analysis of the decision environment, the overall decision science approach suggests the integration of the environmental and behavioral aspects along with quantitative analysis in the decision - making process.
This comprehensive approach might be referred
to as the systems approach because it recognizes
the interdependent components which exist in any
decision situation. The process of problem- solving
in such a systems context facilitates decisions
which are in the best interest of the overall organization but it often yields solutions which are suboptimal to some units. However, the solutions
may be the only "feasible" ones, given the existing
environment resulting from the overall organizational goal structure and environmental state.
Along with the systems approach, systematic
analysis involves the use of the scientific method.
MANAGEMENTACCOUNTING/JANUARY 1979
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uncertainty in real -world situations can play on
the model's solution.
At this point, it is advisable to test the model to
see how accurately it predicts reality. Insight into
its reliability can be obtained by inputting historical data to the model. If it indeed represents reality, the results should be similar to what have
1. Problem formulation
actually occurred. Such testing can help avoid im2. Model development
plementations that will not pay off as expected.
3. Model solution
Modifications should be made to the model as re4. Model and solution testing
quired. Once again, a sensitivity analysis of the
5. Establishment of controls
solution can show how the solution reacts to
6. Implementation
slight changes in assumptions, external and internal conditions, and level of operation. After an
Problem formulation can often be the most im- acceptable model and solution have been develportant phase in the decision science study. It oped, a control mechanism must be established to
consists of a statement of the problem, definition detect statistically significant changes in the critof the objective and goal structure, and a listing of ical parameters of the environment. This operathe variables (both controlled and uncontrolled) tion must be carried out because the solution dethat significantly influence the decision environ- rived from the model remains an "optimal" one
ment. Care must be taken to insure that the real only as long as the variables retain their original
problem is being examined and not just one of its relationships. Whether a change is significant or
effects or symptoms. As specific objectives, con- not depends upon the cost of changing the model
straints, assumptions, and alternative courses of to reflect the new conditions versus the impact on
action are identified, estimates of cost, time, effort, the solution brought about by the changed condiand expected payoff of a successful study are tions. When modifications to the model are in ormade. When the probability of success is com- der, the study should be reviewed, starting again
bined with this information, a decision can be with the first phase. This need shows that decision
made as to whether or not to make the study, and, science projects are dynamic ones because very
if so, in what scope and depth.
seldom is the organization in a static environment.
Model developing is the crux of the decision
The necessary control usually is achieved
science approach. A model is a representation or through the use of a management information sysabstraction of reality. Such a model must have tem designed to insure adequate feedback of persufficient likeness to the real situation so that the formance data to the appropriate level of managemodel, rather than the system, can be manipulat- ment. Level feedback of performance information
ed meaningfully. The model is designed so that it can be a monitoring device on the correct use of
will facilitate the effective evaluation of the influ- the model and can also provide information for
ences of the various factors that affect the deci- evaluating of the relative success of the study and
sions to be made in the system. In a decision sci- the usefulness of the decision science activity.
ence study a symbolic or mathematical model is
Implementation is a critical step in the decision
generally used to express or represent the compo- science study inasmuch as the true value of the
nents and relationships of the decision environ- entire project is realized only when the model soment. Care must be taken to validate the accuracy lution is put to use successfully. Implementation
of the model as much as possible to insure it accu- usually involves a translation of the solution into a
rately represents the essence of the decision envi- set of management policies or operating proceronment.
dures. Attention throughout the study, and espeOnce a valid model has been developed, the cially during the implementation phase, must be
objective is to derive an optimal or satisfactory directed toward involving all affected personnel in
solution. The elements of time and cost must be the overall project. This will ease implementation
included so that the final solution can be an ac- and improve the probability of project success.
ceptable and practical one. During this phase it
Decision Science in the Decision Environment
may become apparent that there are some weaknesses in the model, making revisions necessary. If
Decision science may be used at various levels
so, the required modifications should be made be- within an organization. These usage levels may be
fore proceeding any further. Also during this separated as follows:
phase a sensitivity analysis of the model can be
made to identify the critical factors in the system 1. Routine operating decisions
and the sensitivity of the solution to any changes 2. Routine financial planning decisions
in the model parameters. Sensitivity analysis can
3. Major operating decisions
provide great insight into the possible role that the 4. Major financial planning decisions

[a

The overall philosophy of the method was a product of the scientific management era championed
by Taylor in the early 1900's and involved a
rational and methodical approach to problem solving. In a decision science study, scientific
methodology has six major phases or steps:
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Figure I
RECOMMENDED DECISION SCIENCE TECHNIQUES
FOR MANAGEMENT ACCOUNTING PROBLEM AREAS
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1. Break -even models are included in optimization theory
2. Present value models are included in decision theory.
3. Mathematical programming includes linear, integer, zero -one, goal,
dynamic, and non - linear programming.

Ro u tin e d ecisio n s are u su ally repetitive in natu re. Decisio n s wh ich are m ajo r for som e organizatio n s m ay be ro u tin e for o th ers simply because
of th eir repetitive natu re. Th ese decisions lend
them selves very well to pred etermined solution
models.
Majo r d ecisio n s u su ally are not repetitive and
imply m ajo r ch an ge s in eith er ope rat ions or the
finan cing of o peratio n s. Th ese decisions usually
do n o t len d th em selves well to predeterm ined solutions models an d often requ ire substantial research effort to determine altern ative feasible solutions. Th ese d ecisio n s also are usually relatively
risky an d p lace th e greatest dem ands on the judgmen t o f th e decisio n m akers.
Decision science co ntrib u tes to both routine
an d majo r m anagerial decisio n s because it:
1. En co u rages a m o re lo gical d efinition of objectives an d assum ptio ns.
2. En cou rages a mo re precise definition of th e
pro b lem an d critical facto rs affecting its solution.
3. Facilitates sy stem atic co n sideration of a large
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num ber of relevant factors.
4. Facilitates the identification of op tim al solutions or strategies when they exist. When these
do not exist, it facilitates the identification of
acceptable solutions.
5. Facilit ates pr ediction of im pacts of cha nge in
the decision environm ent by allowing the user
to analyze the sensitivity of t he solution obtained to changes in the underlying variables.
The m anagem ent accountant using decision science will improve his chances for success by:
1. Using a planned approach to selecting problem s, solution m odels and data collection systems.
2. Concentrating on solving problem s rather than
applying popular techniques.
3. Not attacking problems which have a low
probability of successful completion with the
resources available. (If t he problem is crucial
he should consider obtaining additional resources.)
4. Carefully selecting problem s so that m axim um
MANAGEMENT ACCOUNTING /JANUARY 1979

benefit is received from the time expended.
5. Compiling input data carefully. For major
projects the input data are usually unique to
the problem. For routine decisions existing
data collection systems may need to be modified or new collection systems designed so that
the information necessary for decision making
is accurate, current and available when needed.
6. Updating decision model and data -base as
needed. An organized approach to accomplishing this in the area of routine decisions requires
a periodic review of both the decision model
and the data -base used. This review should determine whether the decision model's assumptions are valid in the current environment. The
frequency of data -base review needed will depend on the error rate experience and the significance of data -base errors on the decisions
generated.

model and the solution adequately prior to implementation, and 5) failing to establish proper
controls on the results.
5. Being too optimistic in estimating system improvements from the use of decision science.
The user must discount some of the theoretical
potential to obtain a realistic projection of improvements and avoid "overselling" the decision science application.
6. Failing to communicate with everyone concerned with the decision science application
and its results. Effective communication must
extend from the very beginning of the study
until well after the solution has been implemented. Ineffective communication can result
in inaccurate or incomplete input data and a
general lack of acceptance of an otherwise acceptable solution.

The decision science user will increase his
chances for failure by:

One of the primary roles of the management
accountant is to design and improve information
systems for executive decision making and implementation. In support of this role he uses several
decision science techniques. An expanded use of
these techniques has great potential for strengthening and enriching the management accountant's
role as the major advisor to operating management. The failure to recognize the possible contributions decision science techniques can make to
this role undoubtedly will endanger this strategic
position.
Most of the decision science techniques are pertinent to the problems of the management accountant. Some of these techniques already are
being used but others which have significant potential are yet to be utilized. Given the present
state -of -the -art in decision science, the techniques
that have potential for making significant contributions to problem - solving in managerial problem
areas are shown in Figure 1. The intelligent use of
these techniques will not solve all the management accountant's problems but will enhance his
ability to assist in the decision - making process.
Management accountants are actively involved
in designing systems to collect and analyze information for both routine and major managerial decisions. Those who improve their decision science
application skills will not only increase their own
value but also may improve the ability of their
organizations to plan and control operations in a
dynamic environment.
0

Selecting inappropriate problems for analysis.
Problems may be interesting but if their solution would make little or no contribution to
achieving the goals of the organization they
should receive a very low priority.
2. Paying too little attention to the assumptions
of the solution model selected. These assumptions should approximate reality for all factors
which will have a significant effect on the solution obtained.
3. Paying too little attention to collecting appropriate input data. Insufficient, inaccurate or inappropriate input data can cause excessive use
of time, expenditures, and, of course, inaccurate results.
4. Being overly concerned with an "elegant" solution, which can lead to an excellent answer that
is too late, too expensive or too complex to be
used. This approach could also lead to "over optimization" in which the cost of solution refinement is not justified by additional benefits
received. Amoff and Netzorg list five additional pitfalls that may occur during the problem solving phase of decision science. These include
1) taking a "cookbook" approach when custom
design is needed, 2) warping the problem to fit
an available model, technique or tool, 3) substituting high speed, brute force computer groping for sound analysis, 4) failing to test the
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An "elegant"
solution may be
too expensive
or too complex.

Current and Potential Applications
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An Actuary's Views on
Pension Plan Accounting
and Reporting
Proponents of standardization and their opponents alike should
stop and ask themselves if the average reader of financial
statements prepared either for a pension plan sponsor or the plan
itself can really understand the meaning of the actuarial liability
figures involved.

