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Now, you can get your books closed, plus have all
the financial reporting your decision - makers need
— on time, every time. Just install the famous
GENERAL LEDGER and FINANCIAL REPORTING SYSTEM from Software International.
Accounting and financial professionals
find our systems ideal for:
*flexible budgeting •cost accounting support
*customized output reports *flash reporting
*extensive auditability and control
*and much more!
Already producing results for more than 1.500
corporations around the world, Software
International's computer packages operate on
the most popular computers and data -base
systems.
Our FINANCIAL REPORTING SYSTEMS are
modular, too, so you can implement Accounts
Receivable, Accounts Payable, Fixed Assets,
Payroll, even a Manufacturing Resource Planning
rapidly and easily.
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How to get a handle on
meeting management.
For over fifteen years, 3M has
offered a variety of effective step by -step meeting improvements
to you. It started with 3M's Bert
Auger and his book, How to
Run Better Business Meetings.
He made the difficult simple.
Defined the kind of meeting,
Information. Problem - solving.
Decision- making. Clarified the
objectives. Outlined the skills
for you to make your meeting go
the way you want it to.

Tips on meeting
management
(Outline of discussion on pages 66.70)

How to stim ulate disc us sion

How to balance discussion
How to avoid digression
How to break up controversy
How to keep the meeting alive
How to get through the agenda
How to reach a conclusion
How to initiate positive action

Now, in its new and eighth
I
edition, his book includes how -to's
for the international, multi - language
meeting, and how -to graphically
present precise data. There's a
lot more.
Choose from a variety of printed
materials and successful how -to
workshops conducted for you by a
3M Representative. How to
Make a Better Sales Presentation.
How to Make a Better Technical
Presentation. How to Make Visuals
(for the secretary). How to Design
Your Conference Room. How to
Make Better Financial Presentations.
Movies. Video tapes. Overhead
presentations. Equipment. Workshops. Seminars. All to help you keep
your audience. To ensure cost conscious, effective performance,
the difference between getting
by and getting through. Get a handle
on your meeting management.
Send this coupon today.

F: Please send me a frie copy of
How to Make Better Financial
Presentations.
J Please have a 3M How -to meeting
representative call me.
NAME
COMPANY

_TITLE

ADDRESS
CITY _

STATE. _. . _ ZIP.

Send to 3M Representative, Visual
Products Division /3M. 3M Center,
Bldg, 220 -10W, St. Paul, MN 55101, Dept MA39
In Candada.3M Canada. Inc .
Box 5757, London, Ontario - - _ _
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Building Better Controls in the Commercial Lending Function

14

By Hal Albergo
In an era of heightened economic uncertainty, it is most important for bankers to assure
themselves that good internal controls exist over the commercial lending area to prevent
losses. Here are some basic principles.

A Small Bank Adopts a Financial Planning Model

19

By Clive R. Cloutier and Barry Mabry
Are financial planning models for big banks only? Not according to the management of
First National Bank in Franklin, La. It uses a tailored model not only as a budgeting tool,
but also as a device to enable the bank to react more effectively to a changing business
environment.

Can Cost Analysis Improve Your Mortgage Loan Function?

22

By Frank P. Johnson and Charles F. Muenzberg
Clearly the answer is yes, as this case study demonstrates. But careful preparation and
organization before the analysis begins are necessary.

How an Investment Banker Prepares a Company
for a Tender Offer

26

By D. Gordon Strickland
The investment banker can be useful to a buyer in many areas. Analyzing the sources of
power within the target company and establishing a strategy of approach are often more
important than the dollar amount of the transaction itself.

An Integrated Approach to Internal Control Reviews

29

By Howard D. Passage and Donald A. Fleming
This bank's management hoped that a joint external - internal audit would afford better
assurance of procedures and controls reliability, provide training for internal audit staff, and
help hold down external audit costs.

Developing a Reserve for Loan Losses

36

By Donald M. Meier
Bank regulators ruled in 1976 that the reserve for loan losses should be enough to absorb
the loss exposure of the loan portfolio and that current year's earnings should be charged
with the amount needed to reach this level. A bank vice president tells how his bank
developed a new procedure for setting up a reserve.

Feature

A Woman CPA Looks at Public Accounting
A MANAGEMENT

AccoUNTING

39

Interview

In the highly competitive world of the Big 8, women have to contend with the added
pressures of gaining acceptance among colleagues and maintaining a household. Is it
worth it? Yes, says Stephanie M. Shern of Arthur Young & Co.

MANAGEMENT ACCOUNTING /FEBRUARY 1980

MIS

Why Choose an Accounting Software Package?

44

By Steven J. Weinberg
There are advantages and disadvantages in buying a ready -made accounting software
package. What really matters is how well the buyer assesses his company's internal needs
and how he selects the proper vendor and package.

Management
Accounting
Issues

Evaluating Leases with LP

48

by Jane 0. Burns and Kathleen Bindon
More than $100 billion of capital is tied up in the leasing segment of the economy. The
increase in leasing by corporations should spur an increase in the application of special
mathematical analytic techniques— described here —to find the optimal solution for decision makers.

How Orchestras Measure Internal Performance

54

By Rosalie C. Hallbauer
When an orchestra plays off key, everyone notices immediately. Often, however, little
attention is paid to monitoring the financial performance of the company, a neglect that
can lead to dissonance in the balance sheet.

Future
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Energy and environmental accounting issues are featured in March MANAGE.
MENTACCOUNTING, including a look at a responsibility accounting program at Prudhoe Bay
and a description of Dow Chemical's pioneering energy accounting program.... In April
watch for a series of articles on the management of the multi - billion dollar benefits and
pension fund sector.
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A Knowledge Base for Management Accounting
Last month I commented on the critical societal role as an attribute of
management accounting. Two additional attributes of a profession are
(1) the existence of a recognized body of knowledge and expertise,
and (2) an established mechanism for the
assurance of competence of those who
identify as members of the profession. A
somewhat amorphous common body of
knowledge for management accounting
has developed over many years, largely
through curriculum development at major
universities and their business schools,
through actual practice in organizations,
and through continuing education programs of NAA and other organizations. A
significant literature exists to document
these developments. An important part of
this literature has been included in this pub lication over the past several decades and in the Association's research publications.
The establishment of the Institute of Management Accounting in
1972 marks an important date in the process of identification of a body
of knowledge for management accounting. The 11 examinations that
have been held, together with the published unofficial solutions, represent a very good indication of our Association's concept of the content
of a body of knowledge for our profession. These materials are available for purchase from the Institute of Management Accounting and
from NAA. With each new examination, they will expand and add to
the clarity of a common body of knowledge.
Further, our Committee on Research has jus t app roved a project
that represents the first phase of a special effort of our Association to
identify and codify more succinctly the common body of knowledge.
This project along with others during the next two or three years
should serve to assimilate and synthesize a recognized knowledge
base for our profession.
The Institute of Management Accounting and the Certificate in Management Accounting examinations along with continuing education requirements provide significant assurance of competence of members
of our profession. While this program is still in its infancy, and thus
does not provide exclusive and exhaustive identification of all those in
the profession, it is steadily increasing in stature and recognition. I
have sensed during the past few months a rapidly growing interest in
the CMA program. In time, this program should provide the main identification with the profession of management accoun ti ng j us t as t he
CPA examination program provides for the profession of public accounting.

f ZIL".7
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R. LEE BRUMMET
President, 1979 -80

5

VOL. LXI NO. 8 FEBRUARY 1980
official publication of the
National Association of Accountants
Executive Director
W. M. Young, Jr.

PUBLISHER
James D. Collier
EDITOR
Erwin S. Koval
MANAGING EDITOR
Robert F. Randall
TECHNICAL EDITOR
Morris Gartenberg
PRODUCTION ADMINISTRATOR
Stephen McCrea
FEATURE EDITOR
Kathy Williams
CONTRIBUTING EDITORS
Louis Bisgay
James Bulloch
Henry C. Lucas, Jr.
BUSINESS & CIRCULATION
MANAGER
Colin C. Campbell
•'�

SMAP

ADVERTISING REPRESENTATIVES
New York 10022 —C.C. Campbell, NAA, 919
Third Ave., (212) 754 -9785.
Chicago 60611 —James K. M111house, 919 N.
Michigan Ave., (312) 642 -6625.
Inglewood (Los Angeles) 90309 —Lee Clapp,
Box 4502, (213) 678 -8786.
MANAGEMENT ACCOUNTING (ISSN 0025 -1690)
is published monthly by the National Association of Accountants, 919 T hird Ave., New
York, N.Y., 10022. Price $2.00 per copy. Single subscriptions available only to NAA members and libraries. Subscription rates, per
year: NAA members: $12.00 (included in annual dues); student members, $6.00 (included in annual dues); libraries, $20.00.

Second class postage paid at New York,
N.Y., and additional mailing offices. To ensure
uninterrupted mail service, send present address label and new address including ZIP
number to Membership Records Dept., NAA,
919 Third Ave., New York, N.Y., 10022. Allow
six weeks for change. POSTMASTER: Send
addr ess C hanges to MANAGEMENT ACC OUNTI NG,

919 Third Ave., New York, N.Y. 10022.

Copyright rc; 1980 by the
National Association of Accountants

MANAGEMENT ACCOUNTING /FEBRUARY 1980

You can buy financial software
from a company that pretends to
Speak your language...
4I1
�m

Most financial systems are
designed by data processing
people who don't really
understand accounting.
Things are different at
McCormack & Dodge. Our software packages are designed by
teams of financial and data processing experts. We're fluent in Generally
Accepted Accounting Principles as well as
ANSI Cobol. So you get efficient, welldesigned systems with all the comprehensive
features and capabilities you need.
We start with a complete determination
of the needs of financial people... by financial
people. Experts who are familiar with complex accounting requirements and understand
the meaning of financial planning and control.
They make sure you get the reports you need,
in the form you need them.
Then our data processing experts go to
work to give you software that's flexible and
easy to use. Streamlined, efficient systems
incorporating state -of -the -art technology.
Our software packages have been audited
by the "big eight" accounting firms. Given top
ratings in the 1978 Datapro Users' Survey.
Selected by some of the world's most critical
financial executives. And installed in over 850
companies, including dozens of the Fortune
500. In fact, 7 out of 10 companies we talk to
end up doing business with us.
That's why you should talk to us about:
General Ledger/Financial Analysis,
Accounts Payable, Fixed Asset Accounting,
Capital Project Accounting, Purchasing
Manage ment.

or you can talk to MCCor nack &Dodge,
U 4' MCCORMACK& DODGE CORPORATION
560 Hillside Avenue, Needham Heights, MA 02194, (617) 449 -4012
Atlanta (404) 997.2797 Chicago (312) 893 -8788. Phoenix (602) 967 -9455. San Diego (714) 565.1668, Washington, D.C. (703) 734 -0710
United Kingdom /Netherlands. RTZ Computer Services. Landon • Italy, General Systems S.p A.. Milano. Torino • Auslralia /New Zealand, Adaps Software Ltd.. Melbourne. Sydney

Data Sheet
Robert F. Randall, Editor

Frank Mastromano, vice president —MIS at
Technicon Corp., predicted the gradual disappearance of the large mainframe computer
which would be supplanted by minicomputers
and distributed processing. The conference,
the first of its kind, was held in New York last
December.

`Insatiable Demand' Seen for EDP
People
NAA Survey Shows CFOs Support
High Interest Rates to Stop Inflation
Chief financial officers of the 1,300 largest corporations strongly support the Carter Administration's policy of high interest rates to combat
inflation, a recent NAA survey shows. The survey also found that the financial officers want
reduced federal deficits and capital investment
incentives to revitalize the economy. The CFOs
also saw as an immediate necessity a clearly
defined and comprehensive program to stimulate the production of natural and synthetic fuels, but they stressed they did not want any
government interference on this score. More
than 50 %, 652 of the country's leading corporations, responded to the questionnaire in November.

Challenges to Controllers Spotlighted
Three things we need in the 80's are political
statesmanship, business leadership, and financial leadership that provides structure and intelligence within organizations, NAA President R.
Lee Brummet told participants at a special NAA
conference on "The Job of the Controller in the
New Environment." Dr. Brummet, Willard J.
Graham Professor of Business Administration
at the School of Business Administration, University of North Carolina, predicted that controllers would have to respond to increased needs
for clear analysis, a changed value structure,
increased societal expectations of the right to
know, and a demand embodied in the Foreign
Corrupt Practices Act for organizations to do
more self - policing. In another address, John E.
Dancewicz, vice president of Continental Illinois National Bank & Trust Co., stressed the
shift in recent years from the public market to
the private market for capital borrowing. He
predicted that it would take from five to seven
years for inflation to work itself out and that
corporations would continue to hedge their borrowings with long -term contracts. He also suggested that inventories would be run down.
6

There will be more than 1.1 million data processing specialists in the field by 1985, as the
"Computer Revolution" strikes full force in the
'80's, according to Fox - Morris Personnel Consultants, Philadelphia. This development is expected to create an "insatiable demand" for
EDP personnel. Fox also projects that cost accountants, along with internal auditors, will be
in big demand in a cost - conscious decade. Experienced top financial executives will become
increasingly sought after, according to the firm,
which also sees professional women changing
the composition and character of the corporation in the next decade.

