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A kid with leukemia can die from a cold.
Leukemia is a disease of the blood-forming 

tissues. It keeps the body from producing the 
necessary amounts of normal white blood cells to 
fight infection.

An infection that means a day in bed for a 
normal child is a threat to the life of a child 
with leukemia.

Today research has made enormous progress. 
At one time, leukemia victims lived only a few 
months. Now, in some cases, we can prolong their 

lives a few years. That’s good. But not good enough. 
Even though we’re closer to a cure, 

leukemia is still the major cause of disease and death 
in kids between the ages of 3 and 14.

We want to save the life of every 
leukemia victim.

We can’t do it without a healthy contribution 
from you.

We want to wipe out cancer in your lifetime. 
Give to the American Cancer Society.

 



letters

Dear Sir:
I appreciated your publishing 

“Accounting Volunteers Aid Mi­
nority Business in New York City,” 
on page 7 of the January-Febru­
ary, 1972, issue. As a member of 
the New York State Society’s Com­
mittee on Community Affairs and a 
person who has a healthy respect 
for the talents of the smaller CPA 
firms in the field of management 
consulting, I feel prompted to sup­
plement the previous report.

For some time now, minority en­
terprises in New York and New 
Jersey have had the benefit of in­
terested and concerned CPAs ren­
dering management consulting and 
advisory services. Interest in such 
services has been sparked by 
thoughtful community relations ef­
forts of the respective CPA state 
societies, which have established 
committees to plan and coordinate 
these services. Knowing well that a 
number of larger CPA firms had es­
tablished their own community as­
sistance programs, the respective 
committees directed their appeals 
to CPAs in general and obtained 
volunteers principally from smaller 
CPA firms. As of the time of writ­
ing, there are over 100 volunteers 
available in the New York City 
metropolitan area and in upstate 
New York, principally the Roches­

ter area, and about the same num­
ber in New Jersey, principally in 
and around Newark, Paterson, and 
Camden.

In general, contact with the mi­
nority entrepreneur in need of help 
is established through a recognized 
minority business assistance agency 
contacting liaison representatives of 
the CPA state society committees. 
Often the agencies have to be sold 
on the availability and competence 
of professional volunteer help. 
Through a number of successfully 
concluded client engagements the 
appeal of the programs has been 
broadened, and the image of the 
CPA as a cold fish with a green eye­
shade is beginning to yield to the 
much better image of the concerned 
individual who will do all he can 
to increase the viability of minor­
ity business. Many of the minority 
entrepreneurs may require ongoing 
assistance; this is generally not pro­
vided by the volunteers acting as 
consultants. They are, however, in­
strumental in helping to locate 
sources of ongoing assistance and 
of business management education.

To be more specific, let me pre­
sent a case history. The client, a 
lady with some experience in perso­
nal, door-to-door, and group selling 
of cosmetics and women’s wear, but 
without in-store retailing experi­
ence, required assistance as to the 
practicability of opening a small 
store of the boutique type in mid­
town Manhattan. The volunteer, 
Leonard C. Hirsch, CPA, examined 
the proposed location as to ade­
quacy, neighborhood, and cost, 
studied present sources and condi­
tions of supply, and then set up 
projections of level of sales required 
to break even, of estimated capital 

requirements for starting up, and 
of the extent of financing help re­
quired. In so doing, the volunteer 
supplemented his own knowledge 
through discussions with a realtor 
and a retail consultant, and reached 
the conclusion that, at this time, the 
proposed venture would be unlikely 
to break even. The recommenda­
tions given the client included sug­
gestions for gathering experience in 
full-time or part-time selling in a 
boutique type store, for lining up 
additional apparel suppliers and ob­
taining advice as to appropriate 
merchandise to be stocked, and pos­
sibly starting cosmetics distribution 
in an off street-level location to save 
on operating costs. The volunteer 
also referred the client to a resource 
person at the National Retail Mer­
chants Association. Since the 
recommendations were given to the 
client only a short time ago, it is 
not yet possible to indicate client 
reaction.

While perhaps not all the pres­
ently available volunteers have 
been used to indicated capacity, it 
is probable that the need for cap­
able volunteer help will continue to 
increase. Those interested in par­
ticipating in established programs 
should contact the respective CPA 
state societies.

John Rapp, CPA 
Louis Sternbach & Company 

New York

Currently 27 state CPA societies 
have established programs of as­
sistance to minority business enter­
prise. The principal objective of the 
AICPA committee on economic op­
portunity is to encourage state so­
cieties to develop these assistance 
programs—Editor.
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J. Louis Wargo • Accurate Standard Costs for Foundry Labor and Overhead................ p. 19
Traditionally, foundry product costs and prices are 
expressed in terms of pounds of castings. However, 
unless there is only a minor fluctuation in product mix, 
the comparison of actual costs to budgets established 
on a per pound basis often results in an incorrect 

measurement of cost performance or in an unexplain­
able change from the previous month, the author 
observes. He suggests costs be derived from a more 
specific budget determinant, such as machine hours 
or units produced.

Belverd Needles, Jr., James C. Caldwell and Doyle Z. Williams • Pollution Control: 
A Framework for Decision Making and Cost Control.................................................. p. 24

Those responsible for monitoring the financial health 
of an enterprise must have a firm grasp of the dimen­
sions of the issues surrounding the control of pollution 
and its related costs, the authors maintain. A Pollu­

tion Control Information System is presented which 
identifies the internal and external constraints and 
critical decision points in handling the problem of 
pollution abatement.

John Walsh • Venturing Beyond the Pass . .
In most cases where ventures fail, ask management 
what it wants from R&D and then ask R&D what it 
thinks management wants, and you will get two differ-

................................................................... p. 32
ent answers, this consultant says. Communication be­
tween various company departments, management 
levels, and outside sources is necessary for success.

Guy J. Agrati • Practical Considerations in Common Stock Repurchase................................... p. 35
Common stock repurchase is a valuable financial tool 
which can be used to fund stock options, acquisitions 
for stock, and convertible obligations to the company, 
as well as enhance earnings per share, this author 

declares. He outlines a method for measuring effi­
ciency of a given repurchase proposal, relating gains 
resulting from an actual repurchase to potential gains 
from a no-cost reduction in stock outstanding.

A publication of the American Institute of Certified Public Accountants. Opinions expressed in Management 
Adviser are those of the editors or contributors, and may differ from policies of the AICPA and its committees.

Management Adviser, May-June, 1972. Published 
bimonthly, Vol. 9, No. 3. Subscription rates: $12.50 
a year, $2.25 a copy. Publication, editorial and 
business office: 666 Fifth Ave., New York, N.Y. 

10019. Second-class postage paid at New York, N.Y. 
Change of address notices and orders for subscriptions 
are to be sent to 666 Fifth Ave., New York, N.Y.
10019. Subscribers ordering an address change must 

give four weeks’ notice and both old and new ad­
dress, including ZIP code number. Copyright, 1972, 
by the American Institute of Certified Public Ac­
countants, Inc. Member Audit Bureau of Circulations.
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Howard M. Carlisle • Developing the Adaptive
The environment in which firms must operate is be­
coming increasingly characterized by change while 
at the same time the complexity of business operations 
tends to create bureaucratic organizations aimed at

Organization .......................................... p. 40
stability and control. The modern manager must seek 
to make his organization adaptive and innovative, the 
author states, and presents four structural approaches 
to creating a more viable operation.

James H. Fischer • Revitalizing Internal Reporting for Foreign Operations.......................... p. 44
Internal reporting for foreign operations should in­
clude key financial and operating data plus environ­
mental data, this author says. Newcomers to the 
multinational scene are advised to be sure that their 

foreign affiliate’s local management knows the place 
its operation occupies in the community, the impor­
tance of contacts with local government, and the neces­
sity of keeping abreast of local news developments.

Louise H. Dratler • Managing Pension Funds Sensibly, Profitably, Safely.........................  p. 51
Pension fund investments can be handled in several 
ways: through the employment of one outside “money 
manager,” of several, or of an in-house adviser. The 

pros and cons of each approach were discussed at the 
Seventh Annual Financial Conference of The Con­
ference Board and are reported on in this article.

DEPARTMENTS

Leiters...........................................................................  p. 1

People, events, techniques............................................................................................................  p. 5

What people are writing about.................................................................................................... p. 54
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ability.
The ability to do a job well. To learn. To take orders.

And to give them. ■ The Armed Forces spend over $3 billion 
yearly on training servicemen. That means many veterans have 

skills you can use from the moment they’re hired. And if they need 
further training, monthly allowances under the Gl Bill can 

supplement their wages while they are in approved training 
programs. ■ Hire veterans. Put their ability to work. ■ For help 

in hiring veterans, contact your local office of the State 
Employment Service; for on-the-job training information, 

see your local Veterans Administration office.

Don’t forget. Hire the vet.

4 Management Adviser
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people, events, techniques

Finance, Marketing, Administration Follow Division Management as Major Sources 
Of Top Management Appointment, Michigan Survey Indicates

Who is most likely to be pro­
moted to top management positions 
in American industry? While divi­
sion management is the chief source 
of newly promoted presidents, ex­
ecutive vice-presidents, and vice 
presidents, major secondary sources 
for these posts are finance, market­
ing, and administration, a recent 
survey finds.

The survey was conducted by 
the Graduate School of Business 
Administration of the University of 
Michigan with the cooperation of 
the executive search firm of R. M. 
Schmitz and Company, Incorpor­
ated, Chicago. The report covers 
563 executives promoted during the 
first six months of 1971.

The Report on Management Suc­
cession was prepared by Dean 
Floyd A. Bond and Associate Dean 
Alfred W. Swinyard, both from the 
business school.

“Promotions to top executive po­
sitions were largely made from 
within the firm,” the report states. 
However, “in the case of presidents 
and chief executive officers nearly 
one out of five came from an out­
side company immediately prior to 
accepting the new position. Indeed, 
this ratio somewhat understates the 
extent to which these promotions 
presented an infusion of new ideas 
into the company by hiring from 
the outside. Many presidents and 
chief executive officers said to have 

been hired from within had, in fact, 
been with their companies for only 
short periods of time.”

Eighty-five per cent of the newly 
promoted executives were found to 
be college graduates, and 37 per 
cent held advanced degrees. Only 
2.5 per cent had just a high school 
education and nearly 4 per cent 
held doctorates. Business and engi­
neering were the most common 
fields of study among the execu­
tives holding bachelor’s degrees. 
Twenty-six per cent of the execu­
tives held master’s degrees; about 
half of these degrees were in busi­
ness. Law degrees were held by 
11 per cent of the executives.

The average age for executives 
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promoted to presidents that were 
not chief executive officers was 48 
and the average age for those pro­
moted to president and chief ex­
ecutive officers was 46.

“The average age reported by 
the executives promoted during the 
first six months of 1971 is about 
two years lower than that reported 
five years ago,” the study observes.

The survey found the average 
salary for president and chief ex­
ecutive officers was about $64,000; 
for presidents not CEOs, $68,000; 
for executive vice-presidents, $54,- 
000; and vice presidents, $45,000.

Thirty-nine per cent of the newly 
promoted executives were given 
stock options; over 70 per cent 
expected to receive a cash bonus; 
and about one-third of the execu­
tives participated in a deferred pro­
fit-sharing plan, the research team 
found.

The researchers are now analyz­
ing similar data collected since 
1966 to identify significant five-year 
trends and to provide more de­
tailed analysis on key aspects of 
management succession and com­
pensation. Those interested in these 
findings may write to Associate 
Dean Swinyard, The Graduate 
School of Business Administration, 
University of Michigan, Ann Arbor, 
Mich. 48104.

Executive Recruiter Says 
Middle Management Jobs 
Becoming More Plentiful

Middle management positions 
are becoming more plentiful, ac­
cording to one executive search 
expert. This indicates to him 
that economic conditions are im­
proving.

The biggest cutbacks in mana­
gerial talent during 1970 and 1971 
were at the middle management 
level, reports Kurt Einstein, presi­
dent of Einstein Associates, New 
York.

“Middle-management personnel 
were directly engaged in execut­

ing many of the programs that 
were eliminated,” Mr. Einstein said. 
Consequently, “they were left with 
no real job responsibilities and were 
expendable.”

Now the companies need to “go 
outside to obtain the personnel 
qualified to implement and directly 
supervise new projects,” he said, 
because they are making plans for 
expansion again. Mr. Einstein said 
that acquisitions and mergers are 
also being sought “in anticipation 
of more profitable conditions” this 
year.

Mr. Einstein reports there is in­
creasing hiring from minority 
groups for management positions. 
This observation agrees with a simi­
lar finding made by another execu­
tive search firm president, Les Korn 
(see M/A, March-April, ’72, p. 
10).

Maryland Bank Offers
Consulting Services
In Mid-Atlantic Area

The Maryland National Bank 
has announced it is now offering 
a management consulting service 
to businesses in the Mid-Atlantic 
region.

The service is to be known 
as Maryland National Consultants.

Chairman of the Board Robert 
D. H. Harvey explained, “As Amer­
ican business continues to become 
increasingly complex, the common 
concern of all managers will be the 
need for knowledge of how to best 
utilize their organization’s resources 
to make intelligent decisions affect­
ing growth and profit.

“As the external consultant is 
being looked to for ways in which 
problems can be transformed into 
opportunities for progress, it is ap­
propriate for banks to offer our 
experience and expertise in this 
field to the business community.”

The services Maryland National 
Consultants will offer include cost 
reduction, work measurement, bud­
getary control, and profit planning.

ITT Cost Reduction 
Program Adapted for 
Other Companies

Many companies are asking their 
employees for new ways to save 
money on their own jobs. ITT, the 
originator of this idea, is said to 
have saved $73,000 for every $1,- 
000 it has put into this employee 
cost cutting program.

“The main reason for the pro­
gram’s success is that it gets 
across the cost reduction message 
in terms that are meaningful to the 
employee,” said George J. Schmidt, 
president of Industrial Motivation, 
Inc., New York. Mr. Schmidt’s com­
munications consulting firm has in­
terpreted ITT’s idea into its own 
Buck A Day (BAD) program and 
says it has had a high degree of 
success with it in companies of all 
sizes.

“Let’s face it, just about every 
job has the potential for a dollar 
a day in cost savings and when you 
challenge the employee he can fre­
quently find it—and sometimes a 
lot more. The big point is that cost 
reduction becomes something that 
the employee helps to do, rather 
than something that is done to 
him,” Mr. Schmidt explained.

Although the program offers the 
workers no monetary rewards, some 
companies have had close to 100 
per cent employee response to the 
BAD program, Mr. Schmidt said. 
He attributed this to the employee’s 
concern with the financial health 
of his company. The employee is 
“just waiting for the invitation to 
participate,” the consultant said.

Industrial Motivation uses post­
ers, booklets, charts, mailings, 
newsletters, and presentations in its 
tongue-in-cheek BAD campaign. In 
one issue of the program’s weekly 
newsletter, the employee is shown 
that his company is sympathetic to 
his own inflationary problems 
through the presentation of a plan 
to start a BAD program at home 
for the reduction of household ex­
penses by a dollar a day.
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‘Age of Skepticism’ Prompts Computer Users to Demand System Adaptation to Their 
Needs, AMA Speakers Assert; Survey Shows Charge-Back Programs Well Accepted

EDP users are no longer willing 
to accept and conform to the limi­
tations of the computer; users are 
demanding data processing that 
fits their needs, speakers at the 
American Management Associa­
tion’s Annual Systems Management 
Conference, March 6-8 in New 
York, maintained. The days of com­
puter worship are over, the speak­
ers said.

Donald P. Kircher, president of 
The Singer Company, told the con­
ference, “We are now entering a 
period during which the users of 
information systems will assert their 
right to full partnership with equip­
ment designers and suppliers. In 
fact, they will go somewhat further 
and insist upon being primus inter 
pares, that is, first among equals.”

Mr. Kircher declared, “the Age 
of Faith is over and the Age of 
Skepticism is upon us . . . intelli­
gent users are about to lay profane 
hands upon these systems with the 
purpose of having them bent and 
shaped to perform the tasks which 
they define for them rather than 
supinely genuflecting and accepting 
the gospel according to the ex­
perts.”

In Singer’s own case, manage­
ment decided it needed an inexpen­
sive electronic terminal that could 
be operated by sales people without 
training in each of its more than 
one thousand retail stores. Singer 
presented this need to various 
equipment suppliers and “they ex­
hibited a vast lack of interest in 
designing and supplying such a sys­
tem,” Mr. Kircher said.

However, Singer had acquired 
a business equipment division that 
it persuaded to undertake the 
task. Singer then decided to 
broaden its objective and to serve 
the entire retailing industry as well 
as its internal purpose with the new 
devices, Mr. Kircher explained.

“Once the users fully understand 
that the material achievements of 
the last two decades can now, by 
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the exercise of some imagination on 
their part and a different type of 
innovation on the part of engineers 
and suppliers, be fully applied to 
their specific problems, applications 
now undreamt of can quite rapidly 
become reality,” Mr. Kircher said.

A less dramatic means of filling a 
company’s systems needs was de­
scribed by John F. Odeneal.  His 
company decided time sharing 
could solve its EDP problems.

“Primarily the very factors re­
quired to introduce computers to 
industry led naturally to the em­
phasis on batch processing, be­
cause that is where the immediate 
savings lay,” explained Mr. Ode­
neal, manager of systems of the in­
ternational division of FMC Corp,, 
New York. “This, in turn, directed 
attention to rearrangement of data 
processing procedures to accom­
modate the computer (parasitic) 
rather than ‘doing our thing,’ and 
making the computer help us (sym­
biotic).”

When FMC International was 
designing its information system it 
decided that the system must be 
symbiotic. “Symbiotic, because an 
MIS must use the information al­
ready available,” Mr. Odeneal said. 
“The whole operation of a company 
cannot be stopped to collect ex­
traneous data for ‘special reports to 
management.’ ”

Although FMC has extensive 
computer facilities, Mr. Odeneal 
stated, the FMC International MIS 
operates on time sharing. He com­
pared this to driving a Ford when 
one could afford a Cadillac. The 
reason for this is “because we pre­
fer to drive ourselves rather than 
be chauffeur-driven.”

The five major reports that form 
the backbone of the FMCI MIS 
are: individual daily order and 
billing summaries; insurance re­
ports; product summaries; collec­
tion dates; and open order product 
summaries.

Explaining the economics of the 
system, Mr. Odeneal said, “The 
MIS I am describing costs FMC 
International about $1,000 a month 
in time-sharing charges. The order 
and billing write-up about $2,000. 
I mention it ... to point out that 
during the October-November dock 
strike our costs dropped rapidly 
since we didn’t process as many 
orders. A further savings, however, 
was that we didn’t have to pay 
personnel during that period.”

Another conference speaker who 
touched on the economics of the 
data processing operation was B. J. 
Wright, director of data systems 
services for Percy Wilson Mortgage 
and Finance Corp., Chicago, Ill. In 
his presentation, “Managing Data 
Processing Operations,” he ad­
vised, “Every operations manager, 
whether he is requested to or not, 
should prepare a one-, two-, and 
five-year monetary, equipment, and 
people plan. This plan should in­
clude a detailed yearly budget for 
the operations area. This budget 
should then be used as a working 
tool to establish the position of his 
operation in relation to where the 
operations manager is expected to 
be.

“The historical data acquired by 
comparing this budget with actual 
information can then be used to 
determine the validity of future 
budgets. It is good to keep in mind 
in establishing budgets that we 
need not use a complex tool when 
a simple one will do the job. Too 
many times we budget for paper 
clips and lose sight of the cost of 
operations.”

Other advice offered by Mr. 
Wright included: operations needs 
follow-up audit for all phases of 
its plan and work; operations 
should establish standard times for 
jobs according to volume and 
charge on that basis; and opera­
tions must look at expenses in light 
of money saved and money earned.
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Nationwide Insurance Companies 
has found a restructured work week 
a key factor in improving the eco­
nomics of its EDP operations, Brad­
ley D. Kirk, vice president-systems 
and data processing, told the con­
ference.

“The high cost of computers, 
whether rented or purchased, 
makes it essential to maximize the 
number of hours that computer 
equipment is used,” Mr. Kirk said. 
“For our multicomputer center, we 
have four 15-operator shifts, each 
shift working a 12½ hour day and 
a three-day week.”

Working hours are either 11:30 
a.m. to midnight, or 11:30 p.m. to 
noon, on either Monday, Tuesday, 
and Wednesday, or Thursday, Fri­
day, and Saturday. Sunday opera­
tions, when required, are an over­
time situation. The shifts periodic­
ally rotate so there is no salary dif­
ferential. The computer center is 
located in Ohio and state law does 
not permit women to work 12 hours 
a day, consequently no women are 
operators.

“The three-day work week re­
stricts a person to mostly working, 
eating, and sleeping during his three 
days on the job, and requires a 
higher than average degree of per­
sonal maturity and recognition of 
job responsibility. Normal life pat­
terns are interrupted and personal 
relationships and family activities 
are affected,” Mr. Kirk admitted. 
“On the plus side for the individual 
is the very real four days off fol­
lowing his work week completion.”

Mr. Kirk concluded, “We, at 
Nationwide Insurance, having had 
seven years experience with the 
three-day work week, can truth­
fully say that it has solved many 
more problems than it has created 
... In my opinion, any multi-shift 
operation with heavy weekend us­
age of overtime should give serious 
consideration to some form of the 
three-day work week.”

One of the final conference 
speakers was Dr. William Dill, 
dean of the Graduate School of 
Business Administration at New 
York University. He characterized 
the generation of computer users 

now emerging from the nation’s 
colleges and graduate schools.

The new generation of users has 
had some basic training in compu­
ter-related areas and accepts com­
puters as personal tools and part of 
the business scene, he said. They 
may be better able to communicate 
with systems designers and man­
agers than their predecessors. How­
ever, Dr. Dill said, they will not 
necessarily support expanded bud­
gets for systems groups or the ex­
pansion of the computer’s influence.

Characterizing the new gradu­
ates, Dr. Dill said, “Systems to the 
best of them are not just computer 
systems, not just organizational sys­
tems, but entities in which the 
whole man is recognized and re­
spected.

“If you would like today’s 
young graduates to be less con­
cerned about the whole man and 
more 'gung-ho’ about expanding 
computer usage in business and 
government, you invited the wrong 
dean to speak to you today,” Dr. 
Dill told the AMA conference.

Charge-back generally accepted

Perhaps the newest information 
conveyed at the conference was 
saved for the end. The findings of 
an AMA research report, “Manage­
ment Systems in the 1970s: Selling 
and Servicing a Tougher Cus­
tomer,” a study made by Mil­
ton M. Stone, a consultant and 
contributing editor to Datamation, 
and Dale Tarnowieksi, an AMA 
senior research associate, were pre­
sented by Datamation Editor Rob­
ert B. Forest. The AMA is publish­
ing ,the complete survey in June.

They received survey replies 
from 357 information systems exec­
utives and 220 general management 
executives.

Among their findings was a gen­
eral acceptance of the charge-back 
system for EDP operations, in 
which the department or division 
that ordered a specific computer 
operation is charged with the ex­
pense of the operation. Apparently 
both systems and general execu­
tives feel this approach results in 

cost-justified systems requests and 
does not hamper systems develop­
ment, as feared.

While the general executives feel 
that accessibility of computer-based 
information will eliminate the need 
for some layers of management, 
more than half of the systems ex­
ecutives disagree, the AMA study 
shows.

Skills requirements rising

It is interesting that both groups 
of managers feel that systems man­
agers of the future will only need 
a limited amount of technical 
knowledge, but will have to have 
managerial, communication, and 
business skills.

The entire research report will 
be distributed to all members of 
the AMA’s Management Systems 
and Sciences Division in June. 
Other AMA members may order 
the report for $5 a copy, non­
members for $7.50. Orders should 
be sent to the order services de­
partment or the AMA bookstore 
at AMA headquarters, 135 West 
50th Street, New York, N.Y. 10020.

Ivy League Colleges
Join in Study of
Undergraduate Costs

Nine eastern universities and 
colleges are engaged in a coopera­
tive study of the cost and financing 
of undergraduate education.

The study is supported by a 
$310,000 grant from the Alfred P. 
Sloan Foundation. The participat­
ing schools are: Amherst College, 
Brown University, Dartmouth Col­
lege, Harvard University, the Mas­
sachusetts Institute of Technol­
ogy, Mount Holyoke College, 
Princeton University, Wellesley 
College, and Wesleyan University.

Dartmouth President John G. 
Kemeny explained, “The crisis in 
higher education brought about by 
rising costs, expanding program 
demands, and decreasing sources of 
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financial support has challenged 
colleges and universities to reex­
amine their plans for financing the 
educations they provide.”

Dr. Kemeny stated that the study 
will serve as a model for other col­
leges and universities facing the 
same problems and may “ultimately 
make possible a multi-institutional 
program to meet the problem of fi­
nancing undergraduate college ed­
ucation.”

Four areas reviewed

The study will amass data in four 
areas: the total cost of undergrad­
uate education at each of the par­
ticipating schools; the ability 
and willingness of the families of 
all students at the nine institutions 
to pay a share of that cost; the 
ability of students to pay for a 
larger share of their education 
through future earnings; and vari­
ous plans for collection of fees and 
provision of financial aid.

From 40 to 60 per cent of the 
undergraduates currently at most 
of the cooperating institutions re­
ceive some form of financial aid. 
In recent years the colleges have 
increased financial aid to broaden 
the mix of their student bodies, to 
provide opportunities for minority 
group members, and to ease the 
pressure of costly tuition bills on 
middle and lower income families.

Ready for Class of '77

December, 1972, is the target date 
for the completion of the study. 
The college presidents hope the 
programs indicated by the study 
will be implemented before the 
acceptance of the class which will 
enter college in September, 1973.

Each college will appoint an ad­
ministrative officer as project direc­
tor to be responsible for implemen­
tation on his or her campus and to 
work with the policy committee, 
composed of one top executive from 
each participating school. An 
independent consulting firm will be 
retained to assist the project direc­
tors and policy committee in col­
lection and coordination of data.

New NCR 399 can serve as either input or output unit to another computer; 
can serve as self-contained data processor; or can be used as electronic 
accounting machine.

NCR Shows Versatile Minicomputer That Sells 
For $14,000; Unit Will Rent for $420 a Month

A minicomputer which combines 
the abilities of a low-cost data proc­
essing system, an electronic ac­
counting machine, and also serves 
as either a terminal input or output 
unit for a larger central computer 
was shown recently in NCR world 
headquarters in Dayton, Ohio.

R. Stanley Laing, NCR president, 
in presenting the product, the 399, 
said that it has the simplicity of 
an operator-oriented electronic ac­
counting system, but also the speed, 
computational ability, and decision 
making capacities of a computer.

“It can function as a small, self- 
contained data processing system or 
as a satellite to most larger com­
puter systems including members 
of the NCR Century series,” he 
went on. “In addition a 399 can 
communicate with another 399, thus 
making it possible to link together 

at low cost widely scattered plant 
or office data processing opera­
tions.”

With the basic system priced at 
$14,000, or renting for $420 a month, 
NCR expects to install thousands of 
the systems over the next few years 
across a wide spectrum of business, 
Laing said. He listed as some of 
the markets NCR expects to attract, 
retail organizations, wholesale firms, 
hospitals, and school and govern­
ment offices.

The system has a modular de­
sign, allowing it to be expanded as 
the user’s requirements change. For 
example, the basic system’s 8K 
memory capacity can be increased 
in 2K modules by simple substitu­
tion of larger memory modules.

Another innovation is the use of 
magnetic-type cassettes not only for 
data storage but also for entering 
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various data processing programs 
into the computer. Cassettes can 
also capture data as a by-product 
of normal posting operations per­
formed on the computer as part of 
regular accounting operations. 
These stored data can later be en­
tered into the computer, so that it 
in turn can automatically prepare 
management reports and update 
business records.

First deliveries of the 399 are 
scheduled for this fall and volume 
production will begin in 1973, Laing 
said. “The 399 is one of the most 
important products ever introduced 
by our company,” he added. “We 
are anticipating a market measured 
in the hundreds of millions of dol­
lars over the next several years for 
this new family of equipment.”

Use o£ Minicomputers
For Decentralized
Companies Praised

While the minicomputer may be 
small, the number of its potential 
applications is not, an American 
Management Association briefing 
pointed out March 10.

One enthusiastic mini user, John 
J. Wilk, told the audience, “I don’t 
think you should waste any time. 
Jump in; the water's  warm.

Mr. Wilk is president of Trans­
Net Corporation, Union, N.J., an 
EDP service company. One of the 
computers used in TransNet’s time 
sharing operation is a minicompu­
ter. It has been used by TransNet 
clients for: inventory control, entry 
of orders, updating invoices, survey 
analysis, parts explosion, financial 
reporting, production control, job 
costing, coordinate geometry, and 
teaching programing to high school 
students.

