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We ve designed hundreds of cash
management sysiems. Probably none
of them is just right for emu.
At RepublicBank Dallas, we

have as many different cash management systems as we have customers.
Because all of our customers have
their own unique objectives and re-
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quirements.
For instance, if your company

has a national customer base, Dallas
is probably an ideal lockbox location
for you. And with our remittance
processing expertise, RepublicBank
can quickly and economically turn
your receivables into usable cash.
Plus, we can provide accurate and

timely data transmission of remittance detail for direct application of
cash to your customers' accounts.
If you need to concentrate deposits made at your local banks, our
Automated Cash Concentration System can economically turn those deposits into investable cash with one
simple phone call— literally overnight.
If you find forecasting disbursement float difficult, our Controlled
Disbursement System allows you to
synchronize the funding of your disbursement account with the actual
clearing of your checks.
If you need to monitor your daily
cash position, STAR REPORTERO
gives you ready access to your

account balances, float, and transaction detail information, not only at
RepublicBank but at your other
banks as well.
So whatever your requirements,
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RepublicBank Dallas has the location,
the size, the expertise, and the
systems technology to tailor a cash
management system that is just right
for you. Because when we work
together there really is no limit to
what we can do. For more information, contact Rick Sauer, Senior Vice
President, Cash Management Division, (214) 653 -6078.
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We know no limits.
Member FDIC
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How the New Cost Recovery System Compares with Prior
Methods
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By Jerome S. Osteryoung, Daniel E. McCarty and Karen A. Fortin
The Accelerated Cost Recovery System (ACRS) provisions in President Reagan's
sweeping program, the Economic Recovery Tax Act of 1981, are supposed to offer incentives for more corporate investment and thus stimulate economic growth. Just what are
these depreciation provisions and how do they compare with the old systems, such as
Asset Depreciation Range and the General Guidelines? The analysis here clarifies future
capital budgeting decision making.

Federal Tax Management: a Disclosure Problem

28

By George T. Friedlob
How well do corporations manage their federal tax outflows? It's difficult to tell because
APB Opinion No. 11 frustrates the attempt to measure. Proposed here is a disclosure
method that uses the discounted amounts of tax liabilities to disclose fully the efficiency of
corporate federal tax management.

How the Energy Tax Act Affects Capital Budgeting

34

By Steven J. Adams and Gerald E. Whittenburg
Corporations which take advantage of the Energy Tax Act of 1978 can realize savings of
up to 25% on qualifying energy property. The Tekel and Witt companies' examples illustrate the tax advantages available.

Management Accountants: Are You Ready for VAT?

40

By Ray L. Brown
Proponents of a value added tax system feel the time is ripe for legislation to be enacted
on the subject, especially because it seems to fit the Reagan Administration's objectives. If
management accountants of all size companies, large or small, understand the ramifications of a VAT system, they can offer their companies valuable input when the subject is
discussed.

Needed: Tax Reform to Save the U.S. Economy

48

By William J. Giuliani
Only a tax on consumption instead of income can help guide the United States back to an
era of prosperity and productivity, say many economists. The current tax reform measures
are a first step in this direction, but other overhauls in the U.S. tax structure must follow
quickly in order to cure our economic woes.
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Dilemmas in MNC Transfer Pricing

53

By David L. Coburn, Joseph K. Ellis, III and Duane R. Milano
Transfer pricing as used by multinational companies is not strictly a routine assignment of
costs. Accounting for such costs is influenced by both internal and external elements,
including corporate marketing strategy and the politics of the host country. Yet manipulation of transfer prices can be counterproductive, as illustrated here.
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Management Accounting for Construction Contracts
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By William H. Lucas and Thomas L. Morrison
GAAP is of little help to the management of construction companies. It overstates profits,
distorts the financial position of the company in the short run, and creates a misunderstanding of the nature of gross profit on long -term contracts. The management accountant
should use the markup and contingency cost method to provide more useful information to
management about the status of long -term projects.

Accounting
and
Reporting

By Robert M. Shafton

Departments

President's Perspective tax and other changes challenge accountants

4

Opinion on educating the future management accountant

6

Management Accounting Practices on foreign currency translation

8

Management Information Systems word processing: an installation

10

Letters to the Editor

12

Data Sheet

22

Small Business NAA small business panel meets

24

Institute of Management accounting June 1981 CMA exam

26

Creative Accounting receivables and juries

70

People in the News

74

New Products a look at the marketplace

80

Index of Products and Services

80

Future
Issues

Why Corporations Need an Annual Legal Review
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Audit committees, please note: You can save your corporation much expense and grief if
you institute an annual legal checkup to anticipate future legal ailments and to prevent, or
minimize, their sE?riousness.

Productivity —h,ow to measure it and how to achieve it —in today's business and finan
vial environment is the theme for the December issue. In January, we delve into how
information systems have affected the management accountant. The banking industry,
which has undergcne major changes during the past year, is February's theme. Other
upcoming themes are financial analysis in March; government accounting, April, and budgeting in May.
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PRESIDENT'S PERSPECTIVE

Tax and Other Changes Challenge
Management Accountants
These are exciting times for those who are associated with the financial management of enterp rises. Th ere are en ou gh chall en ges an d
options to keep a financial management staff working around the
clock. Major changes in the tax laws should
give business more options as to what
course might be taken in plant expansion
and modernization. High interest rates can
at least partially be offset by favorable investment tax credits and fast write -offs.
Modernization of plants also could be a
good method to hedge against future inflation. Such business strategies to maximize
these benefits, of course, would have to be
done on a sel ective basis. A management
accountant should help his or her company
chart these options.
Progressive businesses have been deal
ing with inflationary problems for years. Formalized reporting to the
public is now in place through the requirements of FAS No. 33 for
companies with assets over $125 million- Smaller companies would be
wise to formalize similar reports, at least internally, with the thought
that their investors may demand t he same typ e of information. The
management accountant should be ready to step up to that task. NAA
chapters and councils might like to have programs which are instructive in this particular area.
Another challenge that American business is facing today is to modernize its approach in collect ing its accounts receivable on a more
financially rational basis. The management accountant should be furnishing management today with programs that would allow management to pass financial charges on to clients on an equ alized basis.
Many goo d cu stomers of companies are pen alized b y th e fact t hat
slow - paying customers in effect are getting products cheaper than the
more favored customer. When these differentials were in fractions of
percents, they required less attention than should be the case now.
For instance, a 60 -day, past -due receivable can easily be costing a
company 4% in internal carrying cost. With the computer power that
we have today, interest charges could be computed on a daily basis
and should be passed on to the customers who are being financed by
the supplier. When business does this in concert, I think we will have a
fairer ball game. It is true that harsh credit terms may put a company at
a temporary competitive disadvantage, but the stakes are so high that
business must deal with this problem.
These challenges offer opportunities for the management accountant to demonstrate leadership skill in directing his management team.
In future columns, I will discuss other challenges.
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Opinion
Robert L. Shultis

On Educating the Future Management
Accountant
Back in our early years in high school, we recall
quoting one of Mark Twain's favorite sayings
that "soap and education are not as sudden as
a massacre, but they are more deadly in the
long run" in answer to our parent's pressures
for more attention to hygiene and homework.
Their response was prompt, vigorous and negative. Several decades of reflection have
caused us to agree.
We, therefore, applaud the efforts under way
within the accounting community, including the
NAA, to upgrade the caliber of the education
being made available to aspiring accountants —
management accountants, in particular. The
discussion currently going on is all to the good.
We recognize the virtue of free exchange of
differing viewpoints. At this juncture, we take no
specific position on the issues that seem to be
the most pressing —a four -year, five -year or six year curriculum and a separate school of accounting or not. Right now, we're concerned
that the discussion may focus too sharply on
what we perceive to be technical issues and
overlook some others which, to us, are more
important in the long run.
One Man's Opinion
A prerogative of lengthening experience and
advancing years has always been the opportunity to proffer advice in areas of that individual's
presumed competence. To the educators and
any others who are interested in better preparing students for more productive careers in
management accounting and business in general, may we suggest five admonitions which,
carried out, will produce more highly qualified
candidates for responsible positions in the future. The need for greater attention to these
areas has, we feel, been self- evident for years.
That these propositions are not new is obvious;
that they need repeating is equally obvious,
Cost accounting? EDP? Systems? Profit planning and forecasting? No, none of these. Those
6

which are really needed are far more basic than
that. So, here, then, are my five admonitions to
educators.
Teach Them to Read.,
It's been said that "reading is to the mind
what exercise is to the body." If that's so,
we've certainly created a race of flabby- minded
individuals whose mental push -ups rarely exceed three. Is it important for the accountant to
know how to read —to like to read? It most assuredly is. Ask any member of our MAP committee, for example, about the volume of material that must be read merely to keep up with
this one aspect of the accounting profession.
Of course, we all know how to read —after a
fashion —but test some of our recent college
graduates on reading speed and reading comprehension. These presumably include those
who have passed the SAT's and the GMAT's
and so on. Based upon our personal experience with scores of recent college graduates
over many years, the average college graduate,
and particularly the average accounting graduate, doesn't like to read, can't read adequately
and can't comprehend what he has read. Yet a
high percentage of the information he receives
and works with is written material.
Is this the secondary school's problem? Yes,
of course it is, but it's the college and university's problem, too. Our advice is: Stop turning
out graduates who are handicapped before
they start. Teach them or terminate them!
The next admonition is like unto the first:
Teach Them to Communicate!
While we have seen instances where accountants become tongue -tied and fail to communicate verbally in one -on -one, across -thedesk situations, this is not the usual area where
difficulties arise. These are twofold:
1. Many a vigorous communicator across a
desk flounders badly when he stands in front of
an audience. He fails miserably to tell his audience what he wants to say and what they want
to know. So, the first goal for the aspiring management accountant is that he should be able
to communicate on his feet. Yet, we fail to give
him much training, if any, unless he has the perception to take a course in public speaking.
2. Some years ago, an article appeared in the
Harvard Business Review which listed the ten
most important qualifications for a business
person to succeed. Highest on the ladder, and
of greatest importance according to the author,
was the ability to write clearly. We would agree
and we would also suggest that business
schools are failing miserably to educate future
accountants to write clearly. The columns of
► ►39
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Management
Accounting
Practices
Louis Bisgay, Editor

MAP on Foreign Currency Translation
Responding to the second and latest version of
the FASB's proposed standard on Foreign Currency Translation (MAP, Sept. '81) that would
replace the controversial Statement No. 8,
NAA's Management Accounting Practices
Committee expressed its concern with several
aspects of the exposure draft. The MAP Committee said in its letter that its principal criticism
is the erosion of the "clean surplus" doctrine. It
was referring to the proposal that translation
gains or losses would be reflected as components of stockholders' equity. The Committee
believes that such gains or losses often comprise elements that are realized as well as
those that are unrealized. Realized portions of
translation gains or losses should impact the
income statement, according to the NAA position. The segments that are unrealized, however, should indeed be deferred, but as balance
sheet deferred credits or charges and not as
elements of stockholders' equity.
Two other concerns were noted in the letter.
Regarding the translation of financial statements of companies located in hyperinflationary economies, the MAP Committee is bothered by the provision in the proposed standard
that would make optional a price -level adjustment before translating when those foreign
countries have experienced a cumulative,
three -year inflation rate exceeding that in the
country of the reporting currency but less than
100 %, The Committee suggested that words
be inserted that would at least require consistent application of the option by the reporting
unit. The other concern dealt with selection of
the functional currency. The last sentence in
paragraph 39 of the draft appears to undermine
management's latitude in selecting a functional
currency and is, at best, redundant and confusing. Deletion of the sentence was suggested by
the Committee.
8

MAP Comments on Oil, Revenue
In a letter to the FASB regarding its "Invitation
to Comment, Disclosures About Oil and Gas
Producing Activities," the MAP Committee expressed (1) its long- standing concern with balancing the needs of users for useful information with (a) the confusion inflicted on users by
requirements for over - disclosure and (b) the
concomitant burden imposed on management,
and (2) appreciation for the FASB's effort to
enhance the usefulness of financial reporting
by oil and gas producers.
The MAP Committee examined Exposure
Draft 20, "Revenue Recognition," issued by
the International Accounting Standards Committee, in relation to the FASB conceptual
framework for financial accounting and reporting. "In that respect," the MAP Committee said,
"the ED appears to meet many of the tests."
Other than one recommendation to bring the
ED's definition of revenue more in line with that
which appears in FASB Concepts Statement
No. 3, the MAP Committee endorsed the draft's
adoption as an international standard.

SEC Proposes Change in Rules
on Nonaudit Services
The Securities & Exchange Commission has
proposed to withdraw a rule adopted in June
1978 that requires registrants to disclose in
their proxy statements certain types of information about services provided by their accountants, the relationships of fees from audit services to nonaudit services, and approvals by audit committees or boards of directors.
By proposing Accounting Series Release No.
296, the Commission announced its intention
to rescind item 8 (g) of the proxy rules which
sets forth the aforementioned requirements for
disclosure. The SEC acknowledges that it remains concerned about the independence of
public accountants and the continuing need for
companies and their accountants to ensure
that public confidence in the integrity of financial reporting is maintained. The Commission
feels, however, that although specific information about nonaudit services is important, it may
not be of sufficient utility to investors to justify
continuation of the disclosure requirement. Furthermore, it believes that the accounting profession's self - regulatory mechanism and the
diligence of boards of directors and their audit
committees should see to it that adequate consideration is given to the impact of nonaudit
services rendered by public accountants. Com► ►79
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Management
Information
Systems
Stephen F. Piron, Editor

Word Processing: One Organization's
Experience
Within the controller's division, the need for
word processing was most evident in the financial procedures area some five years ago. With
increasing numbers of procedures being written, changed, updated, and issued worldwide,
the typing, filing, and distribution workload grew
more cumbersome. Instead of adding more
secretarial personnel, we chose to add more
mechanization of these basic secretarial functions. After investigating several vendors, we
chose a major software vendor.
We began with a basic system which included two CRTs, one standard width printer, and
two floppy disk CPUs to store the software and
procedures we were working on. At the two day, vendor- supplied training course, a secretary learned how to use the equipment effectively. She also realized much of her other work
(e.g., memos, organization charts, pre - printed
purchase requisition forms) could be handled
more productively by using the word processing equipment.
While we believed that other departments
within the controller's division could benefit
from the use of word processing, we did not
dictate expansion to other areas. Without training and hands -on experience, it is difficult for a
secretary to indicate whether word processing
equipment would be appropriate for his or her
area or not. For this reason, we chose to send
all the secretaries who were interested to the
two -day training course. We provided a "common" CRT and wide- carriage printer for their
use and then monitored who used it most_ As a
secretary began to use it, she identified more
opportunities and was soon using it enough to
justify her own CRT.
Within two years we grew to five CRTs, three
printers, and a fixed disk, 4,000 -page CPU to
handle the increased storage and processing
10

requirements. Because much of the division's
work includes internal and external financial reports, we acquired the vendor's Math and Sort
software as well.
Over the next two years, we grew to a total of
12 CRTs, four printers, and a 24,000 -page CPU
that includes security and telecommunications
software. Each secretary in the division now
has access to a CRT and a printer close
by.
While memo, report and procedure volume
increased tremendously over this four -year period, no secretary was added to the division to
absorb this increase.
Rent or Buy Word Processing Equipment
There are two points of view as to how to
acquire the equipment. One view recognizes
the high degree of technological change taking
place in the word processing field and advocates renting the equipment to protect against
obsolescence. This approach can be twice as
expensive, however. The other perspective is
economically- based. It costs one -half as much
to buy. The initial investment is not lost in upgrading to new equipment because you pay
only to upgrade what you have to what you desire to have. Buy -out leasing is available, but
the ITC is usually lost with this approach.
We chose to buy our equipment. We have
experienced the advantage of staying with our
initial equipment as the system enhancements
were added to our base system. We also benefit from having a large organization with many
prospective departments which are just getting
into using word processing equipment. We
have a full -time function, within our corporate
MIS division, which coordinates the installation
of new and upgraded equipment. At this point,
there has not been an obsolescence problem
or a problem in finding a home for purchased
equipment which has become available because of an upgrade to a larger unit.
Who Should Coordinate Word Processing?
Many firms are investigating whether or not
one function should coordinate the spread of
word processing equipment throughout the
company, as opposed to letting each organization investigate and acquire their own equipment. We have chosen to have a coordinating
function. The main reason for our doing so is to
avoid having several vendors' equipment installed throughout the company. If left uncoordinated, this is what will happen. Having many
vendors' equipment complicates, and makes
nearly impossible, the establishment of a sound
word processing basis upon which a companywide office automation system can be built. At
► ►79
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Letters
TO THE EDITOR

Ever get the feeling when
your work is behind, you're alone?

i

There Is a Difference
Robert L. Shultis' "Opinion" column
(July '81) contains a paragraph which
is absolutely true — "The argument that
government accounting is 'different' and
therefore requires a separate standards setting body is a specious one. When
probed, it becomes apparent that authors of these statements are really referring to management accounting, not
public reporting." This section reiterates what I have been telling managers
in the public sector but which they have
refused to accept. (They fail to recognize the difference between the two.)
We in the accounting profession are
partially to blame for public managers'
ignorance because we do not teach and
research how to manage a government
organization with the same depth in
which we prepare college students for
industry. We should explore this area
further.
Shu S. Liao
Associate Professor of Accounting
Naval Postgraduate School
Monterey, Calif.

Business People Must Learn to
Communicate
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Communication is so important that it
is often overlooked in attempting to
convey a message.
Mr. Roger S. Murdoch (Letter to the
Editor. Aug.'81) made a very good
point when he stated that "the job of
teaching communication skills belongs
to the high schools and universities." As
a representative of the universities, I
would also like to take the easy way out
and blame the high schools. Whether
the high schools are at fault or not does
not change the fact that most students
in college cannot communicate — either
verbally or in writing. We believe very
strongly in communicative skills at St.
Bonaventure University (as I'm certain
practically all other universities do) and
require our business majors to take six
hours of English. On top of that we
Ill ►71
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How the New Cost Recovery
System Compares
with Prior Methods
The ACRS greatly simplifies the capital budgeting decision
but does not fully meet the goal of economic stimulus.

By Jerome S. Osteryoung, Karen A. Fortin
and Daniel E. McCarty
The Accelerated Cost Recovery System (ACRS)
in the Economic Recovery Tax Act of 1981 has
two primary purposes: to simplify prior depreciation laws and to stimulate "capital retention
through the rapid recovery of capital costs." It is
an act which recognizes "that the burden of federal taxation at many levels has created disincentives for savings, investment and individual
initiative. "' The ACRS basically provides for the
classification of assets into one of five catagories.
Once classified, the percentage of initial cost
charged to expense each year of the asset's life is
determined as well as the allowable Investment
Tax Credit (ITC) for eligible assets. While the
cash flow provided by the specified cost recovery
percentages and the ITC are still factors in the
capital budgeting decision, there are few alternative choices to consider; thus, the danger of making suboptimal capital budgeting decisions is
greatly reduced.
It is not clear, however, whether the ACRS
provisions will, in all cases, provide accelerated
cash flow through the tax effects of the recovery
percentages and ITC over that provided by the
depreciation tax shield and ITC under prior law.
If cash recovery is not accelerated, then there
would be no added incentive to invest in capital
002 5.1 690 /81 /6 30 5 -134 1 /$01 .00 /0

projects now than under prior law, all else being
equal.
Let us analyze the extent to which the ACRS
has simplified consideration of the tax law effects
on the capital budgeting decision in order to determine whether the ACRS will provide the needed economic stimulus. We will review the old Asset Depreciation Range (ADR) and General
Guidelines (GG) systems of depreciation and the
Investment Tax Credit, and the major provisions
of the ACRS as they pertain to the capital budgeting decision. Next, an internal rate of return model will be developed as a means of comparing the
economic effects of the ACRS provisions with
those of prior law. Then, we can draw some conclusions regarding these economic effects in the
context of the capital budgeting decision.

Jerome S. Osteryoung
is a professor of
finance at Florida State
University. He has a
Ph.D. degree from
Georgia State
University.

Provisions under Prior Law
Under prior law, the Investment Tax Credit
was 10% of the cost of eligible property. While a
number of rules governed eligibility and total ITC
available in any one year, an otherwise eligible
asset with a life of less than three years did not
qualify for any ITC. An asset with a life of at least
five years but less than seven would qualify for
only two- thirds of the ITC. An asset with a life of
seven or more years was eligible for the full 10%
credit. In addition, the life chosen for depreciation
dictated the life for the Investment Tax Credit.

Karen A. Fortin is
assistant professor of
accounting at the
University of
Wisconsin - Milwaukee.
She has a Ph.D. degree
from the University of
South Carolina.

Copyright © 1981 by the National Association of Accountants

13

This article was
submitted through the
Milwaukee Chapter.

i

Daniel E. McCarty is
associate professor of
finance at the
University of Louisville.
He has a Ph.D. degree
from Georgia State
University.

14

The Asset Depreciation Range system categorized assets by their principal activity. Each asset
guideline class had an asset guideline period and
range approximately 20% above and below the
asset guideline period from which a company
could choose any depreciation tax life for the asset
in six -month increments.
Under the General Guidelines, depreciation
was dependent upon the estimated useful life of
the asset —the period the asset was expected to be
used in the taxpayer's trade or business. No lives
were specified but rather the useful life was determined from the taxpayer's or general industry's
experience. Thus, the GG could have been useful
to a company whose experience dictated a life
longer than that allowed under ADR. Because the
asset life chosen for depreciation purposes determined the allowable tax credit, this benefit often
offset the reduction in the depreciation tax shield
from depreciating the asset over the longer life.
Under ADR, the only depreciation methods allowed were the straight -line (SL), sum- of -theyears' digits (SYD), and double- declining -balance (DDB), but the depreciable base for the first
two computations ignored salvage value, until the
asset was depreciated to salvage. General Guidelines, meanwhile, permitted not only the three
methods noted above, but other methods, such as
production hours or units of production, to be
used as long as they were reasonable and applied
consistently to specified items or group accounts.
Under the GG, however, salvage value had to be
considered in the determination ofannual depreciation charges as opposed to the same method under ADR.
Thus, depreciation charges were greater in the
earlier years for SL and SYD depreciation under
the ADR s ystem th an under the GG. Partially
offsetting this General Guidelines disadvantage
was the dual definition of salvage value permitted
under the method. The ADR system permitted an
asset to be depreciated to its gross salvage only,
less the 10% salvage value reduction. Th e GG
allowed an asset to be depreciated to its gross or
net salvage value (gross salvage less costs of removal and /or disposition), less the 10% salvage
value reduction.
Under either the GG or ADR system the 10%
salvage value rule permitted a firm to reduce the
salvage value of depreciable personal property
with a useful life of three or more years by an
amount which did not exceed 10% of the asset's
original cost. Thus, the depreciation tax shield of
qualifying personal property assets was slightly increased.
The ADR system allowed more flexibility in
switching depreciation methods. The ADR system explicitly permitted a firm to change from either DDB or SYD to SL or from DDB to SYD
without the approval of the IRS. Under the GG,

the only change allowed without permission was
from DDB to SL. As a result of the interaction of
the depreciation methods and switching rules, an
optimal ADR scheme was available. The optimal
ADR scheme which resulted in the most rapid
cash flow recovery from annual depreciation
charges was the DDB method in the first two
years with a switch to SYD in the third year.2
However, under the GG, there was no clear -cut
optimal depreciation method due to the limited
switching rules and the inclusion of salvage value
for SL and SYD computations.
In order to make an optimal depreciation decision for a single asset, a firm would first have to
consider alternative depreciation cash flow and
ITC under both the ADR and GG, when alternative lives were possible. If the ADR system was
more advantageous, the optimal depreciation
scheme was known. However, ifthe GG was optimal, further calculations were necessary to determine the optimal GG depreciation scheme. For
multi -asset acquisitions, the decision became more
complex in that the Audit Depreciation Range
rules were such that, generally, if the General
Guidelines were elected for an asset which was
also eligible for ADR depreciation, the ADR
method would not be allowed for any other asset
put in service in that same year. Thus, because of
this requirement for the exclusive use of either the
ADR or GG for all assets put into service in any
one year (with several exceptions), the optimal
capital budgeting decision theoretically had to be
made by comparing the cash flow of all assets
planned to be put into service in one year under
ADR with the same assets under the GG.
The Accelerated Cost Recovery System
As far back as 1978, a simplified system of cost
recovery was suggested to replace the concept of
depreciation both to simplify the then existing depreciation laws and to encourage capital formation. It was not until August 13, 1981, however,
that the ACRS became law and provided a new
system of cost recovery which abandons the traditional matching concept imbedded in depreciation
deductions. Under the ACRS, an asset must fall
into one of five investment classes. Once the investment class is determined, the number of years
for cost recovery purposes, the cost recovery percentages (which determine the cost recovery
deductions) for each of those years, and the Investment Tax Credit for eligible assets can be calculated.
For most companies, except public utilities,
property will fall into one of three asset classes
only. The three -year class consists of personal
property with an ADR class life period of four
years or less, including automobiles and light -duty
trucks, and machinery and equipment used in research and development activities. The 15 -year
MANAGEMENTACCOUNTING/NOVEMBER
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class includes most depreciable real property
while the five -year class contains most other tangible personal property not included in either the
three -year or 15 -year class.3 For the years, 198185, the three- and five -year classes' recovery percentages are based on 150% declining balance
with a switch to straight -line in the optimal year.
For 1985 and years after 1985, cost recovery percentages are based on 175% and 200% declining
balance, respectively, with a switch to sum- of -theyears' digits in the optimal year. Cost recovery
percentages are shown in Table 1 for the three and five -year classes. The 15 -year cost recovery
percentages are based on 175 % declining balance
with a switch to straight - line.' All asset classes
except the 15 -year real property class use the half year convention to determine the first -year cost
recovery percentage.
Once the asset class is determined, the tax credit is also determined for eligible property. While
the Economic Recovery Tax Act of 1981 generally did not change either eligibility or availability
of the ITC, percentages are now tied directly to
the asset class. Thus, eligible three -year class
property is allowed a 6% ITC while eligible five,

recovery percentage to asset cost) and the ITC are
fixed.
As previously mentioned, certain elective provisions remain. A company may elect to use
straight -line cost recovery percentages over the
number of years in the assigned class life (3, 5, 10
or 15 years) or specified longer periods. Because
the half -year convention also is required for this
election, there is no value to this election for a
firm unless it is unable to use the ACRS, deductions in the years of asset use or through carryover provisions. With carry- forward provisions
extended to 15 years under the new law, few companies should be faced with this dilemma when
making capital budgeting decisions.
There are several provisions in the new law
which complicate the capital budgeting decision.
First, there is an inconsistency in the handling of
cost recovery percentages in the years of acquisition and disposition between the 15 -year real
property class and the other property classes.
With 15 -year real property, recovery percentages
must be prorated based on months in service in
the years of acquisition and disposition. Other
classes are permitted the full recovery percentage

Under ACRS,
there are no
longer
alternative
systems under
which
depreciation
deductions may
be determined.