FI'C Resists Attempt to Curb Powers
Will Congressional attempts to curb the power
of the Federal Trade Commission continue in
1980? Last year, the Senate Commerce Committee passed a bill (S.1991) which would prohibit FTC rulemaking on product standards and
certifications, the insurance industry, children's
TV advertising and in other fields. In addition,
the bill would impose new confidentiality provisions on the FTC's handling of line -of- business
data. In a letter to Sen. Wendell Ford, FTC
commissioners said they welcomed some proposed measures, such as assuring as much advance public input to the regulatory process as
is feasible, but felt other proposals would severely damage the ability of the agency to protect consumers and competition.

Business /Accounting Briefs
Former President Gerald Ford addressed a
special meeting last fall sponsored by Los Angeles Chapter which attracted the largest attendance ever at such a meeting. More than
1,100 members and others attended to hear his
address on "Government's Role in Business in
1979." ... Laventhol & Horwath and Alexander
Grant & Co. have called off their preliminary
merger discussions.
MANAGEMENT ACCOUNTING/ FEBRUARY 1980

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

Letters
TO THE EDITOR
Bones of Contention
Although I have some qualms that my
first correspondence with NAA must be
critical, I nevertheless feel obligated to
point out what I believe is an important
void in the fulfillment of our purposes
as an organization. One of the most important applications of accounting —one
that touches each and every one of us
and has been the very heart of much
recent controversy —is seemingly ignored! I'm speaking of the accounting
practices followed by public utilities and
Public Service Commissions throughout
the country. In almost every hearing before a Public Service Commission, the
bones of contention are issues such as
tax normalization versus flow - through,
what constitutes adequate controls,
transactions with affiliates, depreciation
policies, and the impact of proposed
rate structures on the population served
by the utility. The manner in which
these issues are handled can mean a
great deal to all of us at home and at
work. Aren't we obligated to promote
the further understanding of these accounting concepts among ourselves and
the public? I think we are. And I would
like to see the NAA keep on fulfilling its
purposes by providing a forum for the
discussion of these matters in its publication and in its course offerings.
JosephMaanage
Manager
C &P Telephone Co.

We'll help you catch up
on your accounting,
bookkeeping and edp.
s

accoun

Charleston, W. Va.

Technique Is Irrelevant
On Mr. Walker's article "Determining
the Appropriate Discount Rate for
Private, Not - for -Profit Organizations"
(March '79)—first, ifthere is any such
thing as an average PNFP, the yearly
income (aggregate of revenues and contributions) total is $13,333 ($80 thousand million per year /6 million organizations). The $20 billion in contributed
services has limited usefulness when
considering income and expenditures.
Continued on page I1
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Management
Information
Systems
Henry C. Lucas, Jr., Editor
New York University

Coping With Power Shifts
Obviously, information systems are developed
to change existing information processing procedures. The key word in this description is
"change," for the development and implementation of a system usually involves a major
change effort in the organization. It is very likely, as we have pointed out, that the changes
from an information system will lead to a redistribution of power in the firm. Are there ways in
which the change can be managed to reduce
the problems of power shift?
One mistake that many organizations make
is to attribute the reasons for a change to a
computer system. Often the computer facilitates the change, but the initiative for new procedures comes from management. In a company where I have been working recently, the design team for a major new system felt that users of the system were rather hostile. The problem existed because management had done
nothing to dispell the notion that major policy
changes and a restructuring of the organization
were the result of the systems development effort. The real reason for the installation of the
system was because management wanted to
make certain policy changes; the computer
system facilitated those changes.
We held a meeting with all of the major middle and senior level managers to provide an
overview of the new system and solicit design
suggestions from the group. A senior manager
began the presentation by identifying five major
policy changes that top management wanted to
implement. We made it clear that the policy
changes were desired by management and
that both users and the design team had to operate within these guidelines. It is too early to
tell, but it appears from the constructive way
the rest of the meeting progressed that the effort was a success.
8

This story illustrates the point that we should
not make the computer system the villain or
causal agent of change. Rather it is a desire by
management to see a change in the organization; the computer system contributes to bringing about that change. If the computer is seen
as the reason for the change, users see their
lives being disrupted and potential control and
power being transferred because of the system. The system then is viewed in a negative
light and, as a result, cooperation becomes difficult to achieve. A clear statement by management about the need and desire for change
shows that top management is in favor of and
is supporting the development of a new system.
Although the computer system is not the
cause of the change, the result of the change
effort, facilitated by the computer, is a redistribution of power. One approach to lessen the
impact of such power shifts is to encourage
and obtain meaningful user influence on the
design process. When a user contributes to the
development of a system, the act of participation helps to create psychological commitment
to it_ Also, when the user participates, he or she
must learn a great deal about the system and
how it works. This knowledge reduces the
amount of power that a user transfers to a system or the computer department. Understanding the system makes the user less deptmdent
on the expertise of the computer department
staff.
How do we obtain this user influence? True
user influence on design is very difficult to bring
about, despite the articles in the trade press.
The systems staff usually does not want real
user influence for fear of slowing down the project development effort. Users are often unsure
of how to participate or whether they have
enough knowledge to make a contribution.
We have had some success with the kind of
meeting described above where the broad outlines for a system are presented for user review. If provided with information at the right
level of detail and clarity, the users are able to
contribute meaningful suggestions to the design process. Such initial meetings can be followed up with design assignments which are
made to specific groups and individuals. Users
can work with a systems staff to develop the
major processing logic for an application. This
is not logic at the level of a computer program,
rather it is logic from the standpoint of the business information processing task. Users know
a great deal about this type of logic and the
designer must become skilled enough to obtain
this input. One computer department manager
does not let his programmers design any reContinued on page 59
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"The Fortex fi'exed asset
system is Proven.

concise, well d6d%Imented...
programs com� piled, test
s y s,
un witrin hurs.
mn IN
event."

Michael G. Moms
FinancialSystems Officer
Virginia National Bank
Norfolk, Virginia

Mr. Morris calls it an u ncommon
event, but at Fortex it's merely our
normal way of doing business. All
Fortex software product systems are
operational; they are production proven s ys tems ; th ey are con ci se
and fully documented.
All Fortex systems, fixed asset,
credit or A /R; on line or batch are
easy to set -up and install because
t h e y a r e o p e r a t i o n a l s y s t e ms .
Refering to Virginia National Bankshares' p urchase of Fortex PIMS, M r. Morris stated,
"... our data processing folks are much impressed with
the concise, tested and well documented manner of the
System. The material and information was so clear that
the p rograms were co mpiled and the test system run
wit hi n hou rs o f recei pt o f t he t ape.. . an un co mmon
event"
But we realized our deep est sens e of pri de from
what Mr. Morris describes as, "One of the most significant aspects of my dealing with Fortex... their excellent
responsiveness to inquiries regarding use of the system,
even in aspects for which it is not designed. This is again
an uncommon occurrence in my experience"
When asked what he liked most about Fortex PIMS
System, Mr. Morris s tated , "to summarize, PIM S is:

❑ ❑ a❑ co n c i s e, ❑ t es t ed ❑ s ys t em❑ wi t h
sound data processing integrity ❑ a

well documented, user oriented
system❑❑ ❑a❑system❑with❑flexibility❑for
implementation❑❑ ❑a❑product❑from❑a
company which has obvious pride.
So, when your priorities dictate a
new software package, call Fortex.
We can provide you with a proven
modular package that features ease
of use, technical support, quick
response, cost savings, DP efficiency
and maximum maintainability. Fortex Data Corporation,
10 S. Riverside Plaza, Chicago, IL 60606.
Telephone: 312/454 -1650.
,
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Fortex-we're the dedicated software people.

j t X
FORTEX

Management
Accounting
Practices
Louis Bisgay, Editor

MAP Testifies at FASB Hearing...
Robert L. Shultis, vice president/ controller of
Technicon Corp. and a member of NAA's Management Accounting Practices Committee, testified on behalf of the Association at the public
hearing on "Reporting Earnings" conducted on
December 3 by the Financial Accounting Standards Board. Speakers from 25 organizations
responded to the issues embodied in the
Board's discussion memorandum. Mr. Shultis
highlighted key points made in MAP Committee's written comments (MAP, Jan. '80), provided the rationale underlying the Committee's remarks, and responded to questions asked by
Board members and their staff.
"Members of the Committee recognize the
need for progress, for greater disclosure where
appropriate, and for experimentation and selective change where a consensus has been
reached and where the need is greatest," he
said. Mr. Shultis expressed the MAP Committee's view that certain notions discussed in the
discussion memorandum "border on the visionary when it comes to implementation." Included in that category would be reporting on a
fixed and variable expense basis and reporting
the effects of volume or price changes. While
acknowledging that fixed /variable expense
analysis is widely used for internal decision making purposes, Mr. Shultis pointed out that
because of definitional inconsistency and the
prevalence of firms with heterogeneous products, the approach is unsuitable for public reporting. As to reporting volume and price
changes, Mr. Shultis pointed out that whereas
organizations selling a basic commodity might
find this to be relatively easy, others in fast moving, high - technology fields would find this
requirement impossible to fulfill.
From a positive viewpoint. the MAP Committee feels that the Board "should address the
issue of developing more precise guidelines for
10

business organizations to highlight and report
material 'irregularities' or 'special situations' affecting their operations." Mr. Shultis stressed
the MAP Committee's conviction that organizations need flexibility to highlight "irregularities ";
disclosure is important, not the uniformity of
disclosure methods.

... And Responds on Other Issues
The MAP Committee generated comment letters on three other issues. In addressing an
FASB - proposed interpretation dealing with the
treatment of stock compensation plans in computing earnings per share, the Committee indicated its agreement and suggested that footnotes to the examples would help to clarify how
certain numbers are computed.
The MAP Committee also agreed with rules
proposed by the Securities & Exchange Commission that would permit independent auditors
to perform limited procedures in connection
with a registration statement in accordance
with Statement on Auditing Standards No. 24
and not be subject to Section 11(a) liability in
those circumstances. "The desirability of independent auditor involvement, at reasonable
cost to issuers, leads us to conclude that it is
appropriate for the Commission to adopt a rule
which would have the effect of excluding accountants from Section 11(a) liability in these
circumstances."
Comments to the American Institute of CPAs
on its proposed auditing standard, "Reporting
On Required Supplementary Information," suggested alternative treatments on two aspects
of the proposal and clarification regarding two
other issues.
Copies of all MAP Committee comment letters may be obtained without charge by writing
to Louis Bisgay, Manager —MAP Development
at the NAA office.

IASC Issues Assets- Liabilities Standard
The International Accounting Standards Committee has issued "Presentation of Current Assets and Current Liabilities." (MAP, Nov. 1978).
It does not require companies to distinguish between current and noncurrent assets and liabilities in their financial statements, but provides
guidance for those that do so. Classifications
based on the IASC standard will be similar to
those in general use under U.S. reporting standards. Statement No. 13 becomes effective for
financial statements covering reporting periods
that begin on or after January 31, 1981.
Continued on page 59
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THISCONFERENCE
IS AMUST!
The Institute of Internal Auditors announces its

INTERNAL CONTROL CONFERENCE
March 17 -19, 1980
Sheraton Centre, Seventh Avenue at 53rd Street, New York City

Accountants and auditors, controllers, attorneys and anyone else concerned with effective internal controls in industry or government:youneed to
attend this important and timely conference!
In a fast - changing complex business world, it's absolutely vital you get
the most recent guidelines, latest news and best information on Internal controls! The Institute of Internal Auditors answers this need with this all encompassing, broad scope Internal Control Conference.
CONFERENCE OBJECTIVES

This conference has been designed and developed to meet important objectives of interest to you. A top panel of speakers will help explore the Overall
requirements of internal controls, as they relate to your company or government agency. We'll discuss and analyze both the theoretical and practical
viewpoints of Internal controls, including evaluation procedures used by major organizations to comply with the Foreign Corrupt Practices Act (FCPA).
SPEAKERS INCLUDE:
• The Honorable Elmer B. Staats, Comptroller General of the United States
• A. Clarence Sampson, Chief Accountant (SEC)
• J. Holland Powell, Controller -Vice President. Liberty National Life Insurance Co.
• Charles J. Vaughan,Manager. Corporate Audit Staff, General Electric Corporation
• Robert L. Richmond, President, The Institute of Internal Auditors
• Shirley F. Prutch, Vice President, Martin Marietta Corporation