“There are few areas where the 
minicomputer does not apply,” Mr. 
Wilk said. “The minicomputer is 
not a toy,” he reminded the busi­
nessmen. “It is a replica of the 
larger and more expensive compu­
ters.”

Mr. Wilk told the audience that 
they should not fall prey to the 
idea that a computer must be com­
pletely filled with programs and 
running all the time. Even with 
limited usage a computer can be 
economically justified, he said.

TransNet was once consulted by 
a frozen food company that had 
four warehouses and a perishability 
problem, Mr. Wilk related. Trans­
Net suggested that a minicomputer 
could help to solve the company’s 
spoilage problem by keeping track 
of which items came in when and 
in what order they should be sent 
out. Even though the minicomputer 
would only be in use 10 per cent of 
the time, TransNet felt the mini 
was advisable, Mr. Wilk declared.

The minis are particularly well 
suited to small companies, ware­
houses, and divisions or depart­
ments of larger organizations, Mr. 
Wilk said.

Although he does not know 
of a management information sys­
tem that is now running on a mini­
computer, Mr. Wilk predicted it 
was only a matter of time.

Many people are reconsidering 
the economies of scale of large 
central processing centers, Paul A. 
Gillis, director of systems develop­
ment for Computing and Software, 
Inc., Paramus, N. J., told the AMA 
briefing.

While in theory these economies 
in practice the large scale 

operations have proved inefficient 
and companies are thinking of de­
centralizing their computer opera­
tions again, Mr. Gillis said.

The minicomputers allow man­
agement at remote locations to use 
data processing for discrete func­
tions, such as inventory control, 
and then to send the summary re­
sults to the company’s large central 
processing unit, he explained.

Mr. Gillis recommended mini­
computer software be provided by 
a turnkey arrangement. Since the 
supplier must live up to his prom­
ises, he is more likely to give the 
user an honest appraisal of what 
the system can be expected to do. 
However, Mr. Gillis cautioned, user 
personnel should be familiar with 

the tables which permit the user 
to vary his system within pre­
scribed limits, at least, and, prefer­
ably, with the software logic as 
well.

Reliability of the minicomputer 
system is very important and most 
of the minis from any manufacturer 
today are extremely reliable, Mr. 
Gillis said. But a user should de­
termine how much a computer fail­
ure will cost him, he advised.

Restart time vs. duplexing

Mr. Gillis believes that restart 
time is more important to a system’s 
reliability than duplexing is. With 
duplexing backup equipment is 
used; however, this requires a 
switching capability and the user 
must consider the reliability of the 
switches as well. If the system can 
be restarted in a fraction of a sec­
ond, then the loss is negligible and 
the effect of the system failure can 
be reduced to a minimum. Mr. Gil­
lis did add, though, that duplexing 
might still be necessary even if the 
system has a fast restart time.

Rodger Cady, manager PDP-11 
engineering, Digital Equipment 
Corp., Maynard, Mass., also 
pointed out the necessity for pro­
gram protection. If one element of 
the minicomputer system fails, does 
the whole system go down the 
drain, he asked. The minicomputer 
selected should embody the “fail 
soft” concept, he advised, which 
means another element can pick 
up the work of the one that failed.

Mr. Cady said that the periphe­
rals for the minicomputers are 
more reliable than those for bigger 
computers because they contain a 
smaller number of components, 
and, consequently, less can fail. 
The disc memory systems for the 
minicomputers are very inexpen­
sive, Mr. Cady said, 0.017 cents 
per byte in some instances.

A small disc base minicomputer 
system can cost $30-40,000 for the 
hardware, Mr. Cady said. How­
ever, the software costs become 
more visible in a small computer 
system, Mr. Cady cautioned.
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Computer Security 
Measures Inadequate, 
Diebold Reports

Many corporations are taking in­
adequate security measures to 
guard their computers against ac­
cidents and natural events, as well 
as criminal acts, a Diebold Re­
search Program study recently ob­
served.

“Despite the high risks, it is clear 
that investment in computer 
security is far too small in many 
corporations, and funds are poorly 
allocated for maximum effective 
protection,” the report states.

An effective security program 
should cover all the elements of 
the data flow cycle, not just those 
that begin and end in the computer 
room, the Diebold researchers say.

The exposure to any given threat 
or combination of threats should 
be calculated and the bulk of the 
security budget expended where 
the exposure is the greatest, the 
study advises.

Danger signs that can alert the 
corporation to where exposure may 
be the greatest include: the “show­
case” data center; an open-shop 
policy; poor housekeeping; inade­
quate physical protection; low em­
ployee morale; inadequate super­
vision and training; lack of divided 
control and rotation of responsibi­
lity; inadequate control of files and 
documentation; inadequate back­
up; inadequate operating pro­
cedures; no procedures for audit.

Each corporation should imple­
ment a minimal security program 
that includes: physical and en­
vironmental precautions; employee 
selection and training, morale and 
development, supervision; division 
and rotation of responsibility; tape 
control, backup, and records re­
tention; audit and evaluation.

An internal computer security 
audit staff should be formed, the 
Diebold researchers advise, to 
operate independently of the EDP 
function. The individual charged 
with the key responsibility for 
security of the total information re­

source should be the one to head 
this audit group.

Total security is beyond reach, 
the study states. Corporations must 
always be prepared to accept a cer­
tain amount of risk, the researchers 
maintain, but management should 
demand a reasonable awareness of 
the amount and nature of that risk.

The Diebold Research Program 
is an industry-sponsored continu­
ing study of the impact of change 
in management and information 
systems on today’s decisions and 
planning. The program is conduct­
ed by the professional staff of The 
Diebold Group, Inc., a manage­
ment consulting firm.

New IBM Message Unit
Doubles Previous
Terminal Capacity

IBM has developed a new com­
munications controller, the 3705, 
that coordinates data transmission 
between a computer and remote 
terminals on as many as 352 tele­
phone lines. This is twice the line 
capacity of any previous IBM con­
trol unit.

The communications controller 
has its own processor which en­
ables it to free the central com­
puter from such tasks as message 
assembly and allow the CPU to 
concentrate on more productive 
jobs. Control requirements can be 
programed into the 3705, rather 
than the central computer.

The 3705 has a modular memory 
that ranges in capacity from 16,000 
to 240,000 characters of data, avail­
able in increments of 32,000 charac­
ters.

The new controller operates with 
all models of the System/370 and 
most System/360 models. Almost 
all terminal devices offered by IBM 
can be linked to the 3705, the com­
pany states.

IBM says first customer ship­
ments are scheduled for July, 1972. 
Monthly rental charges range from 
$1,200 to $10,940. Purchase prices 
range from $57,000 to $449,000.

Job Enrichment, ‘Career
Pathing’ Advocated by
Metropolitan Life

Job enrichment and “career path­
ing” are two techniques used by 
Metropolitan Life Insurance Com­
pany to motivate its employees, the 
company’s vice president in charge 
of personnel, Willard W. Peck, told 
the Administrative Management 
Society recently.

The business world has “created 
jobs in the interest of economy and 
efficiency that are so sterile and 
so devoid of interest that, in many 
cases, they defy the ability of most 
anyone to stand them day after 
day,” Mr. Peck said.

Complete job important

He believes that, in almost any 
work situation, the opportunity to 
do  a complete job rather than just
a past is a main motivational
factor.

However, Mr. Peck cautions, “no 
matter how much you enrich a job, 
and thereby motivate the people 
who work at it, sooner or later, an 
employee is going to become de­
motivated if recognition through 
advancement is not forthcoming.”

He said that career pathing is 
particularly important to Metro­
politan’s younger employees. He ex­
plained the technique as the at­
tempt to “lay out avenues of ad­
vancement within our organization, 
along with specific performance 
and development criteria.”

“Meaningful purpose in life"

The college graduates of the last 
two or three years are driven by 
the need for a meaningful purpose 
in life, the speaker observed.

“They expect that the organiza­
tion they have joined is going to 
make a contribution to the common 
good; and that they, as individuals, 
are going to play an active and sig­
nificant role in helping their com­
pany make that contribution,” Mr. 
Peck stated.
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Companies Employing Ghetto Residents Urged to Try 
To Upgrade Workers’ Home Neighborhood Conditions

Workers living in ghetto com­
munities often feel totally isolated 
and cannot relate to others around 
them at their jobs, according to a 
survey recently completed by two 
professors at Temple University’s 
School of Business Administration.

Dr. Richard H. Viola and Dr. 
Jugoslav S. Milutinovich surveyed 
the employees of two large corpora­
tions in Pennsylvania and one mu­
nicipal agency in New England. 
They interviewed 265 blacks, 641 
whites, and 23 Puerto Ricans, using 
the Job Descriptive Index to meas­
ure the workers’ attitudes.

They concluded, “Life in the 
ghetto tends to develop and sus­
tain an entirely alien set of values, 
both of low educational attainment, 
low job status, and the stifling of 
hope,” Dr. Viola said.

“Workers reflect their frustration 
in their total reality relationship 
which in turn is reflected in their 
attitudes toward their jobs. They 
are less satisfied with their work, 
supervision, and promotion, and 
they show greater absenteeism, 
turnover, and lower initiative than 
their fellow employees, in many 
cases spreading their dissatisfaction 
among them,” Dr. Viola explained.

He pointed out that as there is 
growing pressure to integrate work 
situations slum dwellers are going 
to bring a whole new dimension 
to the problem of employee motiva­
tion. The corporate identification 
managers hope for is not present 
in ghetto workers. While most 
whites are “used to a work culture” 
the ghetto dweller is not. He brings 
with him “problems brought on by 
a grinding poverty,” Dr. Viola said.

“Organizations should give seri­
ous consideration to improving the 
standard of living of prospective 
employees from poor neighbor­
hoods in order to increase efficiency 
through greater job satisfaction, 
lower absenteeism, and lower turn­
over,” Dr. Milutinovich said.

The study also found that inte­
grated labor situations produce no 
racial animosity or disrespect. Rac­
ial interaction in such situations 
was found to be favorably regarded 
by both races, and generates a high 
degree of mutual respect, the study 
states.

The researchers believe that the 
ghetto dweller’s alienation is not 
brought on by any particular char­
acter traits, but is caused “by the 
poverty, unsanitary living condi­
tions, crime, sickness, prostitution, 
drug addiction, or alcoholism, all 
traditionally associated with ghetto 
living.

“The company making a contri­
bution to the war against poverty 
is, therefore, acting not only in the 
best interests of the people living 
in the ghetto, but in its own best 
interest as well, by investing in the 
source of future manpower,” Dr. 
Viola said.

Directors’ New Duties
Call for Restructuring
Boards: Hay Associates

The modern board of directors 
must protect the interests of three 
major groups: ownership in its tra­
ditional role; the consumer and the 
public; and the management group, 
Edward N. Hay & Associates be­
lieves. The Philadelphia manage­
ment consultants assert that to 
attract the right people for direc­
tors, corporations must be willing 
to restructure and strengthen the 
board’s role, composition, and ac­
countabilities.

“While it is possible to find suc­
cessful enterprises with all shadings 
of outside, inside, and mixed 
boards, the increased emphasis on 
social responsibility is making it 
mandatory to select a majority of 

board members from outside the 
corporation,” the management con­
sultants state in a recent issue of 
the firm’s newsletter, Men & Man­
agement.

“The role of the outside board 
member . . . demands fuller defini­
tion in light of the new importance 
being attached to his role,” Hay 
says.

The firm outlined several ac­
countabilities the outside director 
must exercise. The outside director 
should collaborate, stimulate, and 
communicate with the chairman of 
the board and the inside board 
members. He should review cor­
porate performance and evaluate 
the allocation of financial and hu­
man resources. The director should 
select the chief executive officer 
and assure management continuity. 
He should also “act as a sounding 
board as well as a unique resource 
in areas of special competence,” 
Hay asserts.

The job of recruiting new board 
members calls for an assessment of 
the board’s needs. “The days when 
this task could be casually handed 
over to someone ‘who might know 
someone good’ are past,” Hay 
states.

“Today’s director must be chosen 
with care and caution and with an 
eye to how his specific background 
and talents will fit with the rest 
of the board,” the firm advises.

Honeywell Defends 
Military Work at 
Stockholder Meeting

Honeywell management recently 
took a strong stand in defense of 
its Defense contracts to answer 
the proposed actions of a small 
number of shareholders.

Clergy and Laymen Concerned, 
an organization which holds four 
shares of Honeywell stock, has pro­
posed that the company provide 
much more detailed information 
about its Defense contracts in order 
to enable shareholders to make in­
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formed investment and policy de­
cisions.

The Council for Corporate Re­
view, an organization which holds 
ten Honeywell shares, has sub­
mitted with Clergy and Laymen 
Concerned a proposal to appoint 
a committee on economic conver­
sion “to provide for an orderly 
transition of the corporation from 
defense-related production to civil­
ian-oriented production so that 
employees . . . will be secure in 
their jobs and the shareholders . . . 
will be secure in their investments.”

Honeywell stated in response, 
“Now and in the past we have 
said the management and em­
ployees of Honeywell desire peace 
as much as any group of Ameri­
cans. We especially want the 
Southeast Asia conflict concluded. 
However, as long as American 
forces are in combat they must be 
supported with weapons and ma­
terials, and we plan to fulfill our 
commitments to the Department of 
Defense. In addition, assuming the 
Southeast Asia action were con­
cluded, other attitudes and prob­
lems in the world require that the 
United States keep a defense pos­
ture at a level determined by the 
Administration and Congress.

“Those who disagree with this 
policy are free to say so, and to 
make investment decisions based on 
their own beliefs. In questioning 
a policy as basic as this, we believe 
further detailed information is un­
necessary.”

The company maintained that 
ample information about its De­
fense contracts is available to the 
stockholder through the news 
media, its own statements and 
publications, and contract an­
nouncements of Federal agencies.

Honeywell management opposes 
the appointment of a committee on 
economic conversion because, it 
says, its civilian-oriented produc­
tion is not being held back by its 
Defense committments nor does the 
company feel it is in its best inter­
ests to discontinue Defense-related 
production.

“In addition to providing an im-

Digital plotting system that can translate voluminous computer printout into 
easily grasped charts and graphs has just been introduced by Bausch and Lomb. 
Market aimed for is the financial community. COMPLOT will accept data from 
most computer systems.

portant supply of executive talent, 
the Aerospace and Defense Group 
. . . has greatly benefited the entire 
company by helping to keep it at 
the leading edges of the tech­
nologies on which our automation 
products depend,” Honeywell said.

The stockholders voted on the 
two shareholder proposals at the 
April 26 Honeywell annual meeting 
in the Minneapolis Auditorium.

Better Cost Accounting
In Defense Contracts
Urged by Accountant

Better cost accounting in nego­
tiated Defense contracts would save 
money for the public and benefit 
industry as well, Allen Peterson, a 
partner of Arthur Andersen & 
Co., told the Detroit Chapter of 
the National Association of Ac­
countants.

“Improved cost accounting, in­
cluding the development of cost 
standards and tighter cost control, 
will result in better communica­
tion about Defense costs and will 

improve public confidence in De­
fense-cost estimates. Thus there 
will be more effective spending 
and contractors will be able to 
borrow money at lower rates. This 
will save money for the public,” 
Mr. Peterson said.

Congress and the public would 
have more realistic estimates of the 
complete cost of new Defense pro­
jects if cost accounting standards 
and better cost control were used. 
Accurate cost determination would 
also protect industry from taking 
serious losses due to combina­
tions of weak cost accounting and 
poor estimating, the CPA said. -

Defense contractors’ cost disclo­
sure statements could be made 
available to the public without dol­
lar amounts, Mr. Peterson pro­
posed. He said that “trade secret” 
information should be kept confi­
dential by the Federal Cost Ac­
counting Standards Board.

Arthur Andersen & Co. has been 
pressing for changes in Defense cost 
accounting for several years. Mr. 
Peterson is a major developer of 
the recommended standards the 
firm has presented to the Cost Ac­
counting Standards Board.
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Conference Board Speakers Note Improved Loan Climate;
Suggest Currency Fluctuations Be Anticipated in Company Planning

An optimistic view of the na­
tion’s economy was presented by 
Thomas Waaland, vice president 
and treasurer of Corning Glass 
Works, at The Conference Board’s 
Seventh Annual Financial Confer­
ence, February 23-24.

“The economy has definitely 
turned the corner and will continue 
to improve during the year,” Mr. 
Waaland said. “Inventories and 
other working capital requirements 
will be expanding as the year pro­
gresses. Similarly, plant and equip­
ment spending will be increasing as 
profits increase and overall con­
fidence improves.”

Advises short-term loans

He called this a “vintage year” 
for short-term borrowing. The glass 
executive noted loan demand is 
down and the bankers are looking 
for customers.

“If you foresee needs for long­
term capital, this could be a good 
year to borrow,” Mr. Waaland ad­
vised. “Nineteen seventy-one was 
the second year in a row when 
business relied heavily on long-term 
financing and relatively little on 
short-term borrowing. Corporations 
raised a record 13.9 billion of net 
new funds in the stock market last 
year. It is estimated that 9.2 billion 
may be issued this year.”

Further inflation foreseen

Within the decade there are fi­
nancial factors that will have to be 
considered, Mr. Waaland said. In­
creased citizen demands for goods 
and services, at private and public 
expense, represent an inflationary 
force. There is also the potential for 
shortages of capital and “credit 
crunches” in the future.

“Will the virus of devaluation be 
considered a dormant cure for pos­
sible monetary or economic ills of 
the future?” Mr. Waaland asked.

“It is not an easy way out for future 
ailments.”

Basic economic change

At a panel session discussing 
“Living with a Devalued Dollar,” 
IBM Treasurer Charles C. Town­
send, Jr., told The Conference 
Board members that, as a result 
of the many currency changes over 
the past year, “the basic economic 
nature of a particular business en­
tity has changed, and it is neces­
sary to recognize and cope with this 
on a long-range basis. The typical 
example is a local price increase 
after a devaluation to compensate 
for the economic change of which 
the devaluation is the result, not 
the cause. If appropriate changes 
are not made, the viability of the 
business is threatened.”

Plan for currency changes

Mr. Townsend suggested that 
businessmen should build possible 
currency changes into their yearly 
planning. International companies 
should also provide for changes 
right away so that period results do 
not show fluctuation when the 
actual currency value change 
comes. For example, IBM increased 
its prices in terms of Brazilian cur­
rency, when that country devalued 
its currency, to maintain a constant 
value measured in dollars.

“The recent changes in broaden­
ing the bands between which cur­
rency values may fluctuate, in in­
volving a number of currencies, 
and, lastly, in diminishing the uti­
lity of the dollar as a standard of 
measurement, have immensely com­
plicated the conduct of operations 
abroad and represent a challenge 
to management.”

Laurence B. Krause, senior fel­
low of The Brookings Institution, 
played the role of devil’s advocate 
when he told the financial execu­

tives, “The public at large paid for 
the stability of the financial com­
munity.”

Mr. Krause said, “The interna­
tional monetary system needs 
change and only in a crisis situa­
tion will governments be brought 
to making decisions.”

He predicted that the present in­
ternational monetary system can­
not last indefinitely because it has 
no management control. Conse­
quently, “we may blunder into 
flexible exchange rates,” Mr. Krause 
said. He is not against flexibility, 
but “if we have flexibility then let’s 
have managed flexibility, and if 
we have fixed rates then let’s have 
someone in control,” the economist 
suggested.

IMF reform necessary

The United States should come 
up with a reform proposal for the 
International Monetary Fund, Mr. 
Krause said, because it would be 
to this nation’s advantage. The dol­
lar is still at the center of the in­
ternational monetary system, and 
if the United States makes up the 
first plan for the system’s reform, 
the final plan is likely to be closer 
to what the nation wants, Mr. 
Krause reasons. He warned that if 
the U.S. does not start working on 
a plan other financial powers, such 
as the European Economic Com­
munity, might, to this country’s 
disadvantage.

“I think we need a very strong 
IMF,” Mr. Krause said. He sug­
gested three changes be worked 
into the monetary system: 1- 
changes in currency rates should be 
recommended to governments; 2- 
the International Monetary Fund 
should be able to take steps to 
change rates; and 3- a special 
drawing right (SDB) system is 
needed so that the United States 
can change the value of its cur­
rency when necessary.
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Institutional Investors— 
New Problem for Firms 
Issuing Common Stock?

Institutional investors of all kinds 
are going to continue to grow in 
size and importance, predicts Sam­
uel Krasney Associates. These in­
vestors are a force in corporate life 
that management should be pre­
pared to deal with, the New York 
based consulting firm advises.

In a position paper, “The Institu­
tional Investor—Friend or Foe?” the 
firm states, “Now many institutions 
are an accelerative factor both upon 
the market and upon individual 
companies in which they become 
interested. Other institutions have 
been politically ‘activated’ and 
voted for or against a management 
position with a ‘social consciousness’ 
that often has no regard for the 
best interests of the shareholders.”

Krasney suggests that companies 
run a shareholder audit, and if 
more than 10 per cent of a com­
pany’s shares are in institutional 
hands it “may be a candidate for 
trouble.” The firm explains, “Many 
institutions use the same criteria 
for getting in—and out—of a com­
pany’s stock. So when one goes, 
others will probably follow. Institu­
tions have been known to dump 
corporate shares in a hurry without 
regard to the effect upon the mar­
ketplace.”

However, institutional investors 
provide important balance to the 
marketplace, are instrumental in 
channeling large numbers of small 
investors into a corporation’s com­
mon stock, and can be responsible 
for increased volume and liquidity 
of a corporation’s equities, Krasney 
points out.

A company may not be of in­
terest to institutional investors if 
its stock is fully priced; if its mul­
tiples are higher than they should 
be; if it is not in a glamour indus­
try; or if it is not in a turnaround 
situation, Krasney states.

“You must be prepared to under­
stand that it is as important as 
any other part of operations for 

your corporation to set up a pro­
gram to compensate for shifts that 
institutional investors can introduce 
into the marketplace for your cor­
poration’s equities,” businessmen 
are advised. “Your investor rela­
tions program must encourage di­
rect investments by individuals and, 
at the same time, evolve a program 
to insure a reasonable amount of 
market equilibrium,” the consulting 
firm asserts.

Krasney suggests two steps be 
taken: First, “know your sharehold­
ers—and make sure your sharehold­
ers know you,” Krasney counsels. 
Second, “maintain an internal pro­
gram for communications with in­
stitutional representatives and secu­
rity analysts.”

Institutional investors own more 
than $200 billion in investment 
capital and can control up to 70 
per cent of the daily trading vol­
ume of the New York Stock Ex­
change and more than 40 per cent 
on the American Stock Exchange.

“Any corporate management ill- 
prepared to deal with these key 
investors on a realistic and sophis­
ticated basis will be undermining 
its own position and doing a dis­
service to its company sharehold­
ers,” the consulting firm concludes.

GE Markets New
Business Opportunity
Newsletter

General Electric Company is into 
the business of publishing informa­
tion about new product opportuni­
ties that are available for licensing 
or sale from GE or other U.S. 
corporations. It is now selling a 
booklet listing over 200 high-tech­
nology business opportunities.

The booklet, New Product/New 
Business Digest, costs $50 in the 
United States and $70 abroad, with 
a 10 per cent discount for cash pay­
ment.

The Digest describes products, 
patents, and new programs that 
have been partially or completely 

developed. Some of the subjects 
discussed are chemical specialties, 
current product lines, pollution 
monitoring, sensors and detectors, 
and software.

New Product/New Business Di­
gest is an offshoot of GE’s New 
Business Opportunities, a bimonthly 
publication that costs $185 per year 
inside the United States, $235 out­
side.

Readers of either GE publication 
may obtain more extensive descrip­
tions and details of licensing upon 
inquiry.

Both publications can be ordered 
from the General Electric Com­
pany, Business Development Serv­
ices, Dept. H, Bldg. 5, Room 309, 
1 River Road, Schenectady, N.Y. 
12345.

A similar sort of publication, 
New Product Newsletter, was re­
ported on at length in the Septem­
ber-October, 1970, issue of this 
magazine. See “Cash for Red Ink 
Divisions,” page 46.

Iowa Uses Computer
To Project School Costs
For All Local Districts

Iowa is calculating its school tax 
rates and state aid to schools with 
the help of a computer. During the 
last session of the State Legislature, 
52 tax aid proposals were given 
detailed analysis via electronic pro­
cessing.

With computer assistance, the 
Legislature was able to project 
costs in each of Iowa’s 453 school 
districts over five school years. 
It was able to predict what a 
change in the local school tax rate 
would mean for any district during 
that time period.

Stored in the data bank were 
total assessed valuation, school dis­
trict budgets, current and projected 
enrollments, and taxable income.

A foundation formula was used 
in determining school aid. After a 
rate of two cents per tax dollar is 
levied in each district, the state 
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pays the district up to 80 per cent 
of Iowa’s average cost per pupil in 
school aid. The computer calcu­
lated tax revenues and school oper­
ation costs for each projected year. 
An IBM System/370 Model 155 
was used.

Iowa Comptroller Marvin R. Sel­
den, Jr., said, “We got to know 
what would and what would not 
work after a time by examining a 
proposed change rather than enter­
ing it into the computer. We gained 
a knowledge base from the pre­
vious inquiries we made of the sys­
tem. The result was that the staff 
became quite knowledgeable.”

Property owners in Iowa are pay­
ing the same taxes for the 1971-72 
school year as they did for the 
1970-71 school year. “I don’t know 
if we could have given the people 
of Iowa that kind of help if we 
hadn’t used data processing,” 
Comptroller Selden said.

Model Railroad Builder
Uses Computer To
Predict Customer Wants

Athearn, Inc., builds and sells 
half-a-million railroad cars and 
engines every year. Though rail­
roading is big business, this is small 
business, miniature in fact.

The company is utilizing a com­
puter to give it exact sales and 
inventory information. Athearn has 
800 different train models built pre­
cisely to scale l/87th actual size.

Irvin Athearn explained that with 
the use of the IBM System/3 
Model 6, “we can get more com­
plete reports about our customers’ 
preferences and streamline our pro­
duction and shipping schedules.”

The tiny railroad uses its com­
puter system to record all details 
of incoming customer orders as well 
as daily figures on each model pro­
duced in the shop. As orders are 
filled, inventory records are ad­
justed and computer-produced re­
ports tell shipping department em­
ployees where to send the models.

Computer helps determine daily pro­
duction runs of 800 different car and 
engine models made by Athearn, Inc., 
by predicting customer demand level 
for each model.

When an order is not filled com­
pletely, a report is generated so 
that missing models are shipped as 
soon as they are manufactured.

To produce the miniature cars 
blueprints and photographs of the 
real cars must be obtained. Then 
dies have to be built. The Athearn 
designers also obtain exact color 
swatches so that the paint and let­
tering on the miniatures will be 
faithful reproductions of the larger 
cars.

“Tooling costs for each one may 
reach $60,000,” Mr. Athearn said, 
“so it’s important for us to choose 
models that will sell. We expect 
the computer reports, showing 
hobbyists’ past preferences for cer­
tain models, to guide us in intro­
ducing new cars to our line.”

Wisconsin Monitors
Water Quality by
Remote Sensors

Wisconsin is combating water 
pollution with the assistance of a 
computer. The state is maintaining 
a 24-hour-a-day surveillance of 
water quality in the Fox and Wis­
consin Rivers. State officials believe 
the water in the two rivers is 
cleaner today than it was ten years 
ago.

Thomas G. Frangos, administra­
tor of the Wisconsin Division of 
Environmental Protection, ex­
plained, “Evaluating the quality of 
water is a very new discipline. We 
need as much information as we 
can get. To gather this information 
without a computer is highly im­
practical. For example, it is im­
practical to send technicians to 
some remote river location at three 
in the morning to get a water sam­
ple. The computer does it for us 
at any time, is efficient, fast, and ac­
curate.

“Because we get 24-hour sur­
veillance, we feel we have some 
solid documentary evidence to sup­
port our orders to correct processes 
that are polluting the waters,” Mr. 
Frangos said.

Remote sensing devices at 11 
locations on the Fox and Wisconsin 
Rivers transmit, on demand by the 
central computer in the state capi­
tal, measurements of dissolved 
oxygen, temperature, pH, and con­
ductivity in both rivers. In the Fox 
River, turbidity is also measured.

The measurements are trans­
mitted over telephone lines to an 
IBM System/370 Model 155. The 
Wisconsin Department of Natural 
Resources has a satellite computer, 
a System/360 Model 20, that is 
used to print accumulated monitor­
ing data stored in the Model 155.

Wisconsin also uses a mobile lab 
that collects water quality data and 
39 stations where water samples 
are manually collected.

Cleanup orders issued

A number of “cleanup” orders 
have been issued by the Depart­
ment of Natural Resources to vari­
ous industries and municipalities 
situated along the rivers.

Quick determination of the ef­
fects specific control measures might 
have can be made with a com­
puterized mathematical recreation 
of a portion of the Fox River. For 
example, were organic discharges 
to be reduced a small percentage, 
what bearing would this have on 
dissolved oxygen?