Table 1
ACRS Cost Recovery Percentages
ACRS Class
Ownership
year

5 Year 100/ 6 ITC

3 Year 6% ITC
Year property placed in service
1981 -1985

1985

Year pro Derty placed in service

After
1985

19811985

1985
11

After 1985

1

25°%

29%

33%

15%

18 1'

20%

2

38

47

45

22

33

32

3

37

24

22

21

25

24

4

21

16

16

5

21

8

8

ten and 15 -year classes are allowed a 10% ITC.
While there are certain elective provisions remaining under the ACRS (as explained later), the
major sources of alternatives for capital budgeting
decisions and cash flow determinations have been
removed. First, there are no longer alternative
systems under which depreciation deductions may
be determined. The ACRS applies to all assets,
new and used,' which are depreciated on a time
rather than usage basis.s Once the asset class is
determined under ACRS, the asset life, ITC and
annual recovery percentages are fixed. In addition, salvage value is no longer a factor in determining annual recovery percentage deductions.
Thus, because the above items are fixed, the cash
flow from the tax shield of the cash recovery deduction (determined by applying the allowed cost
MANAGEMENT ACCOUNTING /NOVEMBER 1981

(which is based on mid -year acquisition) in the
year of acquisition, regardless of the timing while
no deduction is allowed in the year of disposal.
Second, because the laws regarding recognition
of gain upon disposition and possible recapture
under IRC Sections 1245 and 1250 change only
slightly, the asset salvage value and tax effects
thereon may be a significant factor in the capital
budgeting decision. Under prior law, an asset
could only be depreciated to its salvage value, less
the 10% "free" salvage; in the year of disposition
the tax effects of the free salvage when discounted
were minimal and no gain or loss on disposition
was often assumed. Because the ACRS permits
100% of an asset's initial cost to be recovered over
artificially shortened lives, substantial gains on
disposition and the tax effects under the recapture
15

Cost recovery
percentage
allowances are
not CAAP and

cannot be used
for financial
reporting.

rules of IRC Sections 1245 and 1250 should now
be considered for the year of disposition when
making the capital budgeting decision. In addition, special recapture rules apply to residential
real estate, low income housing, and other 15 -year
real property. If the taxpayer uses the elective
straight -line recovery percentages, recapture does
not apply. As a result , a theoretically correct capital budgeting decision would require consideration of the alternative use of the straight -line recovery percentages with no recapture or the
ACRS percentages with recapture.
There are several other provisions of the ACRS
which have little or no impact on the capital budgeting decision but which complicate its application. First , cost recovery percentage allowances
are not GAAP ( generally accepted accounting
principles ) and cannot be used for financial reporting. Similarly, straight -line depreciation based
on lives somewhat longer than the class lives must
be used to determine corporate earnings and profits. As a result , three sets of deduction calculations may be required for each asset —one for tax
purposes, one for financial reporting purposes,
and one for corporate earnings and profits. Second, limited expensing of assets is phased in, in
1982 and beyond . This provision replaces the
20% bonus depreciation on $10,000 of assets under prior law. While this provision will have little
effect on asset decisions for large companies with
extensive annual asset acquisitions, it cannot be
ignored by the small company with limited acquisitions.
Overall, while the ACRS does not remove the
tax effect of the cost recovery and Investment Tax
Credit from the capital budgeting decision model,
its application is much more straightforward and
the chances of misinterpretation and misapplication are greatly reduced . First, alternatives are almost entirely eliminated . While it is possible to
defer a portion of cost recovery to later years by
electing the straight -line alternative, there is no
benefit in do in g so fro m th e decision m aker's
viewpoint . Thus, even though the ACRS requires
that the straight -line election be applied to all assets in a class put into service in one year ( except
for the 15 -year real property ) if it is applied to
any one asset in that class, the straight -line alternative is clearly suboptimal for capital budgeting
decisions. More important , the decision maker has
no choice in asset classes. Assets will clearly fall
into one or another class and be subject to the
prescribed ITC and recovery percentages.
Th e OMF In d ifferen ce Rate o f Return
Mo d el for Eco n o mic An alysis
Becau se o f th e m an y d ep reciation alter natives
un d er p rio r law, ch anges in depreciation laws and
in trod u ctio n , su sp ensio n an d reinstatem ent of the
ITC an d its in teractio n with th e depreciable asset
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life, research into optim al depreciation methods
under varying conditions has continued from Da-

vidson and Drake's original classic article published in 1961 to the present . ' The principal model developed for decision making was a net present
value model which compared the net present value of alternative methods at specified discount
rates. In 1979, however, Johnson suggested an internal rate of return methodology to select the optimal tax life for capital budgeting decisions which
considered both the depreciation tax shield and
ITC.' He determined indifference discount rates
for alternative useful lives for several different depreciation methods under both ADR and the GG
at zero salvage values.
Then in 1980 , Osteryoung, McCarty and Fortin, expanding on this model, determined indifference rates of return for the selection of alternative
lives between two and seven years under the ADR
system incorporating the optimal ADR depreciation method , the 10 % ITC, and varying salvage
values. ' They developed decision rules which
demonstrated that the ITC effect was more important than the depreciation tax shield . In addition,
in a 1979 paper, these authors compared an Asset
Depreciation Ra nge life w it h a longer allowable
life under the General Guidelines, again considering t he In ve stm en t Tax C re dit a nd va ry in g e st imates of salvage value. " They incorporated both
the double-declining balance and sum-of -theyears' digits depreciation methods for the G G
lives in order to deve lop a com preh ensive se t of
decision rules for the choice between an ADR life
and a longe r allowable GG life.
Th e m o de l w as b as ed o n indifference rates of
return, IR R s . Num erically , the model for co m parison of alternative life selections based on a $1
asset cost was:

n T x D5t + (ITCns) (.10) (I)
t =1 (1 +r)t

(1 + r ) 1

T x DLc + (ITCnL) (.10) (I)
t =1 (1 +r)t
(1 +r)1
where: n, = the shorter allowable asset life in
years
nL = the longer allowable asset life in
years
T = the corporate tax rate
DS, = the depreciation charge for shorter
asset life in year t
DL, = the depreciation charge for longer
asset life in year t
r = the indifference IRR
I = the initial cost of the asset
ITCH
, = 0 for n
ITC L = 0 for n
fo rn = 3 , 4
= 1/ 1 fo r n = 3 , 4
= % fo r n = 5 , 6
= %forn =5,6
= I for n > 7
= I for n >7
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This model was used to determine the IRR at
which the decision maker would be indifferent to
two alternative lives. By comparing this IRR to
the firm's appropriate discount rate, the decision
maker could determine whether the shorter or
longer life was preferable. Unlike the present value models which require specification of a discount rate for calculations, a discount rate or even
a range of discount rates needed specification for
comparison purposes only. There seems to be no
generally accepted discount rate. Rather a variety
of discount rates, from the after -tax cost of debt to
the cost of capital with its inherent difficulties in
calculation, has been proposed. Thus, the advantage of an IRR model seems obvious.1l
This IRR model also can be adapted to determine if the provisions of the ACRS will provide
an investment stimulus in all cases. To do so, the
model is redefined as follows:
n
1

T x ACRS
ITC
(1 +r)t c + (1 r } 1
1
t =1

where:

T x DD1 + ITCH
(1 + r) t
(1 + r) l

T = Corporate tax rate (assumed
maximum rate of 46% for
corporations)
r = Indifference Rate of Return
(IR R)
ACRS, = Cost recovery allowance
ba s e d o n p r o p e r t y c l a s s

ITC,

=

Inv e s t m e nt
based

On

Tax

Cre dit

ACRS

property

class
DD = Depreciation deduction u nder the ADR or General
G u i d e l i ne s for a n a s s e t of

life, 1
ITC = Investment

Tax

Credit

based on asset life u sed fo r

depreciation deduction
Analysis Based on an Asset with Cost of $1
This model can now be used to determine the
rates of return at which the firm would be indifferent to cost recovery and Investment Tax Credit
u nd e r t he A C R S a nd d e p r e c i a t i o n d e d u c t i o n s a nd

ITC under the old ADR or GG systems. If the
firm's discount rate when compared to the calculated IRR indicates a preference for the ACRS,
then an economic stimulus has been provided because there is an increased cash flow from the Accelerated Cost Recovery System. Conversely, if
the firm prefers one of the old depreciation systems, the desired economic stimulus has not been
provided,
The three- and five -year ACRS class assets will
be compared to the same assets as they would
have been subject to depreciation under the ADR
MANAGEMENT ACCOUNTING /NOVEMBER 1981

Application of the OMF Model
To compare the five -year ACRS class asset to an asset that
could have been depreciated for five years under ADR with a
full year's depreciation in the first year, the OMF model is:
5

T • ACRS5yr

ITCSyr

(1 + r)'

t l
where:

6'
i

+ (1 + r)

ACRS5yr
DDADR

ITCSyr
ITC5yrADR

T • DDADR

ITCS r ADR

+

(t + r)'
t- I
= the cost recovery allowances for a five year class asset
= the depreciation deductions allowed
under the ADR system with no salvage
value
= the Investment Tax Credit based on the
ACRS property class
= the Investment Tax Credit allowed for
1 + r)'

an asset depreciated under ADR with a
five -year life.
For computational purposes, the equation is rearranged so that
the difference in the ITC and cost recovery percentages (or
depreciation) tax shield between the ACRS and ADR system is
equal to zero.
6 T • DDADR
t =1
11 +r)'

+

ITC 5y,
Syr ADR
_ t =l
(1 +r)'

T • ACRS Syr
0 +r )'

ITCSyr
_ (1 +r)'

Computer programs are available to solve for the IRR directly,
but a numerical example by the trial and error solution method
will show the determination of the IRR. At a 46 07o tax rate and an
initial cost of $1, an r of 1007o yields the following value:
0-

'4(.46)
0 +.1) ,

+

24(. 46)

(1 + ,1)'

+ .0225
+ .06667
(1 +A)•
(I +.1)'
_

.21(46), _

_
'I

+

1575(. 46 )

15(.46)
(I +,I)'

_

+

1125(. 46 )

22(.46)
(1 +.1)-'

_

+

0675(. 46)

21(.46) _ .21(•46)
(I + . l) '
(1 +.1)4

= . 4340213 - .4358089 = -. 0017876

At an r of 11 079, the value is:
= .4264554 - .4259814 = +.0004740

Interpolating, the IRR is about 10.8 %. Thus, the above num erical
exa m ple s how s h ow the IR R m od el fun ctions . A t t he 10 010 dis-

count rate, the present value of the benefits of the ACRS exceeded those of the ADR depreciation. At 11 °Io, however, the
reverse is true. Thus, at after -tax discount rates below the IRR,
the ACRS cost recovery and ITC is preferred, but at discount
rates higher than the 10.8 079 IRR the old system would be
preferred.
'Due to the switching rules under ADR, one -half year's depreciation
is always assumed in the first year regardless of the amount actually
taken; this effectively extends the ADR life by one -half year.

and GG systems. The 15 -year real property class
will not be examined because under either the
ADR system or the GG, the depreciable life was
generally so much longer than the new 15 -year
cost recovery period, the decision maker would
always prefer the ACRS.12
There are two factors that enter into the deter mination of a preference between the ACRS and
the old depreciation systems. First, under the old
17

depreciation system, the Investment Tax Credit
could equal or even exceed that under the ACRS,
If an asset could have had a five- or seven -year life
under the old system, instead of being limited to
the three -year class, the ITC would have been
6.67% or 10% of initial cost rather than the 6%
allowed under the ACRS. If a five -year class asset
could have been depreciated over seven years, the
ITC would be 10% under either alternative but
timing of depreciation deductions would vary.
Secondly, because the ACRS cost recovery percentages are based on the half -year convention, a
distinct advantage in timing of the depreciation
deduction would be offered under the old ADR or
GG —if a full year's depreciation could have been
taken in the first year. Working against this, however, is the necessary inclusion of salvage value in
depreciation deductions under ADR or the GG.
But with the 10% salvage rule, many assets could
be depreciated to zero and the analysis will be
based on a zero salvage for both ADR and the
general guidelines.
As a result of the ITC and half -year convention
factors, the following comparisons will be made to
determine whether the ACRS will stimulate investment in the three- and five -year asset classes.
The three -year class assets will be compared to 3,
5, and 7 -year life assets under both optimal ADR
and the GG. The five -year class assets will be

Table 2
Results of IRR Comparisons
3 yr. ACRS

3 yr. ADR

1981 -85

1985

After 1985

10.14%

14.1296%

16.4795%

13.397

15.5487

9.766

3 yr. GG

«

5 yr. ADR
5 yr. GG

«

7 yr. ADR
7 yr. GG
5 yr. ACRS
198185

1985

After 1985

5 yr. ADR

10.8185

28.0151

31.8298

5 yr. GG

10.9558

29.0222

33.1421

0

0

0

0

0

0

7 yr. ADR
7 yr. GG

1

*Very large negative IRR's resulted from these comparisons, thus indicating a strong
preference for the old ADR or GG systems_

compared to the 5 and 7 -year life assets under
ADR and the GG. While a comparison between
the 5 -year class and a 3 -year ADR or GG is possible, it is highly unlikely that an asset which now
falls into the 5 -year class would have been eligible

fora 3 -year life under either the ADR or GG. All
calculations were made based on an asset cost of
$1 and a corporate tax rate of 46 %. ADR optimal
depreciation of the double- declining balance with
a switch to straight -line depreciation for the GG
were used. Finally, a full year's depreciation was
taken in the first year for ADR and GG calculations. Results of the IRR calculations are shown
in Table 2.
The IRRs in Table 2 are interpreted in the following manner. If the firm's after -tax discount .
rate is below the IRR for the alternatives presented, the firm would prefer cost recovery under the
ACRS. If the firm's after -tax discount rate is
above the IRR, the firm would prefer the replaced
ADR or GG systems. The mathematical appendix
shows the numerical analysis from which this interpretation is developed.
The results of the IRR calculations clearly
show that the new ACRS may not provide in all
cases the economic stimulus that has been assumed. First, an asset which now falls into the
three -year ACRS class but which could have been
depreciated under either ADR or GG for five or
seven years, has a reduced net present value for
the cost recovery tax shield and ITC. These investments then are less attractive. While there are
probably few three -year class assets that would
have been seven -year ADR or GG assets, there
are many that could have been five -year ADR or
GG assets. Since the three -year class specifically
includes assets with a midpoint ADR life of four
years, those four -year ADR assets would have
had an upper guideline range life of five years.
Moreover, it is highly probable that a number
of firms also would have preferred to be able to
depreciate the three -year class asset for three
years un der ADR o r GG, at least for 1981 to
1985. With current interest rates and required returns by investors, many firms' after -tax cost of
debt and /or cost of capital will exceed the 10%
(approximately) IRR at which the ACRS is preferred. The results for the three -year class comparisons for the years 1981 -85, and post 1985 also
show that a company which can postpone investment to a later year, should do so, all else being
equal. 13
The five -year ACRS class comparison IRRs
show similar results; i.e., for 1981 -85 it is probable
the firm would not invest in additional assets
which would have been eligible for five -year ADR
or GG depreciation. The firm would also have
preferred the seven -year ADR or GG depreciation to the five -year class. Interpreting the zero
IRRs for the five -year ACRS and seven -year
ADR -GG comparisons, may need additional explanation, however. Because the ITC for the five year ACRS assets and seven -year ADR and GG
depreciation assets are both 10 %, the preference
depends totally on the depreciation tax shield. At
MANAGEMENT ACCOUNTING/ NOVEMBER 1981

This man has taken
the headach out
of LIFO!
New LIFWAVET" Manual makes LIFO
conversions easy... helps you slash
your clients' taxes!
You would put your clients on LIFO if you
could—and nowyou can! Yes, LIFO -SAVE,
a revolutionary new system, reduces the
confusing complex o f options to a procedure you will follow quickly an d
easily. Use UFO-SAVE to realizesubstantial
tax savings for large corporatio ns and
smaller clients alike. In fact, the new ERTA
makes LIFO feasible and cost effective for
even the smallest company. LIFO -SAVE
will prove it.
Developed over five years by leading
tax authority Irving L. Blackman, th e
LIFO -SAVE implementation manual has
been acclaimed for its completeness, clarity and accuracy by 96.7% of accountants
surveyed who have used it ... and adopted
as the industry standard for the National
Automobile Dealers Association and the
National Wholesalers and Distrib uto rs
Association, covering over 400,000 busi.
nesses. And all procedures in the manual
are IRS approved.
In a recent buyers' survey conducted
by an American Express subsidiary, accountants' co mm ents were o verwh elm ingly
favorable to the LIFO -SAVE manual. "The
naliie kvself •er:ident for ibe accotintant ii dth
immedi ate u se." 7be a mount of energy
Mat went into research of the LIFO-JAVE
manual is incredi ble" 'All yo u n eed to
know about LIFO accounting is includedr'
'Absolute!)' co n ci s e a n d co m p le t e. ..
reduces LIFO to a straight/ orit-ar d checklivt
procedure. " 7be man ualgave its a wav to
keep our client s h appy —to keep t hem
from going et's euhere f or LIFO ubrk."

Here's a
partial

list of
what's
covered
in the
manual.
❑ ❑How❑to❑assure❑a❑successful❑LIFO❑-$AVE
conversion❑❑ ❑LIFO. $AVE❑ me thods,❑pools ,
layers,❑indexes,❑cost❑rules❑❑ ❑Disadva ntages
of❑ the ❑ s pe c ific ❑ goods ❑ me thod❑ ❑ ❑ Who❑ c a n
us e ❑ the ❑ dolla r❑ -va lue ❑ me thod❑ ❑ ❑ Why❑ the
IRS pre fe rs the double. e xte nsion me thod
❑ ❑ T he ❑ importa nc e ❑ of❑ s e le c ting❑ pools ❑ a nd

items❑correctly❑❑ ❑Whether❑to❑choose
dollar-value index, link -chain method or
retail method ❑ How to insure a valid LIFO
election❑❑ ❑Sample❑Form❑970's❑❑ ❑Section
351/381❑transactions❑❑ ❑How❑to❑avoid❑penetrating❑layers❑❑ ❑Latest❑conformity❑rules

Examine LIFO -$AVE free for 15
days. Call toll -free 800 - 525 -0313.
Or m ail th e coupon below. Either way
you're protected by our guarantee of satisfaction. If y ou are not convinced that
LIFO -SAVE is amazingly easy to implement, simply return the Manual within 15
days and pay nothing. Your total cost, if
you decid e to keep LIFO -SAVE, is just
$249.00. Th is price includes a deluxe,
padded 3-ring binder for your im plementation manual, tab - indexed for fast
reference, plus periodic updates for a
111111
full year.

LIFO$AVE
makes LIFO
computations
easy ... and

Fea tured in 1,,VC .,
77 5 e J o ur r u t l of Ac c o un t a n c y
M a n a g e m e n t Ac c o u n t i n g
a nd o t h e r m a j o r p u b l i c a t i o n s .

Its developer, Irving L Blackman, JD, CPA,
is senior tax partner in the prominent
accounting firm of Blackman, Kallick &
Co., Ltd., which completed over 200 LIFO
conversions last year One of Americ'a's
noted tax authorities, Mr. Blackman has
written numerous books and contributes
tax columns to over 30 monthly magazines.

Call TOLL FREE 800 - 525 -0313 or 303-988 -7580
Fre e Tr i a l Exa mi na t i on Ord e r Form
Yes.❑Send❑me❑the❑LIFO❑-$AVE❑Manual❑on❑a❑Free❑15❑-day❑trial❑ba❑i❑

it's IRS approved!

Ni the

end of 15 days, l agree to either pay the $249 invoice included «ith my
shipment, covering the cost or the Manual and one year's update, or
to return the Manual and owe nothing.

The LIFO -SAVE manual

guides you step -by -step
through several different types
of LIFO conversions, with simple
instructions, examples, definitions,
charts, checklists, decision diagrams, legal
cites, IRS opinions, and more. Even filled in forms, exhibits and back -up worksheets
are included.
The staggering paperwork and cost that
once made LIFO an "impossible dream"
for most companies is now ancient historythanks to LIFO -SAVE!

Irving L. Blackman, JD, CPA. developer of
LIFO -$AVE, senior tax partner of Blackman
Kallick & Co.. Chicago, whose firm did over
200 LIFO conversions last year.

❑ ❑Bill❑me
r
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❑ ❑Bill❑my❑company

❑ ❑Check❑enclosed,❑payable❑to❑CCG
(Same guarantee applies)
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I Continental Communications Group, Inc.
I 12500 W. Cedar Drive .
Denver, CO 80228
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Our
calculations
clearly show
that the new
ACRS may not
provide, in all
cases, the
intended
economic
stimulus,

zero percent discounting, they are equal for the
two alternatives. At positive discount rates, the
full year's depreciation in the first year under
ADR or the GG is more valuable than the shorter
cost recovery period using the half -year convention in the first year. As a result, the ACRS, will
not provide the necessary economic stimulus under the above conditions.
While the above analysis has located specific
conditions under which the ACRS will not provide added economic stimulus, these conditions
are limited. First, if the company invested in an
asset and used a convention under ADR or the
GG which provided only one -half year's.depreciation in the first year or a full year in the year
acquisition, the ACRS would be preferable. Second, the analysis assumed zero salvage value. As
salvage values increased above the 10% "free"
salvage, the IRRs below which the ACRS would
be preferred would increase due to the reduced
depreciation tax shield under ADR or the GG.
The provision in the ACRS which provides for no
consideration of salvage except on disposal, is a
major economic advantage. Finally, the major
economic stimulus has been ignored until now.
There are many assets that now fall into the five year asset class which would have had to have
been depreciated for periods much longer than
seven years under ADR and the GG. In addition,
there is an unquestioned stimulus for investment
in real property due to the reduction in the cost
recovery period to 15 years.
ACRS Simplifies Capital Budgeting Decision
If simplicity is an objective to be sought after in
the tax law, then the ACRS is a major contribution to achieving this goal. Prior depreciation and
Investment Tax Credit laws were so complex and
offered so many alternatives that in the capital
budgeting context poor economic decisions were

20

probably more common than not. The Accelerated Cost Recovery System eliminates most available alternatives and greatly simplifies the capital
budgeting decision. While it does not remove the
effect of taxes on the capital budgeting decision, it
removes the major sources of error. The ACRS,
however, does not fully meet its second intended
goal of economic stimulus. An IRR model which
was developed to insure optimal depreciation was
applied to a comparison of the depreciation tax
shield under the old law versus the new cost recovery tax shield. This comparison showed that
the net present value of the cost recovery tax
shield— Investment Tax Credit of three- and five year class assets —was less for assets which could
have been depreciated over longer lives with a full
year's depreciation in the first year under ADR or
the GG. As a result, there will be less incentive for
companies to invest in those particular assets.
Economic Recovery Tax Act of 1981, Arthur Andersen & Co., August 1981' Stickney. Clyde P., and Jefrrey B. Wallace. A fteticol Guide to the CJaxr Life
(ADR) System, Lawyers and Judges Publishing Co., Tucson, Ariz., 1977:'There are two other classes which contain fairly specialized property. A ten -year
class contains certain utility personal property, theme park property, and railroad
cars while a second 15 -year class contains utility personal property with an ADR
lift of more then 25 years.
' Cost recovery percentages for low- income rental housing are based on 200% de,
clining - balance with a switch to straight -line.
"One minor exception is public utility property where the utility does not use
normalization of tax benefits for rate - making purposes.
s Property that would normally be depreciated under a method not expressed in
years (e.g.. units -of- production) are excluded from the ACRS.
Davidson. Sidney. and David F. Drake, "Capital Budgeting and the 'Best' Tax
Depreciation Method." Journal q%Business, October 1961, pp. 442.452.
" Johnson, James M., "Optimal Tax Lives of Depreciable Assets." Financial Mon.
.
agemem. Autumn 1979, pp. 27.31.
9
Osteryoung, Jerome S., Daniel E. McCarty, and Karen A. Fonin, "A Note on the
Optimal Tax Lives for Assets Qualifying for the Investment Tax Credit.' The
Accounting Review, April 1980, pp 301 -306.
'" Osteryoung, et. al., "The Impact of Alternative Depreciation Systems and the
Investment Tax Credit on Choosing a Project's Optimal Tax Life for Capital Bud.
geting Decisions," paper presented at the Eastern Finance Association Meeting,
Washington, D.C., April 1979.
" For a discussion of this point see Richard S. Bower, "Issues in Lease Financing,"
Financial.Managemenr. Winter 1973, pp. 25.34: and Lawrence E. Honig and Ste phen C. Coley, "An After -Tax Equivalent Payment Approach to Conventional
Lease Analysis" Financial Management. Winter 1975, pp, 28.34.
'r" .. it should be noted that class lives are not provided for buildings. However.
P.L. 93.625 permits a taxpayer electing ADR to elect to determine the class life of
Sec. 1250 property (buildings) either under the depreciation guidelines in effeci on
December 31, 1970. or on the facts and circumstances. These guidelines.provsde for
the following asset depreciation range in years only: factories, garages. dwellings
and office buildings--45 years; buildings used in retail (stow) and whole trade,
warehouse and grain elevators -60 years and apartments. hotels and theaters--40
yeah...
The decision maker, however, cannot ignore the effects of inflation in making a
decision to postpone asset acquisition.
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Introducing HiLite, the fastest,
most powerful on line inquiry system
ever offered in an accounts payable,
fixed asset or general ledger package.
Just ask your computer.
Introducing HiLite, one of the most important
developments in financial software in the past five years.
A McCormack & Dodge breakthrough in on -line
convenience.
We designed it for everyone who's ever longed to ask
fast, simple questions of a general ledger, fixed asset and
accounts payable system —and get fast, simple answers.
HiLite lets you probe expense accounts, compare
costs, ask for outstanding inventories. It lets you list your
fixed assets in ABC division. Check your month's telephone expenses in XYZ division. Your outstanding pay ables. Your cash in the bank.
The questions you can ask are infinite.
And no matter what inquiry you make, it's all done
on -line. By regular clerical personnel, not data processing
specialists. HiLite shortcuts the whole cumbersome rigmarole of batch inquiry. It gives you direct, instant access
to the transactional history file of your GL Plus general
ledger system and the voucher data file of your AP Plus
accounts payable system. And you have access to any
field of information on the master asset and retirement
file of your FA Plus fixed asset system.
HiLite is machine efficient. It requires minimum
processing and storage space. And a minimum of user
training. HiLite is one more reason why our systems are
years ahead of the field. And why —all over the world —
prospects who sit down and talk to McCormack & Dodge
do more than just talk. They become customers.
We'd like to show you why.
Please send schedule of free seminars, plus
information on:
General Ledger Accounts Payable Fixed
I Assets Capital Project Analysis
1
Name
j

_

Company
I Address
State
__Zip
Computer Model

Title
City
Phone

McCormack & Dodge

;

The best financial softwrre.The best financial people. I
560 Hillside Avenue, Needham Heights. MA 02914. (617) 4494012 Atlanta (4041997-2797, Chicago
(312) 8433400. Dallas (214) 369 -7014. Los Angeles (213)645 6382, San Francisco (415) 398 -2960
'
Washington, D.C. (703) 734 -0710. New York (212) 486 -0035 • Canada • United Kingdom • Netherlanu1
Venezuela • Italy • Australia /New Zealand • Mexico • South Africa • Sweden • Hong Kong
MAI I .;

1980 United States Average Industrial
Comparison of Income from Continuing Operations

Data Sheet

as a % of Historical cost
Historical
cost

Industry

Robert F. Randall, Editor

Accounting Data Base
On Inflation and Pensions Established
The Financial Accounting Standards Board,
with the cooperative effort of the Columbia University Graduate School of Business Accounting Research Center and major accounting
firms, has compiled a data bank on all companies subject to the reporting of the impact of
inflation ( FAS No. 33) and pension information
( FAS No. 36) . The year -long effort has resulted in a data bank of inflation and pension information based on the 1979 and 1980 annual reports of 1,100 of the largest corporations.
FAS No. 33, "Financial Reporting and
Changing Prices," requires companies to report
in the supplementary disclosure sections of
their annual reports the constant dollar and current cost effects of inflation. The data bank
summarizes the aggregate impact of inflation
on earnings, assets and stockholders' equity of
the largest corporations in the U.S. The aggregate results of this information is indicated below. Note that after -tax profit decreases dramatically for the constant dollar and current
cost methods.
All FASB No. 33 Data Bank Companies for 1980
(billions of dollars)

After tax profit
Taxes

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

Historical
cost

Constant
dollar

Current
cost

120
100

87
100

48
100

An example of the type of information that is
available is income from continuing operations.
Significant variations of income from continuing
operations are apparent when constant dollar
and current cost bases are stated as a percentage of historical cost as shown below. Generally, the companies with the oldest assets are hit
the hardest by the impact of inflation; those
companies reporting technological growth experienced a softening impact of inflation
through a reduction in their costs.
According to FASB project manager Anthony
Phillips, the data clearly reveals a somber pic22

Chem i ca ls . .. .. . .. .
Food, tobacco, and
te xt i le s . .. . . . . . . .
Lumber, paper, and
allied products
...
Machinery
.. . . ..con...
Mining and
struction
.. . . .. . .
Other nonmanufacturing
.. . . . . . . . . .
Other manufacturing
Petroleum and rubber
.. and
. . . .fabricat.. . . . . .
Primary
ed metals
.. . ..and
..
Transportation
communication ..
Transportation
equipment
.. .. ..
Utilities
.. .and
. . ..retail
....
Wholesale
trade

Current
cost

100

58

63

100

66

69

100
100

54
66

43
73

100

71

45

100
100

56
73

35
68

100

52

32

100

30

09

100

25

11

(100) 100

(221)
(129)

100

.. . . . .. . . . .