By Frank G. Burianek
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Professor Jack L. Smith's proposal (May 1978) to
improve accounting and reporting for defined benefit pension plans is a recurring call for standardization of the actuarial cost method and assumptions used to develop the provision for pension
expense which would appear on a company's financial statement. This theme has appeared with
increasing frequency since the passage of the Employee Retirement Income Security Act of 1974.
Some recent accounting proposals ` have gone
even further than Professor Smith's recommendation and have advocated that amounts traditionally not considered liability items I (and still are not
even under ERISA) now be placed on an organization's balance sheet and be included in the determination of the financial status of the plan
sponsor. Principally because of the requirements
of ERISA, however, disclosure of information has
received more attention than the actual accounting for defined benefit plans. The Financial Accounting Standards Board, on April 14, 1977, issued an exposure draft on accounting and reporting by defined benefit pension plans. This exposure draft contained proposals for the treatment of

the plan itself and not the plan sponsor. Under an
avalanche of negative comments the draft was
withdrawn; it is to be reissued again in the near
future and no doubt will again be a topic of heated
debate among accountants, actuaries, plan sponsors, and investment analysts.
The Impact of ERISA
To the casual observer of this activity, the question logically arises as to exactly why there is now
so much interest in accounting and reporting for
defined benefit pension plans. The answer is simple. First, the passage of ERISA has mandated
stringent minimum funding requirements that
plan sponsors must follow. Prior to the passage of
ERISA, the only minimum funding requirements
were those found in the Internal Revenue Code
governing tax - qualified plans. Second, and of even
more concern, is the new contingent employer liability created by the Act upon the termination of a
defined benefit plan. Finally, ERISA has now
made many plans the subject of audits and has
required the distribution of information concerning the audit to plan participants. I
Thus, some of the basic tenets on which APB
Opinion No. 8 were based are no longer true, beMANAGEMENT ACCOUNTING /JANUARY 1979

ing outdated by the passage of ERISA. For a plan
subject to ERISA, the minimum funding require ments—as well as the maximum tax deductible
limit —are both now usually higher than the current minimum and maximum provisions for pension expense set forth in Opinion No. 8, which are
based on the now obsolete tax code provisions.
Also, it is no longer possible, as it is stated in
paragraph 17, for a company to limit its legal obligation by specifying that benefits shall only be
payable to the extent they are funded at time of
plan termination. In some cases, upon plan termination, there is now a liability that was not present before the passage of ERISA.
In response to the new environment in which
defined benefit plans (and more important, their
sponsors) must now operate, proposals for changing the accounting and reporting requirements for
both the plan sponsor and the plan itself have
come from many corners. Sooner or later, as with
Professor Smith's article, they all eventually recommend that a uniform standard be adopted that
would require the exclusive use of one actuarial
cost method and one set of actuarial assumptions
for accounting and disclosure. Many, many reasons are given for the need for this uniformity —
not the least of which is the point that there is a
wide variation in the use of methods and assumptions. According to this logic, if all plans are required to compute pension liabilities under the
same sets of rules, a comparability will be present
that will make the information disclosed more understandable.
Standardization Is Inappropriate
Just as there are reasons put forth for the adoption of a standard cost method and set of assumptions, there are also arguments that could be presented against such a requirement.
First, from the standpoint of disclosure, a distinction must be made between information provided about a plan that is assumed to be continuing and information provided about a plan
assumed to be terminating. One cost method and
set of assumptions cannot accurately inform
someone about the financial status of the plan on
both of these bases.
ERISA allows for the use of six very different
actuarial cost methods. It also requires the enrolled actuary responsible for determining the
funding cost of the plan to choose the set of actuarial assumptions representing his "best" estimate
of future experience associated with the plan. Because defined benefit plans, and the groups of employees they cover, have widely different characteristics, this variation in allowable budgeting
techniques (which is all that a cost method really
is) and actuarial assumptions is necessary, In
many cases, the use of one particular cost method
and set of assumptions would be inappropriate.
MANAGEMENT ACCOUNTING /JANUARY 1979

To compare this situation with an example cited
in Professor Smith's article, it would be naive to
assume that one depreciation method would be
appropriate in all cases.
It would be possible to present many more reasons why standardization in these two areas is inappropriate. The list would be just as long as a list
of reasons why standardization is desirable. In
any case, there is a salient point being overlooked
by both the proponents of standardization as well
as by their opponents. This point is possibly more
important to the subject than any reason which
either could produce. Members of the opposing
camps should, therefore, ask themselves the following question:
Can the reader of a financial statement prepared either for the plan sponsor or the plan
itself really understand the meaning of complex actuarial liability figures (or a set of figures) intended to disclose the financial status
of the plan and its impact on the future operations of the plan sponsor?

To ask an
average plan
participant to
understand the
derivation and
meaning of
liability figures is
unrealistic.

The mathematics involved in determining the
funded status of a plan on an bngoing basis as well
as on a termination basis are, as most professionals in the field agree, very involved. These determinations require the expertise of experienced actuaries who make use of probability theory, the
theory of interest, and detailed knowledge of the
applicable sections of ERISA and the tax code. To
ask a potential investor or an "average" plan participant to understand the derivation and meaning
of these liability figures is unrealistic.
To draw an analogy, let's assume automobile
manufacturers decided that, in this new era of
consumerism, more information should be provided to new car owners concerning the operation of
their automobiles. Although the ideal solution
would be to provide car owners with complete
technical explanations of how internal combustion
engines worked, the manufacturers would soon
recognize that there would be many variations in
these explanations because all engines are not the
same. Suppose, in order to avoid confusion —but
recognizing that it would be impractical to put
identical engines in all cars —the manufacturers
decided to include in the glove compartment of
each new car a description of how a simple four
cylinder engine operated on the theory that it was
the easiest to understand and would produce a
certain level of standardization. Imagine the confusion in the mind of a new car owner who looked
in his glove compartment for the owner's manual
to find out where the dipstick was so he could
check his oil only to find, instead, a detailed explanation of the workings of a four cylinder engine.
Even though the example is exaggerated, the
point should be fairly clear, It isn't necessary to
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Standardization
of disclosure?
ERISA itself
allows the use
of six very
different
actuarial cost
methods,

make a car owner an automotive engineer so he
can determine when he needs to add lubricating
fluid to his car or water to his radiator. Likewise,
it is not necessary to educate the financial statement reader of the intricacies of actuarial mathematics and accounting techniques so that he can
determine the effect a defined benefit plan will
have on the plan sponsor's ability to pay dividends. Likewise, the "average" plan participant
should be able to determine whether or not his
employer is making the minimum required contributions specified by the law and whether or not he
has any chance of receiving a benefit from the
plan if it is terminated. Furthermore, there are
standards available now to provide the reader of a
financial statement with all the knowledge he
needs to make informed judgments about the
funded status of a particular plan.
Satisfy Simple Criteria
Any change in the accounting and reporting requirements associated with defined benefit pension
plan should satisfy some rather simple, logical
criteria. As far as accounting is concerned, the
existence of the minimum funding requirements of
the law and the increased maximum tax- deductible limit should be recognized. Disclosure of liability information should be understandable, be
capable of being produced on a timely basis, and
be relatively inexpensive to produce.
Specifically, in the area of accounting, any new
requirements related to plans covered by ERISA
should take into account the introduction of the
new minimum funding requirements and maximum tax - deductible limit brought about by the
Act. With very little change, the minimum and
maximum provisions for pension expense now
contained in Opinion No. 8 can be modified.
There really is no basis for ignoring the realities
with which plan sponsors must now contend. Furthermore, the maintenance of dual standards will
serve no useful purpose.
It is in the area of disclosure that the biggest
modifications must be made if any useful information is to be provided to financial statement readers. Investors and plan participants must be provided with information about the financial status
of the plan sponsor and the plan itself on both an
ongoing basis and a plan termination basis. Although accounting for the plan should probably
continue on an ongoing basis, the new contingent
employer liability requirements of the Act must
somehow be presented.
Information: Ongoing Basis
As a minimum, certain information should be
disclosed on both the statement concerning the
financial status of the plan and on the report concerning the plan sponsor. Along with the provision for pension cost for the period, other infor-
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mation about the plan — assuming it continues indefinitely into the future — should be presented.
But rather than introducing an arbitrary actuarial
standard of comparison, which would have little
meaning in many cases and would not be understandable, funding progress in terms of the minimum ERISA requirements should be utilized.
This would automatically introduce a meaningful,
common measuring rod.
ERISA requires that the plan sponsor contribute an amount equal to the normal (annual) cost °
plus an amount necessary to amortize unfunded
past service liabilities ` over specified periods of
time (30 or 40 years). Thus, the current normal
cost as well as the previous year's normal cost
should be disclosed (for comparative purposes).
Furthermore, information on each unfunded past.
service liability being amortized should be disclosed. In this regard, the date the liability was
established, its original amount, the current
amount, the period over which it is being amortized, and the required annual payment should be
indicated. These figures, however, need not be referred to as "liabilities," but rather as amounts
being amortized as part of the plan sponsor's requirements to fund the plan on an ongoing basis.
As previously indicated, certain assumptions
are made by the actuary about future happenings
in his determination of the plan's funding requirements. Variations from these assumptions generate either gains or losses, which must be recognized generally over 15 years. Such gains and losses should be disclosed on the statement. Finally,
because it is possible for a plan sponsor to contribute more than the minimum in a particular year
and build up a credit which can be used in future
years to defray the cash flow into the plan, the
existence of any such credit balance should be indicated. This would enable the investor to determine the "cushion" the employer has built up,
which could be used to defer cash contributions in
lean years.
All of this information should be disclosed
without any detailed technical references to the
manner in which these items were generated.
However, for completeness, an indication of the
actuarial cost method used to develop these figures as well as the principal actuarial assumptions
which were employed should be indicated.
Information: Termination Basis
Opinion No. 8 now calls for the disclosure of
the excess of the actuarially computed value of
vested benefits over the sum of the pension fund
and any balance sheet pension accruals, less any
pension prepayments. This difference has appeared on financial statements because it has been
used in determining the minimum provision for
pension expense.' Unfortunately, not only is this
figure usually now no longer applicable— because
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of the minimum funding requirements of ERISA—it is often erroneously equated with the contingent employer liability imposed on plan termination by the Act. Vesting does not necessarily
imply coverage by the plan termination insurance
of ERISA. In particular, a benefit level must be in
effect for a 5 -year period to be 100% guaranteed.
Modifications must be made to assess stockholders of the potential book value of any share that
they own and to inform plan participants of the
security they should feel in the ability of the plan
to provide them with the benefits that they have
earned to date, should the plan terminate. An estimate of the amount that would be needed to provide participants with the benefits earned to date
(not necessarily just those that are vested) as well
as the amount needed to provide the benefits guaranteed by the Act should be disclosed. The assumptions used to develop these amounts (which
in many cases would be different than those used
to determine the funding requirements of the plan
on an ongoing basis) should also be indicated. A
comparison with the market value of the assets
held by the plan as of the date of the financial
statement would provide the investor with some
idea of the possible contingent employer liability.
Any insurance which may have been purchased
by the plan sponsor to cover this liability (and the
premium charged for this insurance) should also
be reported.' Again, the termination provisions of
ERISA apply the same way to all plans covered
by Title IV. It should be, however, the responsibility of the enrolled actuary to choose the appropriate set of assumptions with which to value these
liabilities on a termination basis.
Measures and Standards Now Available
Applying the three criteria stated previously
implies that this information must be presented in
a way so that it is understandable. The amounts
and their meanings (in reference to the require-
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ments of the Act) could be disclosed without referring to present values, interest discounts, life
contingencies, and other technical terms used by
accountants and actuaries to determine these
numbers. Because much of this information must
be provided yearly to the government, timing
should not be a problem! Furthermore, the production of most of these amounts is part of the
regular valuation process used by the actuary.
With some modifications, an estimate of the funds
needed to provide all earned benefits as well as
those that are guaranteed could be produced. The
calculation of the former amount should not increase the administrative cost of the plan significantly. The latter calculation, however, could be
quite expensive to determine in some cases.
It is true that pension plan accounting and reporting must be improved. It is also true, however, that the measures and standards are currently
available to provide far more understandable information about the plan and its sponsor. Their
existence should be recognized and properly
used.