Division Administrator Frangos
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said, “We are still in the embryo 
state of trying to understand causes 
and effects of various water pollu­
tants. It is a complex science and 
one that demands the computer’s 
versatility.”

Business 'Preventive
Medicine’ Program
Marketed by Searle

A preventive medicine program 
for businessmen has been intro­
duced by G. D. Searle & Co., Sko­
kie, Ill.

“Project Health” is a self-motiva­
tional program of films, books, and 
written examinations to teach peo­
ple how to deal with the dangers 
of heart disease, cancer, alcoholism 
and drug abuse, physical unfitness, 
obesity, respiratory illness, and 
mental stress, Searle states.

The eight-part course was pro­
duced by MEDCOM, Inc., New 
York, based on the research of 138 
medical specialists, Searle explains.

Robert H. Moore, president of 
Searle Educational Systems, said 
that few companies realize how 
much money a complete program of 
health education can save in less 
expensive insurance coverage and 
increased employee productivity 
and longevity.

He noted that industry-wide 
studies have shown it costs $4,000 
to replace a first-line supervisor, 
$15,000 for a middle manager, and 
$28,000 for a high-level executive.

“At those costs,” Mr. Moore con­
cludes, “management should rea­
lize it can’t afford to lose an em­
ployee because of poor health.”

Project Health is designed to 
take one hour of company time per 
month. Some of the programs in 
the package are: “The Fat of the 
Land,” “The Pressure Principle,” 
and “Ashes to Ashes.”

Dr. Robert E. Fuisz, Project 
Health publisher, said, “The busi­
nessman will literally learn how to 
survive within the corporate struc­
ture.”

GE Time Sharing
Network Adds
New Features

General Electric has added new 
system controls and programing 
capabilities to its time sharing net­
work.

Two new capabilities the General 
Electric Network offers business 
users are “journalization” and “file 
sharing.”

“Journalization” automatically re­
cords transactions as they occur 
on disc or tape in real time. Once 
written, it is the equivalent of a car­
bon copy of the transaction; the in­
formation cannot be altered. GE 
believes this capability provides 
better reliability assurance for users 
who depend on the network to pro­
cess and coordinate vital data, such 
as sales orders.

“File sharing” allows any au­
thorized network file user to put 
data in his company’s file or read 
data out at the same time the file 
is being used, from another loca­
tion, by someone else in the com­
pany.

More operations automatic

GE says it is maximizing opera­
tions done automatically by the 
computer and simplifying operator 
interaction. GE has designed more 
than 15 new commands to work 
within running programs and en­
able the user’s designers to build 
greater sophistication into its pro­
grams. For instance, “SLEEP” 
and “WAKE” programing modes 
allow users to place different pro­
grams in a standby mode. Also a 
package of “subscriber controls” is 
available which can limit system 
access, assign new billing numbers, 
or order programs to execute auto­
matically at a terminal after sign- 
on.

Another new GE option is “archi­
val storage.” With one command 
from the user terminal files can be 
stored off line on magnetic tape. 
Any file can be returned on line 
overnight, GE states.

YOU’RE 
WHISTLING 
IN THE 
DARK...

IF YOU
THINK THAT 
HEART DISEASE 
AND STROKE 
HIT ONLY THE 
OTHER FELLOW’S 
FAMILY.

GIVE...
so more will live 
HEART
FUND

Contributed by the Publisher
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Help put our best 
natural resources to work.

For a small additional charge, we’llAs you know, today there is a crying 
need for technicians.

The trouble is many bright kids don’t 
know about these jobs.

So the U.S. Office of Education, The 
Conference Board and The Advertising 
Council have put together a full-scale adver­
tising program to get the message through.

It consists of two parts. One is a seven 
page booklet giving all the facts on technical   
careers, technical schools and financial aid. 
The other is a poster offering the booklet.

You can help by handing out the 
free booklet—and seeing that the poster is 
displayed in high schools, churches, youth 
clubs, wherever young people hang out.

For free samples of our booklet and 
poster and information on quantity reprints, 
use the coupon at right.

Reprints are cheap. Only $4.00 per 
hundred for the poster. $5.00 per hundred 
for the booklet.

even imprint your company’s name.
Mail the coupon. You’ll be helping kids 

who want to make something of themselves— 
and assuring yourself a supply of 
technicians for the future.

ADVERTISING CONTRIBUTED FOR THE PUBLIC GOOD

How to 
have a college man's 
career without four 

years of college.

Technicians
P.O. Box 313, Radio City Station, New York, N.Y. 10019

Name------------------------------------------------------------------------------

Firm-------------------------------------------------------------------------------

BusinessAddress------------------------------------------------------------- -

City State--------------------- Zip--------------
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Foundries traditionally use cost per pound in setting 
up their budgets. This is convenient but quite unre­
liable if product mix varies sharply. The author 
suggests using time and unit measurements for —

ACCURATE STANDARD COSTS FOR 

FOUNDRY LABOR AND OVERHEAD

by J. Louis Wargo 
Ernst & Ernst

The primary purpose of a stan­
dard cost accounting system is 
(1) to assist management in estab­

lishing selling prices, (2) to pro­
vide a convenient method of valu­
ing inventory, and (3) to provide a 
means of controlling the cost of 
operations.

Foundry product costs and prices 
have historically been expressed in 
terms of pounds of castings. This 
general use of a cost per pound ap­
pears to have resulted in the mis­
conception that foundry costs are 
actually incurred at a rate per cast­
ing pound. Consequently, many 

foundries will calculate the actual 
cost per pound processed for the 
various departments and also es­
tablish labor and overhead budgets 
on that basis. However, unless 
there is only a minor fluctuation 
in product mix, the use of per 
pound costs and budgets will re­
sult in cost statistics that are not 
comparable from month to month. 
The comparison of actual costs to 
budgets established on a per 
pound basis often results in an in­
correct measurement of cost per­
formance or in an unexplainable 
change from the previous month.

The usual result would then be to 
explain the trend in terms of prod­
uct mix. Such an explanation, while 
convenient, does not provide oper­
ating management with any indi­
cation of the degree of effective­
ness of their efforts to control costs.

The expression of casting costs 
at a rate per pound does provide 
some convenience: it is simple and 
it is also a generally accepted 
method of quoting prices. This uni­
formity among foundries provides 
some merit for stating costs at a 
rate per pound and it certainly 
facilitates accounting practices.
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However, the desirability of stat­
ing costs on a per pound basis 
should not preclude the statement 
of labor and overhead costs in 
terms that are more meaningful to 
foundry supervision. This is es­
pecially true in establishing stan­
dard costs. Realistically, standards 
for the various operations should be 
established on a unit of measure, 
such as pieces or hours. If it is 
desirable, this standard can then be 
restated on a cost per pound basis.

In establishing standard costs for 
labor and overhead, primary con­
sideration should be given to the 
specific operations that are to be 
measured and to providing such 
measurements to foundry supervi­
sion. The various foundry opera­
tions should be reviewed to deter­
mine if casting weight is the most 
equitable method of establishing 
standards and generating budgets.

Background

Although castings differ drastic­
ally in their size, shape (design), 
and weight, their production in­
volves the use of similar operat­
ing practices. A small intricate cast­
ing weighing a pound or less may 
require the same operations as a 
large simple casting of 1,000 
pounds. These essential operations 
are pattern making, melting, sand 
mixing, molding, core-making, 
cleaning or finishing, and heat 
treating. The operations performed 
on these dissimilar castings may be 
comparable, while the facilities and 
the operating time (and thus the 
cost) may differ drastically. For 
example, molding facilities may in­
clude bench molding, sand slinging, 
or shell making; core-making may 
include core-blowing, manual core­
making, or core assembly; cleaning 
may include burning, chipping, 
grinding, shot blasting, or fumbling; 
heat treating may include an 
annealing furnace, oil quench, or 
special heat treatment. Various 
combinations of these possibilities 
can be involved in the production 
of a casting.

Since most foundry cost account­
ing systems are not designed to
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provide the cost of each of these 
operations, an average cost of all 
castings produced is frequently 
used. With the wide variations in 
the physical dimensions of castings, 
weight was selected as the common 
denominator. The rationalization of 
the use of an average cost per 
pound was that casting costs that 
were overstated would be offset by 
casting costs that were understated. 
As long as customers’ orders re­
flected a constant product mix this 
theory would hold up. With the 
competition in the industry, how­
ever, specific foundries have found 
that they are obtaining unprofitable 
orders and are losing the profitable 
orders.

Alternatively, production of small 
complex castings that may be mar­
ginally profitable when done in 
conjunction with the production of 
large simple castings becomes de­
finitely unprofitable if the demand 
for the larger castings ceases, while 
production must go on with the 
smaller units.

In making this cost determina­
tion it will be generally established 
that another unit of measure, such 
as time or pieces, is more impor­
tant than cost per pound to various 
areas. For example, in the melting 
furnace area the department head 
is mainly concerned with furnace 
hours and pounds of hot metal pro­
duced. Similarly, the core-making 
supervisor is concerned with the 
number of cores that are produced; 
the molding supervisor is concern­
ed with molding equipment hours 
and flasks molded; the heat treat­
ing supervisor is concerned with 
furnace hours and the number of 
castings heat treated; and the sand 
mixer supervisor is concerned with

J. LOUIS WARGO, CPA, 
is a manager in the 
Cleveland office of Ernst 
& Ernst. Previously he 
held various positions 
with United States Steel. 
Mr. Wargo is vice presi­
dent of the Cleveland 
Chapter of the National 
Association of Accoun­

tants and a past president of the Downtown 
Club of Toastmasters International. He is a 
member of the Ohio Society of CPAs and the 
Greater Cleveland Growth Association. Mr. 
Wargo is a graduate of Geneva College.

EXHIBIT I

STANDARD COST

Example:
Cost Center 0100—Electric Furnace
Budget Determinant: Furnace Operating Hour
Normal Per Month: 519 Hours (3 shifts, 5 days/week)

CODE EXPENSE DESCRIPTION
UNITS PER 

FURNACE HOUR
DOLLARS 
PER UNIT

PER FURNACE 
HOUR

101 Direct Labor 5.0 hours $4.40 $ 22.00
102 Indirect Labor 3.0 hours 3.20 9.60
200 Fringe Benefits 8.0 hours 1.275 10.20
300 Operating Supplies — — 14.30
400 Utilities — — 22.00
501 Maintenance Shop Labor 1.00 8.60 8.60
502 Maintenance Material — — 4.30
600 Lift Truck Service — — 7.00
700 Locomotive Engine Service — — 4.00
801 Laboratory Service — — 8.00
809 General Expenses — — 15.50

TOTAL $125.50

the number of batches produced.
These department heads are only 

indirectly concerned with the 
weight of the castings to be pro­
duced as a result of their individual 
efforts. Accounting data, especially 
standard costs, for these areas 
should be expressed in a manner 
that is readily interpreted by the 
head of the department that is be­
ing measured.

Dollar rates

To the extent practicable, stan­
dard cost rates for labor and over­
head should be stated and budget­
ed as the cost of utilizing men or 
equipment for a given time period 
or as the cost of producing a speci­
fied quantity of product or other 
measurable items. Such a standard 
would, for example, indicate the 
cost to operate a melting furnace 
for an hour, the cost to produce 
100 specified cores, the cost to 
operate a sand mixer for an hour, 
the cost to operate molding equip­
ment for an hour, or the cost to 
grind or finish 100 specified cast­
ings. These labor and overhead 
standards should detail to the ex­
tent desirable the various elements 
of labor and overhead. See Ex­
hibit 1, above.

Standard cost rates should simi­
larly be established for the various 
cost centers on the basis of the 
most applicable budget determin­

ants. The recommended method of 
developing such standard overhead 
rates is the demonstrated best 
method for a representative period.

Prior to developing overhead 
standards, it should be established 
that the reporting of the actual 
quantities is readily available for 
the preparation of performance re­
ports. The availability of actual 
quantities for generating monthly 
standard cost budgets can be 
readily determined by a review of 
the present reporting system. Us­
ually these quantities are being 
reported for payroll incentives, 
quality control, production control, 
inventory control, or departmental 
efficiency or control purposes. In 
those cases where data are not cur­
rently available, present reports 
should be revised to include such 
quantities. A list similar to Exhibit 
2, on page 22, should be prepared 
to determine that the necessary in­
formation will be available for all 
cost centers.

The use of labor and overhead 
standards based on a unit of time 
requires the establishment of a 
production standard in order to 
convert these standard costs to a 
standard cost of producing a cast­
ing. Production standards are time 
allowances to produce or process a 
specified number of units, pounds, 
or pieces. These quantities should 
be related directly to the specific 
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casting. Some examples of this are 
shown in Exhibit 3, below.

Production standards should be 
stated in terms of elapsed time, as 
compared to payroll incentive 
times, so as to eliminate the cal­
culations required to convert to 
real time and to facilitate a com­
parison to actual time. This is es­

EXHIBIT 2

BUDGET
COST CENTER DETERMINANT PRODUCTION

NUMBER DESCRIPTION DESCRIPTION STANDARD SOURCE

0100 Electric fur- Earned* furnace Pounds of hot Melting fur-
nace operating hour metal poured nace report

0210 Core-making Earned man hour Cores produced Incentive re-
by core number port

0320 Shot blaster Earned shot 
blaster oper­
ating hour

Castings blasted Inspection
by pattern report
number

* An earned hour is the time required to perform the necessary operations or produce a 
specified quantity of product.

EXHIBIT 3

STANDARD DOLLAR RATE
COST CENTER LABOR AND OVERHEAD PRODUCTION STANDARD

Melting Standard furnace oper­
ating hour

Pounds of Hot Metal/Hour

Molding Standard molding equip­
ment operating hour

Molds/Hour

Core-making Standard man hour Cores/Man Hour
Shot blaster Standard shot blaster 

operating hour
Casting Blasted/Hour

Finishing Standard grinder man 
hour

Man Hours/Casting

EXHIBIT 4

EFFECTIVE DATE

Example of Production Standards:
Cost Center: 0230 Molding

PATTERN 
NUMBER

PART 
NUMBER

WEIGHT 
PER 

CASTING

STANDARD
RUN 
SIZE

HOURS/ 
PER 

SETUP

HOURS 
PER

PIECE
SETUP

HOURS 
PER

PIECE 
RUN

BE 165 3012-6021 82.5 350 1.50 .004 .158
BE 168 3012-6022 52.5 500 2.48 .005 .086
BE 179 3012-6023 50.5 500 2.47 .005 .094
BE 189 3012-6024 62.0 400 2.53 .006 .156
BY 140 3022-6121 61.5 400 2.51 .006 .160
BY 145 3022-6122 57.5 350 2.55 .007 .164
BY 155 3022-6123 57.5 350 2.59 .007 .168
BY 160 3022-6124 66.5 450 3.19 .007 .170
BZ 110 4012-1001 67.0 450 1.48 .003 .160
BZ 112 4012-1002 41.0 500 1.56 .003 .180

pecially true in those areas where 
standard overhead cost rates have 
been established on the basis of 
machine or equipment hours in­
stead of labor hours, e.g., melting 
furnace, heat treating furnace, 
molding hour, etc. For areas such 
as these that also have varying 
crew sizes it is difficult to have a 

common denominator other than 
elapsed time for production stan­
dards.

Incentive time standards gen­
erally result in “earned man hours” 
in excess of the actual hours work­
ed with labor performances ex­
pressed accordingly. Under such in­
centive plans it is not unusual for 
employees to “earn” ten or more 
hours per eight hour working day. 
Since “earned man hours” must be 
converted to obtain loan standards, 
the use of production standards 
based on elapsed time will permit 
a projection of the production 
volume necessary to attain a speci­
fied production performance. This 
will facilitate the development of 
effective production and inventory 
control techniques.

Source of standards

Production standards can be 
based upon incentive standards, 
other time study data, historically 
developed data, or even estimates. 
These standards may include an al­
lowance for setup time where ap­
plicable or separate setup stan­
dards may be established. The 
principal advantage of a combined 
rate including run time and setup 
time is simplicity. Since the stan­
dard time is combined, it is unnec­
essary to report the actual time 
separately. The separation of run 
time and setup time will provide a 
means of measuring the perform­
ance of both areas and thus en­
hance the control of both areas. In­
clusion of setup time with the pro­
duction or run time standards may 
be done on a percentage basis or it 
may be a separately developed rate 
that is merely added to the produc­
tion time. A specific setup time 
standard requires the establish­
ment of a standard run size, so that 
the related costs can be expressed 
on a per piece basis. An example 
of production standards is shown in 
Exhibit 4, at the left.

The establishment of production 
standards not only enables the de­
velopment of standard product 
costs but also facilitates the prep­
aration of costs performance re-
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EXHIBIT 5
STANDARD PRODUCT COST

Part Number: 3012-6021
Engineering Part Number: BE 165 
Part Name: Manit

WEIGHT INCENTIVE
OR TO

MACHINE INCENTIVE ACTUAL STANDARD CHARGING STANDARD
NUMBER STANDARD* FACTOR UNITS RATE COST

111.0 1.8270 .019 $ 3.82
.7770 .018 1.43 Cr.

2.39
966 5.167 .865 4.469 13.20 .59
117 30.667 .843 25.852 10.40 2.70
117 .667 1.409 .940 7.20 .20
104 15.833 .805 12.745 17.30 2.21
104 1.500 .927 1.391 9.30 .37
109 11.000   .754 8.294 125.50 9.87
114 11.667 .816 9.520 8.40 .79
106 3.333 .786 2.620 17.60 .45
978 10.000 .801 8.010 17.80 1.42
113 5.500 1.000 5.500 11.20 .61
113 .667 1.000 .667 7.10 .13

TOTAL COST PER CASTING
TOTAL COST PER POUND

$21.73
$ .263

*Run time standard per 100 pieces. Setup standard per setup.

ports. A typical product cost for a 
casting might appear as in Exhibit 
5, above.

Performance reports

The use of production standards 
permits the preparation of produc­
tion performance reports that com­
pare actual times with standard 
times. These comparisons can be 
by cost center, product group, or 
individual castings. The degree of 
refinement is dependent upon the 
detail in which actual times are 
available. Since standard times are 
related to specific castings that are 
usually identified in detail, reports 
can be prepared by shift, day, 
week, or any other time period. 
Typical performance reports might 
appear as shown in Exhibit 6, at 
the right.

Summary

The principal advantage of stat­
ing labor and overhead costs and 
budgets on a per pound basis is 
convenience. It is also a relatively 
simple method that spreads costs 
over a broad common denomina­
tor. The expression of standard 
costs for finished castings on the 
same basis is desirable; however,

such costs should be derived from 
a more specific budget determinant, 
such as machine hours, and then 
converted to an expression per 
pound. This will pennit the de­
velopment of flexible budgets and 
product costs that more closely ap­
proximate actual costs. Such an ap­
proach requires the establishment 
of production standards to enable 
the conversion of dollar standards 

EXHIBIT 6

Plant: Cleveland
PRODUCTION PERFORMANCE

Week Ending: 11-30-71

PER CENT STANDARD ACTUAL VARIANCE
COST CENTER PERFORMANCE HOURS HOURS HOURS

0100 Electric furnace 104 119.6 115.0 + 4.6
0210 Core-making 95 760.0 800.0 -40.0
0220 Sand mixer 97 116.4 120.0 - 3.6
0310 Shake out 100 120.0 120.0 —
0320 Hand chipping 105 420.0 400.0 4-20.0

PRODUCTION PERFORMANCE
Cost Center: Molding Week Ending: 11-30-71

PER CENT
PERFORM­

ANCE
PATTERN PART
NUMBER NUMBER QUANTITY STANDARD ACTUAL VARIANCE

BE 165 3012-6021 400 63.2 55.0 + 8.2 114.9
BE 168 3012-6022 500 43.0 40.0 + 3.0 107.5
BE 189 3012-6024 500 78.0 75.0 + 3.0 104.0
BY 145 3022-6122 300 49.2 52.0 - 2.8 94.6
BY 155 3022-6123 450 76.0 70.0 + 6.0 108.5
BY 160 3022-6124 400 68.0 65.0 + 3.0 104.6
BZ 112 4012-1002 500 90.0 88.0 + 2.0 102.0

TOTAL 467.4 445.0 4-22.4 105.0

per unit of time to standard costs 
per casting. The use of production 
standards will facilitate the calcula­
tion of flexible budgets that are 
directly related to actual produc­
tion and the preparation of reports 
for such flexible budgets. Use of 
these reports and standards by the 
management accountant will enable 
him to function more effectively in 
the management of the foundry.
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Casting Weight: 825
Run Size: 350

COST CENTER

CODE
DESCRIP­

TION

0220
0210

0230

0100
0310
0320
0330
0410

Material 
Scrap credit 
Net material 
Sand mixer 
Core room

Setup
Molding

Setup
Electric furnace 
Grinding 
Shot blast 
Cleaning 
Testing

Setup



Everyone agrees on the necessity for pollution con­
trol; nearly everyone disagrees on how to pay for it. 
A Pollution Control Information System that gives 
facts leading to the maximum amount of control for 
the lowest cost is suggested —

POLLUTION CONTROL: A FRAMEWORK FOR
DECISION MAKING AND COST CONTROL

by Belverd Needles, Jr., James C. Caldwell, and Doyle Z. Williams
Texas Tech University

Although the social implica­
tions of the actions of Ameri­

can business have for some time 
been the subject of public atten­
tion, there are clear indications that 
we are entering an era when this 
attention will be intensified. The 
public’s attention in the increasing 
social responsibilities of business is, 
perhaps, best exemplified in the 
issues of preserving the environ­
ment and controlling pollution. 
Clearly, the efforts of accountants 
are essential as business seeks to 
meet its increased social respon­
sibilities of pollution control in a 
competitive economy.

The leaders of the accounting 
profession have acknowledged the 
obligation of accountants to con­
tribute to an effective solution to 
the pollution control problem. Louis 

M. Kessler, past president of the 
American Institute of Certified 
Public Accountants, has said that 
businessmen and accountants must 
become involved “not because their 
creativity and productivity helped 
bring about the problem but be­
cause they possess the prestige and 
influence, the skills and talents to 
turn this country’s proficiency for 
making tangible goods to the pres­
ervation of intangible values in our 
physical environment.”1

1 “Pollution Control: How Much Will It 
Cost?” Management Accounting, July, 
1970, p. 82.

In sum, those responsible for 
monitoring the financial health of 
an enterprise must have a firm 
grasp of the dimensions of the is­

sues surrounding the control of pol­
lution and the related costs.

This article seeks to present a 
Pollution Control Information Sys­
tem (PCIS) which identifies the 
internal and external constraints 
and critical decision points in 
handling the problem of pollution 
abatement. It suggests alternative 
methods of pollution abatement and 
examines the appropriateness of 
traditional accounting techniques 
in evaluating these alternatives. 
Finally, it provides a framework 
for developing a pollution control 
monitoring system.

The term “pollution” does not 
have a simple definition. It is 
usually associated with such terms 
as “undesirable,” “unfavorable,” or 
“obnoxious.” The Environmental 
Pollution Panel of the President’s
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Science Advisory Committee de­
fined pollution as follows:

Environmental pollution is the 
unfavorable alteration of our 
surroundings, wholly or largely 
as a by-product of man’s actions, 
through direct or indirect effects 
of changes in energy patterns, 
radiation levels, chemical and 
physical constitution and abun­
dances of organisms.2

2Environment Panel of the President’s 
Science Advisory Committee of Restoring 
the Quality of Our Environment, The 
White House, Washington, D.C., Novem­
ber, 1965.
3For a detailed exposition of this sub­
ject, see Robert U. Ayres and Allen V. 
Kneese, “Production, Consumption, and 
Externalities,” The American Economic 
Review, June, 1969, pp. 282, 297.
4Disproduct, waste, non-useful products, 
and pollution are used interchangeably 
in this article.

5Some returns may come from sales of 
by-products or from the recycling process.

Another way of viewing pollution 
is through the concept of “dis- 
product.” Disproducts are the 
negative services which are gene­
rated by the same processes which 
create products. Noise is an un­
desirable result of airports; smog 
is an undesirable result of cars, 
industry, and other activities. Resi­
dual waste or pollution is an in­
evitable part of the process of pro­
duction. In most analyses, this 
disproduct is ignored. Disproducts 
are not unusual results of produc­
tion but are a normal and inherent 
part of the process; they become 
more important as the population 
and output increase. For this rea­
son, the problems of pollution can­
not be treated as isolated problems 
such as clear air or water, but must 
be related to the production pro­
cesses which gave rise to them and 
to the products which were also 
created.3 It should be observed that 
the term “final” consumption is a 
misnomer. All output eventually 
becomes waste4 and is recycled into 
the system in one way or another. 
It either goes into the environment 
for eventual decomposition and 
reuse by the ecological system or is 
recycled directly back into the pro­
duction system.

A Pollution Control Information 
System is presented in Exhibit 1, 
page 26, and consists of three 
phases. Phase I is the pollution 
abatement decision process. Phase 
II is the evaluation of alternative 
processes which occurs once a de­
cision has been made to take some 
action toward pollution abatement. 
Obviously, these two phases are 
highly interrelated, but it is con­
venient to view them separately 
here because of their unique in­
formation requirements. Phase III 
is the establishment and mainte­
nance of a pollution control mon­
itoring system which provides feed­
back into various components of 
the PCIS.

The decision to seek to control 
pollution and determination of the 
extent of the controls is a com­
plicated one. Traditional economic 
theory suggests that a firm, in order 
to maximize income, should pro­
duce at a level where marginal costs 
equal marginal revenue. This con­
cept is clearly inadequate when 
considering pollution because there 
is no easily measured benefit from 
additional expenditures on pollu­
tion control.5 In fact, in many in­
stances the less a company spends 
on pollution control the more its 
income will be, except in the very 
long run. For instance, consider 
a company which produces widgets 
and which disposes of the waste 
and smoke from production into a 
river and into the air. It has the 
alternative of processing the smoke 
and waste before disposal to pre­
vent pollution or not to process 
further. The gross profit per widget 
under each alternative might be 
as follows:

Another way of viewing 
pollution is through the 
concept of "disproduct.” 
Disproducts are the negative 
services which are generated 
by the same processes which 

create products. Noise is an 
undesirable result of 
airports; smog is an 

undesirable result of cars, 
industry, and other activities.

No Pollution Pollution 
Control Control

Sales Price $10.00 $10.00
Less:
Manufacturing Costs 6.00 6.00
Costs of Pollution Control —0— 1.00
Gross Profit $ 4.00 $ 3.00

Clearly, under these circum­
stances if the company wishes to
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EXHIBIT I
POLLUTION CONTROL INFORMATION SYSTEM

PHASE II 
Evaluation of 

Alternative Processes
PHASE III 

Monitoring Process
PHASE I 

Pollution Abatement Decision Process

maximize profit at the prevailing 
market price, it should not initiate 
the pollution control, thereby pass­
ing the cost of the disproducts on 
to the public. Further, if this com­
pany is in a competitive market 
and if its competitors have pollu­
tion control processes but it can 
get by without them, then this 
company can undersell (say, at 
$9.00 per unit) its competitors and 
increase sales and profits at the 
expense of more pollution.

Competition and pollution

In either case, without the pollu­
tion controls, the company’s costs 
may increase indirectly by addi­
tional taxes which are necessary 
because the government must now 
spend more for pollution controls. 
However, this increase in taxes 
would be borne by companies who 
install pollution controls as well as 
by those companies which by the 
nature of their businesses do not 
cause pollution. As one can see, 
competition, which is a strong in­
centive for producing better pro­
ducts at lower costs, can contribute 

to pollution. A company’s costs are 
lower if it can pass the job of clean­
ing up to the consumer; con­
sequently, it has a competitive ad­
vantage over companies that prac­
tice pollution control. Ultimately, 
the cost (benefit) to society as a 
whole of pollution (controls) must 
be measured and there must be 
tax incentives or penalties built into 
the economic system before the 
traditional economic models are 
applicable.

Thus, if one excludes the possi­
bility of waste processing becoming 
profitable, as when a new use is 
found for it, there are three forces 
which independently or together 
cause a company to consider the 
possibility of increasing its pollu­
tion control efforts. These three 
factors are a sense of social re­
sponsibility, public pressures, and 
regulatory requirements. Two sec­
ondary factors are resource con­
straints and tax considerations.

Social Responsibility. No one 
likes or desires pollution and no 
one wants to be known as a pol­
luter. Many companies, therefore, 
decide to instigate pollution con­

trols simply because they feel that 
it is part of their social responsi­
bility to do so. Unfortunately, be­
cause of competitive factors and 
lack of awareness of the problem, 
pollution in many industries has 
not been controlled adequately in 
the past.