Constant
dollar

77

(473)
05
69

The losses in the transportation equipment industry adjusted for the effects of changing prices doubled under the
constant dollar metho d and were more than fo ur times
worse under the current cost method. Source: FASB.

ture. "Based on the conventional financial
statements, after paying dividends, the average
industrial company retained 6.6% of its profits
(expressed as a percentage of shareholders'
equity) to put back into the business. But, adjusted for inflation, the rate of retention was a
negative 2.4 %. Some industries are in effect
undergoing gradual liquidation."
In addition to the effects of inflation, the data
bank for the same companies also contains information required to be reported under FAS
No. 36, "Disclosure of Pension Information."
An interesting item of information on this topic
is the spread of interest rates used by companies when computing pension obligations.
The purpose of the data bank according to
FASB is to stimulate research into the uses and
benefits of data adjusted for the effects of inflation. The data should be useful to investors,
accountants, labor and the public policymakers
who now will be able to see on an industry -byindustry basis the effects of changing prices on
a large section of the U.S. economy.
The complete tape containing the data bank
and a users' manual may be obtained from The
Value Line Investment Survey, published by Arnold Bernhard & Co., Inc., 711 Third Avenue,
New York, N.Y. 10017, for $375. The inflation
information is also available for those that already have access to such data bases as Value
7
Line's, Standard & Poors' or the AICPAs'.
Morris Gartenberg
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On the day he signed his tax bill,
President Reagan made every
piece of fixed asset software i n i his
country obsolete.
With one exception.
The exception is F/A PLUS. The McCormack & Dodge
fixed asset system.
If you're one of the tax specialists or data processing
managers who happen to have this package, congratulations. You won't have to add emergency programmers
and do major software surgery for your 1981 taxes.
For you, the Reagan tax revolution will be business as
usual. Because your fixed asset system is so flexible it can
even accommodate a revolution. You won't panic over the
radical Reagan shifts in investment tax credit percentages
and time periods. Why should you? Your investment tax
credit software is completely user - defined and parameter driven. The changes are a cinch.
You won't even worry about whether your state accepts
the new federal procedure. After all, your fixed asset software has more tax books than you'll ever need to meet all
possible variations in state requirements. Naturally, the
system also includes both of the new law's mandatory
depreciation methods.
McCormack & Dodge is the only financial software
company that doesn't have to play catch -up to get in step
with President Reagan.
We've been scrutinizing the President's plan and
preparing for it almost as long as he has. It's our way of
providing service to our clients. Our way of making sure
that people who sit down and talk to us do more than just
talk. They become customers.
We'd like to show you why.
Write now and get F/A PLUS for your 1981 taxes.
General Ledger Purchase Order Accounts
1 Payable Fixed Assets Capital Project Analysis 1
Name
Company
Title
1 Address

State
Zip
Computer Model

City

Phone

1
j

McCormack & Dodge
1 The best financial software.The best financial people.
'
'
LM

560 Hillside Avenue, Needham Heights, MA 02914.(617) 449 -4012, Atlanta (404) 9972797, Chicago
(312) 8433400, Dallas (214) 3697014, Los Angeles (213) 6456382, San Francisco (415) 3982960
'
Washington. D.C. (703) 7340710, New York (212) 486 -0035 • Canada • United Kingdom
'
Netherlands• Venezuela • Italy •Australia'New Z e al an d • Mex ic o • South Africa• Swedr n•HO"R Kong
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Small Business
Kathy Williams, Editor

Panel Members Say NAA Can Be a
Valuable Resource

Regulatory Relief Hotline

will

will

Helping owners to keep their businesses afloat
and to use their financial statements in day -today operations are major goals for NAA's Small
Business Panel members. In the panel's freewheeling, productive first meeting last August,
participants discussed several areas in which
NAA could help them. One major suggestion
was that NAA could be a clearinghouse for information about the Small Business Administration, government regulations, the "Big 8" firms
and their publications, other associations, and
outside publishers. The panel also suggested
that MANAGEMENT ACCOUNTING could gear
more articles toward small businesses.
As a result of this meeting and other discussions, NAA has decided to begin working in
several areas: At the Annual Conference in
Washington. D.C., at least three concurrent
technical sessions
be devoted to small
business; two new CEP courses will be scaled
to the small business; a new self -study program
will be written about financial planning for the
small business; Executive Director Robert L.
Shultis will report on the activities of the Small
Business Committee of the FASAC and
report NAA members' opinions to the FASB;
there will be a special section in MANAGEMENT
ACCOUNTING devoted to small business articles
and /or case studies, when there is enough material.
NAA extends sincere thanks to the panel
members who participated in the first meeting:
Helen Anners, Larry Batten, Allen Boyle, David
Braemer, Jack Fox, James W. Jones, Christine
Lauber, Ken Myers, Daniel Riston, Barbara
Webber and Wayne Williams.

duction for individuals, the easing of the "marriage penalty" tax and the drop in the capital
gains tax rate, say tax officials of the U.S.
Chamber of Commerce. Another area of protection for small businesses lies in estate tax
exemptions. Representative John Erlenborn
(R -III.) says that the estate tax exemption
"may save small businesses from liquidating to
pay taxes." He is a senior member of the
House Education and Labor Committee. For a
copy of the small business highlights contained
in the new tax package, contact Frank Benson
of the U.S. Chamber of Commerce, 1615 H St.,
N.W., Washington, D.C. 20062. This release
covers the major provisions of the Act that pertain to small businesses.
Monetary reform also can help small business, says Jude Wanniski, a supply -sider who
advises President Reagan and who is an advocate of a return to the gold standard and the
convertible dollar. If tax rates are set low
enough so individuals can come into the marketplace to produce and if we regulate the
economy to keep it safe, then small businesses
will have a better chance to succeed, he says.
"This measure of currency reform will return
the economy to a good state," Mr. Wanniski
adds, "but the government has to manage
monetary, fiscal and regulatory policies correctly in order for this to happen."

New Tax Package Should Help
Smaller businesses should reap numerous
benefits from the Economic Recovery Tax Act
of 1981, especially in the areas of tax rate re24

The U.S. Commerce Department has set up a
regulatory relief hotline that small businesses
can call to seek advice and to talk about burdensome rules and regulations that apply to
them. Call (800)424 -5208 from 8 a.m. to 5
p.m. ( Eastern Time) . From Washington, call
377 -2482.

Publications Available
Anyone contemplating buying a small business
computer may be interested in Practical Guide
to Small Business Computers by Howard Falk.
It is available from the Strohman Co., 135 Watchung Ave., Upper Montclair, N.J. 07043 or
through NAA's Book Service. Current price is
$16.50. In the same vein is All You Need to
Know About Microcomputers: The Small -Business Manager's Advisory by Shirley Daniels.
This book is a comprehensive overview of computers from hardware and software to training
and customer services. It may be borrowed
from NAA's library.
MANAGEMENTACCOUNTING /NOVEMBER1981
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`Now may be the right time to show your
client how his non - working capital can go
11
backtowork.
Now that you know where all of your client's capital sits, it may be a good time to borrow against it.
If his capital is tied up in accounts receivable or inventory, we'll let them stand as collateral.
Or we'll accept fixed assets such as equipment or real estate as supplementary collateral. We'll
even work with your client to put together the right combination.
We're BA Commercial Corporation. A BankAmerica Financial Service Company. And we specialize in making business loans that are designed specifically to meet your client's business needs.
You'll find no requirements for compensating balances. No cleanup time. And a fast, fast turnaround time, because you can't afford to wait.
So if your client needs to take advantage of an immediate opportunity, suggest some working
capital he can put right to work. Ours.
If you'd like to discuss your company's financial requirements, call or write us at one of the
addresses below.
You'll find capital you can work with. And financing you can live with.
Northeast:Mr. James E. Perrotta, Regional Sales Manager, BA Commercial Corporation,
1105 Hamilton Street, Allentown, Pennsylvania 18101. Phone 215- 437.8174.
Midwest: Mr. John W. Kenning, Jr., Regional Sales Manager, BA Commercial Corporation,
Suite 110, 2905 Butterfield Road, Oak Brook, Illinois 60521. Phone 312 - 655.9105.
Southeast: Mr. John J. Wynne, Regional Sales Manager, BA Commercial Corporation, Suite
460E, Peachtree- Dunwoody Pavilion, 5775 Peachtree - Dunwoody Road, Atlanta, Georgia 30342.
Phone 404- 255 -2006.
Southwest: Mr. Frank T Farrell, Regional Sales Manager, BA Commercial Corporation,
Suite 3043,1545 West Mockingbird Lane, Dallas, Texas 75235. Phone 214.630.9833.

BA Commercial
Corporation
ABANKAMERICA
FINANCIALSERVICECOMPANY

(M.

June 1981 CMA Examination Results
The June 1981 CMA examination had record
participation with almost 1,800 candidates sitting for the examination at 47 sites throughout
the United States. A total of 369 completed the
examination requirements in June. This was the
largest number of candidates to complete the
examination at an offering. As of June 1, certificates have been awarded to 2,492 accountants since the program began in 1972.
The educational and experience background
of the December candidates was similar to that
of prior examinations, and the performance on
the examination was comparable. However, the
number of graduating students taking the examination increased significantly. The tables
presented compare the candidates and their
performance for the past three examinations.
The successful candidates are employed by
a variety of organizations including manufacturing companies, banks, insurance companies,
utilities, government agencies, retail firms, public accounting firms, colleges and universities.
Among the employers with participants at the
June examination were American Express; Caterpillar; Ernst & Whinney, General Motors;
GTE; Gulf & Western; ITT; Monsanto; NCR;
JC Penney; Port Authority of New York; and
Westinghouse.

Success Rates on the CMA Examination
June Dec. June
1980 1980 1981
Examination Part
Part 1 Economics and
Business Finance.... 46% 48% 42%
Part 2 Organization and
Behavior,
Including
Ethical
Considerat i o n s . . . . . . . . . . . . . . . 52% 42% 56%
Part 3 Public Reporting
Standards, Auditing
an d Taxes .. . . . .. . . . 52% 54% 50%
26

All five parts passed in one
s i t t in g . . . . . . . . . . . . . . . . 19% 22% 24%

Summary Profile of CMA Candidates
June Dec. June
1980 1980 1981
Educational Background:
Undergraduate degrees 63% 63% 65%
Advanced degrees ..... 37% 37% 35%
Employment Background:
I n d u s t rial . . . . . . . . . . . . . 73% 76% 69%
Govern m en t . . . .. . . . . .
4%
4%
6%
Tea c h e rs . . . . . . . . . . . . .
6%
6%
5%
Practicing CPAs ....... 8
8%
8
Graduating students ... 7%
3% 10%
Averag e ag e . . . . .. . . . . . .
32
31
31
Average number of years
elapsed since last degree ... .. ... .. ... .. ..

%

James Bulloch, Editor

Weighted average for entire examination ....... 46% 49% 48%

%

Institute of
Management
Accounting

Part 4 Periodic Reporting for Internal and
External Purposes ... 40% 39% 47%
Part 5 Decision Analysis, Including Modeling and Information
S ys t em s . . . . . . . . . . . . 42% 62% 45%

5

5

5

The number of graduating or graduate students who take the CMA examination is increasing. Students are cognizant of the importance of earning professional accounting certification to enhance their hiring and future promotion prospects. Professors Max Rexroad and
Herb Sieg of Illinois State University comment
that "students graduating from an accounting
degree program are well prepared to take the
CMA. As in the past, many students plan to
take the CPA examination and now it is logical
to expand their studies to sit for the CMA one
month later. This is especially important as
most accounting students will be employed in
industry."
The next CMA examination will be given December 9, 10, and 11 in 49 sites around the
United States. New sites which have been established within the past two years include Albuquerque, N.M_; Boise, Idaho; Orange County,
Calif.; Orlando, Fla.; San Diego, Calif.; Salt
Lake City, Utah; and Tulsa, Okla. The examination will be offered for the first time in New
Brunswick, N.J., and Kansas City, Mo. Anyone
desiring additional information should write to
the IMA at 570 City Center Building, Ann Arbor,
Mich. 48104, (313) 662 -1986.
1-1
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With EDP - AUDITOR and ID, file definitions are automatic.

l

the most comprehensive audit software available.
To find out how to save time in your next audit,
attend a free AIMS seminar in your area.
Write for literature plus a
Database
schedule of dates and
cities for these seminars.
sys te m s
m

For the first time, auditors don't have to worry
about examining the DP systems documentation
necessary to create the file definitions for your
report. Using Cullinane's EDP - AUDITOR in conjunction with our Information Directory (ID), this
long, tedious process becomes automatic.
The Syntax Converter populates the ID which
can read COBOL programs or a program library
and automatically create the required record definitions instantly. This unique capability of our audit
software can save you up to two weeks per file. In
most organizations, where auditors must often
review several hundred files, savings of over one
man year are possible.
You're freed from having to determine how the
file is organized. Since file definition is automatic,
standardization, completeness and accuracy of
records are guaranteed. And since EDP - AUDITOR
does record verification and definition, audit
independence is assured.
Only Cullinane software gives the auditor this
control. EDP - AUDITOR and the ID are part of our
Audit Information Management System (AIMS)—

F ____S_E_M__I_N__AR_S
Please send me a schedule of dates and cities plus the brochure, AIMS, the
Audit Information Management System That Meets the Six KeyFactors for
Success In Database Systems.
Name/Tltle

Company /Department
Address
City .
State
Phone (

Zip
)

My computer is
Mail to: Rosalie Cope, Cullinane Database Systems, Inc.
400 Blue Hill Drive, Westwood, MA 02090
Phone (617) 329 -7700 _ _ _

A udit Sollware: Cullinane
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Federal Tax Management:
a Disclosure Problem
Management's ability to avoid or defer the involuntary distribution
of assets to the federal government is an index of managerial skill.

By George T. Friedlob

WIN
George T. Friedlob is
assistant professor of
accounting and
finance, Clemson
University. He has a
Ph.D. degree from the
University of
Mississippi, holds a
Certificate in
Management
Accounting, and is the
author of Taxation for
Accountants. He
submitted this article
through the Anderson
Area Chapter, of which
he is a member.

28

Adequate disclosure of enterprise activities is a
necessary prerequisite to meaningful financial
analysis. Particular emphasis is generally given to
financial statement items of material size (relative
to income, total assets, or whatever) and over
which management has some degree of control.
Accountants, recognizing this emphasis, identify
adequate disclosure as a vital concept underlying
financial statement presentation and address this
area directly, disclosing not only calculated
amounts, but peripheral information as well (accounting methods, contingencies, etc.). Financial
statement readers, cognizant that the performance
of an enterprise in the aggregate is the product of
individual management decisions in diverse areas,
devise methods to examine specific areas of enterprise effort.
The management of federal tax outflows, however, does not receive the disclosure or the attention described above — despite the material size of
these outflows and the significant degree of management discretion as to their current deferral and
timing of ultimate payment. Appraisal of enterprise federal tax management is frustrated by the
Accounting Principles Board Opinion No. 11 requirement that taxes associated with the business
activities of each period be recognized as an ex0025-1690/81/6305-1546/$01.00/0

pense and an undiscounted liability of that period,
regardless of when (if ever) the tax will be paid.
The failure to disclose discounted deferred tax
liabilities (and the related reduced expense) obscures the tax management activities of enterprise
leaders and creates a disclosure problem that outweighs the definitional controversy historically associated with this area. We propose an alternate
disclosure method which uses the discounted
amounts of tax liabilities to disclose fully the efficiency of enterprise federal tax management.
The Accounting Perspective
The Accounting Principles Board adopted
Opinion No. 11, "Accounting for Income Taxes,"
on December 6, 1967. While hailed as "the most
complete and authoritative statement ever issued
on the subject, "' it addressed an area fraught with
historical controversy' and offered a solution still
in contention.' Even at its adoption, there were
six dissenting votes and one of the 14 assenting
votes was cast with qualification. The controversy
then, as now, was primarily concerned with the
comprehensive allocation of income taxes in financial reporting required by the Opinion.
The Financial Accounting Standards Board has
identified this area —the treatment of deferred tax es—as one of the fundamental areas of disagreement between the two most prevalent schools of
Copyright © 1981 by the National Association of Accountants

accounting theory construction. Proponents of the

asset - liability approach to accounting theory
would center their attention on the measuring of
balance sheet accounts and the change in their
balances. Advocates of the matching view would
focus on the income statement and on the proper
measurement and timing of the related revenues
and expenses. Between these two opposing viewpoints are great differences in both orientation and
definition, and encompassed in these differences is
the rationale and treatment offederal income taxes in financial reporting.4
Timing Differences
Comprehensive tax allocation presently is required where accounting net income and taxable
net income are different in amount and the difrerence is due only to the timing of the recognition of
revenues or expenses and is expected to reverse
(net out) over time. Because the goals and related
procedures of financial and tax accounting are often different, the net income figures produced by
the two methods will often be the same only by
chance and the need for interperiod tax allocation
is expected to occur quite frequently.
Paragraph 15 of APB No. I1 discusses the nature of timing differences and identifies four types
of transactions which will give rise to timing differences which occur in one period and reverse in
one or more later periods.
1. Revenues or gains are included in taxable income later than they are included in pretax accounting income.
2. Expenses or losses are deducted in determining
taxable income later than they are deducted in
determining pretax accounting income.
3. Revenues or gains are included in taxable income earlier than they are included in pretax
accounting income.
4. Expenses or losses are deducted in determining
taxable income earlier than they are deducted
in determining pretax accounting.
The logic of APB No. 11 follows the matching
concept and demands that income tax expense
should be recognized on the basis of reported
earnings for each period regardless of the amount
of federal income tax legally payable in the period.
The result is the recognition of an income tax expense appropriate in amount to the accounting
pretax earnings of each period and, where there
are timing differences, the creation and subsequent reduction of either a "deferred charge"
(prepaid taxes) or a "deferred credit or reserve"
(deferred tax liability).
Much of the controversy surrounding the practice of tax allocation centers on the proper definition and character of income tax expense and the
deferred charge or credit created by its interperiod
MANAGEMENT ACCOUNTING /NOVEMBER 1981

allocation. While not attempting to provide a discussion of the asset - liability versus the matching
concepts, we will approach these definitional
problems by examining the nature, timing and
measurement of these attributes.
Income Tax Expense
A multitude of definitions of the term "expense" exist. Scholars examining the tax allocation problem may pick and choose among those
definitions that best suit their argument, regardless of the position they take. In attempting to
summarize the expense definitions currently finding strong support, the FASB proposed four definitions in their conceptual framework.
The first two definitions embody the views of
asset - liability approach; the latter two are supported by the matching concept:-'

The
comprehensive
allocation of
income taxes
does function
as a smoothing
device.

1. Expenses for a period are decreases in assets or
increases in liabilities (or some combination of
the two) excluding those that are capital in nature.
2. Expenses for a period are decreases in assets or
increases in liabilities (or some combination of
the two) from the use of economic resources or
services during the period.
3. Expenses include all expired costs (historical
costs, replacement costs, or opportunity costs)
that are deductible from (properly matched
against) revenues for the period.
4. Expenses are costs (historical costs, current replacement costs, or opportunity costs) or inputs that expire in earning revenues for a period and are matched against those revenues.
The first two definitions concentrate on proper
objective measurement of asset and liability
changes and are generally considered to exclude
tax expenses created without the creation of a corresponding liability to pay. Because there is no
liability to pay any income tax until the year taxable earnings result, this view does not recognize
the excess tax expense associated with the accounting earnings of a period when payment can
be deferred until a later period. Likewise, this approach, followed strictly, would recognize as tax
expense the taxes levied in one period against asset
inflows not recognized as revenues (earned) until
a subsequent period for accounting purposes (for
example, rents received in advance). Thus, the
first two definitions espousing the asset - liability
view would not support a definition of tax expense
requiring interperiod allocation.
There is an interesting paradox in the last two
definitions. These two definitions are generally interpreted as requiring recognition of the proper
amount of income tax expense associated with the
accounting pretax earnings of a period, regardless
of the timing of the actual tax levy and liability to
P9

It is doubtful if
obscuring the
rate of change
in reported
earnings is truly
useful.

pay. These two definitions are perceived as supporting interperiod tax allocation for proper periodic matching of revenues and expenses.
It must be noted, however, that these two definitions contain, respectively, the requirement that
the expense be "properly matched against revenues" or "are matched against ... revenues." Defining the expense which will be matched against
revenues by including in its definition the attribute
that it must be matched against those revenues
seems somewhat analogous to defining a dog as an
animal possessing the characteristics of a dog,
In attempting to conceptualize the current general theory of expenses, Hendriksens defines expense as "a flow concept representing unfavorable
changes in the resources of the firm." Further,
Hendriksen maintains that expenses are "the using or consuming goods and services in the process of obtaining revenues . . . the expiration of
service factors related directly or indirectly to the
producing and selling of the product of the enterprise." Hendriksen's summary definition would
appear to exclude income tax expenditures or accruals, and he later clarifies the nature of income
taxes by noting that "current practice" has defined income taxes as an expense. Because income
taxes are unlike other expenses in that the benefits
received (the right to conduct business, protection
from foreign invasion, etc.) are the same regardless of the amount of expense incurred, other authors have also turned to "current practice" as a
prime justification for classifying this cost as an
expense,'
Nonetheless, because income tax is paid only
when taxable revenues exceed the deductible expenses of a period, a strong argument can be made
that tax payments are very similar to dividend
payments and should be treated as a distribution
of earnings rather than as a determinant of
earnings.' Another view which would treat income taxes as an income distribution rather than
an expense focuses on the legal basis for their levy
and would consider the expenditure an involuntary conversion of assets.9
Regardless of the nature of the distribution,
however, it is still possible objectively to associate
the cost of income taxes with specific revenue and
expense patterns which may or may not parallel
the recognition oftaxable revenues and deductible
expenses for federal income tax purposes. Comprehensive allocation is possible regardless of the
term used to identify tax outflows, be it expense,
distribution or conversion. The question ofallocation must be solved on some basis other than that
of the nature of the disbursement. It would seem
in the final analysis that the basis for solution
might be only sound logic.
Disclosing Managerial Ability
Accounting reports should, if nothing else, be
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useful. Accounting reports must contain information about the enterprise of use to the reader. Any
device which smooths earnings will appear to increase the predictive ability of the statements because smoothing, by definition, will decrease the
probability that any measure made in the future
will depart radically from the trend set by previous measures. Measures of income may still
change from an established trend during future
periods, up or down, but if income smoothing
techniques are employed, the rate of change will
be minimized and the fluctuation of earnings
dampened. The comprehensive allocation of income taxes does function as a smoothing device10
which may, in part, explain its strong advocacy by
proponents of the matching view of accounting
theory. "Non- distortion," or income smoothing,
in the FASB's judgment may be the "major standard of good matching" for advocates of the
matching view.' 1
Income smoothing would not appear to be an
informational goal. If the goal is to allow investors
to "bail out" or to "get in" before a fluctuation is
fully reported, smoothing may yield a useful result
by dampening the rate of change. It is doubtful,
however, if obscuring the rate of change in reported earnings is truly useful.
A much more useful goal, it would appear, is to
provide information as to the ability of the enterprise to manage its resources well and to obtain
adequate earnings by so doing. Management's
ability to acquire maximum benefit (revenues)
with minimum effort (expenses) is reflected in the
reporting procedures for other revenue and expense items. Wise tax planning, as well as planning in financing or resource acquisitions, should
also be disclosed.
In other areas, management accountants do not
attempt to allocate additional expense to a period
because they feel that the lower expenses associated with the year's revenue will result in higher
costs later. Accountants do not obscure management's judgment as to matters of lower maintenance expenditures or self - insurance decisions
which may result in higher future costs. Management's ability to avoid or defer the involuntary
distribution of assets to the federal government is
an index of managerial skill which is certainly as
useful as management's ability to avoid or defer
any other asset outflow which does not yield an
associated benefit.
Expenses should be matched to the period benefited or the revenue generated by its incurrence,
But, regardless of its measurement base, a cost
which produces no benefit and generates no revenue should not be booked until incurred.
Deferred Charges
Comprehensive tax allocation between periods
will result in either a deferred credit or a deferred
MANAGEMENT ACCOUNTING /NOVEMBER 1981

charge. A deferred charge results when revenue is
recognized in one period for tax purposes and in a
later period for accounting purposes (as rents received in advance) or when expenses are deducted
in determining accounting income in one period
and are deductible for tax purposes in a later period (as product warranty costs). When taxes are
paid in a period before the accounting income
with which they may be associated is realized, the
debit is to a "deferred charge."
A deferred charge is conceptually similar to a
receivable or a prepaid expense. However, it is
similar to those items in imagination alone. The
federal government (the recipient of the payment) does not acknowledge it as being either. 12
Subsequent losses in the year that the associated
accounting income items are realized negates the
benefit of the asset created when taxes were paid
and the amount becomes instead a loss.
Nonetheless, it has generally been felt that tax
allocation situations in which a deferred charge
results are less uncertain and more prompt in the
timing reversal than are situations in which a deferred liability results.'
Behavior Problems of Deferred Credits
The greatest amount ofcontroversy concerning
comprehensive tax allocation centers on situations
in which a deferred credit, or deferred tax liability, is created. Deferred credits result when revenues are included in taxable income in a period
later than the period in which they are realized for
accounting income measures (as gross profits on
installment sales), or when expenses are deductible in determining tax liabilities earlier than they
are deductible in determining accounting earnings
(as in depreciating assets more rapidly for tax
purposes than for accounting).
Five of the six dissenting votes on the adoption
of APB No. 11 objected to allocations resulting in
deferred credits on the basis of the liability's contingent nature. It has been generally felt that the
timing of deferred credits is longer, the probability
of ultimate reversal much less certain, and the
amount more contingent in nature than in the
case of deferred charges. 14
Hill has described four distinct patterns in the
amount ofdeferred tax liability a firm might experience over time, based on its size, growth rate
and profitability. These four patterns are:15
In a large expanding firm the amount of deferred tax payments (deferred liability) will
tend to increase steadily as the firm continues
to acquire large amounts of capital assets and
offsets the declining depreciation deductions of
older assets with the even greater amounts attributable to new assets acquired and placed on
accelerated depreciation schedules. This is
commonly called the roll -over effect. So long as
MANAGEMENT ACCOUNTING /NOVEMBER 1981

the firm continues to replace its assets the deferred liability associated with one machine
will be replaced by the deferred liability of another and the tax "debt" will never become
due.
2. In a large, stable company a deferred tax liability will be created during its early years when it
first acquires capital assets and places them on
an accelerated depreciation schedule. Thereafter, as the firm continues to replace its assets
(again the roll -over effect) the amount of deferred tax liability will remain constant.
3. In a company whose operations are contracting, the amount of deferred tax liability established previously will decrease. The decrease
may not result in tax payments, however, as
there may be a corresponding decline in taxable earnings.
4. In a smaller firm where capital assets are not
replaced on a regular basis, the amount of deferred tax liability will vary irregularly in a pattern difficult to predict.

The recording
of deferred tax
credits is both
illogical and
lacking in
proper
disclosure.

Another observation may be made concerning
smaller firms. Even though the firm may replace
capital assets on a regular basis and acquire assets
whose higher depreciation charges in the early
years offset the diminishing depreciation deductions ofolder assets (the roll -over effect), the results may not be predictable if the firm's taxable
earnings fluctuate within the graduated rates of
the corporate tax scale.
A company which incurs (through comprehensive tax allocation) a deferred tax liability at the
lowest corporate tax rates may find itself satisfying the liability (if it does become due) during a
year when marginal earnings are in the highest
rate bracket, necessitating a greater payment for
satisfaction than was provided for in the liability
initially booked. If the reverse proves true (the
liability being established at high rates and satisfied with low rate earnings), the firm may realize
a "gain" on payment of the date —a "gain" resulting solely from poor earnings performance.
Thus as to nature, timing, and measurement,
the deferred tax liability is at best uncertain and at
times nonexistent, when measured at an undiscounted "maturity value ".
Proper Disclosure and Discounting
Deferred Tax Liabilities
APB No. 11 considers deferred tax credits as
not being liabilities subject to discounting. This
seems odd logic. If the tax expense which creates
the deferred credit will never be paid, it should
not be recognized at any time. If it will be paid at
some future time, then it is a liability (of some
kind), it should be recorded at its discounted
present value —if it is to be booked at all.
The advantage in deferring income tax pay31

anticipating
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in-

an increment to the deferred tax liability and a
related increment to income tax expense.
This observation as to the pattern of earnings is
certainly true. As the discount rate increases and
the time to ultimate reversal and tax payment becomes longer, the effect is in fact more pronounced, approaching at indefinite reversal (and
no ultimate tax payment) a pattern of tax expense
which is equal to the amount of taxes actually
paid. (The present value of the future tax payments approaches zero.)
Thus at its extreme, where reversal is either uncertain (requiring high discount rates) or spans a
period of time sufficiently long so as to make the
tax expense (using discounting) approach the
amount of tax actually paid, the argument of
come anticipation may become instead an argument of
anticipation— anticipating,
through undiscounted allocation, amounts of income taxes in excess of the government's levy.
This counter argument would recognize the uncertainty of the tax expense ever being actually
incurred (paid). It would also serve to disclose,
through discounting, the tax management skills of
enterprise officials by reflecting their ability to defer continuously and perhaps ultimately avoid the
tax expense anticipated when undiscounted, comprehensive tax allocation is employed.
As to the selection of a proper discount rate, the
approach taken by Nurnberg (and others) in attempting to justify a discount rate based on normal costs of capital or operating benefits to the
firm appears to ignore important aspects of the
problem. The interest rates charged by most providers of capital will depend to a great extent on
the risk involved. Because the probability of the
government (the provider of tax deferral capital)
ever collecting the tax payment deferred is usually
quite low, i.e., the risk factor in providing such
capital quite high, the discount rate should be substantially higher than other sources of capital, except in those relatively rare instances where the
likelihood of quick reversal in timing is reasonably
well assured. It is hypothesized that even for deferrals which are by chance satisfied (reversed) in
only a few operating periods, the use of a discount
rate which reflected the proper degree of uncertainty of payment would yield a very minimal
present value for the liability initially deferred.
Determination of the proper discount rate would
appear to be a problem, as capital provided by the
deferral of tax payments is much less susceptible
to repayment (i.e., of greater risk) than are other
capital sources.
The foregoing discussion identifying the government as a provider of capital invites an argument for recognition of the government's equity
interest in the same manner as other equity interests are disclosed. This argument has merit if it is
advanced with the awareness that the equity interexpense

Under current
practice, users
find it difficult
to analyze
management's
tax planning
activities.

ments is in using the funds retained without explicitly incurring an interest cost. The company,
through the tax planning of its management accountants, is able to invest the retained funds to
create additional profits for the company's stockholders. If the taxes deferred were paid currently,
the additional return would be lost. The lost return would be the cost of paying taxes currently.
Nurnberg uses this logic to arrive at the proper
discount rate for deferred tax liabilities. 16
Nurnberg believes that the reporting of deferred
tax liabilities on a discounted basis is more informative. He cites as the logic for his reasoning
the hypothetical profits of two identical companies. If one company defers tax payments through
the use of accelerated depreciation and the other
does not, the use of an undiscounted amount of
tax liability (tax expenses) will make the reported
profits of the two concerns equal.'' The wise tax
planning of the company which prudently manages to defer (perhaps indefinitely) the payment
of income taxes is not disclosed in the financial
statement presentation of their operating results,
The difference, it would seem, between the present value of the tax liability and its maturity value
(the total amount currently avoided) would provide an excellent measure of the tax planning abilities of the corporate management. The further
management defers the ultimate payment of the
tax liability (the more efficient their tax planning), the smaller would be the discounted present value of the liability and the larger would be
the difference between the present and maturity
values of the tax.
It would appear that there are ultimately two
general outcomes of tax payment deferral: the tax
will eventually be paid, or the tax will never become due. If the tax will never become due, its
present value is, of course, zero. For taxes that
will ultimately be paid, the present value can be
calculated if the discount rate and the number of
periods for which the tax is deferred can be estimated. As the number of periods the tax is deferred increases, the present value of the liability
becomes less and less. Because empirical research
presently supports the contention that the total
amount of most deferrals is indefinitely deferred,'s
the present value of the tax liability in most cases
will be minimal, even at normal discount rates.
Opponents of discounting may argue that this
method of reporting deferred tax liability (and the
related expense) results in higher profits in the
early years and lower profits in the later years,
thereby
profits generated by the interest -free funds left in the enterprise by political decision— presumably for this purpose (economic
reward for specific kinds of economic activity).
Not only does discounting anticipate these profits
falsely, opponents may argue, but when these
profits are ultimately generated they are offset by
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Use Partial Tax Allocation
The confusion and controversy over comprehensive tax allocation procedures extends far beyond the traditionally opposing views of the asset liability and matching approaches to accounting
theory.
Recording tax expense as required by APB No.
11, with its associated deferred charges and credits, violates the consistency principle in demanding balance sheet accounts which are inconsistent
with the definitions of assets and liabilities. APB
No. I I is itself inconsistent internally in its requirement of comprehensive tax allocation. Paragraph 43 provides that while the benefits of net
operating loss carrybacks may be recognized in
the loss year (adhering to the concept of comprehensive allocation), net operating loss carryforwards may only be booked where "realization is
assured beyond any reasonable doubt." Paragraph
43 places strict limitations on the amounts of net
operating loss carryforwards which may be netted
against existing deferred tax liabilities.19 This conservative position is quite in conflict with the
treatment given and the degree of certainty required for tax allocation resulting in deferred
charges or credits,
More important than the definitional problem,
however, is the lack of disclosure of management's tax planning activities which result from
the implementation of this Opinion. Users of financial statements at present encounter great difficulties in examining this important aspect of
managerial performance. Especially in the case of
deferred liabilities, most reversals (where they do
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occur) are over so great a time span as to create
liabilities of minimal present value and deal with
cash outflows so distant as to be of little interest to
financial statement users attempting to assess the
current performance of enterprise management.
A logical solution to this problem would be the
use of partial, rather than comprehensive tax allocation. Partial tax allocation requires allocation
only in cases of
differences in the
timing of accounting and tax recognition of revenues and expenses which are expected to reverse
with a high degree of certainty over a relatively
short period of time. Even then, these required
deferrals should be reported at their discounted
present value. (The discount rate here would be
much easier to establish due to the decreased uncertainty.)
In other cases where allocation is the result of
recurring differences in timing that may continue
indefinitely, the tax expense reported would be the
amount of tax actually estimated payable for the
period. Where no current liability exists due to
recurring timing differences, no expense would be
recognized and no liability recorded.
APB No. 11 discusses partial allocation in paragraphs 26 -28. These paragraphs present the most
logical and consistent arguments advanced by the
Board in this Opinion. It is a shame this view was
rejected.
F
nonrecurring

est of the government is, by political purpose, that
of a creditor, not of a limited capital interest like
preferred stock or minority interest. By construct
of law, taxes presently deferred are intended for
repayment if profits and circumstances allow. The
status of the government equity interest is thus
presumably that of a creditor, however contingent
the ultimate repayment may be.
Thus, on two grounds —the lack of disclosure of
management's tax planning abilities and the low
present value of the liability due to its uncertainty
of repayment —it appears that the recording of deferred tax credits is both illogical and lacking in
proper disclosure.

