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SOFTWARE�INTERNATIONAL's'� l�General�Ledger�and
Financial Rep ortin g System is hard at wo rk at m o re than
4,000�sites�worldwide�—in�some�of�the�world's�largest,�most
diverse, and best- managed corporations. That's more than
any other competitive product. Firms like E.I. DuPont, R.J.
Reynolds, Miller Brewing Company and hundreds of other
Fortune 500 companies have selected our General Ledger
over the competition. That's why it's the industry standard, a
state -of- the -art product continually improved to stay at the
leading edge of software technology and give you more
"account - ability" than any other financial software package.
No other General Ledger provides as much easy -to-use
reporting power and on -line access to information. On -line
review of account activity and balances gives you better control of budgets, minimizes the need for paper reports, and
frees your accountants for more financial analysis. Labor saving on -line standard journal entries are convenient to use,
reduce posting errors, and facilitate fast, easy checking. A
powerful interactive editing capability helps you identify and
correct errors before information is updated. Our General
Ledger gives users immediate access to current, accurate
information by simultaneously updating both posting and
summary level accounts throughout the system.

P.Low,tyAN
r P.0,
The system is installed quickly. Many users report that

ey are closing their books faster, producing reports in hours
F
instead of days, and generating more relevant intormation for
better business decisions_
Because no business operates solely from a General
Ledger, our system interfaces with our top- quality Accounts
Payable, Accounts Receivable, Fixed Asset and Payroll/
Personnel packages to form a comprehensive and powerful
financial information

system.

Software International has been installing and supporting high - quality, problem- solving financial application packages for almost two decades. That's why THE SOFTWARE
gives you something extra: confidence_ Confidence in complete, thorough training and documentation. Confidence in
our commitment to product enhancement and stringent quality control. And confidence in our customer support. As a
subsidiary of General Electric Information Services Company, we are part of a worldwide family of more than 5,000
computer and business professionals.
Find out why our General Ledger is the one you should
measure the others against. Ask a user. Or call us for more
Information. You'll easily see why THE SOFTWARE is the
industry standard you can account on.

Aflants (4114),355-3705 Bomon (617) 685.1400 Chrego (312) 7738008 ColumWis. OH (814) 773 -2167 Dallas (214) 980-0220 Denver (363) 696-0591 Houston (713) 444 -3348

Los Angeles (213)573-W2 New York (914) 253.8050 San Mateo (415) 574.5600 Wl1"ton, DL (302) 4713.8980 Monlreal (514) 888.5728 Teronlo (416) 924.1481 Vancouver (604)W-6122
Australia. Colombia, France. Guam, Israe1, 11ay, Malaysia, McXiCo, N4therttands, Safnb Arabia, SarldinaNa. South Ah1ra. United Kingdom, West Germany

Meeting all the money demands of your
growing business can often be more
than your current source of financing can
handle. That's where The Associates can
help,
The Associates knows how important
it is for your business to keep growing. So
when you need money for working capital,
we can pitch in. Or when you have an acquisition opportunity, we'll put our money
On you.
We'll help you take advantage of assets
you might not have considered before such as inventory, receivables and
equipment. We can turn them into tangible
growth opportunities, while providing a
consistent source of fresh capital.
If you've got the spirit to move ahead,
if you're digging in, not giving in, we'll
back you.
We know what it takes to
grow these days. And w
pulling for you all the wa

Our money's
on you.,
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55 E. Monroe St. Chicago, IL 60603 (312) 781 -5858
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Chicago, Cleveland , Dallas, Denver, Detroit, Houston,
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Marketing Costs: a New Look

21

By Donald K. Macintyre
Are management accountants paying enough attention to market costs? Perhaps not, given the increasing sophistication of marketing programs. The basic concepts of accounting
for marketing are reviewed here and some recommendations made to improve the control
of marketing costs through precise classification and analysis of each component.

Marketing the Financial Facts of Life

29

By Joseph A. Barra
Success in a marketing- oriented company requires controllers, and sales and marketing
managers, to at least understand each other, if not speak the same language. Here's how
Lever Brothers keeps the lines of communication open.

Management
Accounting
Issues

Allocating Opportunity Costs

33

By J. T. Mackey
Management should make decisions based upon full costs that reflect the opportunity cost
of using scarce production resources. The model presented here shows how.

Allocating Indirect Costs for Improved Management Performance 38
By Garth A. Blanchard and Chee W. Chow
Why do theorists and practitioners have divergent views about indirect cost allocations? Is
it because the potential benefits have been overlooked? Allocating indirect costs should
reduce budgetary slack and improve a firm's internal use of scarce resources.

Selecting the Right Transfer Pricing Model

42

By Lawrence J. Lococo
When one division in a company buys goods from another division, chaos can result unless an equitable system of transfer pricing has been set up. Both divisions want to maximize profits and minimize costs yet contribute to overall company profit. What is the optimum solution? This proposed solution combines two models.

Feature

An Open Letter to Congress: Leasing Little Lisa

46

By Kenneth N. Orbach and William D. Samson
This sure -fire scheme should help to improve the bottom line for both corporations and
families. After all, if corporations can sell tax credits, why can't individuals?

Accounting

Control System Priorities for the '80s

&

by Joseph E. Connor

Reporting

If corporations do not establish effective safeguards for self - regulatory control systems,
they may face a new wave of public outcry over questionable business practices. This call
to arms provides guidelines for getting control of control systems.

48

FASB Should Establish an Accounting Laboratory

52

By Jerry L. Arnold, William W. Holder, and Jan R. Williams
Proposed FASB standards should be tested in the crucible of an accounting laboratory.
The "laboratory" would be the real world or some significant position of it in which the
standard would be tested for a limited period.
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How Houston Lighting

&

MIS

Power Applied DDP

56

By Thomas W. Hasz and J. L. Boockholdt
&

Houston Lighting Power installed an accounts payable system that let it keep accurate
accounting records and maintain control over a special construction project in another part
of the state.

Annual
Conference

Houston '83: Challenges for Management Accountants

61

By Kathy Williams
NAA first annual Conference in Houston, June 19 -22, will feature accounting and financial
executives Ron J. Cotton from Australia and Ghaith R. Pharaon from Saudi Arabia.
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Strategies for Smaller Businesses must take into account an adverse environment— characterized by high inflation rates, high interest rates, and recession during the
past two years —when planning for the future. Unlike the bigger companies, however,
many smaller businesses must deal with these issues without staff expertise for effective
planning. In April, managers and financial officers describe how some smaller businesses
are coping.
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PERSPECTIVES

Student Members —Key to the Future
One of the most encouraging signs of the Association's growth and
vitality is the surge in student members. During the first half of the
1982 -83 fiscal year, new student members increased by a net of
26 %. Since then, student membership
has grown to more than 6,000.
This growth is due in large part to increased interest by chapters in forming
Student Affiliate Groups. We currently
have 24 active student groups and 33
other chapters are in the process of organizing groups.
Like most developments in our volunteer -led organization, the student movement initiative started at the local level.
In 1975, the Accounting Society of San
Diego State University, an on- campus
organization with more than 100 members, petitioned NAA for permission to affiliate. Thanks to strong
support from San Diego Chapter, the first student affiliate of the Association was established in that year.
Student members have become a vital part of the Asso ciation.
Their enthusiasm has been translated into active work and service
to affiliated chapters and to their communities. For students planning to enter the accounting field, this Association affiliation is ideal.
They have the opportunity to meet men and women who are actually working in all the diversified fields of accounting, they have access to all NAA publications and educational programs, and they
can easily become full members of the Association after graduation
without paying an initiation fee.
These young men and women represent the future leaders of the
profession. The earlier they become involved with the leading management accounting organization, the better off we and the profession will be.
Each chapter has a responsibility to make accounting students in
its area aware of the opportunities the Association offers them. Why
not sign up a student member or begin organizing a student affiliate
in your area today. The students will benefit, your chapter will benefit, and the profession of management accounting will benefit in the
long run
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Opinion
Robert L. Shultis

Two 10 -Year Anniversaries
The "Numbers Game" column in the February
14th issue of Forbes Magazine closes with the
following paragraph:
"Give this to the accounting profession: It is
struggling sincerely to adapt to a complex and
rapidly changing world. But, alas, the more the
accountants reach for certainty, the more certainty eludes them."
One wonders whether "certainty" is, indeed,
an objective toward which the accounting profession should be striving. In an uncertain
world, it's an elusive goal at best and an impossible target at worst. Nevertheless, the authors
of the column raise an important question that
deserves consideration by every member of the
accounting profession —what should be its (the
accounting profession's) goal? Where are we
headed and is this direction the right direction?
Two important organizations within the accounting profession have recently marched
past their 10 -year milestones and have headed
into their second decade. They are, of course,
the Financial Accounting Standards Board and
the Institute of Management Accounting. Ten
years is a nice round number —long enough to
spot a trend, but still short enough to be manageable, so let's look briefly at each of them.
As prominent organizations within our profession, they may help answer at least one question —where are we heading. Knowing where
we are headed should help answer the big
question —where should we be heading,
Space doesn't permit more than a quickie
perspective of the two organizations, but that
will be enough, I think, to gather some insight
as to direction —if any exists. In the case of the
FASB, a look at the list of projects under way at
the time of publication of their first annual report is illuminating. Heading the list was "Accounting for Foreign Currency Translation." We
all know the Board has grappled long and hard
with that one and has issued two statements
on it since then. Also on the list was "Accounting for Leases" —out of which came Statement
No. 13, which still has some troubled memories

for me personally. But also on the list were:
"Criteria for Determining Materiality,"
"Business Combinations and Intangible
Assets,"
"Conceptual Framework for Financial Accounting and Reporting."
The conceptual framework project has made
progress, albeit somewhat haltingly, but the
Board seems to have postponed consideration
of the other two indefinitely. At the same time,
we have been presented with statements of
"broad" significance such as "Accounting for
Certain Mortgage Banking Activities" and "Financial Reporting by Cable Television Companies." Don Kirk, chairman of FASB, has assured the members of the Financial Accounting
Standards Advisory Council that Board time
spent on these smaller projects has been minimal, that the list of that type of project is shrinking, and that the major areas of concentration
in the future will be on the major issues. That's
the way to go! That's the right direction! It's encouraging to see the Board moving that way.
"Certainty" will never be achieved and probably should not even be the objective. If accounting is the profession all of us aver that it
is, then guidance, not a cookbook, is what is
needed. Even in my own crude dabblings
around the kitchen, I've been known to vary the
recipe according to my own judgment. (The
number of variations one can make to bourbon
balls is almost infinite.) The same privilege
should be accorded accounting professionals.
The same year which saw the birth of the
FASB saw the formation of IMA as an affiliate
of the NAA. It has shown steady, if not spectacular, growth over the last ten years. The next
few years should see its growth and the recognition of its objectives accelerate. We can be
well assured that management accounting is a
profession whose time has arrived.
This fact, and the rapid rise to prominence of
the CMA, is not without significance for the
FASB and its projects as well. Given a growing
group of recognized professionals among the
preparers of financial statements, given a well defined body of knowledge within which these
people work and given an expanding series of
practice statements as guidelines for the preparers, the FASB should be able to concentrate its resources and its considerable talents
on the major financial accounting issues of the
day. With broad guidelines within which to operate, the professionals in the field —CMAs,
CPAs and their organizations --can and should
be able to help fill the gaps. We shouldn't be
striving for the "certainty" that the Forbes' authors mention — "progress" or "understanding"
would be better words.
Cl
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Management
Accounting
Practices
Louis Bisgay, Editor

John Chironna is Chairman of NAA's Management Accounting Practices (MAP) Committee.
He is also Director of Accounting —U.S. Operations for IBM Corporation.

Chairman Chironna
Speaks Out on Pensions
If you've never spent a lazy Sunday afternoon
with the FASB's discussion memorandum on
accounting for pensions or never tried to fit the
resulting "Preliminary Views" into an already crowded lunch hour, then you are probably in
for a big surprise.
Actuarial funding formulas have always been
complicated, but the degree of that actuarial
com plexit y is furt her c omp lic ated b y t he
FASB's current views of the "appropriate" accounting treatment, which seems to be unnecessarily cumbersome. If the accounting treatment is to rival the actuarial funding formulas in
terms of complexity, then the "preliminary
views" are a resounding success. The liabilities
usually result from the acquisition of an asset,
the incurrence of an expense, or when necessary, deferring the earning of revenue. It is difficult to understand how the creation of a liability
gives rise to an asset. The proposed accounting for pension s d oesn't jus t narrow our
choices, it eliminates them.
Back to Basics
The MAP Committee believes we need, first
of all, to get back to basics:
We believe the basics call for standards that
simplify accounting treatments and that deal
in broad general principles, not cookbook style approaches requiring precise, recipe type rules.
We further believe that accounting standards
ought to support and facilitate the primary

purpose of financial statements; namely, a
representation of what has happened based
on transaction - oriented, evidential matter.
And we believe that the ultimate criterion to
use in evaluating the necessity of any standard ought to be a determination of cost/
benefit relationships. "Nice -to- know" information that is not cost- justified can do more
harm than good.
And lastly, we believe that changes in accounting standards should be made carefully
aft er weigh in g all th e potent ial cons equences.
Applying the Basics
Armed with those basic beliefs and a non -actuary's knowledge of pension plans, we will not
attempt to prescribe the perfect accounting
treatment, but we shall raise some important
questions like:
1. Why must we book a gross liability and an
offsetting contra or valuation account? And
why must we capitalize and amortize such
things as adjustments for experience gains
or losses and changes in fair market value
of fund securities? Even though these gains
or losses may be material, the prescribed
formula pushes them into the future for a
long time. Consider the companies with career average plans that are being updated
every three or four years ... these companies will amortize less than 65% in the first
20 years. In fact, new entrants into the plan
affect the amortization percentages of previous adjustments. Why not use a rational approach to adjust future expense levels only?
Isn't this nice -to -know information, which
is not cost - justified (imagine the hours to be
spent just explaining the numbers) —and information that could cause more harm than
good? After all, might not more than a few
companies inadvertently find themselves in
technical default on their loan indenture
agreements?
2. Why must all companies base their expense
allocation on the same actuarial method
(one that isn't used for funding purposes by
the majority of companies)?
Companies and their employee groups
are different, so why not prescribe broad
general principles for cost determination
methods, not precise cookbook, recipe -style
rules? After all, we don't prescribe one depreciation method for all types of assets,
and we don't try to rationalize depreciation
expense in terms of wear and tear actually
in c urred each year. If on e m et h od is
► ►63
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As one of the country's most prominent real estate companies, National Property Analysts is able
to offer you a high degree of security in your investments.
For more information, please send your inquiry to: National Property Analysts, Inc., Marketing Dept.,
1804 Rittenhouse Square, Philadelphia, PA 19103. Or call 1- 800.223 -3821.

NATIONAL PROPERTY ANALYSTS, INC.
PHILADELPHIA, NEW YORK, LOS ANGELES, SAN FRANCISCO, ST. LOUIS, OKLAHOMA CITY

Grover L. Porter, Editor

The Future of MIS —(Part 2)
Up to this point, we have considered the impact
of new hardware advances on the MIS.* Of
equal or perhaps even greater importance are
developments in the field of software (or programming support). There seems to be a consensus that at present the limiting factor in development of new uses for the computer is the
lag of software behind hardware. Advances in
software promise to increase the accessibility
and effec t iven es s of the fut ure MIS a
hundredfold.
The major trend in software at present is toward so- called "user- friendly" or natural language programming. These packages attempt
to make the processing power of the computer
available to a broader base of users, many of
whom have previously been limited in their exposure to the computer. The packages allow
access to the data with a minimum of programming knowledge. At present most packages
are report program generators. Users provide
parameters, formats, and modest instructions.
The software processes this information, using
it to produce a computer program to fulfill the
user request. Originally, such program generators were developed as tools to improve programmer productivity. Now, however, they have
left the DP department and are experiencing
ever - increasing popularity among end - users.
" Nonprocedural" programming languages
are becoming a reality. When this sort of language is used, the software system puts together its own procedure, based on statements
of the problem by the user in whatever sequence he thinks of them, Specialized planning
and simulation packages are being announced
constantly.
Artificial intelligence (AI) software is on the
verge of major breakthroughs. These packages
combine natural language and nonprocedural
10

will

Graphics —the New Capability
Just as computer usage has moved beyond
accounting and transaction processing into the
business mainstream, so computer graphics is
evolving from technical and scientific applications into a decision support tool. Graphics
have been made possible through both hardware and software advances within recent
years.
Packages exist now that can take numerical/
statistical data and display it as pie or bar
charts or graphs. Displays can be black and
white or color. Trends can be highlighted as
necessary. Pictorial outputs provide an incomparable method for recognizing crucial patterns
within a mass of numbers in a quick, emphatic,
and efficient manner. The impact of graphics
on the decision - making process should be
obvious.
An even more important application of graphics is developing in the field of manufacturing.
Major automotive and aerospace concerns
have already begun pioneering work in this
technology. In the future, design engineers will
do all design planning and testing through the
computer and then transfer the specifications
directly to computer - controlled manufacturing
units within the factory.
The potential for computer graphics is limitless. The business computer graphics market is
projected to increase 40% annually during the
1980s. Shipments of CRT graphics terminals
are projected to exceed $1.4 billion by 1986.
MIS Security Needed More than Ever
As should be apparent by now, the computer -based management information system has
begun to undergo a series of significant transitions. The quantity and quality of data within the
increase dramatically. Security for
system
the MIS must be adjusted accordingly. Trends
toward shared data base systems and toward
1110
, 111p
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Management
Information
Systems

programming with complex algorithms designed to mimic the human thought process.
The result eventually
be an extension of
man's tremendous information processing ability to devices capable of much better recall and
speed. Systems already exist for communicating conversationally with users of medical data
bases. The system routinely attains 85% accuracy in making diagnoses of patient illnesses.
With the development of "artificially intelligent"
computers, every manager may have a computer assistant that understands its master's
job and the company. Research in artificial intelligence has been around for some time, but it
is only now beginning to pick up speed.
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At MSA, we keep track ofchantng tax laws
and accounting procedures. And when those

Carpenter at (404) 239 -2000. Or clip this coupon.
Please be sure to include information on your
computer type and model so we can send you
detailed intormation.
rt - - - - - - - Management
- - - - - -Science
- - - -America.
- - - Inc.
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MSA offers theonly mmprrbensioeoml
Fixed AssetsAtxowntinaSyoemcurrentlyavailable

changes affect your company, we respond promptly
with updates and enhancements for your system.
With MSA's online Fixed Assets System, you get
property control information that's not only up-todate, but up-to- the- minute
You canggenerate reports
po instantly using
g the
sequence and format for the locations and other
control information you specify.
The system accommodates all depreciation
methods and first -year conventions. Not only does
the system comply with the most current ACRS
requirements, but it also complies with ADR, CLS,
and Facts and Circumstances.
The system simplifies federal and state tax
reporting as well as total property control.
The online MSA Fixed Assets Accounting
System is available now And our experienced
im lementation teams can help you install it in time
to andle year -end tax reporting.
For more information on the MSA Fixed Assets
Accounting System, please contact Robert
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The MSA Fixed Assets Accounting System can
prepare them for you. Automatically.
You get complete, up-to -date compliance with
this year's IRS, SEC, and FASB requirements
(including the new ACRS guidelines).
Your system includes a full year of maintenance
atnocharge.Soyour system stays up- to-date.
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Data Sheet
Robert F. Randall, Editor

Financial Salaries Rise 3.9%
Financial starting salaries are up an average of
3.9% over 1982, with a 6.5% average increase
recorded for data processing positions, according to the 1983 Robert Half survey of 1983
starting salaries. The report notes that "Financial salaries do not appear to show much
growth when compared to the Cost of Living Index, but this is an illusion because financial employees are often the subject of rapid advancement by promotion to a higher category." In its
1983 survey, Source Finance sees continued
strong demand for accounting and financial
professionals because of volatile interest and
inflation rates, the evolving role of government,
senior management's increased demand for
accountability, increased operating and reporting- related litigation, and an eventual resurgence in GNP growth. The recruiting firm
makes these points: probably there will be a
computer in every office and perhaps on every
desk by 1990, and because of the impact of
computers, individuals with exposure in data
processing will have a competitive advantage.
Copies of the Robert Half survey are available
from any one of its offices; for the Source Finance survey, write Source Finance, Dept. DX57, Box 7100, Mountain View, Calif. 94039.

Pension Issue Is Controversial
FASB is taking it slow and easy on what is potentially the hottest issue it has ever handled:
pensions. The Board issued ''Preliminary
Views" last November, is soliciting comments
in the first quarter of 1983, plans a field test in
the second quarter, and a public hearing in the
third. Tentative plans call for an exposure draft
in 1984 and a statement in 1985. At a press
briefing earlier this year, the Board reiterated
that it was not trying to destroy defined benefit
plans or cause companies to abandon these
plans or else force them out of business. It believes, however, that we have a financial reporting structure that by keeping pension information in t h e footn ot es m ig ht p oss ib ly be
12

misleading investors and creditors. NAA has
scheduled a conference on pension accounting
March 16 in New York City.

SEC May Reduce Data
on Executive Perks
In its continuing drive to reduce the cost of regulations on corporations, the Securities & Exchange Commission is proposing to ease disclosure requirements for executive perquisites.
Under its proposal, perquisites totaling less
than $10,000 a year or 10% of cash compensation won't have to be disclosed, increases in
the market value of stock options held by the
company's executives would not have to be
disclosed, and an executive's compensation
would not have to be reported if it is less than
$60,000, instead of the current 850,000. Moreover, contingent forms of compensation such
as profit- sharing plans would merely have to be
described rather than valued, and companies
would have to report only the aggregate compensation of executive officers and directors,
rather than of all officers and directors. The
SEC is soliciting comments until May.

Business /Accounting Briefs
The rate of inflation for industrial machinery
and equipment costs plummeted 56% between
the first and second halves of 1982, according
to a study by the Kemper Group, a major industrial insurer.... Local government investment
pools set up by state legislatures to aid small
towns allow a number of cities to pool their
funds for investment, according to Cash Flow
Maga zine .... A January quarterly survey of
members of the National Assn. of Credit Management shows that 65% of the respondents
predict an upturn in sales, compared to 38% in
a similar survey last October. Some 47% see
some increase in profits in the next six months,
com p ared wit h on ly 27% las t O c t ob er.
... Sales of mutual funds in 1982 were the largest ever reached —$14.9 billion. Sales of all
types other than short -term funds were 50%
hig her th an the previou s rec ord set in
1980.... Penny A. Flugger, NAA national director, and Robert McGee, a member of the
Management Accounting Practices Committee
staff, have been named to an AICPA Task
Force on Accounting for the Development and
Sale of Computer Software. Its objective is to
prepare an issues paper that addresses diversity in practice that has developed in accounting
for the development and sale of computer software. NAA plans to publish a research report
on the topic in early 1984.
MANAGEMENT ACCOUNTING /MARCH 1983

a

®� 0
W

0
0

4' W

IPj
r.
M

O .

s izr 3 v
� 'sN� d�xa

Taming the'Cash Flow Carnivore'
The Age of Heroics is not dead. There are
still dragons to be slain and monsters to
be tamed, especially in the world of financial management.
Take the dreaded Cash Flow Carnivore,
for example. His appetite is especially
keen with today's high interest rates. He
gobbles up cash as fast as it comes along
without knowing it is more digestible when
properly aged and tastes better with a
dish of delicious earned discounts on the
side.

Data Design Associates Financial Applications Software has already helped
more than 300 U.S, corporations to tame
the beast in their Accounts Payable, Purchasing, and Fixed Assets Accounting
systems. Contact us now and we'll show
you how our software can make you and
your computer heroes in your own
company.
Su50O�� kmead�Parkway

DATA DESIGN
T V
Sunnyvale. CA 94086
ASF
X4081730 -0100

Taxes
Morris Gartenberg, Editor

Tax Changes Affecting
Business Income
Here is a rundown of the major tax changes affecting business income taxes in 1983:
1. A corporation will pay $500 less income tax
on the first $50,000 it earns because the
lowest corporate rates were reduced by one
point —to 15% on the first $25,000 of corporate income and 18% on the next $25,000.
2. At least 90% of the 1983 estimated tax of a
corporation must be paid by the fourth installment and 100% by the initial due date of
tax returns.
3. The investment tax credit is reduced in
1983. The credit offsets less tax this year
than in 1982. On first $25,000 of income the
credit is 100 %; now only 85% (instead of
90 %) of income tax over $25,000 can be
taken.
4. Depreciation deductions on assets placed in
service during 1983 are not as favorable.
Now the depreciable amount must be reduced by half the amount of investment and
energy tax credits on such assets or you can
depreciate the full cost but then must cut
your investment credit by two points.
5. New provisions are in effect for corporations
owning real estate. If a depreciable building
is sold, a new recapture rule makes 15%
more of the gain taxable as ordinary income.
When commercial buildings (including offices, plants, stores but not residential buildings) are going up, any interest and taxes
paid during the construction period can only
be deducted by taking 10% in the year paid
and 10% a year for nine years after the
building opens for business.
6. Certain corporate tax preference items are
reduced by 15% beginning in 1983. Items include depletion for coal and iron ore, tax exempt interest for certain financial institutions, DISC, pollution control facilities,
intangible drilling costs and mineral exploration and development costs.
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Owner's Pay Under
Watchful Eye of IRS
If a business owner's pay is excessive, the IRS
may consider the compensation as unreasonable and challenge the company. Only reasonable compensation is permitted as a deduction
under the tax code. The $64 question is what is
reasonable. That's left up to the court to settle;
however, there are some guidelines for owners.
Compensation usually includes salary, retirement benefits, and other perquisites; it depends on the owner's duties and qualifications,
the size and complexity of the business, and
compensation of others in similar jobs in similar
companies.
If you feel your compensation is reasonable,
one way to save taxes is to take profits out of
the business through salaries rather than dividends. Salaries are deductible while dividends
come out of after -tax earnings and are more
costly. For example, a corporation at the maximum 46% corporate tax rate has to earn more
than $185,000 before taxes to net $100,000 after taxes for distribution of dividends. But a
$100,000 salary produces a $46,000 tax deduction, resulting in an after -tax cost of just
$54,000.

IRS Matching Program
Increases Dunning Notices
What do you call a system that matches 600
million pieces of information from various payees with 94 million individual tax returns? It's
the information- matching program of the IRS.
Although the program began in 1963, as recently as 1977 only about half the data the IRS
received was checked. Because of the efficiency of computers, now the IRS can match about
90% of what comes in. More than 900,000 dunning notices were sent out for the 1979 tax
year. The IRS notices are for interest on overdue taxes or for income or other payments that
weren't reported,
Increased emphasis is being put on the information- matching process because it is an inexpensive way to check millions of tax returns. It
is also more cost effective than performing audits. The IRS receives about $10 in payments
for every dollar it spends on the program.
Not all the notices result in payments. Believe it or not, about one notice in four is in error
even though IRS workers manually check each
return that the computers question. The agency
recognizes the need for improvement in its information returns program, but places some of
the blame on incomplete or incorrectly reported
10-10-65
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CPT shows how your word processor
of today can be the first step to
your automated office of tomorrow.
CPT introduces the OFFICE DIALOG LINK"'

ord processing has taken the
b usiness world by storm.
Offices large and small are discovering this great step forward over

W

ordinary typing.

Unfortunately, that's where most
people stop.
They've accepted their new word
processors as "fancy typewriters" They
don't realize they're on the threshold
of an even bigger idea — called office
automation.
CPT has long recognized this potential in the office. That's why all CPT
word processors are designed to let
you add new powers —a step at a time.
You may wish to start with CPT's
entry-level word processor and expand
your system later. With CPT, your investment is always protected, because

you can upgrade to the more powerful
CPT word processors in just minutes,
Tight in your office. _

• II II .