Public Pressures. In addition, the 
public’s unwillingness to pay higher 
prices for pollution control con­
tributes to the problem. The public 
mood, however, has changed over 
the last five years. Concerned citi­
zens are attempting to buy pro­
ducts from companies which are 
seeking to reduce pollution or pro­
duce products which cause less 
pollution than competing products. 
In some instances, the public is 
boycotting some businesses, fight­
ing certain public projects, and 
lobbying for more legislation. Fi­
nancial strategists of business must 
be aware of these movements for 
they provide vital input to the de­
cision process. They limit alterna­
tives and provide time constraints 
on the implementation of pollution 
control systems. Companies must 
provide a mechanism such as a
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committee of management which 
meets regularly to assess contin­
ually its own position, as well as 
the mood of the public.

Regulatory Requirements. The 
third major factor in pollution con­
trol analysis is the influence of 
government regulation. The infor­
mational needs with respect to this 
aspect of the pollution abatement 
decision are becoming increasingly 
acute because of two basic prob­
lems. First, a single company is 
usually subject to at least two 
agencies (one for air; one for 
water) at the city, county, and 
state levels. Each regulatory body 
has its own standards, which are 
frequently in conflict with those of 
other agencies, and they often com­
pete with each other for jurisdic­
tion. Second, spurred by the public 
outcry over pollution, government 
at all levels is toughening and ex-
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EXHIBIT 2
RELATIVE COSTS AND EFFECTIVENESS OF 

THREE METHODS OF POLLUTION ABATEMENT

panding its laws, even those only 
a year or two old. Every company 
with a pollution problem should 
have an information-monitoring 
process to keep informed of 
changes in regulations.

Resource Constraints. In making 
the pollution abatement decision, 
management is faced with two re­
source constraints:

1) Monetary—There is a limited 
amount of money to divide 
among various kinds of pollution 
controls. Two allocations must be 
made: Among several means of 
controlling a particular type of 
pollution, which should be 
chosen? Among several types of 
pollution, how should available 
funds be allocated?

2) Technical—At any one time, 
there is a given state of tech­
nology which is a limiting fac­
tor, both from efficiency and cost 
standpoints. Different methods 
may have different cost or effi­
ciency characteristics and it is 
possible that the desired level of 
pollution removal cannot be 
reached through presently known 
methods.

The trade-offs among accepted 
levels of pollution, costs, and tech­
nology can be seen in Exhibit 2, 
above. Each curve (t1t1, t2t2, t3t3) 

represents a different method or 
level of technology which is availa­
ble. Although in many cases pollu­
tion can be eliminated, the cost is 
usually prohibitive. There must be 
a compromise with respect to the 
level of pollution.

If the level of pollution is the 
constraint, then a level of P1, P2, or 
P3 would result in different methods 
being chosen. If cost is the con­
straint, then C1, C2, C3 would also 
result in different control methods 
being selected.

Tax Considerations. Tax consid­
erations are another decision varia­
ble in the pollution abatement sys­
tem. As suggested earlier, it is 
obvious that if modifications can 
be made in the competitive system 
which will encourage pollution 
abatement, a powerful incentive 
will exist for pollution control. Two 
direct means used by state and 
Federal governments in creating 
incentives for pollution control are 
to (1) impose a special tax on 
people or companies in proportion 
to the severity of the pollution for 
which they are responsible (tax 
penalties) and (2) provide tax 
credits or other tax benefits such 
as accelerated depreciation to firms 
that install pollution control equip­
ment (tax incentives).

Many states as well as the Fed­
eral Government have adopted an
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EXHIBIT 3

A GENERAL SYSTEM OF POLLUTION 
IN A SIMPLIFIED PRODUCTION AND CONSUMPTION PROCESS

alternative approach for providing 
tax incentives. Several states ex­
empt air and water pollution de­
vices from sales and use taxes, 
franchise taxes, and/or property 
taxes. Many state income tax laws 
allow accelerated depreciation of 
pollution control devices. The Fed­
eral Tax Reform Act of 1969 allows 
individuals and corporations to 
write off the cost of certified pollu­
tion control facilities over a 60- 
month period. On the surface, the 
providing of tax credits as incen­
tives for installing pollution control 
devices may appear to be an excel­
lent means for reducing pollution. 
However, the equity of tax credits 
is open to question.

First, the size of the tax credit 
is not related to the reduction in 
the amount of pollution a particu­
lar investment causes but is related 
only to the number of dollars spent. 
Second, even though the tax credit 
system may succeed in reducing 
pollution, the company which is 
making the outlay ultimately will 
not bear the cost. The public will 
bear part of the costs, because 
those firms which do not pollute 
in the first place, and thus need no 
pollution control equipment, will 
pay full taxes, while those who do 
pollute recover a part of their cost 
through tax credits. To illustrate, 
a recent study of costs of pollution 

control equipment showed that a 
$3 million crude oil distillation unit 
of 37,000 barrels per hour capacity 
required a vapor control system 
which cost $10,000. Another liquid 
hydrogen unit required a pollution 
control device which cost $17,700. 
On the other hand, a $250,000 in­
vestment in pollution control equip­
ment was required for a $1,600,000 
synthetic rubber operation. An elec­
tric precipitator to be used with 
an open-hearth furnace costs $150,- 
000 to $200,000 for the furnace. In 
some cases, the required invest­
ment in pollution control equip­
ment is actually greater than the 
investment required in the basic 
equipment.

The alternative method of taxing 
people and corporations in propor­
tion to the amount of pollution they 
cause is more attractive. If the tax 
is high enough to make a substan­
tial difference in cost of production 
for a polluter versus a non-polluter, 
companies would have a powerful 
incentive for installing pollution 
control equipment and for develop­
ing more efficient and economical 
methods of controlling pollution. 
The advantages of this method are 
that it places the burden on the 
polluter, and, psychologically, it ap­
pears to be a penalty whereas the 
tax credit seems more like a favor. 
Obviously, one of the problems 

with this method is measuring the 
amount of pollution.

After carefully examining all of 
the relevant considerations with 
respect to pollution abatement, 
management may decide that pollu­
tion is not a problem for its com­
pany and thus no further action 
except periodic review is needed. 
However, if the decision is made 
that pollution abatement is needed, 
the next step is to delineate and 
evaluate alternative ways of pollu­
tion abatement.

A thorough examination of pollu­
tion abatement alternatives requires 
a structural view of the system of 
which pollution is an integral part. 
To illustrate, the system, presented 
in Exhibit 3 at left, is a sim­
plified version of the production 
and consumption processes and can 
represent any entity, whether busi­
ness, government, or public. The 
system consists of inputs which 
may exist in inventory or raw form 
for industrial production or in pro­
duct form for a consumer. The 
processing function may represent 
production, consumption, or some 
intermediate step. The output con­
sists of a combination of useful 
output and waste. The relative 
amounts of each will vary. For 
example, in the consumption pro­
cess, the physical output may be 
substantially all pollution. On the 
other hand, in certain efficient man­
ufacturing transformations there 
may be very little waste. Ulti­
mately, however, from the general 
systems viewpoint, the output, 
both the useful and waste portion, 
must eventually be discarded 
and/or recycled.

In designing a PCIS, explicit 
recognition must be given to the 
alternative processes for controlling 
pollution. These alternatives in­
clude: (1) processing the waste 
output, (2) processing the useful 
output, (3) changing the process, 
and (4) changing the input.

Processing the Waste Output. A 
common way that all levels of so­
ciety, whether industry, govern­
ment, or consumer, have passed on 
the cost of cleaning up waste to 
someone else is simply to discard
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EXHIBIT 4 
POLLUTION CONTROL ALTERNATIVES THROUGH WASTE PROCESSING

the waste. Industry and govern­
ments pollute streams and the air; 
consumers discard trash and drive 
untuned cars which discharge ex­
cess smoke and fumes.

It is obvious, therefore, that the 
proper processing of waste is an 
important alternative in its control. 
Exhibit 4, above, illustrates three 
alternatives for disposition of waste 
after it has been processed.

1. After processing, the waste can 
be discarded. Examples of this type 
of pollution control are: The cool­
ing of hot water from atomic 
energy plants before discharge into 
the water, the treatment of sewage 
and garbage by local government, 
the treatment of discharge liquids 
and smoke by industry.

2. The processing of the waste 
may transform it into a useful pro­
duct. Some examples are the sale 
of sawdust by a sawmill to a 
pressed board maker and the col­
lecting and converting of sulfur 
oxides emitted by utility and 
smelter smokestacks for use in 
making sulfuric acid.

3. After processing, the waste 
may be recycled into the system. 

Some common examples include the 
recycling of water or other liquids 
used for cooling and the collecting 
of chemicals from smoke for sub­
sequent use.

Processing the Useful Output. As 
illustrated in Exhibit 5, page 30, 
another means for controlling the 
amount of pollution is by further 
processing of the useful output 
after its consumption. Exhibit 5 
shows the close relationship of use­
ful output to waste. Since useful 
output becomes waste as soon as 
it is used, the alternatives after 
consumption are the same as the 
alternatives available when process­
ing the waste.

For the industrial firm, however, 
waste processing is one step re­
moved from waste control. Accord­
ingly, waste processing has special 
implications, particularly for re­
cycling. The firm or industry must 
arrange the return of the waste 
product. Some examples of this sys­
tem are the use of returnable 
bottles by beverage manufacturers 
and the recycling of waste paper 
and scrap iron.

Changing the Process. Another 

alternative for controlling pollution 
is to change the manufacturing 
process itself, resulting in more use­
ful output and/or less waste out­
put. The range of possibilities is 
large under this alternative and the 
measurement problems for the ac­
countant are equally great. A com­
pany may modify the manufactur­
ing process in such a way that 
more useful product is obtained 
or it may manufacture a more effi­
cient product such as a new engine 
design which emits fewer pollutants 
than a previous design.

Changing the Input. Finally, pol­
lution may be reduced by changing 
the input to the system. Some com­
mon examples of this trend are: 
the switching of power companies 
from highly pollutant soft coal to 
hard coal and other fuels which 
cause less air pollution, the de­
velopment of detergents which are 
phosphate-free, and the use of dif­
ferent raw materials in plastic con­
tainers making them suitable for 
most incinerators’ disposal systems.

An integral part of the decision 
to embark on a major pollution 
abatement program includes an
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EXHIBIT 5
POLLUTION CONTROL ALTERNATIVES THROUGH REPROCESSING USEFUL PRODUCTS AFTER CONSUMPTION

analysis of the financial resources 
required. In many instances, the 
question becomes one of whether 
the required technology and equip­
ment should be developed in-house, 
or, if available, purchased exter­
nally. Although this type of deci­
sion has the earmarks of the 
familiar “make or buy” analysis, 
the decision variables are, in some 
respects, of a different complexity.

For example, in capital expendi­
ture analysis the objective is to 
measure the profit potential of long- 
lived assets. The projected profit­
ability of the alternatives depends 
on (1) the required investment, 
and (2) the net increase in future 
cash flows. Under conventional 
analysis, the project’s return is 
usually determined and compared 
with the company’s desired mini­
mum return. If the projected return 
is equal to or greater than the 
minimum desired rate of return 
and if the other pertinent factors 
are positive the project is accepted.

However, pollution control proj­
ects may not provide returns meas­
urable by conventional methods, 
and hence will not provide the in­

formation required for conventional 
capital budgeting models. As Man­
agement Accounting put it:

... if millions must be spent to 
ensure that this generation is not 
the last on earth, assurances 
surely will be required that the 
enormous sums are spent wisely. 
For each dollar spent, there 
should be maximum return in 
the intangible values gradually 
disappearing: green forests, fresh 
air, clear sparkling lakes and 
streams. Money spent for the 
abatement of pollution must 
show tangible reductions in pol­
lution.6

In large measure, capital expen­
diture analysis of pollution abate­
ment must consider returns usually 
of an intangible nature, not only 
through preventing loss of clean 
water and air, but through main­
tenance of institutional responsibil­
ity and goodwill as well.

In addition to the intangible na-

6“Ponution Control: How Much Will It 
Cost?” Management Accounting, July, 
1970, p. 82.

ture of the benefits of pollution 
control, a second complication en­
ters into capital budgeting for pol­
lution control projects. The un­
settled public attitude toward pol­
lution and rapidly changing regu­
lations, coupled with the absence 
of a directly measurable benefit 
stream (either revenue or cost sav­
ings), contribute to the unusual 
uncertainty with respect to the 
length of any benefits which may 
accrue from such a project. Clearly, 
under these circumstances, conven­
tional capital expenditure models 
must be modified, and in many in­
stances new models developed, in 
analyzing capital outlays for pollu­
tion control.

After the decision has been made 
to undertake a pollution abatement 
program, a control system must be 
designed and implemented. Exhibit 
1 (Phase III) presents a monitoring 
system for collecting relevant data 
and allocating common costs for 
the purpose of further cost effec­
tiveness analysis and proper inter­
nal reporting.

The pollution control monitoring 
system should be designed in a
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manner consistent with the concept 
of responsibility accounting. For 
example, the direct costs for oper­
ating the pollution control system 
can be accumulated and allocated 
in an equitable manner to those 
departments or cost centers which 
caused this expenditure. Those 
charged with the responsibility of 
the various departments or cost 
centers can then determine their 
controllable cost with regard to 
pollution abatement and waste dis­
posal, thereby striving to lower 
these costs while reducing pollu­
tion.

However, because of the diverse 
nature of pollution responsibility, 
great care must be exercised in 
designing a responsibility account­
ing system for pollution costs and 
assigning such costs to the appro­
priate cost centers. In some in­
stances, cost responsibility can be 
readily identified and assigned to 
a specific center. In other instances, 
due to the raw material input or 
the product produced, pollution 
costs can only be identified at the 
entity level. Like capital budgeting 
analyses, conventional responsibil­
ity accounting systems may need 
modification for the purpose of 
monitoring pollution costs.

Still other modifications in the 
traditional accounting control sys­
tems may be required for applica­
tion to a pollution control monitor­
ing system.

Coordination essential

Madison C. Forbes, president of 
Associated Enterprise, Houston, be­
lieves that in the past the account­
ing function has played the domi­
nant role in control systems but in 
the future the system should be the 
result of interdisciplinary action. 
He states:

Formerly, decisions for allocations 
of cost followed accounting con­
vention and were done almost 
entirely within the Accounting 
Department with only a casual 
reference to the engineering or 
management requirements of the 
system. Newer methods of allo­

cation must be a careful blend 
of accounting, engineering, and 
management decisions that re­
quire not only agreement, but 
wholehearted cooperation if they 
are to be effective.7

7Forbes, Madison C., “Cost Accounting 
for Pollution Control,” Hydrocarbon Proc­
essing, October, 1969, p. 145.

An excellent example of a cost 
allocation problem arising from a 
pollution abatement program is the 
assignment of common costs to 
products. Allocation of common 
costs to products raises such familiar 
issues as accounting for waste, 
scrap, and by-products. A pollution 
control monitoring system must 
provide a means of allocating the 
common costs in the most meaning­
ful and relevant manner for deci­
sion making purposes.

Reporting costs externally

Although it is readily recognized 
that a chief component of a pollu­
tion control monitoring system is 
reliable and timely reporting of the 
relevant costs internally, little at­
tention has been directed toward 
reporting pollution costs externally. 
As public interest in businesses’ 
social responsibilities continues to 
grow, and as pollution costs con­
tinue to multiply, requirements for 
external reporting of pollution costs 
are inevitable. An effectively de­
signed pollution control monitor­
ing system will provide for the 
capturing, assembling, and report­
ing of pollution costs to facilitate 
meaningful external corporate re­
porting of these outlays.

Finally, a well designed pollu­
tion control monitoring system 
should include provisions for a 
post-audit of the decisions made 
through continued cost effective­
ness analysis; information should 
be obtained which will be helpful 
in evaluating whether the pollution 
control system is attaining the de­
sired objective. These analyses 
must include costs for which the 
accounting process normally does 
not assign a monetary value. For 

example, a cost must be ascribed to 
antagonistic public reaction to in­
effective pollution abatement ef­
forts.

In summary, designing a Pollu­
tion Control Information System is 
a multidimensional task. First, an 
analysis of the economic forces of 
the industry is essential. Determin­
ing the potential impact of the ab­
sorption of additional costs of pol­
lution controls, although difficult, is 
of paramount importance. Other 
variables include an analysis of the 
firm’s social responsibilities, public 
pressure, and regulatory and tax 
requirements.

Internal variables of a Pollution 
Control Information System include 
resource constraints and available 
alternative methods for processing 
waste output.

Like other systems, an effectively 
designed Pollution Control Infor­
mation System should include for­
mal evaluation of the relative re­
turns of waste processing alterna­
tives, proper allocation of common 
costs, timely reporting of relevant 
data for internal decision making, 
meaningful external reporting of 
pollution costs, and thorough post­
audits of the decisions surround­
ing pollution abatement. In many 
instances, however, conventional 
techniques of capital budgeting, 
responsibility accounting, cost allo­
cation, and systems modeling must 
be modified, and, in some instances, 
new techniques and approaches de­
veloped.

It is readily apparent that be­
cause of the wide range of vari­
ables inherent in designing a Pollu­
tion Control Information System, 
the interactions of many individuals 
will usually be required. One stra­
tegy is the formation of a task force 
of, among others, accountants, sys­
tems analysts, economists, and en­
gineers working in concert with 
top management. Such a team com­
mitted to the objective of pollution 
control would be capable of bring­
ing to the task the myriad skills and 
insights needed to design an effec­
tive Pollution Control Information 
System — a task that is no longer 
discretionary with business.
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Communication—from the top down as well as from 
the bottom up—is indispensable to the success of a 
new product or service. Management’s criteria and 
biases must always be clear to R & D —

VENTURING BEYOND THE PASS

Why does one company suc­
ceed and another fail in the 
area of new products or services?

There are, I suggest, two major 
factors influencing success or fail­
ure-management and communica­
tions. Does management know 
where it wants to go and does it 
make its direction clear to the rest 
of the company? Are a company’s 
lines of communication open for 
receiving and developing new ideas 
and are specially skilled individuals 
part of the management team—a 
sort of task force on new oppor­
tunities and undertakings?

New venture success requires 
two approaches. One is methodical, 
requiring organization and plan­
ning. The other is opportunistic, 
requiring fast response time and 
flexibility. The company that relies

solely on one or the other will be 
disappointed.

Let us look at the birthplace of 
new products. Obviously, a new 
venture is developed either in­
house or from without. But point 
of origin probably has little correla­
tion with success. What is im­
portant is whether the idea lands 
on fertile soil, and whether this 
fertile soil is linked to the rest of 
the organization by open commu­
nication channels. Usually there is 
a great deal of communication from 
the top down but very little from 
the bottom up.

One company’s experience

Perhaps the best way to illustrate 
these points is in terms of an actual 
case history. Let’s begin by de­
scribing the development of Prod­

uct A which failed to become 
commercial, followed by a parallel 
discussion of Product B which be­
came an outstanding success.

Product A was developed in the 
research and development labora­
tories of a company. It was given 
adequate budget, and the devel­
opment people in charge felt quite 
sure that they knew management’s 
criteria. The project proceeded very 
successfully. It was pilot planted 
and samples were given to the mar­
keting department.

Unfortunately, back at the pass, 
management did not know what 
it wanted. It had no clear ideas as 
to the desired volume of business, 
level of profitability, or extent to 
which it was willing to commit 
its technical, marketing, and man­
agement time and resources. Mar­
keting and production were sim-
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ilarly uncertain about taking on a 
new project. In short, no one in 
the firm had articulated a risk­
taking philosophy. While the de­
velopment group continued to re­
ceive encouraging reports of man­
agement’s enthusiasm, manage­
ment’s actual conversations went 
something like this: “Here’s another 
new project; the marketing people 
don’t seem to want to press it; the 
production people find that it 
doesn’t fit with their scheduled 
plans; the financial department says 
it’s going to lose money for three 
years.”

Further lack of commitment was 
shown by the division managers 
whose bonuses were in part deter­
mined by short-term profits and 
who were not willing to see some 
red numbers. To make matters 
worse, management not only lacked 
real enthusiasm for the project; it 
also didn’t have the courage to 
stop it. As a result, money was 
spent and test marketing done far 
beyond any reasonable hope of 
return.

Needless to say, the company 
finally licensed Product A to 
someone else, hoping to get a little 
of its money back. This process left 
everyone with a very dim view of 
developing new projects in the fu­
ture.

A different outcome

The idea for Product B was 
also developed in a different com­
pany’s own research and develop­
ment laboratories. By contrast, 
however, management had estab­
lished its criteria, had articulated 
its risk-taking philosophy, and had 
told the financial department that 
money was to be spent for new 
ventures. In this case, the research 
and development department took 
management’s criteria into account 
in developing its idea.

When management committed 
further money, it was not just to 
reinforce the status of the R & D 
department: it was a sincere com­
mitment to go ahead with the pro­
ject if, indeed, it appeared promis­
ing. The technical part of the pro-

A project which the R & D people think has management's firm support 
all too often has nothing of the kind; management is lukewarm at best and 
kills the project when it finally reaches implementation stage.

ject went quite well. The marketing 
department proceeded to prepare 
the groundwork for the company’s 
entry into the business of distri­
buting and selling the product.

At this point, however, an almost 
insurmountable obstacle arose. It 
became apparent that the project 
would require a far greater amount 
of capital than the company was 
willing or able to commit. Man­
agement knew, however, that it had 
a proprietary position. Though it 
had traditionally avoided joint ven­
tures, it decided to take an oppor­
tunistic view and to look for a part­
ner.

The critical factor here was the 
existence of strong communications. 
Marketing was talking to produc­
tion; production was talking to re­
search; research was talking to 
management. The people at all 
levels knew what was wanted, and 
they knew that even though a joint 
venture violated company tradition, 

it could be done and would be 
acceptable.

In the new partnership, the ori­
ginating company had the product, 
the imagination, and the risk-taking 
ability. The other partner had the 
raw materials and financial re­
sources.

Throughout these and other case 
histories, the key to success or fail­
ure was communication. Too often 
a project is well conceived and is 
pushed vigorously, but when it 
reaches top management, as a re­
quest for a budget or approval for 
a plant, management anguishes for 
a while and then decides against 
it. This is a communication prob­
lem. Clearly, any project could be 
stopped much earlier if manage­
ment didn’t want it and let all con­
cerned know it.

Most good projects that fail do 
so at the very top management 
level. One company, for example, 
was interested in diversifying into
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One of the easiest and least 
expensive ways of initiating 
new developments is for a 
company to keep lines of 
communication open with its 
outside sources. Though 
many companies scoff at this 
approach, it is, in fact, 
productive. For every new 
venture idea conceived 
internally, nine are probably 
thought of by raw material 
suppliers or customers.

the aerospace industry. It stated 
there were to be no geographical 
limitations. When the project finally 
reached top management, the re­
sponse was negative. Management 
said, “Certainly we are not going 
to support a venture on the West 
Coast.” Obviously, with better com­
munications, management’s geo­
graphical bias would have been 
known much earlier in the game.

Another company had a develop­
ment that was technically brilliant 
and well developed commercially 
but ended up as an unwanted con­
sumer item. The board of directors 
in this case said, “We have no in­
tention of going into a consumer 
type product.” In both cases, a 
good deal of effort and money 
could have been saved if manage­
ment’s real criteria had been made 
explicit.

When ventures fail, you will 
usually find that R & D developed 
products which it thought manage­
ment wanted, but which, in the 
final analysis, management didn’t 
want at all, or you will find that 
management thought R & D knew 
what it wanted. Ask management 
what it wants from R & D and 
then ask R & D what it thinks man­
agement wants, and you will find 
two different answers in most cases.

Also vital to the success of any 
new venture is the recognition of 
risk by research, management, and 
marketing. No new venture ever 
succeeded without paying the cost 
of entry into the market. This is 
paid either in R & D money, in 
advertising money, or in a high 
price-to-earnings multiplier for ac­
quiring a company which has what 
is needed in terms of product or 
marketing. If the financial group is 
controlling the company and sets 
an unrealistic return on the dollar 
spent without recognizing that it 
costs money to get into the game, 
most projects will fail. Unless a 
company is willing to pay the price 
and sign a chit ahead of time, there 
is little point in doing new venture 
and new product research.

One of the easiest and least ex­
pensive ways of initiating new de­
velopments is for a company to 

keep lines of communication open 
with its outside sources. Though 
many companies scoff at this ap­
proach, it is, in fact, productive. 
For every new venture idea con­
ceived internally, nine are probably 
thought of by raw material sup­
pliers or customers.

This approach can be so effective 
that it should be company policy 
to take the initiative—to approach 
suppliers and customers, point out 
the company’s production, market­
ing, and technological capabilities 
and ask if they might not be di­
rected to serve the subject’s need.

What about the administrative 
personnel needed to develop profit­
able new products and services?

First, you need a man capable 
of recognizing good ideas and of 
communicating them so as to win 
management support. This man 
cannot and should not be asked to 
commercialize the product. He 
should get it to the point where 
he can turn it over to the commer­
cial development group. Next, you 
need a commercial development 
man. This man must be paid by 
the company to evaluate and to 
take risks. Sometimes he must have 
the courage to say that even though 
$5 million has been spent, there is 
no reason to go any further.

In summary, it can be seen 
that the critical thread that runs 
throughout all successful new ven­
tures is communication—between 
various company departments, 
management levels, and outside 
sources. This means more than just 
meetings and memos. It means true 
communication whereby the im­
plicit values of all those involved 
are congruent with their explicit 
actions.
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Repurchase of their own common stock by companies 
is becoming more and more popular. However, such 
repurchase should be decided on only after a few 
simple factors are weighed. Here they are —

PRACTICAL CONSIDERATIONS IN 
COMMON STOCK REPURCHASE

by Guy J. Agrati
Chemical Bank

Although much good theoreti­
cal analysis of common stock 

repurchase has been published in 
recent years, little of practical value 
has filtered into the everyday world 
of business finance. Scholarly jour­
nals and academic texts almost in­
variably treat common stock re­
purchase as a decision in dividend 
policy.1 While such an approach is 
logical and assists in understanding 

1 See for example: Harold Bierman, Jr., 
and Richard West, “The Acquisition of 
Common Stock by the Corporate Issuer,” 
Journal of Finance, December, 1966, pp. 
687-96; E. J. Elton and M. Gruber, “The 
Effect of Share Repurchase on the Value 
of the Firm,” Journal of Finance, March, 
1968, pp. 135-49; James C. Van Horne, 
Financial Management and Policy, Pren­
tice-Hall, Englewood Cliffs, NJ., 1968, 
pp. 208-211.

difficult questions in the financial 
theory surrounding capital struc­
ture, it is of nominal assistance to 
the corporate treasurer facing the 
complex problems of common share 
earnings and, by extension, of mar­
ket price. As a consequence, senior 
management has no practical guide­
lines by which to evaluate stock 
repurchase, and its direct effects on 
earnings.

Repurchase of common stock by 
the corporate issuer is the converse 
of equity financing through distri­
bution of new or treasury shares 
for cash. In the same sense that 
issuance of common shares results 
in new capital, repurchase is an 
“investment” in the issuer’s own 
stock, a partial liquidation which 
results in a contraction of capital. 
Repurchase is, therefore, a valid 

employment of excess funds which 
may yield greater returns, in earn­
ings per share and market price 
gains to remaining stockholders, 
than alternate investments, e.g., 
treasury bills. Whereas new equity 
issues (without pre-emptive rights) 
dilute earnings per share, repur­
chase by the issuer is counter- 
dilutive, by withdrawing outstand­
ing stock from public circulation. 
The knowledgeable and experi­
enced corporate financial officer 
would, therefore, do well to under­
stand the nature and practice of 
repurchase as the mirror strategy 
of equity financing. Well-rounded 
and effective financial management 
requires nothing less.

It is a basic premise of this article 
that common stock repurchase is 
a valuable financial tool which can
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To be truly useful, however, 

repurchase must be meas­

urable in terms of end result. 

Also helpful would be a 

determination of how to 

finance a repurchase pro­

gram. Most desirable would 

be a method of measuring the 

efficiency of a given repur­

chase proposal—in effect 

relating gains resulting from 

an actual repurchase to 

potential gains from a no- 

cost reduction in stock out­

standing, i.e., donated capital. 

be used to fund stock options, ac­
quisitions for stock, and convertible 
obligations of the company.2 Ad­
ditionally, current and future years’ 
earnings per share can be enhanced 
through repurchase, either to offset 
dilution from one or more of the 
foregoing transactions; or to im­
prove an unfavorable comparison 
with past period operating results. 
To be truly useful, however, repur­
chase must be measurable in terms 
of end result. Also helpful would 
be a determination of how to fi­
nance a repurchase program. Most 
desirable would be a method of 
measuring the efficiency of a given 
repurchase proposal—in effect re­
lating gains resulting from an actual 
repurchase to potential gains from 
a no-cost reduction in stock out­
standing, i.e., donated capital. This 
article addresses these questions 
and attempts to develop a practical 
method of evaluating repurchase 
under given, real world market 
conditions.

2 Recent APB opinions may discourage 
the issuance of repurchased stock for cer­
tain acquisitions. As a result, it would be 
prudent to consult a knowledgeable pub­
lic accounting firm regarding repurchase 
prior to actually implementing the re­
purchase plan.