A logical
solution to the
problem is the
use of partial,
rather than
comprehensive,
tax allocation.
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How the Energy Tax Act
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The tax provisions can have a significant impact
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mi t s t he c r e d i t t o b e a v a i l a b l e a f t e r 1 9 8 2 a nd b e fo re 1991 wh e n c e r t a i n c o nd i t i o ns a r e s a tis fie d.

In the Energy Tax Act (ETA) of 1978 Congress
provided taxpayers significant tax breaks to encourage investment in projects that were in line
with national energy policies. The tax incentives
are primarily for the conservation of energy and
for the use of nonpetroleum fuel stocks. In general, these tax benefits are in the form of tax credits
for purchase of equipment that meets statutory
requirements.
In order to provide incentives to make investments in proper equipment, Congress authorized
in Section 46(a) a set of business energy credits
that apply to qualified energy property. This extra
credit is in addition to the regular 10% investment credit_ The amount of the credit varies depending upon the type of the property being acqu i re d b u t t he to t a l c r e di t c a n b e a s muc h a s 2 5 % .

Thu s th e cred it h as th e effect of reducing the purch ase p rice o f q u alify ing en ergy property by up to
25 % , a s i gni f ic a nt re d uc t io n i n t he a ft e r - ta x c o s t .
T he p r o p e r t y mu s t b e ne w, t a ng i b l e p e r s o na l t y
a nd mus t b e p l a c e d i n s e r v i c e d u r ing s pe c i f i e d p e r i o d s i n o r d e r t o q u a l i f y f o r t h e b u s i ne s s e ne r gy
c r e d it . In a d d i t i o n , t he p r o p e r t y mu s t b e l o c a t e d
wi t hi n the Uni t e d S t a t e s t o q u a l i f y f o r t he b u s i ne s s e ne r gy c r e di t .
A l t h o u gh t he c r e d i t f o r p r o p e r t y i n t he ge ne r a l

F o r t he e xt e ns i o n t o a p p l y i t i s ne c e s s a r y t o s ho w
a n a f f i r ma t i v e c o mmi t me n t t o a c q u i r e o r c o nt r a c t
qu a l i f y i ng e ne r gy

property

t ha t

invo l ve s l o ng-

t e r m pro je c ts . P r o j e c t s s u c h a s a l a r g e b o i l e r o r
e l e c t r i c ge ne r a t o r p r o j e c t , e t c . , wo u l d q u a l i f y f o r
thi s e xt e ns i on. T he c re d it i s a va i la b le a f t e r 19 8 2 i f
a l l e xt e ns iv e e ngi ne e r i ng s t u d ie s a r e c o mp l e t e d b y
t he e n d o f 1 9 8 3 a n d t he a p p l i c a t i o n s f o r a l l c o ns t r u c t i o n p e r mi t s a r e filed be fo re 198 3, a n d if
b i nd i ng c o nt r a c t s t o a c q u i r e o r c o ns t r u c t a t l e a s t .
5 0 % o f a l l e q u i p m e nt a r e s i g ne d b e f o r e 1986.
Qua lif ying Pro per ty
T he b u s ine s s e ne r gy c r e di t s d i s c u s s e d a bo v e a p pl y t o q u a l i f i e d e ne r gy p ro p e r t y d e s c r i b e d i n S e c t i o n 4 8 ( I) o f t h e In t e r n a l R e v e n u e C o d e . I nc l u d e d a s q u a l i f y i ng p r o p e r t y a r e :
1. A l t e r na t i v e e n e r gy p r o p e r t y ;

2. Solar or wind energy property;
3. Specially defined energy property;
4. Recycling equipm ent;
5. Shale oil equipm ent;
6. Geopressured brine equipment;
7. Qualifying hydroelectric equipm ent;
8. Cogeneration equipm ent;
9. Qualifying intercity buses.

c l a s s i f i c a t i o n i s s c he d u l e d t o e xp i r e a t t he e nd o f
1982, t he W i n d f a l l P r o f i t s T a x A c t o f 1 9 8 0 p e r -
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Th e alternative energy property described in
Copyright O 1981 by the National Association of Accountants

this provision is the one that will be of primary
interest to most industrial companies. Under this
section, conversion of boilers to an alternate fuel
source will qualify for the credits. Alternative fuel
means any fuel other than oil or natural gas and
any product of oil or natural gas. In addition to
boilers using alternative fuel, other property such
as synthetic fuel equipment and coal gasification
qualifies as alternative energy property. See Section 48(I)(3) for a complete list of qualifying
property,
Firms will most likely benefit from the provisions of the 1978 Energy Tax Act when a capital
budgeting decision is made regarding the replacement or purchase of an industrial boiler. Therefore, the impacts of the business energy credits on
capital budgeting are illustrated in the following
examples using (1) the replacement of an oil -fired
boiler with one fired by an alternative energy
source (coal), and (2) the purchase of a new oilfired boiler versus a new coal -fired unit.
The Tekel Company
The Tekel Company currently is considering
the replacement of an existing oil -fired boiler with
a new coal - burning unit. If the coal unit is selected, it will not be complete for three years (January 1, 1985).However, engineering work will begin immediately and contracts will be let by the
end of 1982. In the interim, the oil -fired boiler will
be used. Both the oil and coal units have useful
lives to the year 2000. The oil -fired boiler was purchased in 1975 at a cost of $500,000 and is depreciated on a straight -line basis with no salvage value. The new boiler and related coal- handling
equipment will cost $1,350,000 payable to the
vendor January 1, 1985.
In this example, the boiler is assumed to be five year depreciable property under the Economic
Recovery Tax Act (ERTA) of 1981. The accelerated cost recovery system (ACRS) schedule for
1985 is used to calculate the net present value. On

January 1, 1985, the existing boiler is estimated to
have a salvage value of $90,000. The energy cost
savings of the new boiler are estimated at
$150,000 per year ($90,000 after -tax); and the
corporate tax rate is 40%. Assuming a corporate
discount rate of 16 %, Table I presents the calculated net present value of the new boiler before
consideration of the Energy Tax Act provisions.
Table 1 indicates that although the new boiler
saves $150,000 of fuel per year of operation (more
than the straight -line depreciation of the coal boiler) and receives numerous tax incentives, including an investment tax credit, the net present value
of the boiler is significantly negative, suggesting
that the investment should not be made. The negative net present value results from the heavy discounting of benefits that occur over a 15 -year period, and the small discounting of costs which
occur early in the project.
Two important incentives of the Energy Tax
Act impact the decision to convert from an oilfired to a coal -fired boiler. The most important is a
10% credit, over and above the investment tax
credit, for the purchase of a coal -fired unit. The
energy credit is applicable to the boiler itself and
any equipment used to handle, store or prepare
the coal. The second important provision allows
special accelerated depreciation on gas- or oil fueled boilers that are to be replaced before the
end of the originally determined useful life. In
Tekel's case, the oil- fueled unit is to be retired in
three years, 15 years before the end of its original
useful life. Therefore, the remaining book value
($360,000) less the estimated salvage value
($90,000) may be depreciated on a straight -line
basis over the three -year period.
As shown in Table 2, the ETA provisions increase the net present value of purchasing the coal
boiler by more than $95,000, resulting in a positive net present value of over $40,000.The 10%
energy tax credit improved the net present value
by approximately $86,000 while the depreciation

Gerald E. Whittenburg
is associate professor,
School of
Accountancy, San
Diego State University.
He has a Ph.D. degree
from the University of
Houston and a
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Management
Accounting.

Table 1
Tekel Company: Incremental Present Value of Coal Boiler
Without Incentives of Energy Tax Act

-

1990 -1999

-

131,350,0001'
90,000

1985.1989

-

1985

-

-

January 1,

-

-

-

$90,000

Varied'
-

84,000

Present value
($864,9451
57,663
321,471
86,495

-

-

-

135,000
!$8,000!

290,098
53,819

-

-

Purchase price of coal equipment
Salvage value of current equipment
Estimated after -tax annual savings in
fuel costs
Investment tax credit
Tax savings from differential in
allowable depreciation
Tax savings on the book loss from sale
of existing equipment 1(500,000
200,000 - 90,0001.41

19821984

-

Item

1$ 55,399)
'Parentheses denote cash outf lows.
'Annual dif ferential varies due to the acc elerated c ost recovery system.
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Imagine a typewriter
that can tell you when you
have a wrong number.

"No Problem;' with Lanier. You can add. Subtract. Multiply.
THE SUPER' NO PROBLEM
Divide. And double check your figures before the final
Maybe you need a lot of things the No Problem typewriter
report is printed. And that's just a fraction of what
can do, but you need them all at once. With the Super
Lanier No Problem® typing can do.
No Problem you can handle it. It prints out letters, verifies
WORK GETS OUT FASTER —WITH NO PROBLEM
totals, and accurately speeds through those financial
statements the senior partner wants by noon. Up to 200
Now even the most complicated financial documents
pages can be stored on a single disc.
can be done faster than ever before. Because typed pages
NO PROBLEM SHAREDSYSTEM'm
first appear on a TV -like screen, errors can be caught
before printing anything on paper. No mistakes. No
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First there's the No Problem. It revolutionized typing. In
addition to turning out fast, clean work, the Lanier No
Problem typewriter can sort lists, and merge information
from two different sources. It stores your firm's standard
accounting formats, reducing "make- ready" time page
after page. And the No Problem typewriter stores up to
40 pages on a single memory disc.

NUMBER ONE IN SERVICE AND SUPPORT

Your new Lanier typing system arrives with a member of
our staff to unpack and set it up. In addition our experts
train your secretaries to become productive immediately And our service people will be with you, through
thick and thin. No wonder Lanier was rated best by
users for service and support in a 1980 survey by Quantum
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Table 2
Tekel Company: Incremental Present Value of Coal Boiler
With Incentives of Energy Tax Act
1985 -1989

1990 -1999

Present value

($1,350,0001

($864,945)
57,663

-

-

-

-

-

90,000

$90,000

321,471
86,495

-

-

-

135,000
-

-

Varied

($8,000)

290,098

-0-

-

0-

$28,000

62,885
86,495

-

135,000
$

-

-

Purchase price of coal equipment
Salvage value of current equipment
Estimated after -tax annual savings in
fuel costs
Investment tax credit
Tax savings from differential in
allowable depreciation
Tax savings on the book loss from sale
of existing equipment
Increase in tax savings resulting from
reduction in useful life of existing
machine to three years 1(90,00020,000).41
Energy tax credit

January 1, 1985

-

Thanks to the
ETA, the
replacement of
an existing
boiler may be
an attractive
alternative.

1982.1984

-

Item

acceleration of the existing boiler resulted in a net
present value increase of about $9,000. As the
Tekel example demonstrates, the provision of the
ETA may cause an otherwise unattractive replacement of an existing oil- or gas -fired boiler to
be an attractive alternative.
The Witt Company
The Witt Company is planning to construct a
new manufacturing facility to begin operation
January 1, 1983, and must purchase an industrial
boiler for the facility. An oil -fired unit can be purchased for $1,000,000, and will have a useful life
of 20 years with no salvage value. A coal -fired
boiler and related equipment can be purchased for
$2,000,000, and also will have a useful life of 20
years with no salvage value. The coal unit will
provide an estimated fuel savings of $130,000 per
year ($78,000 after tax). The Witt Co. uses a discount rate of 16% and has a marginal corporate
tax rate of 40 %. Table 3 presents the discounted
cash flow analysis of the two options without consideration of special tax provisions. Depreciation
is five - year -life property under the accelerated
cost recovery system for property placed in service in 1983.
Table 3 indicates that without special tax provi-

40,162

sions the Witt Co. is not likely to purchase the oilfired boiler because the incremental net present
value of the coal unit is negative. However, several
tax incentives are available to the Witt Co. The
coal -fired boiler is eligible for a 10% energy tax
credit. In addition, the coal unit can receive the
normal 10% investment tax credit while the oil
unit is generally ineligible for it. Therefore, the
coal -fired boiler enjoys a 20% tax credit advantage. Another provision of the ETA allows accelerated cost recovery system c1.- preciation for alternate fuel boilers, but generally prohibits ACRS
depreciation for oil- or gas -fired boilers. The impact of these provisions on the capital budgeting
decision is demonstrated in Table 4.
The energy tax provision increased the incremental present value of the coal unit by $438,754
when compared to an oil -fired boiler. The increase
in net present value is equal to almost 22% of the
original purchase price of the coal unit. In other
words, the energy tax provisions reduced the effective cost of the coal -fired boiler by 22 %, a very
sizable incentive. The ETA in conjunction with
the recently passed ERTA provides a powerful incentive to purchase alternate fuel boilers rather
than new oil or gas units.
The Energy Tax Act provides numerous incen-

Table 3
Witt Company: Incremental Discounted Cash Flow Analysis
Without Energy Tax Provision
1983 -2002
-

($1,000,000)'
$78,000

Present value
($1,000,000)
462,446

-

Difference in initial purchase price
Estimated annual after -tax fuel savings
Incremental tax savings from depreciation (Accelerated Cost
Recovery System)
Difference in investment tax credits

1983

Varied'

257,332
100,000

-

Item

100,000
e

oeo%

I oA

'Parentheses denote incremental cash flows that favor the purchase of the oil -fired boiler.
'Annual differential varies due to the accelerated cost recovery system.
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Table 4
Witt Company: Incremental Cash Flow Analysis With Energy Tax Provisions
1983

($1,000,000)'

19831987

1988 -2002

Present value

151,000,0001

-

Item

Difference in initial purchase price
Estimated annual after -tax fuel savings
Tax savings from depreciation using straight line depreciation for oilfired boiler and accelerated
cost recovery system for coal unit
Investment tax credit for coal unit
Energy tax credit for coal unit

$78,000
-

-

462,446

($20,000)
-

-

-

Varied
0

396,086
200,000
200,000

-

200,000
200,000

$ 258,532
'Parentheses denote incremental cash flows that favor the purchase of the oilfired boiler.

tives for business to adopt energy conservation
policies. Some of the most important of these incentives are directed at converting oil- or gas -fired
boilers to an alternate fuel source, primarily coal.
The provisions can have a significant impact on
boiler purchase decisions (and other qualified energy projects) because the tax savings incorporated in the Act occur in the early years of the time

horizon of the project. When discounting at today's relatively high rates, the tax savings in early
years of the project are particularly important because immediate tax benefits can significantly improve the net present value of capital projects.
Capital budget planners should be aware of the
major impact of the business energy credits on
their decision analysis, as illustrated here.

Immediate tax
benefits can
significantly
improve net
present value of
capital projects.

OPINION
644
figures add up beautifully; however, obscure
might be the kindest word for the accompanying written explanation.
Teach Them "the Real World" of Economics.
The colleges and universities generally inculcate their students well in the fields directly related to accounting, i.e.: cost accounting, variable budgeting, accounting trends and techniques and so on. Perhaps they educate their
students too well because the average accounting graduate has little concept of the real
business world and the economic engine which
drives it. They fail to recognize that the accounting techniques which they have learned in
school sometimes fail to provide the right information upon which businesses must decide
critical issues, or to present the real economic
facts of life. It is important that the educators
find some means by which they can make their
students aware that accounting rules are merely conventions to be bent or broken if necessary to arrive at the right answer for management.
Teach Them the Importance of Ethics!
It has been stated that, "education has for its
object, the formation of character." Character
implies that the educated individual will act
within a high standard of ethics, even though
such body of ethics may never be put down in
MANAGEMENT ACCOUNTING/ NOVEMBER 1981

writing. Among many accounting graduates, the
military philosophy, frequently called the "subordinate syndrome," is very prevalent. The person acts out and is comfortable in the role of
the subordinate. He wants others to do the
thinking for him. The management accountant,
by the very nature of his position, must stand
tall when it comes to ethics. Business managers, whether they recognize it or not, continually need fresh ideas and need people who will
properly stand up and be counted in today's
business world.
Townsend, some years ago, in his book, Up
the Organization, said of his controller, that he
was not always right and he sometimes made
mistakes but that he could count on him for
scrupulous honesty and to blow the whistle on
management when necessary, We wonder if
every senior executive could say the same of
his accounting staff. To the educators of the
world then, we say, teach your accounting students the importance of being ready to stand
up and be counted when the roll is called.
Teach Them to Work through People!
By the very nature of his job, the management accountant is or will become a manager.
This implies, therefore, that he must have at
least some rudimentary knowledge of how to
work through people. Yet, chances are, in col►►52
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Management Accountants:
Are You Ready for VAT?
Every buyer of goods and services must pay this tax whether
he or she is a manufacturer, wholesaler, retailer, or final consumer.

1
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By Ray L. Brown
A Value Added Tax (VAT) affects more businesses and consumers than does a tax on income.
Every buyer of goods and services must pay the
tax, but businesses can pass it along to the final
consumer who eventually pays the entire tax and
who cannot claim a tax refund or credit.
The U.S. Congress considered a value added
tax last year, and a national discussion on the subject may come up next year. Most European and
South American countries already have implemented a VAT during the past 30 years, Mexico
implemented one just last year, and, even closer to
home, Michigan recently enacted a single business
tax similar to a value added tax.
The defeat in November 1980 of Representative
Al Ullman (D. -Ore., past chairman of the House
Ways and Means Committee) —the strongest
Congressional proponent for VAT —was only a
temporary setback according to VAT adherents.
Even though the Reagan Administration could
benefit from VAT, it did not add this tax to its
agenda. Next year may be different because VAT
has features that coincide with major Administration objectives. It encourages savings and investment because neither is taxed; it discourages consumption by taxing consumption; and it encour00 2 5 -1 6 9 0 /8 1 /6 3 0 5 -0 1 4 6 /$ 0 1 .0 0 /0

ages exports because they are not taxed. In a nutshell, increased investment and decreased consumption by individuals can help the Administration achieve its goal of a stronger, more modern
industrial base that is more competitive in world
markets.
There could be an even stronger push for a
VAT if the United Kingdom's current strategy is
successful. The U.K. recently reduced its income
taxes and increased its VAT with the expectation
that investment and productivity will increase.
There is a precedent for this action. The economic
growth of West Germany in the early 1960s was
attributed —at least in part —to the implementation of a VAT.
What Is a Value Added Tax and How Does It
Work?
The value added tax is a tax added to the sales
price of goods and services at every step of their
economic life. The tax ultimately falls on and is
paid by the final consumer. The VAT system is
neutral in deciding who the final consumer will
be. Every buyer of goods and services must pay
the tax whether he or she is a manufacturer,
wholesaler, retailer, or final consumer. In turn,
each buyer gets a tax credit for the amount of the
value added tax paid on goods and services that
Copyright ©1981 by the National Association of Accountants

Table 1
How a Value Added Tax System Works
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VAT billed (A = $30; B = 832; C = 850)

= 8112

VAT credits (B = 830; C = 832)

=

VAT collected by the government (A = 830;
B = 82; C = 818)
VAT paid by customer D

= 8 50

62

= 8 50

ar e to b e res o ld o r a re to b e u s ed in pro du cin g
other goods or services for resale. Thus, the tax
keeps m o vin g fo r ward fro m th e o r igin al seller o f
goods and services u ntil it finally falls o n the final
consum er. Th e valu e ad ded tax gets its n ame fro m
the fact th at th e tax increases in p rop o rtio n to th e
value, or p rice increase, each bu siness entity in the
econom ic ch ain ad d s to th e p ric e it p aid a p revious seller fo r go od s an d services.
A hypo th etical seq uen ce of b u sin ess tran sactions will sh o w h o w a VAT sy stem o p erates.

what it was, charged by Producer A. Liability
for the tax accrues on the billing date of the
sale, and frequently tax payments are due before the customer pays the sales invoice.
3. Retailer C sells the goods to Consumer D for
$500 plus a VAT of $50 (10% of selling price).
Retailer C files a monthly /quarterly tax return
showing (1) $50 VAT on sales made and (2)
$32 VAT paid on goods bought for resale. C
encloses a check for $18, the difference between
what it billed Consumer D and what it was
charged by Wholesaler B.
1. Produ cer A sells goo ds to Wh olesaler B for 4. Consumer D, being the final purchaser in this
$300 p lu s an assum ed V A T r a t e o f 1 0 % , or
example, does not file a VAT return. He or she
$30 in this case. Producer A shows the sale on
is obligated to pay the tax to Retailer C who
his next monthly (quarterly, for firms with
pays the tax to the government. The final convery small VAT liabilities) tax return and ensumer sees only the final selling price (and tax)
closes a check for $30 whether or not he has
and is unaware of the specifics of the tax transcollected for the sale.
actions that previously have occurred. The se2. Wholesaler B sells the same goods to Retailer
quence of transactions is recapped in Table 1.
C for $320 plus a VAT of $32 (10% of selling
Every purchaser pays the tax, but the tax is
price). Wholesaler B files a monthly /quarterly passed forward from the initial producer until ultax return showing (1) $32 VAT on sales timately it is paid by the final purchaser or conmade and (2) $30 VAT paid on goods bought sumer who, in effect, pays the entire tax. Also, the
for resale. B encloses a check for $2, the differ- government is collecting the tax throughout the
ence between what it billed Retailer C and economic sequence; it does not have to wait until
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Some Aspects of a VAT
• Business decisions can be made without considering their tax effect.
• This tax is harder to evade than income taxes, hence its popularity (with
tax collectors). Evidence shows tax evasion is increasing in the United
States.
• Governments find a VAT easy to calculate, audit, and collect.
• A VAT stabilizes revenues because it is a tax on consumption expenditures, and these expenditures fluctuate less than income.
• Governments legally can rebate this tax to exporters under current
trade agreements, but they cannot rebate income taxes. Thus, the
current income tax system puts U.S. exporters at a disadvantage vis-a vis the other major exporting countries that have VATs and currently
rebate them. If the United States switched to a VAT, this current export
disadvantage would disappear.
• The advantage of a VAT is lessened if it is implemented without
repealing the tax on business income.
• The income tax on business, in effect, subsidizes inefficient and unprofitable companies because they pay less tax than an efficient business.
Replacing the income tax with a VAT would eliminate this subsidy.
• The income tax provides a counterbalance to the business cycle. It raises
more tax revenues during economic upturns and less revenue during
downturns. A VAT raises revenue on a more constant basis. It does not
have the countercyclical influence of income taxes.
• A VAT is regressive
• It is politically easier to raise the VAT rate (and thus raise more revenues) than it is to raise revenues by increasing income or social security
tax rates.
• A VAT tends to increase inflation when first implemented. Consumers
see that prices are increasing (by the amount of the tax) and, in turn,
want wage and salary increases to offset these price increases.
• A VAT affects cash flows.
• The accounting system for a VAT is relatively simple. One does not
have to determine which revenues constitute income or which expenses
qualify as deductions, exclusions, or exemptions.
• A VAT does not subsidize debt or any other business expense as it is a
tax paid only on purchases.

PURCHASE INVOICES
Purchase invoices pertaining to goods or services which will be all or part of a product or service sold to others must be retained. These invoices
are the basis for refunds and must be available for
audit. One legally cannot claim a refund without
the supporting document of a seller's invoice
showing that a VAT was billed. Invoices usually
are recorded and filed by the month in which the
seller dates them. The buyer can file for a refund
(tax credit) in the same month whether or not the
invoice has been paid. A VAT column in the purchases journal and cash disbursements journal
(for cash purchases) can be used to show the
VAT portion of an invoice and to expedite preparation of the monthly tax return.
Invoices for the purchase of capital assets usually are treated different from those for purchases of
inventories and services because regular VAT refund procedures typically do not apply. Usually
the VAT paid on capital assets is refunded over a
number of years. The government treats VAT refunds on capital assets different for several rea-

the final sale. In addition, the tax accrues on the
billing date, not on receipt of payment by the customer. Likewise, a merchant or manufacturer can
claim a tax credit for the VAT billed on a purchase before paying for the purchase.
Importers normally enter the VAT at step 2
and pay a VAT directly to the government before
goods are released from customs. Importers can
and will request a tax credit on those goods intended for resale. Some countries permit the importer to file for the credit on its next VAT return,
while other countries make the importer wait until the goods are resold. The latter practice tends
to keep the government from having to issue VAT
refund checks.

sons:

VAT Accounting Systems

Purchases made for —or ultimately used by—
owners or employees must be segregated because
they are classified as purchases for final consumption and a VAT credit is not authorized. Purchase

The accounting procedures required to support
a value added tax are relatively easy to meet. Other countries have not found it necessary to require
42

specific accounting systems to support their VAT
system, and the same probably will be true in the
United States. Basically, a VAT accounting system must identify: every purchase on which a
VAT is included, purchase returns and allowances
relating to purchases which included a VAT, every sale, and sales returns and allowances which
reduce the VAT billed to customers. In addition,
purchases must be divided into three categories:
goods or services which will be all or part of a
product or service sold to others, capital assets,
and goods or services that will be consumed by
the owners or employees.
Sales and purchase cash discounts do not complicate the VAT. Sellers must charge and pay the
tax on the gross sales price.