Get ready for this critical conference now! For details
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completethis coupon and sendto:
THE INSTITUTE OF INTERNAL AUDITORS, INC., DEPT. 4
249 Maitland Avenue. Altamonte Springs. FL 32701
Of cell The lnstllule: Conlerence Department at 305. 830.7600.
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An organization of this size is not likely
to be in need of double entry bookkeeping, much less a technique such as "discount rate." When the PNFPs with
millions of dollars in income, e.g., hospitals, universities and colleges, foundations, and quasi -legal authorities (i.e.,
school boards and regional authorities)
are separated out, it can readily be seen
that the majority of PNFPs are quite
small in size and, although, perhaps in
need of accounting assistance, much less
sophistication might be more beneficial.
Second, what problem does the utilization of a "discount rate" solve? "... a
project should be undertaken if the sum
of future returns minus costs, discounted back to the present, is positive —that
is, if the present value is greater than
zero." Even this statement is misleading
since it presupposes the decision to proceed with a project. Actually, the "discount rate" technique assists in identifying the range of choices and thereby
indirectly influences the final choice as
one criterion in the method for choosing. So, the "discount rate" technique
helps solve the problem of reducing the
range of choices....
Third, a major determinant of the
"discount rate" is capital expenditures
(or public projects as opposed to service
to individuals). The absence of capital
structure is recognized by Mr. Walker.
Most PNFPs (with perhaps the exception of hospitals and universities
although they also are quite labor intensive) expend 70-80% on personnel compensation and relatively little on capital
goods. The result is income for operational expenditures on services solely —
most of which are pre - designated as previously mentioned. There is seldom
such a thing as a capital budget.
Fourth, in the body of the article, Mr.
Walker states " . . . its operations are
carried out to benefit the society as a
whole, or some specific segment of society rather than to yield a return to the
providers of funds." But, he bases part
of his rationale for his formula on,
"This adjustment rests on the assumption that the donor expects each dollar
donated to have a return at least equal
to the opportunity cost." Return to
Continued on page 13
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During the period when its name played
on Wall Street's fascination with both
leisure and computer stocks, Picture Island claimed assets in total of $51 million in its audited financial statements.
But only two years later, in the criminal
trial of the Picture Island officers, the
evidence indicated that it had almost no
bona fide assets at all.
The company's biggest asset, booked
at $32 million, was a claim to 20% of
the oil under no less than 3.5 million
the Arctic Ocean. These
acres
"rights" were acquired in an acquisition
of assets for stock from the grandson
an Alaskan fisherman who may or may
not have made such claims to the real
estate involved. Picture Island did tell
its shareholders that it put out marker
buoys and had dogsleds diligently patrolling its claims.
A long- closed greyhound track in Arizona, with no license and little prospect
of getting one, was booked at $2.2 million for stock. For its stockholders' benefit, Picture Island announced a 60 -day
racing season.
Then there were the 5,000 acres in
California's Imperial Valley carried as a
$1.3 million asset. That prime agricultural land happened, however, to be
also occupied by an Army gunnery
range.
That gives the flavor of the assets,
which carried on to the trial. One defendant came in a full -leg cast, asking to
be excused. X -rays taken at the judge's
order showed no fracture, and the request was denied.
The humor here has two sides,
though. Picture Island may have distributed publicly or used for collateral
some 25 million shares at prices ranging
to $11 per share.
Following the trial, the defendants
were found guilty 12 counts of securities and mail fraud and conspiracy.
Three months later they were sentenced
to terms ranging from three months to
one year in prison but not fined. Five
defendants were listed as fugitives at the
time of sentencing.
❑

Assets - for - Stock: Now You See'Em, Now You...
be murky or may even be absent entirely. What results is a made -to -order situation that allows creative accounting to
flourish.
assets - for -stock
While examples
creative accounting are too common, a
large dose of humor distinguishes the
Picture Island Computer Corp. case.

of

of

One of the most fertile areas for creative accounting exists in the acquisition
of assets by a company in exchange for
its own stock. Of course there is nothing
inherently wrong with acquiring assets
in this fashion, and the related accounting principles are well settled. But be
warned! Fair market value evidence can

"While you were out, we were bought by a conglomerate,
broken down into a franchise, regrouped by a consolidation
and sold back at a loss of $5.37 "

12

The accounting events presented here
are not representative of usual practice
and are recounted here only for educational purposes. This information is not
intended to embarrass or to reflect on the
ability or performance of any person or
organization.
MANAGEMENT ACCOUNTING /FEBRUARY 1980
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Continued from page II
whom? As donations are deductible by
the donor, grants by foundations are a
requirement by law, and public bodies
(and most PNFPs) deliver services at
cost, who is the beneficiary of the donated dollar?
Fifth, and now, by necessity, we must
confine our discussion to yearly periods
as opposed to longer periods since there
is no guarantee of continued funding for
a specific service in many cases and all
endowment yields cannot be reinvested
but must be spent on the provision of
services. Donations usually consist of
pledges (including a shrinkage factor)
collectible over a period of a year, monies from grants and contracts are allocated, or reimbursed, on a monthly basis, and third -party payees, of course,
pay after services are rendered and invoiced. Thus, pertaining to all contributions and most grants, collectible over a
year, the present value of these receivables plus the shrinkage aspect of
pledges must be factored into a "discount rate." However, debt funds are

seldom considered since the major col- tures should be undertaken. Second, he
lateral is these receivables and lending apparently believes that systematic
institutions do not consider them factor- analysis, represented by discounting
ab l e. . . .
techniques in this case, is not applicable
As a precondition for accepting this to the smaller PNFP organizations; in
article, several assumptions must be ac- fact, he believes that determining the
quiesced to: (1) Mr. Walker is an au- appropriate discount rate is useful for
thority on this economic technique (this
less than 10% of these organizamay well be so); (2) he is an authority tions."
on PNFPs (this is doubtful); and (3) he
Addressing the first idea, it is imporis an authority on the application of this tant to note that discounting techniques
technique to PNFPs (and, this is more can be used in a number of ways to aid
doubtful). More likely, however, he is decision making. First, there is the use
guilty of improper `statistical induction' of net present value to determine if the
as he has taken a few pieces of data and value of the future benefits of a project
built an inapplicable case around the outweighs the costs associated with it.
population of six million PNFPs when This use, of course, involves the deterhe might well be directing his article to mination of both benefits and costs.
less than 10% of these organizations.
Comparison of net present values allows
Joseph T. Hariston organizations to choose between comAllentown, Pa,
peting proposals when funds are limited. Another use is determining the
present value of costs to compare two
No It Isn't, Says Author
methods of achieving the same set of
benefits; a capital expenditure decision
Mr. Hariston's comments on my article using this type of analysis is the case of
appear to be based on two key ideas selecting between various vehicles to
which he holds. First, he apparently be- meet a fixed transportation need. Comlieves that the discount rate is useful parison of the present value of the costs
only in determining if capital expendiContinued on page 63
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"I thought changing jobs was going to be a long
process. But when I contacted a counselor at
F- O- R- T -U -N -E Personnel, they found me exactly the
sort of executive engineering position I'd been
looking for."
"Later, when I needed people for my own staff,
F- O- R- T- U -N -E, once again, sent the right people for
the job. I wasn't surprised. They had sent the right
person for my job!"
F- O- R- T- U -N -E, a comprehensive nationwide
personnel consulting service, can go to work for you.
As specialists, our 40 plus offices will tap the
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employment marketplace with recruitment power
that spans the entire corporate structure: Accounting
& Finance; Sales /Sales Management; Marketing
Management /Services; EDP /MIS; Manufacturing,
Materials, Engineering Management; Personnel &
Industrial Relations Management.
For the F- O- R- T -U -N -E office in your area, consult
your local phone
Pr'rsonnel Ageney. Inc
directories.

D- R- T- U -1Y -E
You're in good company.
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Building Better Controls in the
Commercial Lending Function
If bank management could reliably predict which specific loans are
most likely to default, it would be able to monitor those loans more
closely so as to minimize losses.

By Hal Albergo

Hal Albergo is a vice
president in the general
auditing department of
the Chase Manhattan
Bank, New York City. A
CPA, he holds a BBA
degree from St. John's
University, a master's
degree in taxation from
Baruch College, and is
a graduate of the
Stonier Graduate
School of Banking. He
is a member of New
York Chapter, through
which this article was
submitted.
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The commercial banking industry is emerging
from a period when loan losses reached proportions not experienced since the 1930's. The economic environment of the past several years has
taught a very important lesson to bankers. Commercial lending officers had been lulled into believing that a really severe setback in business activity was not going to happen in the United
States.
Several recessions in recent years did little economic damage. Almost 30 years of this kind of
experience led lending officers to believe that
swings in the economic cycle had been significantly reduced. In this atmosphere, some relaxation of
credit standards gradually developed and then accelerated during the inflationary boom of 1972
and 1973. Commercial bankers stretched a little
too far in financing marginal and even speculative
activities. Banks supported new financial vehicles,
including conglomerates and real estate investment trusts (REITS). Then the very sharp recession in 1974 -75 upset the bankers' assumptions
about the business cycle. Commercial loan portfolios became vulnerable and the banking industry
experienced loan losses to prove it
In 1980, we are again experiencing a recession.
And the high rate of inflation continues with adverse impact on the value of the U.S. dollar. In
addition, foreign banks are exerting increased
0025 - 1690/80/6108- 2633/$01.00/0

competitive pressures on U.S. banks for loans in
the marketplace. Because of these factors, the
quality of loans may suffer as banks make loans in
a highly competitive environment, sometimes taking above - normal credit risks.
In view of the uncertain economic situation,
there may be a need for bankers to re- evaluate and
assure themselves that good internal controls exist
over the commercial lending area. Effective internal control of loan operations is the principal responsibility of management and comprises the
plan of organization and all the coordinate methods and procedures adopted to safeguard assets,
check the accuracy and reliability of accounting
data, promote operational efficiency, and encourage adherence to prescribed management policies.
Internal Control Characteristics
A sound internal control system should include:
a plan of organization which provides appropriate
segregation of functional responsibilities; a system
of authorization and record procedures adequate
to provide reasonable accounting control over assets, liabilities, revenues, and expenses; and sound
practices in the performance of duties and functions by each of the organizational units and the
required skilled personnel to carry out responsibilities.
The operating and accounting procedures
adopted by the commercial bank should contain a
system of automatic internal check and control to
Copyright © 1980 by the National Association of Accountants

provide reasonable control over commercial loan
operations and to serve as the primary safeguard
against possible irregularities. Effective internal
check and control should include:
1. Segregation of functional responsibilities between loan origination and operations, asset
custody and the related recordkeeping and accounting;
2. System of authorization and record procedures
adequate to provide reasonable accounting control over assets, liabilities, income and expenses. The recording of transactions as necessary
to maintain accountability for assets and to
permit preparation of financial statements in
conformity with generally accepted accounting
principles or any other criteria applicable to
such statements;
3. Dual control of negotiable assets;
4. Accessibility to assets only in accordance with
management's authorization;
5. Periodic proof of records;
6. Periodic rotation of personnel whose duties
form an integral part of internal control;
7. Examinations of loan collateral, loan documentation, etc., by personnel other than those regularly assigned to the respective recordkeeping
or asset custody functions;
8. Effective management and administrative controls over lending operations.
Implementing Effective Administrative Controls
The framework for good credit control can be
established through effective administrative controls. The more significant are a clearly defined
organizational structure, written credit policies
and procedures, qualified and properly trained
lending officers, competitive loan pricing, and the
effective coordination of responsibilities between
lending and operations.
Banks that have developed clearly defined organization plans are in a much better position to
meet day -to -day problems. The organizational
structure should be built around functions, and
the line of responsibility and authority should be
clearly designated and communicated. Banks
must plan the development of their organizational
structure as they plan their future profits.
The final responsibility for a bank's loan policy
must rest with its Board of Directors. The details
of implementation are the responsibility of senior
management. Through written loan policies and
procedures, bank management exercises control
over such things as the kinds of loans granted,
loan maturities, lending strategy, and direction
and control over credit decisions. In any bank,
loan policy may be summarized in four categories:
lending authorities, credit approval process and
procedural matters, lending strategies, and lending policies.
MANAGEMENT ACCOUNTING/ FEBRUARY 1980

An important aspect of loan policies and procedures is the lending strategy. Necessarily, the
lending strategy should differ during times of
credit expansion or credit restraint. One way to
cope with a changing credit environment is to formalize a lending strategy and modify it as often as
deemed appropriate. The loan strategy policy
would not be complete unless acceptable terms on
the various kinds of loans were prescribed. Guidelines should be established on loan maturities, collateral requirements, and repayment periods.
To be properly implemented and controlled,
written loan policies should be codified in a formal
credit policy manual and distributed to all concerned areas of the bank. Similarly, all changes in
policies and procedures should be made in the
credit policy manual periodically and distributed.
Commercial loan officers are highly professional bankers. Their responsibility requires a broad
spectrum of skills and personal traits. Therefore,
it can be said the quality of commercial loan officers in a bank reflects on the quality of the bank's
loan portfolio and, ultimately, on the profitability
and earnings of the bank. In part, loan portfolio
quality can be traced to the credit skills development of the loan officer. For maximum effectiveness, a systematic approach is advisable in the
overall credit training program. Such an approach
would measure present credit skills against a standard, identify what the skill level should be, establish development goals and programs, establish
development priorities, implement development
programs, measure achievement of development
goals, and update development programs as appropriate.
To a large extent, the profitability of the commercial lending determines the profitability of the
bank. In recent years, economic events have
placed considerable pressure on the profits of
commercial loan departments. To achieve an adequate profit from loan customers, loan pricing and
customer profitability tools must be used effectively. Not only is it important to obtain a fair and
adequate profit from loan customers, but it also
makes good business to allocate credit when it is
scarce to those customers who have been or are
expected to be the more profitable accounts.
In most commercial banks, loan administration
and lending personnel have only secondary responsibility for and concern with loan operations.
Often there is a gap in communications and full
understanding of lending and operations between
the lending people and operations people. It
would be most advantageous for a bank to have a
commercial loan operations type officer who has a
working knowledge and understanding of both
lending and operations.