It lets yourCPT word processors -WV to nearly a thousand different office devices, including mini and
main frame computers,other word processors, phototypesettersand OCR's.

Specialists in your different departments will soon discover the computer
power inherent in an advanced word
processor. CPT software will let them
do complex math, sort files and make
up new lists, as their original docu-

Perhaps the most remarkable step
to the automated office of tomorrow
is CPT's newly developed Office Dia-

log Link ?"
Unlike the present "office networks"
offered by other companies, the Office Dialog Link lets your CPT word
processors "talk" to other brands of

ments are being prepared.

Electronic storage is another CPT
breakthrough.
For individual workstations, CPT
has just announced the Disk Unit
series, which can store up to 2,600
pages of additional information each.
For lamer systems, the CPT Word Pak H can store over 11,000 pages.

equipmelit.

Up to 984 office machines can be
joined by the Office Dialog Link at
one time.

So what starts out to be a better way
to type —is in reality a better way to do
business. And that's what "office automation" really means. Ab m, ,

_

r
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Mail to: CPT Information Servic
PO. Box 3900
Peoria, Illinois 61614
Or all 1- 800 - 447 -4700
(In Alaska, 907 -177 -3527)

(in Hawaii, 808. 488.7781)
Please send me your free booklet. CPT Shows

You How To Get IntoWordProcessing —A Step At
A Time.
I'd like a CPT sales representative to call me.
Name

Address
City
Phone)

State

Zip

i

CPT takes the mystery out of word processing.
Specifications subject to change without notice at the discretion of CPT.

Small
Business
Kathy Williams, Editor

How Will Congress Help Small
Businesses?
Over the next few months, Congress will be
delving into a variety of small business issues,
such as incentives to increase exporting, measures to spur investments, and suggestions on
how to improve capital formation. One area of
suggested reform which came out of a SEC
Government - Business Forum (see Nov. '82
column) and which recently was presented to a
joint House - Senate Committee is how to help
smaller businesses obtain capital. The Forum's
final report offered 37 recommendations for administrative or legislative action in these areas:
• Revising Small Business Administration programs to aid small businesses in obtaining
financing;
• Reducing costs associated with securities
regulation;
• Finding ways for institutional investors and
others to invest in small businesses while obtaining realistic benefits;
• Giving small businesses a break in tax rates
and brackets so they can generate needed
internal capital;
• Changing the tax treatment of capital gains
and offering other tax changes to stimulate
capital formation;
• Easing some regulatory restrictions to encourage investment.
Now Congress will examine these issues.

More Exporting Help Is Available
The U.S. Department of Commerce has put together an in -depth information kit on the Export
Trading Company Act of 1982 explaining how
companies can pool resources through export
trading companies. The kit contains an issue of
Business America which talks about the Act, a
copy of the legislation, a schedule of conferences around the country that will explain the
legislation, and other general information. To
16

obtain a free copy of the kit, contact Stephanie
Miller, Room 4805, U.S. Department of Commerce, Washington, D.C. 20230, (202) 3773259, and ask for the "ETC Kit."

How to Raise Venture Capital
Does your company want to expand its product /service area yet needs additional funds? In
today's business climate it is possible to obtain
these funds even though the competition for
them is fierce, if you have an organized plan of
action delineating specific goals and objectives. To help• small businesses raise their
needed capital, Deloitte Haskins & Sells has
published a book called Raising Venture Capital: An Entrepreneur's Guidebook outlining the
steps a company ought to take in this endeavor. Chapters cover such topics as organizing
the new business, the business plan format,
management and organization, the product,
marketing, financial information, selecting venture capitalists and negotiating with these venture capitalists. The book also includes examples of financial forecasts and a list of sources
of information and reading material. The emphasis is on developing the right business plan
because venture capitalists want to know what
their return will be as well as yours.
The books are $5 each from Deloitte Haskins
& Sells. For ordering information, contact David
Thompson, DH &S, 1114 Ave. of the Americas,
New York, N.Y. 10036.

Getting in Touch with Your State SBA
Sometimes it's difficult for companies to know
how to contact small business agencies in their
states or to know what kinds of opportunities or
legislation exist that are designed to benefit
them. To put smaller businesses in touch with
the proper agencies, the Office of Advocacy of
the U.S. Small Business Administration has
published A Directory of State Small Business
Offices and Activities. This directory focuses
primarily on state - operated assistance offices
established specifically for the benefit of small
and/or minority -owned businesses. Also included in the directory are the names and addresses of support groups and activities such
as advisory councils, task forces, legislative
committees charged with formulating small
business - related legislation, and the like. In addition, where available, it explains the types of
small business legislation proposed and /or enacted in a particular state. To obtain a copy of
this directory, contact the Office of Advocacy,
SBA, 1441 L Street NW, Room 1012, Washington, D.C. 20416, (202) 653 -6533.
L-1
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A salary check
shouldn't be the only
thing you have
to show for years as an
accountant.
What you should be able to show
is a growing equity in a business
that's all you r own, and the
satisfaction of being your own
boss.
If your present job doesn't
offer you this, do what hundreds of
accountants all across America
have done. Become an
independent Comprehensive
accountant,
Comprehensive is the
nation's largest organization
of its kind providing monthly
accounting, bookkeeping and tax
services for all types of businesses
for the past 30 years. We've been
helping accoun tants go into
business for themselves. Helping
them build clients, income, and
equity with proven systems for
marketing production and data
processing that work.
But don't just take our
word for it, Here are three
Comprehensive accountants who,
like yourself, got fed up with
building someone else's business
and now are working for
themselves.
KEN JACKSON, HOUSTON,
TEXAS —"I had had it up to here

working for someone else and
decided to take my future
into my own hands. Thanks to
Comprehensive, starting my own
acco unting practice was a lot
easier than I thought. In just three
years, I went from 0 clients to 102.
My income went up as well. But
now the results of my efforts are
going into my pocket,"
BRAD HATCH, MEDFIELD,
MASSACHUSETTS — "When

saw that even long -term

KEN GA BR IE L

BRAD HATCH

employees were being laid off and
salaries were being frozen by the
recession, I realized I'd be better
off in business for myself.
Comprehensive offers a proven
program. Now I have security
about my future that I didn't have
before."

If you're tired of working for
someone else, or if you have a
desire to build both income and
equity in your own business, talk
to Comprehensive, You'll be
backed by experienced
professionals and a growing TV
marketing program.
We call it being in business
for yourself without being in
business by yourself.
To find out more, call: A. M.
Fera toll free 1- 800 - 323 -9000: in
Illinois, call collect 1- 312- 898.6868.
1 Pinsrr sead me won feHiaotloia sr
Starting my own practice
Expanding
Relocation
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KEN GABRIEL, DETROIT,

MICHIGAN — "Besides the

KE N JA C K S O N

benefits of building equity and
being my own boss, my favorite
part of being a Comprehensive
accountant is the satisfaction of
knowing that my clients rely
on me.'

Phone

I

COMPREHENSIVE 2111 Comprehensive Drive
Aurora, IL 60507 -1288
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This is not an offering. An offering can only be made '

I bySucha prospectus
filed first with the N.Y Dept of Law
filing does not constitute approval by N Y MA -3 I
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LetterS

TO THE EDITOR
Laying the Foundation for the Future

The Accusation was Incorrect

It is a pleasure to attach my pledge to
the NAA Building Fund and check covering the 1982 installment.
This should be a proud moment for
every NAA member —an opportunity
to be a part of our own building. After
63 years, our great Association will
have a permanent home —its first true
tangible asset on its balance sheet. It
can only increase in value with the passing of time as well as enhance the image
and prestige of management accounting
as a profession.
It is my hope that every member will
recognize the potential of this exciting
undertaking and fully support it with
pride and enthusiasm.

In reference to the column "Creative
Accounting" by Earl K. Littrell on page
56 of your April 1982 issue, we wish to
call your attention to a serious factual
error and an even more serious implied
accusation on Mr. Littrell's part.
Quoting from the article: "The aftermath of the Crown case provides insight
into some of the gaming between client,
auditor, and the SEC. To start with,
Whittaker became aware of the inventory shortage before the auditing firm
had co mpleted the 1972 audit. In a
move that might amount to a form of
entrapment, Whittaker did not disclose
its information to the auditors until they
had completed the 1972 audit and again
had failed to detect the shortage. Presumably then in a stronger bargaining
position, Whit tak er confron ted the
auditors."
Contrary to Mr. Littrell's charge, and

Grant U. Meyers
Chairman and President
Oil City Iron Works, Inc.
NAA President, 1969 -70
Corsicana, Tex.

as even the most cursory investigation
would have disclosed, the shortage was
known to the auditors, the SEC and the
public months before the 1972 audit
was drawing to a conclusion. In our
Second Quarter shareholders' release,
issued for the six months ended April
30, 1972, Wh i t t ak er di s cl o sed
that ... "a physical inventory taken at
the end of March in connection with the
sale of C rown Aluminum Industries
... revealed a large inventory shortage
which resulted in the recision of the
sale." The release further in dicated
that ... "the shortage, although previously undetected, had occurred over a
four -year period."
Arthur Andersen & Co., the auditors
referred to, were in fact informed of the
inventory shortage immediately upon
its discovery during April 1972 and participated fully, along with Whittaker's
internal auditors and management, in
conducting the investigation to deter-

AT Interstate our collectors have successfully collected over S200MM
in receivables. This is not an empty claim, but a verifiable fact.
Collections is our only business, results our only objective.
At Interstate:
• The Debtor Is contacted within 24 hours of account placement.
• We determine the collectiblllty of an account within 30 days, appropriate
action Is recommended.
• Collected funds are deposited the same day of receipt and remitted to
our clients within 3 days of check clearing.
• We advance court and legal fees to avoid lengthy delays.
• We provide our clients with computerized monthly status reports on all
active accounts.
If you want to Improve your receivables turnover, call us collect NOW, or write us at:
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mi n e t h e ex t en t an d s o u rce o f t h e
shortage.
Robert W. Murray
Vice President
Corporate Communications
Whittaker Corp.
Los Angeles, Calif.
See Creative Accounting, page 64.

Comparing the Right Figures
Congratulations to NAA on publishing
the 1982 Annual Report in MANAGEMENT ACCOUNTING instead of a more
expensive special publication.
I note that the financial review compares revenues and expenses with last
year Why? What is major about last
year? But nothing is said about how the
revenues and expenses compare to those
budgeted or to the financial plan.
Surely NAA has a yearly financial
plan. Comparing actual revenues and
expenditu res with those plann ed is
much more meaningful than a comparison with last year because it tells how
clo se or far off you were with yo ur
target.
John T. Reeve
Oak Ridge, Tenn.
A. Kenneth Benson, NAA's managing director of finance and administration,
says that NAA considered commenting
on the actual results versus plan but decided that as we currently do not reflect
the plan in our published report, it would
be difficult for readers to evaluate those
comments. Eds.

Cycle Auditing — Something New?
The article "What Is Cycle Auditing ?"
(Oct. '82) states that many different
names have been applied to the concept
of auditing which focus on the accounting process and that it may be new to
some people, including auditors, but the
approach is not new to systems accountants or systems analysts. They have
used th e s ame basic ap pro ach fo r a
number of years to review and analyze
accounting systems, both manual and
computerized, to pinpoint any weaknesses and inefficiencies in the system
being used by an organ izat ion. The
same approach has been used in designing new systems.
MANAGEMENT ACCOUNTING/ MARCH 1983

There is no question that the "cycle
audit" approach will help the auditor to
review and evaluat e the internal accounting control system and pinpoint
high -risk areas for substantive testing.
However, I believe there is an added advantage in using "cycle auditing" as it
will disclose to the auditor any inefficiencies in the accounting process or
system to be reported to management
for appropriate corrective action.
In today's world of sophisticated and
complex computerized systems, and the
increased emphasis given by auditors to
the study and evaluation of internal
controls, a departure from the traditional concept of auditing to one that focuses on the accounting process or flow of
transactions through the system is required. The concept of "cycle auditing"
does provide this capability to auditors
and is one that deserves serious consideration and adoption by the profession
and educators.
With the increased use of direct data
entry on -line computer systems, I believe that another factor to be considered by auditors using an audit concept
that focuses on the accounting process
is to perform the necessary review of
controls and audit tests as the transactions or data are actually being processed through the system, i.e. payroll.
Frank M. Zappacosta
Washington, D. C.

Practical Costing Regardless of Size
John F. McDermott's article, "Making
a Manual Cost System Work for You,"
(Dec. '82) stresses a neglected and important practical fact. Costing for cost
determination and for useful data for
control and for decision - making analyses is appropriate for firms of any size.
Computerized applications are the
most economical, efficient, and effective
for many organizations. Yet computerization is not necessarily the best answer
for every firm, provided one recognizes
the need for cost data whether in a manual or a computerized system. The possible desirability of a manual system for
all or part of the cost system must not
be overlooked.
The manual system may not be second best but, rather, may be the best ap► ► 65

ADDTAX
EXPERTISE
TOYOUR
COMPUTERIZED
BILLINGSYSTEM
There's nothing more predictable than
taxes...and nothing more changeable
than tax rates. Published information is
not standardized and frequently is not
current. Only SALESTAX® Magnetic
Tape Service offers current sales and
use tax rates In a computerized file that
covers all 42,000 locations in the U.S.
and Canada... constantly up- dated.
We'd like to send you information on
all services provided by Vertex Systems.
There's the SALESTAX Magnetic Tape
Service, or you can keep up with changing local taxes through the Vertex
NATIONAL SALESTAX RATE DIRECTORY
with its monthly up -date service. In addition, the Vertex PROPERTYTAX DIRECTORY provides complete filing and payment requirements, tax rates, and
assessors' names and addresses. Send
today for the complete story on these
services.
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VERTEX WITEMZ inc.
998 Old Eagle School Road
Wayne, PA 19087 (215) 687 -9060
Please send me information on:
SALESTAX Tape Service
Sales Tax Directory
Property Tax Directory
Sales Tax Directory for Retailers
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NAAMEMBERSHIP
NFORMATION

The key to success in Management
Accounting is NAA membership. Get
the FACTS for a friend —or for yourself —about membership in the world's
largest management accounting association.

Name
Address
Ci ty

S tate

Zip

Phone
If to someone else, you may
use my name. O Yes
No

Signature
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Marketing Costs: a New Look
The management accountant plays a three -part role in marketing accounting:
information provider, analyst, and controller.

By Donald K. Macintyre
The "marketing concept" that arose in the 1950s
stresses analysis of markets and planning of marketing programs, which in turn calls for increasingly sophisticated information systems and methods of analysis for decision making. The role of
managerial accounting should be enlarged to assist in the wide variety of marketing decisions.
The definition ofwhat marketing is, or is not, is
largely a problem of classification. Accounting
cost classification provides a side benefit by "forcing" analysis ofmarketing concepts and activities.
Perhaps the best major categorization for marketing is that between "order- filling" and "order getting" costs. These terms go back at least as far
as 1929, when they were discussed in a journal article on the subject of manufacturers' marketing
costs.'
Order - filling costs are those associated with order processing, packaging, shipping, warehousing,
and bill collecting. Order - getting costs are concerned with creating demand and are largely represented by promotional activities (advertising,
personal selling, and sales promotion), marketing
research and product planning. Marketing administration is naturally split between both the order filling and order - getting functions. Order - getting
costs are primarily discretionary in nature, while
order - filling costs, for the most part, are engineered costs. Order - getting activities rely heavily
upon strategic planning (or at least they should),
MANAGEMENT ACCOUNTING/ MARCH 1983

while management control is the most appropriate
focus for order - filling activities.
Accounting Methods for Marketing
Existing approaches that account for marketing
costs and revenues do not fall readily into well accepted categories- For the sake of the discussion, these are placed under three headings: distribution cost analysis, segmental analysis, and
revenue control.
DISTRIBUTION COST ANALYSIS

The phrase "distribution cost" was adopted
from classical economics. The terms "distribution
cost analysis" and "distribution costing" have
persisted in spite of their wider application. The
word "distribution" in this present context means
"marketing."
The basic approach to distribution cost analysis
is a three -step process of converting natural (or
primary) expenses into functional expenses, allocating these functional expenses to the marketing
segments under study, and preparing a profit and
loss statement for each segment. This procedure is
illustrated in Table 1, in which the marketing segments selected for the example are the different
distribution channels employed.
The main variation on this procedure is the
choice of either full costing or distribution- margin
costing. The latter has been gradually gaining favor for decision- making situations.
The framework is fundamentally straightfor-

r'
Donald K. Macintyre is
a product manager
with the
Semiconductor
Division of the
Sprague Electric Co.
He has a D.B.A.
degree from Arizona
State University. He is
a member of the
Worcester Area
Chapter, through which
this article was
submitted.
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ward and is generally applicable not just to marketing but to analyzing all of a company's activities, including product lines. In practice, the
allocation of costs can be a major task and takes
up much of the discussion in texts on the subject,
as does the variety of ways in which a business
may be segmented.

Classifying
costs 'forces'
analysis of
marketing
concepts and
actl vities.

SEGMENTAL ANALYSIS
Recently, the segmentation approach used in
distribution cost analysis has resurfaced under the
guise of "segmental analysis." Although it can be
easily argued that nothing new is involved, the
emphasis in the literature in the past five to ten
years has been in this area. At least two plausible
explanations to this orientation exist: the recognition that segmentation is perhaps the most significant feature of distribution cost analysis, and the
increasing interest by marketers in market segmentation, both as a means of analysis and as a
guide to marketing strategy.
In 1972, the "Report of the Committee on Cost
and Profitability Analysis for Marketing" was
published, which featured the topic of segmental
analysis.' Subsequent journal articles have employed or made reference to either the AAA report or to segmental analysis in general. Basically,

the method is segmentation by a selected marketing entity, usi ng the contribu tion margin approach (shown in Table 2a). Nothing new or notable is apparent, except possibly the terminology —
"segment contribution margin," "segment controllable margin," and "net segment margin" —
which has been adopted by subsequent writers on
the subject. Th e al tern at ive fo rmat , the one
stressed in the committee report, uses the residual
income concept, in which an estimated interest
(cost of capital) on the assets employed is subtracted from the appropriate margins (Table 2b).
REVENUE CONTROL
For most firms, controlling revenues is much
more difficult than controlling costs. Identification of the major sources of variation in revenue
flows is highly desirable. Variance analysis is the
relevant mechanism for control purposes.
Price and quantity variances are the most common forms of decomposition. Quantity variations
can be due to fluctuations in the total market or
they can be due to a shift in the company's share
of the market. Because of the importance attached
to market share as an indicator of competitive
strength, a further breakdown of quantity into
market size and market share is recommended. A

Table 1
Distribution Cost Analysis: Example
Step 1: Identifying the functional expenses
Functional expenses
Selling

Advertising

Billing

Salaries
Rent
Supplies

5,100

1,200
400
1,500
3,100

1,600
600
200
2,400

—

-

Natural accounts

400
5,500

Step 2: Assigning functional expenses to marketing entities
Billing

No. of
advertisements
50
20
30
100
$3,100 $31

No. of orders
placed in period
50
21
9
80
$2,400 $30

=

Functional expense

Advertising

No. of units

=

Channel type
1
2
3

Selling
No. of sales
calls /period
200
65
10
275
$5,500 =$20

100

275

80

Step 3: Preparing a P/L statement for each marketing entity
Channel type
-—
2

Sales
Cost of goods sold
Gross margin
Expenses
Selling ($20 per call)
Advertising ($31 per ad)
Billing ($30 per order)
Total expenses
Net profit (or loss)

3
20,000
13,000
7,000

4,000
1,550
1,500
7,050
3,450

1,300
620
630
2,550
950

200
930
270
1,400
5,600

—

10,000
6,500
3,500

-

30,000
19,500
10,500

1

and Control, 2nd edition, 1972,
Planning

Source: Adapted from Philip Koller, Marketing Management: Analysis,
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distinction between performance and forecast
variances can be made. A deviation in market
share, for example, could be caused by poor performance, or it could be the result of overly optimistic forecasting. The responsible parties are not
necessarily the same (e.g., the sales force performance versus the product planning group's forecasting), which makes this further breakdown
even more relevant.
The control of future revenues can be made by
examining the status of orders. Three performance indicators in this area are:
L Bookings. This indicator is the amount of sales
booked in the most recent accounting period.
Bookings can be related to the sales billed in
the same period via the "book -to- bill" ratio. A
book -to -bill ratio of unity would mean that orders booked equaled shipments (and billings)
in dollars.
2. Backlog. This factor represents the "inventory" of unfilled orders on the books. A backlog represents a reservoir of work and future
sales, but can also be indicative of excessive delays and poor customer service. The composition of the backlog in terms of aging is an important indicator of its relative strength or
weakness.
3. Lost Orders, If an excessive number of orders
are lost, these may be caused by the delays discussed above under "backlog." Also, lost orders could be a sign of competitors providing
better terms of sale.
Order- Filling Costs
As observed earlier, order - filling costs are associated with such activities as order processing,
shipping, and warehousing that comprise essentially routine flows of goods and paperwork, and
are capable of being approached from an engineering standpoint. These activities are considered by
many as being equivalent to physical distribution,
a subject area that is becoming more and more
recognized as a separate discipline. Physical distribution (P.D.) consists of four subdivisions: customer service, inventory management and control,
warehousing, and transportation. Much of the
emphasis of P.D. —and certainly one of the major
reasons for its development —has been the application of systems thinking.
The potential for cost reduction in distribution
is usually significant, but only at the expense of
reduced levels of customer service, unless the two
factors are coordinated. By instituting more effective procedures for transportation and order processing, management accountants can reduce inven t o ry l evel s wh i l e mai n t ai n i ng t h e s ame
customer service level. The concept of "total cost
analysis" recognizes the fact that total costs may
MANAGEMENT ACCOUNTING /MARCH 1983

Table 2
Segmental Analysis
a. Basic format
For one segment (e.g., territory A):
Revenues
Less: variable costs
Segment expenses
non - segment expenses

$1,200

Segment contribution margin

880
280
600
_ 150
$ 450

Less: direct fixed costs
Segment controllable margin
Less: specific long -run costs depreciation
Net segment margin

200
120

b. Format using residual income approach
Revenues
Less: variable costs
segment expenses
non - segment expenses
cost of capital x ay. wkg. capital

$1,200

Segment contribution margin

800
280
520
150
160
$ 210

Less: direct fixed costs
Segment controllable margin
Less: specific long -run costs depreciation
cost of capital x ay. fixed assets
Net segment margin

200
120
80

Source American Accounting Association. "Report of the Committee on Cost and Profitability
Analysis for Markeling," The Accounting Review, Supplement to Vol 47. 1972

actually increase as cost cutting is instituted in
one given area. Each alternative must be viewed in
terms of its impact upon the business as a whole.
The first textbook specifically on physical distribution was published in 1961.9 The subject has
gradually gained momentum since that time, both
academically and in practice, with the cost /service trade off being the central focus. The similarity of the integrated approach to P.D. with that of
production management is readily apparent. The
implication for accounting is twofold: an accounting system for P.D. should not be radically more
different or appreciably more difficult than that
for production, and cost reductions to be effective
in maintaining acceptable service levels must have
a comprehensive set of available cost data.
A study of P.D. managers found that the development of a standard cost system for P.D. was
seen as being desirable by the majority of those
surveyed." Equally worthy of note are three other
practices that were endorsed by at least 70% of
the P.D. managers: (1) imputed interest on inventories should be reported, (2) freight costs should
be expended rather than being offset against sales
(since these costs are controllable to some extent),
and (3) in the determination of the profit contribution of marketing personnel, relevant P.D. costs
should be deducted.
Note that collecting and billing activities might
either be included in P.D. costs or placed in a sepP3

arate category. Because the two areas are so highly interrelated, the former seems preferable. Also,
credit can be considered either as part of the costs
of filling an order, or as an investment related to
the order - getting function.
Order - Getting Costs

Because of the
tax benefits,
firms are
unlikely to
object to
ha ving to
report
marketing costs
as expenses.

Costs involved in stimulating demand, as opposed
to those serving demand, are less amenable to established accounting procedures. Order - getting
costs are primarily discretionary in nature, and, in
the sense that they benefit future periods, can frequently be looked upon as an investment. The
classification of order - getting costs is subject to
variation among companies, but undoubtedly the
bulk of these are incurred in the two major promotional activities, personal selling and advertising (which normally includes sales promotion).
Accord ing to an anal ysi s b y the Co nferen ce
Board, selling - related costs of U.S. manufacturers
average two and one -half times all other order getting costs for nonconsu mer produ cts, and
ab ou t o n e -h al f o f t h e t o t al fo r co n s u mer
products.'

Unfortunately, the report does not identify advertising costs separately, although they may be
estimated approximately because advertising for
consumer products is a substitute for much of the
personal selling activities of nonconsumer goods.
Of the remaining categories, marketing research can be a significant part of the budget of
consumer companies. In industrial firms, the oth24

er marketing activities such as product planning,
are technical in nature, and may or may not be
designated marketing as such. Possible additional
cost - incurring functions include marketing administration and planning, pricing and quoting,
and technical product services.
The Investment Viewpoint
The notion of demand - creating costs as investments (rather than expenses matched against current revenues) is not particularly controversial in
principle. But, in practice, financial accounting
tends toward a conservative stance. Two of the arguments given for expensing R &D expenditures,
which are discretionary in nature, are uncertainty
of future benefits, and lack of casual relationship
between expenditures and benefits. The same reasons are just as defensible when considering order getting costs.
Because of the tax benefits, firms are unlikely to
object to having to report marketing costs as expenses. And, since advertising and marketing research tend to be set as an approximate proportion of sales, income smoothing results.
On the other hand, management accounting requires that the timing of benefits received be made
more explicit. Placing advertising in the capital
budget can be supported logically. Channels of
distribution (as opposed to physical distribution)
can be treated in terms of an investment decision.
The choice of alternative investments can take
several forms: between different types of channel,
the number of channel stages to control, and investment in additional product lines or businesses
instead of investment in channels.
Computational approaches to investment decisions generally take either of two forms: return on
investment (ROI), or value, where value equals
net returns (or benefits) minus investment. The investment, whether planned or actual, is usually
known with reasonable certainty, while the same
is rarely true for returns. In order to take account
of the uncertainty, subjective probabilities can be
assigned to the returns, which means that expected returns are less than those known with relative
certainty. Incremental reasoning also applies in
this situation, because most decisions are based
upon a choice of alternatives (including a choice
of doing nothing).
As an indication of the type and degree of use
of the capital budgeting techniques applied to
marketing, one survey indicates a significant emphasis toward capital budgeting by the companies
in the sample, with channels of distribution ranking first, and new product development next.'
Accounting for Advertising and Sales
The question of the extent to which advertising
affects future periods is important in decision
MANAGEMENT ACCOUNTING /MARCH 1983

making and internal performance measurement.
Numerous studies, however, have indicated the
difficulty of determining the lagged effects of advertising and establishing causality.
Lilien et al. looked at industrial advertising
practices, and found that nonsales variables (such
as attitudes) were used more frequently than sales
as a measure of the response to advertising. They
also listed the main methods of budgeting advertising, given from a 1968 survey, as being: "task,"
35.6 %; "arbitrary," 27.7 %; "percent of sales,"
24.8 %; and `other," 11.9 %.' The task method is
perhaps the only objective method with any significant application. It is a "bottom -up" approach
that sets goals for each program, determines the
tasks necessary to achieve the goals, and estimates
the costs of performing the tasks. The flaw in the
basic method is that it does not consider the value
of the project. But, by combining the task method
with cost - benefit analysis, the resulting approach
is fundamentally sound.
Segmental analysis is particularly appropriate
for measuring performance of sales territories. A
similar approach uses ROI. The investment in this
case is equivalent to the assets employed, which
equal the inventories and accounts receivable. The
return is equal to gross profit less district (segment) expenses. Thus, the formula is:

late demand, but rather are the final link in the
distibution channel. Logically, such employee
costs are physical distribution costs. Even in a
sales branch office, some amount of order processing and customer - service work is evident. And,
particularly, with industrial goods, substantial
field service activity can occur, often of a technical nature. Considerable scope for research into
this question of order - filling versus order - taking
"selling" activities exists, particularly in light of
the fact that financial accounting standards eventually may require separate reporting of major
segments of marketing costs. Practitioners certainly should consider the extent to which selling
costs are truly discretionary in nature.
Marketing Research
Promotion consists of information flows from
the firm to the environment, while marketing intelligence consists of all forms of information
flows from the environment to the firm. Distinguishing between marketing research and marketing intelligence is no easy matter. However, it is
reasonable to call marketing research that part of

Order - getting
costs are
primarily
discretionary
while order filling costs are
engine ered
costs.