The FASB's
original draft
was withdrawn
under an
avalanche Of
Criticism; the
next will also,
doubt less, draw
fire.

'W illiam D. Hall and David L. Landsittel, A New Look at Accounring for
Pension Plans, Richard D. Irwin, Inc., Homewood. Ill., 1977.
APB Opinion No. 8, Par. 18, AICPA, New York, N.Y.
' see ERISA Secs. 301.6, 1013. 4067, and 103 -4 respectively.
Each of the acceptable actuarial cost methods specified in ERISA assigns the
total cost associated with funding a plan to all, or a portion, of the years of
service anticipated to be completed by the group of employers covered by the
plan, either on an individual or aggregate (average) basis. The normal (annual)
cost is simply the cost assigned to a particular year by the cost method.
' Probably no other term associated with pension funding causes more confusion
than "unfunded past service liability.- This amount is neither a liability in the
accounting sense not is it necessarily related to benefits earned in the past.
Rather, the unfunded past service liability is merely the difference between a
hypothetical amount of assets which would have been accumulated as of a specified point in time and the value of any assets actually on hand if:
1. The normal costs associated with the application of a particular cost method had always been contributed in accordance with the pattern anticipated by such method.
2. Any benefits which become due prior to the date had been paid, and
3. The actuarial assumptions used by the actuary had been exactly realized.
The amount only has meaning while the plan in ongoing. Upon plan termination,
it is totally meaningless.
APB Opinion No. 8, Par. 14, AICPA, New York, N.Y.
' The Pension Benefit Guaranty Corporation is currently examining alternatives
to the contingent employer liability insurance requirements of ERISA. It appears
as if this concept will be significantly changed, with the availability of such
insurance doubtful.
' ERISA requires an annual report which documents the progress a plan sponsor
has made in meeting the minimum funding requirements. In general, this report
must be filed within seven months after the close of a plan year. Thus, this
information would normally be available at the time a plan or its sponsor is
audited.

49

Taxing Capital Gains
with Price Indexes
One implication for businessmen and legislators is that price
indexing can produce counter- inflationary pressures.

By Paul B. W. Miller
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There is an underlying assumption in our tax system that a capital gain is income and, as such, is
subject to tax when earned. If this assumption
were not made, the system would be biased
against those citizens who earn income by other
means.
On the other hand, our system assumes that
capital losses are effectively costs that an investor
incurs while seeking capital gains and are appropriately deductible just as other normal expenses
for other taxpayers. If this assumption were not
made, the system would be biased for wage and
salary earners.
Given that capital gains and losses do fall under
the purview of the taxing authorities as income
and deductions, then they should be taxed fairly
and equitably for all taxpayers.
The Current System
Under the system that presently exists, a capital
gain is measured by the excess of the net proceeds
of the sale of an asset over the original net cost of
the asset. Losses are measured in the same manner
when the cost exceeds the price. The amount of
the gain that is taxed or the loss that is deducted
depends upon numerous factors, including the nature of the taxpayer, the nature of the asset, and
the length of time it is held before sold. Taxes are
levied (or savings allowed) only when the asset's
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change in value is confirmed by a transaction. In
addition to objectivity, this approach produces equity by not levying a tax to be paid in cash until
cash is made available to the taxpayer.
The Problem of Inflation
This system works equitably if and only if there
is no inflation acting to change the size of the
monetary measuring unit. Because. this condition
is not met, then it must be concluded that the
system is inequitable. Specifically, the measurement of the gain or loss depends upon computing
the algebraic difference of two quantities of dollars
where the dollars are not of equivalent size. Consider the following analogy where an accountant
travels to England and purchases an antique for
£100 and he returns to the U.S. and sells the antique for $195, which just equals the cost of the
£100 paid for the antique. Only a nearsighted tax
collector would say that a gain of $95 had occurred on the sale because he would be unable to
distinguish between the symbols $ and L
However, our tax system is just as myopic when
it comes to computing capital gains and losses
from the sale of assets. Dollars from the date of
purchase are subtracted from dollars of the date of
sale, despite the fact that these two types of dollars are not of comparable size. An apologist for
the current system can point to the cushion that is
provided through the 60% exclusion on long -term
gains and the maximum tax rate; however, the
MANAGEMENT ACCOUNTING /JANUARY 1979
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Table 1

EXISTING SYSTEM (all dollars considered equal)

Original cost ('74 $)

105,000

30,000

5,000

90,000

$

S

100,000

$

Gain (loss) (? S)

130,000

C

100,000
$

$

Proceeds from sale ('78 $)

B

100,000
(10,000)

$

A

(2,500 )

$)

22,500

3,750

(7,500)

Net gain (loss) (?

$

1,250
$

7,500
$

Tax (savings) ('78 S)

Table 2
EXISTING SYSTEM (all dollars converted to equal size)

7,500

Net gain (loss) ('78 $)

(5,500)

$

Tax (savings) ('78 $)

7o convert 1974 dollars to 1978 dollars. 100,000 x 213
100

C
$

90,000

128,000

128,000

(23,000)

(38,000)

$

$

2,000

$

Gain (loss) ('78 S)

105,000

128,000

$

Original cost' ('78 $)

$

130,000

$

Proceeds from sale ('78 S)

B

1,250

(2,500 )

(24,250)

(35,500)

$

A

=

128,000

Table 3
PROPOSED SYSTEM (tax based on real gain)

Gain (loss) ('78 $)

130,000
128,000
2,000

Tax (savings) ('78 $)

500

Net gain (loss) ('78 $)

1,500

105,000

C
S

128,000

(23,000)

(38,000)

(5,750 )
S

90,000

128,000
$

Original cost ('78 $)

$

Proceeds from sale ('78 $)

B
$

A
$

One way to bring equity to the taxing of capital
gains is to borrow a concept from the financial
accounting theory of purchasing power financial
statements. This theory is based on historical cost
(just like the tax system) but adjusts original dollars to current dollars in order to produce meaningful arithmetic operations. In effect, it involves
the translation of dollars of different sizes into
dollars of a common size. If this approach could
be embraced in the tax law, we could avoid the
absurdity and inequity of the present calculation
of capital gains and losses. This change would not
encompass a philosophy of taxability of capital
gains different from that which was stated above,
but it could produce a more systematic and equitable form of taxation.
The working of this system will be demonstrated by a series of three tables. Each table will describe the sale of a piece of property by each of
three taxpayers. Each of them purchased land for
$100,000 in 1974 when the general price index
equaled 100. Each of them sells the property in
1978 so that A receives $130,000, B receives
$105,000 and C receives $90,000. The price index
at the date of the sales was 128.
Table 1 shows how taxes are levied (or savings
made available) under the existing law, assuming
a uniform tax rate of 25 %. There appears to be
nothing wrong with the arithmetic or the taxation
principles. However, Table 1 also distinguishes
monetary units from different points in time.
When it is realized that 1974 dollars are just as
different from 1978 dollars as a dollar is from a
pound, the arithmetic absurdity of this system becomes self - evident.
Table 2 presents the same data where all of the
measures of costs, proceeds and taxes have been
converted to the current dollar using the price index. The amounts of the taxes are computed in
accordance with the historical dollar system seen
in Table 1. The inherent inequities in the current
system are self- evident as taxpayer C gets a savings of only 6.6% of his loss instead of 25 %. Further, taxpayer B pays a tax despite having a loss
and taxpayer A pays tax at the rate of 375 %!
Table 3 shows how the proposed system would
work. Specifically, the 25% statutory rate would
be applied to the gain or loss in terms of the constant dollar as that amount is a much better measure of the real gain or loss experienced by the
taxpayers. The resulting taxes are more equitably
and systematically determined.