Banks must
plan the
development of
their
organizational
structure as
they plan their
future profits.

Implementing Effective Accounting Controls
To achieve good internal control in any busi15

In banking, the
controllership
function has
emerged as a
vital top
management
position.

ness organization, there should be a separation of
functional responsibilities between those who
originate and authorize transactions, those who
have custody of related assets, and those who are
responsible for the related recordkeeping and accounting for the assets and related liabilities.
Accounting control comprises the plan of organization and the accounting policies, systems and
procedures that are concerned with the safeguarding of assets, and the reliability of financial records. Accounting controls are designed to provide
reasonable assurance that transactions are executed in accordance with management's general or
specific authorization; transactions are recorded
to permit preparation of financial statements in
conformity with generally accepted accounting
principles, and to maintain accountability for assets; access to assets is permitted only in accordance with management's authorization, and the
recorded accountability for assets is compared
with the existing assets at reasonable intervals and
appropriate action is taken with respect to any
differences.
Accounting systems for commercial loans may
be manual or automated in nature. The accounting systems may be characterized by capability
into five groups:
1. Perform tasks automatically which are now
performed manually,
2. Provide accounting control and reporting features over the major components of the system,
3. Provide the capability of tying various types of
information together,
4. Respond to information needs at the various
levels of bank management,
5. Provide desirable operational features.
The commercial loan system should provide for
the basic accounting and recordkeeping for the individual loan accounts and related collateral, accrual accounting, billing procedures, and customer advices on loan transactions. In addition, built
into any commercial loan system, whether it be
manual or automated, should be exception type
reports for management attention and investigation or follow -up:
Loan loss reserves are intended to handle "normal" losses while the function of bank capital is to
absorb "abnormal" losses. Consequently, bank
management needs continually to evaluate the
commercial loan portfolio and provide adequate
provisions for loan losses for management decision making and control, financial accounting,
and reporting purposes. Often the provision for
loan losses may necessarily include a large element of "management judgment."
Because loan losses are generally significant in
amount, and impact heavily on net operating income and bank profitability, more long -term eco-
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nomic analysis, scientific measurement techniques, and tools should be developed to predict
and identify more accurately potential loan problem areas for a better understanding of the profitability /risk considerations in a market area a bank
services.
In making loans, credit judgment is still the
most important consideration and determinant.
However, when credit considerations are equal,
customer profitability analysis can be an important indicator for allocating funds and officer time
to customers, Customer profitability analysis can
be used to:
1. Improve the profitability of individual customers and, therefore, of the total commercial
lending function;
2. Modify the mix of the commercial loan portfolio to emphasize the more profitable loans;
3. Aid the loan officer to meet competition intelligently;
4. Furnish quantitative guidelines to describe and
implement loan policy;
5. Evaluate the performance of loan officers and
their managers;
6. Provide guidance for direction of profit- oriented marketing efforts.
Ifbank management could reliably predict specific commercial loans which are most likely to
default, it would be able to monitor these loans
more closely so as to minimize losses. Conceivably, a mathematical model can be used before a
loan request is granted as a means of evaluating a
customer's probability of non - compliance to the
loan agreement. As a result, the lending officer
can better match the terms of the loan with the
characteristics of the borrower. This probability
model also can be used to evaluate the commercial
loan portfolio periodically and in identifying certain loans showing high probability of noncompliance of the loan terms for closer monitoring and
servicing. The probability model can also be used
in the assignment of bank talent.
In banking, the controllership function has
emerged as a vital top management position. A
key characteristic of modern day controllership is
the emphasis placed on the reporting and interpreting of operating results to other members of
the management team. One concept that has received a great deal of attention is responsibility
reporting. In this kind of reporting, the objective
is to identify results with the executive responsible
for producing such results for maximum control
of operations.
Installing Effective Audit Control
Management has responsibility for designing
and implementing a system of internal control
procedures. In addition, it is charged with revising
MANAGEMENT ACCOUNTING /FEBRUARY 1980

or upgrading the established policies and procedures whenever business activities or accounting
systems change. Management should institute a
formal policy of review assuring that internal control procedures are being performed as intended
and are adequate to accomplish their goals. One
of the most effective methods of performing this
review is through the use of an internal audit department.
Regardless of the individual control procedures
implemented, the specific goals of the system of
internal control remain the same: to safeguard the
assets, to check the accuracy and reliability of accounting data, to promote operational efficiency,
and to encourage adherence to prescribed managerial policies.
The overall goals, of course, are for management to protect the owner's investment, to make
an intelligent effort to earn a profit for the owners,
and to report the results of that effort to the owners.
In performing administrative and financial audits to assure bank management that their goals
and objectives are being achieved, the Internal
Audit Department could use the Systems Evaluation Approach.
Systems Evaluation Approach
The Systems Evaluation Approach can be described as a more comprehensive systems and control- oriented approach to auditing the commercial
loan area of a commercial bank. Its fundamental
steps are shown in the figure below.

Audit
procedures
Information
systems and
internal control
Risk areas
Policies and procedures
Customer business
Economy

This systems and control - oriented approach
starts with very broad considerations, gradually
building to specific audit procedures that accomplish the internal audit goals of assuring that the
system of internal control is satisfactory.
The Systems Evaluation Approach to an audit
is really not new. It suggests the internal auditor
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start the audit of an operation, more specifically, a
commercial loan function, with an understanding
of the economy, bank customer's industry and
particular business, loan policies and procedures,
and the areas of high relative risk to losses. Then,
after gaining an understanding of the significant
administrative and accounting information systems, the auditor establishes audit objectives and
designs audit procedures to test the controls and
accounting data upon which reliance is placed to
express an opinion of the financial statements or a
loan operation.
Benefits of Systems Evaluation Approach
The Systems Evaluation Approach by the internal auditor can provide bank management with
the assurance that internal control procedures
over the commercial loan area are adequate and
working satisfactorily. The Systems Evaluation
Approach done on a continuous basis can lead to
improvements such as:

Loan portfolio
quality can be
traced to the
credit skills
development of
the loan officer.

1. Develop and implement a sound written loan
policy;
2. Develop a strong departmental organization
with clear -cut lines of responsibility;
3. Develop a strong loan review program to facilitate control over quality of the loan portfolio,
and to identify weak loans as soon as possible;
4. Set up comprehensive credit files on each borrower containing general history and background information, complete financial information, a repayment agreement and a record of
all loan transactions with the borrower;
5. Develop the necessary techniques and procedures for identifying a problem loan as early as
possible;
6. Develop the special skills and techniques required in the supervision of problem loans;
7. Recognize that each collection case is highly
individualistic in nature;
8. Institute an effective program of follow -up on
charged -off loans to maximize recoveries; and
9. Examine the loan loss experience periodically
in relation to past experience and in relation to
national averages, and accordingly revise loan
policy and lending procedures.
Commercial bankers periodically should evaluate the adequacy oftheir prescribed controls over
the commercial lending function. Because of the
present uncertain economic situation, bank managements may again wish to evaluate their administrative, accounting, and audit controls over the
commercial lending function.
❑
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A Small Bank Adopts a
Financial Planning Model
The success of the model was due largely to the active support of
officers who learned to operate the model and to senior
management's desire to try something new.

By Clive R. Cloutier and Wm. Barry Mabry
Financial planning models are widely accepted as
useful management tools for large banks. But can
they be useful to smaller financial institutions?
Can they be cost effective for smaller banks? Can
they be relied upon by senior management? Will
the staff understand them? A southern bank —the
First National Bank in St. Mary Parish (FNB)—
considered these questions, took the initiative to
investigate the possibilities, developed a planning
model of its own and now uses the model as a
basic tool for assisting senior management.
In 1977, FNB began to inquire about planning
models, It was an unusual inquiry for a community bank whose assets totalled only about $80 million. Senior management, however, had to prepare
for the future in order to keep pace with the
bank's rapidly expanding community. It had to
identify and implement more sophisticated management tools than most community banks require.
Morgan City, Louisiana, where FNB is located,
had experienced a population growth of 50% in
less than five years, and the rapid growth had
placed increased demands on the community's
banks for additional services.
Lead time required for offering new services
and acquiring support equipment for new services
meant that decisions had to be made far in ad0025 - 1690/80/6108 - 2513/$01.00/0