R OI = segment margin X sales
sales
assets employed
In addition to measuring performance, an ROI
orientation assists in controlling the level of
investment.
The expense of attracting potential customers
can also be considered an investment, equal to the
number of calls made in trying to convert a "prospect" times the average cost per call. If a conversion is successful, a cost of maintaining contact
occurs, which should be subtracted from the gross
margin to obtain the net returns per period. The
relevant formula is:'

1

Value of a prospect = (probability of conversion)
X (gross margin in S — cost to maintain contact)
— (number of calls) X (cost per call).
If several years of business are anticipated, the
discounted cash flow formulation for the income
stream is preferable.
Because of the large proportion of total marketing costs represented by personal selling, examining the composition of the various sales activities
in order to determine their correspondence with
the order - getting function is important. That
much of what is called selling is in fact order filling tends to be overlooked. Many people, such as
supermarket salesclerks, do not create or stimuMANAGEMENT ACCOUNTING /MARCH 1983

marketing intelligence which is formalized. The
first major part of the definition of marketing research given by the American Marketing Assn. is
similar to a definition of accounting:
"The systematic gathering, recording, and analyzing of data about problems related to the marketing of goods and services,s'
25

Controlling
revenues is
much more
difficult than
controlling
costs.

The value of marketing research, as in any information for decision making, lies in its ability to
reduce the uncertainty surrounding the decision
itself. The benefits of the information should be
weighed against the costs of acquiring it. The
benefits are frequently difficult to estimate with a
high degree of reliability, and subjective inputs are
required in their determination. In a strict sense,
information has no value if it does not change the
decision that would have been made without its
acquisition. Major factors in marketing research
include the timing of the decision, the level of risk
associated with making an incorrect decision, and
the importance of the decision, as well as considerations of the information required. Five methods for obtaining an estimate of the value of the
research are: ROI, present value, Bayesian analysis, cost benefit, and the "simple savings method."
The latter can be illustrated by an example, as follows: If the chance of making an incorrect decision using the present facts is .40, and the probabili ty o f makin g an in correct decisio n us ing
additional research information is .25, and the estimated cost of the mistake is $200,000, then the
value of the research is (.40 – .25) x $200,000 or
$30,000.
The ROI method was first recommended by
Twedt, and is given by the formula: ROI= (value
of findings) x (probability of incorrect decision
without research) _ marketing research budget.lo
With regard to actual budgeting practices for
marketing research, a survey by Twedt provides
an interesting insight into this area. A summary of
the 265 usable replies from companies on the
American Marketing Association roster shows:
• Fewer than one in ten respondent companies
routinely assigns project status to all work assignments undertaken.
• More than half (53 %) of consumer goods companies require a standard authorization form,
but the majority (58 %) of industrial goods companies required neither project authorization
forms nor written proposals.
• Among customer and industrial goods companies, about one in five requires only the approval
of the marketing research department head, if
the project falls within the department budget.
• About half of the consumer and industrial companies relied heavily on the head of marketing
research to maintain time and cost controls.
• Relatively few reported having a formal system
for evaluating marketing research projects.
• There is a relatively small reliance upon systematic methods of internal communication, control, and information retrieval."
Life Cycle Costing
Recognition of the deficiencies incurred by con-
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ventional accounting has given rise to an alternative methodology known as "life cycle costing."
In many ways, this procedure possesses a good
deal of the features of a highly detailed capital
budgeting analysis. Cash flows are recognized as
being uneven over the investment time frame, and
as being different in character, depending upon
the stage of the project. For instance, heavy R &D
spending is normal in the early phases and high volume production operations in the later stages.
So far, life cycle costing appears only to have been
comprehensively adopted in areas in which the
U.S. Department of Defense has been a motivating force.
The use of life cycle costing is obviously more
significant if applied to non - recurring projects or
to projects where the dissimilarities between them
are reasonably extensive. For most companies,
however, the normal case of an investment life cycle centers around product lines. The product life
cycle (PLC) is a well- established concept in the
marketing literature. In general, a PLC lasts for
several years , d ependi ng in part u pon ho w a
"product" is defined: product classes (e.g., cigarettes), specific product lines (e.g., filter -tip cigarettes), or particular brands.
Products with a short lifetime include certain
types of calculators (about two years) and fashion
items —some products lasting only a few months.
On the other hand, some products taken as a general category have had a long lifetime. Mechanical
watches have been around for centuries and only
recently have been challenged by electronic technology. Cotton textiles, which were essentially the
first significant manufactured product of the Industrial Revolution, still persist as an important
worldwide product. Indeed, it is market acceptance as much as the inherent nature of the product itself that determines the PLC.
Because a company typically consists of a mixture of products at different stages, an overall
smoothing of cash flows results, corresponding to
balancing of workloads within different departments of a corporation. From an internal standpoint, the smoothing effect of allocating costs to
products without considering the phase of the
PLC may lead to accounting information regarding individual product lines that does not reflect
economic reality.
In general, most forms of overhead are greatest
in the earliest phases of product development, and
then diminish over the entire life cycle of the
product. In the declining phase, products may occupy inordinately disproportionate real amounts
of overhead in the economic sense of potential future benefits, even though the actual allocations
are low or moderate.
Once again, the order - filling/order- getting classification is convenient when contrasting the difMANAGEMENT ACCOUNTING /MARCH 1983
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growth products the highest risk, and declining
products are intermediate in risk. As an example,
for the purposes of decision making, the cost of
capital for a mature product might be 8 %; for a
growth product, 16 %; and for declining product,
12 %.
The Learning Curve
The learning curve model highlights the fact
that a company's components of cost are less static than might be otherwise assumed, although inflation diminishes the perception of the effect.
Costs estimated from actual data in the introduction and early growth phases of the PLC overstate
the long -run actual costs. Conversely, extrapolating typical long -run average costs to new products
will understate the costs that a company will actually incur in the initial operations.
The learning curve implies that the rate of
change of production volume is reflected in the
rate of decrease in costs. Therefore, during the
growth stage, product costs should exhibit their
fastest decline.
Marketing decision making is thus affected by
accounting information with respect to the learning curve in at least two ways: the extent to which
the reported costs correspond to actual costs at a
given point in time, and the amount of data available to project future costs (and profitability) with
reasonable accuracy. The nature of the industry
influences the magnitude of the learning curve effect. It is more pronounced in new, high- technology fields and relatively insignificant in mature,
slow - growth industries.
The improvements in cost can influence other
decisions in marketing. Consider the case of a new
type of distribution channel versus an established
channel. Accounting data may indicate the new
form to be higher than the established form. The
learning curve implies that cost reductions will be
realized at a faster rate in the new channel, because accumulated volume is relatively low. Providing a given quantity can be reached, the new
method of distribution may well equal or exceed
the productivity of its alternative. In general, the
segments of a business are influenced by the volume that they handle. Volume could be the sole
determinant of profitability between sales territories, for instance.

Total costs may
actually
increase as cost
cutting is
instituted in
one
area.

ferent phases of the PLC. First, order - filling or
physical distribution costs tend to behave in a similar manner to production costs, becoming more
standardized and routine over time. Product lines
increase in variety at first and decrease later on.
The number of channels of distribution also may
expand in the growth phase and contract in the
declining phase. The application of segmental
analysis is most relevant in supporting rational decision making over the life cycle with regard to
the relative profitability of product lines and
channels of distribution.
The order - getting costs by their very nature are
significantly greater at the beginning of the PLC.
Market research costs are incurred prior to product introduction to investigate the feasibility of a
proposed new product. Research also is required
to monitor the performance over the PLC, but
most emphasis is in the introduction and growth
phases. Promotional expenditures are highest on a
per unit basis in the introduction stage, the object
being to create awareness and stimulate demand.
In the growth phase, promotion costs are at their
absolute highest, although declining on a per unit
basis. The emphasis in the mature phase is on
brand image, i.e., the attempt by a company to
differentiate its product from that of its competitors. In the final phase of the PLC, promotional
support is often minimal or non - existing. Some
degree of marketing research is advisable, however, to estimate the rate of decline and hence avoid
the excessive costs generated by holding obsolete
inventory. The discretionary nature of order -getting costs and the problems of assigning them to
product lines and other segments of the business
already have been noted. Consumer companies,
with their emphasis on advertising, may find it
easier to relate their costs to specific products
than do industrial companies, where personal selling is the predominant mode and explicit product
line costs are difficult to determine objectively.
Nevertheless, the advantages of making a concerted effort to link order - getting costs with the corres p o n d i n g p ro d u ct s s h o u l d be su ffi cien tl y
rewarding.
Different criteria for cost analysis in each of the
four phases of the life cycle is suggested. In the
introduction stage, an overall investment approach is most relevant, i.e., total revenue should
be greater than total cost. As growth ensues, the
product must compete with others in obtaining
production capacity; in this case, return per scarce
resource is the best method of analysis. Contributi on margin is reco mmen d ed for th e mat ure
phase. And, finally, nonescapable costs should be
applied when analyzing products in the decline
stage.
Different levels of risk can be assigned to each
stage. Mature p roducts have th e lowes t risk,

Organizational Considerations
The identification and control of marketing
costs is confounded by the organizational structure. What may be considered marketing within
each company does not necessarily cover all aspects of marketing in its broadest sense. Order filling and order - getting activities may be combined in a variety of ways. Physical distribution
may not be included as part of the marketing or27
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ganization although customer service might, and
so on. The sales force, especially in industrial
companies, is sufficiently large to be separated
from other marketing activities.
The organizational variety is supported by a
survey of physical distribution and marketing executives. 12 The survey indicates that PD is explicitly included as part of marketing in only about
I I% of the companies. When respondents were
asked which functional area would most likely be
added to PD in the next two years, the most common selection was inventory control. This survey
indicates not just the emphasis on physical distribution management, but a trend towards integrating many of the logistics activities of a business,
including materials management. The same survey found that the major complaint that both the
PD and marketing executives had was the lack of
appreciation for each other's position.
Marketing functions may be carried on in expense, revenue, or profit centers. The first two instances apply most often where marketing is identified as a separate department or departments.
Profit centers may be either marketing centers or
business units (e.g., divisions or product groups).
As a marketing center, the revenues and expenses
associated with the marketing activities are subject to a transfer pricing system that may well
make rational and timely decision making difficult. The business unit is perhaps more conducive
to successful coordination of marketing and accounting personnel.
The role of the accountant in determining and
controlling marketing costs can take place at different levels1. Information specialists The management accountant is the provider of information swtable for inputs into the marketing decision making process.
2. Analyst. The management accountant acts in a
support role, responding to problems and questions from the marketing staff. He may be assigned on a temporary or permanent basis.
3. Controller.Analysis and recommendations are
made by the management accountant on his
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own initiative. The responsibility for the control of marketing costs is shared with the marketing management. He may report to either
the profit center manager or the head controller (with the attendant advantages and disadvantages of each approach). Depending on the
size and variety of operations, more than one
marketing controller could exist.
Report Order-Filling Costs Separately
The most significant aspect of accounting for
marketing is the distinction between the order -filling and order - getting activities, which are sufficiently separable on both a conceptual and practical basis. From an accounting standpoint, they
correspond to the categories of engineered costs
on the one hand (order - filling) and discretionary
costs on the other (order - getting). This partitioning makes good sense organizationally, analytically, and from a financial analysis orientation.
It is therefore recommended that companies be
encouraged to report physical distribution (order filling) costs separately from other marketing
costs. This situation automatically would allow
the largely discretionary portion of marketing
costs to be available to the investment community.
Public policy issues on pricing and industry structure would be easier to unravel. And, finally, the
additional information available should facilitate
more❑relevant❑management❑accounting❑analysis.❑❑
'E Stewart Freeman, "The Manufacturer's Marketing Cost." N.A.CA. Bulletin,
November 15, 1929, pp. 331 -353.
'American Accounting Association. "Report of the Committee on Cost and Profitability Analyses for Marketing." The Accounting Review, Supplement to Vol. 47,
1972, pp. 575 -615.
'Edward W. Smykay, Donald J. Bowersox, and Frank H. Mossman. Physical Distribution Management, The Macmillan Company, New York, 1961.
4
Jamcs A. Constantin, Ronald D. Anderson, and Roger E. Jarman. "Views of PD
Managers." Business Horiion5 April 1977, pp. 82 -86.
L. Bailey, Marketing -Cast Radar of U.S Manufacturers.' A Technica l Atrolysis, The Conference Hoard, Inc., New York, 1975.
°Richard T. Hise and Robert H. Strawser, "Application of Capital Budgeting
Techniques to Marketing Operations." MSU Business Topics. Summer 1970, pp. 6976.
'Gary L. Lilian, Alvin H. Silk, Jean -Marie Chofiray, and Murlidhar Rau. "Industrial Advertising EB'ects and Budgeting Practices." Journal of Marketing. January
1976, pp. 16-24.
'Philip Kotler, Marketing Management Analysis, Planning, and Control,• 2nd ad.,
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Marketing the Financial
Facts of Life

By Joseph A. Barra ,
Controllers in marketing oriented companies,
such as Lever Brothers Co., face many obstacles
and challenges to effective communication.
Part of the problem lies in the environment in
which they operate. Daily routines involve working with sales and marketing managers who are
generally among the most creative and most optimistic members of the management team. These
characteristics, of course, should be encouraged;
however, within this environment the controller
must bring a measure of reality and control. If this
is to be accomplished, he must be a good communicator.
In the Lever organization, effective communication begins with in -house training. This training
includes everything from books on accounting for
nonaccountants to "how to" courses which explain accounting questions and ideas to those who
are not accountants. I have found there is a great
need for this type of exposure to other disciplines
in business.
For example, I have encountered many very
good accountants who were excellent technical
people and who really knew their field, but could
not communicate with management and get the
message across. They could not present basic accounting information in a simplified way. So I
MANAGEMENT ACCOUNTING /MARCH 1983

have spent a great deal of my career trying to simplify accounting concepts and put them in terms
that sales and marketing people can understand.
At Lever B ro t hers , we h ave h ad semi n ars
where various accounting units, such as cost accounting, have given presentations to other company departments. These meetings have covered a
wide range of applications including profit and
loss statements, balance sheets, return on investment, and so on. The important thing is that because of the nature of our business, our primary
audience for this training is sales and marketing
people. Our objective is to help them understand
the Lever system because no matter how the accounting function is set up there are always some
nuances that are unique to your company.
What should be communicated? Well, if I am
dealing with a sales person, such as a sales manager, I understand that the sales management orientation is toward getting sales at almost any cost.
Therefore, I try to communicate cost of the sale
and what it means in future sales. In other words,
if you feature a special offer one month, you may
be adversely affecting more profitable volume the
following month or two. I try to communicate to
the sales people the idea of the additional carryover costs.
Now marketing people are also volume oriented, except that marketing managers generally un-
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Every company has its own way of looking at the bottom line,
but accounting must make it understandable—
especially to the operating departments
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derstand manufacturing, advertising, and promotion costs. But even here you find they may not
fully recognize overhead costs and fail to consider
profit before taxes. They may not understand the
cost of borrowing money, the cost of capital.
Even greater demands are placed on the controller's communicative skills if he operates in a
more complex organization. This may be a multi divisional corporation like Lever Brothers or one

times as much to replace the machine. To control
such situations, the controller must continuously
communicate all relevant aspects involved in operating the business profitably.
Making the Plan Understandable
In all these situations, the controller's communication skills are constantly put to the test. The
greatest challenge, however, is found in the planning process. It is necessary, therefore, for the
controller to coordinate the planning process from
the very outset. He generally is called on to prepare a timetable, a standard presentation, format
key statements, and to write instructions. His
commu nication skil ls can p ave t he way for a
smooth planning process or conversely his lack of
skill can impede the process.
From the controller's viewpoint the planning
process can be approached in a number of ways.
To illustrate the point two rather extreme approaches can be considered:
1. Sales and profit goals could be predetermined
and each division required to structure the plan
accordingly.
2. Each division could be given a free rein to devel op a p lan th at i ts man agemen t feel s is
realistic.

Joe Barra (cen ter) h olds a review meetin g with staff members, Mark Radke
(l) and Morris Harmon.

under a conglomerate structure. When a company
is multidivisional, first of all, there is internal
competition for the capital that is available and
the controller must contend with this internal
competition for available resources. He is drawn
into the decision - making process because financial
considerations are key factors in determining the
allocation of available resources.
Under inflationary conditions, the controller
faces still another challenge: the significant impact
of inflation on the complexity of communications.
Some years ago, controllers were concerned with
historical costs and profit measurements based on
historical data. Today, there is greater emphasis
on terms such as illusory profits, time value of
money, and constant dollars. Moreover, capital
employed is redefined as consideration is given to
replacement values and acceptable levels of return
on investment are raised as business faces the
higher cost of borrowing.
For example, if a company with relatively old
assets shows a low cost of sales or depreciation expense —which is part of that cost process —then
the product manager may think an adequate profit is being made. He proceeds on that basis until
the machinery has to be replaced. Where is the
replacement money coming from? It may cost ten
30

The latter approach allows the creative juices to
flow and provides corporate management with a
greater number of alternatives to consider. Given
this array of alternatives, the controller must play
an important role in the selection process. In a
multi- divisional company, it becomes even more
complex because the more divisions you have, the
more pieces you are putting together to determine
if the components conform to the overall corporate plan.
Lever Brothers has a structured planning process in the sense that there are certain areas that
have to be covered and then spelled out regarding
the specific responsibilities of each reporting
group. We do not initially try to put restrictions
on what can or cannot be done, however.
In our decentralized organization, as the plan
for each business unit is put together, the controller works right from the beginning with the president of the business unit in developing a plan. He
puts in the financial disciplines as the plan is being
developed.
Of equal importance with his role in developing
plans is the controller's routine communications
with marketing and sales management personnel.
Decisions concerning a major capital investment
or a new product introduction are subject to well documented review requirements, but routine
day -to -day decisions are subject to less scrutiny.
For example, in a consumer packaged goods busiMANAGEMENT ACCOUNTING/ MARCH 1983

ness, hundreds of promotional plans are executed
each year. These may include specially promoted
packs, trade allowances, and coupon offers. All
these activities have financial implications. They
involve sales forecasts, trade participation forecasts, and redemption forecasts. An inaccurate
forecast could mean lost sales, excess inventory,
or contribute to the exceeding of promotion budgets. Also, sales management may be optimistic
when forecasting and marketing management is liable to focus on gross profit rather than on the
bottom line which is profit after tax.
Communicating on a Daily Basis
For us, this basic communication consists of a
combination of meetings and written documentation regarding goals and objectives. At least once
a year, we have a management communications
type meeting involving several hundred managers
from headquarters, plants, and sales offices. Of
course, the day -to -day, week -to -week, month -tomonth communication varies throughout the divisions. At every level, however, the need for communication is very well recognized.
This interactive communication process works
in a number of ways. For example, when we are
dealing with an established product, the controller
knows what the distribution costs are and so marketing looks for financial assistfince and knowledge of that costing. On the other hand, if someone decides on a variation in a product that may
entail purchasing different packing materials and
raw materials, the control1et must determine the
costs. He works with purchasing in developing a
cost analysis of the variation.
But, if we are dealing with a new product with
which we have no experience, the analysis and estimation of the cost is controlled by the controller
right from the beginning. In o ther wo rds, he
would go to the other departments involved, such
as purchasing and distribution, and make the contacts, obtain the rates and cost factors, and put
them together in some logical and understandable
context to present as part of the overall plan.
The controller does not forecast how many
cases can be sold or what the potential share of
market is, but he can tell marketing what the profit impact of a variation on any estimate might be.
Ideally, this process results in a combination of
the disciplines. The marketing people make the estimates of what they think sales can be; the controller works with that estimate and also calculates the parameters as to what happens if the
estimates are missed. As a result, everyone is
aware of the risk and the impact of the variations.
This coordination between marketing and the
controller's department will be effective or ineffective depending on the quality of communication
between them.
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Is the Controller a "No" Man?
The "No Man" is a label controllers don't deserve and can gladly live without. Controllers end up with this negative image, according to Joseph A.
Barra, division controller for Lever Brothers Co., because their role is not
understood. In an interview with a MANAGEMENT ACCOUNTING editor,
Mr. Barra expanded his views on this and other issues that complicate
communication in marketing oriented businesses.
All too often controllers do feel like the person who always says no, Mr.
Barra admits. "It's constantly 'you can't do this; you can't do that'." He
suggests there is a great need to develop ways to give accountants a more
positive image. As a beginning, for him and for Lever Brothers, the answer
lies largely in good communications.
At Lever Brothers, communicating begins with training. This training
centers around in -house seminars where departments communicate current
developments in their respective disciplines. These sessions consist not only
of explaining how important the financial implications of strategy are, but
also of sales, marketing, and general management discussing the direction
in which the business is progressing. Perhaps the most important aspect of
this internal communication is that it is ongoing. Indeed, because of the
rate of turnover in marketing and finance, it is often necessary to present
the same educational exercises on a regular basis.
Specific developments in the marketplace, however, constantly shift the
emphasis of the seminars. In other words, Mr. Barra notes, "The emphasis
has to go in the direction of the business." For example, at one point in
time there may be no problems with inventory levels; in another period, inventory may be accumulating, tying up valuable capital, and requiring
variations in financial tactics and reporting. This trend should be highlighted in internal reports and meetings, he suggests. Thus, while training content is fairly uniform, the emphasis must be flexible.
Outside training also has been a part of Lever Brothers' communication
strategy. Managers have participated in programs at Harvard University
and attended seminars by the American Management Associations and
NAA.
Another point he emphasizes is that managers should seek opportunities
to speak publicly. "Too few of us have an opportunity to talk in public and
when we do, it often is a trial," Mr. Barra confesses. The seminars, he feels,
help in overcoming the uncomfortableness of structured situations felt by
controllers and other managers.
Regarding the relationship of data processing and MIS to communication, Mr. Barra quickly asserts he does not think MIS is the final word in
effective communication. Instead, he sees it as a source of data like any
other source of data. Despite the technology explosion of the '80s, he
muses, "I don't think it is going to take the place of the human factor of
communicating." Clearly, he is one controller who knows how to get his
message across.
❑
Charles Pridemore

In Lever's special markets division we tend to
have less formalized day -to -day meetings. When
we have specific questions to answer or decisions
to❑be❑made,❑three❑or❑four❑key❑people❑—the❑controller, the director of marketing, the director of sales,
review the problems with their cost considerations. It cannot be overemphasized that the controller should sit in on these meetings from the
beginning.
Of course, there are periods when we do hold
formal meetings. There are annual plans to be prepared, quarterly reviews, and monthly reviews of
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Figure 1
Checklist for Evaluating Communications
Written communications
Review the content of your correspondence in terms of:
• Relevance to subject
• Degree of objectivity
• Avoidance of technical jargon
• Readability
• Organization
• Conciseness
• Appreciation of reader's primary concern
• Direction towards desired action.
Review the content of responses to your correspondence. Look for:
• Comprehension of the subject
• Comprehension of the purpose of your memo
• Completeness of response
• Need for further clarification
• Response to desired action.

Oral communication
The evaluation of oral communication is similar to that of written communication. However, when having face -to -face contact with your audience, you can evaluate your communication skills and take corrective action, if necessary, during your presentation. You can:
• Check facial expressions
• Ask questions
• Encourage audience participation
• Solicit anonymous evaluations.

progress against our plans. For example, the annual plan for volume and profit is formally reviewed on a monthly basis.
Likewise, a complete evaluation of how the division is doing against the annual plan is done at
least monthly. If something develops in the marketplace, there would be more frequent meetings.
It is this kind of interactive and flexible communication that keeps us aware of what to expect
in terms of profit. After -tax profit, expressed as a
percent of sales, can be woefully small. In the consumer packaged goods business, approximately
60% of the sales dollar could go into the cost of
manufacturing and distributing the product. Advertising and promotion can take a 20% share of
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the sales dollar. People have all kinds of fantastic
ideas about what they think a consumer packaged
goods company is making. After operating expenses and taxes, many companies have an after tax profit of less than 5% of sales. In fact, they are
often fortunate to be making 3% or 4 %.
Controllers Should Evaluate Themselves
The establishment of reporting priorities and
the communication of financial information to
those who need it requires a careful periodic self evaluation by the controller. Some of the questions to be considered are: When did accounting
last recommend a financial seminar designed for
nonfinancial executives? Has accounting recently
developed in -house seminars tailored to the company's business? When was the last review of key
communications in the accounting department?
Based on this evaluation, positive steps should
be taken to improve marketing and sales management's ability to recognize financial realities in
their plans. One cannot recognize what is not conceptually understood. Controllers as communicators can make this educational process both interes ti n g and di ges ti b le. Ho wever, they must
remember a few ground rules:
1. Keep examples simple,
2. Avoid technical jargon,
3. Show an understanding of the marketing and
sales concerns, and
4. Avoid lessons in bookkeeping.
Actions the controller takes to bring financial
considerations into the nonfinancial manager's
everyday operations will in many respects be self serving. The various management disciplines need
not be altered, but they should be augmented
through effective communication so that all managers are at least made aware of the financial implications of their proposals.
❑
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Allocating Opportunity Costs
Full cost pricing is not complete unless you take into account
capacity bottlenecks within production departments.

By J. T. Mackey
There is considerable support for the use of full
cost pricing in industry. Surveys have shown almost all industrial firms use full costing, or both
full and variable costing, in their pricing decisions.
Academic professionals, however, are less comfortable with the use of full costs for pricing purposes. I think that from a decision- making perspective, the activities necessarily following from a
decision are the relevant costing objective for that
decision. Following this rationale, the costs attributable to a particular decision choice should be
costed in such a way as to reflect this choice of
alternatives. My alternative allocation method for
overhead costs presented here is based on this
contention that the opportunity cost of productive
capacity depends on the situation.
Using traditio nal allocation methods for a
group of factory departments, the optimal production mix is established by the opportunity cost of
productive capacity. For accounting purposes, the
cost of production capacity in each department is
the pooled (by department) fixed overhead cost.
Therefore, the usual allocation methods of absorption costing by pools can apply costs to production units in a manner that contradicts their economic opportunity value.
Using a linear programming model, I have deMANAGEMENTACCOUNTING/MARCH 1983

veloped a superior allocation method. A linear
programming model is used because it can be used
in capacity planning for production systems and
can be used to establish both optimal production
mixes and estimations of opportunity costs.
In applying the model, certain implications
must be considered. For example, take the fixed
overhead portion of an application rate derived
from a departmental cost pool. If the volume of
production is reduced for the fiscal period, the application rate will be increased. However, because
there is no alternative use for this capacity, the opportunity cost of this additional capacity is zero.
The only productive capacity that has a positive
opportunity cost is the fully utilized, constraining
department(s). But it is precisely in this situation,
at full capacity, that the lowest application rate is
applied to the work -in- progress inventory.
The implications for book values are most interesting. In cases where capacity constraints occur,
the valuations on the balance sheet fail to reflect
opportunity costs. In fact, the book values tend to
change in the opposite direction of the change in
opportunity costs. Inventory values increase when
opportunity costs are zero and decrease when opportunity costs are positive. The solution to this
problem does not attempt to reflect the true opportunity costs because they will never be realized
in fact, and therefore present very difficult mea-
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Table 1
Traditional Overhead Application Rate
Departmental overhead cost pool
Budgeted input factor level

Application rate

Revised Application Rate
a) Non - constraining department
Departmental overhead costs
Practical capacity input factor level

= Application rate

b) Constrained (full capacity) department
Departmental overhead cost pool + Budgeted unapplied overhead

Costs should
reflect the
choice of
alternatives.