• Prorating the tax credit minimizes the likelihood of a company showing more credits than
liabilities on a tax return (and minimizes the
possibility of the government having to process
a refund check).
• The government wants to offset a tax credit
against the tax liability on subsequent sales.
These sales normally take place over the life of a
capital asset.
• The government wants to lessen the possibility
that the capital assets will be purchased for immediate resale outside the VAT system (there is
usually no tax on secondhand capital assets).
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Cash flows
probably will
change when,
and if, a VAT
system is
instituted.

returns and allowances must identify the VAT
that is credited by the seller. As with purchases, a
separate VAT column in this journal will expedite
preparing the VAT return. Refunds (credits)
claimed on the tax return are the net of taxes
billed on purchases minus adjustments which are
the results of returns and allowances.
Purchase invoices are subject to audits designed
to determine that tax credit requests have been
substantiated and are correct. A typical concern is
that invoices are used only once. Some VAT systems allow small vendors to issue invoices that are
tax - inclusive. Each buyer must determine if it is
cost effective for him to separate the VAT aspects
of the invoice for computing tax credit.
SALES INVOICES
Recording sales may be even easier than recording purchases. Preparation of the tax return can
be expedited if a separate column in the sales journal is used for VAT. More than one column is
needed if more than one tax rate is legislated.
Even with only one rate, a separate VAT column
is useful if sales sometimes are made to exempt
organizations, such as the federal government, or
if export sales are made (no tax imposed).
Sales invoices —and the sales journal, too —
should show the shipping date. This date, or the
invoice date, determines the seller's liability for
the VAT. Organizing the sales journal by the appropriate date will expedite preparation of the
monthly tax return. The shipping or invoice date
also is important when there is a change in tax
rates because ordinarily the rate on the shipping
date applies.
Sales invoices also should show the customer's
name and address to help the customer substantiate claims for refunds and to help the seller substantiate the tax rate used or the appropriateness
of not adding the tax when customers are exempt
from the tax. Finally, the sales invoice should
itemize the price and the VAT for each item billed
if more than one tax rate is applicable. Sales returns and allowances records should segregate
and list the VAT for each transaction. The VAT
liability on sales is reduced by the VAT credits
given to customers.
All sales invoices, cash register tapes, and the
like must be retained for audit. An audit will determine that a tax was billed —if appropriate —
and that the correct tax rate was billed. Errors on
invoices, or missing invoices, usually benefit the
government. If tax overcharges are made, the government benefits by retaining the excess. If undercharges are made, the seller must make up the
deficit.
Some Other Accounting Issues
A record should be made of the VAT portion of
accounts receivable that has been written off as
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uncollectible. Credits usually are allowed for taxes
previously paid on the sales represented by these
receivables. If a tax credit has been taken and the
customer subsequently pays the account receivable, the tax again is due the government.
Cash flows probably will change when a VAT
system is instituted. One change is that liability
for the VAT accrues on the billing or shipping
date and may have to be paid to the government
before the company collects from the customer. A
second cash flow situation relates to probable
changes in the cost of purchases. Purchases
should cost more because of the addition of the
tax. On the other hand, sales revenue might decrease —which also would affect cash flows. In
other countries, some wholesalers and retailers
have felt that competition required them to reduce
selling prices (before adding the VAT) in order to
absorb part of the overall price increase their customers were facing. In other words, higher purchase prices and possibly lower selling prices plus
the timing of tax credits on purchases and tax
payments on sales will require a detailed cash flow
analysis.
A VAT will not affect costing systems or inventory costs. Purchases are recorded net of taxes,
inventories are costed net of taxes, and pricing
should be a function of either full costing (excluding VAT) or market conditions. A VAT is not a
cost component of the price charged a customer;
it is an addition to the price charged.
Three additional general ledger accounts are
needed for a VAT accounting system: VAT refund receivable (current asset), VAT payable
(current liability), and a VAT holding account
(noncurrent asset, usually classified as a plant and
equipment account). Purchases are recorded as:
Dr. purchase (or inventory)
Dr. VAT refund receivable (for the tax paid on
purchases)
Cr. accounts /vouchers payable (for the full
amount due the seller).
Sales are recorded as:
Dr. cash /accounts receivable (for the full
amount of the transaction)
Cr. sales (at selling price before adding the
VAT).
Cr. VAT payable.
The journal entry= for sales is similar to the one
made by companies that identify and segregate
state and local sales taxes when recording sales.
The VAT holding account is necessary if the
government requires buyers of capital assets to
prorate the VAT refund over a number of years.
For example:
Dr. plant /equipment, and the like
Dr. VAT holding account (for the amount of
the tax)
Cr. accounts /vouchers payable.
10-00-52
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Needed: Tax Reform
to Save the U.S. Economy
The economy will continue to flounder unless the federal
government offers businesses and individual taxpayers incentives
for saving and capital formation.

By W illiam J. Giuliani
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Th e Un ited States' econ o my h as reached the crisis
stage— sh owing th e sy m ptom s o f inflation, unem plo yment an d lacklu ster national productivity.
Eco n o m ists, b u sin ess p eo p le an d the public have
deno un ced the U.S. tax system as the primary
cause o f these eco no m ic wo es.
Wh at can b e d o n e to rev erse this trend? Unaccep tab ly high inflation an d un em ployment rates
will co n tin ue u n less o rd er is restored to currently
dish eveled cred it and cap ital m arkets through tax
po licies th at en co u rage cap ital form ation. Consequ en tly , a great d eal o f atten tio n has been given to
stru ctu ral tax refo rm in ord er to reduce tax disincen tives an d retu rn Am erica to an era of prosperity. To acco m plish th is goal, however, taxation
must be shifted away fro m capital income and
to ward co n sum p tio n .
Cu rren tly , th ere is mo vement toward a consu mp tion tax which would require taxes to be
paid o n ly o n th e am o u nt o f th e taxpayer's incom e
that actu ally is con sum ed or used to purchase
goods an d services instead o f on the entire inco me. Eco n o m is t Martin Feld stein, for exam ple,
prop o ses a system whereby ded uctions could be
taken fo r an y am o un t invested in stocks, bonds
0 0 2 5 -1 6 9 0 /8 1 /6 3 0 5 -1 3 8 3 /$ 0 1 .0 0 /0

and regular savings account deposits.' Such a consumption tax is designed to encourage investm ent,
thereby providing sources of capital for business
plant im provem ents and expansion. Major saving
disincentives are present in the current income tax
structure because the system taxes ordinary incom e generated by m ost investm ents, such as interest and dividends, and any cap ita l ga ins re alized when the investments are sold, although
often at a lower rate. This taxation of incom e from
capita l sour ces u ltim at ely af fects all a reas o f the
econom y.
Inflation and Productivity
U,S. tax policy has an im portant im pact on inflation, and vice versa. Persistent high rates of inflation and slow rates of econom ic growth have
caused many people to advocate tax reform s in
order to res tore a healt hy econom y.'
According to the quantity theory of m oney, inflat ion occ urs whe n t he r ate of inc reas e in a nation's m oney supply exceeds the rate of growth in
its aggregate supply of real goods and services.'
An increase in the dem and for products raises the
price of a produc t if the supply o f the pr oduct is
fixed. Therefore, an increase in the m oney supply,
which causes an increase in purchasing power or
Copyrights) 1981 by the National Association of Accountants

effective demand, will cause prices to rise in the
short run. This type of inflation, called "demand pull," often is accentuated by the federal government's monetary and fiscal policies.
The Federal Reserve System's monetary policy
controls the supply of money in the economy by
affecting the banking system's ability to create
money through the lending process.' The Fed can
change the money supply by lowering or raising
the discount rate it charges member banks on borrowed funds and by altering reserve requirements
that banks must maintain against its customers'
deposits. Most important, however, are the Fed
open market operations. To increase the money
supply, the Fed purchases U.S. government securities, and to reduce the supply its sells such instruments.
When U.S. government securities are sold to
the public, the money supply is reduced because
dollars are paid to the Fed that otherwise would
remain within the commercial banking system or
circulate as currency. To the extent that funds are
withdrawn from commercial banks to buy the securities, the transactions have a multiplier effect
because a bank's ability to lend or create money is
impaired. The reverse is true when the Fed buys
U.S. government securities because this action injects into the economy money which will enter the
banking system and increase the system's ability
to lend money. Open market operations of the
Fed have long been considered the most powerful
tool available when manipulating the money supply.
Government Fiscal Policy
More relevant to the U.S. tax system is the federal government's fiscal policy which involves the
level of government spending relative to its receipt
of revenues. An increse in the federal budget's deficit through tax reductions and /or additional
spending programs stimulates the aggregate demand for products and services, thereby benefiting
a recession-afflicted economy. At the same time,
however, such a policy will worsen the problems
of demand -pull inflation.' Consequently, many
economists advocate a balanced budget in order to
ease these inflationary pressures because the impact of fiscal policy on aggregate demand would
be lessened, and the economy's "natural" business
cycle would not be affected by politically appealing tax cuts and government handouts, both of
which have accentuated rather than resolved the
United States' problems.
Balancing the budget, however, becomes more
difficult during periods of restrictive monetary
policy and high interest rates. A I % rise in the
unemployment rate causes an annual decline in
government revenues of $16 billion and increases
government spending on unemployment compensation and welfare by about $4 billion a year.'
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But, a balanced budget and a stable monetary policy are not a "cure -all" for a nation's economic
woes. Inflation also can occur because of sluggish
economic growth or decreases in the rate of productivity of workers.
A competing theory of inflation is called "cost push" or "supply- side" inflation, which occurs
when the supply of goods and services decreases
while the economy is not operating at full
capacity.' A vicious circle occurs. Workers demand higher wages, and businesses raise prices
and /or reduce production because of increasing
costs. At the root ofcost -push inflation is the nation's growth in productivity. A firm can absorb
wage and other cost increases without raising
prices only if the productivity of its labor force is
increasing at an equal or greater rate.
In order to increase productivity nationally,
corporations must have a sufficient supply ofcapital funds from internal (retained earnings) and
external (individual savings and investment)
sources. The productivity problem involves "supply -side" economic questions, and high levels of
productivity are essential to curing inflation without lowering living standards. A consumption tax
would stimulate capital formation in the U.S.
economy which in turn would enhance labor productivity. The result would be a reduction in cost push and demand -pull inflation, assuming, of
course, a balanced budget and stable monetary
policy.

The effects of
inflation have
been offset only
partially by
discretionary
tax cuts.

Capital Formation
A consumption tax would revoke the present
system of taxing reinvested capital income. Currently, the maximum capital gains tax rate for individuals is 20 %. Although this rate is considered
favorable treatment of capital income, a review of
the history of the capital gains tax law will show
some interesting insights into its impact on capital
formation.
In 1969, Congress raised the maximum net capital gains tax rate from 25% to 42.5 %. The maximum rate eventually rose to 49.1%, was reduced
to 28% by the Tax Reform Act of 1978, 8 and
dropped to 20% under the Economic Recovery
Tax Act of 1981. The effect of these changes on
the stock market as a primary source of new capital funds has been significant.
The portion of the U.S. population holding
shares in publicly -owned corporations increased
by 7% a year from 1949 to 1969. Since 1970 the
numbers have declined by 6.5% per year. If we
assume an average investment portfolio of
$10,000, this exodus of investors translates into a
$100 billion reduction in the supply of equity capital, approximately 17% of the funds raised externally by companies since 1969.9 The number of
initial common stock public offerings plunged
steadily from 1,298 in 1969 to a low of 25 in 1975.
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It is no
coincidence
that Germany
and /apan have
such high
productivity
growth
rates . . . and no
capital gains
tax.

Of the 58 new offerings in 1978, 69 % were issued
during the second half of the year, after the passage of the Tax Reform Act appeared certain. In
1979 the number increased to 144, and during the
first quarter of 1980, there were 31 initial offerings, more than twice the number during the first
quarter of 1979. 10
Using the inverse of a stock's price- earnings ratio as an estimate of the after -tax cost of equity
capital, analysts point out that the 500 companies
making up the Standard and Poor's Index of
Common Stocks have experienced an increase in
the cost of equity capital from 5% in 1969 to approximately 14 % today.'' As the cost of borrowed funds is tax deductible, an equivalent prime
rate of interest would be 26 %, which means that
of the $600 billion in capital raised by public corporations in the past nine years, 88% has been
supplied by debt financing and only 12% by
equity. 12 Heavy corporate borrowing causes a rise
in the demand for debt capital, which in turn increases interest rates. The result is an upturn in
the cost of capital, which causes firms to increase
the required return on investment (ROI) when
evaluating capital budgeting proposals. Therefore,
restrictive capital gains tax laws have discouraged
business investment in plant expansions and productivity improvements.
Ironically, the federal government's revenue
receipts from taxes on capital gains actually decreased as a result of the 1969 rate increases. Capital mobility was adversely affected because investors often avoided large tax liabilities by holding
onto securities showing a "paper" profit. U.S.
Treasury receipts from capital gains taxes fell
from $7.2 billion in 1968 to $5.4 billion in 1974."
As a percentage of the total individual federal income taxes, government revenue from the capital
gains tax declined from 9.3% in 1968 to only
2.7% in 1970. 14
The responsiveness of investors during the
1970s to changes in the capital gains tax rate perhaps came as a surprise to both politicians and
economists because most pre -1970 studies of consumption and savings patterns excluded variations
in after -tax interest rates. Several post -1969 econometric studies, however, included such variations, and their findings clearly suggest that heavy
taxation of capital income substantially curtails
private saving and that a restructuring of our tax
system in order to spur capital formation must be
a top priority during the 1980s. 15
Inflation and Taxation
The interrelationship between tax policies and
the nation's economy is complicated by the fact
that inflation historically has caused increases in
the tax base upon which tax rates are applied to
compute tax liability. Because of the progressive
nature of our fixed -rate tax system, cost -of- living
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adjustments to wages have forced taxpayers into
higher and higher tax brackets, thereby causing
them to pay larger shares of their real, or inflation- adjusted, incomes to the federal government,
Furthermore, adverse effects on business are
caused by "historic" cost depreciation and other
deferred deductions because each dollar of tax
benefit available in future years has a lower and
lower purchasing power because of inflation.
Tax system indexation may offset taxation of
"artificial" income. While proposals for implementing indexation vary, the basic idea is to adjust tax brackets, capital gains, fixed deduction
limits and tax credits proportionately in response
to changes in some general price index. 1e The depreciation problem then could be resolved by increasing tax net book values each year in proportion to the indices."
Under its new law, the United States will implement partial indexation beginning in 1985. Currently many other countries use such a system
successfully. Many political leaders have argued
that the adverse effects of inflation historically
have been offset in the United States by periodic
discretionary tax reform and reductions, but a
comparison of actual tax cuts from 1965 to 1975
with the reductions that would have occurred under indexation clearly shows that the effects of inflation have been offset only partially by these dis-

cretionary tax cuts.'"
Whenever the federal government gains tax revenues as a result of inflation, individuals lose purchasing power and other freedoms guaranteed by
the Constitution. t9 In addition to stripping Congress of its vested self - interest in inflation, the implementation of indexation, with respect to its effect on capital gains, will reduce demand -pull inflationary pressures by improving after -tax rates
of return and encouraging individuals to save. The
resulting improvement in the rate of capital formation will increase productivity growth rates, reducing cost -push inflation.
Taxation and Equity
Our U.S. tax structure provides the federal government with revenues drawn from the private
sector in order to finance spending programs that
benefit the general public. Such programs redistribute income, provide for our defense needs, and
perform services that otherwise cannot be provided effectively by private enterprise. Any discussion of tax reform also must address the issue of
equity in the distribution of the tax burden that
results from government programs.
Taxation of capital gains does not maximize
government revenues. Because capital investment
creates jobs and profits, it in turn increases government tax revenues and reduces expenditures
for unemployment compensation and other forms
of wealth redistribution. For example, the AmeriMANAGEMENT ACCOUNTING/ NOVEMBER 1981

can Electronics Association estimates that every
dollar of investment in the electronics industry
creates 30c a year in direct taxes as long as the
money remains invested. 20 Assuming a discount
rate of 9.14 %, the present value of 30¢ per year
amounts to $3.28.If the government taxes capital
gains, it receives a maximum of 20¢ today on each
dollar of capital gains it taxes. If, on the other
hand, investors are allowed to reinvest their gains
tax -free, the government would receive a stream
of tax revenues worth $3.28 for each dollar reinvested. Thus, in the electronics industry at least,
the government would be better off not taxing any
reinvested gain!
The problem of distributing the tax burden
equitably would be lessened if the per capita cost
of financing government programs were minimized through incentives for economic growth.
Equity could be achieved through some form of a
progressive tax on consumption and through the
reduction of the regressive effects of inflation and
unemployment.
Signs of Change
Recent legislation and other tax proposals are
addressing current economic problems. Signs of a
shift in the public's attitude towards tax policy
have surfaced, and many observers believe that
tax measures fostering capital formation will take
precedence and may even dominate tax reform in
the 1980s. The Economic Recovery Tax Act is the
first step toward reform, and a value added tax
system probably will be discussed soon. [See Ray
Brown's article in this issue on value added tax for
information on that measure.]
Another proposed tax reform measure is the
Holland- Martin Bill. Sponsored by Kenneth Holland (D. -S.C.) and James Martin (R.- N.C.), the
bill would allow a taxpayer to set up an Individual
Investment Account (IIA) as a vehicle to defer
taxes on investments and savings." Similar in
concept to an Individual Retirement Account
(IRA), the IIA mechanism would involve three
accounts: the capital account, which covers the
initial and subsequent investment amounts; the
long -term capital gains account; and the ordinary
income account, which includes dividends, interest, short -term gains, and the like. As long as all
returns are reinvested in one of the three accounts,
the individual would pay no taxes. When funds
are needed, they must be withdrawn first from the
ordinary income account until it is exhausted.
Taxes are due only on the withdrawn amount and
are computed at ordinary income tax rates. Next,
one may withdraw from the long -term capital
gains account and pay taxes at capital gains rates.
Finally, only after the other two accounts are depleted may the capital account be invaded, As it
consists of the original investment, its withdrawal
would be tax -free.
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With the recent enactment of major tax legislation, however, it is unlikely that either a value
added tax proposal or the Holland- Martin Bill
will be passed in the next few years. Nonetheless,
the measures remain noteworthy because each includes provisons designed to combat inflation by
encouraging savings and investment.
Finding the Solution
The key to the economics of taxation is to attack inflation and unemployment from the supply
side by improving the nation's productivity
through incentives for personal savings, capital
formation, and business investment in plant and
equipment. The supply side success of the Economic Recovery Tax Act of 1981 will depend to a
great extent on the consumption- versus - savings
choice that each taxpayer will make in the years
ahead. The few capital formation incentives to be
found in the Act stop short of a commitment to
supply -side economics. Thus, the legislation has
been criticized by some as a Keynesian, pro -consumption and inflationary tax cut. 22
Therefore, the appropriate direction for Congressional tax reform during the remainder of this
decade is to go beyond the Economic Recovery
Tax Act of 1981 and to shift the emphasis entirely
from the taxation of income, particularly capital
income, toward the taxation of consumption. A
complete repeal of the capital gains tax would be a
logical first step. It is no coincidence that Germany and Japan have such high productivity growth
rates and no capital gains tax.23
Eventually, however, tax reform should move
toward the consumption tax advocated by Feldstein, whereby taxpayers would be permitted to
deduct from gross income any amounts invested
in common stock, bonds, regular savings accounts, and other forms of saving. A value added
tax would accomplish much the same objective,
but the current proposed measure falls short by
stipulating the co-existence of VAT with the present income tax.

In the
electronics
industry, at
least, the
government
would be better
off not taxing
any reinvested
gain!

Some Encouraging Signs
It is encouraging that other changes required to
improve the economy have been advocated in our
nation's capital. President Reagan has succeeded
in legislating massive spending cuts designed to
balance the budget in the near term, given the tax
reductions enacted in 1981.The Federal Reserve
System appears determined to stabilize the money
supply irrespective of interest rate levels, and the
Reagan Administration is calling for a reduction
in government regulation and a greater reliance
on free enterprise to meet our economic and other
goals. In this environment, tax reform is essential.
Without implementing some incentives for saving
and capital formation, these other changes will
not be given a fair test, and the cure for what ails
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the economy may never be found.
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The VAT holding account is credited and VAT
refund receivable is debited as refunds are claimed
on monthly tax returns. The timing of the VAT
refund on capital expenditures affects both the
cash budget and the timing of the cash flows used
in discounted cash flow capital budgeting calculations.
The VAT refund receivable and VAT payable
accounts should be posted monthly in order to
facilitate preparation of monthly tax returns (or
quarterly returns if the organization has so little
tax liability that it is not required to file monthly).
The difference between the monthly totals in the
VAT refund receivable and VAT payable accounts usually is the actual amount owed and
must be paid with the return.

In countries with a VAT, audit requirements
appear to be more specific than those most small
U.S. companies now undergo for income tax returns. Other governments typically expect larger
companies to be audited by independent, outside
auditors, and the audit must include VAT records
and reports. Smaller companies are either periodically inspected by the government or required to
have an independent, outside audit of their VAT
records and reports,
The value added tax system has many pros and
cons. Management accountants should understand how it works in order to participate in discussions of this tax and to understand the accounting requirements in case a VAT program is
enacted.
:1

OPINION
39-44
lege he will have had one semester or maybe
one year in management which will give him a
smattering of various theories of management
but no real, practical, how- to -do -it training. He
will have had little or no guidance as to what
makes people tick and how to motivate or direct them. Whether this is called management
or psychology or philosophy, let the student, at
least, learn something of what he may expect
when it comes to working through people and
being responsible for their work.
•

•

•

•

•

•

Fulfilling these admonitions represents quite
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a charge fo r the university and p erhaps what
we are really appealing for is the modern version of the renaissance man. If that is the case,
so be it. However, if it comes down to a choice
between educating the students in these areas
or adding a second or third level course in accounting or auditing, we would opt for the former. After the student joins the business world,
there are plenty of opportunities for him to improve his technical skills but there are too few
opportunities for him to improve his basic
knowledge and to hone his philosophy of work.
And chances are he will not take advantage of
those which do exist.
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Dilemmas in MNC
Transfer Pricing
The costs of transfer pricing manipulations
may very likely outweigh the benefits received.

By David L. Coburn, Joseph K. Ellis, III, and
Duane R. Milano
Transfer prices are monetary values assigned to
the goods and services exchanged among the segments of an organization. There has been much
debate whether cost -based methods achieve the
objectives of decentralization better than arm's length equivalent methods. In any case, the central focus of much of the literature written to date
has dealt with domestic intracompany transfer
pricing alternatives. Here we will deal with the
reasons for various international transfer pricing
strategies.
Internal Considerations
International transfer pricing allows management to accumulate data so that it can make long run decisions in the best interest of the firm. Thus
a company must keep track of its resources in order to allocate them in an optimal fashion. The
accomplishment of both these objectives is most
easily met if a company's organizational structure
is highly centralized. Under such a structure,
company headquarters sets policy and it is carried
out with little dissension among the segments. If a
company's organizational structure is decentralized, however, some problems will occur.
0 0 2 5 -1 6 9 0 /8 1 /6 3 0 5 -1 4 8 6 /$ 0 1 .0 0 /0

One such problem concerns the budget. The
budget is the most widely used method of evaluating decentralized segments. A division and headquarters will agree on a budget and the performance of the division will be based on how well it
meets that budget. But how is top management
able to judge a division when it is itself influencing
transfer prices among affiliates? The answer: the
company must keep two sets of books. One set
should be used for divisional tax purposes in the
host country, and the other set should reflect the
actual operations of the division.
The second set of books is needed to generate
sound information in order to make reliable decisions. If a division is entering into its formal accounting system goods and services that are
priced at artificially high or low transfer prices,
the resulting output of information will be unreliable. Therefore, if budgeting decisions are based
on that information, then the actions of the affiliate might not always be in the best interest of the
company as a whole. Another problem with the
dual book approach is that it can be an expensive
and cumbersome way of bookkeeping from both
the divisional and corporate viewpoints. Also, the
problem of trying to evaluate the cost vs. benefit
of the second set of books must be resolved.
Another consideration for international transfer
Copyright C 1981 by the National Association of Accountants
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pricing might be to let a division gain a competitive advantage in an existing or new market. Assume a multinational firm wishes to set up a new
division in Country A. If the competition in
Country A for the sale of similar goods is already
established, the company may want to set an artificially low transfer price on the sale of those
goods to the new division.
There are three reasons for this practice. First,
it lets the new division gain a competitive advantage over the established market. It is hard
enough to get a new division in the black without
competition, much less with an already established product market. Second, it may be to the
company's advantage to transfer goods at an artificially low price because of economies of scale.
For example, the supplying division might be able

Table 1
Environmental Factors Affecting Policy
Local government attitude
Local taxes
Local competitive prices
Antidumping requirements
Local important restrictions
Requirements of the U.S. office of
foreign direct investment
Interest cost
Local export incentives
Local culture

U.S. government attitude
U.S. taxes
Availability of foreign exchange
Customs duty rates
Local balance of payments
Stability of host country
Payment of terms
inflation (devaluation of currency
Department of Justice restrictions

Source: James Greene and Michael G. Duerr, Intercompany Transactions in
the Multinational Firm

to lower the overall cost per unit, because of increased production, even though the goods are being transferred at a loss. Thus, the loss on the
goods transferred to the new division could be offset by higher profit margins on transfers to other
divisions or on sales to an outside market. Third,
a multinational firm may want to establish a new
division for the sale of goods that are not yet on
the horizon. A firm might be more interested in
setting up distribution channels for its products in
the new market with the company's long -range
objectives superseding the division's short -term
objectives (profitability, efficiency), which are of
only secondary importance. This objective could
be accomplished by setting the transfer price at an
artificially low level in the hope that the resulting
lower selling price would encourage local distribution centers to stock the new division's product.
Therefore, if the company comes out with a new
product in the future, it would be able to take
advantage of the new division distribution centers
that might not normally exist.
A third purpose of multinational transfer pricing may be to discourage competitors from entering the market. This objective can be achieved by
setting an artificially high transfer price on the
sale of goods to a division. Assume that Division
54

A is located in a country where it is the sole supplier of a certain product. If the company wants to
continue this noncompetitive advantage, it might
set an artificially high transfer price on goods sold
to the division in order to show a negligible profit.
This tactic may lead other companies to believe
that the cost of operating in that country would
not be worth the future benefits received. Of
course, it also could lead a competitor to believe
that it could easily beat the current price by entering the market with a lower price.
Even though a company might benefit from using an artificially low or high transfer price, there
are some disadvantages a company may have to
deal with. First, management may dictate the
transfer price to be used by a division with little or
no consultation. If a company is highly centralized, this practice will not be much of a problem,
but if the company is decentralized it will be.
The concept of decentralized organizational
theory calls for the delegation of decision- making
authority away from corporate management to
the division managers. Therefore, if headquarters
is dictating the transfer price, then division managers may have little freedom to change transfer
prices in response to local market conditions. This
situation could cause division managers to lose the
initiative needed to improve the performance of
the divisions in their environment. Second, division managers may complain that they are having
to subsidize other divisions within the company.
Let's say, for example, Division A is forced to sell
goods to Division B at an abnormally low transfer
price. The result will be that Division B's profit
performance will be enhanced at the expense of
Division A's profit performance. The opposite is
true when using artificially high transfer prices.
Finally, using artificially low or high transfer
prices may discourage a division from standing on
its own two feet. Division managers may be overwhelmed by the profitability of their division,
caused solely by an artificially high or low transfer
price, and lose sight of other markets that may
enhance the overall profitability of the firm.
External Considerations
In establishing procedures and policies for a
firm's transfer pricing mechanism, managers must
consider an array of external factors which exert
influence. The most obvious is that of taxes, both in
the United States and in foreign countries. A study
by the National Industrial Conference Board resulted in a list of external, or environmental, factors that executives cited as being important in
dealing with controlled foreign subsidiaries (Table
1). These external factors include income taxes,
import /export duties, exchange risk, and government influence; all of which should be considered
by U.S. multinationals when devising a transfer
pricing scheme. These factors often conflict, so
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risk, government policy, and internal transfer
pricing goals.
Income Taxes
The United States —as well as many other developed countries —in recent years has thwarted
the effectiveness of transfer price manipulations
aimed at the avoidance of income taxes. IRC Section 482 treats income from domestic sources and
income from foreign sources separately. Affiliates
of U.S. corporations located abroad are taxed by
the U.S. only if they contribute to the income of
the parent company. The two basic principles of
equity and domicile back up the U.S. tax law. Equity refers to the principle that all corporations,
domestic or international, should be treated alike.
Thus, two rules have come into existence:
1. Avoidance ofDouble Taxation—Under the foreign tax credit system, taxes paid on foreign income can be deducted from the U.S. tax liability.
2. All Income Taxed —All income, foreign and
domestic, of a MNC is subject to at least the level
of United States taxes. (See Table 2.)

Table 2
Foreign Tax Credit
Foreign operations

Income taxes
30%
Net income

U.S. parent operations
$20.0
6.0
$14.0

Domestic income
Foreign income

$50.0
20.0

Total income

$70.0

U.S.taxes
48%
Foreign tax credit

933.6
(6.01

Total taxes to U.S

927.6'

Corporate net income

942.4

@

Income

@

there must be compromises by the multinational
company in the setting of transfer prices.
Because the primary reason behind the manipulation of transfer prices often is the minimization
of total corporate tax liability, we will emphasize
income tax minimization here. The achievement
of the basic objectives of transfer pricing, goal
congruence, evaluation, and incentive, is indirectly related to the extent the tax minimization objective is emphasized.
For example, suppose a multinational corporation (MNC) has two foreign divisions: Division
A, located in a low -tax country, and Division B,
located in a high -tax country. By transferring
goods to Division A from Division B for lower
prices, the overall income tax liability of the firm
can be reduced, assuming all other things are the
same. On the other hand, such a scheme also destroys autonomy within the divisions. Because of
the manipulation of transfer prices to limit the
overall corporate income tax liability, a division's
profit may be either positively or negatively affected. As long as the manipulations do not occur
frequently, the separate divisions can compensate
in order to operate within the transfer pricing
guidelines. But if the manipulations occur frequently, the affected divisions may lose incentive.
This lost incentive may, in turn, defeat the purpose of the transfer price manipulation (tax minimization and profit maximization) by destroying
goal congruence with the firm.
The effort to minimize taxes may conflict not
only with transfer pricing goals but with other external factors as well. Possible conflicts in regard
to import /export duties, exchange risk, and host
governments may exist. While the siphoning of
profits to a low tax rate country can be beneficial
to a MNC, other factors may not be the same. The
import duties of the host country may be high, or
the deduction allowances for income taxes may
not be as liberal as in other countries. Because
import /export duties are usually based on the
price of the goods, a MNC may try to reduce the
duties liability by manipulating the transfer price.
Exchange risk exposure also can cause a problem in trying to achieve an effective transfer price.
The devaluation or increase in value of money
may result in divergent profit performance. As we
will see, the problem of exchange rate fluctuations
deals mainly with the profit evaluation/performance rather than with an attempt to minimize the
tax liability. Moreover, a transfer pricing scheme
must be designed to please both the host and
home governments in which the MNC operates.
Often the transfer price set is a price at which the
involved governments had a great deal of influence. Thus, if a MNC is to minimize its overall
tax liability using transfer prices, a delicate balance must be achieved between the level of income
taxes, the level of import /export duties, exchange

Notice that all income, regardless of source, is taxed at 48% Ithe U.S. rate).
This is true only so long as the foreign tax rate is less than the U.S. tax rate.
Otherwise the company must pay the higher foreign rate on the foreign income.