The adjustment of the original dollar cost to
current dollars in computing the tax basis of an
asset has several implications that should be considered by businessmen and legislators alike. First,
it is suggested that this approach is more equitable
for the taxpaying society. The levying of taxes on
real gains rather than spurious ones allows the
taxpayer to maintain his capital and to take full
advantage of losses. Also, the tax is levied only
when cash is available, as in the current system.
Despite the prospects for equitability, the position might be taken that this system would reduce
the amount of income against which taxes can be
assessed, with disastrous results on social programs and the deficit budget. On the other hand,

$

A Possible Solution

Implications for Businessmen and Legislators

$

relief provided by these devices is arbitrary and is
not available to all taxpayers. The exclusion is an
all -or- nothing arrangement that shelters 60% of
the gain whether the asset is held one year, five
years or forty years. The maximum rate is available only to higher bracket taxpayers.

(17,250)

(9,500)
S

(28,500)
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Table 4
SETTING THE SELLING PRICE UNDER EXISTING SYSTEM

Proceeds less adjusted cost
—

P
P

(1.28) (150.000)
192,000

—

=

=

=

Before tax real gain

Before tax real gain less taxes
(P- 192,000)
(25) (P - 150,000)
192,000
.25P
37,500
.75P -- 154,500
—

—

+

P

=

=

—

=

=

After tax real gain

Target real gain

Taxes

.75P
154,500
184,500
246,000
—

And:

=

30,000
.75P
P

(.25) (P- 150,000)
(.25) (246,000- 150,000)
24,000

Depreciable Assets

=

=

=

=

Thus:

=

=

30,000

to increase selling prices artificially in order to recover taxes levied on nonreal gains. For example,
assume that a taxpayer invested $150,000 in 1974
and wants to recover the original investment and
$30,000 in terms of 1978 dollars. Table 4 shows
how an asking price would be derived under the
current system where faxes are levied at 25% of
the difference between the proceeds and the original cost in original dollars. In order to meet the
profit goal, the taxpayer must receive $246,000.
Table 5, on the other hand, shows how to develop an asking price under the proposed system
where the tax basis of the property is adjusted to
current dollars before computing the gain. In this
case, assuming the same 25% tax rate, the resulting figure is only $232,000 and the taxpayer pays
$14,000 less in taxes when compared to Table 4.

Table 5
SETTING THE SELLING PRICE UNDER PROPOSED SYSTEM

—

Proceeds less adjusted cost
P
P

(1.28) (150,000)
192,000

—

=

=

=

Before tax real gain

Before tax real gain less taxes
(P- 192,000)
(.25) (P- 192,000)
192,000 .25P
48,000
.75P
144,000
+

—

—

P

—

=

=

—

=

=

After tax real gain

Up to this point, the discussion has avoided the
issues associated with price -level depreciation and
sales of depreciated assets. While the problem is
more difficult to describe in this case, the effect is
just the same as for capital gains. That is, taxes
are levied on the difference between revenue expressed in one kind of dollar and expenses expressed in different kinds of dollars. This approach is not only inequitable but also close to
confiscating large, old investments in depreciable
assets. The use ofprice -level adjusted depreciation
could reduce these problems.

Target real gain

An Alternate Approach

Taxes

.75P 144,000
174,000
232,000
—

And:

=

30,000
,75P
P

(.25) (P — 192,000
(.25) (232,000- 192,000)
10,000

=

=

=

)

=

Thus:

=

=

30,000

the arbitrary 60 %r exclusion and maximum tax
rate could be eliminated with the possibility that
the same total amount of taxes could be collected.
In other words, the tax revenue would be unchanged but its burden would be redistributed.
Empirical research has not been able to resolve
this point.
Another implication apart from equity issues is
that this approach could produce counter -inflationary pressures as sellers would no longer have
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An alternate approach to price -level adjustments in computing taxable capital gains could
also be implemented in order to bring about more
equity than currently exists. Specifically, an increasing percentage of the gain (computed as proceeds less original dollar cost) could be excluded
from taxation in proportion to the period over
which the asset is held. For example, the taxpayer
might be allowed to exclude 5% of the gain for
each year (or fractional year) that the asset is
owned, up to some maximum total less than
100 %. While this approach is less systematic and,
hence, more likely to have arbitrary results than
the price -level adjusted approach, it is more equitable than the single threshold of 60% for one
year that currently exists. It is certainly more equitable than a removal of the entire exclusion informally proposed in and out of Congress.
❑
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NAA RESEARCH STUDY

Planning and Control
in Colleges and Universities
This month NAA is publishing a research study, Planning
and Control in Higher Education. The report was written by
Anthony J. Gambino, NAA research associate, who summarizes it below.
By Anthony J. Gambino
In the face of spiraling costs at colleges and universities, there
is a growing need for these institutions to use their limited
resources in a more effective manner. The improvement of
management accounting techniques at such institutions is one
way in which cost savings can be achieved.
We conducted a three - pronged research effort, literature
search, interviews, and a mail survey, to find out just what the
practices of colleges and universities were. Financial administrators at 16 U.S. colleges and universities were interviewed,
and questionnaires were sent to the chief academic administrator and financial administrator within the same institution,
as well as state -level planners, in each of the 50 states.
Some of the major goals of the study were (1) to examine
the financial decision- making process and information systems presently in use at colleges and universities, (2) to identify unresolved management problems and determine how
management accounting techniques might contribute to their
solutions, and (3) to reveal new developments and techniques
of university management and examine their applicability to
other institutions of higher education.
Few innovative management techniques are being used, results of the interviews disclosed. Predictably, it was found
that larger institutions with greater resources were more involved in the development and implementation of advanced
management systems. Many of those interviewed, however,
strongly believed that costing, budgeting, and performance
evaluation should be improved,
Some individuals in higher education, particularly in the
academic community, questioned the usefulness of an overemphasis on costs in the decision - making process. They felt
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that if decisions at a college or university were made using
costing data as the primary basis, the quality of that institution ultimately would suffer.
When asked about the usefulness of cost information in the
decision- making process, both academic and financial administrators generally agreed on its usefulness, with few exceptions. The most frequent types of cost data suggested were
costs divided by student - credit. hours (SCH) or full -time
equivalents (FTE). The definitions of SCH and FTE differ
among institutions, presenting a serious problem to the most
effective use of unit cost data in higher education.
Faculty Evaluation
Those participating in the study generally believed that the
concept ofperformance evaluation should be used to a greater
degree in higher education. Some concern was expressed,
however, that if handled improperly this tool could lead to
great harm. Because higher education is labor - intensive, the
increased evaluation of faculty performance could result in
significant improvements in management.
The primary functions of faculty are classroom teaching,
research and public service. Although teaching effectiveness
should probably be given greatest weight in any evaluation
system, the study indicates that in practice it is usually least
important. This is because there are many problems in trying
to assess teaching effectiveness, while published research and
public service are more readily measured.
It is apparent, however, that there is an increasing trend to
attempt to evaluate separately the teaching effectiveness of
faculty. Because of the many inherent problems, institutions
are moving slowly and cautiously in this area.
Those factors used most often in assessing teaching performance include: chairman or dean evaluation, systematic
student ratings, publications, committee evaluation and colleagues' opinion. Some study participants indicated that to
evaluate a faculty member properly, you must assess more
than just teaching effectiveness.
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A comprehensive faculty evaluation system in use at one of
the universities where interviews were conducted is intended
to evaluate overall performance by quantitatively measuring
faculty performance in three areas: teaching, research, and
professional activities and service.
Teaching effectiveness is measured by students as well as
department heads. Students evaluate the teaching competency of instructors by completing structured evaluation forms.
Department heads assess professors by use of a structured
three -part evaluation. The first part deals with instructional
contribution and measures classroom performance. The second part, counseling- advising, is concerned with the instructor's sensitivity to student needs. The third part, program
contribution, evaluates activities not directly related to specific classes (e.g., course and curriculum development, etc.).
Raw scores are developed for these two sets of evaluations;
then converted into standard scores and the two scores combined.
Research productivity is evaluated by assigning various
weights to different types of research and publication. For
example, the faculty member who publishes a book is credited
with 1,500 points, while a preparer of a book review earns 40
points. The same weighing procedure is followed for professional activities and services. For example, membership in a
professional association activity is given five points; while
membership on a national editorial board earns 50 points, and
a regional board 25 points.

Raw and standard score indices are developed for each faculty member. The current score, as well as the lifetime score,
is accumulated and the results supplied to individual faculty
members.
Although this system was still in the developmental stage
and many problems still had to be overcome, faculty reaction
generally has been positive. It was felt that this system has
not only led to increased accountability of the faculty, but to
improvement in university operations as well.
Performance evaluation at colleges and universities is discussed extensively in the chapter, "Accountability in Higher
Education."
This chapter also includes a section on MBO, outcome
measures and evaluative instruments. An illustration of a faculty MBO statement is included in an appendix to the report.
The applicability of full costs, standard costs and variable
costs to planning at colleges and universities is discussed in
the chapter "Costing Concepts for Higher Education."
Twelve costing standards, developed by The National Association of College and University Business Officers (NACU BO), are explained in another appendix.
A discussion of management information systems and simulation models is contained in the chapter, "Planning and
Budgeting in Higher Education." Another chapter, "PPBS
and Zero -Base Budgeting," analyzes the applicability of these
two important budgeting techniques to colleges and universities.
p
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teaching or hold positions that do not fit the
above classifications.