Practical capacity input factor level

Application rate

Table 2
Badger Company Capacity Planning Model
Objective function.
40OX + 350X, + 500X, + 400X,
Production constraints (in direct labor hours)
Department A
X, + 3X, + 2X, + 4X, < 1,500 activity units
Department B
3X, + 2X, + X, + 2X, < 1,500 activity units
Department C
2X , + X, + 4X, + 2X, < 1,300 activity units
Department D
2X , + X, + 2X , + 2X , < 1,200 activity units
Department E
X, + 4X 2 + X, + X, < 1,100 activity units
Policy constraints (in units)
X,
X.,
X,
X,
Subject to:
X „X „X „X, > 0

surement problems. My algorithm, however, improves the economic representation of book values, by ensuring that changes in inventory values
do reflect changes in opportunity costs.
With the trend toward increasing line -of -business disclosure requirements by the SEC and
FASB and the major use of full costing for pricing
purposes, full costing procedures that correctly reflect opportunity costs, while still fulfilling the requirements of absorption costing, will result in superior decision making.
The Current Method
The allocation of fixed overhead costs has been
a particularly difficult problem for the accounting
profession. The debate between direct versus absorption costing allocation methods has been long
and divisive- The solution required by the FASB
is to use full or absorption costing. Under this
method, the expected overhead or capacity costs
are estimated beforehand, while a projected plan
is adopted that specifies the expected utilization of
the available production capacity. This may vary
from department to department within the firm as
a function of the particular production mix chosen. In fact, given the nature of physical plant capacity, it may not be possible to purchase capacity
34

>
>
>
>

100
100
100
100

units
units
units
units

Table 3
Rough Cut Capacity Plan
(all figures rounded off)
Products

Quantity

X,
X.
X3
X,

271
157
100
100
Capacity usage

Dept.

Idle

Budgeted

Practical

A
B
C
D
E

158
72
-0100
-0-

1,342
1,428
1.300
1,100
1,100

1,500
1,500
1,300
1,200
1,100

in small increments. Consequently, fixed capacity
costs for individual departments will most likely
resemble a step cost function. Therefore, the full
capacity for a production plant using an optimal
production mix may occur when several of the individual production departments within the plant
are operating at less than full capacity.
In a production environment where individual
production department capacities may be isolated,
departmental overhead costs pools are the preferred treatment. Overhead costs, common to all
MANAGEMENT ACCOUNTING/ MARCH 1983

departments, can be applied to a factory -wide
overhead cost pool. In the traditional approach,
management accountants budget the expected
overhead costs for each pool and then choose
some input factor as an application base for the
bugeted costs. At the end of the period, adjustments for any variances will be made. Thus, the
full costs of production (fixed and variable) will be
absorbed by the period's production via the application rate.

Thus, any unutilized capacity is caused by the
particular choice of product mix. Another choice
would result in a different set of unutilized departmental capacities.
Under the current method, departmental overhead costs are applied entirely to the jobs processed in each department, based upon a cause
and effect criteria under which capacity costs are
applied to the production directly generated by
that capacity. This is a misinterpretation of the
costing objective, however, because the cost objective in this case is product costing, not partial
product costing. The real costing issue is to apply
the cost of the activities necessary to produce an
end product. The activities necessary to produce
an end product require the productive capacities
of many departments, not disaggregated single
departments.
My position is that current practice fails to
match the work activities correctly to the cost ob-

The Costing Issue
When the overall production for a plant is at
full capacity, generally many of the individual departments may not be operating at full capacity,
as the result of a failure to match the production
capacities with a product mix that precisely fits
the available capacity. This condition may be expected to occur with some regularity because of
short -term fluctuations in consumer demand.

For
undercapacity
departments,
the overhead
cost pool will
always be
underapplied.

Table 4
Calculating Traditional and Revised Application Rates
Traditional application rates
Department

Budgeted
cost pool

Budgeted
activity level

Departmental
application rate

A
B
C
D
E

$10.000
10,000
10,000
10,000
10,000

1,342
1,428
1,300
1,100
1,100

$7.452/activity unit
7.003 /activity unit
7.692 /activity unit
9.091 /activity unit
9.091 /activity unit

'See Table 3
Revised application rates

Department

Budgeted
cost pool

A
B
C
D
E

$10,000
10,000
10,000
10,000
10,000

_

-

Step I Calculate the full capacity application rate
Practical
capacity'

Full capacity application rate

1,500
1,500
1,300
1,200
1,100

$6.667 /activity unit
6.667 /activity unit
7.692 /activity unit
8.333 1activity unit
9.091 /activity unit

'See Table 2
Step II
-

Revise the cost pools

Department

x

$ 8,947
9,520
11.183
9.167
$11,183
$50,000

=

-

=

+

+

_
=

_

+

+

+

A
8
C
D
E

Revised cost
Budgeted overhead cost f budgeted underapplied'
10,000 - (158
6.667)
10,000 - ( 72 x 6.667)
10,000
1/2 (1053
480 +833)
10,000
(100 x 8.333)
10,000
1/2(1053
480
633)
50,000

'See Table 3

8,947
9,520
11,183
9,167
11,183
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Revised
Budgeted
activity level
1,342
1,428
1,300
1,100
1,100

application
rate"
6.667
6.667
8.602
8.333
10.166
$

A
B
C
D
E

$

Department

Revised
cost pool

-

Step III - Revise the applicatio n rates
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Table 5
Application of Common Overhead Cost Pool
Products

Contribution
margin per unit

Budgeted
volume

X,
X,
X�
X.

$400
350
500
400

271
157
100
100

Contribution
margin per product

-

$108,400
54,950
50,000
40,000
$253,350

Allocating�common�costs�to�products�— revised metho d

Departmental
capacity not

utilized
represents
profits
foregone.

Product

Percentage
contribution
margin

X,
X,
X,
X,

42.787
21.689
19.736
15.788

x

Common
overhead
cost

Applied
in
total

Applied
per
unit'

$30,000
30,000
30,000
30,000

$12,836
6,507
5,921
4,736
$30,000

$47.365
41.446
59.210
47.360

Alloc a ting c ommon c os ts to products — tra ditional me thod
Product

Budgeted
volume

Activity units
per unit

Total
activity units

Applied
in total2

Applied
per unit'

X,
X,
X,
X,

271
157
100
100

9
11
10
11

2.439
1,727
1,000
1,100
6,266

$11,676
8,269
4,788
5,267
30,000

$43.092
52.668
47.882
52.668

'The applied per unit is arrived at by dividing the applied in total by the budgeted volume.
2The product of total ac tivity unit times the traditional applica tion rate for common overhead c osts of $4.788.

jective b ecau se o f th e relatio nsh ip between global
o p tim izin g d ecisio n to d e p art m en tal pro duct ion
vo lu mes. Th e decision related to the cost objective
(p rod u ct co stin g) is n o t to p rod uce a certain num ber o f X, b ut rath er to p rod u ce a mix of products.
Th e to t al p ro d u c tio n a ctivities of all th e d epa rt-

ment s are co ns eq uent ly i nt erdepend en t an d
should be costed that way. This argument doesn't
hold however, when there are no constraining
(full capacity) departments because the production volume alternatives of each department are
not limited by other departments. This is true, at
least, over the planning period. Bottlenecks may
occur i n t he very s ho rt t erm d ue t o machi ne
breakdown or other problems. The differences betwe en sh o rt - ter m co o rd in a tio n and s hor t -te rm
p lan n in g sh o u ld b e clearly kep t in m ind.
Acco rd in gly , th e a lg o r it h m p r e se n t e d in m y
mo d el reflects the in terd epen dence of the production d ecisio n by app ly in g all o verhead cost assum in g fu ll d ep ar tm en ta l ca p ac it y . This will b e th e
m in im u m o v er h ea d ap p lica t io n as su m ing the
mo st efficien t u se o f cap acity . Depa rtm e nts not
fully u tilizin g th eir cap a city (assum ing efficient
p ro d u c tio n ), will h a v e b u d g e t ed un d e ra p p lie d
o v e r h e a d c h a rg e s . All b u d g e t e d un de ra pp lied
overhead, should be added to the overhead cost
po o l o f th e co n strain in g dep artm ents (i.e., the dep artm en ts wh o se lim ited cap acity caused the underu tilizatio n ). See Tab le 1.
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Consequently, in the revised m odel, the denom inator of the overhead application rate calculation
always uses a full capacity activity basis. The nu-

merator for all departments operating at less than
full capacity consists of the budgeted departmental ove rhe ad costs. F o r unde rca pac ity de pa rt m en ts u sin g th is ap plica tion rate, the over head

cost pool will always be underapplied, and the adjustment occurs in the numerator of full capacity
constraining departments.
The departmental cost pool is increased by the
underapplied overhead cost of the less than full
capacity departments.
Application with Multiple Departments
An application of the model can be applied to
the budgeting problem for Badger Company as illustrated in Table 2. Four products must be produced with certain sales constraints as provided.
This method of budgeting is referred to as Rough
Cu t Ca pa city Plan ning. The o pt im al so lu tion is
shown in Table 3. Thus, in this case, further production is constrained by two departm ents. Then,
follo wing the a lgorithm , the u nder applied o verhead from the other three departm ents is applied
equally to the two constraining departm ents. With
this new f ull cost inform ation, m anagem ent m ay
wish to revise prices, after which, subsequent additional iterations m ay be m ade to arrive at a satisfactory solution. Table 4 com pares the traditionMANAGEMENT ,ACCOUNTING /MARCH 1983

al and revised appl ication rates assuming no
subsequent iterations were necessary to arrive at
an optimal solution.
Finally, common overhead costs not applicable
to departmental overhead cost pools should be applied to products based upon their relative contribution margins. This is a reasonable method if the
incurrence of the common costs at full capacity
are independent of alternative product mixes. In
Table 5 I reapply the common overhead costs,
based on the relative contribution margin of each
product.
Once again, the focus of my argument is that
when opportunity cost is the value of the opportunity foregone, because of an alternative decision
choice, a particular product mix decision at full

capacity causes a non -zero opportunity cost. So,
departmental capacity that cannot be used represents an opportunity for profits foregone.
Numerous studies have demonstrated that a
large number of managers do not make pricing
decisions based on short -term optimization, but
rather on full costing information. Since opportunity costs are not acceptable for financial reporting, this cost is not measured directly for full costing purposes. Application of the costs as presented
in my model, does reflect the opportunity cost of
the production mix decision, while not contradicting current absorption costing regulations. This
algorithm then allows management to make decisions based upon full costs that reflect the opportunity❑cost❑of❑using❑scarce❑production❑resources.❑❑

Building Bonds Available
As a member, you may be interested in the bonds of the New Jersey Economic Development Authority which will be issued during the second quarter of 1983 to provide
funds for the construction of the Association's new office facility in Montvale, N.J.
The bonds will be exempt from Federal and, to the extent possible, New Jersey state
income taxes. It is anticipated that the bonds will have an AAA rating and that the
rate of interest will be competitive with other exempt securities. The minimum denomination bond will be $5,000. If you are interested in being contacted on the day
the bonds are offered for sale, please forward your name, address, and the telephone
number where you can be reached during the business day to: Building Bonds, c/o
National Association of Accountants, 919 Third Avenue, New York, NY 10022. ❑
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Allocating Indirect Costs for
Improved Management
Performance
Cost a llocations can be a potent tool in motivating
grea ter goal congru ence between a firm and its employees.

9

Acco untants have lo ng b een con cern ed with
whether, and how, indirect costs should be allocated. The prevalent view among many accounting researchers is that such cost allocations are essentially arbitrary and serve no useful purpose. A
similar position seems to predominate among
management accounting textbooks, as Moriarity
observes that "... most textbook authors disclaim
that (cost) allocations have any usefulness. "'
These admonitions notwithstanding, cost allocations are popular in practice. Recent surveys by
Imhoff
Chiu and Lee' have found that absorption costing is commonly used for internal decision making and reporting purposes. In a study
published by the NAA, Fremgen and Liao found
that "Despite the overwhelming objections to indirect cost allocations found in the literature,
most companies responding to the survey reported
allocating corporate indirect costs among their
primary profit centers. "' Another intriguing finding of this study was that a majority of these firms
do not distinguish between fixed and variable
costs in cost allocations. This practice, of course,
and
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is also contrary to the teachings of many accounting theorists and texts.
What accounts for this divergence between theory and practice? Can it be that some potential
benefits from cost allocations have been overlooked? Recently, Zimmerman' has suggested
that cost allocations can improve a firm's internal
allocation of scarce resources. We believe, and
will attempt to demonstrate, that the potential
ben efit s fro m cos t al lo cat io n s can b e mo re
extensive.
Goal Congruence in the Decentralized Firm
The problem of how to evaluate and motivate
divisional managers properly faces the top management of every decentralized firm. While procedural details probably vary, certain common feat u res are ap p aren t . Large -s cale surveys by
Mauriel and Anthony' and Reece and Cool' have
found that in firms with decentralized profit responsibility, the vast majority measure divisional
manager performance with either return on investment (ROI), residual income (RI), or both.
Actual performance is typically compared against
a target to determine if the former is adequate.
MANAGEMENT ACCOUNTING /MARCH 1983
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one

Given that a target or standard performance is
to be established, the question is at what level
should the target be set? A loose target probably
has little value as an evaluation and motivating
device. On the other hand, an unreasonably tight
target may alienate the divisional manager, causing undesirable behavioral consequences. In trying to peg the target at a tight but reasonably attainable level, a valuable source of information is
the manager whose performance is to be evaluated. After all, a major advantage of decentralization is knowledge specialization. Thus, the divisi on al manager p ro b ab ly kn ows b et ter t han
central management what constitutes good performance in his sphere of operations. The problem
top management has is how to elicit this information from the divisional manager.
It is widely recognized that managers have a
tendency to insert slack in their performance standards.' Since the divisional manager realizes that
the information he supplies to his superiors will
affect his performance target, he has incentives to
bias this information so as to ensure a favorable
evaluation. The result of this information biasing
is a less adequate performance measure. Further,
if the information supplied by the divisional manager is used to allocate resources within the firm,
some suboptimal allocations can result.
The problem of information biasing or budgetary slack is not unique to the relationship between
the divisional manager and his superiors, but can
occur whenever there are transactions across different levels of an organizational hierarchy. For
instance, when a purchasing agent predicts costs
of inputs, he may build in a "fudge" factor; similarly, salesmen may deliberately underpredict
sales so as to enhance their measured performance. It is our contention that allocating indirect
costs to responsibility center managers can reduce
these types of budgetary slack and induce greater
go al co n gr u en ce b et ween t h e fi rm an d i t s
managers.
In order to make our points efficiently, we assume a decentralized company with
division
organized as a profit center. Increasing the number of profit centers will make our example more
realistic, but will not add much substance to our
illustration. We assume that top management
measures the divisional manager's performance
based on some profitability index such as ROI or
RI, and it wishes to obtain some inputs from the
manager so as to set the performance target at a
tight but reasonably attainable level. Initially, assume that corporate indirect costs (e.g., central
administration, public relations, accounting, etc.)
be allocated to the divisional manager in
calculating this index.
A k ey d et ermi n an t o f ROI an d RI i s t h e
amount of revenue. An accurate forecast of diviMANAGEMENT ACCOUNTING/MARCH 1983

sional sales is thus crucial to the development of
the performance standard. Our example will focus
on the manager's sales forecast. This will allow us
to keep the numerical illustrations uncluttered
and permit a closer linkage between our example
and ob served pract ices. One of Fremgen and
Liao's findings was that a major portion of firms
allocate indirect costs based on sales.'
Suppose the divisional manager expects his division to achieve $1 million in sales for the coming
period. Is he likely to convey this figure to top
management? The evidence on budgetary slack
suggests that the manager will try to insert some
"safety" allowance in his performance standard.
The exact amount of this allowance will depend,
among other things, on what the divisional manager thinks top management will accept as a reasonable forecast. Nevertheless, some slack is likely
to be incorporated into the manager's forecast.
We shall assume that the divisional manager will
supply top management with a sales forecast of
$900,000; that is he builds in a budgetary slack of
$100,000.
Now introduce corporate indirect costs into the
picture. These costs have a fixed component of
$180,000 per period, and a variable component of
$.10 per dollar of divisional sales. A graphical depiction of this cost behavior is provided in Figure
1 as Line A.
Following Fremgen and Liao's description of
common practices, assume that top management
has decided to allocate corporate indirect costs
(both fixed and variable) to the divisional manager in calculating his performance index. This allocation will be based on a predetermined rate, and
variances will not be reallocated to him. In our
example, top management will first budget corporate indirect costs based on the divisional manager's sales forecast of $270,000 (equal to $180,000
+ $.10 of sales of $900,000); this will yield a predetermined cost allocation rate of $30 of sales
($270,000/$900,000). This allocation formula is
illustrated in Figure 1 as Line B.
Since the divisional manager expects actual
sales to be $1 million, he can expect to have allocated to him $300,000 in corporate indirect costs
(point X in Figure 1). If sales actually reach $1
million, total corporate indirect costs will only
amount to $280,000 ($180,000 + $.10 of sales of
$1,000,000). The $20,000 difference between actual and allocated costs is a volume variance. However, under common practice, this variance will
not be reallocated to the divisional manager.
Now consider what would have happened had
the divisional manager revealed his true beliefs to
top management. Predicted corporate costs would
have been $280,000 ($180,000 + $.10 of sales of
$1,000,000), and the predetermined allocation
rate would have been $.28 of sales (Line C in Fig-
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Allocating
corporate
Indirect costs
can reduce the
amount of
budgetary
slack.

ure 1). At $1 million in divisional sales, the divisi o n al man ager wo u l d have been al l ocated
$280,000 in corporate indirect costs (point Y in
Figure 1). Thus, the manager incurs a $20,000
penalty (additional cost allocation) for underpredicting sales by $100,000. This penalty can be expected to reduce the amount of budgetary slack he
tri es t o i n co rp o r at e i n t o t h e p erf o rma n ce
standard.
Does our example imply, then, that indirect
cost allocations will always reduce budgetary
slack? The reader should be cautioned that in order for cost allocations to have the desired effect,
they have to take into account the other components of the performance evaluation system. In
our example, the divisional manager can actually
reduce the amount of cost allocation he receives
(relative to the flexible budget for corporate indirect costs) by over predicting sales. Whether he
will find this advantageous depends on the penalty
associated with not achieving the (now) higher
performance standard. Our illustration has not
provided a general rule for whether, and how, indirect costs should be allocated. We hope to have
shown, however, that cost allocations can be a potent tool in motivating greater goal congruence
between a firm and its employees.
Optimal Allocation of Scarce Resources
Zimmerman 10 has observed that even when a

corporate service (such as a computer center, a
typing pool, or a maintenance shop) involves only
fixed out -of- pocket costs, increasing use of this
service by organizational subunits can still entail
increasing costs to the firm as a whole. He points
out that this effect is due to increases in opportunity costs, which can arise in numerous ways. One
example of an opportunity cost is when use of a
service by one unit causes delays for other potential users (such as turnaround time on a computer). The size of this opportunity cost increases as
th e nu mb er o f us ers, o r u ses, o f th e service
increases.
Another kind of opportunity cost arises out of
degradation of service. As a service gets used to
capacity (such as supervision), the quality of this
service may deteriorate, thus causing higher costs
in other aspects of operations. A graphical representation of the situation under discussion is given
in Figure 2. Even though the out -of- pocket cost
for the service remains constant, total cost for this
service to the firm is increasing. The difference between the out -of- pocket and total costs is the opportunity costs of delay and service deterioration.
If one assumes that the use of a service entails
incremental costs to the firm, charging for this
service could lead to more optimal utilization of
this resource. Note, however, that a lump sum
charge will not satisfy this objective; users will
still view the cost of an additional unit as zero.

Figure 1
Corporate Indirect Costs: Flexible Budget and Allocations

Corporate indirect
cost per period

Line B: Allocation rate:
$.3 of divisional sales

Point X:
$300,000

Line C: Allocation rate:
$.28 of divisional sales
$20,000
l

I

/

Line A: Flexible budget:
$180,000 per period
plus $.1 of divisional sales
Point Y:
$28 ,000
0

$900.000
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$1,000,000

Divisional sales
per period
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Figure 2
Costs of Using a Fixed Service
Cost of service
per period.

Total cost to the firm.

i

A majority of
firms do not
distinguish
between fixed
and variable
costs in cost
allocations.

i

Opportunity cost.

Out-of-pocket cost.

Usage per period.
Maximum
capacity

Indirect Cost Allocations Can Reduce Slack
Accounting researchers and texts have long
maintained that the allocation of (fixed) costs are
necessarily arbitrary, and can serve no useful purpose. Yet cost allocations appear very common in
practice. The two examples presented here show
that the allocation of corporate indirect costs can
reduce the amount of budgetary slack, thereby
producing greater goal congruence between a firm
and its employees. We then showed that cost allocations can motivate more optimal use of a firm's
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fixed resources by its organizational subunits.
A key question that remains is how to determine the optimal cost allocation rate? Unfortunately, some important issues in the use of cost
allocations remain unresolved. However, as more
and more theo rists and practiti oners become
aware of the potential benefits from cost allocations, better solutions to the unresolved issues will
be derived.
❑
' S. Moriarity "Some Rationales for Cost Allocations," in S. Moriaiity (Ed.) Joint
Cast Allocations, Center for Economic and Management Research, University of
Oklahoma, 1981.
' E. A. Imhoff, Jr. "Management Accounting Techniques: A Survey," Manage.
ment Accounting, November 1978.
' J. Chiu and Y. Lee, "A Survey of Current Practices in Overhead Accounting and
Analysis," Proceeding& 1981 Western Regional Meeting, American Accounting As.
sociation, 1981.
. J. M. Fremgen and S. Liao, The Allocation of Corporate Indirect Costs, National
Association of Accountants. November 1981.
' J. L. Zimmerman, 'The Costs and Benefits of Cost Allocations," The Accounting
Review, July 1979.
J. Mauriel and R. N. Anthony, "Misevaluation of Investment Center Performance," Harvard Business Review, Much -April 1966.
r 1. S. Reece and W. R. Cool, "Measuring Investment Center Performance," Harvard Business Review, May -June 1978.
° Numerous authors have explored the problem of biased forecasts and budgetary
slack. For example see:
A. E. Lowe and R. W. Shaw, "An Analysis of Managerial Biasing: Evidence from a
Company's Budgeting Process;'- The Journal ojManagentent Studies. October
1%8.
M, Schiff and A. Y. Lewin, "Where Traditional Budget Fails," Financial F_Yecurive,
May 1968.
M. Schiff and A. Y. Lewin, "The Impact of People on Budgets," The Accounting
Review. April 1970.
M. Onsi, "Factor Analysis of Behavioral Variables Affecting Budgetary Stack," The
Accounting Review, July 1973.
° Fremgen and Liao, op. cit.
° Zimmerman, op. cif.
Ibid.
°

Thus, the user charge has to be related to usage.
The question, though, is at what level to set this
charge. A very high charge may unduly restrict
beneficial uses of the resource. A very low charge,
on the other hand, may not sufficiently deter suboptimal uses. Zimmerman" points out that setting an appropriate user charge for fixed services
is no easy matter, and may entail a lot of management "feel." We have not supplied a better solution to this problem. Nevertheless, we believe that
it is important to point out that cost allocations
can benefit the internal resource allocation of a
firm.
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Selecting the Right
Transfer Pricing Model
It must mesh compa ny and divisional goals,
allow management to eva luate the performance of divisions involved,
and spur managers to increa se their efficiency.

By Law renc e J. Loc oc o

Transfer pricing is one of the most perplexing accounting problems businesses face. The problem
arises when one division in an entity purchases
goods or services from another division because
choosing a transfer price has serious implications
for performance evaluation of the divisions, profits reported by the divisions, and profits reported
by the entity.
Companies must overcome many obstacles in
selecting a system of transfer prices. As in any
buyer /seller interface, both the buying and the
selling divisions are seeking to maximize their individual benefits. Thus, the buying division wants
to purchase the selling division's product for the
lowest price possible. Conversely, the selling division is hoping to sell the product at a price that
maximizes revenue (quantity times price). The situation becomes even more complicated, however,
because both divisions are part of a larger overall
entity (the company) which also is seeking to
maximize its profits.
This existence of an overall entity of which the
divisions are a part poses other complications. For
example, if the price charged by the selling division is excessive, the buying division may opt to
purchase the product from an outside entity and

IR
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thus lower the overall corporate profit. On the
other hand, if the price is set too low, the purchasing division will show higher profits at the expense of the selling division. In this case, the selling division may even opt to refuse to sell to the
supplying division and instead sell to an outside
market if it is available.
The transfer pricing problem can become even
more complex if cost or demand interdependencies exist between divisions in the entity. Thus, it
is conceivable that the decision to transfer between two divisions may affect other divisions and
ultimately lower total profits while maximizing
certain division profits. It is evident, therefore,
that suboptimization is an ever - present danger
and should be considered in any transfer pricing
policy.
There are many transfer pricing models in use
today, but most attempt to solve the problem with
a single rule. In reality, they solve only part of the
problem given certain information about the problem. Nevertheless, some methods are theoretically
sound and workable provided that the model applied fits the description of the problem. Too often, the wrong transfer pricing scheme has been
applied to a given situation, resulting in problems
for everyone affected by that scheme. I suggest a
new plan—one that incorporates both the "dual
MANAGEMENT ACCOUNTING/ MARCH 1983

Choosing the Right Model
Companies must choose the transfer pricing
model that best suits their overall and divisional
needs. Four criteria are necessary for selecting the
best model. First, goal congruence must assure
that the system of transfer pricing will motivate
profit center (divisional) managers to pursue their
own self - interests in a manner conducive to the
success of the company as a whole. Second, the
transfer prices must allow central management to
evaluate the performance of profit centers. Third,
the system must serve as a stimulus to managers
to increase their efficiency without losing the autonomy of divisions as profit centers.' Fourth, the
transfer pricing system chosen should be workable
or feasible.
Goal congruence is very important. A goal -congruent transfer pricing system will allow divisional goals to be consistent with overall corporate
goals. If individual subunits, in optimizing their
individual goals, achieve a lower- than - possible
corporate result, suboptimization has occurred. In
formulating transfer pricing schemes, top management usually will establish goal congruence as the
foremost objective. In other words, the transfer
price will be set in such a way as to assure that
goal congruence will occur first. At some point,
trade -offs are likely to occur between having total
goal congruence or lacking some other necessary
advantage. In any case, transfer pricing models
should be measured as to how well they maximize
total corporate profit.
A note about transfer pricing models and divisional autonomy: The imposition of any transfer
pricing method will to some degree limit divisional autonomy. Never can there be a model which
allows complete and total autonomy because the
very existence of the model is a set of rules mandated by a central authority. A subunit of a large
corporation could never become autonomous unless it severed itself from the corporate entity.
Thus, by the very nature of a subunit's existence,
total divisional autonomy exists as an unreachable
goal.
What about the ease of applicability criterion of
the models? Sometimes it is necessary to make
trade -offs in the methods between goal congruence and divisional autonomy, but no such tradeoff can occur between any of the criteria and the
ease of applicability criterion. The model must
work or it is useless. If it is impossible to implement, it is of no use to anyone. Thus, ease of applicability is the one criterion which must be attain ed in ch o o s i n g a mo del o r mo d el s t o
implement for transfer pricing.
In addition, the transfer pricing model selected
MANAGEMENT ACCOUNTING /MARCH 1983

should be simple enough so that management
knows how it works and how it will affect divisional performance and decision making. If it is
based upon economic principles or mathematical
programming, it should be reviewed regularly to
assure that its benefits are worth its costs and that
the assumptions of the model fit actual practice. A
complicated, complex transfer pricing model usually will make management dissatisfied, signaling
its demise.
An Improved Transfer Pricing Model
Any given model usually will fulfill one of the
four criteria but fail in another. Models that inspire a great deal of goal congruence and optimize
overall corporate profits will fail to maintain subunit autonomy. Conversely, some of the models
will allow for a great deal of individual subunit
decision making yet do so at the cost of suboptimization. Thus, it seldom is possible for any one
transfer pricing method to satisfy all four criteria.
The logical solution, then, would be to adopt
not just one model for all purposes but to use as
many models as necessary to optimally satisfy all
four criteria. This idea has never been popular because companies always hoped that only one model would be necessary for all purposes, plus it is
more costly to use several models. However, as
with any information delivery system, if the costs
exceed the benefits of the increased information, it
should not be implemented, but if benefits exceed
costs, the new system should be acquired. So, if
the costs of having more than one model justify
themselves, more than one model should be used.
The benefits can indeed be worth the costs.
Here is one idea for an improved transfer pricing model. I will use two popular models in a
combination system. The first model to be used is
the "dual pricing" model, which assigns separate
prices to both the selling and purchasing divisions.
The second model
the "proration of contribution margin" model, which divides the corporate
contribution margin between the two subunits in a
predefined ratio. I use both models because each
has a specific duty in achieving an optimal transfer pricing policy for the buying and supplying divisions concerned.
Dual pricing is employed for performance evaluation. It assures that both the supplying and buying divisions are evaluated on an equitable basis
and credits them with the same profit or expense
as would be incurred had the transferred units
been sold or bought in an external market. At the
same time, divisional autonomy is maintained because the subunits are not given special treatment
as a result of the transfer.
For example, consider corporate Division A. It
produces products X, Y, and Z, which each have
variable costs of $1. X and Y are sold outside for
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pricing" and "proration of contribution margin"
transfer pricing models.
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$1.50, while Z has no outside market and only can
be transferred to Division B. If Z is transferred at
cost, B will sell the final product for $6 after adding $2 of variable costs. Division A probably will
choose to allocate resources toward X and Y rather than transfer Z at cost even though it is better
on an entity level to transfer because more profit
will result. The situation can be resolved by giving
Division A its full share of "opportunity profits."
Division B is charged only with the variable costs
of the product and not the interdivisional profits,
as shown in Table 1.