The second principle is that a legal domicile, or
the place of incorporation, which means that as
long as an affiliate is not a separate entity, but is
simply a branch, all income is subject to U.S.
tax —less the foreign tax credit. If the affiliate is a
separate entity, that is, uncontrolled, only the repatriated portion of the income is taxable by U.S.
authorities. Before passage of the Revenue Act of
1962, separate companies often would be set up in
foreign tax havens to avoid U.S. taxes. This maneuver was virtually eliminated by passage of the
Act, as now U.S. company affiliates located
abroad are subject to U.S. tax obligations whenever they engage in intracompany international
trade of goods, factors or services.'
The Act applies to three basic kinds of income:
(1) foreign holding company income, (2) foreign
base - company sales income, and (3) foreign base company service income.
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Not only does the U.S. tax law impose a tax
liability on foreign income, but it also requires
that transfer prices be set to reflect an arm's length price. According to Section 482, there are
three ways to set this price. The first, and preferred method, is the comparable uncontrolled
price method. This represents the sale price
achieved when at least one party is uncontrolled.
The second preference is the resale price method.
This method reduces the buyer's resale price by a
comparable mark -up to achieve the transfer price.
The last preference is the cost -plus method. Under
this method, the transfer price equals the seller's
cost plus an appropriate mark -up.
Taking all of the above factors of the U.S. tax
law into consideration, the effect of manipulating
transfer prices to shift income to a country with a
lower tax rate is, if not impossible, ineffective (see
Table 3), Most other developed countries have tax
laws similar to the United States. Agreements between governments as to the setting of transfer
prices also have limited the effectiveness of transfer price manipulations. The shift of income from
one country to another will result in the same
overall level of taxes, rendering transfer price manipulations useless. Transfer price manipulation,
in fact, now carries a penalty, because not only
does the MNC's tax liability remain constant, but
goal congruence, incentive, and autonomy between the parent and subsidiaries are destroyed.
In recent years several exceptions to the U.S.
tax law have been implemented. Probably the
most significant of these is the Domestic International Sales Corporation (DISC). If qualification
exists for this kind of corporation, favorable tax
and transfer pricing rules are available.
Although we have so far emphasized income
taxes, the MNC must consider other taxes as well,
including sales taxes, purchase taxes, dividend

withholding taxes, and value -added taxes. A
knowledge of exemption and deduction allowances as well as any other peculiar tax considerations
is also invaluable when designing an international
transfer pricing system.
Import /Export Duties
Another tax to consider in the setting of transfer prices are import /export duties. As discussed
earlier, the minimization of income taxes may
come at the expense of increasing import /export
duties. Conversely, the attempt to minimize import/export duties may come at the expense of
higher income taxes or may conflict with other
goals.
According to a comprehensive study by Jeffrey
S. Arpan, many companies no longer view customs duties as an important factor in setting international transfer prices. He also points out that in
most cases the duties are not large enough to warrant manipulation. Even when the duties dictate
manipulation of transfer prices to minimize taxes,
such action is often severely limited by governments. Some countries assess duties on equivalent
market prices, regardless of the invoice amount,
which renders transfer price manipulations
useless.2
Exchange Rate Fluctuations
Exchange rate fluctuations can cause problems
in both the evaluation of divisions and minimization of taxes. Some MNCs find it advantageous to
evaluate foreign affiliates by using the local currency rather than the base country currency. But
if each division is evaluated using the local currency, comparability is destroyed. On the other hand,
if all divisions are evaluated using U.S. dollars, the
performance evaluation is severely hindered unless, of course, the transfer prices fluctuate with

Table 3
Effect of Transfer Pricing Manipulations on U.S. Tax Liability
Without manipulations
Subsidiary
Subsidiary
A
B

With manipulations
Subsidiary
B

Totals

Subsidiary
A

150
60

400
110

Totals

Income
Foreign taxes

200
40'

200
8(y

400
120

250
50

Net income

160

120

280

200

90

290

96

96

192

120

72

192

40

80

120

50

60

110

56

16

72

70

12

82

96

192

120

72

192

Taxes
U.S. taxes
before FTC'
Foreign tax
credit
Matching
U.S. tax
Total taxes

96

'Assuming tax rate in Country A is 20%

'Assuming tax rate in Country B is 40%
'Assuming tax rate in U.S. is 48% iFTC Foreign Tax Credit)
Source: Adapted from Sylvain Plasschaert, Transfer Pricing and Multinational Corporations: An Overview of Concepts, Mechanism, and
Regulations.
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$1,500
37.5%

FC

4FC

16,000 FC

1 FC

10,000 FC
6,000 FC
37.5%

Now, suppose instead of the exchange rate being $1 = 4FC, the U.S. dollar is devalued so that
the new exchange rate is $1 = 2FC. Without subsequent adjustment in the transfer price to reflect
this change, profit performance will be distorted:

$1

$3,000
37.5%

=

Profit
of sales

1 FC

10,000 FC
6,000 FC
37.5%

As a result of indexing the transfer price, the
profit performance was unchanged despite the
changes in the exchange rate. Notice also, that if
the dollar had increased in value, the profit of subsidiary A would have been overstated rather than
understated. Finally, it must be pointed out that if
the transfer price does not fluctuate with the exchange rate, and there is no other method of evaluation, the parent company may be inclined to
discontinue the operations in a country because of
apparent losses.
Exchange, rate fluctuations also can have an effect on the MNC's total tax liability. This must be
taken into account, especially if a goal of the
transfer pricing mechanism is to minimize the
overall tax liability of the firm. If the exchange
rate changes, so does the tax liability. Table 4
shows that if the dollar is devalued by 50
against the foreign currency, the company's total
income tax liability is doubled. Note that the difference in U.S. parent tax liability is only $9 because of the foreign tax credit. I f the dollar had
increased in value against the foreign currency,
the tax liability would have decreased rather than
increased.

Table 4
Effect of Exchange Rate Fluctuations on U.S. Tax Liability
Exchange rate
$1 2FC
$1 4FC

2FC

8,000 FC

1 FC

10,000 FC

Income in host currency
Income in dollars
Taxes —host currency
30%
Taxes dollars
Net income —host currency
Net income — dollars
@

$4,000

.50

16,000 FC

FC

Costs

5,000 .50
($1,000)
(25
%n)

%

Profit
of sales

=

—

)

Sales (introcompany

=

$

Rate

5,000

2FC

=

.25

$1

=

2,500

Profit
of sales

=

$1

=

$

$4,000

%

Sales (intracompany)
Costs

$8,000

FC

%n

This formula eliminates differences in profit evaluation due to exchange rate fluctuations. The following examples, adopted from Malstrom's text,
will help clarify the formula's use. Assume that a
subsidiary in Country A sells goods to a related
subsidiary in Country B under a fixed transfer
price using U.S. dollars. The goods will then be
sold in foreign Country B, Also, assume that the
planned currency exchange rate is $1 =4FC (FC
= Foreign currency, Country A). The production costs of these goods is 10,000FC, and the
transfer price will be $4 per unit. One thousand of
these items will be sold internally to the subsidiary
in Country B. Therefore, the planned results for
the subsidiary in Country A will be:
Rate

Sates ( intracompany)
Costs
%

NTP = New transfer price
OTP = Old transfer price
CER = Current exchange rate
PER = Planned exchange rate

Rate

=

NTP = OTP X C ER

the subsidiary located in Country A will be:
$

the currency. Duane Malstrom proposes an indexing formula, which he refers to as dollar
indexing.' The formula is:

(2,000 FC)
(25 %)

Even though costs were controlled precisely as
planned and planned sales were achieved, profit
performance was destroyed because of the devaluation. If the transfer price had been adjusted, this
result could have been avoided. Using the dollar
indexing formula, the new transfer price can be
calculated:
NTP = $4 X. 5 0

= $4 X $2 = $ 8

.25
Given the new transfer price of $8, the results for
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Taxes (dollars)
U.S. taxes before foreign tax credit (48 %)
Foreign tax credit
Matching U.S. tax
Total taxes

1,000
250
300
75
700
175

1,000
500
300
150
700
350

84
75
9
84

168
150
18
168

According to Revenue Ruling 73 -491, the exchange rate prevailing on the last day of the taxable year is to be used to determine the amount of
foreign tax credit. But if the exchange rate differs
on the date of payment of U.S. taxes, the U.S.
taxes are subject to reevaluation. Given exchange
rate fluctuations, the use of transfer prices thus
becomes a challenging task. For example, if the
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Table 5
Effect of Shifting Income to Reduce Tax Liability Given Exchange Rate Fluctuations

$1 2FC

—

4FC2

=

$1

=

FC

Total
—

$1

Shift income to Country A
Country
Country
Total
8
A

Income
Host currency
Dollars

1,000
500

2,000
1,000

1,500

Taxes'
Host currency
Dollars

300
150

600
300

450

Net income
Host currency
Dollars

700
350

1,400
700

1,050

Taxes— dollars
U.S. taxes
48%

168

336

504

126

252

378

150

300

450

112.5

225

337.5

@

Foreign tax credit
Matching U.S. tax
Total taxes

18

36

54

168

336

504

—

1,500
750

1,125

450
225

337.5

1,050
262.5

1,050
525

787.5

13.5
126

—

450
112.5

—

-

—

1,500
375

-

The U.S. and
other countries
recently have
thwarted the
effectiveness of
transfer price
manipulations
designed to
avoid taxes.

$1 2FC
=

Exchange rate'

No shifts in income
Country
B
=

Country
A

27

40.5

252

378

'It is assumed that these exchange rates will prevail both at the end of the taxable year and when the tax is remitted
2
Expected Exchange Rate.
'Assuming the tax rate in both Country A & B is 30 %.

58

of

of

Many of the respondents in the Conference
Board study expressed dissatisfaction with government policies. They were often viewed as a restraint to corporate goals. As illustrated by the
above quote, the transfer price may be a result
external pressures, rather than internal considerations. Recently, governments have begun to realize that they need to negotiate with international
companies, "to purchase the package resources
provided by multinational companies at the lowest total cost. "' This increased awareness may result in more lenient laws, allowing companies
more freedom to negotiate transfer prices with
host governments. Because the price at which
goods are transferred can have an effect on the
economy of the country receiving the goods (especially in less economically - developed countries),
69
of

Foreign governments exert influence on the
transfer price indirectly through income taxes and
customs duties. The effect of a high income tax
may cause a low transfer price, netting less total
revenue for the foreign country. This also holds
true for customs duties. High duties may induce
low transfer prices. To counter this situation,
many foreign governments often have a say in
what the transfer price should be if it is in conflict
with the governments' goals. If a transfer price is
set at a level that a foreign government deems unfair or not justifiable, it may assess customs duties
and income taxes or both on the transfer price.
A factor not yet discussed but which is of critical importance is the stability of the host government. If a MNC operates in a country with an
unstable government, it is best to keep as little
cash as possible in that country, By transferring
goods out of the country at low prices and transferring goods into the country at high prices, this
goal can be accomplished. Of course, the transfer
price manipulation will be subject to government
approval. On the other hand, manipulation of
transfer prices in such an environment may be in-

"We purchase metals and metals contained
in concentrates and other products from
controlled units overseas at a price set either
by international markets or by the governthe countries concerned. In many
ments
these countries taxes on income and exports are an important source
revenue
and the governments are vigilant in protecting these interests." a
of

Government Influence

congruent with other transfer pricing and corporate goals, but at least the shifted profit is safe
from expropriation and other foreign risks.
The fact of government influence was revealed
in the Conference Board study. A vice president
of an international mining firm comments,

of

value of the foreign currency in Country A is expected to drop against other currencies, the transfer price could be reduced (to an allowable level),
thereby shifting income to Country A and lowering the overall income tax liability of the corporation. As can be seen from Table 5, by shifting
income through the transfer pricing mechanism to
Country A, the corporation can reduce its overall
tax liability from $504 to $378.
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Management Accounting for
Construction Contracts
The unique characteristic of the construction business is
the presence of uncontrollable external factors.

By William H. Lucas and Thomas L. Morrison
There are several inherent characteristics that create a unique environment for the management accountant in the construction industry. They are
predicated upon the necessity ofestimating in the
short -run gross profit on long -term contracts. One
characteristic is the high magnitude ofcash flow.
When cash is going out to meet payrolls and pay
suppliers, it may seem as though the company will
go bankrupt. However, when the collection of billings takes place, the cash account grows by leaps
and bounds, creating an attitude similar to striking gold. In such circumstances, management can
easily be fooled to rationalize that low cash means
losses and high cash symbolizes profits. It is therefore incumbent upon management to stabilize its
cash position without overcapitalizing the business.
In order to finance the factors of production for
the long -term construction projects, it is fairly
common for the company to arrange a construction line of credit whereby advances are drawn
against the progress billings on the jobs. In addition, much of the movable equipment is acquired
through leasing or lease - purchase agreements.
These devices allow the business to acquire much
of the necessary equipment without a high com0025-1690/81/6305-1093/$01.00/0

mitment of funds by the company. Therefore, a
highly leveraged business is created. Consequently, the current position ofthe construction company (the ratio of current assets to current liabilities) tends to be rather low (e.g., 1.1 or 1.2 to 1),
and the cash flow tends to represent the economic
condition of the company.
Financial accounting theory for construction
companies is based more on the balance sheet aspects than on the income statement problems. In
accounting theory, long -term contracts are usually discussed as a subpart of inventory valuation.
Traditionally, this analysis is undertaken to determine the amount at which the cost of the construction should be carried on the books under the
completed contract method, or whether to report
on the balance sheet a receivable for unbilled
amounts, or a liability for overbilled amounts, under the percentage of completion method. In either case, the earned gross profit of the contract is
almost a by- product. The dynamic parts of the
business —the revenues and the costs —are not
emphasized directly to the management accountant; instead, attention is concentrated on the routine and, in some cases, perhaps the sunk costs of
the activities.
The major characteristic which sets apart the
construction business from other industries is the
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presence of uncontrollable external factors. In every job that is performed in the field, weather is
the dominant outside force which can make or
break a company. In addition, the labor force for
each job is unique in that the workers are hired
when the job starts and their employment is terminated when the job is completed. Even though
a viable going concern will have contracts in varying stages of completion (and therefore some stability for its field employees), each job requires a
unique package of labor, skills and experience.
The job just completed may have been very heavy
on riggers and steel erectors, while the job starting
up may require welders and pipe fitters. Because
the contracts cover long periods of time, the risk
involved in the cost ofthe factors of production in
our inflationary economy is intensified.
The presence of this uncertainty forces the construction company to price its product based not
only on the same cost of production factors as a
manufacturer, but also on a cost to cover any contingencies that may arise. Customarily, but erroneously, this cost is considered part of the gross
profit.
Because these unique characteristics in accounting for construction contracts have not been emphasized, management has been misled by cash
flows, traditional accounting, and a misconception
of gross profit in determining the profitability of
the company. Consequently, it may make ill -advised long -term commitments. This can prove to
be catastrophic not only to the company, but also
to the many suppliers who can be wiped out
through failures and to the bank lender who may
suffer large losses when the billings pledged to secure the advances evaporate when the contractor
cannot complete the job.
The Nature of Construction Contracts
Even though there are many forms of contracts that exist between a construction company
and its clients, the major difference between them
centers around the party who has the responsibility for the cost of contingencies. A review of the
basic types of contracts that exist in the industry
demonstrates this fact.
The cost -plus contract with a percentage fee exists typically when the work to be performed is
undefined in scope and the contractor becomes a
material procurer and an employment agency for
the labor and supervisory skills required to perform whatever work the client desires. The contractor establishes a fee scale for each factor to be
provided, e.g., material —net purchase price plus a
markup, labor and supervision —net labor cost
(wage rate plus cost ofemployee benefits) plus a
markup. This type of arrangement continues as
long as the client is satisfied with the performance
and the fee structure. The client assumes all responsibility for contingencies. Therefore, the con-
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tractor is entitled to no economic profit for risk
taking and instead only receives a markup like
any other retailer for the goods and services he
provides.
The cost -plus contract with a fixed fee is used
when the scope of the activity is defined specifically, such as building a warehouse. The client assumes the cost of contingencies and provides a
pre - determined fee to the contractor. The client
hopes to save money and to complete the projects
expeditiously as there is no incentive for the contractor to remain on the job any longer than is
necessary. Even though the contractor has exposure to complete the job, he has assumed no cost
of contingencies because all factor costs will be
reimbursed to him.
The cost -plus contract with a defined scope may
also contain a guaranteed maximum total cost for
the project. The contractor has now assumed the
cost of contingencies. The client stands to benefit
only if the quantity and price of the factors are
less than the estimate because he only pays for the
cost incurred. The contractor exposes himself to
the risk of the contingencies and, therefore, he increases his fee in order to protect himself from
losses. Thus, the client pays a fee for protection
against the cost of the contingencies. In addition,
there may be a clause that allows for a participation by the contractor in any cost savings.
The lump -sum contract is used when the client
wants a single cost figure for a defined scope job.
The contractor assumes all the risks associated in
completing the project and, consequently, he
charges not only a markup on the factors provided, but also includes a contingency cost to cover
the risk from the uncontrollable elements.
There are, ofcourse, innumerable types of contracts possible; however, as far as the management
accountant is concerned, the only distinction between contracts lies in the incidence of the cost of
contingencies.
The Nature of Gross Profit
When a contractor enters into an agreement
with a client, he does so with the anticipation of
making a profit in the long run. The methods for
earning this profit may be from three sources:
markups, risks, and extras.
Implicit in every construction contract is a
markup on each factor supplied by the contractor
to the client, regardless of the nature of the contract. For most cost -plus contracts, the gross profit is simply the agreed -upon markup on the approved costs. In lump -sum contracts, the markup
is not explicit. However, the total bid price submitted by the contractor includes the estimated
cost of each factor necessary to complete the project, plus a markup on the cost of each. In the case
of labor, it is usual to assign a gross profit amount
based on the number of labor hours, such as one
MANAGEMENT ACCOUNTING /NOVEMBER 1981

dollar per labor hour, as opposed to a percentage
on the total labor cost.
The profit earned on risk, or the true economic
profit in the contract, is based upon management's
ability to anticipate uncontrollable factors and its
ability to minimize the impact of these factors on
the project. This profit is included in that vague
item called contingency cost. Many times the successful bidding and completion of a job will depend upon management's evaluation and skill in
dealing with these risks. These profits accrue only
with the elimination of the sources of such risks.
Often, however, these risks are not obviated until
the contract in its entirety has been fulfilled.
The final area for profit generation from contracts is not from the contract itself, but from extras. From time to time, companies will bid jobs at
break even. The profit on this contract is expected
to come from additional work to be performed for
the client as a consequence ofhaving acquired the
base contract. Specifically, additional activities
arise from modifications or supplements by the
client to extend the scope of the job, such as having the contractor build a pumping station to go
with the contracted pipe line.
Another source of extras may arise because of
errors and omissions in the base contract. Here,
the contractor may receive additional compensation from the client because of adverse performance by the client. An example ofthis may be the
client's refusal to shut down a process agreed
upon in the contract so that the contractor can tie
in the new project. As a consequence, the contractor is prevented from performing and therefore
may recover damages for any delays.
The management accountant, therefore, must
make an intensive evaluation ofthe determination
of the gross profit on each construction contract.
He must specifically determine both the source
and the rate ofgross profit in order to evaluate the
performance and profitability ofa given contract.
The Nature of Construction Accounting
The management accountant of a construction
company not only has all of the usual financial
accounting duties and responsibilities, but he or
she also must develop and maintain a job costing
subsystem in order to determine the earned gross
profit of the contracts in progress and to provide
useful information to management for control and
evaluation purposes. This subsystem basically is a
function of two concepts: cost and commitments.
The cost aspect of the system identifies, classifies, and summarizes the charges specifically incurred on each job. Typically, this includes not
only the cost, but also the quantities of each factor
required for that job, such as yards of concrete or
direct -labor hours of welders.
Essential to this function is control. The management accountant must not only verify that the
MANAGEMENT ACCOUNTING/ NOVEMBER 1981

costs incurred for that job are only those authorized for the job on the take -offs developed by the
estimator, but he must also assure the accuracy in
charging the correct job and phase.
The commitment aspect for the management
accountant is equally important. A commitment is
a contract with a supplier, whether it be for material from a vendor or services from a subcontractor. Such a commitment removes uncertainty
from the job and as such is essential to management. While cost indicates the amount already expended on the job, commitments indicate future
expenditures. By reducing uncertain future expenditures to contracted specified values, the construction company can reduce the uncontrollable
risks of future goods and services.
The construction company has four basic risks
in resource requirements: availability, price, estimated quantities, and productivity. The external
uncontrollable risks, availablility and price, can be
eliminated with commitments. In periods of inflation, uncontrollable price risks, the remaining
risks, quantities and spoilage or inefficiency, can
be controlled by training and supervision. For example, when the job is first bid, the purchasing
agent acquires bids from suppliers to provide the
materials necessary to complete the project. Ifthe
contract is awarded to the company, then the purchasing agent will accept a supplier's or subcontractor's bid and commit him to contracts for future delivery. At that point, those parts of the
contract are no longer subject to uncertainty.
Management can then focus its attention on the
other aspects of the job, and the accountant only
has to deal with the routine delivery and payment
function.
Thus, by reviewing the cost to date and the
commitments outstanding, the management accountant can report the risk or exposure that the
company has remaining in a given project. For
example, if the budget called for $20,000 worth of
material, and a commitment was received from a
reputable supplier to provide all the material for
$20,000, then the company has no exposure on
the material requirements — provided there were
neither errors in the quantities needed nor productivity rates on the job. In this case the job
status report would indicate budgeted cost:
$20,000, cost to date: 0, commitments: $20,000,
exposure: 0 and over /underrun: 0. If half of the
material is delivered at a cost of $10,000 then the
job would be reported as above except commitments would be reduced by the amount of the
invoice and cost to date would be increased with
no change in the job cost status.
The management accountant is concerned with
the cost and commitment report of the job status
to assist management in controlling the jobs and is
concerned with cost to date in order to provide a
basis for determining the earned gross profit.

When contracts
cover a long
period of time,
the risk
involved in the
cost of
production in
our inflationary
times is
intensified.
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The Nature of Profit Recognition

The successful
bidding and
completion of a
job often
depend upon
management's
evaluation and
skill dealing
with risk.

uation of the business, but more correctly matches
revenues to the period in which costs are incurred.
To the management accountant, however, the traditional analysis does not present a true picture of
the profits of a contract in progress. Percentage of
completion assumes that all profits are a function
of cost and, therefore, requires that profit be recognized in proportion to the percentage of incurred cost to estimated total cost. Consequently,
the profit reported early in the contract may be
totally unrealistic, and the occurrence of contingencies in subsequent periods may cause a drastic
change in job status.
Theoretically, then, the management account-

Traditional accounting for construction contracts calls for the recognition of gross profit on
either the completed contract or the percentage of
completion basis. However, although both methods are generally accepted, the completed contract method is used almost exclusively for tax
purposes and not for financial purposes.
Many people outside the firm have an interest
in the success of the construction business: its suppliers, its bankers and even its clients. Management, therefore, must report its operations on an
interim basis, which not only gives a current eval-

Table 1
Star Industrial Contractors, Inc.
ESTIMATE SUMMARY
Estimate no.
Owner:

Code

MH

Description

01

Site improvements

02

Demolition

03

Earthwork

04

Concrete

05

Structural steel

06

Piling

07

Brick & masonry

08

Buildings

09

Major equipment

10

Piping

11

Ins trumentation

12

Electrical

13

Painting

14

Insulation
i
1F
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Z

firProject:
_

By:

_
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i

1
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Sub

Material

Labor

__
Date:
SLd[ 5E _

Total
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1
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.27 , 2 5

4
6
3, 0 0

V Z 3 0

L 3Q
r

16

Chemical cleaning

17

Testing

18

Const. equipment

19
20

Miscellaneous directs
Field extra work

Sub Total Direct Cost
21

Const. toolsisup lies

22

Field payrolllburden

23

Start-up assistance

24

Insurance Fr taxes

25

Field supervision

26
27

Home office expense
Field emp. benefits

Sub Total Indirect Cost

e

p

r

o

o

f

i

,

n
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O

O

Q
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Z
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A d j us t m e n t S he e ts
T o tal F ie ld C o s t
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28

Escalation

29

Overhead Et profit

30

Contingency

31

T o tal P ro je c t C o s t

3

Z

,

3q2_1

Z

Q

02 (

90

Z

O

11 � 4 9�1 4
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ant should break the contract down into its componetlt parts for profit analysis in the interim periods, recognizing a profit or a loss for each part.
Therefore, the profit recognized on materials in
the interim period should be equal to the cost of
materials incurred divided by the expected total
cost of materials times the profit budgeted for materials. Likewise, the profit recognized on labor
should be equal to the labor expended divided by
the total labor required times the budgeted profit
on labor. If a loss arises on a particular factor,
(i.e., total estimated cost exceeds budgeted costs
and profits), the entire loss should be recognized
in that period. The amount of contingency cost
that may be treated as earned gross profit should
be only the net amount left after subtracting the
remaining possible cost of contingencies from the

original estimated cost of contingencies. If the
amount of contingency exposure is not highly predictable, then the total amount of the contingency
cost should be deferred to future periods. No
gross profit on contingency cost is recognized un-

Table 2
Gross Profit Computations -- December 31
Factor

_

Labor
Material
Subcontracts
Equipment
Other - direct

Basis

Manhours
Cost (net)
Contract amount
Cost
Cost

Quantity

Rate

Amount

8,342
$ 84,285
180,416
37,666
36,541

$1
6%
5%
13.3%
15%

$ 8,342
5,057
9,021
5,009
_ 5 ,161
$32,610

Table 3
Star Industrial Contractors, Inc.
JOB COST ANALYSIS
Job: ___ _JJ S Z

C ode

01

Desc r ipti on

Date:
Project:

Budget

Esti mated
total c ost

C ost
to date

C o m mi t m en t s
to date

Exposur e

Budget
lover i lunder

Site improvements

02

Demolition

03

Earthwork

04

Concrete

05

Structural steel

06

Piling

07

Brick $ m as o nry

08

Build ings

09

Major e quip me nt

10

Piping

11

Ins trume ntation

12

Electrical

13

Paintin g

14

Insulation

15

Fireproofing

16

Chemical cleanin

17

Testing

18

Cons t. e quip ment

19

Miscellaneo us directs

20

Materials:

6 a ) CJWMtC*_

Owner.

1

13

6 0

P

17

5 2,0

L%

S 2

Z

7M E

719

,

21

Const . toisisup lies

22

Field payrolllburden

23

Startup assistance

24

Insurance t* taxes

25

Field supervision

26

Home office expense

27

Field emp. benefits

Sub Total Indirect Cost
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,
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—

Z

A
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G

G
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Total Field Cost
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Table 4
Job Status Report-- December 31

(65,295)
-

$47,557
6,571

-

11,674
106,657

1OverUUnder

-

$

-

49,596
71,335
73,759
16,398
34,541
17,884

-

-

-

-

21,268
-

97,153
89,580
180,416
37,666
36,541
26,735

Estimated
cost to complete
Commitments
Exposure

Cost
to date
$

97,153
84,285
180,416
37,666
36,541
36,735

$

Estimated
total cost

18,851
-

-

-

Labor
Material
Subcontracts
Equipment
Other - direct
Other indirect

Budgeted
cost
$

Factor

CAAP for lon gterm contracts
typically results
in overstating
profits.