June 1978 CMA Examination Results
The June 1978 CMA examination had record
participation with over 1,100 candidates sitting
for the examination at 36 sites throughout the
United States. There were 198 successful candidates completing all five parts or the remaining parts of the examination at this offering.
The Certificate in Management Accounting was
awarded on October 1, 1978 to 158 candidates
who had completed the two -year experience
requirement. Certificates now have been
awarded to 1,163 accountants since the inception of the program in 1972.
The educational and experience background
of the June candidates was similar to that of
prior examinations, and the performance on the
examination was comparable. The tables presented compare the candidates and their performance for the past three examinations.
Successful Candidates
The successful candidates are employed by
a variety of organizations including banks, insurance companies, utilities, government agencies, public accounting firms, manufacturing
companies, retail firms, colleges and universities. Atlantic Richfield, Caterpillar Tractor Co.,
Ernst & Ernst, General Mills, Monsanto,
Owens - Illinois, Pillsbury, Price Waterhouse &
Co., Shell Oil, and Upjohn each employ several
accountants who were successful on this examination.
Positions held by CMAs
The CMA program has attracted candidates
from all levels of management accounting. A
review of the positions held by certificate holders listed in the June 1978 roster disclosed that
27% hold top management positions, 31 %
hold middle management positions, and 20%
are staff accountants and analysts. The remaining certificate holders are employed in
MANAGEMENT ACCOUNTING /JANUARY 1979

Success Rates on the CMA Examination
June Dec. June
1977 1977 1978
Examination Part
Part 1 Economics and
Business Finance
42%
Part 2 Organization and
Behavior, Including
Ethical Considerations 44%
Part 3 Public Reporting
Standards, Auditing
and Taxes
Part 4 Periodic Reporting
for Internal and
External Purposes
Part 5 Decision Analysis,
Including Modeling
and Information
Systems
Weighted average for
entire examination
All five parts passed
in one setting

51%

47%

51%

44%

51%

49%

58%

50%

55%

43%

45%

51%

40%

46%

51%

46%

19%

28%

19%

Table 2
Summary Profile of CMA Candidates
June Dec. June
1977 1977 1978
Educational Background:
Undergraduate degrees 54%
Advanced degrees
42%
Foreign degrees other
credentials
4%
Employment Background:
Industrial Government 79%
Teachers
7%
Other
14%
Average age
33
Average number of years
elapsed since last
degree
6

50%
44%

58%
40%

6%

2%

77%
9%
14%
32

76%
9%
15%
33

6

6

&

James Bulloch, Editor

Table 1

&

institute or
Management
Accounting

The June 1979 Examination
The next CMA examination will be given in
June. The examination registrations are being
accepted now. Now is the time to make your
decision to enroll in the program and earn the
CMA. Write to the IMA, at 570 City Center
Building, Ann Arbor, Mich_ 48104 for information and application forms.
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BOOK S ERVICE

HOW TO USE (AND MISUSE) STATISTICS
by Gregory S. Kimble
Written for the beginner, the book introduces
the field of statistics and shows how the subject can be useful and important when applied
correctly. Easier to read than others on the
subject, it often is humorous as well.
Prentice -Hall, Inc.
290 pp.

1978
$14.95 (cloth)
$7.95 (paper)

THE ART OF PROBLEM SOLVING: ACCOMPANIED BY ACKOFF'S FABLES
by Russell L. Ackoff
The author removes problem - solving from the
mechanical application of prescribed methods,
techniques and tools by concentrating on the
art and design needed to solve problems creatively. He reveals his personal formulas for
success and in the process makes problem solving enjoyable.
John Wiley & Sons
214 pp.

1978
$13.95

RETAIL ACCOUNTING AND FINANCIAL
CONTROL (4th edition)
by Louis C. Moscarello, Francis C. Grau and
Roy C. Chapman
Directed to everyone concerned with retail accounting and management, this authoritative
guide provides reliable help on the interrelated
problems of retail accounting methods and procedures, financial and operating controls and
specialized tax planning. Tax planning and procedures are discussed in detail, and the examples and illustrations, forms, formulas and tables insure the book's use as a working manual
as well as guide.
John Wiley & Sons
520 pp.

1976
$22.50

YOU AND YOUR WILL: THE PLANNING AND
MANAGEMENT OF YOUR EST ATE (Revised
edition)
by P. Ashley
Updated version conforms with the provisions
of the 1976 Tax Reform Act and is essential to
anyone considering estate planning. It is an excellent guide for the protection and transfer of
estates.
McGraw -Hill Book Co.
288 pp.

A looseleaf collection of hundreds of ready -touse forms and !ormats for top management,
accounting, personnel management, production and sales people. Each chapter contains a
brief overview of its subject and a summary
chart so the reader can see how the forms
work together in a system. Each model can be
geared to any person's operations.
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MANAGER'S GUIDE TO SUCCESSFUL JOB
HUNTING
by R. Traxel
Here is an inspiring guide for anyone unhappy
in his present job. The author presents effec
tive techniques for evaluating personal
strengths and weaknesses, assessing potential
employers, obtaining and making the most of
interviews and much more.
McGraw -Hill Book Co.
256 pp.

1978
$8.95

CHARGING FOR COMPUTER SERVICES:
PRINCIPLES AND GUIDELINES
by Dan Bernard, et al.
The authors have provided people the principles and guidelines needed to help cut costs
and simplify administrative procedures of
charge -out.
McGraw -Hill Book Co.
120 pp.

1977
$10.00

lems faced by all computer owners, trace the
various auditing techniques, and discuss and
describe the latest methods for controlling
computer systems.
John Wiley & Sons
432 pp.

1978
$18.95

SMALL SYSTEMS COMPUTER SOURCEBOOK
by J. C. Boonham, Ed.
The book is a great help to potential purchasers of mini- or micro - computer systems. It lists
available equipment, specifications, suppliers
and distributors of hardware, software and ancillary equipment and much more.
John Wiley & Sons
148 pp.

1978
$14.95

HOW TO INVEST IN REAL ESTATE SYNDICATES
by Daniel A. Miller
Written by a real estate attorney who represents both syndicators and investors, the book
shows the investor how to detect, analyze and
eliminate or reduce risks. Among other things, it
shows how to screen clearly unsound investments through step -by -step analysis, checklists
and actual case studies.
Dow Jones -Irwin
216 pp.

1978
$19.95

CAPITAL BUDGETING T ECHNIQUES
by F. M. Wilkes

COMPUT ER CONT ROL & AUDIT: A TOTAL
SYSTEMS APPROACH
by John G. Burch, Jr. and Joseph L. Sardinas,
Jr.

The author explains, develops and extends
techniques of investment appraisal and capital
budgeting. Concerned with investment problems faced by business managers, the book illustrates practical approaches one can use in
solving problems.

Here are guidelines on how to control and audit
your computer. The authors deal with the prob-

John Wiley & Sons
424 pp.

1977
$32.00

NAA MANAGEMENT ACCOUNTING BOOK SERVICE
Quantity

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

Total

1978
$11.50

BUSINESS SYSTEMS FACTOMATIC: A
PORT FOLIO OF SUCCESSFUL FORMS, REPORTS, RECORDS AND PROCEDURES
by Robert S. Kuehne

Prentice -Hall, Inc.
603 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.)

1975
$39.95

Member Account No.
SHIP TO:

❑ ❑ ❑ ❑ ❑ ❑ ❑

S ub t o t al . . . .. . . . . .. . . .
Less 10% Discount ... (

)

Subtotal . . . . . . . . . . . . .
Add Postage and Handling$2./book, 4111CI. Book Rate
(2.6 wks. delve)
$3 /book. UPS (7 -10 days dekv.)
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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,R,EF REVIEWS OF NEW PUBLICATIONS
PUBLI AT

Price Theory and Its Uses
4th ed., Donald S. Watson and Mary A.
Holman, Houghton Mifflin Co., 2 Park
St., Boston., MA 02107, 1977, 445 pp.—
Shows the relevance and uses of price
theory including price elasticity of demand and other major elasticity concepts. Illustrations and applications of
competitive equilibrium are discussed,
and indifference curves for income and
leisure are also included.

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

The Economics of Capital Expenditure

previous editions to reflect inflation factors on the required rate of return, risk
allowances and leasing conditions. Discounted- cash -flow measures are emphasized and compared with traditional
methods. Particular attention is given to
a possible reconciliation of the internal
rate of return and unadjusted (accounting) rate of return.

4th ed., K.A. Middleton, Butter-worths
Pty, Ltd., 88 Kingsway, London WC2B
6AB, England, 1977, 124 pp.—Updates Computerized Accounting

Henry J. Beck and Roy James Parrish,
Jr., Charles E. Merrill Publishing Co.,
1300 Alum Creek Dr., Columbus, OH
43216, 1977, 136 pp. —A series of computer programs used in this book introduces the student to the problem-solving capability of the computer while reinforcing knowledge of the accounting
cycle, Methods are presented in logical
order to teach students how to process
accounting data via the computer.

VIGL (Variable Information General Ledger) Report
Writer allows accounting personnel to format their own
financial reports.

mol
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MEMOREX DIVISION GAINS TIME. C.F.I. Memories, Inc. needs financial statements two days af ter the end o f the mo nth. T hey get them with an Internatio nal
Systems Services package which took less than four weeks to install.
C.F. I. said they looked at several systems and the ISS package appealed to them
because it is pro ven and because o f the ef fectiveness o f the co ntents. A ll questions
were settled with a few telephone consultations. Said C.F. I.: ''In a package like this we
were looking for management control, visibility and consistency and we got it with the
ISS VIGL package. And the cost was one - fourth the cost of other competitive packages:'
ISS accounting packages are up and running in 3 to 4 weeks or less. There are
custom f eatures at a f raction o f the custom cost. T hey are designed fo r small and
medium business computers. There is a minimum orientation time and the documentation is easy to understand.

'

Please send me more information.
Name /Title

'

Company

'

Address

'

City

Dept. E

'

State

Zip

Telephone
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Basic Business Mathematics
Gerald Pintel and Jay Diamond, Prentice -Hall, Inc., Englewood Cliffs, NJ
07632, 1978, 378pp.—The approach to
this book is arithmetic rather than algebraic because the authors believe this
method generally is more relevant to usage during employment. The authors
review arithmetic procedures and apply
them to practical business functions.
Public Budgeting Systems

.i'ISS: The Human Equation
International Systems Services, Inc.
Wilshire Blvd., Suite 408, Los Angeles, CA 90017 •
01 97 8

58

Robert W. Strain, ed., Insurance Accounting and Statistical Assn., Mutual
Plaza, Durham, NC 27701, 1977, 588
pp. —While the purpose of this book is
to explain to the reader about life insurance accounting, the text stresses the
what and why of the subject and includes practical know -how as only practitioners can report it.