vance. Senior management believed that reliable
forecasting and proper planning would allow the
bank to direct its resources in the most cost -effective manner to increase profits and meet community needs.
Acting on that belief, FNB began to investigate
available financial planning models. Several different sources were referenced in order to gather information about financial models. Articles referring to financial models were found in various
banking periodicals; large banks that use comprehensive planning models for themselves and that
offer scaled -down versions of the model for smaller banks were contacted; and management consultants who had experience in designing financial
planning models were asked to present their ideas.
Models, in general, have one feature in common —they are built to represent what results
could be like or should be like under a given set of
circumstances. The investigation indicated that
two basic types of models were available: template
or fill-in- the - blanks models; and custom -built
models specifically designed for a particular bank.
Template models are generalized computer programs which attempt to project the revenue and
expense categories of banks which are a certain
size. In order to use template models, officers of a
bank complete standard input forms with information about their bank, process (themselves or
through a service bureau) the input through the
Copyright () 1980 by the National Association of Accountants
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generalized computer programs, and receive the
results on standardized reports. Template planning models are easy to use, relatively inexpensive, and require information which is ordinarily
available from the bank's financial records.
Custom -built models are computer programs
which are written for a particular bank and which
are designed specifically to simulate the financial
statement categories of that bank. These models
rely heavily on senior management's assumptions
about the future and less on historical revenue and
expense trends. Custom -built models are usually a
little more expensive to develop initially, but they
can be very accurate and easy to use and adjust as
assumptions about the future change.
Determining the Model Requisites
The capabilities of the planning model had to
meet the needs of senior management so the first
step was to identify its needs. FNB executives
were asked to indicate additional information they
would like in order to make decisions. As a result
of these inquiries, FNB management outlined the
following requisites that the model had to meet:
1. The projected financial reports had to be in a
format which senior management was familiar
with and had to project far enough into the
future so that medium and long -range planning
could be done. In effect, the model and its output had to relate to management, and not vice
versa.
2. The projections had to be based primarily on
assumptions provided by the bank's executives.
Historical revenue and expense trends could
not be used effectively to predict the bank's future because of the rapidly changing business
environment of the bank.
3. The model had to answer "what if" questions
easily so that executive officers could analyze
the impact of proposed plans and evaluate alternatives.
4. The model had to be user- oriented so that bank
officers who were not ordinarily involved with
data processing or operations research could
use and interact with the model.
5. The model had to be processed without the use
of costly data processing equipment.
6. The confidential nature of senior management's assumptions and "what if" questions required that the model be processed on FNB
premises.
Model Implementation
After evaluating several planning models which
were available, FNB concluded that generalized,
template planning models for banks would not
meet the needs stipulated by senior management
because, first, senior executives did not wish to
disclose confidential projections outside of the
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bank_ Secondly, the state of the art in planning
models had advanced to the point where specifically designed, custom -built models could be developed and implemented at reasonable cost.
Thirdly, senior officers wanted the model to simulate their own management process since it was
their decisions which directed the future of FNB.
Therefore, the model had to rely more on management's assumptions and less on historical trends.
The senior management of FNB decided that a
custom - designed planning model, specifically tailored to simulate the financial effect of its own
assumptions and generate reports specifically designed for FNB executives, was what the bank
needed. Because the bank did not have in -house
people who were familiar with designing custom built models and did not wish to fill such positions
permanently, FNB executives contacted management consultants who had been developing financial planning models.
After a few meetings to define exactly what the
senior officers wanted, the project began. During
the next seven weeks, bank officers and the consultants worked together to design and implement
the custom -built bank planning model of FNB.
The numerous tasks and subprojects completed in
those seven weeks can be summarized in five general steps:
1. The exact report formats and the projection period to be covered was defined by senior officers. These reports included projected financial
statements of the bank, covering a five -year period. The first two years would be projected on
a monthly basis and the last three on an annual
basis.
2. The model was designed to project future financial results by simulating hundreds of double -entry accounting transactions. This type of
projection method was chosen because bank
officers with accounting backgrounds could
more easily develop their assumptions in terms
of accounting transactions. Additionally,
"what if" questions about revenues, expenses
or levels of activity could be posed in ordinary
accounting terms.
3. Through analysis of recent trends and their
own experience, bank officers developed assumptions about future revenues, expenses and
levels of activity. Since bank officers developed
the assumptions, they also knew how to change
the assumptions for changes in the business environment and how to vary the assumptions for
"what if" situations.
4. The report formats, the model logic and the
officers' assumptions were coded and tested on
a time- sharing network. Time - sharing was chosen as the media for processing the model because of the minimal equipment cost ($60 per
month) and because officers not ordinarily inMANAGEMENTACCOUNTING/ FEBRUARY
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volved with data processing could easily learn
to operate and modify the model.
5. Specified bank officers were trained to use the
model so that at the end of the project bank
personnel knew as much about the planning
model as the consultants. Because bank officers
and consultants worked together throughout
the project, only a two -day training session was
needed to implement the model for officers'
use.
Only a few banks in the country the size of First
National Bank in St. Mary Parish have developed
their own planning model. Generally, it was
thought that small to medium -sized banks could
not do so in a cost - effective manner. In FNB's
case, this was not true.
Adopting the Model as a Management Tool
As with almost any new management tool
brought into a business, the planning model of
FNB was not immediately used as a budgeting
and financial planning tool. However, the officers
who helped develop and run the model continued
to make their projections and disseminate the results. A few months' experience in comparing the
bank's actual results to the model's projected results generated increased interest in the model,
due largely to the accuracy of the projections. The
accuracy of the projections was predicted on senior management's ability to provide valid assumptions about the bank's future.
As a budgeting tool, officers now use the financial planning model to convert their assumptions
about the future into projected financial statements. Assumptions are adjusted and projected
statements are refined until senior management
agrees that the statements reflect achievable and
realistic goals. At this point, the projected statements are adopted as the budget for the bank.
The planning model also helps the officers to
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react more effectively to a changing business environment and anticipate the needs of the bank.
During the year, as the banking environment and
community needs change, the assumptions within
the model are adjusted to reflect the changes. Using the revised assumptions, a new set of projected
statements (a revised budget) is produced. As a
result, the bank's budget remains useful throughout the year because it is updated periodically.
As a "what if' tool, officers use the planning
model to analyze what the effect on projected
financial statements would be if a particular
decision was made or situation occurred. By
temporarily changing assumptions within the
model, officers can easily estimate the impact that
alternative strategies might have on profits. If /an
alternative strategy is adopted by the bank, the
model's assumption is then permanently changed.
By permanently changing the assumption, a
revised budget, which incorporates the expected
effect of the newly adopted strategy, can be issued.
Within a year after First National Bank executives began to inquire about financial planning
models, one was developed and fully implemented. In the early stages of inquiries, management
realized that planning models could do only what
they are designed to do; they are not an omniscient crystal ball. With this key idea in mind, the
bank identified its specific needs, determined if
any template models could meet its needs, engaged consultants experienced in model building
to design a model that met the bank's specific
needs, and worked closely with the consultants so
that modeling capabilities would become resident
within the bank.
The success of the financial planning model was
due largely to the support of officers who learned
to operate the model, senior management's desire
to try something new, and an organized approach
in the research and development of this sophisticated management tool.
❑
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Can Cost Analysis Improve
Your Mortgage Loan Function?
Analysis can provide sufficient data for the mortgage loan manager
to plan each function and to pinpoint operational problems.
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Cost analysis of mortgage loan functions can be
beneficial to a bank as a means of determining the
profitability of specific functions with a view
toward pricing policies and for planning short and
long -term objectives. For mortgage lending divisions that have not engaged in cost analysis, functional analysis can be beneficial in planning marketing objectives with proper emphasis on profits,
such as maximizing net return on average outstanding loan balances and minimizing functional
losses or both.
We were engaged by a commercial bank to analyze the profitability of the loan servicing function
of its mortgage loan department. The bank studied had approximately $150 million in assets with
a mortgage loan servicing portfolio of $6 million
at the time of the study. The portfolio now exceeds $100 million in serviced loans.
As a result of this study, certain costing methodology and report formats were adopted. It appears the techniques developed generally may be
applied by smaller banks because the procedures
require minimal sophistication of accounting systems. Confidence in the results of the study is dependent upon internal operating conditions within
the bank, such as records that support the identification of costs. The methodology adopted is appli002 5 - 16 90/80/61 08- 24 23/$01 .00 /0

cable to a one -time study or a continuing system
with periodic reporting.
It is important to define two concepts employed. A costcenter is defined as a division of
personnel and work wherein a process or activity
can be identified. An example is an administrative
activity in which a majority of the workload is
handled by one or more persons. A function is
defined as an identifiable income - producing activity where specific services are provided to the public for fee or interest income.
Performing Functional Cost Analysis
Certain steps are required before conducting
the study. First, it is important to define the specific objective to be accomplished. For example,
will the study be used to provide general information such as net income by function or specific
information such as the unit cost per loan serviced. Second, what should also be determined are
the attributes of the organization (division of responsibility) and the records or systems which can
be used to support assignment of expenses and
costs to cost center /functions. Third, cost centers
should be defined, and fourth, the functions that
are necessary to meet the objectives of the study
must be defined.
A first consideration in performing a functional
cost analysis is to ascertain clearly the objectives
to be attained. The question that should be adCopyright © 1980 by the National Association of Accountants

dressed is how are the results to be used for planning. Additionally, does management have preconceived objectives or biases regarding the
study? If so, the analyst must emphasize objectivity in organizing the study and performing the
analysis.
The relationships of the mortgage loan division
to the bank organizational structure is important
for ascertaining work flow, examining internal accounting and statistical reporting systems, and for
describing functional contribution toward bank
profits. Work flow and accounting and statistical
reports are important in determining allocation
procedures to be employed and allocation parameters. Insufficient data may require a change in accounting methodology or additional work to construct records for the analysis.
The internal organization of the division, including separation of duties and responsibilities, is
an important consideration in structuring mortgage loan cost centers. A cost center is distinguished from a function in that a cost center may
perform services for several functions. A commercial construction loan function, for example,
could require services performed by the commercial construction and operations cost centers. No
attempt is made to match revenues and expenses
at the cost center level. Matching of revenues and
expenses occurs at the functional level. Functional
revenues generally relate to loan balances on the
statement of condition. The most notable exception in mortgage lending is the loan servicing activity performed for other lenders in which no
loan balances are carried on the bank's statement
of condition.
In establishing a cost center one should
consider the ease of assigning personnel with
similar duties and responsibilities, the existing
division organizational structure, and the
accounting and statistical records available to support a cost center concept. In the event a cost
center approach cannot be applied, expenses may
be allocated directly to a function. The inability to
define cost centers, however, should qualify the
study results and prompt further analysis of duties
and supporting records. A cost center approach is
important in pinpointing expenditures by lines of
authority within a department. It also provides an
additional tool for personnel evaluation with regard to division resources.
The cost center /function approach provides
management, internal and external to the division,
with information on work flow and overlapping
responsibilities, if present. Additionally, expenses
are charged to cost centers while revenues are
treated as a group effort. Profit and losses by function are not related to individual effort. However,
the origin of cost center expenses can be traced
from functional profit and loss statements to the
cost center expenditure level.
MANAGEMENTACCOUNTING/FEBRUARY
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Once cost centers and functions are established,
the process continues by assigning expenses accounted to the division into cost centers. In the
initial phase of charging cost center costs, a breakdown of controllable versus noncontrollable expenses may be eliminated. As additional periodic
analyses are performed, however, responsibility
can be further pinpointed by analyzing expenditures and holding the cost center accountable for
expenses which are at the discretion of its staff
members.
Through an analysis of each cost center, the
total expenses of the cost center can be allocated
to functions. If adequate statistics are available, a
weight may be assigned to each activity; if not, an
estimate of service performed for each function
would be required. If activity is not easily quantified or adequate statistics are not available, the
costing exercise indicates areas for further analysis or additional recordkeeping.
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Allocation Methods
Several allocation methods may be used to
assign cost center expenditures. The direct
allocation method assumes costs are incurred for a
specific function and no interaction among cost
center occurs. The simultaneous equation method
is used when interactions among cost centers are
present, where for example one cost center performs service for another cost center as well as for
functions. The simultaneous equation method is a
series of linear equations which solve for functional cost and considers interactions. If the number
of equations becomes quite large, a manual solution presents considerable problems and resort to
the computer is desirable.
The third allocation method is the recursive or
step allocation method. It too is used for cost center interactions to arrive at functional cost. The
method requires that a priority scheme be adopted
for allocating costs. It allocates those cost centers
providing most service to other cost centers first
and eliminates the cost center from further consideration by allocating all costs either to cost centers or to functions. The process continues until
all cost centers are allocated to functions. This
method can be performed manually with relative
ease.
Preparation of Reports
In the next step, functional cost statements are
prepared. An analysis of the results may indicate
the need for further study. The cost data facilitates preparation of fee schedules and indicates
cost center contribution to functional costs. The
statements and fee schedules will provide sufficient data to formulate policy and plans for the
mortgage loan function. An analysis of profit or
losses may indicate functions for planned growth
or contraction.
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Table 1
TRANSFER MATRIX FOR COST CENTER COSTS
ALLOCATE TO COST CENTERS

Loan mkt.

Commercial
construction

Residential
construction

Production
office

46.0%

18.0%

4.5%

13.5%

18.0%

Total
100

ALLOCATE TO FUNCTIONS

36.7%

10.2%

17.3%

20.0

Nonmortgage
%

21.8%

Loans
process
non -mkt.

10.0
-

14.0%
90.0

Loans
process
marketing

100.0
20.0

60.0
100.0

100
100
100
100
100

-

Operations
Commercial const.
Residential co ntt.
Loan marketing
Production office

Loan
servicing

--

Commercial Residential
coast.
const-

%

Functions: Allocation sequence

-

The study
confirmed our
pre- conception
that the
servicing
function was
losing money.

Operations

%

Cost center: Administration

The costing exercise also provides two residual
benefits. First, it indicates immediate improvements to be implemented in accounting and statistical records. Second, the exercise is beneficial in
signaling problem areas to be followed up by management or to be investigated through an operational audit.
Techniques Employed for the Subject Bank
After a preliminary review of the organizational
structure of the mortgage loan division and the
available accounting and statistical data, the analysis was begun by separating the division into several functions.
Five earning functions were established. These
were (1) commercial construction loans, (2) residential construction loans, (3) loans in process —
marketable, (4) loans in process— non - marketable,
and (5) loan servicing. Loans in process— marketable was defined as permanent loans which were
deemed to be salable to investors and were segregated in the accounting records for packaging and
sale. These loans were documented adequately
and bore attractive face rates in relation to market
rates facilitating sale. Loans in process— non -marketable were defined as permanent loans that were
deemed to be not salable to investors during the
period because of low face rates and inadequate
documentation.
Six cost centers were created. Fortunately, the
internal organization facilitated construction of
cost centers. Staff members were assigned primary
responsibility for commercial construction loans,
residential construction loans, loan production
branch office, loan marketing, administration, and
operations. Operations included most of the cleri24

cal staff involved in loan servicing for in -house
and investor loans.
An analysis was performed of each expense
charged to the mortgage loan division. Each account was distributed to a cost center or function.
Expenses assigned directly to a function included
loss on sale - loans, provision for loan losses, and
cost of funds. The treasurer's division assigned
cost of money based upon a pooled funds concept
to all fund users as part of the general accounting
reports. Some overhead costs were allocated to the
division including administration (senior bank
and loan administration costs) and marketing.
A step allocation scheme was designed to
allocate costs following an analysis of activity
conducted in each cost center. Mortgage loan
administration was allocated among the other cost
centers based upon estimates of supervisory time
required. Subsequently, all remaining cost centers
were allocated directly to a function. Table I illustrates the percentage distribution of costs to cost
centers or functions.
At the functional level, a functional cost report
was designed to include direct income, allocated
costs from cost centers, and direct functional expenses. A sample of this report is contained in
Table 2. A summary of each major category of
income or expense by function was summarized
into a divisional report as found in Table 3.
Certain facts became known which serve to
qualify the study results. The bank accounts were
maintained on a modified accrual basis. Certain
income such as fees was accounted on a cash basis. Interest income and most expenses were on an
accrual basis. No attempt was made in this study
to amortize loan fees. It was assumed the recordMANAGEMENT ACCOUNTING /FEBRUARY 1980