3 Earnings per share gains from a given 
repurchase transaction may be estimated 
for a future year by setting n equal to 
the complete number of shares repur­
chased in the given transaction (in effect, 
letting nt = n, the number of shares un­
adjusted). All other variables will, of 
course, be estimated for future years.

Effect on earnings per share

Stripped of irrelevant considera­
tions (for the purposes of this arti­
cle), earnings per share, according 
to generally accepted accounting 
principles, is simply the period 
income after tax divided by the 
average number of common shares 
outstanding. All other things being 
equal, a repurchase of common 
stock will affect both the numerator 
and denominator of the earnings 
per share expression by decreasing 
both earnings and the average num­
ber of shares outstanding. Further­
more, unless the repurchase takes 
place on the first day of the cor­
porate fiscal year, effects of the re­
purchase on both numerator and 
denominator must be time adjusted, 
in order to correctly arrive at cur­
rent year EPS. (EPS in future 
periods is subject to the full effect 

of the repurchase, barring any fu­
ture distribution of shares.)

A formula for repurchase

Construction of an expression 
depicting the effects of repurchase 
is facilitated by algebraic substitu­
tion. Therefore, let:

E = period income after tax.
N = average number of shares 

outstanding for period given 
no repurchase.

nt = number shares repurchased, 
adjusted for time (i.e., 10,000 
shares repurchased half way 
through the fiscal year is 5,000 
shares time adjusted).3

P = repurchase price per share. 
Dt = dividend per share, time 

adjusted (for customary quar­
terly payment).

i = after-tax opportunity cost.

Earnings per share (EPS) given 
no repurchase is, therefore:

Equation 1:
EPS = E/N
Given the repurchase decision 
earnings will be affected in two 
ways:
• Dividends not paid on repur­
chased shares, i.e., treasury stock, 
may be invested at the oppor­
tunity rate, raising earnings. Al­
gebraically, E + [(i) (Dt) (nt)]. 
• Funds used for purchase are 
not available for investment at 
the opportunity rate, lowering 
earnings. Again algebraically, 
E-[(i)(P)(nt)].

Similarly, average number of 
shares will decline by the time ad­
justed number of shares repur­
chased, N —nt. From Equation 1 
earnings per share with repurchase 
becomes:

36 Management Adviser



Equation 2:
EPSr = (E + [(i)(Dt)(nt)] — 

[(i)(P)(nt)]) ÷ (N—nt)

Example calculation

An example may help to clarify 
any loose ends before proceeding 
further:

Let: E = $50,000,000
N = 10,000,000 shares 
nt= 100,000 shares 
P = $45
Dt= $2.00

i = 5.0%

Accordingly, Equation 1 yields:
EPS — 50,000,000 = $5.00
EPS 10,000,000 $5.00

and for Equation 2:

EPSr= ($50,000,000 + [(0.05) 
(2.00)(100,000)] - [(0.05) 
(45) (100,000)]) ÷ (10,- 
000,000-100,000)

= (50,000,000 + 10,000 - 
225,000) ÷ (9,900,000)

EPSr = $5,029 = $5.03

Clearly in this example, as in 
most actual cases, the positive effect 
on earnings per share of the decline 
in the average number of shares 
outstanding by 100,000 overrode 
the negative net effect on earnings 
of $215,000. Consequently, EPSr > 
EPS.

Sensitivity analysis of Equation 
2 admits some interesting conclu­
sions applicable to a wide range of 
plausible cases, including the ex­
ample:

• Earnings per share are not ap­
preciably increased by the non-pay­
ment of dividends on recovered 
treasury stock. In fact, the dividend 
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investment effect is so small as to 
be relatively insignificant in almost 
all cases.

• Earnings per share are only 
slightly increased by a moderate 
reduction in purchase price. As a 
practical matter any point in the 
trading range of the normal stock 
(“base” price ± 10-15 per cent) 
would yield essentially equivalent 
results in Equation 2.

• Equation 2 is moderately sensi­
tive to changes in opportunity cost, 
with earnings per share upon re­
purchase inversely related to the 
opportunity rate, as expected.

• Equation 2 is quite sensitive to 
nt, the time adjusted number of 
repurchased shares. In effect, 100,- 
000 shares purchased in June will 
cause only half the gain in per 
share earnings as 100,000 shares 
purchased in January, all other fac­
tors remaining unchanged.

Financing repurchase

The preceding equations and ex­
amples have implicitly assumed in­
ternal financing in the use of i to 
represent the after-tax opportunity 
rate. The logic hopefully apparent 
in Equation 2 is, of course, equally 
valid if the variable b, indicating 
the after-tax borrowing rate, re­
places i in the last term of the nu­
merator (the cost of repurchase). 
The cost of external funds, b, is 
applicable only to the cost term of 
the numerator because dividends 
not paid on treasury stock will be 
invested at the internal or oppor­
tunity rate, i, regardless of the fi­
nancing method.

Fortunately, it is not necessary 
to calculate Equation 2 for both i 
and b. As was concluded above, 
the cost of repurchase dominates 
the dividend investment term, and, 
therefore, the entire numerator. 
Hence it follows that the lowest 
cost source of funds as measured 
by i or b will yield the highest 
EPS, e.g., if i > b then EPSb > EPSi. 
Other reasons may exist mandating 
the dual calculation, i.e., company 
policy prohibits debt for repur­
chase, seasonal cash shortage, etc., 
therefore, alternative Equation 2

Earnings per share are not 

appreciably increased by the 

non-payment of dividends 

on recovered treasury stock. 

In fact, the dividend invest­

ment effect is so small as 

to be relatively insignificant 

in almost all cases.
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. . . critical in the repurchase expression is the time adjusted number of shares repurchased

expressions are set forth below:

• Repurchase using Internal 
Funds
Equation 2i:
EPS1 =
(E+ [(i)(Dt)(nt)] - 
[(i) (P) (nt)])÷(N—nt)

• Repurchase using External 
Funds
Equation 2b:
EPSb =
(E + [(i) (Dt) (nt)] - 
[(b)(P)(nt)])÷(N-nt)

An efficiency measure

Conclusions resulting from the 
sensitivity analysis described above 
indicate that the critical element in 
the repurchase expression is the 
time adjusted number of shares re­
purchased. The reader has noted 
that gains in EPS are directly pro­
portional to nt. A company with 
publicly traded common stock can­
not always plan on a fixed number 
of shares being available at a given 
price on a particular date. Diverse 
market conditions and the effects of 
large single purchases by the cor­
poration may temporarily influence 
prices. For these and other reasons 
it may be prudent to extend the re­
purchase program over a moderate 
period of time. Facing various of­
fers of stock over the time frame of 
such a program, the corporate trea­
surer requires a means of relating 
offers to one another and to the 
ideal situation of a no-cost reduc­
tion in outstanding stock. (Stock 
price can be a guide, but may mis­
lead over longer time periods as 
other underlying variables change.)

The “efficiency measure,” k, de­
scribed below gives the corporate 
decision maker an absolute meas­
urement of each offer, based on its 
EPS effect as a percentage of EPS 
gain expected from a like amount 
of donated shares. The calculated k 
for each offer of stock is, therefore, 
a measure of the EPS “efficiency”

which would result from that par­
ticular repurchase. Comparison of k, 
therefore, yields an ordinal measure 
of the optimal repurchase, as repre­
sented by the highest k.

Some may object that k cannot 
be used in evaluating alternative 
offers, that it is only useful in eval­
uating against a predetermined 
standard. We believe, however, that 
k is useful in evaluating offers 
against one another insofar as the 
offers differ in regard to price or 
financing terms. The size of various 
offers is automatically adjusted out 
by k. Evaluation of k against a pre­
determined standard is, of course, 
possible; however, each company 
would have to determine its own 
unique standard taking into ac­
count cash balances, urgency, etc.

Results of the foregoing sensitiv­
ity analysis indicate that the earn­
ings increment from investment of 
unpaid dividends on donated or re­
purchased stock is not material. 
Therefore, the calculation of k is 
simplified by omitting the dividend 
effect. The three-step determination 
of k is as follows:

(1) Calculate the gain in EPS 
which could be expected 
from a no-cost reduction in 
equivalent outstanding shares; 
the ratio of average shares 
without repurchase to average 
shares with repurchase:

N-nt
(2) Calculate the gain in EPS 

which can be expected from 
the actual repurchase offer un­
der consideration. In abbrevi­
ated form the value EPSi/EPS 
can be expanded as follows:

(3) Let k, the efficiency meas­
ure,” equal the expected actual 
gain in EPS, k2, as a percent­
age of expected no-cost equiv­
alent gain in EPS, k1, (less one

in both numerator and denomi­
nator to obtain gain ratio).

A final example

At its June 15, 197x meeting the 
Board of Directors of ABC Corp. 
resolved to purchase 10 per cent 
of outstanding ABC common stock, 
(500,000 shares) over a 120-day pe­
riod commencing immediately, in 
order to fund several consummated 
acquisitions; thus counteracting ex­
pected dilution from these acquisi­
tions amounting to five cents per 
share. Consolidated after-tax earn­
ings for the year ending December 
31, 197x are expected to reach ap­
proximately $10,000,000 or $2.00 
per share indicated on an average 
5,000,000 shares outstanding (with­
out repurchase).

Offers to sell ABC stock which 
were accepted are listed below:

June 30th—50,000 at 18
July 29th—350,000 at 20
Sept. 16th—100,000 at 17

Evaluation of the purchases 
should determine: (a) whether the 
five cents per share dilution (to 
$2.00 pre-repurchase) is covered; 
and (b) how efficient are the pur­
chase transactions in terms of k 
values. See Exhibit 1 on page 39.

30th June Purchase
EPSi = (E-[(i)(P)(nt)]) ÷ 

(N-nt)
EPSi = (10,000,000-22,500)÷ 

(4,975,000)
EPSi = $2.0055

k1 N
N —nt
5,000,000
4,975,000 1.0050

k2 = EPSi/EPS
2.0055

2.00
k2-l
k1-1

0.0027
0.0050 =
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k1 =
N

k2 = E-[(i)(P)(nt)]
N-nt

(E/N)

k = k2-l 
k1-1

1.0027

k =

.540



EXHIBIT 1

Purchase Date
Variable 30th June 29th July 16th Sept.

P 18 20 17
N 5,000,000 4,975,000 4,829,190
n 50,000 350,000 100,000
nt 25,000 145,810 29,160
i .05 .05 .06
b* — .04 —

* Funds borrowed at 8 per cent pre tax interest for 7/29 purchase; (tax rate 50 per cent).

29th July Purchase (base variables 
revised to reflect June 30th pur­
chase )

EPSb __ 9,977,500-116,648
4,829,190

= $2.0419
4,975,000
4,829,190 = 1.0302

2.0419
2.0054 1.0182

0.0182
0.0302 .6026

16th September Purchase (base 
variables revised to reflect both 
prior purchases)

EPS 9,860,852-29,743
4,800,030 

= $2.0481

k1

k2

4,829,190
4,800,030 = 1.0060

2.0481
2.0419
0.0030
0.0060

The results of our example cal­
culations indicate: (a) the five cent 
dilution is covered, as the cumula­
tive gain in EPS is $2.0481 —$2.00 
= $0.05 (rounded); and (b) that 
the second purchase, that of July 
29th, is most efficient, yielding a 
value of .6013. As clearly shown by 
the example, price is not a sufficient 
guide to efficiency. Purchase at 17 
is clearly less efficient than purchase 
at the higher price of 20 because 
the significant cost rate b of .04 in 
the July example has increased, (as 
i) to .06 in the September example, 
when external funds are not avail­
able.

Understood as the direct oppo­

site of equity financing, repurchase 
by a corporation of portions of its 
own outstanding stock is a valuable 
addition to financial management’s 
range of strategic alternatives. Re­
purchase can counter EPS dilution 
from various employee options, con­
vertible obligations or acquisitions 
for stock, and additionally provides 
an ever present alternate invest­
ment for excess or idle corporate 
funds. Recognizing the unavoidable 
gap between financial theory and 
practice, the author attempted to 
develop a series of practical steps 
to determine:

• repurchase effects on EPS 
• use of internal vs. external 
funds
• efficiency of a particular 
repurchase transaction.

Sensitivity analysis of key expres­
sions developed in the article yields 
several notable conclusions:

• Dividend savings on re­
purchased shares are insig­
nificant as a practical matter.
• Purchase price within 
broad ranges has relatively 
slight effect on the efficacy 
of repurchase.
• Opportunity cost and bor­
rowing rates are important 
determinants of the repur­
chase decision.
• Current year EPS is very 
sensitive to repurchase tim­
ing, as a result of the “aver­
age share” accounting con­
cept of earnings. Future 
year EPS are, of course, un­
affected by timing.

Understood as the direct 

opposite of equity financing, 

repurchase by a corporation 

of portions of its own out­

standing stock is a valuable 

addition to financial man­

agement's range of strategic 

alternatives.

k =
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The tendency of systems and procedures units in 
large organizations is to freeze most activities into 
a rigid bureaucratic mold that endures forever. Why 
not set the life-span of every new procedure at its 
birth? this article asks —

DEVELOPING THE ADAPTIVE ORGANIZATION

by Howard M. Carlisle
Utah State University

One of the major dilemmas for 
the modern-day manager re­

sults from two of the primary 
forces affecting organizations. These 
forces are increasingly working at 
cross purposes with each other/On 
the one hand, managers in organ­
izations experience administrative 
complexity because as firms grow 
larger they tend to adopt more sys­
tems, procedures, policies, and reg­
ulations aimed at improving coor­
dination and control. This results 
in highly intricate, “bureaucratic” 
organizations. On the other hand, 
the environment within which firms 
must operate is becoming increas­
ingly characterized by change. 
Markets, products, skills, technol­
ogy, governmental regulations, and 
all other facets of the environ­
ment of a firm are epitomized by 

accelerated change. Thus the di­
lemma results: internal pressures 
are directed at stability and control; 
external forces are creating an en­
vironment which is much more 
dynamic in nature.

The full magnitude of these 
forces must be examined before 
considering what can be done to 
reconcile this situation. The ten­
dency towards formalization is no­
ticed by keen observers in all grow­
ing organizations. Initially, as the 
firm is small, few policies or regula­
tions are in existence. Communica­
tion is simple. It is also highly effec­
tive since there are a limited num­
ber of activities taking place and 
few people involved in any com­
munication link. As operations 
grow in size and complexity and 
as the number of employees in­

creases, personal contact and com­
munication with the leaders cannot 
be relied upon to achieve the coor­
dination and direction required. 
Written directives and procedures 
come to take the place of personal 
interaction. As the firm’s operations 
change and as new problems are 
encountered, additional policies 
and procedures are adopted to sup­
plement those that existed before. 
Rarely, if ever, are the older poli­
cies and procedures eliminated or 
simplified. The result is that, over 
time, a plethora of policies, sys­
tems, procedures, and regulations 
come into existence. These defy 
comprehension except by staff spe­
cialists who are experts in some 
narrow phase of a company’s oper­
ations.

There are many other factors 
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which contribute to this tendency 
in organizations. Traditional man­
agement theory has supported the 
highly structured, finitely defined 
organization. Since the early 1900s, 
following the lead of Henri Fayol 
and Max Weber, the bureaucratic 
form of organization has dominated 
management thinking and practice. 
Thus, the tendency has been to de­
velop organizations by creating a 
precisely interwoven hierarchy 
based on job specialization, unity 
of command, span of control, cen­
tralization, and the scalar concept. 
All work activities are controlled by 
detailed job descriptions, methods 
analysis, operations sheets, and 
functional procedures. Traditional­
ists emphasize that through such a 
structure a firm should be able to 
attain simplicity, control, precision, 
coordination, order, and, above all, 
efficiency.

Behavior science theory also sup­
ports the bureaucratic tendency in 
organizations. Charles Perrow, the 
sociologist, notes that even though 
organizations do not strive to be 
bureaucratic, the tendency is in 
that direction. He states:

Even those organizations 
which do start out as adaptive 
and innovative strive to ration­
alize and routinize. Every 
manager prizes freedom and 
initiative for himself but at­
tempts to routinize the areas 
under his control. Similarly, 
those in control of the expand­
ing, innovative organization 
appear to maximize their own 
freedom and rewards by mak­
ing the organization itself 
more predictable.1

1 Perrow, Charles, Organizational Analy­
sis: A Sociological View, Wadsworth Pub­
lishing Company, Inc., Belmont, Calif., 
1970, p. 66.

2 Bennis, Warren G., Changing Organi­
zations, McGraw-Hill Book Company, 
New York, 1966, p. 9.

Leaders want to be instrumental in 
insuring that an organization 
achieves its objectives. Thus, in ac­
cordance with their preconceptions 
for reaching this goal, leaders strive 
to coordinate, control, and regulate 
resource utilization within the or­
ganization. This, in turn, leads to 

subordinates performing their oper­
ations in a relatively passive, pre­
dictable fashion.

Environmental upheaval

A firm must, of course, depend 
on outside sources for its existence. 
It obtains its raw materials and re­
sources from its environment. It re­
turns the finished goods and serv­
ices to the marketplace of the en­
vironment for consumption. The 
firm is constantly at the mercy of 
major economic, political, and tech­
nological forces. Firms are in a con­
tinual process of adjusting to 
changes in interest rates, modifica­
tions of the national level of per­
sonal income, new regulatory stat­
utes, the discovery of exotic mate­
rials or processes, and the impact 
of social forces, such as the youth 
culture which has developed in this 
country.

Firms could adjust when the 
change was slow, but as all facets 
of the environment accelerate to­
ward greater evolution and com­
plexity, the challenge of adaptation 
becomes one of the major concerns 
of management. It has been noted 
that the time lag between scientific 
invention and manufacture of a 
product was 112 years for photog­
raphy. This was reduced to 56 years 
for the telephone, but more re­
cently it was only five years for the 
transistor and three years for the 
integrated circuit. In terms of pro­
ductivity and automation, in the 
last 15 years we have doubled the 
number of automobiles produced 
with the same number of workers. 
Markets and products have experi­
enced the same disruption. Major 
innovations used to occur in vari­
ous fields every 15 to 20 years. The 
intervals are now shortened to five 
to ten years. In the future the time 
span is expected to be even less.

What does all of this mean for 
the manager? It means he must 
strive for a viable organization, 
which is in the forefront of 
change. He must be concerned 
both with attempting to influence 
the direction of external changes 
and, also, with anticipating change 

so that he can gear his organization 
to these new demands. If one ex­
amines existing markets or indus­
tries, especially those involved with 
scientific products, it is evident that 
it is the adaptive, innovative or­
ganization which has succeeded, 
and the rigid, uncompromising or­
ganization which has tended to fall 
behind. Whole industries can be 
typified by these trends. We see 
that with the railroads. As Warren 
Bennis, one of the leading writers 
in management, observed, “Bu­
reaucracy seems most likely to 
founder on its inability to adapt to 
rapid change in the environment.”2

Implications for management

There are, of course, many ave­
nues that can be pursued in at­
tempting to establish a more viable 
organization. Many of these relate 
to familiar proposals regarding 
leadership styles, management by 
objectives, sensitivity training, and 
job enlargement concepts. How­
ever, the focus of this article is 
upon approaches dealing with the 
structure of organizations. Four 
such approaches deserve coordi­
nation.

The first approach deals with 
the manner in which systems and 
procedures are established in or­
ganizations. All organizations of 
moderate size and larger have full- 
time employees whose responsibil­
ities are to coordinate the develop­
ment of systems and procedures 
within the organization. Their re­
sponsibilities are to develop, pro­
mote, and install systems and pro­
cedures needed to regulate all ac­
tivities of the organization. To ful­
fill their role, they are compelled 
to continually add to and modify 
existing company manuals set up 
for this purpose. Thus, over time, 
a vast network of systems and pro­
cedures is developed which em­
braces every significant, (and many 
times insignificant), activity carried 
on within the organization. And, 
like the laws of government, many
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Standards are necessary but if the standards only tie down, restrict, and . . .

more such routines are annually es­
tablished than the few that are re­
voked. Little wonder that some 
aerospace organizations in the past 
have preferred to construct a new 
plant to start a project rather than 
use existing facilities. At least in 
the new plant, they can experience 
the freedom necessary to innovate 
rather than risk attempting to get 
the project off the ground in a 
highly regulated functioning plant 
bound by its own procedural 
straitjacket.

If flexibility is becoming this vital 
for major organizations, should not 
deliberate means be undertaken to 
eliminate regulations, procedures, 
and reports which serve little pur­
pose other than to make some su­
pervisor feel psychologically se­
cure? This proposal is to modify 
the role of units responsible for 
establishing systems and proce­
dures by adding as a major func­
tion the responsibility to abolish 
and consolidate procedures which 
tend to create rigidity in organiza­
tions. The systems unit could re­
place them with procedures or 
guidelines aimed at making organ­
izations more adaptive. This is es­
pecially important where existing 
procedures reflect primarily the 
lack of trust which management has 
in the work force. Standards are, 
of course, necessary, but if the 
standards only tie down, restrict, 
and antagonize employees, they 
certainly need to be challenged and 
reevaluated. The almost uncon-
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trolled growth of reports, systems, 
and procedures, facilitated by the 
advent of the computer, needs to 
come under the scrutiny of an or­
ganization whose charter is not to 
expand, embellish, and glorify 
these regulations, but to restrict 
them to their proper role in a dy­
namic organization.

In many governmental agencies 
and large corporations, the super­
visor functions in what is almost a 
stranglehold of procedural minutia. 
His area for independent function­
ing is continually being restricted 
until it requires considerable enthu­
siasm to attempt to “do something 
different.” Modifying the mission of 
systems and procedures staffs in 
mature organizations to charge 
them with eliminating as many pro­
cedures as they create, could per­
haps bring back more of the bal­
ance and flexibility in organizations 
which are necessary if they are to 
exist as viable entities in the indus­
trial environment of today.

Modifying the criteria

The second proposal is closely 
related to the first. Not only should 
the mission of systems and proce­
dures organizations be modified, 
but the criteria used in developing 
procedures should also be revised. 
In the past the key criteria have 
been expressed in questions such 
as the following: Do duties, respon­
sibilities, and authority need to be 
clarified? Is the interface between 
organizational elements clear? Will 
a regulation specifying each step to 
be undertaken in a particular pro­
cess result in activity being more 
consistent and orderly? Can human 
error be reduced by finitely pre­
scribing the manner in which oper­
ations are to be performed and by 
introducing many checks into the 
system? Can activities tangential to 
the purposes of an organization be 
discouraged by forcing numerous 
approvals and sign offs on pro­

posals which do not fit the daily 
routine? These criteria should be 
either modified or supplemented 
by questions such as the following: 
Does the procedure provide oppor­
tunity for innovation and creativity 
where appropriate? Does the pro­
cedure place unnecessary hurdles 
in the way of completing a task? 
Does the procedure result in un­
necessary complexity and red tape? 
Is the procedure resulting in activ­
ities being routine and boring 
rather than challenging and inter­
esting? Is the procedure set up to 
reward passive, conformist behavior 
and discourage rational analysis 
and unique approaches? Will the 
procedure result in restricting peo­
ple or in expanding the contribu­
tion which they make? Obviously, 
all industrial activities cannot be 
made interesting, challenging, and 
full of opportunity but the general 
tendency by the originators of most 
systems and procedures is to under­
estimate the capacities of people 
and to downgrade the benefits 
which can come from more un­
structured group activity.

Time duration

A third proposal is one which 
has been made by Peter Drucker 
in his book The Age of Discontinu­
ity. In referring to government he 
states:

We may build into government 
an automatic abandonment 
process. Instead of starting 
with the assumption that any 
program, any agency, and any 
activity is likely to be eternal, 
we might start out with the 
opposite assumption: that each 
is short-lived and temporary. 
We might, from the beginning, 
assume that it will come to an 
end within five or ten years un­
less specifically renewed. And 
we may discipline ourselves 
not to renew any program un-
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. . . antagonize employees, they certainly need to be challenged and reevaluated

less it has the results that it 
promised when first started. 
We may, let us hope, eventu­
ally build into government the 
capacity to appraise results 
and systematically to abandon 
yesterday’s tasks.3

Such an abandonment principle 
would also be appropriate to sys­
tems and procedures in all organi­
zations. Perhaps a procedure should 
be given an effectiveness date of 
three years or whatever period of 
time would be appropriate for the 
activity. This would force a future 
appraisal of the procedure in terms 
of the results that had been 
achieved and it would make re­
newal dependent on demonstrated 
effectiveness.

This abandonment principle is 
also reflected in recent industrial 
practice. It is becoming more and 
more common for organizations to 
establish a task force to handle 
special projects or problems. One 
of the real advantages of the task 
force approach is that the organiza­
tion is automatically dissolved 
when the assigned activity is com­
pleted or the project is brought to 
a close.

Proficiency in planning

The last proposal is one which 
has already gained considerable 
momentum in the past decade. If 
an organization is to anticipate 
change it must acquaint itself with 
the forces that are generating 
change in the environment. Then it 
must adapt its organization to these 
changes which are taking or will 
take place. If the organization has 
the size, or special attributes neces­
sary to affect or influence this 
change, it may choose to utilize its 
strength accordingly. All of this

3 Drucker, Peter F., The Age of Dis­
continuity, Harper and Row, Publishers, 
New York, 1968, p. 232. 
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places a renewal premium on plan­
ning. A firm cannot hope to keep 
itself attuned to what is taking 
place in its marketplace and in 
the other elements of our society 
unless it is devoting significant re­
sources to planning. Planning is 
also required to keep the internal 
activities of an organization ori­
ented to what is taking place ex­
ternally.

In the early 1960s, there were 
few organizations which were ade­
quately set up to do an effective 
job of long-range planning. A 
study completed by Stanford Re­
search Institute in 1963 found 
that 2,900 out of the 3,600 U.S. 
manufacturing firms with sales over 
ten million dollars had “no formal­
ized system” for long-range plan­
ning.4 One of the notable manage­
ment features of the 1960s was the 
increased emphasis on long-range 
planning by business firms. By 1968 
the number of firms with systems for 
long-range planning had more than 
doubled but planning still remains 
the number one need for improve­
ment in many corporations. Plan­
ning is too often nothing more than 
an existing management system 
such as budgeting packaged under 
a new label. According to Alfred 
P. Sloan, long-time executive of 
General Motors, one of the major 
reasons for that organization’s suc­
cess was that while other organiza­
tions paid lip service to planning, 
General Motors devoted resources 
to it.

4 Business Week, June 1, 1963, p. 54.

5 Cordiner, Ralph, New Frontiers for 
Professional Managers, McGraw-Hill 
Rook Company, New York, 1956, p. 82.

A statement by Ralph Cordiner, 
former president of General Elec­
tric is also significant. He stated:

In a time of radical worldwide 
change, when every day intro­
duces new elements of uncer­
tainty, forward planning may 
seem to be nearly impossible— 
an exercise in futility. Yet there 
never was a more urgent need 

for long-range planning on the 
part of every business, and in­
deed every important element 
of our national life.5

If organizations are to decrease 
the uncertainty associated with 
more rapid change, and if they are 
to prove adaptive in accommo­
dating to environmental pressures, 
they must demonstrate a planning 
capability which is sensitive to 
these forces.

The highly structured bureaucra­
tic organization which has been 
dominant in industrial firms in the 
past is increasingly being viewed 
with some skepticism. This skep­
ticism results from the rigidities in­
herent in this type of structure 
when the economic, political, social, 
and technological milieu within 
which the firm functions is charac­
terized by accelerated change. Thus 
a need arises for deliberate 
methods of generating bureaucratic 
de-emphasis.

Four methods are proposed in 
this article. The first two deal with 
modifying the orientation of sys­
tems and procedures organizations 
so that they concentrate on build­
ing flexibility and opportunities for 
innovation into systems and proce­
dures, rather than focusing entirely 
on restraining and confining activ­
ity. The third proposal is, where 
appropriate, to limit the time dura­
tion of organizational elements, new 
programs, and procedures, and 
make their extension or renewal 
dependent upon a record of dem­
onstrated effectiveness. And, finally, 
it was acknowledged that any effort 
to develop an adaptive organization 
is ultimately dependent upon the 
capability to understand the forces 
of change in our society and to 
plan and control organization ef­
forts in accordance with these 
forces.
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Most old-line multinational companies have devel­
oped well-rounded reporting structures for their for­
eign subsidiaries. But many newcomers often over­
look the importance of reporting on social and politi­
cal trends in the areas of foreign operation —

REVITALIZED INTERNAL REPORTING 
FOR FOREIGN OPERATIONS

by James H. Fischer
University of Wisconsin, Whitewater

In order to satisfy the interna­
tional needs of American cor­

porate growth,1 U.S. businessmen 
must revitalize their internal re­
porting techniques. Complex en­
vironmental factors overseas, such 
as cultural differences, communica­
tion difficulties, new risks, different 
foreign business practices, and 
added local government involve­
ment in the economy, through es­
tablishment of various restrictive 
measures and operation of govern­
ment-owned businesses, preclude 
the effectiveness of the controls 

1The book value of U.S. direct foreign 
investment has increased from $7 billion 
prior to World War II to over $70 
billion today according to the U.S. De­
partment of Commerce.

employed in domestic operations.
A study was conducted by the 

author to reevaluate information­
control techniques2 and to suggest 
changes that would best aid the 
decision makers of firms with in­
ternational operations. To this end, 
the author interviewed 25 financial 
executives of 17 multinational firms 
plus approximately 60 public ac­
countants with international busi­
ness experience. This article is 
based on his findings.