Table 1
Allocating Opportunity Profits
Assuming 10,000 units transferred:
$15,000
10,000
5,000

Division B
Sales of product $6.00
Division A variable costs $1.00
Division B variable costs $2.00
Contribution

$60,000
10,000
20,000
$30,000

@

®

@

$

®

®

Division A
Sales to B $1.50
Variable costs $1.00
Contribution

In this case, we use two prices: one for Division
A for performance evaluation and another for Division B for making the economic decision and
maintaining goal congruence.
However, suppose Division A produced only
the one product which it sold to the buying division. It then would be necessary to arrive at a
transfer price by some other method. A suggestion
would be pricing the product so that it makes a
certain return on the d ivision's investment at
some expected demand level. For example, suppose a division produces only one product which
is transferred, and expected demand is 100,000
units. Fixed expenses are $50,000, and variable
costs are $1.25 per unit. The division has a policy
of earning 25% return on investment. Investment
in the division is $100,000. The transfer price
could be computed as follows even though no other products are produced by the division:
Target ROI = 25% of $100,000 = $25,000
let SP = selling price
SP(100,000) — 1.25(100,000) — $50,000 = $25,000
SP(100,000) — 1.25(100,000)
= $75,000
SP — 1.25
= $ .75
SP
= $2.00
Thus it is possible to arrive at a transfer price even
though the division sells no other products. This
situation is particularly relevant to nonmarket
transfers. The effect is to give the selling division
44

the same profit and performance it would get if it
were selling to an entity outside its own entity.
This dual pricing model, however, will result in
a contribution margin from the two divisions that
exceeds the corporate contribution model, so it
becomes necessary to have a second scheme that
eliminates this problem and gives a total equal to
the corporate contribution margin. Thus, we use
the overall contribution proration model to correct this anomaly of the dual pricing model. This
proration model is also necessary for financial reporting purposes to eliminate any profit that has
been recorded on the books of the subsidiaries
which is, in effect, intercompany profit.
The proration model also leads to increased
goal congruence. The above example of dual pricing can be extended (see Table 2) to show this aspect. Suppose the buying division (B) in the above
example went on to sell the product at a market
price of $4 after incurring an additional $2 of variable expenses. If the corporation wanted to assess
the profitability of the entire product process, it
would have to look at the following statement for
100,000 units sold:
Notice that the cost of the intermediate product
to B ($2) is left out as an expense to B. Had it been
included it would have decreased net income by
200,000 @ $2 or $400,000. The corporation then
would see the final product as yielding a $375,000
loss. Thus dual pricing models and their resultant
income statements cannot be used for centralized
management accounting decisions. The effect
would be to eliminate from corporate profit contribution an amount which is simply an interdivisional inventory profit. If goal congruence is to be
mai n t ai n ed , t h i s prorat io n mo d el mu s t b e
employed.
How to Allocate Profit
In the above example, there is a question as to
how the $25,000 profit should be allocated between the two divisions. This allocation is necessary so management can assess the profitability of
one particular division. Notice that the proration
contribution is the "true" profit of the particular
product. This proration can be based on a number
of features. If sales price is used to allocate the
contribution, then A would receive $8,333 of the
profit and B would receive $16,667. Allocation
based on variable expenses leads to an allocation
of $15,385 for A and $9,615 for B. Allocation
based on total costs at expected demand (in this
case $100,000) leads to $11,667 for A and $13,333
for B. It appears that the best way to allocate the
corporate profit is by using sales price. If the proration is based on costs, the incentive may exist
for increasing period costs, such as depreciation,
so that more contribution is allocable to the division and the product would be more easily justiMANAGEMENT ACCOUNTING /MARCH 1903

fied. However, costs will not be too high because
the dual pricing scheme for performance evaluation provides the incentive to keep costs low.
Note: Al l fi xed and vari ab le co st s for b ot h
schemes are actual costs and not standard costs.
This analysis is especially relevant to the buying
division because it sells to the final market. It
needs this information because, based upon it, decisions are made to add or drop products. If intercompany inventory profits are included in its cost
of operation, it may decide to drop a profitable
product when it should be continued. The dual
pricing scheme also eliminates the profit of the
supplying division and gives it the incentive to
produce in the best interests of the entity. Indeed,
the buying division's income statement for the
dual pricing model matches that which is used for
the proration model.

tral authority for the subunits to" follow. In this
proposal, this danger is still present. Nevertheless,
it has been minimized because the two models it
employs need very little intervention by a central
authority and decentralization is allowed to carry
on. In nonmarket situations, however, special care
should be taken. Sometimes the possibility of consolidating the supplying and buying divisions

This Model Meets the Required Criteria

should be considered —when the divisions are similar in nature, easy to operate, and the supplying
division has only one product to sell. In any case,
if divisional autonomy is necessary, a company
can use this model.
The model evaluates performance well. Each
division is evaluated as if it were an independent
entity operating on its own, incentives are present
for the managers of each division to cut costs and
increase sales, and division management is evaluated on the controllable aspects of its authority,
not on the basis of a price handed down from a
central authority. Thus, performance evaluation
and divisional autonomy work hand in hand to
provide an atmosphere of independent decision
making and decentralized management. Alternative models do not provide this incentive because
they are authoritative— giving a price and hoping
to induce optimal performance from it.
This combination model for transfer pricing is
applied easily. The information needed for these
models is readily available for each division in its
income statement. It is information which will be
on the division's books at all times, so there will
be no cost of gathering the information.
The form of presentation is simple and routine.
There are only two areas where new information
will be needed. The first exists if there is no market for the final product and a selling price has to
be obtained. It is an easy matter to compute this
once the information is gathered. The second is in
deciding on the proration of the corporate contribution. Central authority makes the proration on
information which is also available and easy to obtain. Thus, even though it appears the combination system would require twice the information
of a single model system, it doesn't. The information needed is basically the same.

Now we can evaluate the merits of this transfer
pricing model based upon the four criteria discussed earlier. The model achieves a high degree
of goal congruence. The central authority can
look at the entire process of the product's production and determine the overall profit of the corporation. It also can see from these results where the
profit is being made so it can make decisions involving capital budgeting or resource allocation.
The proration model supplies this information.
The allocation of profit will identify those areas of
high profitability as well as those of lower profitability. Also financial reporting requirements are
satisfied by this part of the model. A total profit is
determined which represents the actual profit
made by the subunits working in unison toward
achieving profit on some particular product. The
picture one sees is a total system which is the sum
total of several divisions, not individual divisions
with n o int errelations hips. Thus, this model
achieves goal congruence.
At the same time goal congruence is maintained, divisional autonomy is preserved as a result of the dual pricing model used for performance evaluation. Each division knows that it is
going to be evaluated on how well it functions as
an individual division, not as a part of a large entity. Thus each subunit has the incentive to pursue
its own course of action regarding its individual
operations. The central authority doesn't have to
intervene and tell the subunits how much will be
transferred and at what price. Each division has
the information necessary to assess whether the
transfer will be profitable for the firm as a whole.
More important, the divisions have the incentive
to make the profitable transfers.
Again, any transfer pricing scheme by its very
nature limits divisional autonomy. Any transfer
pricing model is basically a plan set up by the cenMANAGEMENT ACCOUNTING/ MARCH 1983
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100,000

®

100,000
100,000

®

Finished product sales
Variable cost B
Fixed cost A
Variable cost A
Corporation contribution to profit

@

Dual Pricing Model
$4.00
$2.00
$1.25

$400,000
200,000
50,000
125,000
L25.000

'3. Dean. "Decentralization and lntra- Company Pricing," Hamrd Business Review, Vol. 33. No. 4. Sept.-Oct., 1955. p. 66.
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that the same generosity should be extended to individuals.
The current recession's prolonging of
high unemployment has produced many
are surprised to see that you are taxpayers with dependency exemptions
trying to take back some of the breaks which they can't use. We propose a soyou have given big business by passing lution that not only will aid the unemthe Tax Equity and Fiscal Responsibil- ployed but also will help revive the
ity Act of 1982.
economy. We respectfully suggest that
After all, your endorsement of the the standards of equity mandate that
Economic Recovery Tax Act of 1981, tax leasing should be made applicable to
particularly the corporate safe harbor in di vi d uals as well as F ortu n e 50 0
tax leasing provisions, has proven you corporations.
really do have generous hearts when it
Economic times are so desperate that
comes to large corporations.
we should allow individuals the opporWe agree with you that losers such as tunity to sell their little loved ones for
Ford should be able to sell their tax de- cash. Unlike impoverished folk in the
ductions and tax credits to winners such past who sold their children, however,
as IBM, which is also the tax owner of this tax proposal has a modern twist:
miles of railroad track. It even makes the seller then leases back his depenperfect economic sense for large oil dents in a second, but separate, transaccompanies to forward integrate by pur- tion after the sale. In practice, the huchasing generating equipment from an miliation and embarrassment of the sale
electric utility company. Yet, as we con- can be completely avoided because neitemplate our Forms 1040, it strikes us ther friends, relatives, nor even the deDear Con gressm en :
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pendents sold by the taxpayer will ever
know about it. Only the seller, the buyer, an d t he IRS wi ll be aware of its
existence.
We envision that purchasers of the
exemptions generally will be taxpayers
in the 50% bracket. If this leasing arrangement receives your tax blessing,
these high income folks would be willing to pay up to $500 ($1,000 exemption
X 50% marginal tax rate) for a one
year sale - leaseback of one exemption.
Of course, regulations would probably
be issued establishing a minimum lease
term which would be greater than one
year. You are known for flexibility in
these matters.
Besides dependency exemptions, other exemptions might be sold. For instance, spouses without incomes also
might prove attractive and marketable
taxwise. Especially attractive will be
those spouses who are blind and aged;
they could be worth as much as $1,500
($1,000 X 3 X 50 % ) . The IRS willing,
a secondary market also might be created for just the blind exemption or just
the old -age exemption. This will be
known as tax- stripping. If the laws are
written broadly enough, the tax market
for exemptions might include not only
dependents and spouses, but taxpayers
themselves. For example, retired folks
could sell and leaseback themselves in
this market ; again their age and /or
blindness makes them doubly (or triply)
mo re va l u a b l e t h a n t h e o rd i n a ry
exemption.
The benefit received by the sellerAessee of the exemption will be immediate
cash. He or she will not have to look to
government handouts which are dwindling anyway, and the robustness of the
private m arket in our e conom ic system
will again be dem onstrated.

T

he leasing arrangements for exemptions can be made very flexible.
For example, a taxpayer filing jointly
wh o has ad j u st ed gro ss i nco me o f
$10,000, a spouse, two dependent children, and who does not itemize, will pay
federal income tax of approximately
$300 in 1983. If the taxpayer could sell
a dependent such as a newly born
daughter, little Lisa, and lease Lisa back
over the next 18 years, the taxpayer
might receive as much as $3,064 from a
MANAGEMENT ACCOUNTING /MARCH 1983

seller in the 50% marginal tax bracket.
The purchaser/lessor will pay cash of
$3,064 and sign an 18 -year promissory
note secured by a purchase money
mortgage on little Lisa for the remainder of the purchase price. The principal
and interest payments on the note will
be set to coincide exactly with the rental
payments of the biological parent. At
the end of the 18 years, the lessee can
buy back his daughter for an agreed
upon amount such as $1.00.

I

n order to facilitate the leasing transactions, a new breed of intermediary,
the tax exemption broker, will likely
emerge. The broker's role will be to
unite the buyer and seller because the
latter probably won't be a member of
the b uyer's cou nt ry cl ub . Th is n ew
growth industry could put unemployed
tax shelter specialists back to work. Ultimately, an efficient market is likely to
develop— buyers and sellers of exemptions will be able to read quotes for their
exemption by type, risk, and length of
lease in the morning newspaper. The
broker will obtain a standard fee set by
government fiat.
There are sound policy reasons for
the leasing of exemptions. First, it will
provide rich and poor with equal incentives for producing and investing in
themselves, their spouses, and their dependents. Who knows, perhaps a veritable cottage industry for the production
of exemptions will be encouraged by
this tax change. Ultimately, this industry co u ld p erfo rm li k e a min i atu re
Chrysler Corp., but instead of Chrysler
New Yorkers, kids would be produced.
Second, these extra dependents will
be maturing about the time the aging
population places greatest strain on our
Social Security system. Thus these exemptions will ultimately be supporting
US.
Third, the government's role in social
welfare will be replaced by the private
sector.
Fourth, leasing of exemptions will
achieve a greater racial balance among
families. For example, a big purchaser
of exemptions may have a tax family
whose members are white, red, yellow,
black, and brown. A portfolio of races,
ages, and handicaps could be purchased
in the market of exemptions. Therefore,
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greater racial tolerance and understanding should be a product of the tax leasing of exemptions.
Fifth, greater tolerance and understanding among generations will result
with ma, pa, kids, and retired folks all
existing under one tax shelter.
These factors are strong arguments
for extending the corporate tax leasing
concept to individuals. After all, the
precedent has been set for exemption
tax leasing, the economic environment
will support it, and the market mechanism will set the clearing price for exemptions most efficiently.
True, certain unresolved issues remain, but they' can be settled quickly
once Congress sets its mind to the problems. For example, will the tax leasing
of exemptions require an amendment to
the Mann Act? What about recapture in
case of death, insanity, bankruptcy, or
ab an d o n men t o f l es s ee, lessor, or
leased? What about recapture in case of
divorce or in case a person ceases to
qualify as an exemption during the term
of the lease? Would a tax indemnification agreement given by the lessee be
en fo rceab l e? If s o , do es i t redu ce
amounts at risk? Will the person leased
be considered new Section 38 property?
Must such person be leased within three

months after such person was "placed
in service "? Is it possible to enact retroactively exemption tax leasing so that a
person who died in 1926 can take advantage of it? If so, will the legislation
give the deceased only 90 days in which
to act? Then will the Treasury wait until
day 91 to write temporary regulations?
Can the lessor file a joint return with his
tax spouse? Are the lessee and spouse
living in sin? Will tax swapping lead to
wife swapping?

W

eave the proposal in yo ur capable hands.

Your humble taxpayers,
Ken ne th N. Or ba ch, C PA, P h. D.
William D. Sam s on, C PA, P h. D.

Kenneth N. Orbach, CPA, is associate
professor in the department of accounting at Louisiana State University. He is a
member of the Baton Rouge Chapter,
through which this article was submitted.
Wi lli am D. Samson, CPA, CM A, is assistant professor of accounting at Louisiana Stat e University. Mr. Samson is also
a member of the Bat on Rouge Chapter.
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Control System Priorities
for the '80s
Businesses must mend the holes in their control system safety nets
or lose the privilege of self - regulation.

By Joseph E. Connor

Joseph E. Connor is
chairman of Price
Waterhouse. He
recently addressed
NAA's Annual Controllers' Conference at
the Greenbrier in
White Sulfur Springs.
West Virginia.

Early this year, a brief release wrote "finished" to
the SEC's efforts to require public companies to
report publicly on their control systems. "There is
no need for a regulatory requirement," it said. Industry had retained the right to self - regulation by
striking a bargain, a bargain that contains the implicit promise that industry will keep its own
house in order.
But a word of caution is in order. Before industry concludes that the control system issue is now
a dead issue that can be tossed back to the auditors, internal and external, to deal with, industry
controllers should consider whether or not they
are living up to their end of the bargain. If voluntary public reporting on control systems is not
supported by thorough appraisals of those systems, controllers may be playing with fire, adding
fuel to the smoldering embers they hoped had
been thoroughly extinguished.
Storm Warnings
Recent events have underscored the need for
continued emphasis on control issues. The Foreign Corrupt Practices Act (FCPA) was born in
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response to public outrage. One blue chip company after another had joined the list of those accused of questionable business practices. To make
matters worse, the problem appeared to lie not
with unknown underlings but at the highest level
of the corporate structure.
Therefore, FC PA was enact ed as a du al pronged fix, a deterrent to further abuses in the
antibribery provisions and the SEC's view of needed corrective action embodied in the accounting
provisions.
Unfortunately, there are few indications that
Congress shares the SEC's announced view that
there is no need for further regulation in the control system area. In fact, the SEC has been taking
a great deal of flak lately because of a position
characterized as "too soft on business." Recent reform measures to relax FCPA regulations have
stalled in Congress, and a new wave of unsavory
incidents, although not as widespread as the last,
has set back improvement of public and Congressional confidence in business.
The string of unsavory incidents disclosed in
the past months removed any chance of remedial
legislation in the foreseeable future. The Penn
Square mess, the Drysdale collapse, and several
MANAGEMENT ACCOUNTING /MARCH 1983

other widely publicized corporate scandals solidified the position of those opposed to changes in
FCPA. When the Commission decided to drop its
probe of questionable foreign currency transaction s at C iti corp , t wo Hou se s ubcommitt ees
quickly announced plans to investigate. These incidents sent a loud and clear message to the public
about corporate practices.
Most people had never heard of Penn Square
Bank, but a number of those taking write -offs because of the Penn Square failure were anything
but obscure. And, in the eyes of many, the new
round of infractions is worse than the last. The
validity of some of the practices in the "questionable payments" basket might be defended as necessary business expenses but, in the new round of
problems, corporate assets in the way of cold hard
cash had been dissipated through the alleged neglect of management.
And along the way, the public has become more
sophisticated. Stockholder derivative suits used to
be based on alleged fair presentation failures.
Some ofthose arising from the Penn Square debacle are charging control system failure, hardly a
comforting development if one had been assuming
control sys tems were n o longer an important
issue.
Public Sector Actions
In the public sector, the "Federal Managers' Financial Integrity Act of 1982" was signed into law
in early September. This law has no effect on the
private sector but it stands as a further example of
Congressional interest in the subject of controls.
In brief, the Act requires each executive agency
to establish a system of internal accounting and
administrative control that meets prescribed standards. The head of each agency must report annually, based upon an evaluation conducted in accordan ce wi th prescribed guidelines, to t he
President, Congress, and the public on the extent
to which the agency's systems comply with the
standards.
The Act includes control system objectives similar to those specified for publicly held companies
by FCPA but the comparison ends there. Provisions for control system standards, evaluation
guidelines, and mandatory annual reporting clearly exceed present requirements imposed on the
private sector.
There are good reasons why a public sector responsible for disbursing massive amounts of public funds should be held strictly accountable. The
federal agencies subject to the Act have no history
of voluntary action to safeguard the public's assets. On the contrary, there is abundant evidence,
long recognized by the General Accounting Office
among others, that the systems in many agencies
badly need shoring up.
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Private Sector Implications
For the private sector, this legislation stands as
a possible warning and as an indication of Congressional mood. In the face of tough, new rules
for the public sector, any relaxation of those governing the private sector seems less likely.
Regardless of any further modification, FCPA
is the present law. The FCPA control requirement, technically Section 13(b)(2) of the Securities
Exchange Act of 1934, is available for use and is
being used by the SEC as another weapon in its
enforcement process.
What follows now in the regulatory area is very
much up to industry. If industry controllers want
self - regulation and less government intrusion in
how their companies are operated, they must take
the action necessary to ensure that there are no
holes in their safety nets. Congress and the public
are finding continuing corporate scandals intolerable and the only way, short of regulation, to stop
the spate is on a company by company basis.

Controllers
need to live up
to their end of
the bargain.

Recession- Related Cutbacks
The recession poses a real threat to the reliable
control systems companies need for effective self regulation. It is hard to scan the business pages of
any newspaper without finding accounts of the
draconian measures found necessary by one or
more companies to cope with the present economic climate. Plants are closed, employees are furloughed, staffs are cut back. The affected organizations state that there is no cause for alarm; the
company is simply cutting out unneeded fat and
building a stronger, leaner organization for the
future.
Perhaps this is so where the cutbacks have been
made based on a conscientious evaluation of the
company's basic minimum needs. It is doubtful,
however, that this is always the case. Response to
troubled times must be fast response; there is too
little time for careful deliberation. Control considerations, particularly those that depend on "extra" people, do not normally receive the priority
they deserve when the organization's very survival
may be at stake. Or, when across - the -board cuts
in dollar expenditures are mandated to improve
the short -term profit picture.
It's more than an even bet that in many organizations the cleaver chopping away the fat took
some of the muscle and sinew with it, leaving jagged cracks, if not gaping holes, in the control
system.
The Computer Explosion
Similarly, companies must determine if control
systems remain intact in the face of the underlying
changes in computer systems. Along with the
golden opportunities for new and improved com49

Congress and
the public find
corporate
scandals
intolerable.

puter services and better tools for decision -making, s ome may have pu rchased mon sters that
cou ld swift ly pl ace t hem i n o ut -o f- co ntrol
situations.
Not so long ago, the security of a company's
information base was not a real concern. Sensitive
information was carefully restricted to very senior
executives. Records were visible, voluminous, and
difficult to change. Extraction of meaningful information was a laborious and time - consuming
chore.
Today, all that has changed:
• Automatic teller machines adjacent to sidewalks, terminals at the point of sale, terminals
in sales offices, executive offices, warehouses,
and plants provide on -line access to computers
located elsewhere.
• Vast webs of systems and subsystems interconnected by telecommunications facilities provide
varying degrees of computer processing capability for remote operating locations.
• Microcomputers provide a direct link between
the user's desk and the data bank held in the
company's mainframe.
• A single source entry may trigger multiple effects, automatically and simultaneously.
This means unless access controls consistent
with the type of information to be protected have
been installed, there can be no assurance that financial information is correct, that the information used for operating decisions is accurate, that
company assets are safe, or that confidential information is not being diverted to persons who will
use it against the company's interests.
Information can be added, altered, or deleted
entirely, in the blink of an eye, without leaving
any trail, unless there are roadblocks set up within
the system to prevent it. Any of the many fingers
sending instructions to the computer need only
transpose a few characters or depress a wrong key
to produce an entirely unintended result. Unlikely
as it may seem, studies show that errors and omissions, not fraud, are considered to be the number
one problem with computers.
It is unlikely, however, that many organizations
have advanced very far into automation without
at least some semblance of a system to prevent
these undesirable events. Systems may be guarded
by the last word in programmed data security subsystems incorporating authorization tables, terminal identification procedures, dual -level user passwords , an d usage l ogs. But the best o f s uch
systems hangs by a fragile thread: the confidentiality of assigned passwords must be maintained.
Yet, this fundamental requirement is frequently
not observed. Employees leave the organization
but their passwords remain valid. Taping pass-
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words to terminals for all to see, and use, is sufficiently common to have become a standing joke.
In short, unless the password system is carefully
monitored and strictly enforced, it won't work.
Volumes can be written about the myriad problems of establishing suitable levels of control in a
computer environment. Controlled access is critical but it is only one piece of the puzzle. Strict
separation of responsibilities for data input and
for the functions carried out within the data processing organization is necessary. Controls should
be established over system changes, both major
and minor. A combination of peripheral and programmed controls should provide for meeting all
of the control objectives that apply to simpler application systems. Also, suitable methods should
be employed to prevent the physical destruction of
data and equipment and to provide for continuity
of processing if the equipment cannot be used.
But the single most important ingredient in establishing effective control over computer operations is none of the foregoing. Control over EDPbas ed i n fo rmati o n s ys t ems d oes n o t arri ve
prepackaged from the manufacturer as part of the
peripheral equipment. Computer control is a policy matter. The day when control issues could safely be entrusted solely to data processing management for resolution has vanished, if it indeed
existed.
Management action is necessary to set broad
policies, goals and standards, to commit the necessary resources, to assign responsibilities for execution and supervision, and to provide appropriat e mec h an i s ms t o me as u re p r o gr e s s an d
performance. Senior management must convey
the message loud and clear: we will have effective
control.
Structural Change Questions
There is a third ongoing source of change which
merits consideration. Organizations do not remain
static. New units are purchased, others are sold
off; markets in distant corners of the world are developed while others are abandoned, all in a continuing search to drive the business to new pinnacles of success.
In this constantly shifting scene, it is important
from a control standpoint to remember the basics.
Control systems exist, not for reporting to investors or regulators, but to ensure that the organization's goals are met. They remain, as they always
have been, a basic management tool.
An overview of a control system portrays a
complex web of human relationships, actions and
reactions, governed by myriad policies, procedures and practices. Ideally, the system should be
designed to highlight the areas that deserve attention at a senior level. There should be no opportunity for a control vacuum through which omisMANAGEMENT ACCOUNTING /MARCH 1983

si o n s i n s o me s egmen t o f t h e co mp a n y' s
operations can erupt into front page news.
There is a clear need for a disciplined chain of
command with established reporting channels
within operating entities, between affiliates and regional or area organizations and then on to the
home office. Obviously, the reporting channel
should provide for open two -way communication.
Policies and directives are sent down the chain;
results and responses are reported back. Responsibilities should be clearly fixed and levels of review,
consistent with the type of transaction, should be
provided. Delegations of authority should be set
forth in writing and should be periodically reviewed and approved.

These are some of the elements that glue disparate units into a corporate whole, elements that
should be routinely reviewed and updated if the
organization is to have a control system worthy of
the name. If suitable controls do not exist at the
top level, establishing controls over individual assets becomes much more difficult.
In responding to these developments, enlightened financial managers must question existing
control practices and experiment and innovate
with new control systems. For it is only through
such questioning, experimentation, and innovation that industry can live up to its end of the bargain in developing effective business control
systems.
❑
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FASB Should Establish
an Accounting Laboratory
An experimenta l period for every proposed sta ndard wou ld give the Board
a cha nce to weigh the a ctual impact of ea ch and to withdraw
ineffective ones without any loss of credibility.