M M M M M M 1 M

96

1545

Life Insurance Accounting

International Systems Services. Inc.

(213) 484 -0450

Robert D. Lee, Jr. and Ronald W.
Johnson, University Park Press, Chamber of Commerce Bldg., Baltimore, MD
21202, 1977, 370 pp. —An up -to -date,
Continued on page 60
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MANAGEMENT
ACCOUNTING
PRACTICES

contingent loss should be accrued by
a charge in the income statement if
(a) it is probable that a future event
will confirm that, after taking into account any potential recovery, an asset
has been impaired or a liability incurred at the balance sheet date, and
(b) the amount of the resulting toss
can be determined with reasonable
accuracy.
The existence of a contingent loss
should be disclosed in the financial
statements if either of the above two
conditions is not met, unless the possibility of a loss is highly remote. Contingent gains should not be accrued in
financial statements, but their existence should be disclosed if they are
likely to be realized.
Some requirements concerning
post - balance sheet events are:
• Financial statements should be adjusted for events occurring after the
balance sheet date which provide additional evidence to assist with the estimation of amounts relating to conditions that existed at the balance
sheet date or that indicate the going
concern assumption, either in whole
Continued on page 60

Continued from page 6

the SEC's approval of alternative accounting treatments in similar circumstances, even for a temporary period,
is undesirable, and that the Commission's action contradicts its stated
policy of supporting the legitimacy of
the FASB.
A copy of the MAP Committee's
Comment letter is available by written
request to Manager —MAP Development at the NAA national office.

IASC Adopts Statement No. 10
The International Accounting Standards Committee has issued IAS 10,
Contingencies and Events Occurring
After the Balance Sheet Date, and set
January 1, 1980, as the effective
date. Statement No. 10 provides, as
to contingencies, that the amount of a

Accountants:

WORK
FOR
YOURSELF
Build your own accounting, bookkeeping and tax service practice.
Our advertising and marketing system helps you get clients. Our
p roven CO MP RE HE NS I V E *
accounting system helps you profitably service those small and medium -sized businesses.

THE SYSTEM
A marketing and accounting system
which has been perfected through
29 years of experience ... allowing
COMPREHENSIVE accountants to
service over 16,000 monthly business
clients.
COMPUTERIZED SUPPORT
Our large scale computer quickly
and efficiently provides your clients
with completefinancial data —every
month.

THE UNIVERSITY OF ALABAMA

Learn more about how you could
build or expand your own practice.

School of Accountancy
and
Division of Continuing Education

CALL V.A. COX TOLL FREE
(800) 323 -9000
Anywhere in Continental U.S A
Illinois residents call collect (312) 898 -6868

CMA REVIEW
AN INTENSIVE REVIEW COURSE FOR THE CERTIFICATE IN MANAGEMENT
ACCOUNTING TO BE HELD ON THE CAMPUS OF THE UNIVERSITY OF ALABAMA
UNDER THE DIRECTION OF EXPERIENCED FACULTY WHO HAVE BEEN
CONDUCTING CMA REVIEW COURSES FOR FIVE YEARS.
All Five Parts . . . . . . . . .
Part I
Part 11
Part III

............. I

.. I . . .. . . . . . .

..

..

(May 7-8) — Economics and Business Finance . . . . . .

..

$375

..........

$ 75

I

t
1

Na me
I

1

I

(May 9 -10) — Organization and Behavior, Including
Ethical Cons ideratio ns...... ..

$ 75

(May 11.12) — Public Reporting Standards, Auditing and Taxes, ...

Address

1

City

1

I

(May 14 -16) — Periodic Reporting for Internal and
E xte rna l P u rp o s e s ... .... ... ...

Part V

(May 17 -19) — Decision Analysis, Including Modeling and
I n f o r m a t io n S y s t e m s . . . . .. . . . . . . .. . . . . .. . . . . . . . . . . . . . $ 95

„

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

$ 95

YOU MAY REGISTER FOR ANY OR ALL OF THE ABOVE PARTS
—CEUs (Continuing Education Units) will be awarded all participants.
— Courses are approved for CPE credit by Alabama Society of CPAs.
— Registration is limited. To reserve a place, send a letter stating the parts for which you wish to
or Frank R. Rayburn. CMA
CMA Review
Drawer AC
University, Alabama 35486

1

State
I

1
j

zip
I
I

1
I

Phone

COMPREHENSIVE®
accounting corporation
i 2111 Comprehensive Drive

MA4

Auro ra, IL 60507

1

1 o t jf 1C l8 1 t8 bI 1 I H ta r e

1

r 1
1

I f o r the Natio nal
If Easter S eal Telethon.
--- -
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1
i

I

$ 75

Part IV

enroll. Fees must be received by April 6, 1979
—For reservations or additional information write:

r-- ------------------- - - - - Please send me more information about
i COMPREHENSIVE Accounting, named
1 in Dun's Re v ie w as the largest franchisor 1
of acco unting services in the co untry.

---

- --- -- -- --- -- - -

-

-

-

--
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New 1979 National Accounting Salary Survey

comprehensive, systematic presentation
of all aspects of budgeting at Federal,
state and local levels. This unusually
broad coverage includes details ofmany
topics of fundamental importance to a
thorough understanding of public budgeting.

Phone for your FREE copy today.
Here's impo rtant good news f or me n and
wom en at all le ve ls in the ac counting and
financial professions. The latest Source
Finance national survey indicates that.
overall, acco unting salaries have incre ased
over last year —in some categories by as
much as 13 %.
This large and c omprehensive 20 -page
report was compiled by Source F inance—
the nation's largest non - franchised
recruiting firm devoted exclusively to the
acco unting and financ ial profes sio ns.
The Salary Survey provides current data on
all professional position levels in both public
and ind us trial ac co unting up to and
including Senior Partner and Chief
Financial Officer,
The Survey will let you determine if your
curent co mpe ns atio n has kep t p ac e with

your job responsibilities. It also contains
vitally impo rtant career information
including: how you can assess yo ur current
position, s trateg ies you can use to enhance
your long -range care er de velop ment, when
a jo b c hang e m ay be advis ab le ,
imp ortanc e of rem aining in the mains tre am
of care er d eve lo pm ent, and much m ore,
Phone for your FREE copy today, without cost
or o bligation. It could lead to imp ortant
and pro fitable ne w " bre akthroughs " f or you
in advanc ing your caree r.

rA

SourceFinance

The nation's largest non - franchised rsciutl;Wg
firm devoted exclusively to the accounting and
financial professions.

Information Analysis in Management
Accounting
Donald L. Anderson and Donald L.
Raun, John Wiley & Sons, 605 Third
Ave., New York, NY 101016, 1978, 704
pp. —This book includes introductory
and advanced articles on behavioral,
mathematical, statistical and computer
applications for the solution of management accounting problems in decision making, planning and control.
Improving Total Productivity

Free Report!
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Atlanta
Vernon Baker
CPA /MBA
404; "325 -7000

Fo r your f re e c o py, s im p ly p hone the So urc e F inanc e
of fice neare st you.
Boston
Sandy Solmela
CPA!MBA
617!482 -7850
Wellesley, MA
Eric Anthony, CPA
617'235 -3020
Chicago
Ken Borkin. CPA /MBA
312,372-9192
Dallas
Bob Hackett. CPA
214i696-1500
Fort Worth
John Caterton,
CPA; MBA
817,338-4750

MANAGEMENT
ACCOUNTING
PRACTICES
Continued from page 59
or in part, is inappropriate.
• Financial statements should not be
adjusted for, but disclosure should be
made of, those events occurring after
the balance sheet date that do not affect the condition of assets and liabilities at such date, but are of such importance that their nondisclosure
would affect the ability of the users of
the financial statements to make
proper evaluations and decisions.
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Denver
Dick Masek, CPA
303571 -4220
Detroit
Marry Pierce. MBA
313 963 -7464
Southfield, MI
Bob Luter, MBA
3131352 -8860
Los Angeles
Carl Miller. CPA %MBA
213/385 -0333
ElSegundo,C A
John Nelson, CPA /MBA
213'322.7300
Irvine, CA
Bill Richardson, CPA
714; 975 -0150

New Jersey/ New York
Bob Lynch. CPA, MBA
201;494 -2060
Palo Alto
Paul De yore. CPA
415'856 -1050
San Francisco
Ben Rugg, CPA
415'956 -4740
If unable to call, write:
write.
1
Source Finance.
100
SouthIllinois
Wackerr Driv
Chicago.
Drive
(When writing. please
be sure to use home
address and indicate
position title.)

Board Updates Work Schedule
In its latest update of its work schedule, the FASB points out two factors
that seem especially significant: The
addition of three new Board members
in 1978 has resulted in the reexamination of several matters, and because of the fundamental import of
the conceptual framework project,
progress has required considerable
FASB resources. Its latest work plan
is included in Status Report No. 75,
which can be obtained from the Publications Dept., FASB, High Ridge
Park, Stamford, Conn. 06905.