YEAR ENDED DECEMBER 31, 197X
Percent of
income
88.0
12.0
0

Total income

100.0

Costs transferred

Total
$

Loan interest
Loan fees
Servicing fees

894,336
122,471
0

$1,016,807

Percent of
Non costs
Controllable controllable

Operations
Production office
Residential construction
Loan marketing
Commercial construction

18.3
0
0
9.7
72.0

$11,767
0
0
7,021
47,368

Total costs transferred

100.0

$66,156

12,088
0
0
5,609
46,502

64.199

$

Income

$

Net income before application
of direct functional costs
0
0
$445,984

445,984
$

Net functional income before taxes
Total income
Aver. comm. contt. outstanding
Net functional income before taxes
Aver. comm. contt. outstanding

130,355
886,452

Less direct functional expenses:
Loss on sale -loans
Provision for loan losses
Cost of money
Total

$1,016,807
$7,101,600
_$ 440,468
$7,101,600

440,468

-14.3%

=

The study confirmed and quantified our preconception that the servicing function was losing
money. Loans in process - marketable loans also
demonstrated a loss. The loss appeared to be directly related to the fee structure in that commitment fees paid to secondary lenders accounted for
all the loss. Therefore, management increased fees
to customers to offset commitment fees directly.
The results of the study showed that construction loan functions contributed heavily to division
net incomes. The net income contribution of the
residential construction loan function to the division more than offset losses in the servicing and
marketable loan functions. Bank management decided to increase significantly the permanent loan
commitments in order to broaden its servicing
base.
Certain expenses transferred to the mortgage
loan division appeared to bear no relationship to
internal bank services provided. The study provided a basis for review of these expenses; if the study
had not been done these charges might have been
ignored. Other operational deficiencies were noted
as a by- product of the study; they provided a basis
for improving internal operating systems and internal accounting controls.

$

Study Implications

Table 2
FUNCTIONAL COST REPORT
COMMERCIAL CONSTRUCTION

-

ing of loan fees on a cash basis would not materially affect the results due to the average time the
applicable loans were outstanding.

6.2%

Table 3
FUNCTIONAL COST SUMMARY
YEAR ENDED SEPTEMBER 30, 1974

Income

Costs
transferred

Commercial construction
Residential construction
Loan servicing
Loans -in- process- marketable
loans - in - process - non - marketable

$1,016,807
311,886
54,683
134,556
730,126

$130,355
113,937
62,538
134,888
29,480

Total net income before taxes

$2,248,058

$471,198

Cost Analysis as a Planning Tool
Cost analysis is a valuable planning tool for the
mortgage loan function. It indicates functions for
growth and contraction and provides sufficient
data to plan and manage resources, portfolio balances, and staff and expenses for accomplishing
mortgage loan objectives. Many residual benefits
accrue in a costing exercise such as the pinpoint-
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Direct
functional
expenses

Net
functional
income

Percent
contributed

19,872
676,289

$440,468
62,538
(7,855)
20,204
24,357

88.2
12.5
(1.6)
(4.0)
4.9

$1,277,556

$499,304

100.0

$

Net functio nal income
contributed by

445,984
135,411

ing of operational problems and needs for specific
accounting and statistical data. The most important benefit of a costing exercise is that it provides
the mortgage loan manager with sufficient data to
plan each function and to document requirements
for the share of bank loan balances with senior
management. Cost analysis, therefore, is highly
informative, instructive, and beneficial for longterm management planning.
0
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How an Investment Banker
Prepares a Company
for a Tender Offer
Investment bankers who serve their clients well must blend science
and art in the hope of arriving at sound judgments.

By D. Gordon Strickland
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With mergers and acquisitions increasing in recent years, the use of the tender offer as a flexible
and effective method of acquiring control of public companies in the United States is also on the
rise. Before a company develops its acquisition
strategy, a tender offer team is usually formed.
This group should include a specialized attorney,
a depository, a forwarding agent, an information
agent, a public relations firm, and a financial
printer. In addition to these principals, one of the
most important members of the team is the investment banker.
The investment banker can play a critical role
in directing a tender offer, in addition to his traditional ones of advising on the price to be offered
and serving as "dealer manager" of the offer itself.
Acquisition Planning
A corporation wishing to implement an acquisition strategy normally would proceed through a
series of steps that could include introducing an
investment banker at virtually any stage, depending upon the company's internal management capabilities and requirements. A logical sequence
would look something like this:
ESTABLISH ACQUISITION CRITERIA. Once a com-
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pany has decided that it wishes to pursue growth
through acquisition, a more detailed analysis of
the type and size of the company sought, including market position, return on sales /equity, geographical location of plants and markets or both,
should be formulated to limit the scope of the
search to realistic and affordable opportunities.
This is not to say that the requirements introduced should be so stringent that only a handful
of companies would qualify. For if the goal is to
make acquisitions, it is essential the effort be realized and not simply idealized.
SCREEN A LIST OF PUBLIC COMPANIES AGAINST
THE ACQUISITION CRITERIA. Computer data
banks containing financial information on virtually all publicly traded companies are available and
should be used. By inputting the criteria —sales
ranges, maximum price -to- earnings ratio, and
debt -to- equity limitations, for example —for specified Standard Industrial Classification Codes, a
listing of companies can be obtained for further
evaluation. Obviously, this procedure also can be
done by hand, but it takes considerably more time
and people. If private companies or divisions /subsidiaries of other public companies are to be considered for acquisition (although clearly not for a
tender offer), the screening procedure is much
more difficult, but not impossible. That is because
Copyright (c; 1980 by the National Association of Accountants

there is generally no readily available financial information for those cases.
SELECT LIKELY TARGETS. Once a large group of
companies has been identified as possibles, it is
then necessary to distill this list to a manageable
number of approachables. Again, this group
should not simply consist of companies that
would be most attractive from a financial or market view - point. The decision should be made in
light of the realities of being able to effect an acquisition. Choosing a company to buy is similar to
most other business decisions (even personal
ones), involving significant compromises and
trade -offs. Even the ideal target loses its appeal at
some premium price.
SET A RANGE OF PRICES. After ranking the list of
approachables, each target would be analyzed in
depth to determine a range of per share offering
prices. This analysis would take into consideration
historical operating performance and market price
action of the target relative to competition, as well
as future prospects for the company and its industry. Qualitative judgments applied to the data
would be translated into a premium to be offered
over the existing market share price. In addition, a
pro forma analysis of a combination of the companies at various offering prices would be set out to
examine combined cash How, leverage, earnings
per share, and other pertinent financial data. This
review also would incorporate the tax and book
aspects of any acquisition.
REVIEW MANAGEMENT, BOARD MEMBERS, AND
STOCK OWNERSHIP. Because almost no successful
company is actively for sale, it is incumbent upon
the potential buyer to structure a transaction in
such a way as to be so appealing that the target
company would be likely to accept the offer. Although the price to be offered is of key importance
to the shareholders, the manner in which the offer
is made through the target company's board of
directors is also most critical to the eventual success of a tender.
In this vein, two nonfinancial areas of inquiry to
be pursued concern power-sourcing and player profiling. In player profiling, a background study of
all senior management, board members, and major shareholders is undertaken to gain a thorough
understanding of the personal interests and interconnections of all key members of the target. It is
hoped that such an analysis will provide information on which parties are the true sources of power controlling the destiny of the company. Is the
power source a particular shareholder or group of
shareholders? Is it an outside member of the
board of directors? Or is it the chief executive officer of the target company?
This part of the preparation is very sensitive
MANAGEMENT ACCOUNTING /FEBRUARY 1980

and must be carried out confidentially. While
much information can be obtained from public
data, the complete picture, or profile, of each participant often can be fleshed out only by attempting to establish contact through some allied
source. For example, a target board member may
also be a board member of another company with
which the investment banker has some relationship. The investment banker is generally very useful in this effort because there is a likelihood that
the banker will have a wider circle of corporate
contacts then the purchaser's management, and
the banker can make discreet inquiries without
having to do disclose the identity of the purchaser.
In addition to establishing an approach strategy, the investment banker would work with the
buyer to prepare a corporate profile of the buyer's
management to be presented to the management
and board of directors of the target company. This
presentation generally would require changes in
the emphasis of the profile, depending on which
target company is being approached.
For example, an operator of retail furniture
stores might be interested in the financial strength
of a buyer, while a regional manufacturer of specialty food products might be concerned with the
distribution and advertising abilities of any suitor.

It is essential
that the buyer
never waver
and never
appear to be
discouraged.

Acquisition Approach
At some point, an approach must be made and
the identity of the buyer disclosed to the target
company. If the intial reception is friendly and the
board of directors of the target company recommends that the shareholders accept the offer and
tender their shares, several major obstacles will
have been cleared. This does not ensure, though,
that the shareholders (especially large shareholders) will agree with the board's recommendation,
or that an uninvited suitor might not appear with
a higher offer. These dangers can be minimized,
however. It is the role of the investment banker to
be aware of any special needs of large shareholders (desire for installment payment, for example).
The banker should devise a method to accommodate such special problems, as well as oversee the
timely execution and filing of all pertinent documents. This procedure permits an expeditious tender offer and minimizes the time period that other
opportunistic suitors might have to analyze the
situation and begin a bidding war.
In many instances, though, regardless of the
preparation, the target company may have no interest in being acquired and will refuse to entertain any discussions on the subject. It is at this
point that the buyer must:
1. Determine if any unfriendly offer should be
considered, and
2. If an unfriendly tender is contemplated, determine the probability of success and at what
27

eventual cost. Costs would include not only legal fees and other possible out -of- pocket expenses, but also the cost associated with a high
visibility fight in terms of corporate reputation.

The ability to
counter quickly
and even
anticipate the
actions of the
target company
can be critical
to success.

It is essential that the target company be made
aware that the suitor is friendly but serious. If the
potential buyer has a history of making acquisitions, past performance will be studied by the target company to gauge the aggressor's ability to
stick with an unpleasant and contested situation.
If research uncovers a history of folding early, the
target company will undoubtedly feel little risk in
mounting a challenge through lawsuits or a public
relations campaign or both.
Once a battle is begun, the ability to counter
quickly and even anticipate the actions of the target company can be critical to success. It is essential that the buyer never waver and never appear
to be discouraged. The goal should continue to
remain in sight and the responses of the target
company should be considered nothing more than
delaying the inevitable
the acquisition. To ensure that a united front...
is presented at all times,
the investment banker often is appointed the sin-

gle source for all public announcements.
Effectively Using the Investment Banker
The investment banker can be useful to a buyer
in many areas other than advising on the price to
be offered and serving as "dealer manager" for the
offer itself. Analyzing the sources of power within
the target company and establishing a strategy of
approach are often more important than the dollar amount of the transaction itself. As James R.
Robinson III, chairman and chief executive officer
of American Express, said after withdrawing an
offer for McGraw -Hill, Inc., "I misread the reaction of Harold McGraw."
Investment bankers assist clients in correctly
reading and anticipating the other side's reactions.
The success of a tender offer rests largely on this
ability to predict correctly the target company's
response, and to devise an appropriate strategy to
accommodate the interests of all parties. if this is
considered impossible, then such advice should be
offered early to prevent eventual embarrassment
by the client. Investment bankers who serve their
clients well must blend science and art in the hope
of arriving at sound judgments.
El

DOLL AR - UNIT
SAMPLING:

PART I gives an overall view of how dollar -unit sam.
pling fits Into the framework of audit evidence and
testing concepts.

A Pr a ct i c a l G u i de f o r Au d it o r s

PARTS II and III develop the concepts of dollar -unit

The one and only complete guide for
auditors — Internal, external and governmental — w ho w ish to use dollar-unit sampling In
place of more classical sampling plans.
Most statistical sampling auditing techniques
involve reviewing Invoices (or other physical units) at
predetermined numeric intervals. Dollar -unit sampling is a method of auditing individual dollars at
specific intervals. Every dollar represents, for review,
the invoice on which It appears; thus, a large invoice
(which Is much mo re likely to contain a large erro r)
has a much greater chance of being scrutinized than
a smaller one, yet the smaller invoices will be represented propo rtionately.
Written by two audito rs and their co nsulting
statistician, Dollar -Unit Sampling is designed for use
more by auditors than statisticians, and is written in
clear, easy -to- understand language. Of course, the
use of mathematics is necessary to demonstrate the
co ncept, but the detailed co mputatio ns have been
removed to the appendices.