By Jerry L. Arnold, William W. H o ld e r ,
Jan R. Williams

Jerry L. Arnold is an
associate professor of
accounting and
director of the SEC
and Financial
Reporting Institute at
the University of
Southern California.
He has a Ph.D. in
business
administration from the
University of Michigan.
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All standard - setting bodies in the accounting field
up to and including the independent Financial
Accounting Standards Board (FASB) have met
with considerable criticism and controversy. Critics have complained that promulgated standards
either posed implementation and interpretation
problems, were not appropriately responsive to
user needs, or did not adequately address potential economic and financial consequences.
We propose here modifications to the current
policy process, which, if adopted, should result in
the promulgation of final standards that are more
widely supported. Specifically, we urge the creation of an "accounting laboratory" to help identify and resolve implementation and interpretation
problems and test for and evaluate policy consequences. The mandatory, but tentative, adoption
of a p ropos ed standard would lead to a "real
world laboratory," and research would play a key
part in this laboratory.
The FASB is the current private sector organization with the authority and responsibility to
ado pt man dat ory acco unt ing s tan dards. ' The
Board follows a formal process in evaluating and
promulgating proposed accounting standards.

There are three major steps

in

the process:

Research Prior to Promulgation of Exposure Draft
1. Topic identified.
2. Task force researches, analyzes, and delineates
issues and range of possible positions.
3. Discussion memorandum (neutral document),
issued ad dressing concept ual and practice
issues.
4. Evidence gathered from public response, other
research conducted as to potential economic
consequences, etc.
Promulgation and Evaluation of Exposure Draft
1. Exposure draft issued (contains advocacy of a
given po s it i on , bu t do es not req u i re
implementation.)
2. Evidence gathered from public response, other
research conducted as to potential economic
consequences, etc.
Promulgation of Final Permanent Standard
1. Statement of Financial Accounting Standard
promulgated (Rule 203 enforceable document).
2. Continuous monitoring of standard, reaction
to extreme problems, new data gathered, etc.
Although some evidence is gathered regarding
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potential

public reponse and
economic consequences, the emphasis of the process is on evaluation of the logical and conceptual arguments surrounding ar. issue. At present, the Board has no
real choice but to concentrate on such conceptual
and logical issues and arguments. Questions as to
implementation and interpretation must await the
actual experience of practitioners following policy
adoption. Similarly, any evaluations of consequences performed prior to policy adoption are of
necessity somewhat vague and inconclusive. The
FASB views this drawback as a major hurdle to
be overcome. It would like to incorporate consequence assessments into the policy process as indicated in the following comments:
A quality or standard sometimes used to
judge particular accounting methods might
be stated as: useful financial statement information has a desirable (or at least no undesirable) broad economic or social impact on
the economy or society.
That kind of quality . , . is still abstraction at
a relatively high level and needs to be made
much more concrete before it can be useful.
Suggestions are welcome ... about how to
make the proposed quality [desirable impact] concrete enough to be considered a
meaningful quality of useful financial statement information.'
A Suggested Approach
The FASB recently has been taking steps to alter its standard- setting process to bring it more in
line with user needs and expectations. First, the
FASB has solicited written comments in regard to
experiences in applying FASB statements that
have been in effect at least two years. Specific review procedures also have been adopted, and the
Board recently has held a public conference and is
sponsoring several outside research studies in regard to the economic consequences of FASB
statements. Finally, a public reference library has
been established to enhance individual access to
the letters of comments, statements of position,
public hearing testimony, and other related materials on technical projects.
Each of these steps clearly indicates the Board's
commitment to "opening up" the process and soliciting all available evidence prior to final resolution of potential implementation, interpretation,
and consequence issues. The proposal recommended here complements rather than conflicts
with the Board's actions.
We propose that a laboratory be established for
the post- adoption evaluation of the implementation, interpretation, and consequence issues. The
laboratory would be created by the promulgation
of tentative, but mandatory standards. Table 1
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summarizes this approach.
The first, second, and last stages of the policy
process are virtually unchanged. The substantive
modifications relate to the addition of a third
phase, "Promulgation and Evaluation of Tentative, but Mandatory, Standard." As indicated in
Table 1, the tentative standard would have a stated expiration date and, typically, would have limitations on its applicability. Several methods of appl yi n g th e t en tat i ve st an d ard are p os s i b l e,
including:
Limited applicability based on a designated size
criterion,
Limited applicability based on a designated industry criterion,
Limited applicability based on the public -nonTable 1
Proposed Method of Standard Setting
I
Research Prior to Promulgation of Exposure Draft
11
Promulgation and Evaluation of Exposure Draft
III
Promulgation and Evaluation of Tentative,
but Mandatory, Standard
Promulgation
1. Establish termination date of experimentation period.
2. During experimentation period tentative standard represents GAAP.
3. Establish applicability of tentative standard (applicable companies, industries, methods of presentation).
Research
1. Actual experience represents research laboratory.
2. Research performed by FASB; professional organizations (e.g., AICPA)
and academics: FASB is to coordinate research efforts.
3. Special attention in research would be paid to:
a. Problems of implementations (e.g., research based on preparers,
auditors).
b. Problems of interpretations (e.g., research based on users).
c. Considerations of economic consequences of tentative standard as
measured by: (1) costs to comply and benefits to users, and (2) effects
on micro and macro economic conditions (e.g., foreign transactions
after change in foreign currency rules).
d. Search for ways to refine and improve reporting under tentative
standard.
Reconsideration
Evaluation of research results on implementation and interpretation issue.
2. Evaluation of research results on economic consequences.
IV
Promulgation of final Permanent Standard

IN.

MA_

public criterion,
• General or limited (as above) applicability on a
supplemental basis (i.e., as supplemental to accept ed rep o rt i ng st and ard s at t h e t ime o f
implementation).
The basis for applicability might be established
in the same manner for all tentative standards or
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might be dependent on the nature of the specific
standard in question. In the case of limited applicability, other firms should not be prohibited from
adopting the standard if they choose to do so.
In essence, during the stated experimentation
period the standard would represent generally accepted accounting principles for those entities
William W. Holder is covered by the standard. In this manner an "acan associate professor counting laboratory" would exist in which reof accounting at the
University of Southern search in regard to actual rather than perceived
California. He has a application problems and consequences could be
Ph.D. in business
administration from the conducted. During this experimentation period,
University of the FASB would conduct research in conjunction
Oklahoma.
with other institutions (e.g., AICPA) and academics and coordinate all formal research efforts.
Item III in Table 1 suggests four thrusts for research during this period: problems of implementation, problems of interpretation, consideration
of economic consequences, and general search for
improvements and refinements to the tentative
standard. This approach provides an opportunity
for the meaningful application of established research techniques, such as efficient markets analyJan R. Williams is the sis, to test for any impact on stock prices of the
Ernst 8t Whinney tentative standard. The results gleaned from such
Professor of
Accounting at the analysis would be more concrete than those from
University of research conducted prior to policy adoption.
Tennessee. He has a
Finally, each tentative standard would then be
Ph.D. degree from the
University of Arkansas. officially reconsidered by the FASB in light of the
research findings and experience with implementation, consequences, and practice gained during
the experimental period. After such a review, a final standard could then be issued predicated upon
a solid research base and actual experience in
practice.
The FASB has employed elements of this approach in adopting Statement of Financial Accounting Standards No. 33, "Financial Reporting
and Changing Prices." Although no expiration
date was set, FAS 33 applies only to certain large
companies, requires data to be presented as supplementary information only, and will be reviewed comprehensively within five years. We reco mme n d th e fo r mal ad o p t i o n of su ch a
standard - setting policy for most major accounting
and reporting issues. Certain, more perfunctory,
issues, of course, could be resolved without the
lengthy process described here.

they have been issued. Indeed, the problems experienced by the AICPA's Accounting Principles
Board in regard to accounting for the investment
credit demonstrate the perils of revoking a pronouncement because it has "not attained the degree of acceptability ... necessary to make the
Opinion effective. "' Most will concede that APB
Opinion No. 4, "Accounting for the Investment
Credit," which eliminated the effectiveness of
Opinion No. 2, "Accounting for the Investment
Credit," caused the APB to lose substantial credibility in both the accounting profession and the
larger general business community.
The FASB has faced parallel situations in relation to various requirements on segment reporting
(FAS 14, 18, 21, and 24) and oil and gas accounting (FAS 19 and 25). Briefly, FAS 14 required all
companies to report segment information in both
annual reports and interim reports containing "a
complete set of financial statements that are expressly described as presenting financial position
in conformity with GAAP. "' FAS 18 eliminated
the requirements for segment disclosures in interim reports, and FAS 21 suspended the application
of FAS 14 for nonpublic companies for annual reports as well.
Similarly, FAS 19 required successful efforts
accounting for oil and gas exploration costs and
FAS 25 suspended this requirement after the Securities & Exchange Commission also elected to
accept full costing as an acceptable accounting
practice for oil and gas producing companies. Altho ugh th e damage cann ot be measu red, the
FASB undoubtedly lost some credibility because
of these actions.
An experimental, tentative period would normalize such wholesale revisions, supersessions,
and suspensions through the official adoption of
an experimental posture prior to final action. Further, this approach is totally consistent with recent plans of the FASB to re- evaluate existing
standards after there has been some experience
with their application and consequences.
It is clear that social and economic implications
must be considered by policy- setting bodies in the
accounting profession more carefully today than
has been the rule in the past. Our suggested modifications to the current process are intended to be
responsive to these needs.
❑

How It Would Improve Present System
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accounting
'The SEC maintains oversight responsibility on the establishment
standards. The scope of this paper, however, is limited to activity within the private
sector
'Financial Accounting Standards Board, Conceptual Framework for Financial &counting and Reporting: Elements of Financial Statements and Their Measure ment— Discussion Memorandum. p. 162. Stamford, Conn., December 1976.
'Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 14, "Financial Reporting For Segments of a Business Enterprise;' FASB.
Stamford, Coma.
'FASB, op. cit., par. 4.
or

Adoption of the suggested modifications should
substantially improve the financial accounting
and reporting environment in several ways.
First, there has been a general hesitancy in the
past to alter authoritative pronouncements once
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How Houston Lighting &Power
Applied DDP
It installed a special accounts payable system at its nuclear power plant
construction site which was tied into the home office 90 miles away.

By Thomas W. Hasz and J. L. Boockholdt

Thomas W. Hasz is
senior accounting
systems analyst for
Houston Lighting &
Power Co. He has a
MBA degree from the
University of Houston,
Central Campus.
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Distributed data processing (DDP) applications
can be used successfully if companies are willing
to take the time and implement them properly.
Houston Lighting & Power accomplished this feat
when it installed DDP for accounts payable at its
South Texas Project nuclear plant (STP) in order
to keep accurate accounting records on the plant's
construction activities and to maintain proper
control. HUP achieved a successful installation
after making a variety of decisions affecting both
the corporate office in Houston and the nuclear
plant site and after solving numerous problems.
(See Page 58 for examples.)
Distributed data processing is the systematic
decentralization of data processing activities, including a wide range of technical tasks and management responsibilities. It also is "the implementation of a related set of programs across two or
more data processing centers or nodes. "' It is akin
to centralized and decentralized data processing
and is, in fact, used as an alternative to both.
When a company installs DDP, as HL&P did, it
must choose the proper type of hardware, additional software that will be needed, methods of
data entry, mode of system operation, processor
architecture, and communications. Basic prob-

lems it may encounter are those dealing with future expansion capabilities, responsibility, standards, security, and management.
Distributed Accounts Payable at STP
Houston Lighting & Power is the managing
partner and major owner of the South Texas Project, a nuclear power plant under construction approximately 90 miles southwest of Houston. As
the managing partner, HL&P is responsible for all
t h e a cco u n t i n g fu n ct i o n s p u rs u an t t o t h e
construction.
The accounts payable function at STP originally was assigned to the contractor responsible f&
construction at the site. Subsequently, HL&P assumed total responsibility for processing accounts
payable, improving the procedure through extensive manual control efforts and the use of HL &P's
corporate accounts payable system.
HL &P required site personnel at STP to approve all invoices, assign detail cost accounts, prepare the input transmit tal, an d then s end the
transmittal along with supporting documentation
to the Houston office for processing on the host
computer. The corporate accounts payable section
corrected errors and matched vendor checks with
the source documents before mailing. The procedure required considerable interaction between
MANAGEMENT ACCOUNTING/ MARCH 1983

the site and the corporate accounts payable section which was complicated by the distance between the two groups.
Because of the interfacing effort and the desire
to give the project accounting office more responsibility and control over project accounting activities, HL &P accounting management decided to
decentralize accounts payable operations at the
project. Therefore, it asked the computer services
department to install an automated accounts payable system at the site.
HL &P outlined the scope of the project to encompass all steps needed to install a flexible accounts payable system, and it defined the project
objectives as follows:
• Implement software and hardware to facilitate
decentralized , a n d p h y sically r em o te, acco u n t-

ing office operations at the STP site;
• Implement accounts payable processing and
procedures for the STP site in an expeditious
manner;
• Im plement a sy stem flexible eno u gh to allo w du plication at fu ture p ower p lant co n structio n p ro jects, wh ile, at t h e s am e tim e , pro vid in g su fficien t c on t ro l, au d it tr ails , a n d d at a se cu r ity to
ensure un ifo rm ity , cen t ralized in fo rm atio n an d
com patib ility with cu rren t m on th -en d d istrib u tion of vo u chers an d jo u rnals;
• Im plem en t a sy st em p ro vid in g on -line en try ,
query , an d fu tu re in tegr atio n cap ab ility with a
purchasin g in fo rmation sy stem ;
• Install hard ware at th e STP site th at will satisfy
the requiremen ts fo r p rocessin g d u rin g th e cu rre nt co n st r u c t io n p h a s e a n d b e f lex ib le an d
readily ex p an dab le to m eet fu tu re n eed s fo r ad ditional cap acity ;
• I m p le m e n t acc o u n t s p a y a b le p r o c es sin g an d
procedures that will red u ce o peratin g ex p enses,
im prove ven d o r relatio n s, an d m ake it p o ssib le

site u sing a vend or - supplied a ccoun ts pa yable
so ftware package. HL &P felt tha t t his so lut ion
represented a possible approach for providing the
STP s it e with a uto m a te d ac co un ts pa ya ble pr ocessing under the decentralized control of the STP
accounting office.

Operations Overview
Distributed data processing can be implemented several different ways depending on the requirements of the applications being processed on
the system. HL&P decided to install the application package on the host computer at the corporate office in Houston and to install an IBM 8100
distributed data processing system remotely at the
project site. Under this approach, the application
will be processed at the host, but data entry, editing, data collection, and report printing will occur
at the STP site under the control of the user. Accordingly, hardware and input /output manipulation is distributed at the site while the host retains
the application programs and data.
Installing the application programs on the host
allowed the use of a sophisticated, full- feature
software package for accounts payable processing.
By locating at the project site a hardware system
capable of functioning independently throughout
the workday, input data could be entered and
edited directly from source documents using full
cathode ray tube (CRT) screens. All edited data
are collected under user control, then forwarded
to the host in Houston at day's end. During the
evening, the accounts payable application is run
on the host. In return, the host sends daily reports
to be printed under user control at the project site.
To install the distributed system just described,
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th e proj ect team charged with de signing and im -

plementing the distributed accounts payable system had to appraise several different options and
solve various problems.

to take advantage of all discounts.
APPLICATION SOFTWARE
HL &P's project team wanted to select a packHL&P identified only two feasible alternatives age that had multicompany capabilities and sepathat would accomplish these objectives. The first rate processing options for the different compaalternative was to modify the corporate accounts nies so there would be independent accounting
payable system to separate the STP input for pro- capability for various HL&P projects in progress.
cessing and reporting. This alternative had a num- This multicompany feature was necessary for
ber of disadvantages, both in design and in opera- HL&P to identify the input from STP for separate
tions. The time and cos t to modify, test, and processing and the output for transmission to the
implement it were excessive. The problem of inter- STP site. Another important feature required was
facing and control , while not as great as it was multibanking capabilities so that each project
under the old system, still would exist with this could utilize its own check preparation proceapproach. Probably the deciding factor against dures. Other desired capabilities included on -line
this alternative was that the existing system was a entry and updating and an account key large
candidate for revision and did not have the total enough to accommodate the project cost account.
capabilities required by the project site.
The choice of an application package was someThe seco n d altern ative, th e o n e ch o sen , was to what independent of the decision to distribute
Identifying the Alternatives

insta ll distrib u ted d ata p ro ce ssin g at t h e p r o ject
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What to Consider in Installing DDP
Some of the common choices that
most companies will encounter in migrating to distributed data processing
include: type of hardware, additional
software that will be needed, methods of
data entry, how the system will operate,
processor architecture, and communications. The basic problems encountered
are those dealing with future expansion
capabilities, responsibility, standards,
security, and management.
Choosing the Hardware
A company implementing DDP must
choose between one or more large systems surrounded by small units, a series
of small systems, or some other combination of processors. The choice will require an estimate of the ability of each
processing node to satisfy the requirements of the applications to be used and
the ability of the system to meet communication requirements between processing nodes.
Software Is Crucial
Here, one has to decide what software is required for the installation, including the operating system, programmi n g l an gu ages , a telepro cess in g
monitor, communications software, and
the application software. The choice
must support the node adequately in its
intended operations and must be compatible with the hardware selected.
Selecting Data Entry
One must select a method of data entry, either batch or real -time. This depends on the specific requirements of
the user, including the quantity of data
and the operation to be supported. For
most accounting applications, batch
data entry is most efficient. In a distributed environment, however, data entered from remote locations must be accurate because of the time and cost of
editing on a mainframe processor.
System Operation: What to Look for
In order to satisfy current and future
needs, the systems planner should look
for: multitasking capabilities to enable
concurrent data accessing; concurrency,
so more than one job may be performed
at one time; configuration flexibility so
both clustered and stand -alone terminal
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arrangements can be used; ability for
both batch and on -line data entry; access security controls; and hardware
that can be expanded at remote site.'
Analyze Processor Architecture
Processor architecture affects data
manipulation, transfer, and processing.
The remote processor should have storage capabilities to allow for fast roll-in
and roll -out of a variety of programs. It
should provide paging facilities to allow
for quick retrieval of data. Also, the
processor should feature high -speed
overlapped input /ouput channel structu res t o p ermi t t he p erfo rmance o f
many concurrent tasks without time or
performance degradation.
Evaluate Communications
The key element in the definition given for DDP is the communication that
exists between programs. Communication considerations include choices of
which network structure type should be
employed, the communication protocol
to be used, an d ho w th e act ual data
transfer will be accomplished.
The network structure selected will
depend on what the company wants to
accomplish with DDP. The alternative
st ruct ures i ncl ud e: point -to- point,
which is communication between two
similar processors; a star, which uses a
central computer with the nodes radiating out from it; the ring, which arranges
the nodes in a circular pattern; and the
tree, where the communication lines expand out from the central processor like
branches. When choosing a protocol, be
careful to install one compatible with
industry standards.

fails to meet its objectives.
Define Responsibility
In a distributed environment the traditional lines of authority over data processing functions no longer exist. It is
hard to convince user- managers to accept responsibility for the specification
and operation of their systems. Users
must determine the technical resources
best suited for local systems development activities and, once a system is designed , b e res pon sib le fo r i ts dai ly
operation.
Set Standards
This concern arises because semiautonomous processing nodes have the potential for increasing information inaccuracy from data control and
programming errors. Also, a lack of
standards in programming performed
by noncomputer- oriented users can generate problems that have major data
processing flaws, that are incompatible
with programs performing similar functions at other nodes, or that are difficult
to maintain and to modify.
Ensure Security
Distributed systems are distinguished
from stand -alone systems in that they
require some amount of physical access
at one node to the data of another. Thus
security in a DDP environment poses a
greater problem than in a stand -alone
system. As one observer summarized:
"It is not absolutely clear just what software designs will ensure privacy and security in multinode systems and be less
subject to subversion than software in
large systems.""

What Are Expansion Capabilities?

Managing DDP

Generally, new applications create
new uses for data and new relationships
among existing data. This can result in
the overall design of the system having
to be changed to be viable. When the
sys tem exp and s to en compass mo re
nodes, the system will be faced with the
problem of contention. Contention is
the conflict that can result from the processing of update transactions from several nodes on the same data base.' The
result can be inaccurate or inconsistent
data at all nodes and a system which

Management of the distributed processing center should be assumed by the
local user who has to have managerial
control over the timing, amount, and
quality of the service he receives. Yet
there also needs to be centralized control over the DDP environment. System
design and documentation standards
should be controlled by the central data
processing staff to ensure system -wide
uniformity. Finally, decisions should be
cen t ral i zed t o en s u r e co mp a t i b l e
systems.
❑
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puter at the corporate office in Houston
HARDWARE AND SYSTEM SOFTWARE
A simple, easy -to -use system was needed for
site operations that would not require data processing operators. The hardware had to be compatible with the host computers (IBM 370 -158
and Amdahl V -7 470) and other system hardware
and software, specifically a 3705 Controller, SNA
(System Network Architecture), SDLC protocol,
Cobol, VTAM, and DMS (Development Management System). The hardware also had to be able
to support a large number of interactive data entry ports manned by accounting clerks and analysts for source document input, and it had to be
capable of immediate feedback for error control.
HL &P selected the IBM 8140A processor with
the DPCX operating system. It had the advantage
of compatibility with the host system and ease of
operation. Other plus factors were its capacity and
peripheral hardware capabilities and its ability to
support on -line entry and query.
Cost. Cost considerations included the cost of
the hardware for use at the site (the processor, line
and table -top printers, and data entry terminals)
and co mmuni catio ns an d development costs.
These costs were deemed within range so were approved quickly.
Interfacing. The project team also had to determine how to interface the distributed accounts
payable system with the current accounting system. It selected a month -end merge to the general
ledger, with the distributed system passing reformatted transaction to accomplish this.
Communications. Communication between the
distributed system and the host computer is very
important. For this project, the team considered
two communication alternatives: a leased telephone line and a microwave link. It selected microwave transmission for several reasons. First, it
is considered more reliable and dependable, a big
factor in its selection. Second, it is capable of faster data transfer speed than telephone lines. Third,
HL &P already had microwave equipment installed at corporate headquarters, and the cost to
install a transmitter at the STP site was cheaper
than paying the monthly charges for a leased line.
Concerning actual operations, the company encountered a problem with a difference in office
hours between the project and the corporate offices. To alleviate this problem and to avoid daily
phone communications between the site and the
host operators, the company established a preset
schedule for data transmission. To keep operations as simple as possible at the site, the host controls data transmissions because it is able, under
DSX (Distributed System Executive), to initiate
data transfer in either direction.
Back -up.Because of the distance of the project
MANAGEMENT ACCOUNTING /MARCH 1983

from the corporate offices (approximately 90
miles), and the reliance on the site processor and
microwave communications, the team evaluated
back -up alternatives. Back -up methods are: hardware duplication; alternative processing by batch
at the host; processing at another remote site (not
available at the time of development); or back -up
at the host for preparation of manual checks, processing prepaid purchase orders, and payment of
selected invoices.
HL &P selected the last alternative because
these featu res were th e on ly on es req ui ri ng
prompt processing if the system were down for
more than one day. In the case of a long delay, the
second alternative could be utilized.
Training. The data processing staff had to be
trained on the new operating system in the programming and running of the new computer and
in initiation and control of data transmissions.
Thl;,site accounting personnel had to be trained in
on -line data entry, running the site computer, and
controlling the output of a new application.
The data processing personnel attended IBM
classes for their training. The users at the site
were trained by members of the project team.

We installed
DDP at the
protect site
using an
accounts
payable
software
package.

Converting the System and Making It Work
After the system became operational and the
users finished training, HL&P started operations
at the site in a parallel mode. HL&P decided to
control the conversion process at the corporate office rather than at the site because the output of
the distributed system could be generated at the
host along with the output from the current accounts payable system. Parallel operations continued for one month through a month -end interface
run, and the company compared the output of the
two systems daily. After the accounting department accepted the new system, the company put it
into production.
We found that distributed data processing can
be used to solve a large number of problems and
to enhance the productivity of organizations with
widely spread operating facilities. But the problems will be solved and the productivity gains realized only if the systems are properly planned for
and implemented. HL &P put a lot of work into
proper considerations to ensure a smooth DDP
installation. The company was successful in implementing the entire process and in achieving
productivity gains. In fact, Houston Lighting &
Power was so delighted with the operation that it
has expanded its DDP capabilities to other sites
and to numerous other applications.
❑
'!A. L. Scheer, "Distributed Data Processing," IBM Systems Jour=4 17:4:324343, 1978, p. 325.
:"Checking into Distributed Processing?', Datamation. March 1978, p. 18.
'Michael T. Vaneoek, R. F. Zan6 and C. S. Guynes, "Distributed Data Processing:
A New 'Tool' for Accountants," Journal of Amuntancy. October 1980, p. 80.
'H. Lorin, "Distributed Processing: An Assessment," IBM Systems Journal.
18:4:582.603, 1979, p. 5 %.
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A Second Management Accounting Reading List for Students
M. Z af ar I g b al and R ic hard J . S c hm id t
Califo rnia P o lyte c hnic S tate Unive rs ity
San L uis O b is p o , C alif o rnia

In the January 1980 issue Of MANAGEMENT ACCOUNTING. Jonathan
B. Schiff provided a reading list Of MANAGEMENT ACCOUNTING articles cross - indexed to specific chapter coverage in six popular
cost/management accounting textbooks. Because it is im p o rtant
to s ho w ac c o un ting s t ud e nts ac tual ap p lic atio ns of ac c o unting
theo ry to prac tic al b us ine s s s ituatio ns , this s e c o nd re ad ing lis t
inde xe s 140 MANAGEMENT ACCOUNTING artic le s (J anuary 1979

6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16,
17,
18.
19.
20.
21.
22,

The Management Accountant's Role
Cost Terms
Cost - Volume- Profit Relationships
General Budgeting
Systems Design, Responsibility
Accounting, Human Behavior
Standard Costing, Variances
Flexible Budgeting
Capital Budgeting
Inventory Control
Cost Allocation
Process Costing
Internal Control
Decentralization and Transfer Pricing
Segment Performance Measurement
Decisions under Uncertainty
Not - For - Profit Entities
Cash Management
Management by Objectives
Cost Accounting Standards Board (CASB)
Forecasting
Leasing
Inflation Accounting

1
9
5

Text and Chapter References
MJ
CH(I)
CG
M
2
intro
1
1
1,2
3
1
6
2
14
4
6
15
2,10
1,15
2
9,10
16
11

-

1.
2.
3.
4.
5.

-

RFT

ing a b us ine ss .

-

Topic

through December 1982) with 22 key topics frequently covered in
cost /managerial accounting courses. The use of the appropriate
articles as supplemental reading material exposes the accounting
student to applications of accounting principles in real business
situations. It should also make them aware of the fact that accounting information is im po rtant and valuab le in the proc es s of m anag -

6
7,8
13
4
2,3
11
10
-

5,9
-

13
10,11
5,A(12)
8,13
8
20
2,25.28
4,A
9
12,A(12)
3,4
13
11
12,14
14
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15
9
2
15
19,20

2,5
8
16

6
7
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5
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13
3
14
15
12

Guide to Text Abbreviations
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10,20,27
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14
7
6,7,8
12.13
11
22
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9
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3,13
7
27
10
19
9
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10,13
6
5,13
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5
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RIFT:

James H. Russell, W illiam W. Frasure,
and Donald H. Taylor, Managerial Accounting: An Introduction, 3rd Ed.,
Merrill, 1980.

CG:

Gerald Crowningshield and Kenneth
Gorman, Cost Accounting: Principles
and Managerial Applications, 4th Ed.,
Houghton Mifflin, 1979.