Many companies that have had

2Defined by the author as the procedures 
adopted to efficiently gather, transmit, 
and interpret information in order to 
develop a plan, such as a budget, to 
measure the compliance with the plan, 
and to use the findings to support con­
trol decisions.

long and extensive experience 
abroad do, of course, have excel­
lent information on all pertinent 
facts and trends about the countries 
where they are operating. But 
many of the newcomers on the in­
ternational scene have either over­
looked some of the most significant 
facts that should be reported or 
have confined such reports to the 
operating chief of the domestic 
company. In reality such reports 
should be prepared and distributed 
to all management executives to 
keep them acquainted with the 
state of the foreign operation, its 
situation in the foreign country, and 
its prospects for the future.

Many firms have somehow 
equated the receipt of voluminous 
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and sometimes irrelevant paper­
work with good control even 
though home office executives some­
times view these internal reports 
as a frustrating mass of numbers. 
At the same time, the foreign af­
filiate’s local management often 
complains that the volume of re­
quired reporting hampers its ability 
to cope with day-to-day operating 
problems—its chief responsibility. 
The problem here is to identify the 
interim data that the home office 
does, in fact, need for decision 
making

An internal reporting format de­
signed for foreign operations ought 
to consist of monthly internal re­
ports of a combination of key finan­
cial and operating data and en­
vironmental facts complete with 
local management’s interpretive 
comments on various aspects of the 
environment. Detailed financial and 
operating data should be eliminated 
except as needed on a quarterly 
and annual basis to comply with 
such corporate and legal require­
ments as detailed consolidated 
statements and annual reports to the 
U.S. Securities and Exchange Com­
mission. The use of the proposed 
reporting format, however, ought 
not, of course, to preclude the use 
of “Hash reports” where deemed 
necessary to transmit by telex, 
cable, or messenger service critical 
information about the affiliate, such 
as the month’s actual sales, or criti­
cal environmental information, such 
as an imminent expropriation.

Key operating data

Exhibit 1, on this page, while not 
all-inclusive, contains common ex­
amples of key financial and operat­
ing data that could be used for 
tailoring a monthly format appro­
priate for any specified firm. Cer­
tain key items, such as sales and 
profit data, would be essential to 
all companies, but some of the sug­
gested information might be of in­
terest only to a particular industry, 
a firm within the industry, or even 
a particular foreign affiliate of that 
firm. For example, a cash-rich com­
pany might be more concerned

EXHIBIT I

Key Financial and Operating Data for Internal Reporting

Sales in dollars and units of product 
Gross profit 
Total selling expenses 
Interest expense 
Fees and royalties paid 
Profit before income taxes 
Profit after income taxes 
Backlog of orders 
Incoming orders for the period

(Since incoming orders are either delivered or in backlog, this figure is an indication of 
the month's performance against what was forecasted or expected.)

Progress on capital expenditure projects 
Total inventories 
Cash balance 
A cash forecast
A measure of affiliate's "exposure"

about worldwide investment op­
portunities, while a cash-poor com­
pany might be more concerned 
with cash forecasts and sources of 
funds. Undoubtedly, some multina­
tional firms would need to add 
other numerical data requirements 
because of the particular nature of 
their affiliate operations or the gen­
eral nature of their business.

The gross measurements in­
cluded in Exhibit 13 are self-ex­
planatory except, perhaps, for the 
final item—the numerical measure 
called “exposure.” A company’s 
“exposure” is generally considered 
to be the potential net gain or loss 
in currency revaluations on local 
currency assets and liabilities (such 
as cash) and local currency short­
term receivables and payables.

3For the most effective control, gross 
measurements should be translated from 
foreign currency into U.S. dollars by 
the affiliate.

The inclusion in the proposed 
internal reporting format of a cal­
culation of the “exposure” is par­
ticularly useful when the affiliate 
is located in a country with un­
stable currency. This calculation, 
which could be a summary of the 
principal affected assets and liabili­
ties in a local currency revaluation, 
indicates the amount of the present 
risk on a continuing basis to both 
the local affiliate and home office 
management. Because both present 
and expected future risks must be 
considered in planning protective 
measures in order to minimize 

losses when currency values are 
changed, a budget can complement 
the information contained in the 
internal reports since it provides 
the means for projecting the ex­
pected net asset position of the 
foreign affiliate.

When the home office has com­
plete confidence in its foreign per­
sonnel and a comprehensive budget 
based on the best that the affiliate 
can and should do, all actual ac­
count balances can be compared 
with budgeted amounts, and only 
significant deviations—those key 
items falling outside specified 
limits—would be reported to the 
home office. This procedure, this 
“exception reporting,” enables the 
home office to review the informa­
tion more quickly.

Environmental information

Conducting business in a foreign 
environment adds significant com­
plexities; we call these external 
factors “environmental variables.” 
How multinational firms react to 
these variables, or factors, often 
determines the financial success or 
failure of a foreign affiliate. For 
this reason, a new dimension—en­
vironmental information—should be 
added to the key financial and 
operating data discussed in the 
previous section.

The process of keeping the home 
office informed of the business cli­
mate in which the foreign affiliate 
is operating is a difficult task be-
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EXHIBIT 2

Types of Environmental Information for Internal Reporting

Symptoms of currency devaluation

Inflation
Unfavorable balance of payments
Decline of gold and hard currency reserves
Rising interest rates
Increased cost of "hedging"
Foreign exchange controls
Speculation in currency

Government and politics

Political implications
Proposed laws
Changes in fiscal and monetary policies
Changes in various government regulations 
Expropriation warnings

Social and economic factors

Government-sponsored "development objectives"
Competitive intelligence
Labor
Various economic factors

cause, unlike the domestic environ­
ment, the foreign scene is often in 
a constant state of change. The task 
is particularly difficult when foreign 
operations are spread throughout 
the world. For this reason, multina­
tional firms should develop an 
environmental intelligence and re­
quire a periodic review of both 
adverse and favorable trends as 
well as current developments in 
the social, economic, and political 
sphere of all geographic regions 
where the company has operations.

This section suggests types of 
environmental information that 
multinational firms ought to con­
sider in their designs of internal re­
porting. Exhibit 2, above, summa­
rizes desirable environmental data.

A major risk of operating in a 
foreign environment in the past has 
been fluctuations in the relative 
values of its currency. This is cur­
rently not much of a problem with 
large, well organized countries with 
strong economies; The reverse has 
been true: these countries have 
had cause to fear the stability of 
the American dollar. But with 
small, weak, or underdeveloped 
countries, currency fluctuations are 
a very real problem to the Amer­
ican company doing business there.

The reasons that lead to a gov­

ernment’s decision to revalue its 
currency (and to impose foreign 
exchange controls) are many and 
complicated. A complete analysis 
of the problem is beyond the scope 
of this study; however, experts ap­
pear to agree that a disproportion­
ately high rate of inflation in the 
host country and an unfavorable 
balance of payments appear to be 
the principal underlying causes. 
Both of these factors were impor­
tant in the recent devaluation of 
the American dollar.

This governmental action, how­
ever, does not occur without warn­
ing. Both the risk and the conse­
quent exchange losses can be mini­
mized by executives whose respon­
sibility it is to ferret out adequate 
and timely information in time to 
take protective measures. An in­
ternal reporting format that in­
cludes information on the symptoms 
of devaluation and numerical in­
formation on the amount of “ex­
posure” would communicate the 
necessary information to local af­
filiate and home office manage­
ment.

Top management must be made 
aware of inflationary conditions 
(general increase in prices) in all 
countries where the firm does busi­
ness. Executives should see fore­

warnings in: (1) an expansion in 
the supply of money through bank 
credit at a rate greater than the 
growth in economic activity (GNP); 
(2) recurring budgetary deficits re­
sulting primarily from increased 
spending by the national govern­
ment; and (3) wage hikes far in 
excess of increases in labor pro­
ductivity.

Any significant change can not 
only distort operating results but it 
can also weaken local currencies 
and lead to devaluation and to ex­
change losses.

Balance of payments

The most important influence on 
the balance of payments—the inflow 
and outflow of foreign exchange— 
is the balance of trade or simply 
the net result of import and export 
activities. Exports and imports 
ought to be analyzed in internal 
reporting to determine the extent 
to which trade contributes to or 
uses foreign exchange. For example, 
a decline in exports and an increase 
in imports could be causes for con­
cern.

Factors other than inflation- 
technology, for example—have an 
influence on a country’s ability to 
compete on the world market. A 
lack of technological advances was, 
in some industries, said to have 
hurt Great Britain’s ability to com­
pete in foreign markets. In addi­
tion, nations that are dependent on 
one commodity, such as coffee in 
some Latin American countries, 
must rely to excess on the world 
supply and demand of that pro­
duct. A reduction of either supply 
or demand has a major impact on 
the amount of foreign exchange 
that a country can earn.

Although the balance of pay­
ments is influenced primarily by 
trading—that is, imports and ex­
ports—the flow of private capital 
and government funds are some­
times a significant portion of the 
balance of payments activity. Items 
to watch are: (1) excessive exports 
of domestic capital; (2) withdrawal 
of foreign invested capital; (3) gov­
ernmental spending abroad, such 
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as for foreign aid and wars that 
cause outflow of funds; and (4) 
repayment of foreign government 
debts. In many developing coun­
tries the debt repayment, and in­
terest thereon, is a significant por­
tion of foreign exchange earned 
from exports.

Other devaluation symptoms

Another symptom of currency de­
valuation that top management 
should be made aware of is a sig­
nificant rate of decline in a coun­
try’s monetary reserves. The ade­
quacy of these reserves is in part 
also determined by the ability of 
the country to borrow currencies 
from outside sources. One method 
of measuring the adequacy of these 
reserves is to determine the number 
of months the current rate of im­
ports would be covered by the ex­
isting reserves.

Rising interest rates and in­
creased costs of “hedging” also 
point to possible future currency 
devaluation. Since borrowing in the 
local currency is a principal pro­
tective measure against foreign ex­
change losses, rising interest rates 
sometimes signal defensive borrow­
ings for purposes such as remit­
tance of funds abroad or purchase 
of tangible assets. Also, because 
hedging of currencies is another 
common protective measure, the 
“rising costs of dollars for future 
delivery indicate that sellers of dol­
lars have less confidence in the 
local currency and are commanding 
higher premiums for parting with 
their dollars,” Price Waterhouse & 
Co. has noted.4

4Price Waterhouse & Co., Current 
Foreign Exchange Information (At 
December 31, 1968), January 8, 1969, 
p. 50.

Temporary local government 
measures, such as foreign exchange 
controls that restrict the availability 
of foreign exchange, ought to alert 
businessmen to local currency diffi­
culties.

Finally, speculation in the cur­
rencies expected to be devaluated 
often bring on the ultimate govern­

ment decision to devaluate its cur­
rency. For example, immediately 
prior to the devaluation of the 
French franc, the British pound, 
and, most recently, the U.S. dollar, 
speculators sold large amounts. 
Foreign exchange and gold re­
serves correspondingly dropped 
sharply.

When protective measures are 
called for, they ought to be coordi­
nated from some central location, 
preferably the U.S. home office. 
Receipt of appropriate environ­
mental information from the affili­
ates through internal reports that 
have been confirmed by outside 
sources, such as bankers or public 
accountants, would supply the nec­
essary information. An example of 
what can occur when protective 
measures are not coordinated is 
illustrated by the experience of a 
Chicago-based firm during the 
British devaluation in November, 
1967. Within this multinational firm 
three different individuals inde­
pendently took hedge positions in 
pounds—the chief financial execu­
tive in the British affiliate, the con­
troller of the international division, 
and the corporate financial vice- 
president of the corporation. In this 
instance the firm reaped a profit 
on the devaluation, but, given other 
circumstances, the duplication of 
effort might have resulted in a loss.

Government and politics

The stability of the American 
Government has made it unneces­
sary for American businessmen to 
worry unduly about Government 
interference, but, when they estab-

JAMES H. FISCHER, CPA, 
is assistant professor of 
accounting at the Uni­
versity of Wisconsin's 
College of Business, 
Whitewater. Previously 
he was a senior account­
ant in the Milwaukee 
office of Haskins & Sells. 
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of the international accounting committee of 
the American Accounting Association and the 
education committee of the Wisconsin So­
ciety of CPAs. He received his B.B.A., M.B.A., 
and Ph.D. from the University of Wisconsin, 
Madison.

Top management must be 
made aware of inflationary 
conditions in all countries 
where the firm does business. 

Executives should see 
forewarnings in:
• An expansion in the supply 
of money through bank 
credit at a rate greater than 

the growth in economic 
activity,

• Recurring budgetary 
deficits resulting primarily 

from increased spending by 
the national government; and 
• Wage hikes far in excess 
of increases in labor 
productivity.
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. . . it is extremely important that home office policies on private investment decisions . . .

lish foreign affiliates, they become 
acutely aware of governmental 
control. In the alien environment, 
they generally find extensive gov­
ernment involvement in various fac­
ets of the economy, uncertain po­
litical risks, and the startling fact 
that ultimate power to control the 
foreign affiliate rests with the host 
government. Therefore, the internal 
reporting format ought to contain 
information about the actions of 
government and the politics that 
motivate it.

Noting political implications

Included in internal reporting 
ought to be information on the 
political implications of recent local 
and national elections, on the make­
up of the government itself, on pos­
sible changes in the government 
such as philosophical swings to the 
right or left, on shifts in attitudes 
toward the United States govern­
ment, and on changes in political 
stability. In Australia, for example, 
the Liberal Country Party Coalition 
is consistently returned to office in 
nonviolent elections. However, in 
Latin America drastic changes in 
governments have been frequent. 
Military and civilian regimes in 
Latin America, for example, have 
been frequently overthrown, often 
with violence, and the new govern­
ment often displays a hostile atti­
tude toward foreign business in­
terests.

Proposed laws that would affect 
the business climate should also be 
reported so that the firm can plan 
for their expected impact. In addi­
tion, firms should be interested in 
proposed changes in the basic legal 
system, in antitrust laws, and in 
laws affecting a company’s organi­
zational structure, ownership poli­
cies, and personnel staffing. For ex­
ample, the firm should note changes 
in the degree of freedom of for­
eigners to enter various industries, 

what kind of local equity partici­
pation in foreign business interests 
is being encouraged or stipulated, 
and any proposed change in immi­
gration laws that could affect the 
ability of the firm to transfer 
American technical and manage­
ment personnel to the affiliate. The 
status of relations with local busi­
ness is also important because dis­
satisfactions could pressure the host 
government to place legal checks 
on the expansion of U.S. and other 
foreign firms within its boundaries.

The fiscal and monetary policies 
of the host government are also 
crucial to the multinational firm be­
cause these policies can offer a clue 
to a possible currency revaluation 
and a fluctuation in the tax rate. 
Multinational firms are accustomed 
to anticipating tax changes at home 
and need to be equally aware of 
them abroad. A company with busi­
ness transactions in many parts of 
the world has much flexibility to 
act, but without adequate, perti­
nent internal reporting, the com­
pany is unable to anticipate tax 
changes in time to act judiciously.

The proposed internal reporting 
format also contains timely infor­
mation regarding the economic re­
strictions, regulations, and controls 
of the host government. These 
change sporadically in developing 
countries and can have a significant 
impact on business operations. Ex­
change controls, import quotas, tar­
iff structure, patent policies, credit 
regulations, and embargoes on cer­
tain exports all figure prominently. 
For example, government discrimi­
natory actions could interrupt the 
supply of imported essential raw 
materials, machinery, and parts and 
seriously curtail production. In de­
veloping countries, the government 
often sets some retail prices. A 
multinational firm must be able to 
watch closely the prospects for 
price controls in its industry or, if 
they exist, it must follow closely 

and react rapidly to anticipated 
changes upward or downward in 
the selling price.

In addition, the home office needs 
information concerning new or pro­
posed restrictions on the remittance 
of profits, interest, and royalties and 
the repatriation of loans and capi­
tal. This knowledge is needed at the 
home office in order to plan and 
manage the flow of funds among 
company operations in various 
countries, and it is needed if the 
firm must take steps to reduce its 
exposure risk when local currency 
devaluation is a probability.

The home office should continu­
ously appraise the risk of expropri­
ation, particularly in developing 
countries. Environmental reporting 
that includes comments on the po­
litical and governmental scene 
could disclose the variety of events 
that warn of potential expropria­
tion. Local affiliate management’s 
reporting of recurring threats, an­
tagonistic feelings toward Ameri­
cans, campaign promises, and po­
litical philosophical swings could 
provide the necessary warning. Al­
though warning signals cannot pre­
vent expropriation, they can help 
the multinational firm to minimize 
its losses by ending all new invest­
ment in the enterprise, cutting back 
production, decreasing inventories, 
or accelerating remittances to the 
United States. These measures, 
however, can be employed only 
when environmental reporting has 
been accurate and timely.

Social and economic factors

Multinational firms that have 
proven their success in foreign en­
vironments have exhibited appro­
priate concern for the social and 
economic needs of the host country. 
As Messrs. Vivian and Michelsen- 
Terry put it:

Nowhere is the need for social
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. . . be consistent with the development goals of the [foreign] economy as a whole

sensitivity more urgent and the 
difficulty of meeting it greater, 
than in the management of a 
multinational enterprise. . . . The 
big, foreign corporation has long 
been a convenient scapegoat for 
those who would capitalize on 
the restlessness and the rising 
but unmet expectations of much 
of the world’s population.5

5 Vivian, John, and Carlos Michelsen- 
Terry, “International Renumeration,” 
World, Spring, 1969, p. 51. This is a 
publication of Peat, Marwick, Mitchell
& Co., 345 Park Ave., New York, N.Y. 
10022.

Sometimes the needs of local 
populations are articulated in peri­
odic government-sponsored devel­
opment objectives or plans which 
include conservation of natural re­
sources, development of a balanced 
and diversified economy, support 
and respect for local culture, pat­
terns of living and popular aspira­
tions, training of nationals for man­
agerial positions, the promotion of 
local industry through local pro­
curement, and investment in opera­
tions that will either save foreign 
exchange by reducing imports or 
earn additional foreign exchange 
through increased exports.

Since compliance with such gov­
ernment objectives must officially 
originate in the home office, it is 
imperative that some means be pro­
vided for the conscious develop­
ment of intercultural sensitivity. 
The new dimension of internal re­
porting could provide this flow of 
intelligence.

Because economic resources are 
often scarce, particularly in devel­
oping countries, and because of ex­
tensive local government involve­
ment in the economy, it is extremely 
important that home office policies 
on private investment decisions be 
consistent with the development 
objectives of the economy as a 
whole. Furthermore, a U.S. firm 
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that can demonstrate that its busi­
ness operations fill a crucial gap in 
the local economy is more likely to 
enjoy freedom from government 
interference. To this end, U.S. mul­
tinational firms ought to seek up- 
to-date information on the Agency 
for International Development proj­
ects in the host countries so, that 
they can, where possible, coordi­
nate their efforts with U.S. Govern­
ment aid for the benefit of the 
local economy. Local affiliate man­
agement can provide grassroots in­
sight into the expectations and suc­
cess of these programs.

Most corporations seek to expand 
their operations whether at home 
or abroad and, therefore, need in­
formation on both fronts regarding 
the available opportunities. In the 
case of foreign operations, these 
opportunities might come in the 
form of providing the tools for local 
development projects. For example, 
if the government is planning an 
extensive irrigation project, the for­
eign affiliate might expand its prod­
ucts to include the equipment need­
ed, such as pumps or pipe. Al­
though the development plans of 
local government provide business 
opportunities, they also should 
warn U.S. companies that they need 
to tailor the products of their for­
eign affiliates to the expected physi­
cal requirements of the local gov­
ernment plans. Where governments 
seek to conserve scarce foreign ex­
change, an unresponsive company 
might be left to suffer from the 
results of government-imposed high 
import tariffs or exchange controls.

Opportunities might also come 
from observing the activities of 
competitors. Local foreign affiliate 
management is in a critical position 
to report on new proposed major 
investments, significant manage­
ment changes, new technology, and 
changes in market shares. If such 
information is not available in time, 
a company’s chance for successful 

expansion or adjustment could be 
ruined by the need to make uncal­
culated decisions. In either case, 
environmental information needs to 
include whatever changes are being 
made both in private industry and 
in government.

Timely information on labor con­
ditions often affects the decision 
making of top management and 
should, therefore, be included in 
internal reporting. Labor politics— 
for example, influence of commu­
nist ideology—labor relations, threat 
of strikes, proposed labor legisla­
tion affecting hiring and firing free­
dom and wage costs, and trained 
labor supply and the factors af­
fecting it might be appropriate for 
comment.

Various economic factors and in­
dicators are also essential items of 
information. Unemployment, sta­
bility of costs and prices, recent and 
projected changes in the rate 
of economic growth, population 
growth and trends, raw material 
discoveries or technological devel­
opments such as in food produc­
tion, land use, and mining and oil 
discoveries, actual and expected 
changes in consumer, government, 
and industrial demand for goods 
and services (particularly the affili­
ate’s products), capital availability, 
and emergence of common markets 
are all items worthy of comment 
from time to time.

In order to develop a workable 
format, any firm must first identify 
the items that would serve its needs. 
For example, a drug firm would 
choose those concerning govern­
mental involvement in the economy, 
particularly policies on retail price 
controls. A consumer-products com­
pany, on the other hand, would be 
more interested in projections of 
the standard of living, age distribu­
tion of population, and consumer 
disposable income. A capital-goods 
company would concentrate on 
governmental development plans
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Because this concept of 
internal reporting would give 

the affiliate manager the 
added responsibility of 
supplying environmental 
information to the home 

office, it would force him to 
look at his operations from a 
broader point of view. 
Hopefully, it would keep him 
from becoming entrenched in 

a mass of numerical data . ..

for promoting industrial expansion. 
All types of firms would need to 
accelerate their reports of political 
intelligence in a country that ex­
hibits increasing communistic ten­
dencies.

This article does not attempt to 
identify the environmental factors 
that ought to be in the reporting 
format of any specific kind of com­
pany; rather, it offers illustrations of 
significant factors from which a 
multinational firm could choose in 
designing a format tailored to its 
needs. A final consideration would 
be the extent of detail to be in­
cluded in the reported environ­
mental information; this would be 
the result of subjective judgment 
on the part of home office manage­
ment and would be influenced by 
extent of experience, education, and 
amount of exposure to independent 
sources of information such as ex­
ternal auditors.

An evaluation

Detailed financial and operating 
data are themselves inadequate for 
effective decision making. They 
must be accompanied by environ­
mental facts if they are to measure 
the success or failure of an affiliate. 
Profit per se is often not the com­
plete measure of success because, 
to lighten the total tax burden,, 
profits might be distorted through 
artificial intercorporate pricing ar­
rangements, management fees, in­
terest payments, and royalty rates.6 
In addition, conventional account­
ing profit measurement does not in­
clude an indication of the change 
in the affiliates future business 
prospects in a changing, complex, 
and unfamiliar foreign environ­
ment. The subjective measures sup­
plied by environmental factors often 
give a better indication of expected 
future profits than can the bare 
numerical data.

The proposed concept of in-

6While profits might be similarly shifted 
within U.S. domestic operations by the 
same devices, there is substantially less 
motivation to do so when operations are 
within the tax boundaries of one nation 
—the United States.

ternal reporting for foreign opera­
tions—the use of key financial and 
operating data plus environmental 
data—would keep the home office 
informed regarding compliance 
with established policies and plans 
and indicate a need for corrective 
action. These revitalized internal 
reports would also provide a high­
lighted overview of operations use­
ful in analyzing results of current 
operations and in making future 
plans and policy decisions.

Added local responsibility

Because this concept of internal 
reporting would give the affiliate 
manager the added responsibility 
of supplying environmental infor­
mation to the home office, it would 
force him to look at his operations 
from a broader point of view. 
Hopefully, it would keep him from 
becoming entrenched in a mass of 
numerical data and, instead, put 
him on the alert concerning the 
place his operation occupies in the 
community, the importance of con­
tacts with local government, and 
an increased vigilance over local 
news developments. The new role 
would cast him in a part similar 
to that of the president of a domes­
tic corporation.

Use of the proposed internal re­
porting package would eliminate ir­
relevant numerical data, replace 
haphazard collection with a sys­
tematic, coordinated procedure, and 
save valuable time for both the af­
filiate and the home office. Time 
and effort saved by eliminating 
masses of financial and operating 
details could be used to add vital 
environmental information that is 
crucial to the success and develop­
ment of the affiliate. Because en­
vironmental information can be 
gathered on a current basis and 
because of the compilation of sub­
stantially fewer numerical data, the 
home office ought to receive more 
timely internal reports. Finally, this 
reporting package would be appli­
cable to any size company and 
would offer flexibility in the con­
stantly changing foreign environ­
ment.
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Advantages, disadvantages of outside vs. in-house 
pension fund management discussed at Conference 
Board’s Seventh Annual Financial Conference in 
New York —

MANAGING PENSION FUNDS SENSIBLY, 
PROFITABLY, SAFELY

by Louise H. Dratler
Associate Editor

Longer life-spans, rapid tech­
nical obsolescence, greater 

automation, earlier retirement— 
these are some of the factors mak­
ing pension plans so important to 
today’s workers. Few people want 
to rely solely on Social Security 
benefits in their old age.

The increasing sums of money 
being contributed to pension funds 
have made them important to the 
financial community as well. The 
funds represent a source of long­
term investment capital. However, 
it is up to responsible company of­
ficials to select the right invest­
ment advisers to make these funds 
grow. Companies are giving in­

creasing time and thought to the 
management of pension funds and 
have evolved several methods of 
handling them profitably.

This was the topic at a Confer­
ence Board panel session, “Chal­
lenges in Pension Fund Manage­
ment,” at its Seventh Annual Fi­
nancial Conference, February 23- 
24 in New York. The three panelists 
addressed themselves to different 
methods of handling these funds, 
either through the employment of 
one outside “money manager,” of 
several, or of do-it-yourself pension 
fund management.

Corporate pension funds current­
ly account for over $100 billion, 

William A. Hayes, director of pen­
sion fund investments for the In­
ternational Telephone and Tele­
graph Corporation, told The Con­
ference Board members. Pension 
funds are both a large asset base 
and an escalating expense item for 
corporations, he noted, and are 
presently one of the most dynamic 
growth markets in the United 
States. Over the decade there has 
been a threefold jump in benefits 
paid and almost a threefold jump 
in contributions to the funds.

Mr. Hayes considered the ques­
tion of how a company should 
choose a money management firm 
from the many available, or “how 
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to choose the best from the best.” 
In its search for a money manager, 
the company must consider such 
questions as: How much weight 
should be given to the manager’s 
past performance? Should a large or 
small firm be selected? Are we 
striving for geographic dispersion 
in our investments? Should the 
fund invest in growth stocks?

At the start, the company should 
decide what performance and what 
return it will ask for on its invest­
ments. Ten per cent per year or 
more is quite an acceptable rate, 
Mr. Hayes said.

Four check marks

When reviewing a financial man­
agement firm’s [in the parlance, a 
money manager’s] record, Mr. 
Hayes advised, four checks should 
be made: What level of risk has the 
firm assumed? Are the same people 
that helped to establish this record 
still with the firm? Has the market 
changed from the period encom­
passed in the firm’s record? Does 
the record cover several market 
periods, bear as well as bull?

A checklist of ten key charac­
teristics to help in the selection of 
a pension fund manager was out­
lined by the ITT pension fund in­
vestments director:

1 - Does the firm have a clear 
philosophy of operation? It should 
not try to “play all games at all 
times.” Does the firm’s philosophy 
agree with yours?

2 - What is the firm’s depth of 
talent? “There should be more than 
just a strong leader at the top.” 
One should try to meet as many 
members of the team as possible.

3 - Does the firm have a strong 
research base and a record of good 
stock selection? “The best money 
managers typically pay top dollar 
for the best research available.”

4 - Does the firm have the 
ability to cope with time com­
pression, volatility, and emotional 
content of the market? “Go visit 
its office to see.”

5 - Does the firm have a com­
bination of “macro” and “mini” 
thinkers? It should show evidence 

of making quick, firm decisions, 
and “not get lost in GNP figures,” 
which could disguise the conditions 
affecting a particular investment.