$470,796

Totals

$476,091

$263,513

$118,331

$94,247

($5,295)

Table 5
TO: My client
Anywhere. U.S.A.
RE: Progress billing 78512 -2
Project: Sledge belt filter
P.O. CG 9472 -N -437
Billing
to date

Less
billing N1

Net billing

52,000
104,000
235,000

40
25
90

20,800
26,000
211,500

15,600
10,400
188,000

5,200
15,600
23,500

104,000
26,482

20
5

$

20,800
1,324

-

-

20,800
1,324

$

complete

$

Base

%
-

Supports
Equipment Machinery
Fabrication £t piping
Electrical and
Instrumentation
Coatings

$

Item

Total

$521,482

$280,424

$214,000

$66,424

Less retainage 10%

6,642
$59,782

Amount due this invoice

Financial and Managerial Accounting Contrasted
The budget summary for Job 78512 is shown in
Table 1. Each factor is budgeted for the respective
parts of the job. Likewise, a gross profit has been
computed for each factor of production and, finally, an estimated contingency cost has been added
in order to determine the bid price for the project.
The factor markups and their computation by
the contract estimator for this job are summarized
in Table 2. The gross profit is distinctly shown to
be a function of the resources to be required. An
important consideration in this particular bid is
that the company needed this job in order to
maintain its work force and, therefore, deliberately reduced its normal margins to assure being the
low bidder. The contingency cost was added by
management based on its experience and its estimate of possible adverse conditions or events that
could occur with this project.
Each month a job status report is prepared for
each job analyzing the factors for the subparts of
the job. The job status report at the end of the
fiscal period to Job 78512 for materials is shown
in Table 3, and the status of the contract for all
64

factors is summarized in Table 4. Two items are
quickly obvious: Material cost has a $5,295 overrun, and the company still has a large exposure to
risks in future periods on this job.
At the time the contract was awarded, the company and the client agreed upon an allowable billing schedule setting forth the items to be considered. The objective of the company is to bill out
the job as quickly as possible in order to meet its
Table 6
J o b 78512 Analysis--December 31
Item
Contract price

Amount
$521,482

Estimated cost:
Cost to date
Estimated cost to complete

263,513
212,578

Estimated total cost

476,091
45,391
55.35

Estimated gross profit
Percent complete
Earned gross profit

25,124

Cost and gross profit to date
Billings to date

288,637
280,424

Cost and earned gross profit
in excess of billing

8,213

$

til the contingency is either removed or becomes
controllable.
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Table 7
Job 78512 Analysis— December 31
New
margin

Labor
Material
Subcontracts
Equipment
Other- direct
Other indirect

$ 8,342
5,057
9,021
5,009
5,181
0

0
(5,2951
0
0
0
0

8,342
12381
9,021
5,009
5,181
0

Current
eat total
units
8,342

Adjusted
margin
rate
1
-

Budget
variance

180,416
37,666
36,541
36,735

.05
.133
.15
-

Original
margin

-

Factor

$32,610

4,251
71,335
73,759
16,398
34,541
1 8,748

S 4,251
(238)
3,688
2,181
5,181
0
263,513

Cost and earned gross profit to date
Billings to date (Table 5)

278,576
_280,424

Billings in excess of cost and earned gross profit to date
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Earned
G.P.

15,063

Cost to date (Table 4)

demands for cash for payrolls and to take all discounts on invoices for materials. The client wants
to protect himself by limiting the billings to materials on site plus the estimated value of the completed work. In this case, the relationship between
the company and the client was well established,
and the client readily accepted the proposed billing schedule.
Table 5, a billing invoice, identifies the billable
items and the allowed amounts. The amount
billed is determined by multiplying the base
amount by the mutually agreed upon percentage
of completion. On December 31, the company
had billed out $280,424 or 53.8% of the contract.
The computation of the amounts to be presented in the year -end financial statements is shown in
Table 6. Using the percentage of completion
method, the recognized gross profit was determined to be $25,124. Therefore, revenue of
$288,637, cost plus earned gross profit, was to be
reported. In addition, the evaluation of billings revealed that cost plus earned gross profit, $288,637,
was in excess of billing to date, $280,424, so that
an additional current asset, Cost and Gross Profit
in Excess of Billings, of $8,213 should be shown
on the balance sheet. Even though the company
cut its margins for this job, the results to date,
using generally accepted accounting principles
(GAAP), were very satisfactory.
The analysis that the management accountant
should have made for the year -end presentations
for income and financial position evaluation is
shown in Table 7. The gross profit earned on the
factors was only $15,063. GAAP requires that
losses must be reported in the year of occurrence,
so the cost of overrun of $5,295 minus the budgeted gross profit of $5,057 resulted in a net loss on
material of $238 which is reported for the current
year. The other factors are simply the product of
the margin rate times the factors supplied, e.g.,

Units
delivered

1S1 648)

4,251 labor hours were provided and the markup
was $1 per hour so the earned gross profit was
$4,251. However, if the estimated total units is
different from the budgeted basis, a new rate must
be computed. For example, if total labor hours
increased to 10,000, then the new rate would be
computed as follows: original markup divided by
the new basis, 8,342 = 10,000, or $.8342 per direct
labor hour.
As noted on the job status report (Table 4), the
company still has many risks in the completion of
the job, so none of the contingency cost may be
recognized as earned gross profit for the current
period. Likewise, cost overruns should not be
charged against the contingency cost as long as
future contingencies still exist. The current loss
should be charged to the current period and the
contingency cost should be deferred in total to the
future periods. Contingency cost can only be recognized currently as gross profit if the contingency is removed in the current period and no further
exposure to risk exists for future periods.
Consequently, the true gross profit of the period
from a managerial viewpoint is only $15,057, that
is, financial gross profit has been overstated by
60% and instead of an asset of $8,190 being created, in fact a liability of $1,854 exists.
GAAP for long term contracts is of little help
to the management of construction companies.
Typically, it results in overstating profits, as well
as distorting the financial position in the short
run. Worst of all, it can create a misunderstanding
of the nature of gross profit on long -term contracts. The management accountant can use the
markup and contingency cost method to provide
more useful information to management about the
status of long -term projects. In addition, this approach will force management to deal with the
unique characteristic of the construction company -contingencies.
F1

The traditional
analysis does
not present a
true picture of
the profits of a
contract in
progress.
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For whom do I work? To whom do I owe my
loyalty? With whom can I share this newly discovered information?
Although these questions are not new, they are
taking on increasing importance and focus. On
September 4, 1980, the Securities & Exchange
Commission authorized the publication of its
stafrs "Report on Corporate Accountability." A
brief reading of the report makes clear that we are
entering a new era of accountability which will
involve corporate directors, accountants, and lawyers. Each group will be obligated to provide information useful for decisions and then be prepared to assist the corporation in acting upon that
information. Corporate boards are in a period of
transition which will include new responsibilities
flowing not only toward stockholders but toward
the public at large.
Consider the following items:
In Business Week, November 17, 1980, "What
Secrets Can Company Lawyers Keep ?" discussed
the new developments at the SEC and a case
pending at the U.S. Supreme Court involving Upjohn Co., the drug manufacturer. The Internal
Revenue Service demanded from Upjohn certain
0025-1690/81/6305-1017/$01.00/0

documents that the company counsel had drafted
and which the company insisted to be privileged.
The lower court held that the company lawyer's
"clients" are limited to senior persons in the "control group "; therefore the IRS can obtain the documents. The company is appealing on the ground
that lawyer - client privilege should not be limited
to discussions with senior management.
A new book, Whistle Blowing, describes some
recent case histories of corporate employees who
wanted to be loyal to the corporation but also felt
an absolute need to speak out. Whether the issue
is the allegedly defective design of the Pinto or a
dangerous auto -pilot mechanism, the employee is
often demoted or forced to leave the company
when he criticizes his employer.
In an essay in the August 18th issue of The
Wall Street Journal, Arjay Miller recommended
that the general counsel be present at all audit
committee meetings in order to assist the directors
and committee members to function most effectively.
What is the impact upon the public accounting
profession and the corporate accounting responsibility of this new era of "accountability "? How
can the CPA best lead his corporate clients
through the thicket of potential litigation and regCopyright Oc1981 by the National Association of Accountants

ulatory supervision— without incurring additional
liability for his firm and himself? How can the
management accountant and financial executive
protect their corporation from legal action?
Liability for Negligence During the Audit Process
There are at least three causes of auditor's liability. First, the auditor may play an active role in
the conspiracy and intentionally prepare erroneous financial statements. We will not address ourselves to this situation. Second, the auditor fails to
examine all of the relevant information. Third, the
auditor does not secure all of the information
needed to ascertain the financial condition of his
client.
Table 1 lists the problem areas in certain landmark cases involving accountants. In the BarChris
Construction Corp. matter, the senior auditor assigned to the account failed to discover that a
large bowling alley which was alleged by the corporation to have been sold was, in fact, leased.
The Texas Gulf Sulphur case involved a press
release which was found to be misleading and influenced the investing public to purchase securities.
In the Hoch/elder case, irregular vacations of
the president and his insistence that he alone open
all mail addressed to the firm should have alerted
the accountant to the discovery of certain practices used to carry on the alleged fraud.
The National Student Marketing Corp. matter
raised the question of how much income should
be recognized from oral contracts where payments
were slow. The SEC alleged in this case that the
independent auditor was negligent in his investigation of management's representations concerning the degree of collection certainty of their fixed
fee program and the reason for the resignation of
the prior auditor.
Stirling Homex Corp. also was directed at a
negligent audit. The directors relied on the accountants and should not have done so, particularly in the light of an inadequate internal auditing control system.
Annual Legal Checkup
Effective July 1, 1979, many small businesses
were allowed to eliminate audits and substitute
less expensive procedures known as "reviews."
Despite the fact that these reviews were limited to
nonpublic entities, the new process was greeted
with a concern on the part of some accountants
that legal liability might increase when one does a
review rather than an audit. The same concern
has been expressed in connection with the "legal
audit," a term used interchangeably with "legal
review." There is little reason to believe this will
occur if the periodic legal review is carefully
planned and developed in coordination with the
corporate financial executive, the attorney, and
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the independent public accountant. Perhaps an
engagement letter and a periodic legal review
committee should be used in order to define clearly the role of the attorney, the accountant, and the
client.
Attorneys practicing preventive law seek to anticipate and defuse problems before they arise instead of merely trying to cure them after they
have come into existence. During the periodic legal review, the attorney deals with live facts rather
than performing a legal autopsy as he normally
would during the litigation process. These live
facts are diagnosed both to determine current legal health and also to anticipate future legal ailments and to prevent, or minimize, their seriousness. For example, in the BarChris Construction
Corp. matter, would it have been helpful if the
attorney had analyzed the lease with the accountant and management prior to the sale of the bowling alley and certainly prior to the initiation of the
lawsuit?
One of the methods for keeping directors informed is periodic meetings with accountants and
attorneys so that the directors can discharge their
ever - increasing responsibility to the corporation
and its shareholders. Such a meeting might have
avoided the misleading press release in the Texas
Gulf Sulphur case. In addition, the Foreign Corrupt Practices Act requires that the director be
familiar with the system of internal controls. Periodic meetings of the accountant, the lawyer, and
the audit committee certainly can assist in the information flow and education required by the Act.
The concept of the legal review is based upon
the premise that, at least annually, the corporation receives a financial statement from its auditor. The financial statement includes legal issues,
although not always clearly defined. Why not use
Teble 1
List of Cases
Name of case

Item of financial statement anor

BarChris Construction Corp.
Texas Gulf Sulphur
Hochfelder
National Student Marketing
Stirling Homex

Lease (not fee ownership)
Misleading press release
Vacations, mail irregularities
Oral contract, slow collections
Inadequate intemal auditing
control system

these financial statements as a method to look
backward and forward at the present and future
legal health of the business? The attorney would
be required to make an analysis of the financial
statements, not from a financial or accounting
standpoint, but from the standpoint of the "legal
facts" which appear on the statement.
Assuming that the fiscal year ends December
31, a possible timetable for the annual legal review
would be the following:
67

It would be
nice if the
corporate
lawyer could
tell his client:
'You're in great
shape. See you
next year. '

Table 2
Partial Checklist
• Organization of business
• Board of directors
• Corporate proxy and elections procedure
• Standard forms and form letters
• Financial data
List all real property involved, including:
Property owned
1. Address
2. Date of acquisition
3. Present condition, either:
a. Free and clear (give date), or
b. Encumbrances upon property
4. List options in connection with real property
Property leased
1. Address
2. Date of lease and amendments
3. Name of lessor
4. Outstanding options:
a. Extension of lease
b. For purchase of property
c. Any other options
Personal tangible property
Intangible property
Financial obligation
• Financial accounting
• Business activities
• Taxes
• Labor
• Legal complications

of

this review meeting would be the draft of the annual legal checklist.
3. On March 15 the checklist is mailed. This date
is chosen as it is normally between the time the
accountants have finished the first draft
the annual audit and prior to the issuance of the report.
The checklist should be returned by April 15.
4. A legal review report is prepared and delivered to management on May 15. The report covers all areas surveyed and not only evaluates the
potential legal liability but also describes
areas
those areas in which the corporation's legal status
is secure. A meeting is held between the attorney,
the accountant, and the corporation to review a
draft of this legal review report.
of

1. A notification letter and a pre- checklist memorandum of areas to be reviewed should be mailed
on November 15. The memorandum is a miniature checklist, made up of general questions requiring brief answers to be returned prior to December 31. The memorandum is a focusing device
which informs the corporation, the attorney, and
the accountant of areas to be explored,
2. The independent auditor requests information from the attorney each year concerning litigation and other matters. Traditionally, this request
arrives about February 1 which would be a good
time to set up a review meeting between management, accountants, and attorneys. The focus of

The exact review procedure, as well as the form
of the checklist, will, of course, vary with the particular client. In some instances, the audit committee or the legal review committee will be the
focal point, while in others it will be the chief
executive officer. In some cases the legal checkup
might be done quarterly and in others annually.
The checklist is an initial checklist sent to a
client only on the first occasion of the periodic
review. It includes questions of a primary nature
that will not be required on a regular basis. It
investigates some areas which, upon receipt by the
attorney, will be found to be so well under control
that further investigation will be unnecessary. Because of its preventive nature, the checklist will
assist the reviewing attorney in spotting legal softness which can be probed and cured. Subsequent
checklists will be far more streamlined and specifically aimed at dealing with the problems of a particular client. Table 2 is a partial checklist. Table
3 is a partial legal review report.
Molding "Hot Facts"
"The Law" is not set in concrete. It is ever changing and malleable. The law both leads and
follows-, it is changed by each generation and it
makes its impact upon each generation.
The Anglo- American system of jurisprudence is

Table 3
Legal Review Report (Partial)
Period covered: Jan. 1, 1980 Dec. 31, 1980

Item
Financial data
A. Real property
1. Owned
2. Leased

-

Date of report: May 15,1981
Extent of
investigation

Leases
reviewed

Item
appears
in order

O.K.

Pr oblem

shown i n
current report

Future
action
suggested

Other

Review in
2 years.

B. Personal tangible
property
C. Intangible property
D. Financial obligations
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based upon stare decisis, res judicata, an d p recedent. These are m o re t h an w o rd s o f art ; th e y are
the foundatio n, the co rn erston e o f o u r system.
However, they all refer to "d ead facts" an d a legal
autopsy or litigatio n . It is p referab le fo r acco u n tants, lawyer s, an d clie n ts to m o ld "h o t f act s" in
advance in order to effectuate self - realizin g prophecies. Not o nly will the resu lts b e m ore con tro lled ,
but the cost - saving will b e d ramatic. No evidence

n eed be subm itted concerning the em otional and
financial drain caused by a substantial litigation
matter. Enter the annual legal check -up.
We all know the feeling when we leave our physician's office after our annual check -up and he
tells us "You are in great physical shape; see you
next year." The corporate lawyer m ay not be able
to establish quite the same feeling of euphoria but
it would be worth trying.
1-1

DILEMMAS IN MNC TRANSFER PRICING
5844
"the responsibility for achieving 'reasonable' international transfer prices logically seems to lie
with the affected national interests, not with the
accountants. "s With the implementation in many
countries o f gu id elines sim ilar to the United States

IRC Section 482, international transfer pricing

ly , the costs of transfer pricing m anipulations may
very likely outweigh the benefits received. Multinational corporations should not manipulate
transfer prices without fully assessing the im pact
of such a change on both the internal and external
factors.
F-1

has moved clo ser to th is ideal.
Three Main Po in ts
Even tho ugh each M N C has pecu liar needs
unique to its own situ atio n, th ree main points
should be given precedence over other considerations. First, wh ere is th e lin e d rawn b etween co rporate goals an d divisio nal nirvan a? Secon d , the
firm may have little ch o ice regard in g transfer
prices when dealin g with certain co u n tries. Fin al-

' F.. 1 Kolde, The ,Multinational Company, Lexington Books, Lexington, Mass.,
1974.
2 Jeffrey S. Arpin, International Intracorporale Pricing, . Non - A merican systems and
Views. Praeger Publishers. London, 1971
" D ua n e M als tr n m. "Ac c o m mo d at ing Ex c h an g e R at e F luc t ua t io n s in I nt e rc o mp a -

ny Pricing and Invoicing," MANACe.mF." A C C 0 f 1 N T l N G , September 1977, pp. 24.
•
James Greene and Michael G. Duerr, Intercompany Transactions in the un hinorional Firm. National Industrial Conference Board, New York, N.Y., 1970.

'J. Alex Milburn. "International Transfer Transactions: What Price ? ". CA ,Muga.
zine. December 1976
" Mid
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Receivables And Juries
How should these events be reflected
in the financial statements of a client
firm, an SEC registrant? The president, also a major stockholder, of the
client has been borrowing money
from the firm to finance his personal
investments. At year -end, the president owes the firm about $4 million,
with about half that due within a year.
The firm obtained the cash it lent the
president from two banks, and at
year -end the banks are still owed
about $1 million, with half due within a
year.
The president admits to being unable to pay up in a timely fashion. So
in order to collateralize the receivable, he transfers his equity in some
securities to a trustee. The securities
are mostly common shares and debentures of the client, with a year -end
market value of roughly $3 million.
To get a feeling for the materiality
of the receivable, here are a few preliminary client data, not including any
effects of the receivable. The client
will show an operating loss for the
year of $900,000, plus some $3 million in write -offs. Cash is tight. The
current ratio is just a sliver over one.
Current assets are about $20 million.
A Weak Receivable
Pause for a moment. Decide how
these events should be reflected in
the client's financial statements.
Take the easy part, the payables,
first. There should be little argument
over showing the $1 million liability,
with a suitable current /long -term split.
Readers of this column are likely to
be leery of the receivable, if only because events usually get into this column when there has been a problem.
Some readers might argue for a significant write -down of the receivable.
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At best, it could be listed as a noncurrent "receivable from officer" for $4
million. Most readers would insist on a
fat footnote describing the receivable's terms, the nature and amount
of the collateral, and other relevant information. Most readers would inquire
about board approval for this diversion of company funds to personal
use. ( Evidently, the board neither
knew nor approved of such use.)
Add An Affiliate
Of course, this quiz is based on an
actual case. It contained a significant
complication: an affiliated company
stood between the client and president. The affiliate was owned by the
president and other client principals.
It had its only office on client premises. The affiliate obtained cash from
the banks using client notes. The
cash was then lent to the president,
who, at least until the period discussed here, repaid the affiliate.
Thus, the client's records showed a
receivable from the affiliate ( not the
president) and payables to the affiliate (not the banks).
Jury Review May Not Be Peer Review
Despite the complexity added by
the affiliate, the auditors basically
handled these events as suggested
above, but with two notable exceptions. One was that the collateral was
described only as "certain marketable
securities" and not as client issued
securities. Also, an admitted error
was made in determining the adequacy of the amount of collateral: the affiliate payable was netted against the
affiliate receivable.
Certainly a major point of this case
is just how easy it is to go from negligence to criminal fraud in the eyes of
a jury. Accountants reviewing these
events would likely center on some
►►73

6. Names and addreses of publisher, editor, and
managing editor: Publisher, James D. Collier, National
Association of Accountants, 919 Third Ave., New York,
N.Y. 10022. Editor, Erwin S. Koval, same. Managing
Editor, Robert F. Randall, same.
7. Owner (If owned by a corporation, its name and
address must be stated and also immediately thereunder
the names and addresses of stockholders owning or
holding one percent or more of total amount of stock. If
now owned by a corporation, the names and addresses of
the individual owners must be given. If owned by a partnership or other unincorporated firm, its name and
address, as well as that of each individual must be given.
If the publication is published by a non - profit organization, its name and address must be stated): National
Association of Accountants, 919 Third Ave., New York,
N.Y. 10022.
8. Known bondholders, mortgagees, and other security holders owning or holding one percent or more of
total amount of bonds, mortgages or other securities:
none.
9. For completion by nonprofit organizations authorized to mail at special rates (Section 411.3, DMM only).
The purpose, function, and nonprofit status of this organization and the exempt status for Federal income tax
purposes: Has not changed during preceding 12 months.
10. Extent and nature of circulation.
Single
Average no. copies issue
each issue during nearest
to filing
preceding 12
months
date
A. Total no. copies printed
(ne t p re ss run).........
B. Paid circulation
I. Sales through dealers
and carriers, street
vendors and counter
sales
2. Mail ..............
subscriptions.
C. Total paid circulation
D. Free distribution by mail
carrier or other means
Samples,
complimentary, and other
free copies.
E. Total distribution (sum
ofC and D)
F. Office use,.....
left......
-over,
unaccounted,
spoiled
after printing
G. Total (sum of E.........
and F—
should equal net press
run shown in A)

98,362

101,635

none
91,881
91,881

none
90,861
90,861

2,705

1,904

94,586

92,765

3,775

8,870

98,362

101,635

I certify that the statements made by me above are
correct and complete.
Erwin S. Koval, Editor

MANAGEMENT ACCOUNTING/ NOVEMBER 1981

LETTERS
1244

We wholeheartedly agree with you! Eds.

Managing Your Human Resources
As 1 "struggled" to pass the Organization and Behavior part of the Certificate
in Management Accounting exam, I
started thinking more about managing
and motivating employees, so I decided
to share with you some helpful pointers
for accountants.
Most of us have experienced the "bad
effects" of an employee quitting his job
abruptly and perhaps with "bad

HOW
U.B.
uvv8um

strongly recommend that the students
also take a course in public speaking
and one in business writing. (Maybe we
should require the latter two!) All of the
"Big 8" public accounting firms, other
national CPA firms, and many well known industries interview and hire our
business students. It is my perception,
though, that the major complaint of
most of these organizations is that our
students lack communicative skills —
certainly this is support for Mr. Murdoch's argument.
However, Mr. Murdoch also makes a
point that he seems to miss: financial executives were not able to make effective
presentations. If that is the case, then it
is too late to blame the high schools and
universities (inform them, yes, and
challenge them to do better); it is time
to take positive action now. Thus, Mr.
Murdoch should not be "dismayed"
that the "Big 8" feel communication is
so important to consider teaching it —he
should be elated. All major organizations should take the same approach or
no one is going to know what any business person is talking about. It would be
a waste of time for CPA firms to teach
accounting only, as Mr. Murdoch suggests, if no one is going to understand
that accounting, whether it is presented
in the form of a financial report or President's Letter of financial statements
(including notes). If business people
can't communicate, teach them—
now —at any cost!
Patrick M. Premo, CPA
Associate Professor of Accounting
St. Bonaventure University
St. Bonaventure, N. Y.
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1120
"WITH FASTTAX,'
OFF TO A RUNNINC
"TheFAST-TAX cyst(
general format we're
review time and costs
firm was familiar with
to waste a lot of time
"They're very good
ours, FAST -TAX helps t
on the phone.
"We get consistency from year to year — a constant for training
and compliance. We can rely on FAST -TAX to some degree to facilitate
the review process — internal consistency on a form, for instance.
"That way, we can get on with more critical work."
Kathy Raile, Tax Compliance Manager. U.S. Gypsum
Tax management is essentially strategic thinking. There is a
sure way to conserve the unique energies it
requires while outpacing routine calculation and clearing each 1120
hurdle with ease: Run with the processing leader... FAST-TAX.
Start today: 214/934 -7000 (Ask for John Lewis.)

FBSXTMK
Running ahead.
World Headquarters: 2395 Midway Road, Carrollton, Texas 75006 • Telex: 73 -0934

blood" —poor morale among the remaining employees, additional work for
everyone left behind, and stress. All
should and could have been avoided by
applying techniques that are practically
guaranteed to work.
Many accountants, especially those
who supervise others, have never been
trained in "human resources" and may
never even have pondered the subject.
Management means doing things with
people. A manager is someone who lives
with the burden of not knowing as
much as he'd like about everything
that's going on, yet exuding confidence
that things are under control and functioning smoothly. The only way to
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achieve this sense of confidence is to
train your subordinates, develop teamwork, and have and show confidence in
your team. It requires hard work, or,
better, "work smarter, not harder."
Employees require, even demand,
leadership. A leader doesn't perfunctorily say, "My door is always open." A
leader opens doors. He develops the
hidden abilities in his employees by giving them chances, training them, and
showing confidence in them.
A good manager develops "people
skills" and has a bag of proven techniques to use. Here are just a few.
1. Few people will disagree that accounting, especially at a clerical, nonde71

cision- making level, is rather boring.
Rare is the accounting person who
charges out of bed to get to work to reconcile the bank account. But then, other
occupations are the same. To counteract
the boredom, the manager — you —must
create a working environment that is
congenial, stimulating and challenging.
It must be a people- oriented environment, not one of file cabinets and reports and schedules. It's the people that
matter, usually more than the work.
2. Show sincere interest in your subordinates and in their careers. Employees are much more than machines. Usually their outside interests (not work
related) are more absorbing than their
jobs_ Find out what these interests are
and show your employees you're interested in them not only as workers but as
fellow human beings.
3. Be the rudder, not the propeller in
the organization. Don't appear so hardworking and busy that you don't have
time to talk to your fellow workers.
Most employees want to please the boss,
but they can't do it if he doesn't tell
them what pleases him and what
doesn't. Everyone must understand how
his role contributes to the organization.
4. Don't structure job duties or descriptions too narrowly, even though

sometimes it can't be helped. Provide
opportunities for employees to learn
and do other duties.
5. Promote from within, when possible, and hire from outside for entry -level jobs. No chance for advancement discourages all employees.
6. Talk to your employees one -onone. Nothing is more demeaning than to
talk about someone rather than to the
person. Adults sometimes ask a parent
his child's name when the child is right
next to the parent and obviously old
enough to answer the question.
Sit down at least every six months
with each employee and talk. Do it in a
neutral office —no telephone, no paper
and pencil, no form to fill out. Offer to
answer questions or to confirm or deny
any rumors going around the company.
Ask about his work and keep him informed about company matters. Then
keep yourself aware of any changes in
his behavior and notice how other employees view your employee's behavior.
Alan T. Matsuda, CMA
Honolulu, Hawaii
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Annual net cash inflows

Accountants:

M a e

Capital Investments," (Feb.'79) Professor M.A. Sangeladji argued that the
true rate of return method (TRR) was
superior to all known discounted and
nondiscounted cash flow methods. Also,
Gaerther and Milani (Dec.'80) used the
TRR method as well as other methods
in connection with hospital capital expenditure decisions, and they, too, expressed their preference for the TRR
method. Their justification for the alleged superiority of the TRR appeared
to be the fact that the TRR method allows for the reinvestment of interim
cash flows.
This note offers an alternative explanation for the well -known conflict between the net - present -value (NPV) and
internal- rate -of- return (IRR) method
and argues that the NPV method is superior to all methods which express
profitability in percent or ratio form,
The TR R can be u sed t o ran k two
mutually exclusive projects A and B as
shown below.
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Year I . . . . . . . . . . . . . .
2 ..............
3 ..............
4 ..............
5 ..............
Dis c ou nt ra te . . . . . . . .
Reinvestment rate . . . .
IRR ................
NPV . . . . . . . . . . . . . . .
TRR . . . . . . . . . . . . . . .

Project A

Project B

540,000
$35,000
$30,000
$20,000
$10,000
6%
13%
13.6%
$17,388
13.36%

$10,000
$20,000
$30,000
$40,000
$50,000
6%
13%
12%
$21,469
12.14%

The TRR is defined as the percentage
of t he init ial cap ita l o utla y t hat can be
spent on goods while leaving the principal intact at the end of the investm ent's
useful life. As can be seen from the exam ple, the IRR a nd NPV give conf licting recom mendations. The authors of
the above - mentioned papers attributed
the co nflic t bet ween the I RR an d NPV
methods to the different assumptions
the two methods apparently make regardin g the rate at which interm ediate
cash inflows can be reinvested. This oft quoted reason for the conflict may be
challenged. What seems to cause the
conflict is the differential im pact the
tim ing of ca sh flows has on the two
profitability m easures. This is easily understood once it is realized that NPV is
a function of th e size of t he discount
rate, while IRR is a function only of the
MANAGEMENT ACCOUNTING /NOVEMBER 1981

first two variables. As the capital outstanding at the end of each year depends not only on the initial outlay, but
also on the timing of the cash inflows, it
should be clear that the average capital
employed in project B is much higher
than that in project A, and thus its return is lower. On the other hand, when
profitability is expressed in NPV terms
(arid thus in absolute terms) project B
is the better project. We have, therefore,
explained, without resorting to the reinvestment assumption hypothesis, why
the NPV and IRR methods may, under
certain conditions, yield contradictory
recommendations. '
Note that, just like the IRR, the TRR
is a rate, and, as such, it ignores the effects of scale, so one must refrain from
using it for ranking purposes. In addition, the TR R meth od an d th e traditional discou nted cash flow meth od s
(IRR and NPV) are app lied to d ifferen t
sets of cash flo ws so , as a resu lt, th eir
respective profitability measures are no t
directly co m p arab le. Th u s, to calcu late
the TR R , we first allo w for reinvestment of interim cash flo ws, To calcu late
the IRR an d NP V, w e a p p ly th e m e th ods to the origin al set o f cash flows.
Unfortun ately , the TR R meth od is
not a m o re refin ed m o d e l as its p ro p o nents argued , an d it suffers fro m the
sam e shortco m in gs as th e IRR m eth o d .
In ad dition t h e TRR m et h o d d o es n o t
consider th e tim e valu e of m on ey , as its
proponents claimed , simp ly b ecause th e
pure rate o f in terest, which alon e reflects the tim e valu e o f mo n ey , do es no t
enter the solution value o f t h e TR R .
The tim e valu e o f m o n ey (in ad dition to
the risk prem iu m co nten t o f the co st o f
cap ital) is allo wed fo r o n ly in NPV calculations. In sh o rt, fo r ran kin g p u rp o ses, t he NP V m et h o d is still su p erio r to
all known altern atives, regard less o f th e

size of the IRR, the TRR, the reinvestment rate and th e cost of capital. Correct application lof the NPV method
only entails correct specification of the
set of cash flows under evaluation,
Dr. G. Karathanassis
Lectu er in Business Finance
The University of Aston
Management Centre
Birmingham, England
'See also, G. Karathanassn, "The Capital Ranking Problem and
the Reinvestment Rate Assumption,' The University or Aston
Management Centre Working Paper Senes. No. 191. 1980, and
S.M. Keane, " l.tt's Scrap IRR Once and For All;' Accountancy.
February 1974.
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BEFORE FAST-TAX, WE WERE
WASTING PROFESSIONAL TIME.
"If we made a change in one of our forryfive subsidiaries, we had to manually adjust the
consolidated return and as many as 20 schedules.
Now we make one entry, and FAST -TAX automatically
carries it through.
"Loading the information is relatively simple, the service
is smooth, and we like the final product— a printed return and
all its copies — ready to sign.
"With FAST-TAX, I can spend more time on research and additional
special projects. FAST -TAX proformas save our secretaries considerable time
typing and copying. We're able to keep our work at an even pace, so we
save on overtime and temporary help, as well.
"The FAST -TAX system has been a substantial benefit to the

entire department."