Five -Pori Organization

sampling In such a way as to facilitate the auditor's
comprehension

by Donald A. Leslie,
Albert D. Teltlebaum
Rodney J. Anderson

PART IV deals with implementation and application of
dollar -unit sampling.
PART V provides substantial appendices containing
detailed technical and mathematical explanations of the
dollar -unit sampling technique.
In all, 432 pages, 6" x 9 ", hardbound. Price,
$22.50 a copy. Pub. November, 1979, by Copp Clark
Pitman, in Toronto. Canada.

Examine T his Valuable New Book
FREE for 15 Days!
Commerce Clearing House, Inc.,
4025 W . Peterson Ave., Chicago. III. 60646
copy /copies of Dollar -Unit
Please send me
Sampling: A Practical Guide for Auditors ( #5217) at
$22.50 a copy. (To save postage, handling and billing
charges, you may elect to send remittance with order.
Include sales tax where required.)
5217.2671
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An Integrated Approach
to Internal Control Reviews
The joint audit resulted in a reduction in external audit cost and an
increase in internal audit experience.

By Howard D. Passage and Donald A. Fleming
Pressure is increasing on managements in business
and industry to improve their accountability to
their shareholders and to the public. For many
industries such pressure from outside sources is
relatively recent. The banking industry historically has been subject to scrutiny and review as to its
ability to safeguard the assets entrusted to it by its
depositors and shareholders. This scrutiny has
come from regulatory agencies of various types,
both federal and state, the board of directors,
management personnel, and internal and external
auditors. Compliance is achieved only at a cost
(through overtime, delay of daily tasks, etc.). It is
obvious that if any of these various reviews can be
cooperatively accomplished, a cost savings should
result. Further, ifsuch cooperation is between internal and external auditors, different viewpoints
are available during the review process. Of course,
care must be exercised so that the professional requirements ofthe external auditors are considered
prior to and during the review.
Here's how the First Bank & Trust Co. took
steps to strengthen its internal systems and controls in order to increase its assurance of the reliability of financial information and safety of assets. Although this procedure was applied to a
bank, it should be equally applicable to other industries and to functions other than installment
loans.
0025 - 1690/80/6108-2533/$01.00/0

At First Bank & Trust Company we are continually concerned that operating procedures be designed to provide the maximum degree of control.
Management attempts to remain aware of departmental systems and practices and of problems that
arise in the normal course of handling transactions. Such problems are considered to be opportunities for improving procedures and strengthening controls. The internal auditing department of
the bank helps in large measure to reassure management that its authorized procedures and practices are being attained.
One area where management focuses much attention is in the operations of its data processing
center. The bank's own loans and deposit functions, its payroll system, and its general accounting and departmental accounting systems are
computerized. In addition, the bank offers and is
presently performing loan, deposit, or payroll data
processing services for nearly 200 financial and
commercial customers. The central data processing unit is an IBM 370/138 system. Peripheral
equipment includes six disc drives, two -tape
drives, two check sorters, and other equipment.
To provide management with the abilities to supervise and monitor the data processing functions,
various members of top management have attended familiarization seminars sponsored by equipment vendors. The bank also has formed a steering committee which is regularly advised of, and
which renders guidance on, data processing operCopyright © 1980 by the National Association of Accountants
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ations. Internal auditing personnel have attended
various data processing training sessions and have
taken courses in computer programming. They
also have available and use computer audit routines to enable them to have extensive access to
stored information.
Donald A. Fleming is an
audit partner in the
Indianapolis office of
Arthur Andersen & Co.
A CPA, he holds a B.A.
degree in economics
from Augustana
College. He is a vice
president of
Indianapolis Chapter.

A Different Approach
In spite ofthe time and effort spent in reviewing
automated systems, procedures, and controls, the
bank's management is constantly aware that previously untested or undetected weaknesses in controls may continue to exist. Therefore, it decided
to try a different approach to audits of computerized systems and controls. The idea simply was to
coordinate the efforts of the internal audit staff
more closely with those of the external auditors,
Arthur Andersen & Co.
Management felt that through a joint audit of
selected systems and procedures a more extensive
review of systems details and transactions could
be made. It was also believed that the internal
audit staff could benefit from supervision and
guidance from members of the external auditor's
staff who were specialists. The result would be a
more thorough review which would afford both
management and the external auditors more assurance of the reliability of procedures and controls, provide essential training for the internal audit staff, and help hold down external audit costs.
The first area selected for this concentrated
joint audit was the installment loan function. Installment loans, sometimes referred to as consumer credit loans, represent a significant part of the
bank's loan portfolio. The common characteristics
of installment loans are that they are usually
greater in number and lower in individual dollar
amounts than mortgage or commercial loans, usually are repaid in monthly installments, and are
usually "discounted," i.e., the amount of the note
equals the proceeds plus finance charges. The
rates on installment loans usually are established
to yield higher annual percentage rates than other
types of loans in order to recover associated higher costs. These higher costs include proportionately greater acquisition expense, payment processing
expense, and other maintenance expenses. In addition, the higher interest rates reflect the costs
encountered when recovery of collateral is attempted on defaulted loans.
The external auditors divided the project into
five phases:
Organize and administer the project. This task
would include completing arrangements for
conducting necessary bank staff training, establishing a schedule for the formal training sessions, identifying the individuals who should
attend the training sessions, and reviewing and
supervising the work.
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2. Conduct the training sessions and review the
present procedures. This task would consist of
preparing for and presenting a formal training
session on installment loan audit objectives and
effective EDP internal control techniques. Following the training session, the bank's internal
audit staff would review and evaluate installment loan procedures and controls, prepare a
detailed audit work program, and establish audit scopes under the supervision of the CPA
firm's administrative services manager and an
audit manager and senior.
3. Review and revise computer audit routine applications as required. This effort would involve the review of audits previously conducted
of the installment loan applications by use of
audit tapes to determine that audit objectives
and results were appropriate in the circumstances. On the basis of such reviews, computer
audit routines would be revised or developed to
assist in conducting audit tests, as required.
4. Conduct audit tests. Compliance audit tests
deemed necessary and developed as explained
above would be performed by the bank's internal audit staff under the supervision of the
CPA firm. If required, substantive audit tests
would be performed by the external auditors.
S. Summarize results of training. After all audit
tests had been performed, a formal training session would be conducted to review the work
performed to determine the audit objectives
had been met and to discuss and define any
procedures or controls requiring improvements
to meet internal control and operating efficiency objectives.
Phase I— Organization and Administration
The external auditors submitted a detailed work
program approach which was reviewed and accepted by the bank before any work began. The
firm's and the bank's staff participants were
named. The estimated time of each participant in
each of the program phases was listed. Total time
estimates of external and internal auditors were
determined. This work schedule helped to keep
the program moving within estimated time and
cost constraints. Throughout the project, supervisory personnel were able to judge the progress
based on the established guidelines.
Phase 2—Training and Review
General system controls. Certain controls are
general in nature and should apply to any system.
These controls should be assessed prior to or in
connection with a more detailed review. Such general controls reflect management's effectiveness in
carrying out its responsibilities and, once determined to be operative, represent a base from
which review objectives for a more narrowly defined area may be developed. Some of the general
MANAGEMENT ACCOUNTING /FEBRUARY 1980

control objectives expected to be met are:
• Authorizations for transactions should be
in compliance with criteria established by
the appropriate level of management.
• Transactions should be classified in a manner that facilitates the preparation of financial statements in accordance with generally accepted principles.
• Report and data base contents should be
substantiated and evaluated periodically.
• Access to assets should be permitted only
as authorized by management.
• Economic conditions or events affecting financial position and /or results of operation should be recognized and necessary
entries submitted for timely review and appraisal by management.
• All, and only, economic events meeting
management's criteria should be accurately converted to transactions and accepted
for processing on a timely basis.
• All transactions representing routine operations also should be processed accurately,
in accordance with management's policies,
and on a timely basis.
• The summarization and results of transactions accepted for processing should be reported accurately.
• Statistical data base elements also should
be processed and recorded accurately. Financial transactions and statistical information arising from a single event and affecting more than one system should be reflected concurrently in each system.
Once satisfied as to the existence and effectiveness of a general system of internal controls, management may then continue with an evaluation of
more specific planning and control objectives related to the general system. Some of these objectives include: authority to determine the nature,
amount, and timing of transactions, journal entries, and adjustments, and to initiate a transaction, journal entry, or adjustment should be defined and communicated. In addition, authority
and procedures for recognizing, processing, and
reporting the financial effect of each type of economic activity, and for determining and modifying processing procedures (manual and computer)
should be defined and communicated.
Other objectives would be the definition and
communication of a plan for classifying and reporting the financial effects of economic activities;
responsibility for classifying economic activities;
responsibility and procedures for periodic substantiation and evaluation of reported balances
and activities; and the responsibility and procedures for periodic substantiation and evaluation of
compliance with policies and procedures.
MANAGEMENT ACCOUNTING /FEBRUARY 1980

Moreover, responsibility and procedures for periodic substantiation and evaluation should be assigned to individuals independent of initiating the
original entries or of supervising the functions being substantiated and evaluated. Management
should periodically evaluate internal controls and
report the findings to the board ofdirectors, trustees, or other designated representatives of stockholders, owners, or members.
The responsibility for safeguarding assets and
for critical asset control forms, records, transaction processing areas, and transaction processing
procedures should be assigned and communicated. Finally, a plan for the replacement or restoration of lost, damaged, or altered assets, books and
records, and processing logic should be defined
and periodically evaluated.
If the planning and control objectives, described
above, are operative, then management may be
reasonably assured that the overall environment
for recognizing, processing, and reporting economic events is effective for managing the bank
and does provide a basis for overall reliance on
internal controls. However, achievement of these
objectives will not assure adequate control over
the "business" cycles within a system, nor will the
possibilities for errors or irregularities be eliminated. To gain additional assurance, further definition and identification of the "business" cycles
must be accomplished, and tests to determine
compliance must be designed and implemented.
There are three "business" cycles inherent in
any installment loan system: The expenditure cycle covers the loan interview, approval of credit,
disbursement of the proceeds of the loan, and
summarization and entry of the expenditures in
the accounting records. The revenue cycle covers
the terms of the loan granted, the payback period,
receiving the applications of payments, monitoring collections and determining delinquencies,
and summarization and entry of the revenues in
the accounting records. The financial reporting cycle involves the determination of the status of the
loan at any given time during the term of the loan
for internal reports to management and for financial statements for external reports.

Supervisors
were able to
judge the
progress based
on the
established
guidelines.

EXPENDITURE CYCLE
Each cycle can be broken down further into
functions. The expenditure cycle, for example, includes:
Interview with the loan applicant. Only those applicants that meet management's criteria should
be interviewed. Processing procedures should be
established and maintained in accordance with
management's criteria, and the interview should
be conducted by an employee who meets management's criteria.
Obtain and review of loan application. Only
those applications that meet management's crite31

In some cases
tape audit
programs did
not exist and
had to be
created.

ria should be reviewed. The application review
should be made, and the application filed and
maintained in accordance with management's
criteria.
Obtain adequate credit information. The credit
reports and applications should be on file before
the loan is approved, and be maintained in accordance with management's criteria.
Approve or disapprove credit application. Only
those personnel authorized by management and
directors should be able to approve or disapprove
a loan, and the name of the person authorizing a
loan should be documented in accordance with
management's criteria. Finally, the loan application, reason for denial, etc., should be documented
in accordance with the Fair Credit Reporting
Acts and management's criteria.
Disburse proceeds of loans. Only those loans
that meet management's criteria should be disbursed; and the method of disbursement made in
accordance with management's criteria. The disbursement of loan proceeds should be in a manner
that will permit access to cash and only in accordance with management's criteria. Access to records and control forms should be permitted only
in accordance with management's criteria, as well.
All collateral and insurance documents should be
received before loan proceeds are disbursed, and
the promissory note should be secured and filed in
accordance with management's criteria.
Timely and accurate entry of loan transactions
to computer subsidiary records. The loan should be
recorded in the account records in accordance
with management's criteria on a timely basis, but
only disbursements made should result in a loan
being recorded. The master file should be reviewed periodically to determine that all loans are
being entered on a timely basis, that computer rejects get reprocessed, and that all reconciling
items between the subsidiary and control accounts
are bona fide.
Providing borrower with repayment coupons.
The borrower should be provided with an accurate record of repayment dates and amounts on a
timely basis.
REVENUE CYCLE
In the revenue cycle, the bank should: Establish
terms of loan in accordance with management's
criteria as to period, rate, and collateral. The annual percentage rates, Uniform Commercial Credit
Code requirements, and other disclosures should
be provided the borrower as required by statute or
regulation. These disclosures and computational
methods should be established by management
and should be adhered to by bank personnel.
Also, adjustments to rates, terms, and collateral
requirements should be authorized in accordance
with management criteria.
Obtaining documents relating to the assignment
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of collateral (if any) to the bank. All collateral
required by the loan terms should be received prior to dispersal, and the collateral documents referenced to the loan and filed in accordance with
management's criteria. Collateral should be maintained in a safe place with access only by authorized personnel in accordance with mangement's
criteria, and should be reviewed and evaluated periodically for existence and proper assignment.
Recording of loan principal, finance charges,
credit insurance proceeds, etc. The loan, finance
charges, and other credits should be accurately
and promptly classified, summarized, and reported. Recognition of revenue from finance charges
should be made in accordance with generally accepted accounting principles and statutory regulations, and periodic reviews should be performed of
the balances within the unearned finance charges
and insurance accounts to determine that all
transactions and amounts are in accordance with
management's criteria. Adjustments to revenues,
customer accounts, unearned finance charges, insurance credits, etc., should be authorized in accordance with management's criteria. Late charge
assessments and revenue recognition should be
made in accordance with statutory guidelines and
generally accepted accounting principles.
Monitoring repayment of loan. Loans not paid
in accordance with its terms should be promptly
and accurately reported, and past due notices
should be prepared for all delinquent loans in accordance with management's criteria. As for loans
not accruing interest or which become defaulted,
they should be removed and charged to the loss
reserve in accordance with management's criteria
or regulator's insistence.
Timely issuance of past due notices to delinquent
borrowers. Borrowers whose loans are past due
should receive past due notices and late charge
assessments in accordance with management's
criteria. Each assessed late charge should be accurately and promptly communicated to the borrower, and adjustments to the late charges made
only upon proper authorization. Extension of due
dates or other adjustments to loan terms should
be approved and documented in accordance with
management's criteria.
Receiving payments and applying them properly
to subsidiary records. Accountability for cash and
cash items should be established to prevent cash
from being misdirected, and cash receipts accurately and promptly classified, summarized, and
reported. Collections, adjustments, late charges,
etc., should be accurately applied to the proper
customers' accounts. Adjustments to cash distribution and customer accounts should be authorized, and journal entries for cash receipts, late
charges, and account adjustments, prepared each
accounting period in accordance with management's criteria.
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Recognition of earned finance charges, insurance commissions, etc. Revenue journal entries