M:

A. Thompson Montgomery, Managerial Accounting Inform ation: An Introduction to Its Content and Usefulness,
Addison - Wesley, 1979.

MJ:

Carl L. Moore and Robert K. Jaedicke,
Managerial Accounting, 5th Ed.,
Southwestern, 1980.

CH(I): Charles T Horngren, Introduction to
Management Accounting. 5th Ed.,
Prentice -Hall, 1981.
CH(11): Charles T Horngren, CostAccounting,
A Managerial Emphasis, 5th Ed.,
Prentice -Hall, 1982.

Applicable Articles
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8 -80; MAP 1 -81; Davis 3-81: Murray 7 -81; Donnelly 9-81; Littrel1, Glen

2.
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4.

5.
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8,
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MAP 11.82
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Owen 3 -82; Beran, Chow, Waller 4 -82; Brozey 5 -82; Giovinazzo 10 -82;
Wolf 12.82
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Johnson, Pany 7.81; Hathaway 10.81; Perkins 2 -82; Davenport 6.82;
Worthley, Skaar, Jr.. Wetjen 8.82
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Ellis, Milano 11.81; Mays, Jr. 4 -82; Benke, Jr., Edwards, Wheelock
6 -82; Burton 10 -82; Wolf 12.82

14. Tse 6 -79; Hunter, Cunrtingham, Evans 12.79; Dietemann 5 -80; Menssen 3.81, Nelson 4.81; Brenner 8-81; Owen. Neumann, Landagora
3 -82; Beran. Mays, Jr. 4.82; Sale, Scapens 10 -82
15, Hale, Ryan 1.79; Louderback, Manners 2 -79; Sangeladji 2 -79; Lusch,
Bentz 2.79; Rice 2 -79; Horodowich 3 -79; Kim 3 -79; Allen, Scher 10 -79;
Elliott 12.80: Glahn, Fields, Trapnell 12-80; Schindler 6.81; Hernandez
1 -82: Chow, Waller 4.82; Silhan 9.82
16. Gambino 1.79; MAP 2.79; Imhoff, Jarnall 3 -79; Laible 10 -79; Cismoski,
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1 -82; Larracey, Gray, Tipgos, Crum 7.82: Ebey, W etien. Arndt, Jones,
Connors 8.82; Parry, Jr. 9-82
17. Hartman, Smith 8.79; Hooper, Page 9.79; Jones. Cabhart 10 -79;

Guliapalli 11 -79: Volk 7 -80; Shen 9 -80; Leitch, Barrack, McKinley 10 -80;
Doggett 12 -80; Ferrara 6 -81; Freimuth 6.82; Worthley, Skaar, Jr, 8.82;
Paden -Bost 11.82
18. Ahern, Romano 8 -79; Hartman. Brenner, Lydecker, Wilkinson 9 -81;
Coombe. Densmore 5 -82; Paden -Bost 11.82
19. McClenon 12-80; Brackney, Anderson 10 -81; W arne 6 -82; Gray 7 -82
20. Carper, Barton, Wunder 8 -79: Campion, Peters 9 -79; Hartman,
Cheleno 11 -79; Lowe, Roberts, Cagley 1-80; Imhoff 5 -80; Giroux,
Kratchman 5-80; W ood, Murdick 5 -80; Geurts, Buchman 4 -81; Stanton,
Drury 6.81; Hernandez 1 -82; Larracey 7 -82
21, Grant. Witt 2.79; Millar 7 -79: Loretucci 8.79; Henry, Woodside, Edwards
10 -79; Burns, Bindon 2 -80; Ferrara, Thies, Dirsmith 5 -80; Duty 8 -80
22. Hall 1 -79: McFarlane 5 -79; W illiams 9.79; Steakley 9 -79; Raiborn,
Ratcliffe 9 -79; Tsui 9 -79; Zieha, Cheng 9.79; Bartlett, Kelly 4 -80;
Axelson 6.80; Woelfel 12 -80; Bartley 12 -80; Giroux, Grossman. Kratchman 1.81; Ratcliffe. Munter 2 -81; Debessay, Bloom 5.81; Finney 6.81;
Benton 8 -81; Seed 10.81; Research Staff 1 -82; Gibson 4.82.
Buckmaster, Brooks 5 -82: Tanju, Morey 7 -82; Schiff, Campbell,
Halprin, Murphy 10 -82
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Houston '83:
Challenges for Management Accountants
By Kathy Williams
"Management Accounting in the '80s:
Challenge and Response" is the theme
of NAA's Annual Conference, June 1922 in Houston. This Conference is the
first ever held by NAA in Texas' largest
city.
Major industrial leaders will address
the three -day conference on some of the
challenges facing management accountants including energy, productivity,
pensions, and their changing roles. Two
international business leaders who will
be featured are Ron J. Cotton, president
of the Australian Society of Accountan t s, and Dr. Ghai t h R. Pharaon,
chairman of the Saudi Research and
Development Corp. Ltd., in Jeddah,
Saudi Arabia,

member of the Financial Executives Institute, and a member of the Institute of
Newspaper Controllers and Finance Officers. He also is involved in a variety of
community activities.
In 1974 he completed the Harvard
University advanced management program and has taken various supplementary courses in management, marketing,

as the Saudi ambassador to all Europe
from 1948 -54.
The Chrysler Experience & Other
Topics
Other "hot" accounting topics on the
Conference program are pension planning, corporate reporting, financial reporting, and cash management. Speak-

Ron J. Cotton
Ron J. Cotton stresses the enlarged
role that management accountants play
in their organizations' policy and decision making and says that more companies and the pu bli c s hou ld become
aware of this situation. As chairman of
the Management Accounting Committee of the International Federation of
Accountants (IFAC), he believes managemen t accoun tan ts sh oul d s eek a
higher profile within the profession.
"The role of the management accountant is not adequately recognized in society compared with that of the auditor," he laments.
His involvement speaks for itself because since January 1981 he has been
chief financial executive of John Fairfax
Ltd. (group and subsidiaries), a publishing concern specializing in periodicals
and newspapers, with operations involving radio and television stations. He
also is a director of several subsidiary
companies. Previously he was controller
and a general manager for Ampol Petroleum Ltd.
Mr. Cotton is a member of the Board
of Advice of the University of Hawaii
School of Management, an associate of
the Au strali an Co mputer Society, a
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and communication.
Ghaith R. Pharaon
Dr. Ghaith R. Pharaon is chairman
of the Saudi Research and Development
Corporation Ltd. (REDEC), which is
engaged in engineering, industrial development, catering, trading, food distribution, real estate development, and general commerical activities. Located in
Jeddah, Saudi Arabia, it operates offices
worldwide. In the United States, Dr.
Pharaon's business interests include real
estate, engineering, banking, chemicals,
and manufacturing.
He holds a MBA degree from Harvard Business School and a degree in
petroleum engineering from Stanford
University; he also attended the Colorado School of Mines. He is an appointed
member of the Board of Associates of
Harvard Business School and a member
o f t h e In t ern at i o n al Develo pmen t
Cou nci l of th e C ol orado Scho ol of
Mines. Dr. Pharaon spent his elementary school years in France, Lebanon,
Syria and Switzerland. His father served

PH A RA O N

ers who will be sharing their knowledge
and experiences are:
. • R. F. Miller, executive vice president,
finance, Chrysler Corp.;
• Robert Thompson, vice president, finance, Shell Oil;
• John James, chairman of Dresser Industries, Inc.;
• Mary Cunningham, vice president of
Joseph E. Seagram & Sons;
• Allen J. Krowe, vice president, finance and planning, IBM; and
• C. Jackson Grayson, Jr., chairman of
the American Productivity Center.
In addition, there are 16 concurrent
technical sessions available where participants can have one -on -one discussions with business leaders while getting
an in -depth look at subjects to enhance
their professional skills. These range
from employers' accounting for pensions to small business borrowing and
managing people to the strong controller's independence 'vs. involvement.
Watch for more information on the
1983 Annual Conference, including details on an exciting family program.
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Are you getting the most
out of your DP department?
What reports should your data processing department give you? Are your department's operations effective? Are they efficient? Does your budget represent a
realistic plan? How much money should you spend to run your data processing
department?

vices provided or does the cost of a charge
system exceed its benefits? Discover which
method w ould work best for you and w hat the
extent of your participation should be.

You can find the
answers to these
questions and more

in Budgeting for Data
Processing, the Na-

B U DGETING

tional Association of
Accountants' new

research report, writ-

• HOW OTHERS DO IT

rr

FOR DATA

Three case studies describe the approaches
used by three different kinds of firms: a large,
diversified firm; a wholly owned subsidiary of a
large conglomerate; and a utility company.
These case histories provide an in -depth look at
the various techniques and practices actually
in use.
In order to find out more about the current
practices of DP units and their users' perceptions
toward those practices, a survey was sent to 60
firms using two questionnaires: one directed to
the data processing department and the other to
one of its users. Some of the results were surprising; many respondents showed disagreement
and confusion over the charging procedures
used. The results of the survey form a comprehensive discussion of the current practices used
by different companies.

P R OC E SS [

ten by Anker Andersen. Focusing on the (
J
operating costs of
automation, this
report will show you
a
how to measure the
perform ance of your
DP department and suggest ways to improve its
performance. You'll find chapters on:

• BUDGETING

As the major accounting tool used to manage DP
departments, budgets are set up to project the
objectives of the department. Because objectives
vary, it is important for you not only to know what
the objectives are, but also to be aware of their
relative importance. This chapter describes the
budgetary proces s, including: how to prepare a
budget; w ho s hould prepare the budget; and
which operations s hould be analyzed and which
should take priority.

• INDUSTRY STANDARDS

A survey of 151 trade associations was conducted to determ ine industry standards. You can
use these figures to see how your firm is doing
relative to other, similar firms. Some of the industries looked at include- construction, paper, food
and beverage, colleges and universities, municipal governments, savings and loan associations,
magazine publishing, performing arts, and trade
and professional associations.

• THE USER'S ROLE

The function of the DP department is to provide a
service to its users. What makes users happy?
How do you measure the factors that contribute
to their satisfaction? Is the user charged for ser-- --

Natio nal Associatio n of Ac co untants
Spec ial Orde r De pt.
919 Third Avenue, New York, NY 10022
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deemed essential, then at least let it be
related to the cost of the benefit allocated to a period based on the cause, be it
salary or service. Why must all companies use the s ame fo rmu l a when
amortizing?
3. Have we considered all the potential
consequences of a change in the accounting treatment for U.S. plans?
What are the implications of this
change for other post- retirement
benefit plans and for non -U.S. plans?
If we are creating more problems for
our multinational corporations, let's
at least understand the nature and
magnitude of the problems before
proceeding.

Conclusions and Recommendations
We find th at the "P re l i mi n ar y
Views" issued by the FASB challenge
some of our most basic and cherished
beliefs about accounting standards.
If the FASB is determined to change
the standards for accounting for pensions (and it appears to be quite determined despite the fact that the vast majority of those who commented on the
discussion memorandum think that the
existing accounting rules for pensions
are pretty much okay), then we urge the
FASB to proceed very cautiously and to
employ extraordinary efforts to ensure
that all of the potential consequences
are fully understood.
We are thankful that the FASB has
exposed its "preliminary views" and are
hopeful that they will provoke many accountants into making their position
known. We encourage all interested
parties to participate.
John Chironna

NAA's MAP Committee consists of senior financial executives and other leaders of the accounting profession. It
speaks out on controversial accounting
issues, participates in the accounting
standard- setting process, and welcomes
input from members who have opinions
or questions on key issues.
Please address comments or questions
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to Louis Bisgay, Director, Management
Accounting Practices, National Association of Accountants, 919 Third Avenue,
New York, N. Y. 10022.

FASB Issues
Statements 70 and 71
As expected, FAS 70, "Financial Reporting and Changing Prices: Foreign
Currency Translation," was issued by
the Financial Accounting Standards
Board substantially unchanged from the
exposure draft issued in August 1982
(MAP, Jan. '83). The Statement amends
FAS No. 33, "Financial Reporting and
Changing Prices," by exempting certain
companies that have significant foreign
operations and that measure a significant part of their operations in a currency o th er t h an t h e U. S . d o ll ar fro m
having to present historical cost information measured in units of constant
purchasing power. Statement 70 is effective for fiscal years that ended after December 15, 1982.
The Board also issued FAS 71, "Accou nti ng fo r t he Effects of Certain
Types of Regulation," which gives guidance for p ublic uti lities an d certain
other rate - regulated companies on preparing general purpose financial statements. The statement is not expected to
cau se maj or changes i n acco un ti ng
practices for most affected companies.
According to a FASB spokesman, its
most important effect is likely the requirement to charge refunds to current
income when they can be estimated instead of retroactively adjusting income
of t h e year i n wh i ch t h e refu n d ed
amounts were collected. The statement
also requires those companies to capitalize leases in the same manner as nonregulated companies. FAS 71 is effective
for fiscal years beginning after December 15, 1983, except that a transition period relative to capitalization of leases is
provided.

. . And Termination
Benefits Proposal
The Board released an exposure draft
that, if adopted, would require companies to recognize a liability and an expense for special benefits to be paid to a
limited group of employees in connection with termination of employment.

The proposal, "Accounting for Special
Termination Benefits Paid to Employees," appl ies t o what are commonly
called "early retirement or termination
incentives," that are offered to certain
employees for a short period and may
include lump -sum payments, periodic
future payments, or both. Recognizing a
liability for termination benefits would
be required when it is probable that the
benefits will be paid and the amount can
be reasonably estimated.

MAP Committee Comments
In a letter to the FASB, NAA's Management Accounting Practices Committee expressed its disagreement with the
conclusions reached by the Board in its
proposed Statement, "Extinguishment
of Debt and the Offsetting of Restricted
Assets Against Related Debt" (MAP
Jan. '83). The MAP Committee took issue with the notion that an "in -substance defeasance" transaction (which
involves placing i nto an irrevocable
trust high -grade assets for payment of
► ► 65

Cash is K1n9!
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In today's uncertain economy, with business failures abounding, a healthy cash Flow
can mean the difference between growth or
bankruptcy! Here at last is the book that
can show you how to keep tabs on every
dollar... how to generate cash faster, keep it
longer, and make it work harder,
This remarkable volume is the first to
actually show you, step by step, how to
prepare a cash flow forecast. You'll learn
exactly what data you need, where to find it,
and how to convert this information into a
powerful working tool. What's more, you'll
see how to use your forecast to answer a
variety of "what if' questions by adjusting
it to reflect projected changes in interest
rates, inflation, market share, and other
variables.
With the know -how this valuable guide
offers, you'll be able to he management
avoid the liquidity crisis facing so many
companies today.
Cash Flow Forecasting by William
Loscalzo is available at your bookstore or
by mailing this ad to: McGraw -Hill Book Company
P.O. Box 400, Hightstown, N. 08520
Please send me Cash Flow Forecasting
(038746 -x) for 15 days on approval. I will
then either pay for the book — $19.95, plus
postage, handling and local tax — or return
it and owe nothing.
N=a

AddrewApt

cny,stetwzip

23-E128- 4423 -3
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Creative
Accounting
By Earl K. Littrell
Willamette University

Of Double Faults and Gutter Balls

Take a few minutes and test your professional judgment:
Your firm has audited this client for
four years, the entire period it has
been publicly held. The client's revenues and earnings have grown dramatically: latest -year figures are about
11 times higher than four years ago.
Constructing buildings to house indoor tennis centers, including courts,
lockers, and dining facilities, has been
the client's only business activity.
Tennis's booming popularity is clearly
behind the client's rapid growth.
On a typical tennis center project,
the client builds and finances the center. On completion, the client sells the
center to a pre- arranged customer for
customer notes and a small cash
down. Client then discounts the customer notes to a factor.
This operating method alone would
make the client chronically short of
cash. Its rapid growth only worsens
the cash flow problem. Client plans to
issue debentures in the future.
With much of the field work completed for the latest year's audit, you
discover a discrepancy. The junior accountant who examined the client's
insurance coverage noted the usual
types of construction insurance and
some new coverage suited to operating a tennis center —with a particular
tennis center named. But from your
own work, you know that the client's
financials show centers under construction and sales of completed centers but no centers retained and operated by the client.
The center named on the policies is
not listed as under construction or as
sold. But, you also know that the cli64

ent has often used more than one
name for a particular center. Naturally, you inquire of client managers
about this discrepancy. Their response is that they are not operating
a center but might in the future.
Should you drop the matter and get
on with the rest of the audit? Or,
should you attempt to gather further
evidence to resolve the matter? Take
just a moment before reading on and
test your judgment.
Few accountants would let such a
discrepancy go by just on the basis of
client response. Just why further evidence is required is the important
point here. It is not because matters
in this column are always fishy and
should be audited to death, And it's
not just because client representations as a rule are not the strongest
evidence. Rather, the discrepancy
could be an early signal that the client's business environment is changing for the worse. Why operate a center instead of selling it— especially
when the client is cash short? If it's
for profit potential, fine. But if it's because the center cannot be sold —
watch out.
In this case, the auditor did not pursue the discrepancy and was later
scolded by a court for " ... being too
easily satisfied with glib answers to
his inquiries." In fact, the client had
counted the center as sold under one
name and was operating the same
center under a second name. The
court observed that both names appeared on the center's job cost ledger
card and related receivable records
and concluded the auditor was negligent in not detecting the phony sale.

Harking back to more than 20 years
ago, the case is Bar Chris involving
bowling alleys instead of tennis centers (a thin disguise to help in testing
your judgment). The bowling alley
construction boom of that era was
shifting to bust, and Bar Chris fell with
it. The court ruling came in 1968, and
the remaining assets were sold for
the benefit of creditors late in 1971.
By now, most auditing texts cite Bar
Chris as expanding the auditor's responsibility for pursuing discrepancies
(such as the one here), understanding
the client's business, and reviewing
subsequent events. Bar Chris also increased standards of performance for
attorneys and directors.
This case is one of the few involving specific materiality questions.
Again as a test of your judgment,
which of these items, if any, did the
court deem to be material:
• A 15% overstatement of annual
earnings, or
• A 15% overstatement of current
assets?
In a fine example of the contextual
nature of materiality, the court held
the first item to be immaterial and the
second item to be material. In the
context of a speculative stock whose
earnings nearly doubled without the
error, the earnings overstatement is
unlikely to alter the decisions of a prudent investor. However, the current
asset overstatement, and the resulting increase in the current ratio from
1.6 to 1.9, would tend to alter such
decisions, at least in the eyes of the
court.
We apologize...
Last April, this column dealt with an
inventory situation wherein Whittaker
Corporation's planned sale of Crown
Aluminum, a subsidiary, went awry
because the buyer's auditors found
inventory grossly overstated, Dr. Lit trell's column was based on sources
which he considered reliable but
were, in fact, erroneous. The facts
were fully disclosed by Whittaker itself
in news releases and proxy statements, which — unfortunately —the author had not seen. On behalf of Dr.
Littrell, we retract the erroneous data
and apologize to Whittaker Corp. Ed.
MANAGEMENT ACCOUNTING /MARCH 1983
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interest on and principal of indebtedness ) is not tantamount to an extinguishment of debt. The NAA spokesmen believe that when an entity places
risk -free assets into a trust specifically
earmarked for payment of its dept and
to which it no longer has access, the
firm has, in effect, repaid the debt and
should reflect the transaction as an extinguishment of debt. Any contingent liability deemed to exist could be handled
in conformity with FAS. S, "Accounting for Contingencies."
The MAP committee also wrote to
the Securities & Exchange Commission
regarding its proposed rule, "Qualifications and Rep orts o f Acco un tant s;
Amendment of Rules Regarding Independence of Accountants." The Committee commended the Commission for
proposing to make more realistic its rule
for determining when public accountants
should be considered independent. ❑

Management
Information
Systems
10-4.4
distributing data processing down to the
user level create a complexity .aspect
that defies human ability to manage.
Moreover, new telecommunications
methods such as satellite transmission
increase the possibility of data interception and garbling.
Most security will be handled by software. Data encryption before transmission will increase. Passwords and other
transaction authorization procedures
will become more important. As the
technology becomes available, expect
more exotic methods, including fingerprints and voice recognition, to gain
prevalence. Software and hardware producers have already begun to emphasize
the secureness of their products.
All❑these❑developments—❑distributed
processing, microprocessors, minicomputers, telecommunications networks,
and improvements in software ultimately will lead to sweeping changes in the

concepts of management information
systems❑—and❑better❑information❑for❑the
users of such systems.
❑
*This is the second in a two-part series
written in collaboration with Charles E.
Jackson. The first part appeared in the
January issue.

Prepare
for the
CMA exam
with t he

Taxes

experts...

1444
information and special computer problems with returns filed by those who
make estimated tax payments.
The du nni ng pro gram i s l ikely to
grow for two reasons. First the IRS will
improve its system of matching information from various sources with what
is reported on individual returns because of increased automation of its
computer system. Also, with the passage of the 1982 tax law, the IRS will
receive more information to check for
1983 such as tips from restaurant employees. The new law also raised the
penalties for failure to report.
❑

and never leave
home !
If you don't have the time or money to attend
review courses, the CMA review books,
available from NAA, can help you score
points. The books are published by the IMA,
the official administrator of the exams, and
contain the questions and answers to all the
past exams.
Answers have been prepared by experts
in the f ield of management acco unting.
Working the questions under examination
conditions and comparing your answers with
the experts' can help you evaluate your
strengths and weaknesses.
The more exams you review, the easier
you'll find the one that counts. Start preparing now and order your copies today.

Letters
19 . 4 E
proach in meeting a firm's current costing needs.
Milton F. Usry
Regents Professor of Accounting
Oklahoma State University
Stillwater, Okla.

Shaking Up the Accountants
Mr. Shultis' thoughts (Opinion, Dec.
'82) were most enlightening and provocative. I have for a long time been appalled by the lack of use of this principle
by all kinds of management people as
well as accountants in their everyday
approach to business problems.
Our thanks goes out to him for shaking up our accountants and urging them
to alter their thinking process to comply
with the test of reasonableness. Their
growth toward their objectives would be
tremendous if they would apply this
simple rule.
Warren W. Byrne
President, Northwest Tile Corp.
Itasca, Ill.

MAIL THIS FORM AND REMITTANCE TO:
National Assodallon of Acc ountants
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Y Third Avemre, New York, NY 10042
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Cettificate in Management Accounting
Examination Questions and
Unofficial Answers
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can start preparing for the exam now:
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Digest Service
The Management Accounting Digest
Service makes available for members
copies of manuscripts originally submitted to MANAGEMENT ACCOUNTING but
not published. These summaries are
drawn from an extensive file of chapter
competition manuscripts. The manuscripts are for reference only; they have
not been edited. researched or verified by
.NAA staff. The views expressed in each
manuscript are those of the author(s)
and do not necessarily represent Association policy. Subsequent developments,
rulings, and legislation may supersede
the manuscript contents. NAA holds
copyright to the material. Reproduction
or use without permission is prohibited.
Copies of the full articles may be obtained by completing the order coupon
and submitting payment in advance for
duplication and mailing.

Planning, Budgeting,
and Forecasting
Participative Budgeting: A Critical
Analysis
By Robert F. Mason

Advantages and disadvantages are
discussed of the use of participative
budgeting. Emphasis is placed on the
motivational goal of budgeting in relation to the human factors that control
the results of participative budgeting.
Possible problems in using this method include: attitude barriers at the line
level, pseudo - participation, fears of
loss of independence, self- interest
manipulation, union reaction, favoritism, and so on. Consequently, the appropriateness of its use by any firm
depends on the type of business, employees, organizational structure,
company history, corporate goals,
and management prerogative.
No. 305, 19 pp.

Techniques in Improving Cash Flow
By Raymond B. Jordon

Several alternative methods are compared and contrasted for improvement of business cash flow. The most
desirable techniques are those adopt66

ed as ongoing company policy and
practice rather than measures for reacting when dire cash need arises.
Improvements in cash position are
presented as realizable through two
main sources, internal and external.
Within each source there are long range and short -range options. Businesses are encouraged to never consider external sources without having
exhausted the many internal sources
available. The methods outlined, although basic, are ad eq uately
explained.
No. 343, 14 pp.

Capital Asset Pricing Model: Capital
Budgeting Applications
By Teri Hansen

The Sharpe - Littner Capital Asset Pricing Model (CAPM) is reviewed as one
of many techniques available for dealing with risky returns in capital budgeting. CAPM deals with risk by incorporat in g c as h inflows an d c as h
outflows resulting from project selection. With this model, for a project to
be acceptable from the firm's viewpoint, the expected rate of return for
the project must exceed a "hurdle
rate." This is the sum of the riskless
rate of interest plus a risk premium for
the riskiness of the project. Another
application of CAPM involves the use
of a risk - adjusted discount rate in capital budgeting decisions permitting
use of risk - adjusted present value
analysis. Problems inherent in the
CAPM also are discussed.
No. 345, 12 pp.

Management Information
Systems
Understanding the Information Needs
of a Management Information System
By Wendy A. Duffy, Timothy J. Duffy,
and Robert T. Tussing

Management Information Systems
(MIS) are defined in total organization
terms. Such appraisal takes into account the information needs of all levels of management and the need for

integration of MIS with corporate strategic planning. Three central organizational functions of MIS: finance,
personnel, and logistics, are analyzed
and the objectives and interrelationships of each function, function subsystems, and relationship to organization -wide MIS are examined.
No. 991, 18 pp.

Research on Computer Crimes and
Their Prevention
By John W. Postell

The increasing problem of computer
crime is explored concentrating on
who commits the crimes and how
they are committed. The author suggests that since there are common
methods of stealing through the computer, eliminating some of the theft is
a matter of efficient and consistent
controls. Included are statistics on the
level and job title of those who steal
most often and how much they steal,
plus a few suggestions on computer
crime controls, such as maintaining a
computer file library under the control
of a librarian.
No. 819, 10 pp.

Compliance Reporting
and Taxation
VEBAs —A Tax Sheltered Means of
Funding Employee Benefits
By Henry A. Holland

An overview is presented of how Voluntary Employees Beneficiary Associations (VEBAs) are structured. VEBAs
are separate tax exempt entities that
are maintained to provide life, sickness, accident or certain other benefits to their members or their designated beneficiaries. In December 1980,
the IRS finalized VEBA regulations
and these standards, which apply to
preexisting and new VEBAs, are examined_ The principal attraction of
VEBAs is that employer contributions
are deductible when a liability to contribute is incurred and earnings received by VEBAs are tax exempt.
This enables an employer to accumuMANAGEMENT ACCOUNTING/ MARCH 1983

late tax -free dollars to provide the
benefits desired.
No. 498, 9 pp.

A Value Added Tax for a Foundering
Social Security System
By Andrew Arbiter

An all- inclusive survey is presented of
the Social Security system including
subjective appraisals of how to save
the program. After an in -depth overview of Social Security in general, the
possiblity of replacing the Social Security payroll tax with a value -added
tax is explored. In addition, other possible Social Security reforms are reviewed, and the likelihood is discussed of Congress ever ratifying the
proposed system. The notes and bibliography also include an abridged set
of selected references.
No. 440, 52 pp.

Performance Measurement,
Reporting, and Control
Standard Cost System for an
Electronics Manufacturer
By Stephen A. Chwaliszewski

The problems and shortcomings are
examined of using a modified standard cost system in a rapidly growing
electronics firm. A design is presented for a new standard cost system
including documentation guidelines.
St reng t h s an d s afeg u ard s t h at
should be built into the system are
identified and explained, and steps
are recommended for implementation of the system so that transition
can be as smooth as possible. Sample forms for system operation are
included.
No. 262, 33 pp.

ment in performance evaluation. Top
management was surveyed regarding
its perceptions on the issue, especially on whether financial statements
should primarily provide information
about how management has discharged its stewardship responsibility
or satisfy the demands of investors
and creditors. The survey results indicate net income /total assets, or ROI,
is the single best variable for analysis,
followed by EPS.
No. 195, 20 pp.