6 - What is the quality of the 
firm’s holdings? The firm should 
have been through at least one bear 
market.

7 - Does the firm have a sense of 
market history? It should show 
signs of “watching the crowd from 
a safe distance.”

8 - Does the firm have a strong 
concept of risk and reward? What 
are the risk parameters of the man­
ager’s portfolio?

9 - Does the firm have the abil­
ity to recognize its errors? Does it 
realize its past mistakes and know 
what it should have bought or sold?

10 - The men managing invest­
ments should be “having fun”; they 
should still be fascinated by the 
securities market.

A company’s relationship with its 
pension fund money manager will 
usually be a long one, Mr. Hayes 
said. These ten characteristics 
should provide the outline for a 
dialogue to give the company a 
perspective of the manager’s work 
and ability.

Splitting fund management

Splitting pension funds, that is, 
allocating money to various invest­
ment managers to improve long­
term performance, is a technique 
employed at General Telephone 
and Electronics Corporation as 
well as many other big corporations 
with large assets, said panelist 
James M. Dunn, Jr., assistant 
treasurer and director of pension 
fund administration for GTE.

Before splitting a pension fund 
the primary considerations to be 
weighed are: The size of the fund— 
if it is too small (under $5 million) 
it should not be split; the char­
acteristics of the pension plan, such 
as the age of the work force and 
the cash flow; the economics of the 
business, such as the difference in 
contributions going into the fund; 
the time horizon—30 years is typi­
cal, for while you don’t want to 
lose money in the short term, it is 

the long term that should always 
be paramount; and the desired 
reward/risk levels—what is the risk 
level managers should assume, re­
membering always they are invest­
ing for a pension fund.

Company’s objectives are factor

Mr. Dunn said the company 
must rank its objectives; at some 
points in a company’s history some 
objectives are more important than 
others. There must be communica­
tion, both written and oral, of the 
company’s objectives to the invest­
ment manager. The communication 
should be two-way between the 
manager and the company.

GTE has a $900-million pension 
fund. Some of the characteristics it 
looks for in its money managers 
are: organization and experience; 
philosophy and approach; historical 
performance; strategy develop­
ment; and motivation. GTE looks 
for overall professionalism in its in­
vestment managers and asks what 
is the likelihood of good long-term 
performance, Mr. Dunn said. “The 
guy who says he can do 20 per 
cent per year compounded is ex­
aggerating,” he said. “Five to 12½ 
per cent is realistic.”

He then cited the advantages of 
splitting a pension fund. Splitting 
affords a wide range of expertise 
because of the many talented man­
agers involved. It allows for flexi­
bility, as it enables switching be­
tween managers. Splitting gives the 
fund diversification in terms of is­
sues, risk talent, etc.

Splitting also motivates the 
money managers to perform well 
because there is competition among 
fund managers. GTE employs a 
“weed and feed” approach with its 
money managers, Mr. Dunn ex­
plained. Those managers that do 
well are given a larger portion of the 
fund’s portfolio and all managers 
are told how they are performing 
relative to one another. Splitting 
also allows an education period for 
the fund money managers. This is a 
“farm team concept,” Mr. Dunn 
said, which allows GTE to give a 
manager a small portion of the cor­
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poration’s portfolio and to increase 
the portion as the manager’s per­
formance warrants. The final ad­
vantage, and the advantage that all 
the others are supposed to lead to, 
is the possibility of improved long­
term total return, Mr. Dunn stated.

There are disadvantages to split­
ting the pension fund. Mr. Dunn 
cited “the dilution of excellence” as 
one. Splitting dilutes the effect of 
what one good manager could ac­
complish. There are added expenses 
because of splitting, i.e., implemen­
tation funds, more trustee fees, 
more home office time spent. Also, 
splitting adds to the communica­
tions necessary. Splitting presents 
the danger of overdiversification. 
When this happens, “weed and 
feed” procedures are called for, Mr. 
Dunn advised.

If a company decides to split its 
pension fund among several invest­
ment managers the methodology in­
volves four phases. First, the dollars 
have to be allocated. “Obviously 
you want to put the most with the 
guy doing the best,” Mr. Dunn 
said. However, the company should 
have some money with managers 
it is grooming for future use. A 
second group of tasks is communi­
cations and motivation. The third is 
monitoring and evaluating results. 
Finally, the company must deal 
with performance. If a manager is 
not doing well, as a last resort you 
get rid of him, but it is a last resort 
because it is expensive, he noted.

In splitting, the reward comes 
from selecting the right money 
managers, he said. You must get 
talent to work with your assets, Mr. 
Dunn reasserted.

In-house management

What about in-house manage­
ment of pension funds, where the 
company does its own investment 
management? Unlike many home 
handymen who turn to do-it-your­
self projects because they lack the 
funds to call in a professional re­
pairman, do-it-yourself pension 
fund investment management is be­
ing done by the companies that 
have the most money to work with 

and could easily afford an outside 
professional’s services. Usually, of 
course, these are the companies 
that have staffs with the necessary 
expertise.

William R. Donnelly, vice presi­
dent of TRW Inc., said that his 
company now has six separate pen­
sion funds, one of them managed in­
house, while the other five are han­
dled by outside investment man­
agers. TRW receives daily reports 
of the buying and selling activities 
of all its managers and holds 
monthly meetings with them. In­
house investment- management is 
reached by a slow, evolutionary 
road, Mr. Donnelly said. The larg­
est companies are those doing the 
most in-house management. G.E., 
U.S. Steel, General Tire, and Du­
Pont are some of those that have 
successfully tried in-house invest­
ment management, the TRW vice 
president added.

Mr. Donnelly pointed out the ad­
vantages of in-house pension fund 
investment management: There is 
clearly defined responsibility of 
fund management under corporate 
officers, which eases the problem 
of communicating company objec­
tives to fund managers. In-house 
affords greater control of portfolio 
selections. Mr. Donnelly cited the 
example of one fund manager buy­
ing a stock while another is selling 
the same stock, so that the fund 
winds up trading with itself and has 
multiple broker fees to pay. None 
of this can happen with in-house 
investment management. He also 
cited the possibility of an outside 
fund manager buying stock in a 
business the pension fund’s com­
pany is trying to acquire, thus run­
ning up the price of the stock.

Outside investment advisers often 
have a high turnover in personnel 
and every time the pension fund 
is assigned to a new man the com­
pany’s objectives must be explained 
to him. With an in-house opera­
tion, company management has the 
ability to select, hire, and retain 
employees it finds satisfactory, Mr. 
Donnelly said.

An in-house operation also gives 

the pension fund the ability to 
make quick market decisions. In­
formation developed by in-house 
officers in other divisions is avail­
able to an employee while it might 
not be to an outside adviser. In­
house management allows the com­
pany to direct commissions to the 
firms it prefers and to save com­
mission expense by dealing in third 
and fourth markets [transactions 
not made through an exchange or 
normal over-the-counter proce­
dures | or arranging new negotiat­
ing rates through large block sales. 
Finally, in-house investment man­
agement protects the company from 
potential conflicts of interest.

In-house drawbacks

The disadvantages of in-house 
management include adding to di­
rect corporate costs the salaries of 
staff personnel for this function. 
With an outside manager these 
costs would be absorbed by the 
pension fund or included in the 
commission fee. In-house manage­
ment also creates a new depart­
ment to supervise with the at­
tendant difficulty of finding the 
right staff for it, something beyond 
the ordinary capabilities of most 
personnel departments. Mr. Don­
nelly also observed that generally 
the members of many companies’ 
boards are older individuals who 
tend to be ultra-conservative. They 
worry about making a bad invest­
ment decision for the pension fund 
because they fear risking a class 
action suit.

The growth of pension funds is 
large enough for both in-house and 
outside advisers to work in the 
same market, Mr. Donnelly said. 
“I think the more aggressive firms 
will be moving to in-house where 
they have more control of their 
funds,” he said.

In a question and answer session 
that followed the panelists’ presen­
tations, Mr. Dunn stated that Gov­
ernment regulation of pension 
funds is coming and said he hoped 
that the legislation which evolves 
will be fair and workable for all 
parties concerned.
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what people are writing about

BOOKS

The Executive’s New Computer: 
Six Keys to Systems Success by 
Oliver Wight, Reston Publishing 
Company, Inc. (a Prentice-Hall 
company), Reston, Virginia 22070, 
1972, 182 pages, $10.95.

In this lively attack on the cult 
of computer sophistication a con­
sultant debunks operations re­
search, integrated systems, and 
some other misused terms with 
humor, common sense, and some 
harsh words for systems managers 
and consultants.

No one familiar with electronic 
data processing could possibly dis­
agree with the principal thesis of 
Oliver Wight’s book, namely, “Sys­
tems are tools for the manager, not 
toys for the technician.” Some of his 
other themes are more controver­
sial:

“The notion that the development 
of ‘Totally Integrated Management 
Information Systems’ should be a 
primary goal for many companies 
. . . is absurd. It is also foolish to 
assume that the best solution to 
most companies’ problems is to ‘de­
sign a simulation model of the busi­
ness.’ One of the classical misdirec­
tions of the early years of the 
computer age was oversophistica­

tion. We have learned—the hard 
way—that scientific management has 
not usually been the real payoff 
application. Most of the payoffs to­
day are in the areas of ‘massive 
manipulations of data.’ And the 
most successful systems are the 
ones that are designed to support 
—not supplant—the activities of 
people.”

Some of these assertions would 
be challenged by many data proc­
essing people. How often, for ex­
ample, do we read that the real 
potential of the computer is in mak­
ing management more scientific? 
Yet Wright’s arguments have an 
aura, at least, of having been writ­
ten from experience.

REVIEW EDITORS

In order to assure comprehensive coverage of magazine 
articles dealing with management subjects, Management 
Adviser has arranged with fifteen universities offering the 
Ph.D. degree in accounting to have leading magazines in 
the field reviewed on a continuing basis by Ph.D. candi­
dates under the guidance of the educators listed, who 
serve as the review board for this department of Manage­
ment Adviser. Unsigned reviews have been written by 
members of the magazine’s staff.

Jim G. Ashburn, The University of Texas, Austin 
Thomas J. Burns. The Ohio State University, Columbus 
Leonard A. Doyle, University of California, Berkeley 
William Felix, University of Washington, Seattle

Ernest I. Hanson, University of Wisconsin, Madison 
Dale S. Harwood, Jr., University of Oregon, Eugene 
Daniel Jensen, University of Illinois, Urbana
Walter B. Meigs, University of Southern California, Los 

Angeles
John H. Myers, Indiana University, Bloomington
Carl L. Nelson, Columbia University, New York
Hugo Nurnberg, Michigan State University, East Lansing
James W. Pattillo, Louisiana State University, Baton 

Rouge
Michael Schiff, New York University, New York 
Williard E. Stone, University of Florida, Gainesville 
Rufus Wixon, University of Pennsylvania, Philadelphia
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His name is not exactly a house­
hold word. Perhaps in awareness 
of that fact, “in this day of the 
instant authority and self-appointed 
expert,” Mr. Wight takes pains to 
spell out his background for the 
reader. He says he spent nine years 
in production and inventory control 
with the Raybestos Division of Ray­
bestos-Manhattan, three and a half 
years as a corporate production 
control consultant to the 13 divi­
sions of the Stanley Works, and 
three years as an industry educa­
tion manager in the manufacturing 
industries marketing department of 
IBM before becoming an independ­
ent consultant. Whether or not he 
qualifies as a general “computer 
systems expert” (a term that he 
himself ridicules), he does seem to 
have had experience in the appli­
cation of computers to manufactur­
ing. For that reason, and because, 
he says, production and inventory 
management is the field “with the 
biggest payoff potential in most 
manufacturing companies,” all his 
examples are drawn from that field.

Mr. Wight starts off with the 
now-familiar assertion, made by 
McKinsey & Company and others, 
that most computer systems simply 
have not paid off for the companies 
that installed them. He states it 
more strongly than most: “. . . even 
today, most executives don’t realize 
how bad the situation really is . . . 
The truth is that the number of 
companies actually getting a payoff 
from computers represents a very, 
very small percentage of the total 
that have tried.” These statements, 
he cheerfully admits, “like most 
others in this book . . . are based 
on my knowledge of computer ap­
plications in manufacturing com­
panies.”

Mr. Wight lists six major rea­
sons for computer systems failure:

“1. System too sophisticated and 
ambitious.

“2. Application not sound.
“3. Systems people assumed—and 

management abdicated—responsi­
bility for system design.

“4. Designed to supplant—not 
support—the user.

“5. Optimistic implementation.
“6. Company incapable of man­

aging with a system.”
Of these six reasons, he thinks, 

Reason 6, “inability to manage with 
a system—is really the most univer­
sal problem. Today, few companies 
do enough other things right to al­
low one to judge whether or not 
they could have managed with 
their system.”

This is a provocative thought, but 
it is, unfortunately, one of the least 
developed themes in the book. Per­
haps 182 pages were just not 
enough to tell a company how to 
prepare itself for systematization of 
its management. Or perhaps it is 
simply easier to attack than to be 
positive. (The book as a whole 
shows clearly that Mr. Wight, like 
most critics, found it easier to be 
clever and striking when accentu­
ating the negative.)

Reason 1, on the other hand, is 
very well developed. Mr. Wight 
does a scathing—and rather con­
vincing-job of attacking overso­
phistication.

The most successful systems, he 
says, tend to be essentially simple. 
“When systems are too sophisticated 
the user does not understand them 
and tends either to follow them 
blindly or ignore them completely 
and develop his own informal sub­
systems.”

He criticizes, for example, at­
tempts to optimize the lot-size 
mathematically by various calcula­
tions involving the forecast of fu­
ture demand, the item’s unit cost, 
machine setup cost, and inventory 
carrying cost. “Forecasts are usually 
wrong, by definition. Unit costs and 
machine setup costs (if available) 
are approximations at best. Almost 
no one claims to know what it 
really costs in total to carry inven­
tory; we can only estimate a rea­
sonable figure. But isn’t it fun to 
develop a formula that can massage 
an error and an approximation and 
an estimate to get precise results!”

In the course of his attack on 
sophistication (a bad word to Mr. 
Wight) the author bears down hard 
on operations research, “no longer 

in vogue,” and its practitioners. 
“Too many operations researchers 
have found it much more entertain­
ing to communicate with each other 
rather than to communicate with 
managers who have forgotten most 
of the calculus they ever knew. 
They have also often found devel­
oping elegant solutions to trivial 
problems more challenging than 
working on the real business prob­
lems. They start out with the as­
sumption that the solution is going 
to be a complex mathematical one 
and often develop elaborate inven­
tory models that are difficult to 
apply in a company where the 
managers have not yet figured out 
how to keep the inventory-on-hand 
balance record correct.”

He also bears down on consult­
ants (including those from CPA 
firms), systems managers, and com­
puter salesmen, all of whom, partly 
because of self-interest, partly be­
cause of the customs of their own 
worlds, have become, he says, part 
of the “conspiracy for sophistica­
tion.”

The real test of value, according 
to Mr. Wight, is not the computer’s 
ability to handle added sophistica­
tion, but the user’s. He suggests 
these tests of “systems value anal­
ysis”:

“1. Will it really be more effec­
tive or is it primarily intellectually 
appealing?

“2. When considering the func­
tion and significance of this element 
in the real world, is this an area 
that is worth really fine tuning?

“3. Identify the last 20 per cent 
of sophistication that will generate 
80 per cent of the system cost and 
confusion.

“4. What will the extra sophisti­
cation cost in user understanding of 
this part of the system? Of the over­
all system?

“5. Is there a simpler way to do 
it?”

Mr. Wight does have other con­
structive suggestions to make be­
sides, “Keep it simple.” Although 
the negative sections of his book 
are much wittier and much more 
memorable, he does have some 
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good ideas to offer about how to 
pick the areas of profitable applica­
tion for the computer and about 
who should design EDP systems 
and how.

His six keys to systems success, 
given in an appendix, are the in­
verse of his six reasons for failure. 
In other appendices he offers check­
lists of systems shibboleths, man­
agement shibboleths, and questions 
and answers for determining payoff 
application.

Like many a book that apparent­
ly grew out of a successful speech, 
this one attracts more attention by 
its boldly negative statements than 
by its positive ideas. When he is 
put under obligation to be positive, 
Mr. Wight has a tendency to fade 
away in generalities.

Even so, this is a book that ably 
represents the viewpoint of the so­
phisticated (pardon the term) com­
puter user. As such, it should be 
read by every computer manager, 
salesman, and consultant.

Business Planning and Policy 
Formulation by Robert J. Mock­
ler, Appleton-Century-Crofts, New 
York, 1972, 124 pages, $8.95.

A primer on business planning, 
this book is an attempt at a com­
prehensive outline of what plan­
ning and policy development are, 
how they are related, and how they 
are carried out in a business.

Long-range planning is one of 
the newer fads in management. In 
1962 the Stanford Research Insti­
tute found only a “tiny” number of 
companies with fully developed 
and staffed long-range planning 
programs. By 1967 more than half 
of the 45 major corporations in­
cluded in another study had long- 
range planning departments.

That is not to say that in all cases 
these companies know what they 
are doing. Indeed, says Professor 
Mockler, there is a good deal of 
confusion among business man­
agers as to exactly what planning 
and policy development are and 

how they are performed. A par­
ticular problem has been failure to 
define adequately the relation be­
tween planning and policy develop­
ment, which has often resulted in 
failure to integrate policies effec­
tively with overall company objec­
tives and strategies.

That is the rationale behind this 
book. There are many books on 
planning and many on policy de­
velopment, but few, this author 
feels, that deal with both in proper 
relationship to each other. He has 
tried to write a concise, practical, 
unifying summary that covers busi­
ness planning theory, procedures 
for planning at all levels in a step- 
by-step approach, ways to apply 
the approach in various business 
situations, and guidelines for de­
veloping policies within this frame­
work.

Professor Mockler starts by pre­
senting a basic business planning 
process or model applicable to all 
levels and kinds of planning situa­
tions and explaining how it is re­
lated to the process of problem 
solving and decision making. He 
distinguishes and discusses two 
kinds of business planning: stra­
tegic planning for overall planning 
direction and implementation plan­
ning to execute these directions.

He develops guidelines for using 
the business planning process at 
various levels of management and 
in various functions and examines 
the interrelationships among them 
in a variety of business situations. 
Then he explains the place of pol­
icy development within the plan­
ning process and sets forth guide­
lines for developing policies based 
on strategic planning.

Additional chapters deal with 
some of the newer tools of man­
agement such as operations re­
search, information systems, and 
electronic data processing; organi­
zation planning; and special prob­
lems of planning in small business. 
The conclusion summarizes the 
work of other writers in the field. 
The appendix contains several case 
studies, some hypothetical ones 
from the files of the Harvard Busi­
ness School and some actual ones 

from previously published works as 
well as some company policy state­
ments. These and other case studies 
are also used extensively in the text 
for illustrative purposes. The most 
interesting examples, however, 
come from the author’s own experi­
ence with circulation planning for 
The National Observer.

Although written primarily as a 
text for college courses in “business 
policy,” this book has value for the 
businessman who is uneasily con­
scious that he is not doing enough 
planning—or who is simply curious 
to know what long-range planning 
is all about.

The Repurchase of Common 
Stock by Charles D. Ellis and 
Allan E. Young, The Ronald Press 
Company, New York, 1971, 212 
pages, $12.

Repurchase by corporations of 
their own common shares has 
reached such a scale in recent years 
that it has become a significant 
factor both in the securities markets 
and in corporate financial manage­
ment. These authors examine the 
why and how of the phenomenon 
and its implications.

In the 1950s and 1960s compa­
nies repurchased a growing quan­
tity of their common stock. In 1965 
nearly $2 billion was spent for this 
purpose by companies listed on the 
New York Stock Exchange, substan­
tially more than the $1.5 billion 
received by all U.S. corporations 
through the sale of common stock 
in that year. This was the second 
year in which the net effect of cor­
porate activity on the capital mar­
kets was to supply equity capital to 
these markets rather than, as is more 
traditional, to demand funds from 
them. The trend seems to have lev­
eled off in the 1970s, but the vol­
ume remains significant.

In this book the authors, a vice 
president of Donaldson, Lufkin & 
Jenrette, Inc., and a professor at 
Syracuse University, provide a 
scholarly analysis of this trend.
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Their primary focus is naturally the 
effect upon the securities markets, 
but they also devote ample space 
to the implications of this practice 
for financial management, the topic 
with which financial executives are 
chiefly concerned.

Many possible reasons for stock 
repurchase are suggested by the 
authors. The fact that stock repur­
chase has been growing at a faster 
rate than expenditures for the pay­
ment of dividends or for gross addi­
tions to plant and equipment sug­
gests to them that tax laws may 
have led companies to seek to dis­
tribute profits through this mech­
anism rather than through divi­
dends. Corporate dividend payouts 
have generally declined since 1954, 
supporting the thesis that compa­
nies have sought to channel profits 
to stockholders in a tax-favored 
way.

High interest rates factor

Since 1959 the availability of in­
ternally generated funds has ex­
ceeded expenditures for dividends 
and for plant and equipment by an 
increasing margin. Thus, “large- 
scale repurchases by corporations 
of their own common stock consti­
tuted a natural response on the 
part of financial management to 
the need to develop new uses of 
corporate funds. . . . From 1961 on, 
when the extent of the excess of 
sources over uses began to grow 
at an increasing rate and to reach 
significant proportions, it was nec­
essary to avoid a buildup of in­
creasing amounts in liquid low- 
earning or non-earning assets be­
cause of the effect this would have 
on the overall rate of return on 
total assets.”

High interest rates also have 
been a factor. Corporations can in­
crease their financial leverage with­
out issuing high-interest debt or 
calling in low-interest debt if they 
reduce their equity capitalization 
through repurchase of common 
stock.

And the increasing emphasis on 
earnings per share has influenced 
financial management to take this 

measure as a guide. One way, of 
course, to increase earnings per 
share is simply to decrease the 
number of shares.

Other, more specific, reasons 
have influenced specific manage­
ments at particular times. Founda­
tions (such as the Ford Founda­
tion) closely tied to particular 
companies have diversified their 
holdings without driving down the 
price of the stock by selling shares 
back to the issuing company. The 
growing trend to issue convertible 
securities has led companies to ac­
quire reserves of common shares 
with which to accomplish conver­
sions. Other companies have bought 
up their own shares for future use 
in merger transactions and to pro­
vide a supply of stock to maintain 
stock option and employee stock 
purchase plans. Some have simply 
sought to reduce stock servicing 
costs by buying out small share­
holders, since the cost of servicing 
a stockholder is relatively constant 
however many shares he owns.

This trend has not gone on with­
out criticism. A number of argu­
ments have been voiced against re­
purchasing; the authors identify 
five major ones:

• Financial “classicists” generally 
recommend repurchase “only as a 
means of gradually liquidating a 
deteriorating company or one with 
wasting assets.”

• Buying in common stock, for 
some, has “the unfavorable conno­
tation of defeatism and implies that 
a management not finding ways to 
use surplus funds is inept and dull- 
witted.”

• There is still a widespread 
management preference for equity 
over debt capital, although the au­
thors consider this preference irra­
tional in many cases.

• Many warn against the possi­
bility of abuses of the ability to 
repurchase shares—battles over con­
trol, manipulated share prices, etc.

• Some have argued that either 
the sellers of repurchased stock or 
the remaining holders must be hurt 
by a repurchase transaction and 
that management should not help 

some stockholders at the expense 
of others.

All five of these arguments 
against repurchase the authors find 
“quite general, often vague, and 
usually suggestive of possible prob­
lems rather than descriptive of ac­
tual difficulties. On the other hand, 
the reasons advanced in favor of 
repurchasing are pragmatic and 
specific.”

The authors go on to examine 
repurchasing techniques and pro­
cedures, the legal and regulatory 
constraints that bear upon the re­
purchase decision, and the account­
ing aspects of repurchasing. Finally, 
they consider the impact of large- 
scale repurchasing upon the effi­
cient operation of the capital mar­
kets and upon the movement of 
security prices. They weigh the 
benefits and abuses of repurchasing 
in terms of the public interest and 
make suggestions for public policy.

This is a timely and scholarly 
study of an important topic. Ac­
countants, and financial executives 
as well as professionals in the mar­
ket should find it both useful and 
interesting.

[See “Practical Considerations in 
Common Stock Repurchase,” page 
35, this issue.]

SAFE: Security Audit and Field 
Evaluation for Computer Facili­
ties and Information Systems by 
Leonard I. Krauss, Firebrand, 
Krauss & Company, Inc., P.O. Box 
165, East Brunswick, New Jersey 
08816, 1972, 284 pages, $24.95.

This little looseleaf manual con­
sists chiefly of a set of forms for 
use in evaluating EDP security.

Despite the headlines given to 
bombings of computer rooms, for 
the average computer user security 
involves attention to more mundane 
concerns: accidental or malicious 
destruction of computer facilities 
or computerized records; lawsuits 
and loss of revenue and goodwill 
resulting from computer error; 
fraud and embezzlement; industrial 
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espionage; and the problems of 
negligence and human error.

This manual outlines a procedure 
for evaluating security on all these 
fronts and presents a set of forms— 
in checklist style—for evaluating ex­
isting systems in eight classifica­
tions: personnel; physical security; 
data, programs, and documentation; 
operations; backup; development; 
insurance; and security program­
ing. The checklists, in questionnaire 
form, also provide a weighting sys­
tem for measuring the degree of 
computer safety.

Sufficient forms are provided to 
evaluate one complete EDP instal­
lation. Additional copies can be or­
dered for use in other installations 
or for follow-up audits.

Useful basis

Probably only the smallest com­
puter user would want to use this 
book as is for a computer security 
audit. Many, however, including 
consultants, may find it useful as 
a basis for working out their own 
systems. The material, the author 
points out, lends itself to tailoring. 
Since the solutions to problems un­
covered by the audit are not neces­
sarily self-evident, the author also 
suggests use of consultants in plan­
ning for corrective action.

Preparation of this book was an 
ingenious idea. It would prove in­
valuable to a data processing man­
ager or consultant seeking to pre­
pare his own first audit.

Measurement and Environmental 
Deterioration by Boyd Collier, 
Bureau of Business Research, The 
University of Texas at Austin, 1971, 
100 pages, $3 (paperbound).

This little monograph, a proposal 
for a new way of setting up na­
tional income accounts, is directed 
more to economists than to accoun­
tants. However, accountants who 
agree with the author that eco­
nomics could benefit from closer 
contact with accounting may find 
it interesting.

Socio-economic accounting has 
become a popular term in recent 
years. The author of this little re­
search study invokes it to buttress 
his proposal for a change in the 
current method of calculating the 
national income and product ac­
counts—a change that would, he 
says, bring accounting and econom­
ics together, with benefit to both.

The current national income ac­
counts, this author says, are out­
moded because they are based on 
the theory of perfect competition. 
He offers, instead, a rough outline 
of another method, which includes 
many activities now omitted from 
national income (i.e., the unpaid 
work of housewives) and which in­
troduces the idea of disproduct, or 
negative product. The basic system 
of valuation used is that developed 
by John Dewey; the attempt is to 
view the economy as a “cybernetic 
system.”

Dr. Collier’s would-be system is 
not really developed enough for the 
Government’s economists to take it 
over as a substitute for the present 
one, even if they were minded to. 
Some of his ideas are provocative, 
however, and his attempt to find 
common ground between econom­
ics and accounting is a worthy one.

Computers in Knowledge-Based 
Fields by Charles A. Myers, The 
MIT Press, Cambridge, Massachu­
setts, 1971, 136 pages, $10 (cloth­
bound), $2.95 (paperbound).

This little report reviews the use 
of computers in five non-business 
fields: education, libraries, the law, 
medicine, and local data banks.

This study is the last in a series 
of research projects (see M/A Sep­
tember-October, ’71, p. 57) on the 
implications of technological change 
and automation undertaken by the 
Industrial Relations Section of the 
Sloan School of Management at 
MIT in an effort supported by the 
Ford Foundation and others.

The report takes a quick look at 
the progress made through 1969 by 

applying computers in five specific 
areas outside business: formal edu­
cation and educational administra­
tion; library systems and subsys­
tems; legal, legislative, and related 
services; medical and hospital ser­
vices; and national and centralized 
local data banks.

Little original research

The result basically is not much 
more than a condensed transcript 
of material that could have been 
received from a press clipping ser­
vice. Various applications in each 
field are described briefly. Each is 
allotted space in apparent propor­
tion to the amount of published 
material the researchers had about 
it rather than in proportion to its 
importance.

The exceptions are applications 
in or near Boston; there, apparent­
ly, the budget allowed for some 
research, and they are reviewed in 
some detail. Applications outside 
Boston get a sentence or two each, 
sometimes with a note to the effect 
that the current status of the proj­
ect is not known.