Paul Mali, John Wiley & Sons, 605
Third Ave., New York, N Y 101016,
1978, 409 pp.—Identifies 12 major causes of productivity decline in both profit
and nonprofit organizations and develops, in a conceptual framework, a comprehensive process of managing productivity using management by objectives
(MBO).
Hotel Accounting
Ernest B. Horwath, Louis Foth and
John D. Lesure, John Wiley & Sons,
605 Third Ave., New York, NY 10 1016,
1978, 424 pp.— Drawing upon a broad
background of practical experience in
working with hotel managements, the
authors explain the accounting procedures, records and reporting methods
required by establishments of every type
and size.
Computer Selection
Edward O. Joslin, The Technology
Press, P.O. Box 125, Fairfax Station,
VA 22039, 1977, 216 pp. —The author
demonstrates the best way to establish
procedures for selecting computer systems without resorting to complex techniques.
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WHO DOESN'T NEED MONEY?
Ever heard that old cliche? Unfortunately, the people who really

•__..
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Names and addresses of over 300 firms that will loan
or invest in proposed ventures or present businesses,
including several that specialize in loans to minorities.

need money don't have the money to secure a loan of the type
they need, nor do they know where to go to get that much needed f inancing.

BUSINESS EXPANSION

FINDING MONE Y — THA T'S OUR BUSINESS
Worldwide Finance Exchange has the sources and we will share
them with you for only pennies each. You can finance almost any
venture, expand your business, or lease now and purchase later
for as little as one dollar; buy that piece of real estate you've had
your eye on, or dust secure financing for whatever you have in
mind, even that new idea you have. Our sources are proven, and
we have the money available now.

NEED WORKING CAPITAL FOR EXPANSION OF YOUR
PRESENT BUSINESS?
Names and addresses of over 100 firms that will loan you capital
on: equipment, inventories, accounts receivable, factoring, time
sales contracts, and rediscounting.

. ...............................
LISTED BELOW ARE JUST A FEW MAJOR FIELDS
MONEY IS AVAILABLE FOR
NEED CAPITAL FOR EQUIPMENT, MACHINERY, OFFICE
FURNITURE, COMPUTERS?

REAL ESTATE
NEED CAPITAL FOR FIRST AND SECOND MORTGAGES,
SALE LEASE - BACKS, REFINANCING OR JOINT VENTURES AND PARTNERSHIPS?
Names and addresses of over 200 firms that will loan or invest in:
warehouses, apartments, shopping centers, office buildings,
recreation facilities, mobile home parks, nursing homes, hospitals and agricultural.

VENTURECAPITAL
NEED CAPITAL FOR A NEW BUSINESS OR EXPANSION
OF YOUR PRESENT BUSINESS IN CONSTRUCTION,
TECHNOLOGY, MOVIES, MANUFACTURING, OIL & GAS
AND OTHER ENERGY RELATED PROJECTS?

Names and addresses o f 400 f irms that will buy yo ur
equipment f o r yo u and lease i t to y o u wit h the o ptio n
to buy f or as little as one dollar at the end of lease term.

HELPING YOU SECURE FINANCING IS OUR BUSINESS TOO.
We'll share o ur so urces with yo u f o r less than 50 each.
No t o nly will we give yo u their names, addresses and
telepho ne numbers; we'll include the person to co ntact.
We will even introduce yo u personally if you need it. All
you have to do is fill in the co upo n belo w and mail it
today, we'll do the rest. Hurryl Our lenders already
have over 50 billio n dollars o n their bo o ks,

•---------------------------------------------------------------------------------Worldwide Finance E xchange
CLIP AND MAIL TODAY
Box 2952
OR CALL TOLL FREE 1248 E. 491h St. N.
1.800- 327.4444
Tulsa, Oklahoma 74101
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Please send the li sts I have I ndi c ated:

C] Business expansion — $25.00

I
I

R e a l Estate — E25.00
C3 Any 2 — $40.00
E] Any 3 — $5 2.00
[D All 4 — $60.00
Enclosed cash, check or money order to cover above, or charge to my Visa Master - Charge
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Le asing — ;2 5.0 0
1
I
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C] Venture Capital — ;2 5.00

Ac c o unt No.

I
I
I
1

Exp i r a ti o n d ate

I
1
1

(Master - C har ge only )

I nt er b ank
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Ci ty
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Zip code
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People in the News
Author Coppie Is Named
to Top N.Y. Fiscal Post

He is a member of Chattahoochee Valley Chapter.

Comer S. Coppie, author of "The City:
Management by Crisis or Crisis Management?" in the November issue of
MANAGEMENT ACCOUNTING, has been
appointed executive director of the New
York City Emergency Financial Control Board.
A professional public administrator,
Mr. Coppie was special assistant to the
mayor and director, office of budget and
management systems, for the government of the District of Columbia prior
to his appointment. Established in 1975,
the New York panel to which he was
appointed oversees the financial dealings of the New York City Municipal
government.
Mr. Coppie also wrote "Fiscal Planning for the Nation's Capital," which
was published in the February 1975 issue Of MANAGEMENT ACCOUNTING.

JAMES E. FoWLI(Es, Dallas, has been
promoted to regional manager of Source
Finance.

Promotions and New Positions
ROBERT B. CHARLTON, Akron past
president, has been named director of
purchasing for Mohawk Rubber Co. He
is a member of Akron Summit Chapter.
WADE F. ROBINSON, Calumet, has
been appointed assistant comptroller of
the Elgin, Joliet & Eastern Railway.
GEORGE V. O'MALLEY, JR., Charleston, W.Va., is controller of B.W. Painter, Inc. He is a member of Southern
West Virginia Chapter.
STEPHEN F. COLE, Charlotte, N.C.,
was named director of financial planning, Homelite Div., Textron, Inc. He is
a member of Charlotte Gold Chapter.
BENJAMIN I. STEINER, Cherry Hill,
N.J., was promoted to vice president, finance, Magic Marker Corp. He is a
member of South Jersey Chapter.
DONALD C. JENSEN, Columbus, past
national vice president, is now partnerin- charge of the Columbus, Ohio office
of Ernst & Ernst.
MICHAEL T. JETTON, Columbus, Ga.,
is now controller of Swift Textiles, Inc.
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TIMOTHY G. HOWARD, Dayton, has
been named corporate controller, Huffy
Corp. . . . RICHARD C. RUSSELL was
appointed vice president and treasurer
of E. F. MacDonald Stamp Co.

RUSSELL
Dayton

t
PUFFER
Erie

CORMAC M. O'BYRNE, Detroit, was appointed controller of Fort Wayne Mortgage Co. ... GERALD J. SWITZER recently was promoted to director of accounting and information systems, K
Mart Enterprises, Inc.

was named vice president, finance, and
chief financial officer of George A. Fuller Co., division of Northrop Corp.
JOHN F. BARD, Oakland, Calif, was
elected group vice president and senior
financial officer of Clorox Co.
HAROLD L. CRECELIUS, Peoria, has
been named controller of Caterpillar
Tractor's new plant in Lafayette, Ind.
JAMES V. ALSTER, Pittsburgh, has been
appointed controller of Alcoa Recycling
Co., a subsidiary of Aluminum Company of America.
LEONARD S. COLEMAN, JR., Reading,
has been elected assistant vice president— administration of Carpenter
Technology Corp. . . . GARY H. RisMILLER has been promoted to controller of Brierwood Shoe Corp.
ARTHUR R. PEMBERTON, Richmond, is
now accounting manager with Williams
Crane & Rigging Co. . . . BRUCE E.
RUSSELL has been promoted to assistant to the controller of Philip Morris.
HARRY A. MOODY, Romeo, Mich., is
the new controller at Interstate Mfg. He
is a member of Macomb County Michigan Chapter.

Two Erie members have been named at
Continental Rubber Works, subsidiary
of Continental Copper & Steel Industries, Inc. SAMUEL D. PUFFER was ap- EDSON J. ROOD, San Diego, is now vice
pointed president and general manager, president of finance, Scripp Hospital.
and PAUL T. STEFANOWICZ, controller. He is a member of North San Diego
Chapter.
J. DONALD WARREN, JR., Houston,
was admitted to the partnership of WILLIAM A. LEES, JR., Scranton, Pa.,
was promoted to executive vice presiCoopers & Lybrand.
dent and chief financial officer, and
DENNIS A. GETZ, Lancaster, was pro- WILLIAM C. SCOTT to comptroller at
moted to controller, Lancaster Newspa- Northeastern Bank of Pa. Mr. Lees is a
pers, Inc. ... MICHAEL MCKINNE repast president of Pennsylvania Northcently joined Huth Engineers, Inc., as east Chapter.
controller.
JEROME H. BRAY, Shawnee Mission,
HAROLD LEINWAND, Michigan City, Kans., has joined Pyramid Life InsurInd., has been named senior vice presi- ance Co. as vice president and treasurer.
dent and treasurer of Jaymar -Ruby, He is a past president of Greater TopeInc. He is a member of Michiana.
ka Area Chapter.
STEPHEN A. SCHMEDTJE, JR., New Orleans, has been named assistant vice
president of the American Appraisal
Co., New Orleans. . . . RONALD P.
SENN has been promoted to vice president, First Homestead & Savings Assn.
WILFRED G. MANGO, JR., New York,

ALAN M. MORGAN, Skokie, Ill., is now
controller of Edelman Co. He is president of Illinois Northeast Chapter.
PATRICIA B. HEPLER, Stanley, Va., is
now controller for the Crown Door
Corp., Crown Industries. She is a member of Mason -Dixon Chapter.
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PHILIP J. SINK, Warren, Mich., was
named controller at Hurst Performance.
He is a member of Macomb County
Michigan Chapter.
Two Washington Chapter members
have been named at the General Accounting Office. WILLIAM J. ANDERSON has been named director of the Office of Policy, and J. DEXTER PEACH,
director, of the Energy and Minerals
Division.

Emeritus Life Associates
A. W. ACKER, Cleveland.
CHARLES F. ALMAND, Atlanta North.
FREDERICK W. ANDERSEN, PeninsulaPalo Alto; Morristown past president.
THOR B. ANDERSEN, Essex County
past president.
GLENN F. BAILEY, Houston; Mason Dixon past president.
HARRISON A. BAUSCHER, Rockford.
RICHARD L. BUEL, Olean- Bradford
Area.
WILLIAM P. CAMM, Los Angeles.
HERBERT C. CHAPPLE, Mohawk Valley past president.
FRANK J. CHURCH, St. Louis; past national vice president, 1966 -67. Stuart
Cameron McLeod Society,
HUGH W. CL.ARKE, Greater Youngstown Area past president.
FRANK J. LUNY, New Haven.
KEITH E. DINGMAN, Southern Maine.
LEO J. FAULSTICH, Fox River Valley.
ROLAND R. GAST, Milwaukee.