Robin Hatch, Tax Manager — Federal Tax Compliance
The New York Times Company

Tax management is essentially strategic thinking. There is a
sure way to conserve the unique energies it
requires while outpacing routine calculation and clearing each 1120
hurdle with ease. Run with the processing leader ... FAST -TAX.
Start today: 214/934 -7000 (Ask for John Lewis.)

FMT9MX,
Running ahead.
World Headquarters. 2395 Midway Road, Carrollton, Texas 75006 • Telex: 73 -0934

CREATIVE
ACCOUNTING
70.4
negligence and on arguments over
just what sort of disclosures 1962 style professional standards would require. For example, the amicus curiae
memorandum filed by the AICPA reflected in part this peer review.
However, the jury in this case found
these events to be sufficient proof
that the financials were false and misleading, that the auditors knew it, and
that the auditors deliberately sought
to mislead. As many have observed,
on technical matters beware of juries.
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As a footnote, in 1972 then President Nixon pardoned the three auditors, who had been fined but not imprisoned. In one of those unfortunate
coincidences, their former auditing
firm was reviewing the propriety of
Nixon's Key Biscayne and San Clemente expenditures.
Readers are reminded that the accounting events presented here are
not representative of usual practice
and are recounted only for educational purposes. This information is not intended to embarrass or to reflect on
the ability or performance of any person or organization.
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People in the News
Promotions and New Positions
Carl B. Nicholson, Asheville, has been
elected treasurer and a member of the
Board of Directors of Biltmore Co.

Clarke H. Narins, Buffalo, has been appointed assistant vice president of M &T
Bank .... Donald C. Pollock has joined
Mader Capital Inc. as vice president for
accounting.

Paul V. Fitch, Augusta, has been appointed executive vice president and director of Shelnut & Associates, Inc.

Harold E. Layman, Canton, has been
transferred to White Motor Co.'s truck
assembly plant as controller.

Paul L. Wright, Battle Creek, has been
named accounting manager at General
Foods.

Michael R. Pratt, Cleveland East, has
been named treasurer at Ohio Motorist.

Lamar Bagby, Birmingham- Vulcan, has
been named controller for Royal Cup,
Inc..... Thomas J. Harris, is now director of internal auditing at Avondale
Mills ...Bobby G. Matthews has been
appointed controller of Plastic Clad
Corp .... Jack W. Moore is now assistant vice president and division controller of Avondale Textile Yarns.
Jerry R. Timm, Boise Chapter past
president, has been named vice president of Albertsons, Inc.

David H. Bodemann, Columbus, has
been named general accounting supervisor of IPM Corp., a member company
of Allegheny International, Inc.
Evalyn Reynolds, Daytona Beach, is
now assistant vice president at Security
First Federal Savings and Loan Assn.
Frederick A. Hessler, Detroit, has been
admitted into the partnership of Arthur
Young & Co .... Ann W. Rock is now
senior investment analyst at National
Bank of Detroit.

Gregory E. McDonald, Elmira Area,
has been appointed manager of financial
services for the Air Compressor Group
at Ingersoll -Rand.
John J. Flood, Florida West Central,
has been promoted to vice president of
Hill -Pin Co.
Eugene C. Kluber, Fox River Valley, has
been elected vice president, finance, at
Aurora Industries, Inc.
Ralph J. Wagner, Ft. Lauderdale past
president, is now vice president —finance for Southern Systems, Inc.
J. Fred Erhards, Grand Rapids, is now
a partner with Beene, Garter & Co.
Randall S. Evans, Greater Youngstown
Area, has been appointed chief financial
officer of Warren General Hospital .... Dominic J. Puleo is now assistant director of finance for Akron City
Hospital.
Victor A. Burk, Houston -Blue Bonnet,
has been accepted into the partnership
of Arthur Andersen & Co .. ..Kevin
Johnson is now manager of budgets and
planning at the Hensley Co.
Dan R. Wipff, Houston -Lone Star, has
been elected executive vice president of
Telecom Corp.
Frank B. Horrell, Kansas City, has been
promoted to vice president and controller of Layne and Bowler, Inc., a subsidiary of The Marley Co.

.
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Thomas P. Graham, LaCrosse - Winona,
has been elected treasurer of Peerless
Chain Co.
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Raymond J. Barter, Long Island -Suffolk, has been elected executive vice
president and chief financial officer of
Belzona Molecular Inc,
Robert L. Russell, Macomb County Michigan Chapter president, is now
treasurer at Ex-Cell-0 Credit Corp.

Carl L. Martelli is now accounting
manager —fiber; Donald H. Niles has
been promoted to director — general accounting; and Linda L. Ulrich is now
accounting manager —solid wood.

h as b een p rom oted to audit m anager at
Su llivan and Bille.
Kevin W. Pendergest, Mi ami Valley
Ohio, has joined Deloitte Haskins &
Sells as a m anagem ent consultant.

William D. Brinton, Jr., Nashville —
Music City, is now vice president at
Fischer Educational Systems.

Michael G. Faris, Merrimack Valley, has
been named assistant division controller
at Chelsea Industries.... Kenneth J .
McAvoy is now corporate controller at
Watts Regulator.. , .Andrew J. Nelson
BARTER
Long Island- Suffolk

i :M[tivtl I &HP MFOO M4
NEW! PRE-PRINTED ON 8' /2 x 11!

• Management Reports
• Audit Workpapers
• Financial Statements
• Journals and Ledgers
• Graphs, Logs & More

John K. Fullerton, New Orleans, has
been named assistant vice president of
reimbursement by Qualicare of Louisiana, Inc .... Thomas J. Giroir, chapter
past president, has been elected a vice
president of Sunbelt, Inc .... James E.
Hendricks has been named director of
agency administration at Pan - American
Life Insurance Co.

JAMESON
Rochester

Jam es W. Dubbert, Michiana,
jo in ed FBT Leasing as controller.

has

Jean E. Kaczmarczyk, Niagara, is now
assistant corporate controller of the Niagara Falls plant of SKW Alloys
Inc, , ..Charles A. McFeaters has been
promoted to controller of the Elkem
Metals Co .... Thomas P. O'Leary is
now assistant vice president for commercial and consumer loans at the Niagara County Savings Bank,

Lee C. Harr en, Minneapolis Viking, has
been nam ed a partner with Copeland,
Bu h l & Co .

WRITE TO DEPT. D FOR FREE 81 PAGE
CATALOG CONTAINING OVER 130 IN.
NOVATIVE FORMS AND LOTS OF
CREATIVE IDEAS.

doo- 00MwU06 CcoM T N C@a
2011 Rolling Hills Road, P.O. Box 255813
Sacramento, California 95625

At Wey erhaeuser, Edward P . Garda,
Mt. Rainier, has been appointed financial services controller; Sharon L. Krogstad is n o w western transportation m anager; Den nis A. Loewe, chapter past
presid en t, has been nam ed a special program m an ager in information systems;

Bevin S. Long, Jr., Norwich, has been
promoted to division controller of Inter Royal Corp.

The franchise
for executives.
Looking for a business of your own? One that may appeal
to you more than burgers, fried chicken or a muffler shop?
Look into General Business Services.
In just a few weeks, well train you to open your own small
business counseling service. Training continues with on-the-job
and advanced programs. The franchise fee? $16,500. You'll be
your own boss and have the resources of a national corporation
behind you.
r -------------------- - - - - F. Turner
Mail the coupon 11 ' ` . . . ' . Robert
Vice President, Field Development
Ge ne ra l Bus ine s s Servic e s, Inc .
today for complete 1 G B S
details without obli• , , . , . • Dept. MA•x•11 . The GBS Building
51 Monroe Street, Rockville, M D 20850
ga t l o n , or call toll1
I want to know more about a career with GBS. Send
free 1 -800- 424 -2733, 11 YES,
me your free brochure, "GBS. A business that works for
e xt . 5 0 1 .
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Steven Knezevich, Pittsburgh, has
joined the New Stanton Division of Robertshaw Controls Co. as controller.
;
1
1

1
1
1

11
aatc

li p

)

1
1
!

Steven P. Isaacman, Philadelphia, has
been named director of finance for Angelo Brothers Co.
Geoffrey Stokell, Piedmont Winston Salem, has been assigned to England for
a year as a divisional controller for Unilever's U.K. Office Equipment Business.

1

1

Dale R. Mitchell, Ohio Mid - Eastern
Chapter president, has been promoted
to manager of financial planning and
cost accounting with the Wiedemann
Division of Warner & Swasey Co.

1

At Hyster Co., Kenneth L. Fish, Portland- Willamette, has been named investment plan and treasurer administrator, and Bruce K. Nichols is now corporate accounting manager.
Richard P. Roberts, Raleigh Area, is
n o w administrator of financial policy
and procedures and corporate relocation plan at Revere Copper and Brass,
Inc .... Phillip D. Zimmerman has been
promoted to accounting and adminisMANAGEMENT ACCOUNTING /NOVEMBER 1981

trative manager at The Computer Co.

rector for Fond du Lac County.

William G. Jameson, Rochester, has
been named group controller for Sybron
Laboratory Products Group.

Author
Nyles V. Reinfeld, Akron Summit, has
published a book, Survival Management
for Industries, released by Reston Co.

Carl M. Bennett, Salt Lake Area, has
been appointed assistant secretary -treasurer at the Utah division of Ford, Bacon Davis Co... , Robert D. Koster has
been named supervisor of cost accounting at Thiokol Corp.
Mark A. Schilling, San Diego, has
joined Cole's Development Co., Inc. as
chief financial officer.... Randall J .
Steward is now assistant controller at
IFS Industries, Inc,
Gordon L. Hall, Sangamon Valley, is
now controller of P.C. Ltd.
Robert E. Willis, Savannah past president, has been appointed assistant treasurer of Rollins, Inc. He is currently a
member of Atlanta North Chapter.
T. Richard Horn, Jr., South Birmingham Chapter president, has been named
a partner with Ernst & Whinnev.

responsive:

Stuart E. Robken, Sacramento Chapter
president, has become a partner in the
new firm of Chessem & Robken.

Organization Service
Glen E. Woodson, Canton, president of
Woodson Co., has been elected president of the Kent State University Alumni Assn. Mr. Woodson is current chairman of NAA's Committee on Chapter
Operations. He is a past national vice
president, 1977 -78.
Henry R. Anderson, CMA, has been
elected 1981 -82 national president of
Beta Alphi Psi. He is a past president of
Orange County Chapter and is currently
an NAA national director. Dr. Anderson is dean of the School of Business
Administration and Economics at California State University, Fullerton.

It is not unreasonable
to expect excellence
in a recruiting firm.
A valuable recruiter
is one who responds
quickly, in a decisive
manner, without
compromising accuracy.

The Foster McKay Group
535 Fifth Avenue, New York. NY 10017
30 Vreeland Road, Florham Park, NJ 07932
1275 Summer Street. Stamford, CT 06905
3255 W ilshire Blvd Los Angeles, CA 90010

Emeritus Life Associates
Alan Bernard Anson, Buenos Aires past

Specialists in Financial Recruitment
enr

Regina M. Schultz, Springfield past
president, has been named manager —
marketing budgets at Heublein Spirits
Group.
John D. Buekla, Syracuse, has joined
National Standard Co. as controller .... David J. Juskow is now with
Gould Inc. Electric Motor Division, as
manager of cost accounting ....Michael
J. Pollack has been promoted to treasurer of Fulton Savings Bank.
Chester S. Kulesza, Jr. Virginia Skyline
past president, has been promoted to
senior financial manager— marketing at
Del Monte headquarters. He served as
an NAA national director for 1979 -81.
Denis M. Crane, Washington, has been
named vice president and controller of
Computer Sciences Corp.
William P. Lianos, Western Wayne, has
joined DeVlieg Machine Co. as corporate controller.
Timothy G. Grahl, Wisconsin -Lakeshore, is now vice president, finance, at
Brenner Tank, Inc .... Robert F. Hartzheim, Jr, is now accounting finance diMANAGEMENT ACCOUNTING /NOVEMBER 1981

AtA Glance"Personal Planners
Don't run off to the show when you should be
at the office running the show.
Oversee your day, week or month At•A•Glance.
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In Memoriam

president-, past national director, 197072. Stuart Cameron McLeod Society.
James E. Baird , North Central Indiana.
Charles E. Beall, Florida West Central
past president.
James L. Bond, Pennsylvania North-

3 rd Pa rty Intervention
The key to collecting accounts that
are ignoring you. Why pay 25 -50% of
the balance?

Any Size Ba l a nce
$500, $1,000, $10,000. Your cost
per collection is fixed at $58.33.
Smaller balances cost less than $12
per account.

Im pr ov e Ca sh F lo w

west.
Herbert W. Boyer, Toledo.
R. Carson Cox, Chicago.
Preston DeButts, Grand Rapids.
James E. DeFoggi, Butler Area.
Janne E. East, Delaware.
Claire Ernstof, Providence.
Thomas Linsenmayer, Pittsburgh.
John B. Maginnis, Valley Forge.
Julius A. Marsh, Morristown.
Carl B. Nelson, Michiana past president.
John R. O'Grady, Lima.
Richard W. Peckitt, Worcester Area.
Donald C. Shiner, Rochester.
Carrell V. Shinn, Member -at- Large,
USA.
Donald L. Summers, Fort Wayne past
president.
Theodore Vernick, Michiana.
Robert Re Zullick, Member -at- Large,
USA; Pennsylvania Northeast past president.

Orin C. Bartle, 61, Kansas City, 1975.
R, W, Browning, 63, New York, 1947.
James J. Cannon, 83, Hampton Roads,
1959. Emeritus Life Associate.
G. E. Chillcott, 60, San Diego, 1970.
John J . Dolinas, 70, Akron Summit,
1948. ELA.
A. M. Goddard, 72, Boston, 1956. ELA.
Walter G. Grogan, 70, Evansville, 1956.
ELA.
William F. Haas, 59, Battle Creek,
1965.
Roy P. Hendy, 77, Hampton Roads past
president, 1949. SCMS. ELA.
Donald W. Herron, 69, Des Moines,
1946. ELA.
Charles J. Hott, 60, Illowa, 1975.
Carl A. Johnson, 61, MAL, USA, 1966.
Paul C. Kolves, 76, Greater San Gabriel
past president, 1949. ELA.
F. D. Lamonte, Jr., 65, New York, 1956.
J. J. LeVan, 54, Elkhart Area, 1956.
D. S. Royal, Jr., 46, Jacksonville, 1969.
Terry R. Rover, 38, Salem Area, 1980.
Joe H. Smith, Cape Canaveral, 1980.
M. B. Thomas, 89, Hampton Roads,
1945. ELA.
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ments are requested by November
30.
Through ASR No. 297, the Commission formally acted to withdraw
ASR No. 264, which was an interpretive release discussing factors relevant to evaluating the performance of
nonaudit services on auditor independence. The SEC noted that, while its
views have not changed, it believes
that the release has achieved the objective of heightening the sensitivity of
all concerned parties to the possible
impact of nonaudit services on auditor independence and is being withdrawn because of its potential for being misinterpreted.
The SEC actions appear to continue an overall movement under Chairman John Shad toward encouraging
self - regulation by industry.

MANAGEMENT
INFORMATION
SYSTEMS

basis. Some departments within the
company will automate sooner than
others. In doing so, they will implement capabilities such as electronic
mail, worldwide telecommunications
and teleconferencing, workload and
calendar scheduling, word processing
and data processing links, color
graphics and modeling software, to
name only a few. These capabilities
will be expansions of the present
word processing equipment. Therefore, it is essential that good word
processing planning and vendor analysis be performed from the beginning.
Building a sound word processing
basis will make the future office
automation steps more operationally
palatable and cost - effective. Word
processing brings to business opportunities for productivity improvements
for clerical, secretarial, professional
and managerial personnel. In a few
short years, its presence will be as
common as telephones.
If I can offer any further information
to the reader on this topic, I will be
happy to do so. Write me in care of
MANAGEMENT ACCOUNTING.
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some point, it will be desirable to have
many word processing units communicating with one another. Staying
with one vendor makes this possible.
Should MIS coordinate word processing equipment? There is a similarity between processing words and
processing data. The word processing technology, equipment, and communication methods are similar to
those used in computerized data
processing. Therefore, it is easier for
an MIS person to relate word processing capabilities to user needs than
for a non -MIS user to do so. Because
of this fact, we have chosen to have
our MIS function coordinate the installation of word processing equipment. Some companies choose to
have a word processing steering
committee handle the coordinating
work. The committee can be made up
of MIS, engineering, finance and other user personnel.
With the "automated office" being
just around the corner, proper preparation is needed on a company -wide
MANAGEMENT ACCOUNTING/ NOVEMBER 1981

How Do
You APPRAISE
AN APPRAISAL
COMPANY?
Time in Business. Will they be around in
future years to back up their work? Since
1899, we've helped companies buy sell,
merge, finance, set insurance values, avoid
unfair taxes, minimize taxes, and improve
accounting results.
Breadth of Experience. Do they have
experience in your industry? We've had
experience in all of them — manufacturing,
non - manufacturing, services, education, and
government.
People. V67tat do they know and how well
do they apply it? We have skilled appraisers
expert in real estate, machinery and
equipment, intangibles, and business
appraisals who deliver their work on time
and with all necessary backup.
Clients. Do they do superior work for firms
I ike yours? We do work for FORTUNE 500
companies and for those who aspire to
that list, for partnerships, proprietorships,
and professionals.
Ask for Proposal. Does it fit your objectives? Budget? Ask for ours. Compare. Call or
write to Hugh A MacMullan, jr., President.

FM

THE MANUFACTURERS'
APPRAISAL COMPANY
Robinson Building, 15th and Chestnut Street,
Philadelphia, PA 19102 (215) 568 -6739
Offices in principal cities

GLEIM'S NEW
CMAREVIEWMANUAL

I

CMA EXAMINATION REVIEW
•

1096 pages, 8i /e x 11 - paperback,$24.95

• Structured, point -by -point coverage of all
material tested on each of the flue parts of
the CMA exam.
• Comprehensive, easy -to- study, single
volume study program
•

Clear and concise phraseology to help you
to understand and remember the material.

•

Brief examples and illustrations supplementing the outlines of the material

• Detailed outlines and /or Summaries of
CASB Standards. SEC Accounting Series
Releases, AICPA and Institute of Internal
Auditors' pronouncements, etc.
628 multiple- choice questions and 149
essay /computational problems with IMA
suggested solutions plus a one - paragraph
explanation for each of the multiple- choice
questions.
An in -depth analysis of the IMA Board
Regents exam grading procedures.

of

Application and registration forms for the
CMA program
Send for your copy todayl

Acco unting P ublicatio ns guarantees
immediate, co mplete ref und on all
mail orders if a resalable text is
returned in 30 days.

For additional information
call or write:

Accounting
Publications Inc.
Post Office Box 12848 -B
University Station
Gainesville, Florida 32604
(904) 375 -0772
NO CODs. All orders from individuals must be
prepaid and are protected by the unequivocal
refund policy. Library and
orders
may be on account.
company

-
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New Products /Services
using any familiar editor or word processor, and they have complete control
over the format of reports. Anyone can
create budgets, project sales, or analyze
cash flow in terms that are self -documenting, which makes it easy to review
assumptions, methods and results with
others. Other uses include consolidation
of any part of one model into another
and computation of functions such as
depreciation, present value, and internal
rate of return. Phone (302)674-5500.

� i

c4

IBM's Personal Computer.
IBM Corp. has introduced its smallest,
lowest - priced computer system —the
IBM Personal Computer. Designed for
business, school and home, the system
offers many advanced features and, with
optional software, may use hundreds of
popular application programs. An enhanced version of the Microsoft BASIC
programming language and easily understood operation manuals make it
possible to begin using the computer
within h o u r s an d to d e velo p p e rso n al-

ized programs easily. The new system
can generate and display charts, graphs,
text and numerical information. Business applications — including accounts
receivable and word processing —can be
run on the same system with applications co verin g

personal fin an ce an d

home entertainment. The main unit
contains expandable memory and a
built -in speaker for audio and music applications. A starter system can be connected to a home television and later be
expanded to a system with its own display, printer and auxiliary storage cassettes or diskettes. Phone Jeannette
Maher, (305)998 -6007.
PL A N80 , a fin ancial mo deling system
designed for deskto p co m pu ters, has
been develo ped by Bu sin ess Plan n in g
System s. Th e sy stem in tera ctively p ro duces bar ch arts an d lin e grap h s on virtua lly an y CR T te rm in al t o h e lp u se rs
visualize plan n in g resu lts. Users en ter
row and co lum n definitions, d ata as-

sumptions, and calculation statements
80

Heath Corporation has developed Chart
Power, a display of monthly information that represents the latest concept in
management graphics. Chart Power
translates clients' data into a clear, concise, logical and comprehensive graphic
form. Instead of pouring over stacks of
computer printouts each month, executives and managers can thumb through
the graphics and come away with an accurate picture of their company's status.
Managers can choose the complexity of
the data, and the graphics can be prepared and returned to the client in as
few as four days. In addition, Chart
Power may be duplicated in a compact
bound format for timely distribution.
Chart Power also can be used for quarterly and yearly assessments. Phone
(414)784-5010,
ACCENT R, a new data management
system, is now available on Rapidata,
Inc.'s computer systems. Designed for
both programmers and nonprogrammers, the new software was developed
by National Information Systems, Inc.
ACCENT R provides easy, efficient and
versatile storage, retrieval, manipulation
and reporting of business data. It combines an easy -to -use language; a high prod uctivity applications language; an
in teractive query facility; utility, debuggin g, ed iting and adm inistrative function s; and a total data base m anagem ent
system in a single environm ent. Users
can d esign their ow n dat a bas e organization , en ter and update data with automatic verification and validation, query

the data base, generate reports, build
and execute programs, and use data created by other systems. ACCENT R's
nonprocedural data manipulation com-

mands perform automatic operations
such as qualifying records, checking
and manipulating values, and writing
out new records without user action.
Phone Arden J. Knudsen, (201)2270035.
Dylakor has introduced the DOS version of DYL -280, a new free -form, English- language report writer /extended
utility /programmer aid. Designed for
use on 360/370/303x/43xx and compatible hardware, the system is a readable, easy -to -use, CRT - oriented programmer and end -user related language.
Features include: automatic composition, control breaking, editing, totalling,
titling and formula calculations provided for report writing; complete user control over report format; unlimited
data selection and handling capability;
ability to sort at any point in the program via a simple SORT statement;
easy -to -use arithmetic expressions that
can be entered in one statement, eliminating separate add, subtract, multiply
and divide commands; extensive file
print options, including graphics and
hexa - decimal; and an indexing/subscripting facility which provides the
ability to do tabling functions, record
scanning, and variable record segment
processing. Phone (213) 366 -1781.
Index of Products and Services
Ac co unT ec h Sys te ms , I nc .................7 4
Accountemps . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 2
Accounting Publications, Inc; . . . . . . . . . . . . . 7 9
A m e ri c a n A p p ra is al .. .. ... .. .. .. ... .. .. .. I I
B A C o m m e r c ial C o r p ....... ........ ......2 5
B e c ke r C P A .............................7 8
C it ib a nk .. . ... ... .. ... .. ... ... .. ... .. ... .7
C o mp reh ens ive Ac c o un tin g . . . . . . . . . . . . . . . 72
Continental Communications Group . . . . . . . 1 9
Cullinane Database Systems, Inc. . . . . . . . . . . 2 7
Dun & Bradstreet . . . . . . . . . . . . . . . . . . . . . . . . 4 5
Dyatron Corp . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5
Exec uco m S yste ms C o rp ..................4 3
F a s t T ax .. . .. . .. .. .. . .. .. .. . .. .. .. 7 1 , 7 3 .7 5
F o s t e r M c K a y . . . . . . . . .. . . . . . . . . . . . . . . . . . 7 7
GB S . . .. . . . .. . .. . .. . .. . .. . .. . .. . .. . .. . .7 6
I nt e r na l C o n tr o l C o . ... .. .. ... .. .. ... .. .. 7 6
1 -anier B usiness P roducts ..............36.37
Management Science America, Inc .......... 47
Manufac tu rer' s Ap p rais al C o . . . . . . . . . . . . . . 79
Mc C o rm ac k & D o d g e ... .............. 21,23
N A A C E P . . . .. . . . . . . . . . . . . .. . . . . . . . . . . . 4 6
National Acceptance Corp . . . . . . . . . . . . . . . C A
Parson- Bishop National Collections . . . . . . . . 7 8
R e p ub li c B ank . ....... ....... ....... ......I
R o b e r t Ha l l ' .. . . . . . .. . . . . . .. . . . . . .. . . . . . C 4
S h e af f e r E a to n .. . . .. . . .. . . .. . . .. . . .. . . .. 7 7
Software International . . . . . . . . . . . . . . . . . . 0 -2
S o ut hlan d U nive rs it y . .... .... ... .... .... .7 4
Texas Instruments . . . . . . . . . . . . . . . . . . . . . . . . 9
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When the clients of accou nts ha ve a cash flow need, what's the
answer? In many cases, ours is "Help Yourself I"... because, with an
MAC secured lending program, many compa nies ca n turn their
current assets into all the working capital they need.
Accounts receivable. Inventory. Capital equipment. These are just a
few of the sources we look to in setting up individualized programs
that help companies help your
themselves,
chances
aregive
we can
clients, as
us a hel
well. ..just
cat

They'll

Company of America
West Adams St.,
REGIONAL OFFICES:
C hic a go / Atla nta / Ba ltimore
Charlotte / Dail" / Denver
Houston / Los Angeles
Phoenix / Salt Lake City

St. Louis / San Antonio
Son Jose / Santa Ana* /
Southtiald (Detroit)
Tampa 1 Westlake (Cleveland)

• � A c c o u n t s � R e c e i v a b l e � • � I n v e n t o r y � L o a n s � • � E q u i p m e n t � L o a n s � • Equipn @M
Leasing�and�Financing�•�Sale�-Lease�Bads�•�Re-�Financing�•�Mo nty�for�Meiga
and Acquisitions a Factoring

I

J

RAND.

If you've been hiring and rehiring for the same
accounting, financial or edp positions...
it's time to call Robert Half.
For many companies, constant turnover
can turn into a consta nt problem. At Robert
Half, we've fou nd a solution. Our specialists
have been dealing exclusively with accounting, financial and edp professionals for more
than 30 years.

By using the latest techniques, we carefully evaluate each top candidate. That way
we can find you the right person the first
time, so you won't have to look again
another time. Have a turnover problem?
It's time to contact Robert Half.

R IEM EST IM LF
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=accounting, financial and edp personnel specialists
ALBUQUERQUE • ALLENTOWN • ATLANTA • BALTIMORE - BIRMINGHAM - BLOOMINGTON (MN) • BOSTON • BUFFALO • CHICAGO • CINCINNATI • CITY OF COMMERCE (CA)
••CLAYTON
• CLIFTON
((NN]])
• DALLAS
• DAVENPORT
• DAYTON
• DENVER• JACKSONVILLE
• DES MOINES • DETROIT
• FORT•LAUDERDALE
WORTH
FRESNO • CLEVELAND
GRAND RAPIDS
• GREENN
)R0• COLUMBUS
• HARTFORD
• HAYWARD
- HOUSTON
• INDIANAPOLIS
• KALAMAZOO
KANSAS CITY• •FORT
LEXINGTON
• LONG ISLAND • LOS ANGELES • LOUISVILLE • MEMPHIS • MIAMI - MILWAUKEE • MINNEAPOLIS • NASHVILLE • NEW HOPE (MN) • NEW ORLEANS • NEW YORK
OAK BROOK (IL) • OMAHA • ORANGE (CA) • ORLANDO - PALO ALTO - PHILADELPHIA • PHOENIX • PITTSBURGH • PORTLAND • PROVIDENCE • RICHMOND • SACRAMENTO
ST.LOUIS • ST. PAUL - SALT LAKE CITY • SAN ANTONIO • SAN FRANCISCO • SAN JOSE - SCHAUMBURG (IL) • SEATTLE • SPRINGDALE (OH) • STAMFORD (CI) • TAMPA • TULSA
WALNUT CREEK (CA) - WASHINGTON D.C. • WILMINGTON
CANADA: CALGARY • TORONTO - VANCOUVER - GREAT BRITAIN: BIRMINGHAM • LONDON
C 1881 R-H INTERNATIONAL, INC.