76 and its supplement, Cost Comparison Handbook, are analyzed and
methodology presented for determination of cost of in -house performance versus outside contracting.
Additional issues such as displacement of government workers and provision for their utilization by contractors is included.
No. 875, 12 pp.

Service Industries
Cash Management in the Sierra Club
By Rochelle Klein

Development and Implementation of a
Foundry Quality Cost Program
By Wayne A. Johnson and J. Mark
Schmink

Following an analysis of the nature of
quality as applied in industry, this discussion examines the feasibility and
process of establishing a quality
analysis program in a foundry. The
advantages of implementing a quality
cost program include: identification
of real quality costs, increased managerial effectiveness, clearer definition of areas for cost reduction, and
increased employee awareness and
productivity,
No. 362, 17 pp.

This study provides an in -depth analysis of the operations of the Sierra
Club. The purpose is to relate the operational functions to the cash requirements of the club and to recommend procedures for reducing the
costs of providing operating cash in
order to improve the club's ability to
plan for and meet cash needs. The
cash manag ement met hod s d iscussed are applicable to most not -forprofit and some small businesses.
No. 526, 48 pp.

Accounting Education
and Professionalism
Schools of Accounting
and Specialization

Government

By David T. Hansen

Make -or -Buy In the Federal
Government
By T. Arthur Smith

A general overview is presented of
development of Federal government
policies pertaining to acquisition of
goods and services. OMD Circular A-

There is a need for schools of accounting (SOAs) in order to professionalize accounting programs. The
author identifies areas of accounting
specialization and reports on a survey
on attitudes toward SOAs.
No. 302, 16 pp.
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Should Accountants Emphasize ROI
Instead of EPS?
By Dr. L. Gayle Rayburn

Literature is reviewed on the subject
of return on investment (ROI) and
earnings per share (EPS) as indicators of corporate performance. The
historical assumption is tested that
the primary factor in investment decisions is future cash flow, while the
emphasis shifts to earnings and related indicators such as return on investMANAGEMENT ACCOUNTING /MARCH 1983
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NAA
Research
Accounting for Warranty Costs

By Suzanne G. Connors
The impact of high inflation affects
the cost of both current and future
warranty costs. In light of FAS 5, "Accounting for Contingencies," NAA felt
that a survey on current practice
would be useful. Questionnaires were
mailed to 192 individuals, who are
members of the Assn. of Home Appliance Manufacturers, Gas Appliance
Manufacturers Assn., and National
Electrical Manufacturers Assn. We received a 25% response rate. The
questionnaire was separated into
eight sections, each section dealing
with a different area of warranty cost.
The manufacturing firms responding to the survey could be described
as small -to moderately -sized firms
with total net annual sales below $25
million. The various industries represented were: Manufacturers of heating equipment (21 %), manufacturers
of air conditioning units (17 %), manufacturers of boilers (13 %), manufacturers of small appliances (10 0 0), and
manufacturers of major household
appliances (10 %). For the most part,
the participating firms had between
one and three separate product lines..
Highlights of the Study
Based on the results of the survey the
two most widely used forms of warranty terms were full replacement
(56 %) and replacement of parts and
services (69 %). Those companies
that provide their customers with full
replacement warranties and/or replacement of parts and service usually provide a one -year warranty period.
Other highlights of the warranty cost
survey include these findings:
68

• Warranty costs that are classified
in the P &L statement are classified internally as manufacturing
costs or externally as marketing
costs.
• Most of the participants did not
separate the current or long term
portions of warranty reserves, internally or externally, in their balance sheet reporting.
• Fifty -four percent of the respondents base their cost projections
on current costs and approximately half of them identify the
impact of inflation. Most of the respondents do not adjust their
projections based on anticipated
changes; for example, changes
in product design, unless the impact of the change is deemed
significant.
• The final conclusion drawn from
the survey is that 57% of the respondents do not recognize warranty costs in budgeted or standard product costs.
The survey supports the contention
that the majority of the respondents
are not taking accounting for warranty
costs too seriously. This may be because the warranty period most often
mentioned was one year. Companies
may feel that the effects of inflation
for a one -year period are not significant enough to make adjustments in
their financial statements.
Is the public aware of the potential
problem that may exist if warranty
costs are not accounted for in the financial records of companies without
some recognition of the impact of inflation? A few respondents do report
warranty costs in their financial statements; however, they base their pro-

jections on historical information. It
appears the participants are not projecting the effects of warranty costs
and adjusting for inflation, instead
projections seem to be based on past
experience.
The respondents were asked to describe the various warranty terms
their companies provide to their customers. Table 1 on page 71 illustrates
the findings.
Of the 56% who responded that
they had full replacement warranty
terms, 50% said their warranty period
was one year. And the 69% who responded that they had parts and service warranty terms, 68% had a warranty period of one year.
The respondents were asked to
identify the various distribution channels that their companies use. The responses were as follows:
Distribution
channels

% of respondents
that use
these channels

Via wholesale
distributors — retailers

56%

Direct to retailers

25%

Company -owned
retail outlets

1%

Other (OEM's were
mentioned most
frequently)
No response

16%
2%

It is also important to note that the
majority (69 %) of the goods manufactured are distributed through Wholesale Distributors - Retailers.
We then asked: How do you record
the liabilities for the estimated future
costs? Most of the respondents do
not record liabilities for their estimated
future cost for any of the warranty
terms mentioned.
Of those that answered yes to this
question and record the liabilities for
the future cost of full replacement
and /or pro rata allowances, 73%
based their unit projections on historical failure rates. We then asked what
their costing basis includes. Thirty
percent have warranty terms for full
0, 110. 71
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People in the News
Yacavone Named President
Peter F. Yacavone, Member -at- Large,
USA, was named president of the Great
Northern Nekoosa Corp., a leading paper maker. Currently president of the
Great Northern Paper division, he will
continue as divisi on presid ent for a
nine -month transition period. The company was formed in the 1970 merger of
Great Northern and the Nekoosa -Edwards Paper Co.

Way Named Travelers' President
Alva O. Way, New York, has been
named president of the Travelers Corp.,
the nation's fourth largest diversified financial services company. He resigned
as president of the American Express
Co. after serving in this capacity since
1981. He had joined American Express
in 1979 after 23 years with General
Electric Corp.

Michael G. Lewis, Eugene- Springfield,
is a principal of the newly formed accounting firm of Jones & Roth, P.C.
Timothy J. Eaton, Evansville, is now
controller of Riley Equipment, Inc.
. . . Daryl D. Moore was promoted to
assistant vice president, commercial
loans, at Old National Bank.
Gerald Meola, France, has been promoted to controller, international, with
Becton Dickinson & Co. in France.
Lillian A. Murphy, Green Mountain,
has been appointed vice president and
controller of the First Vermont Bank.
W. Wayne Derrick, Jackson, has been
elected executive vice president and
general manager o f Prassell Lumber
Co., Inc., and its two wholly owned
subsidiaries, Prassell Trading Co. and
Prassell Transports, Inc.
Clifford P. Reeves, Jacksonville, was
promoted to vice president ofpersonnel
at Vistakon, Inc.

Inc., Joseph Azzem was promoted to
corporate purchasing manager, James
W. Hamil is now stores accounting
manager, and Roy W. Henderson is acco u n t i n g
ma n a g e r . . . . C h a r l e s
Carraway is now vice president —finance for Gulf Coast Electronics.
Thomas G. Pagano and Larry D. Johnson, Mt. Rainier, have been named partners with the firm of Johnson, Stone,
Deaton, Pagano, and Co.
Kenneth J. Zika, Peoria past president,
has been named manager of accounting
research and financial analysis in the accounting general office of Caterpillar
Tractor Co.
Donald F. Zabek, Phoenix, has been
named controller ofThe Arizona Republic and
The Phoenix Gazette
newspapers.
John P. Foerster, Pittsburgh, has been
named staff vice president at Allegheny

Timothy J. Steffes, La Crosse- Winona
Area, has been promoted to corporate
controller at Cencom Inc., a telecommunications holding company.

YACAVONE

WAY

Member-al-Large

New York

Promotions and New Positions
Eugene J. Bucciarelli, Alameda County- South, has b een appoin ted a vice
presi d en t of Wells F argo Bank .
. . . James C. Roberson was named
president of unregulated operations at
C.P. National Corp.
James J. Demarest, Jr., Baltimore, is
now supervisor of financial studies for C
& P Telepho ne Co . of Maryl an d.. ..
Andrew Gegor, Jr. has been promoted
to the newly created position of manager, management information systems,
for McCormick Properties, Inc.
Hartley A. Johnson, Boston, has been
named corporate controller for Reed &
Barton Corp.
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Robert Y. Grosh, Jr., Lancaster past
president, is now district general manager of Servomation.... David W. Graham is now certified manager of patient
accounts in the Healthcare Financial
Management Assn.
James A. Hooker, Member -at- Large,
USA, has been elected controller of McCormick & Co., Inc. in Baltimore.
Clinton R. P earson, Memphis, has
joined National Bank of Commerce as a
co n s u l t an t s p ecial i zi n g in tru s t s .
. . . Don C. Webb has joined the Don russ Co. as accounting manager.
Roger C. Champion, Middle Georgia,
was elected to the Sunnyland Foods,
Inc. board of directors. He is vice president, treasurer and chief financial officer of the company.
John Shields, Mobile, is now controller,
First Securities Co.... John H. Holland, Mobile Chapter past president,
was named controller of Delchamps,

Ad

_J

MEYER

NALBORCZYK

Raritan Valley

St. Joseph Area

International, Inc. He also serves as assistant treasurer and director of domestic taxes.
Kenneth W. Smith, Polk County Florida, is now comptroller for World Class
Resorts in Lak el an d . . . . C h arles K.
Criss is now comptroller for Sun Pac
Foods in Bartow.
Robert J. Freihaut, Jr., Pomona Valley Inland Empire, has been promoted to
controller for the Inspiron Respiratory
Division of C.R. Bard, Inc.
Robert R. Meyer, Raritan Valley, has
been promoted to senior vice president
of Beneficial Corp. He is chairman of
NAA's Committee on Planning and has
served as a national director, 1974 -76,
and a national vice president, 1977 -78.
He is past president of Philadelphia.
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Edward H. Latchford, Richmond, was
named vice president, accounting and
financial planning, of CSX Corp.
Robert W. Herndon, Richmond Jackson, has been promoted to assistant controller of Virginia Federal Savings and
Lo a n . . . . Charles G. Ransom, Jr., has
been named principal accounting officer
and controller of Media General, Inc.
Thomas R. Thornton, Jr., Richmond
Lee, has joined Investors Savings &
Loan as controller.
John P. Conway, Rockford, has been
named vice president, finance, of Northwestern Steel & Wire Co. He retains his
former titles of secretary and treasurer.
Edward J. Nalborczyk, St. Joseph Area,
has been named vice president of finance of Alliance Manufacturing Co., a
unit of North American Philips Co.
Michael F. Mee, St. Louis, was elected
vice president of Monsanto Co.

Elaine V. Shappel, Wilmington, was
promoted to controller at Applied Analytical Industries.

Kudos
Thomas L. Morison, Boston, NAA president in 1967 -68, was honored recently
when Bentley College named its Faculty
and Administration Building after him.
Mr. Morison served as the College's
president from 1961 until he retired in
1970, and the building was dedicated in
honor of his leadership. He also has
served as a national vice president of the
Association in 1960 -61 and as an NAA
national director, and he is a past president of the Boston Chapter and member
of the Stuart Cameron McLeod Society.

Emeritus Life Associates

Frank L. Barrington, Jr., Essex County
past president.
St eph en D. Grah am, San Jose, was Enoch S. Blakely, Sr., Asheville.
named director of finance at Sytek, Inc., George L. Boorn, Mohawk Valley past
a leading manufacturer of broadband president.
Ro b ert M. Bryden, Penn sylvan ia
local area networks.
Northeast.
Robert C. Poythress, South Birming- M. James Burgoyne, Worcester Area
ham, has been named controller of Lam
Roberto O. Cano, Member -at- Large,
Enterprises, Inc., the holding company USA; Cuba past president; past national
for Stegall Industries and Air Flow, Inc. direct or, 1955 -57. St u art Camero n
James F. Abbott, Tulsa, has set up his McLeod Society.
own CPA firm, specializing in tax ac- Julian A. Carson, Olean - Bradford Area.
Oreson H. Christensen, Member -atcounting and business services.
Large, USA.
Becky A. Austin, Washington Tri- Cities
R. G. Danneels, Detroit.
past president, is now manager of capiRoger R. Dawley, Member -at- Large,
tal budgets at Rockwell International,
USA.
and Louise Y. Coddington is manager of
Erwin M. Evans, Greater Youngstown
property accounting.
Area.
James A. Finstad, Waukesha Area, is Morgan W. Forster, Fox River Valley.
now controller with the Nitragin Co. Lawrence F. Garrett, Jr., Memphis.
Michael R. Sellenheim is plant ac- Harry J. Gawchik, Bridgeport.
...
countant— supervisor with Reliable John J. Gibbons, Valley Forge.
Electric/Utility Products in Milwaukee. Juan Acevedo Gonzilez, San Juan.
Earl B. Griffee, Southern West Virginia.
David L. Knapp, Western Montana, has
William R. Hackenberger, Delaware
been promoted to manager of accountpast president.
ing services for the Rocky Mountain
Harley A. Hilger, Saginaw Valley.
area of Champion International's build- Paul R. Hobson, Kansas City.
i n g p ro d u ct s d i vi s i o n . . . . David A. James S. Howard, Pittsburgh.
Vobr has been promoted to controller of Willis A. Leonhardi, Chicago past presiWestern Broadcasting Co.
dent, SCMS.
Richard J. Walko, Westmoreland Coun- John R. Love, New York
ty, was named vice president of finance Robert L. Mack, Cleveland.
Esli T. Marsh, Rochester.
for Warner Cable Corp. of Pittsburgh.
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George W. McBride, Baltimore past
president; past national director, 197072. SCMS.
Ralph C. McBride, Lake Superior.
Richard E. Miller, Elkhart Area.
Jason H. Moore, Greater Youngstown
Area.
Paul V. Noonan, Worcester Area.
Rodney C. Nordfelt, Pomona Valley -Inland Empire.
Paul E. Piellusch, Oakland County.
Walter W. Rohrbaugh, York past president; past national director, 1962 -63.
SCMS.
Russell D. Smalley, Charlotte Gold past
president.
Sigmund A. Strenkowski, New York
Co rl es s C. Stupp, Oma h a past
president.
Clyde T. Suttle, Jr., Long Beach past
president.
James J. Tanner, Trenton.
Darreld O. Ward, Lima past president.
Samuel E. Weidner, Jr., Michiana.
Felix J. Weiner, Baltimore.
Frank H. Wetzel, Member -at- Large,
USA.
George Yasukochi, Oakland -East Bay.
Robert R. Yeager, Columbus.
Fred J. Zahrn, Greater Greenville; Piedmont Greensboro past president.

Howard F. Greene, 1903 -83
Ho ward F . Greene, 79, Boston past
president and past national director,
1963 -65. He joined NAA in 1942. For
man y years, Mr. Greene voluntarily
publicized the Association and accounting through a tax tip service which he
compiled and made available to NAA
chapters for the tax season.

In Memoriam
John A. Bannach, 63; Cleveland, Greater Youngstown Area past president,
1952. Stuart Cameron McLeod Society.
Allison L. Campbell, Boston past president, SCMS, Emeritus Life Associate.
Edward A. Dinkelspiel, 77, New Orleans, 1938. ELA.
Clyde E. Hegman, 74, Minneapolis Viking past president, 1973. SCMS. ELA.
P. A. Hoag, Sr., 70, Springfield, 1957.
Joseph D. Khoury, 53, Shreveport, 1978.
H. H. Ortman, 70, Cincinnati, 1972.
J. F. Thomas, 52, Akron Cascade, 1969.
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Warranty terms
Full replacement
Pro rata allowances
Parts and services
Services performed
Company employees
Service agencies
Other
—

Yes

No

No response

56%
1.6%
69%

24%
45%
16%

20%
39x/0
16%

41%
57%
9%

32%
11%

27x/0
32x/0
—

—

6 8 -4 4
rep lacement and 9% h ave warran ty
terms for pro -rata allowances. Asked if
their cost projections are based on today's (current) costs, 54% said yes and
46% said no.
Those who answered yes were then
asked if they identified the impact of inflation on the liability carryover from
the prior year end. A little over 50%
did identify the impact of inflation.
When respondents were asked if they
adjust their projections for anticipated
changes, for example, changes in product design, 27% said yes and 49% said
no. Those that said yes only adjust their
projections if the impact of the change
is deemed significant.
Internally warranty costs are classified most frequently as manufacturing
costs (40 %) or marketing costs (38 %).
Seventy -eight percent of the costs that
are classified internally as manufacturing costs are attributed to variable costs.
Externally, the respondents most often

Table 1

—

NAA Research

classified the warranty costs as marketing costs (33 %).
Seventy -three percent of the respondents do not segregate the current and
long term portions of warranty reserves
on the balance sheet internally, and
59% do not segregate the warranty reserves externally.
In the final section of the questionnaire the respondents were asked if they
recognize warranty costs in their budgeted or standard product costs, 41%
said yes, and 57% said no.
It is evident from the responses to the
survey that the respondents do not have

any formalized guidelines or procedures
to fol low wh en projecti ng warranty
costs. For the most part the respondents
are aware t hat warran ty co sts exist;
however, the costs are usually not significant enough to cause concern. As inflation increases, these costs may become more significant, but, until that
time comes, companies will continue to
project warranty costs based on historical data.
If you would like additional information, please contact Suzanne G. Connors,
Research Associate, NAA, 919 Third
Avenue, New York, N.Y. 10022.
❑

Accounting tools that work as hard as You do.
ACCOUNTANTS'
COST HANDBOOK

COMPUTER GRAPHICS AND
REPORTING FINANCIAL DATA

A Guide for Managerial
Accounting, 3rd Edition
James Bulloch, Donald E. Keller & Louis Vlasho

Irwin M. Jarret

optional

For nearly 40 years, the definitive working
guide to the vital cost and financial concepts
and tools used by the management accountant. Now fully updated and expanded to
reflect significant changes in cost and
management accounting practice, this new
Third Edition helps you meet your responsibilities for furnishing timely, accurate financial
information needed for effective management
decision - making, planning, budgeting, operation control, and reporting. There also will be
subscription service available. The
an
authors will publish annual mini - volumes that
discuss "state of the art" topics such as
computerization and other rapidly changing
aspects of the management accounting field.
(1 -05352 -X)
792 pp.
$55.00

The "tools of the trade" for the financial
manager are more sophisticated than ever
before —and more complex. This non - technical
handbook shows accountants how to use the
latest computer graphics techniques for
displaying and interpreting financial data.
Here is concrete, how- to -do -it guidance for
developing a Graphic Management Information System, and using it as a tool for cash
management, inventory, purchasing, accounts
payable /receivable, and auditing.
400 pp.
$49.95
(1-86761 -6)
Order through your bookstore or write to
Kenneth MacLeod, Dept. 3 -9110.
TO ORDER BY PHONE call toll tree (800) 526 -5368.
In New Jersey, call collect (201) 797 -7809. Order code = 3 -9110.
VISA, Mastercard, American Express accepted on phone orders.
VY
a division
divisionof
of John Wiley 8 Sons, Inc.
605 Third Avenue, New York, N.Y. 10156
In Canada: 22 Worcester Road, Rexdale, Ontario M9W 1 Li
Prices subject to change without notice.
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0923-9110
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The Center for Video Education (CVE)
has developed an alternative method for
fulfilling continuing education requirements for accountants. CVE courses
combine video instruction with a coordinated workbook /manual to form a
complete learning package that can be
used in the office or at home. The concept behind the courses is to use a dramatization of a real -life event which interacts with a study guide containing
in -depth review questions and case studies. Current courses include Cash Management Techniques for the Smaller
Business (produced for NAA), Operational Auditing, Systems Flowcharting,
72

Small Business Systems Group, SBSG,
has introduced th e modular General
Acco unti ng S ystem for u sers of the
IBM Personal Computer. The system
allows the user to transfer all basic accounting functions to the microcomputer wi tho ut depart ing from s tan dard
practices or formats. The SBSG modules include general ledger, accounts
payable, accounts receivable, payroll,
invoicing and inventory. All accompanying manuals are in lay person's terms
and include 30 -days free telephone support. Phone Mary Ann Driscoll, (617)
692 -3800.
Information Science's Service Division,
InSci, has developed a nationwide payroll and human resource service. This
service provides a maximum 48 -hour
turnaround from the time the payroll/
personnel information is entered into
the terminals at the customer's premises
to the delivery of checks and reports to
the user. Intended for companies with
as few as 100 and as many as 15,000
employees, the service combines both
personnel and payroll data to ensure
compatibility between those records.
For more information write to Information Science Inc., 95 Chestnut Ridge
Rd., Montvale, N.J. 07645.
Computer Parts Exchange is offering
the services of the CPX Locator Task
Force on a national basis, free of charge,
to companies having trouble locating
computer parts and supplies. The average request is honored within 24 hours
with the manufacturer identified from
the CPX Locator Task Force's source
library, which is updated daily. Should
a particular request prove to be beyond
the firm's expertise, the customer would
be referred to an expert on the subject.
Phone Larry Levinson, (213) 709 -4003.
Miller Freeman Publications is publishing a new, bimonthly magazine called
Portable Computer.Devoted to developments and applications of the new wave

of portable computers coming on the
market, articles will be geared to the
nontechnical user of portable computers. Phone Stephen J. Schneiderman,
(415) 397 -1881.
United Micro Systems, Inc. has introduced TaxCut, a software program for
personal computers. TaxCut allows users to test outcomes of many tax - related
alternatives and, when data is entered,
provides a print -out of a complete return that is ready to sign and mail. Programmed for all provisions of the latest
tax laws, it includes the new deduction
for married couples who both work, all savers' certificates, charitable contributions for those who don't itemize, and
tax - related IRAs and Keo gh plans.
Phone (800) 972 -7479.
A store distribution center system has
been developed by W&H Systems to
eliminate mistakes in paperwork. The
distributed data processing and material
handling system has been specifically
designed for retail chain distribution
centers. Using an IBM Series One computer, bar codes, hand -held laser scanners, CRTs and computer driven label
printers, the system captures receiving
data and produces store distribution
slips, price tickets, carton shipping labels, and post load manifests. It communicates with the host computer to
update its purchase order status, provides input for merchandise allocation,
and permits store charging. Phone Kent
Warner, (201) 933 -7840.
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Radio Shack, a division of Tandy Corp.,
is offering an enhanced version of the
VisiCalc budget planning and forecasting program for the TRS -80 Model II
microcomputer. New features of the VisiCalc Enhanced software include the
ability to generate much larger spread
sheets and produce simple graphs. An
entry editor, logical and comparison operators, and built -in math functions also
are included. Another new program,
Electronic Broker, organizes and maintains securities transaction records and
associated accounting information. It is
ideal for stock brokers, investment advisors, accountants and small bank trust
departments. Phone Tana C. Grubb,
(817) 390 -3300.

Internal Controls, Financing the Smaller Business, and Time Management.
Phone Bill Grollman, (914) 241 -4920.

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

Two new tax - deferred financial planning products, Compass -I and Compass -II, have been developed by Massachusetts Financial Services (MFS) and
Sun Life Assurance Company of Canada. The combination fixed /variable annuities combine the benefits of tax -deferred growth with the special features
of an insurance company annuity and a
ch oi ce o f mo n ey mark et, bo nd an d
stock portfolios, as well as a guaranteed
safety of principal and interest account.
Compass -I has been designed exclusively for IRS - qualified retirement programs. Compass -II has been designed
for personal investment programs, as
well as for IRS - qualified retirement
plans. Phone Roger E. Carlock, (617)
423 -3500.

Madeline Krakowsky, Editor

&

New Products/ Services
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Ifyoustickwithtimesharingafter
reading thisad,YOUhaven
readthisad.
,I t

Typically, financial planning
on a timesharing service runs $2,000
a month and more. Month after
month after month.
And it doesn't take a spreadsheet to figure that as a $24,000 a- year -after -year expense.

The incredibly cheap alternative.
The Financial PlannerTm from Ashton -Tate
can stop this cash drain once and for all.
You pay $700 — one time — for the Planner.
And handle your financial planning quickly, easily
and completely on your microcomputer.
Without having to share your time or your
money with anyone.

A forecaster's dream come true.

"what if" alternatives. Analyze new business
ventures and mergers. Plan real estate acquisition
and development. And fine tune operations until
you reach the financial objectives you've set.
It's one of the most comprehensive business
tools available on any computer. All for a fraction of what you've been spending on timesharing
services to do the same things.

For the ardent skeptics.

It may sound too good to be true, but you
The Financial Planner has enough depth to
can check out the Financial Planner with no
solve the most complex business problems you can financial risk.
foresee, yet can be used almost intuitively.
Run through a hands -on demo at your nearest
The Planner automatically performs calcula- computer or software store. Then take a package
tions on individual items, rows, columns and entire home and use it for 30 days on your IBM PC or
models. Understands conditional logic. Solves
CP /M microcomputer. If it's not everything we
simultaneous equations. Computes Present Value said it was, just return it and you'll get your
and Internal Rate of Return. Reads and writes
money back.
I
I
'
m
dBASE
files. And much, much more.
For the name of your nearest dealer, contact
But you use abbreviated names, not mysteri- Ashton -Tate at 10150 West Jefferson
ous formulas. And you communicate with the
Boulevard, Culver City, CA
90230.
computer in the English -like vocabulary of FPLTm
Or better yet, call (213)
(Financial Planning Language), so you can easily
204 -5570 today.
set up your budgeting and evaluation models.
Time's a- wasting.
Editing and report - writing are an integral part
of the package, and you can preview results on
the screen, then produce presentation - quality
financial reports directly.
And when you have your models and reports
just right, you can automate them so even your
President can run them.
With the Planner, you produce P & L forecasts
and financial consolidations in minutes. Explore
C7' /M is a trademark of Dgital Research
OAshton -Tate 3983

The
Financial
Planner'"

ASHTON TAJE N

How to *re
someoneyoullKe.
,
person can live with. But by all
means be truthful.
The specWW
spec' ' for 34 years.
Robert Half pioneered the concept of specialized recruiting. Be- '
cause a specialist does a better job.
His annual survey booklet has
become the standard guide of government and business —since 1950.
In fact,when a Senate Committee needed expert testimony on
recruiting practices in the account-'
ing profession, they called him.
With 80 offices in 3 countries,
the Robert Half organization is the
largest specialized recruiter —
which means we can give you the
best choice of first -rate
candidates.
So when you hire
somebody recommended by a Robert
Half office,you may
save yourself the
agony of firing.
-,

-

-

-

-

-----

lease send me your booklet How To Hire Smart.
:oupon to Robe rt Half International, Inc.,
P.O. Box 4157, NewYork, NY 10163.)

i

Some people need a drink to
do it.
Others toy with the idea for
months before they get up the
courage.
But you can take a lot of pain
out of the experience.
With the techniques Robert
Half reveals in his new 16 -page
booklet,How To Hire Smart.
It tells you how to interview
How to hire.
How to fire.
It's condensed from Robert
Hales 34 years of specialized experience in financial, accounting and
edp recruiting.
And it's yours free as soon as
you call any one of the 80
Robert Half independently
owned and operated
offices (look in the white
pages for our number,
or simply fill in the coupon
below).
Meanwhile, here are a few
hints from the booklet.
Don't drag it out.
When you have to let somebody go, don't hem and haw. The
longer you wait to spring the news,
the tougher it gets.
Be super tactful. Do your
best to give an explanation that the

Company
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I
I

Address
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=accounting, financial and edp personnel specialists
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