In Memoriam
GLENN D. ABBOTT, 68, Grand Rapids
past president, 1934. Stuart Cameron
McLeod Society.
JOSEPH BAERNCOPF, 88, Indianapolis,
1928. Emeritus Life Associate,
JOHN M. BOBOSIK, 60, Cleveland, 1959.
FRED H. BRETTHAUER, 78, Indianapolis, 1938. ELA,
M. RICHARD BURKHOLDER, 60, Dayton, 1973.
ELMER Y. CAFFEE, 60, Hampton
Roads past president, 1961.
WILLIAM H. CALDWELL, 56, Wheeling
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Linda Simons, 1977 -78 president of top chapter Olean- Bradford Area,
displays Presidents' Trophy recently presented at a chapter meeting by
current and past NAA presidents. L. -r., NAA Executive Director W. M.
Young, Jr.; President Clemens A. Erdahl; Simons; R. Leslie Ellis; Grant U.
Meyers, and James M. Chamberlain, current chapter president.
ALBERT E. HOLDRIDGE, Boston.
JAMES A. HEWITT, Member -at- Large,
South Africa.
DONALD D. JAMES, Northwest Suburban Chicago.
CLARENCE T. KNUDSEN, Seattle past
president.
U. H. KRAUT, Member -at- Large, USA.
WILLIAM A. KUPSHE, New York.
LAWRENCE S. LANSET, Long Island Nassau.
CARL H. LILIUS, Lehigh Valley.
PHILIP E. MACINTOSH, San Diego.
JAMES E. MARTIN, Evansville.

RALPH F. MOWEN, Des Moines.
DAVID S. NASH, Akron Summit.
JULIAN J. NoMINA, Milwaukee past
president. SCMS.
ALBERT M. NORMAN, Philadelphia
and Delaware past presidents. SCMS.
C. L. ORCuTT, Westchester.
WALTER W. REITTINGER, Albany.
HOMER E. SAYAD, .St. Louis.
FORD E. SHAFFER, Ft. Wayne.
HAROLD J. SHEPPARD, Charlotte Blue;
Westchester past president.
JOHN A. TILLETT, Cleveland.
EVA M. WHITE, Worcester Area.

past president; 1947. SCMS. ELA.
G. B. FLEMING, 60, Harrisburg Area,
1949.
G. R. GIRMAN, 30, Michiaaa, 1972.
GAYLE W. HUSTON, 63, Des Moines,
1959.
D. H. LATTINVILLE, 40, Syracuse past
president, 1966.
J. A. MCCOLLUM, 80, Hampton Roads,
1950. SCMS. ELA.
H. W. MUMPER, 85, New Haven past
president, 1929. SCMS. ELA.
FLORENCE S. MYERS, 75, Baltimore,
1946. ELA.
A N D R E W H. O'ROURKE, 74, Hampton

Roads past president. SCMS. ELA.
W. J. PATTERSON, 67, East Tennessee,
1953. ELA.
ROBERT V. Rossi, 57, Worcester Area,
1970.
LEWIS H. Rupp, 70, Lancaster, 1948.
ELA.
JOHN C. SHEA, 72, New Orleans, 1939.
ELA.
JOSE R. SOLAUN, 57, Florida West Central, 1977.
R. ARTHUR WAY, 75, Northeastern
Michigan, 1946. ELA.
EDWARD C. WIROTZious, 71, Memphis, 1945.
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New Products /Services
A Source Data Entry software package
that provides data conversion and editing capabilities for Raytheon Data Systems' PTS /1200 distributed processing
products has been introduced. The
source data entry package is intended to
permit field -office personnel with minimum programming experience to develop and execute data entry tasks on distributed processing systems that are
principally used for 3270 -type interactive tasks, remote batch processing, local processing and report printing functions in a data communications network. For information contact Raytheon Data Systems Co., Communications Dept., MA, 1415 Boston- Providence Tpke., Norwood MA 02062.
First Colony Life Insurance Co, has received approval to market contingent
life insurance in Iowa, bringing to 44
the number of states in which this new
type of insurance plan may be offered.
Contingent Life was developed to cover
a variety of needs including stock redemption in a closely -held corporation,

key - executive coverages, cross purchase
under partnership buy -sell agreements,
deferred compensation plans and certain estate planning situations. With
Contingent Life, business and personal
insurance needs can be combined under
one plan. For information, contact First
Colony Life Insurance Co., Dept. MA,
700 Main St., Lynchburg VA 24504.
A new professional in -house system that
produces top quality corporate presentation slides is now available to audiovisual and graphic departments. The
Slidemagic System was created by Maximilian Kerr Associates, Dept. MA,
2040 State Hwy. 35, Wall, NJ 07719.
Diablo Systems, Inc., has begun deliveries of its newly developed 96- character
metallized daisy wheel print element,
which enables the company's 1650 series terminals to perform high - quality,
remote word processing functions. For
information contact Diablo Systems,
Dept. MA, 24500 Industrial Blvd.,
Hayward, CA 94545.
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Developed by Datapoint Corp., this Infoswitch/PLM (Passive Line Monitor) is
designed to meet the specific telecommunications need for measurement and
internal billing of costs for toll calls. Datapoint, Dept. MA, 9725 Datapoint Dr.,
San Antonio, TX 78284.
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H -P 300 Computer System.

Hewlett - Packard's HP 300 is designed
for use by marketing and sales departments to develop on -line application
programs for such functions as product
analysis, trend analysis, territorial analysis, and salesman productivity. For information contact Hewlett - Packard,
1501 Page Mill Rd., Palo Alto, CA
94304.
A comprehensive, "yet easy- to- implement" payroll system has been introduced by Software International. The
system, called Payroll Plus, has been developed to accommodate a wide variety
of payroll and personnel needs. The system allows for multiple earnings and deduction categories with unique user -determined exits for special calculations.
Employee and employer tax calculations enable each company to meet federal, state, county and city tax requirements including tax- sheltered incomes.
Changes in tax laws are routinely addressed by updates provided by Software International. For further information contact: P. Zorfass (617) 4755040.
Nashua Corp, has introduced an extensive line of supplies designed specifically
to meet the requirements of word processing, including a full complement of
diskettes for use on almost every type of
word processing equipment that uses
flexible disks. Contact Wally Morrill,
Office Products Div., Nashua Corp.,
Nashua, NH 03061.
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WED.
•❑Financial❑Aspects❑of❑Long❑Range Planning
L o u '

St,

-Zero-Base Budgeting
•❑Flexible❑Budgeting❑and
WED. /THU. /FRI.
9
9
Performance Reporting

- 9

warch5
St. Louis Marriott

MON. /TUE.
•❑Developing❑and❑Using❑Standard

❑

Costs
•❑Direct❑Costing❑and❑Contribution
Accounting

• Planning
THU. /FRI.
and Control of
the Maintenance Function

//

/ / /

'
❑ ❑❑ ,

-Inventory Management
and Control
•❑Fundamentals❑of❑Management
Information Systems Design

•❑Long❑-Range❑Strategic❑Planning
and Analysis

-Statistical Sampling for
Accountants and Auditors
/
•

*Accounting Information for
Pricing Policies and Decisions
-Operational Auditing
MON. /TUE. /WED.
•❑Data❑Processing—❑Concepts
and Information Systems
Design
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(Please type or print)

I Name
Title

I
Social Security No.

I

I Division,
Plant or Office
Company

I Street Address
I City, State, Zip Code
I Firm's Principal Product or Service
I ❑ ❑NAA❑Member❑(Chapter)
I Please register me for the following Courses:
Print or type complete name of each Course

I 2.1
1

I
I
I
Business Phone

I

(Account No.)

I
I

Dates

Location

Fee
$
$

I
I

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
Att: CEP Registrar
■
(212) 754 -9758
Fees
Members Nonmembers'
1 day Course $120
$145
2 day Course
240
290
3 day Course
360
410
The fee for NAA Courses includes daily
luncheons, refreshments, and all
technical materials.
*Nonmembers: The differential
per Course for nonmembers may be
applied to NAA membership; or it
may be applied against the dues of
an NA A member o f the same f irm
(o rganization). The diff erential may
be used anytime befo re June 30, 1980.

The revolving door
v s 1 6

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

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

® accounting,
ROB
ERT N LF
financial and edp personnel specialists
0

ALBUQUERQUE • ALLENTOW N • ALTANTA • BALTIMORE • BIRMINGHAM • BOSTON • BUFFALO • CHICAGO • CINCINNATI
CITY OF COMMERCE (CA) • CLAYTON • CLEVELAND • CLIFTON, N.J. • COLUMBUS • DALLAS • DAVENPORT • DAYTON • DENVER
DES MOINES • DETROIT • FRESNO • GRAND RAPIDS • GREENSBORO • HARTFORD • HOUSTON • INDIANAPOLIS • KANSAS CITY
LANCASTER • LONG I SLAND • LOS ANGELE S • LOUISVILLE • MEMPHIS • MIAMI • MILW AUKEE • MINNEAP OLIS • NEW ORLEANS
NEW YORK • OMAHA • ORANGE (CA) - PALO ALTO • PHILADELPHIA • PHOENIX • PITTSBURGH • PORTLAND • PROVIDENCE
SACRAMENTO • ST. LOUIS • ST. PAUL • SALT LAKE CITY • SAN ANTONIO • SAN FRANCISCO • SAN JOSE • SEATTLE • STAMFORD CT.
TAMPA • W ASHINGTON, D.C. • W ILMINGTON
CANADA: CALGARY • TORONTO • VANCOUVER

GREAT B RITAIN: BIRMINGHAM • LONDON