Nearly as much space is devoted 
to the conclusions as to the infor­
mation, and the conclusions are 
completely predictable (as well as 
being nearly identical in all cases): 
Some, but not much, progress has 
been made with computers in all 
these fields. Predictions of revolu­
tionary change continue to be 
made, but their realization seems 
to be remote. Progress has been 
held back by economic factors and 
by the conservatism of profession­
als in the various fields. These pro­
fessionals, however, will not be dis­
placed but rather will be helped 
by computerization if it ever comes.

Useful in specific areas

This rather casual research ef­
fort contains nothing that people 
who keep up with the fields con­
cerned do not already know. It 
might be of value in supplying 
leads for further investigation to 
someone newly concerned about 
the use of computers in a particu­
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lar area, for example, a consultant 
with his first hospital or library 
client.

Briefly listed

An Introduction to the Theory 
of Statistics by R. L. Plackett, 
Barnes & Noble, Inc., New York, 
1972, 204 pages, $5.50 (paper­
bound).

Designed as a first textbook in 
mathematical statistics at the col­
lege level, this British import also 
might be suitable for review by 
the accountant or businessman 
whose mathematics has rusted a 
bit. In addition to the essentials— 
probability theory, discrete and 
continuous probability distribu­
tions, properties of variates, calcu­
lus of distributions, random sam­
ples, and statistical inference—the 
author includes some other tech­
niques he considers most useful in 
practice—variance analysis, regres­
sion analysis, and frequency analy­
sis.

Motivation and Management De­
velopment by Robert E. Tenne­
hill, Auerbach Publishers Inc., 
Princeton, New Jersey, 1970, 207 
pages, $9.50.

The development of managers 
should be based on the concept of 
teaching and leading the staff in 
an environment conducive to learn­
ing, according to this author, a 
consultant in this field. He deals 
with such questions as how to cre­
ate a motivational climate, how to 
improve communications, and how 
to develop a more constructive at­
titude toward learning and skill im­
provement among staff members.

Readings on the Current Social 
Issues in Business. Fred Lu­
thans and Richard M. Hodgetts 
(Editors), The Macmillan Com­
pany, New York, 1972, 312 pages, 
$5.25 (paperbound).

This collection of 34 articles by 31 
authors emphasizes the social re­
sponsibilities of business, particu­

larly in the areas of poverty, civil 
rights, ecology, and consumerism. 
Specific topics include the philoso­
phical and ethical foundations of 
business, the corporate form of or­
ganization, the urban crisis, em­
ployment of minorities, and man­
power programs.

Discrete Optimization: Integer 
Programming and Network An­
alysis for Management Decisions 
by Donald R. Plane and Claude 
McMillan, Jr., Prentice-Hall, Inc., 
Englewood Cliffs, New Jersey 
07632, 1971, 247 pages, $13.50.

Books abound on linear program­
ing, from those at the most ad­
vanced level to those at the most 
primitive level. This is not true of 
integer programing. That is the 
reason for this book, an attempt to 
provide students of managerial an­
alysis and other nonmathematicians 
with an introduction to integer 
programing. The mathematical 
background required is “quite 
modest” (no calculus or matrix 
algebra), but the book does require 
a willingness on the part of the 
reader “to use symbols, algebra, 
and ordinary reasoning.” Under­
standing of linear programing is as­
sumed, but an appendix is pro­
vided to bridge the gap if there is 
one.

Interviewing Skills for Super­
visory Personnel by Lawrence L. 
Steinmetz, Addison-Wesley Pub­
lishing Company, Inc., Reading, 
Massachusetts 01867, 180 pages, 
$4.95 (paperbound).

Aimed at managers and supervisors, 
this book outlines the basic types 
of interviews (information gather­
ing, information giving, and prob­
lem solving) and some of the basic 
techniques (directed, nondirected, 
and stress interviews). Guidelines 
are provided for employment inter­
views, counseling situations, disci­
plinary interviews, performance ap­
praisal and review conferences, and 
exit interviews. The book was de­
signed as a companion to a film­
strip series on interviewing skills 

but can be used independently.

A Practical Guide for Supervis­
ory Training and Development 
by Donald L. Kirkpatrick, Addi­
son-Wesley Publishing Company, 
Inc., Reading, Massachusetts 01867, 
1971, 182 pages, $8.50.

This book aimed at line managers 
as well as training directors, em­
phasizes the how as well as the 
why of supervisory training and 
development. The author examines 
the latest research and writing and 
offers guidelines buttressed by 
case studies. A section on selection 
of potential foremen and supervi­
sors is included. The book is spon­
sored by the American Society for 
Training and Development.

Meeting the Challenge of Super­
vision by Merle C. Nutt, Exposi­
tion Press, Inc., 50 Jericho Turn­
pike, Jericho, New York 11753, 
1972, 297 pages, $10.

Aimed at the first-line supervisor, 
this book tries to cover everything 
a supervisor should know: attri­
butes of a good supervisor, delega­
tion of authority and responsibility, 
decision making techniques, human 
relations, motivations, incentives, 
dealing with unions (bargaining, 
grievances, arbitration), safety, and 
employee development. There is a 
chapter on problems of the con­
struction industry.

Early Retirement Programs, Con­
ference Board Report Number 532, 
The Conference Board, Inc., New 
York, 1971, 42 pages $5 (paper­
bound), ($1 to Conference Board 
associates, students, and teachers).

This report of industry practice is 
based on a survey of 841 pension 
plans of 641 manufacturers. Topics 
covered include eligibility for early 
retirement, benefits, early retire­
ment experience, age and service 
requirements, company-consent re­
quirements, comparative benefit 
levels, supplements, early retire­
ment rates, and trends.
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MIS Is a Mirage by John Dearden, 
Harvard Business Review, January- 
February, 1972.

The title of the article tells part, 
but not all, of the story. Professor 
Dearden methodically attacks the 
premise of a viable, company-wide, 
centralized information system but 
then he suggests a plan that could 
largely reach its objectives.

The thesis of the article is that 
each functional area of a typical 
company is so different in nature 
from each of the others that it is 
impossible to create one universal 
information system meeting the 
needs of all of them. If the term 
MIS were taken to mean only those 
information systems that are com­
puter-based, Professor Dearden 
would have no quarrel with it, but 
he points out that most people 
mean something far more all-em­
bracing when they use the term 
MIS.

MIS within each function

Each functional area of the com­
pany does have its own MIS for its 
particular area, he says; if it’s a 
healthy company each has inter­
faces with the other areas where 
needed basic information is ex­
changed. Using the automobile in­
dustry as an example, he suggests 
the development and introduction 
of a new car model as an example 
of various functional information 
systems within specific areas—styl­
ing, engineering, product planning, 
finance, facility planning, procure­
ment, and production scheduling- 
each doing its own job and still ex­
changing the information needed 
by each of the other functions at 
the proper time. The system works 
well within a strict time frame but 
it is not in any sense a centralized 
management information system, 
Professor Dearden insists.

Devising a centralized manage­
ment information system—as the 

phrase is generally understood— 
simply demands too much expertise 
in too many fields, he believes. The 
information needs of the financial 
accounting and control system are 
entirely different from those of the 
marketing system just as market­
ing’s information needs are entirely 
different from those of legal serv­
ices, industrial relations, and public 
relations. R&D has data needs 
unknown in other areas. It is too 
much to expect one man to be ex­
pert in all these areas.

Why not pool knowledge?

All right, then. Why not have a 
group of experts, one from each 
area, pool their knowledge to cre­
ate an overall system?

Because it would increase the 
problems of coordination of infor­
mation, Professor Dearden asserts. 
The information systems for such 
complex functions as marketing 
and production would be the re­
sponsibility of the staff group 
rather than the line executives who 
must actually manage marketing 
and production; “. . . if any of the 
MIS people are competent to tell 
the functional experts what to do, 
they should be in the functional 
area,” the author asserts.

That sentence becomes the focus 
of his recommendations. The prin­
cipal cause of dissatisfaction with 
present information systems is that 
they have incompetent or ineffec­
tive people in charge of them, Dr. 
Dearden believes. If they are re­
trained or replaced, the most seri­
ous management information prob­
lems would disappear, he believes.

He suggests that any company 
really worried about its internal in­
formation system ask itself these 
questions:

Is there adequate communication 
between individual groups at all 
important interfaces?

Does each group involved in an 
interface know enough about the 
other interfacing systems to do its 
job effectively?

Professor Dearden then recom­
mends a group of semi-autonomous 
information systems for a com­

pany’ organization. A central com­
puter group would have control 
over all computer-based informa­
tion systems. The controller, the 
treasurer, the computer and sys­
tems group, the legal office, the 
industrial relations office, and or­
ganization planning would each re­
port to an administrative vice pres­
ident, who would coordinate their 
activities, and serve as a transfer 
point for information that each of 
them needs from the others. The 
marketing, manufacturing, and 
R&D functions would continue to 
be independent and responsible for 
their own information systems.

Thus, in his ideal company, each 
function would continue to have 
its own information system, with 
interfaces among the functions re­
porting to the administrative vice 
president under that officer’s direc­
tion.

In other words, the emphasis 
throughout would be on people, 
skilled people, and information 
checkpoints or interfaces between 
functional areas. Dr. Dearden sums 
up the main recommendation of his 
article in the sentence:

“Place competent people in each 
of the formal information systems.”

A Unified Approach to the 
Theory of Accounting and In­
formation Systems by Claude S. 
Colantoni, Rene P. Manes, and 
Andrew Whinston, The Account­
ing Review, January, 1971.

Most approaches to the design of 
accounting information systems 
have concentrated on either in­
creasing the efficiency of computer 
usage through modification of the 
double-entry system or the exten­
sion of conventional accounting sys­
tems to include more diversified in­
formation. In this article the 
authors suggest a binary coding 
and storage technique which pro­
vides both efficient computer usage 
and multidimensional data files.

Every individual event of de­
cision-making relevance to a firm 
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may be assumed to be sufficiently 
described by a subset C’ of a finite 
set of characteristics, C =   c1, c2, 
. . .cn }. For example, a raw ma­
terial purchase might be described 
by quantity, date, supplier, amount 
paid, material type, etc., while a 
customer complaint would be de­
scribed by a different selection of 
characteristics. For each type of 
transaction, each characteristic 
from the universal set of n charac­
teristics is either relevant or not 
relevant. This leads to a unique 
binary code for every transaction 
type; this binary code can be con­
verted to a decimal equivalent. An 
event having K decision-relevant 
characteristics would be described 
by K + 1 ordered elements, as fol­
lows:

(Characteristic code, XJ} X2,...Xk), 

where X, is the value of the first 
relevant characteristic, etc. This al­
lows multi-dimensional description 
of events without requiring that 
each event be described in the 
same n-dimensional space.

Given a data base organized in 
the above manner, a generalized 
definition of an account is formu­
lated. If S is the set of possible 
account codes, then an account is 
simply a subset of S. By a slight 
extension, a chart of accounts is 
defined as a partition of S. In this 
manner it is possible to define a 
conventional double-entry chart of 
accounts, but other groupings may 
also be defined as required.

The authors then discuss a few 
important matters of implementa­
tion. First, they indicate how data 
coded as above might be stored ac­
cording to a tree-like structure, pro­
viding efficient retrieval based on 
the presence or absence of given 
characteristics. They then discuss 
the possibility of data links be­
tween recorded events. For ex­
ample, a cash receipt could be 
linked to a related sale on account, 
or all occurrences of a particular 
characteristic could be linked. Fin­
ally, they show how an easy-to-use 
retrieval language (“key algebra”) 
could be developed. A few cost and 
benefit issues are discussed in gen­

eral terms, but no attempt is made 
to show the feasibility of the pro­
posed system under practical con­
ditions.

This is not a how-to-do-it article. 
Practical issues are discussed in 
general terms or are omitted en­
tirely. What the authors have done 
is to provide a stimulating frame­
work for thinking about the prob­
lems of information coding, storage, 
and retrieval. On this basis it is 
well worth the time of a “practical” 
man.

Robert W. Hill
University of Southern California

Making Management by Objec­
tives Work by R. Stuart-Katzke, 
Canadian Chartered Accountant, 
October, 1971.

The implementation of a man­
agement by objectives system is 
most successful when the organiza­
tion has been prepared for the 
significant change from an em­
phasis on inputs to an emphasis on 
outputs. A case study of imple­
mentation of an MBO system is 
also reported.

Management by objectives is de­
fined as “a system of management 
which focuses on the outputs of 
managerial positions.” The MBO 
managerial system requires man­
agers to establish objectives before 
they initiate the action to reach 
these objectives. In contrast, often 
the general pattern of management 
may be to focus on immediate 
problems and spend little time on 
planning for the future. Under 
MBO, the objectives are establish­
ed at each organizational level by 
superior-subordinate meetings at 
the beginning of each period. The 
success of the objective-setting 
meeting is dependent upon the 
agreement to objectives which are 
mutually satisfying to both parties. 
Individual responsibility for objec­
tives must be clear and each in­
dividual must have the necessary 
authority to perform the actions re­
quired to attain the objective. If 

these two characteristics do not 
exist at the subordinate’s level then 
the goal is unrealistic and the use 
of the goal as an evaluative means 
at the end of the period is useless.

The author notes an effective 
MBO program can benefit an or­
ganization in a number of ways: 
(1) it focuses managerial effort on 
a common point by establishing 
and directing managerial objectives 
from the top down, leading to a 
greater unity of purpose and effort 
in the organization; (2) it provides 
a framework for coordinated effort 
among managers by preventing 
overlapping objectives and, there­
fore, eliminating many of the de­
structive forms of competition be­
tween different segments of the 
business; (3) it provides objective 
reward criteria by relating rewards 
to the successful attainment of ob­
jectives; (4) it clarifies responsibil­
ity lines for the individuals in the 
managerial system; (5) it points out 
organization development needs by 
the rapid feedback on problem 
areas; and (6) it benefits individual 
managers by the knowledge of the 
criteria used in evaluating their 
performance.

A major cause of failure of MBO 
to realize its potential benefits has 
been the improper advance pre­
paration of the organization. Man­
agement often has not treated 
MBO as a significant organizational 
change and has instead attempted 
to force the change upon its or­
ganization. The author states that 
“unfreezing” a frozen or rigid or­
ganization prior to change and “re­
freezing” or reinforcing the new set 
of values after the change can eli­
minate many of the reasons for 
failure. Other reasons for failure 
include: (1) the use of MBO solely 
as an appraisal system and not as 
a planning system; (2) a lack of 
commitment to MBO at the top 
management level; (3) the failure 
to relate the reward structure to 
outputs; and (4) a low level of trust 
between the superior and the sub­
ordinate which will prohibit a frank 
discussion of goals in the objective­
setting meeting.

The management team of in­
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dividuals from all levels of the or­
ganization must be given time to 
adjust to the new system and prac­
tice the techniques of interaction 
and communication so essential to 
the effective implementation and 
operation of the MBO system. The 
setting of meaningful, attainable 
goals with the subordinate, which 
the superior can coordinate with 
the goals he has established for 
himself, may require a sharpening 
of communication skills and a 
greater use of creativity by the 
manager.

Three stages

The author presents a case study 
of a medium-size firm which has 
been implementing an MBO man­
agerial system. There are three 
stages to its program of organiza­
tional change.

The first stage began with a 
series of one-week training semi­
nars which were attended by all 
managers beginning from the top 
and moving down. No superior­
subordinate pairs attended the 
same seminar. This gave the par­
ticipants an opportunity to voice 
their personal concerns with the 
proposed changes. The theme of 
the seminar was how to increase the 
individual’s effectiveness in the 
work environment. The order of 
attendance, top-management first, 
was important since as a manager 
returned from the seminar, his su­
perior could reinforce the man­
ager’s attitude toward change.

The second stage of the pro­
gram was a series of three-day, 
team-building seminars attended 
by a manager and his immediate 
subordinates. The theme of these 
seminars was the role of the “team” 
in the organization and the role of 
each member on the team. The first 
stage produced a favorable atti­
tude towards change by relating it 
to increased effectiveness and the 
second stage built upon this foun­
dation by specification of team ob­
jectives which would lead to in­
creased effectiveness. The team con­
cept was reinforced as each man­
ager met with his immediate sub­

ordinates and, in turn, each of 
these subordinates met with his 
immediate subordinates. This de­
vice provided a “linking-pin” ef­
fect as each individual participated 
on two teams, first as a subordinate 
and then as a superior. This also 
provided continuity of goal struc­
ture through the organization.

The third stage involved meet­
ings between the superior and each 
individual subordinate to establish 
a clear set of objectives for each 
subordinate. Also, a precise plan of 
action designed to achieve the ob­
jectives was mutually agreed upon. 
This third stage must be developed 
in an atmosphere of mutual trust 
and the goals should be attainable 
or the previous two stages will be 
worthless.

It is the third stage which pre­
sents the greatest challenge to to­
day’s managers but this stage is 
essential to the individual’s accept­
ance or rejection of the MBO man­
agerial system. The experiences 
from the first two stages must be 
such that openness to change has 
been rewarding and that this open­
ness is backed by top management.

Bichard E. Baker 
The University of Wisconsin 

Madison

Introducing a New Work Mea­
surement System-MODAPTS by 
Robert J. Shaw, Management Con­
trols, April, 1971.

This article describes a new sys­
tem similar in nature to Methods- 
Time Measurement (MTM), which 
was developed in the 1940s to ob­
jectively determine the length of 
time a job should take. The author 
is a principal in the New York of­
fice of the accounting firm of Peat, 
Marwick, Mitchell & Co., which is 
one of the two licensees of this Aus­
tralian-designed system.

There are two basic work mea­
surement methods in industrial use 
today—stop watch time study and 
predetermined time standard (PTS) 
systems, such as MTM and Master 

Standard Data. The fact that stop 
watch studies are still widely used 
is an indication that there must be 
some dissatisfaction with the PTS 
systems currently available and that 
a substantial market exists for a 
new system which would avoid the 
sources of this dissatisfaction.

Simplicity, productivity claimed

The advantages claimed for stop 
watch measurement over current 
PTS systems are mainly in terms of 
simplicity and productivity (the 
rate of producing standards). These 
are precisely the areas of improve­
ment claimed by Mr. Shaw for 
MODAPTS (Modular Arrangement 
of Predetermined Time Standards). 
This system was not designed to 
give more accurate time standards, 
but to improve the simplicity and 
efficiency of use, while maintaining 
a reasonable level of accuracy. Only 
21 basic body movement activities 
are defined in this method, as com­
pared to hundreds in other PTS 
systems. Supposedly, the expression 
of all possible body movements in 
terms of multiples of a simple finger 
movement called a MOD can ade­
quately allow this condensation of 
categories without serious loss of 
comprehension. Unfortunately, the 
reader will either have to accept 
this on faith or avail himself of the 
services of PMM & Co., because 
the evidence contained in the arti­
cle is limited to a statement that 
“tests and instructional experiences 
support the reports of users that 
the benefits of MODAPTS are sim­
plicity of training, ease of applica­
tion, economy of operation, im­
proved understanding of controls, 
and development of standards of a 
high level of accuracy.”

If we tentatively accept the con­
tention that the accuracy is ade­
quate, we can look more closely 
at the claimed advantages of sim­
plicity and efficiency of operation. 
MODAPTS does not require the use 
of highly skilled technical personnel 
and includes a programed instruc­
tion manual designed to provide 
an adequate training course which 
can be completed in one week.
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Along with an explanation of the 
MODAPTS data card, the manual 
helps the trainee to recognize and 
properly classify body activities in 
order to apply the appropriate 
MOD value. It also covers such 
topics as the philosophy of work 
measurement, allowances, standard 
data development, and labor re­
porting. The author claims that 
once proficiency is attained through 
a few days of actual experience 
following the training program, the 
“average analyst” can develop con­
sistent time standards within min­
utes after observing or simulating 
an operation—sometimes even 
matching the speed of the stop 
watch method.

If the speed and simplicity of 
the stop watch method can be ap­
proached, a PTS method would 
be clearly attractive because the 
former only works from observation 
and is not likely to lead to methods 
improvement opportunities such as 
can be developed from the detailed 
movement pattern information that 
can be generated by use of PTS 
systems. If MODAPTS can deliver 
the advantages claimed by its 
sellers, it may well have a receptive 
market.

Donald H. Wort
Michigan State University

The Credit Card’s Painful Com­
ing-of-Age by Irwin Ross, For­
tune, October, 1971.

Irwin Ross delves into the $10- 
billion credit card industry and re­
lates some of the major problems 
in system and operation that still 
have it looking for respectable 
profits.

The author traces the history of 
the credit-card revolution from the 
brainchild of the late Frank X. Mc­
Namara, who founded Diners’ Club 
in 1950, to date. Today there are 
275 million credit cards of all 
types: 55 million bank cards, 90 
million oil company cards, 120 mil­
lion retail store cards, and 11.8 mil­
lion miscellaneous cards for travel, 

entertainment, and car hire. In 
1970, charges topped $7 billion on 
bank cards alone.

In spite of its many triumphs, 
the industry profits have been elu­
sive. Diners’ Club lost over $70 
million in the last 27 months. Carte 
Blanche lost $2,675,000 in 18 
months and finally emerged in the 
black last June. American Express 
speaks of increasing profits but the 
figures are buried in the overall 
accounts. The banks too, have been 
losing money. Wells Fargo lost 
$7,000,000 from its card introduc­
tion in 1967 through 1970. Modest 
profits are now expected. New 
York’s Bankers Trust lost $5.4 mil­
lion in 1969, $3 million in 1970, and 
$1,200,000 in the first six months of 
1971. In 1960, when the Bank of 
America started its statewide op­
eration, it lost almost $9 million.

Accounting confusion

Only the bank and T and E 
(travel and entertainment) cards 
were intended to return a profit. 
Oil company and department store 
cards are used primarily as market­
ing tools.

The accounting techniques util­
ized vary among the banks and the 
T and E companies to such an ex­
tent as to make comparisons diffi­
cult. Some banks charge their card 
operations for the use of money, 
others do not. American Express 
does not publish separate profit 
figures for its card operations al­
though billings are known ($2.3 bil­
lion in 1970). Translating volume 
into bottom-line earnings is a tricky 
job involving many variables in 
revenue and expenses that are 
rarely found in other businesses. 
These are often erratic and extra­
ordinarily difficult to control. Some 
card companies charge the card­
holder, some charge the merchant, 
some charge both. Still others 
charge carrying charges on unpaid 
balances.

One of the most acute problems 
of the credit card business is dead­
beats. The general economic de­
cline of 1969-70 resulted in an 
enormous increase in delinquencies 

which accounted for much of 
Diners’ and Carte Blanche’s deficit. 
Banks and oil companies used mass 
unsolicited mailings as the cheap­
est way to build their rosters. This 
compounded their credit-loss prob­
lems. Another problem is fraud. A 
credit card is highly portable and 
valuable. Many cards are stolen 
from the U.S. mails and credit card 
companies as well as individuals. 
Many are sold on the black market. 
Many cardholders go on buying 
sprees. One gang took Diners’ Club 
for $621,000.

Many of the profit problems ap­
pear to emanate from inadequate 
planning, inadequate systems, and 
insufficient thought given to ade­
quate controls. As the author states, 
... in this high-volume, high- 

velocity business, a slippage of con­
trol quickly leads to disaster.” Most 
of the companies and banks have 
taken steps to remedy their prob­
lems. Some bypass the post office 
and require customers to pick up 
their new cards at the bank. Com­
puter systems have been sophisti­
cated to call attention to buying 
sprees. Others have strengthened 
credit investigations and set more 
stringent credit limits. Merchant 
“print-outs” are being published 
more frequently to detect fraudu­
lent purchases or collusion.

For 1970, banks in the Federal 
Reserve system reported write-offs 
of 3.39 per cent compared to 2.38 
per cent in 1969. The trend is now 
down with Bank of America report­
ing 1.77 per cent for its first quarter 
of 1971 as compared to 2.4 per cent 
in its last quarter of 1970.

Under the direction of good 
management, credit and fraud los­
ses are coming under control and 
potential profits begin to loom on 
the horizon. As the author states:

In the early stages of a 
credit-card program, the em­
phasis is on marketing . . . Pro­
per paperwork procedures and 
adequate controls come later, 
after management is shocked 
by high losses.

The author concludes that the 
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going has been tough for the banks 
because of the resistance of cus­
tomers to the 18 per cent carrying 
charge. Some banks are proposing 
a yearly fee for the card. On the 
other hand, many bankers consider 
their credit card venture as the 
R & D project toward the “Cashless 
Society.”

Raises questions

The article is well written and 
should be of interest to all systems 
analysts, public and private ac­
countants, and executives contem­
plating entering the volume credit­
card arena. The article raises many 
important questions that must be 
answered if any such venture is to 
be profitable. Why should there be 
heavy credit losses the first five 
years? Many department stores and 
mail order companies have had 
successful credit operations. What 
is their secret? Many major compu­
ter installations venture into new 
systems without adequate manage­
ment participation, thus leaving 
many major decisions in the hands 
of technicians. Certainly adequate 
planning and proper utilization of 
modern tools to weigh the pros and 
cons of various courses of action 
should be a “must” in any major 
venture. Accountants would obvi­
ously be interested in the effects of 
such ventures on the proper valua­
tion of receivables and potential 
losses in the financial statements.

Aren A. Lewis
University of Southern California

Long-Run Curves: A Comment 
by Robert W. Mitchell, The Jour­
nal of Industrial Economics, No­
vember, 1971, and Cost Function, 
Concentration, and Barriers to 
Entry in Twenty-Nine Manufac­
turing Industries of India: A 
Comment and Reinterpretation 
by John A. Walgreen, The Journal 
of Industrial Economics, Novem­
ber, 1971.

In the absence of theoretically 
perfect data, economists use ac­

counting and other available infor­
mation—and sometimes arrive at 
different conclusions from the same 
data.

A survey of 29 manufacturing in­
dustries was made by Vinod K. 
Gupta using the information avail­
able from the Census of Indian 
Manufacturers. His findings, pub­
lished in The Journal of Industrial 
Economics, have attracted critical 
comments from other economists 
and a reinterpretation of the data 
used by Gupta has led one of them 
to arrive at a widely different con­
clusion.

The first conclusion drawn by 
Gupta in his article was that in a 
large majority of the industries un­
der study, the long-term cost curve 
is either L-shaped or linear, and it 
is U-shaped in a very few indus­
tries. This means that in a majority 
of industries economies of scale ex­
ist, but diseconomies of scale do 
not exist. Even though this finding 
is corroborated by findings in many 
industries in other countries also, 
it is in sharp contrast with the tra­
ditional assumption made by eco­
nomic theorists about a U-shaped 
long-term cost curve, and has been 
objected to by one of Gupta’s two 
commentators.

Normal returns not considered

Robert W. Mitchell points out 
various limitations which must be 
placed on the above mentioned 
conclusion. One of the points made 
by him is that in calculating costs 
Gupta has made no allowance for 
a “normal” rate of return on invest­
ment. Gupta, however, thinks that 
the theoretical concept of normal 
profits is not operational, nor is 
their inclusion in costs essential to 
a study of cost comparisons at dif­
ferent scales of production in an 
industry. Mitchell also points out 
the possibility that scale economies 
may be absorbed as “managerial 
slack” and thus not appear in cost 
data.

Gupta’s second finding relates to 
the desirability of concentration 
and monopoly power. He concludes 

that if we want efficiency in pro­
duction and distribution, the pres­
ent degree of concentration and 
monopoly power cannot be avoided 
in most of the industries in which 
it exists significantly.

Gupta also found that in a large 
majority of industries, barriers to 
entry due to the presence of scale 
economies are not very strong. 
From his analysis, however, he 
could not arrive at a firm conclu­
sion about the existence of a posi­
tive association between the rate 
of profit and the height of these 
barriers to entry.

High barrier, large profits

John A. Walgreen undertook a 
reinterpretation of the data used 
by Gupta and arrived at a signifi­
cantly different conclusion in this 
matter. He regrouped the industries 
according to their concentration 
ratio. On this basis, he found that 
the average profit rate of the group 
of industries having “very impor­
tant” economies of scale was 50 
per cent larger than the average 
profit rate of the group of indus­
tries where economies of scale were 
only “moderately important” or “un­
important.” These results are con­
sistent with those obtained in cer­
tain studies of United States indus­
tries. Walgreen, therefore, con­
cludes that the height of the bar­
rier to entry may be an important 
structural determinant of industrial 
performance in less developed 
countries, as well as in developed 
countries.

Surendra P. Agrawal 
University of Florida

CLASSIFIED
HELP WANTED

YOUR RESUME—Write it yourself! In­
structions, samples, forms: $3. Resume 
Company, 359 Jersey Avenue, Fairview, 
New Jersey 07022.

RATES: Help Wanted, Professional Oppor­
tunities and Miscellany 50 cents a word, 
Situations Wanted 30 cents a word. Box 
number, when used, is two words. Classi­
fied advertisements are payable in advance. 
Closing date, 5th of month preceding date of 
issue. Address for replies: Box number, Man­
agement Adviser, 666 Fifth Ave., N.Y. 10019.
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