Reclassification of doubtful loans on which recovery procedures have begun. Financial reporting

should summarize and classify economic activities
in accordance with management's plan, and adjustments to revenues, finance charges, and insurance accounts, authorized in accordance with
management's criteria. Amounts due for payoff
should be computed periodically and made available to the borrower if requested. In the event of
early payoff, rebates (insurance credits, finance
charges) should be calculated and recorded in accordance with management's criteria.
Assessment and collection oflate fees. Late fees
should be assessed on all loans that meet management's criteria, and revenue journal entries should
summarize and classify the late fee assessments
accurately and promptly. Journal entries should
be prepared each accounting period in accordance
with management's criteria. Finally, late fees and
assessments should be communicated to borrowers on a timely basis.

journal entries should classify activity in accordance with management's criteria or statutory requirements, and access to accounting records for
accounts approved for write -off or transfer permitted only in accordance with management's
criteria. In addition, recording cash receipts for
loans written off and access to cash and cash items
should be permitted only in accordance with management's criteria.

FINANCIAL REPORTING CYCLE
Under the financial reporting cycle the functions are: Determining that subsidiary ledgers

agree with respective control accounts in the general ledgers. This involves the following steps:
1. Financial reporting cycle procedures and data
processing procedures should be established
and maintained in accordance with management's criteria.
2. Journal entries from subsidiary ledgers should
be prepared accurately and promptly in accordance with management's criteria.
3. Subsidiary ledger reports should be prepared
accurately, promptly, on a consistent basis, and
fairly present the information they purport to
convey.
4. Subsidiary ledger balances should be periodically substantiated, evaluated and agreed to the
control account.
5. Access to accounting records, processing areas,
and processing procedures should be permitted
only in accordance with management's criteria.

Controlling all unposted or rejected transactions
for subsequent posting and all journal adjustments
to the general ledger. Subsidiary ledger balances
periodically should be substantiated, evaluated,
and agreed to the control account, and procedures
for periodic substantiation and evaluation of functions and balances made by someone independent
of the balances or functions.

Proper identification and reporting ofall nonaccruing loans. Relevant disclosure data should be
accurately summarized and reported both internally and externally, and financial reporting journal entries should classify economic activities in
accordance with management's plans.
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Reporting of loan balances in accordance with There are three
generally accepted accounting principles in thefi- "business"
nancial statements. Reports should be prepared cycles inherent
from control accounts supported by subsidiary
ledgers and should accurately and fairly present
the information they purport to reflect.

in any
installment loan
program.

KEY CONTROL POINTS
An important element of each "business" cycle
is that of record keeping, i.e., expenditure entries,
revenue entries, and summarization and reporting. If this record keeping is accomplished
through computerized systems, then it is important to know that such systems are designed and
operated with adequate controls. With respect to
the installment loan system, the following are key
control points:
1. Documentation for all installment loan programs currently in production should be current and available. Documentation for this purpose is defined as workpapers and records that
describe the system and procedures for performing a data processing task. A minimum
acceptable level of documentation should include: job description (in user's and programmer's language), record layouts, operator's
instructions, program flowcharts, program listings, and description of input and output
forms.
2. The purpose or job function of each program
within the installment loan application should
be defined adequately in conjunction with the
job description for the respective programs.
3. Input controls are designed to authenticate the
contents of source documents and to check the
conversion of this information into machinereadable format. Adequate internal checks and
audit trails, including run -to -run control reconciliations, should be included in pertinent programs.
4. Transaction codes should be set up so that
standard program routines will be performed
properly.
5. Documentation should be maintained on a current basis to reflect recent program changes.
6. Program changes must be made only on the
basis of properly authorized change requests,
which should be available for review.
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7. The program listing should be an accurate reflection of the respective job description. The
listing on file should be an exact copy of the
production program being currently executed.
Phase 3—Review and Revise Computer
Audit Routines

The joint
examination of
the installment
loan
department
was a success.

One of the major auditing tools at the disposal
of the internal and external auditors was the computer audit routine (audit tape). This audit tape
provided the opportunity to access computer records, to extract information stored, and to calculate, total, print -out, and otherwise "massage"
such information.
A major factor in effectively auditing stored information is to find out what information is
stored, the format in which it is stored, and where
in the record file it is stored. With minimal training the internal auditors were able to ascertain
such information. Further, having done this, they
were capable of using the audit tape to perform
desired audit steps.
The internal auditors and representatives of the
CPA firm met to discuss and decide what audit
steps were desirable. Record layouts were examined and existing tape audit routines were reviewed to see if they would provide audit information satisfactory to the external auditors. If the
existing tapes were satisfactory, they were used. If
they were not satisfactory, they were revised or
new routines were devised. In some cases tape audit programs did not exist and had to be created.

3.

4.

5.

Phase 4— Conduct Audit Tests
The effort thus far described has been to ascertain what controls were built into the system of
operating procedures for installment loans. Based
on the evaluation of this designed system of controls, an audit program was created: 1. To determine that the planned system was in fact in place,
that the system provided adequate controls, and
that the system procedures were being followed; 2.
To establish the validity of the installment loans
and determine that the total of such loans was
fairly stated as of the audit date; and 3. To determine that the loans were secured as the records
indicated and that an adequate allowance for possible losses had been established.
The most significant audit procedures used to
accomplish these objectives are:
1. Obtain from a representative number of offices
their copy of the loan policy manual. Determine that the manuals selected are complete
and contain all the most recent revisions.
2. Obtain a representative number of loan application files from the credit department. Determine that files selected contain:
a. An application for credit signed by the applicant.
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6.

7.

S.

b. Information indicating the basis for appraising the credit worthiness of the customer.
c. The reason, if the credit application is
turned down, for the denial of credit.
d. A copy of the letter of credit denial sent to
the applicant, which must state the reason
for denial.
Determine that the amounts of loans approved
do not exceed the dollar limits of the officers
making such approvals.
For a selected number of offices, reconstruct
from accounting records the loans granted for
a selected number of days. Ascertain the following:
a. That the proceeds of the loan were disbursed in accordance with bank policy (i.e.,
by cashier's check, deposit to borrowers account, or loan payoff).
b. That the loan file contains: a signed note
form, a copy of the computer input worksheet, proper insurance and collateral documents, proper annual percentage rate disclosure documents, computer - prepared new
loan report which should be checked in detail to determine that the loans were entered
into computer record accurately, and other
documentation, as appropriate.
For selected test days obtain copies of forms
used to reconcile computer reports with general ledger control accounts. Verify test days' activity by performing the following:
a. Trace all general ledger debits (new loans)
and credits (payments) to computer report
of transactions,
b. Ascertain that late fees recorded are in
agreement with amount shown on computer
prepared report,
c. Trace and support all reconciling items as
deemed appropriate.
Select a representative number of loans and determine that the annual percentage rate is in
accordance with the loan policy manual. Further:
a. Recheck the amount of "add on" interest at
the indicated annual percentage rate,
b. Verify that the notes reflect the correct annual percentage rates,
c. Verify that the correct annual percentage
rate is reflected in the computer file.
Review files for missing collateral and list any
exceptions found. Determine that the reasons
for deficiencies are legitimate and that steps are
being taken to obtain missing collateral. Follow
up to be sure such procedures are effective.
Review the computer program's formula for
calculation of late fees and determine that it is
in compliance with stipulations of the Uniform
Commercial Credit Code (UCCC) and with
bank policy. Prepare audit tape specification
cards and documentation to test check calculaMANAGEMENT ACCOUNTING /FEBRUARY 1980

tion of late fees. Trace calculated amounts to
general ledger.
9. Review UCCC guidelines for calculation of
earned interest. Determine that the computer
program formula is in conformance with the
Code. Prepare audit tape specification cards
and documents to test check calculation of
earned interest. Trace calculated amounts to
general ledger.
10. Analyze postings to the general ledger unearned interest account for a test period. Review amounts of interest rebated. Determine
that rebates are proper and that amounts have
been calculated in accordance with requirements of the UCCC. Review other entries for
propriety.
11. Prepare audit tape specification cards and
documents to select a representative number of
loans for verification by direct correspondence
with borrowers. The external auditors should
supervise this procedure and supervise mailing
of verifications and processing of replies. Internal auditors should help as requested, particularly with exceptions reported or with alternative procedures where replies are not received.
12. Prepare audit tape specification cards and
documentation necessary to "age" installment
loans. Prepare and "age" installment loan trial
balance and determine total of loans 30 days,
60 days, 90 days, etc., delinquent. In this connection, review with credit department their
collection efforts and their estimates of loans
which will prove to be uncollectible. Review
procedures for repossession of collateral and
for controlling disposition of such collateral.

of

Finally, assess the adequacy of the allowance
for loan losses.
Phase 5— Summarize Results of Training
During the course of and at the conclusion of
the installment loan audit, the internal auditors
were in communication with the external auditors. Accounting systems and internal controls
were reviewed and assessed. Audit programs were
written. Audit tape applications were considered
and approved. Audit verifications were selected,
mailed, and tabulated. The collectibility of loans
was appraised.
Working papers and audit documentation were
assembled by the internal audit staff. These were
reviewed by the CPA firm's audit manager.
Where the outside auditors considered deficiencies
in documentation to exist, additional information
was obtained and /or additional memoranda of audit tests performed and results obtained were prepared for the files.
In summary, the joint examination of the installment loan department was a success. The
bank's management had much more confidence in
the systems, controls, and reports. The internal
audit staff had gained much valuable experience
and know -how, and the external auditors obtained
valuable information and documentation concerning systems procedures and controls with less detail work by their staff. The results included a reduction in the external audit cost together with a
lessened need to interrupt the daily operations of
the installment loan department. In the coming
years, we plan to perform more such joint examinations.
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Developing a Reserve
for Loan Losses
One midwestern bank shares the system it designed for applying
the 1976 and 1978 banking regulations on loan loss reserves.

By Donald M. Meier
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In June 1978 the Comptroller of the Currency,
administrator of national banks, issued a banking
circular concerning reserve for possible loan loss
adjustments. Revised instructions for the preparation of reports of condition and income were included. The statement read: "The allowance (reserve) shall be restored to a level which managment considers adequate for the loss risk inherent
in the loan portfolio as of the end ofeach report
period. Restoration is accomplished by charging a
provision for loan losses against income and crediting the allowance (reserve) for possible loan losses."
This circular left unanswered the question of
what procedures should be used to develop an adequate reserve for possible loan losses. Our bank
Security First National Bank of Sheboygan, designed its own system which other banks should
find satisfactory.
Experience vs. 5 -Year Moving Average
Prior to 1969, banks were inconsistent in charging income for loan losses experienced or anticipated. Many banks were not even using accrual
accounting methods.
Everyone knew banks incurred losses on loans,
but they were not always visible. As a result, in
00 25 - 1 69 0/80 /61 08 - 2 39 5/$0 1 .0 0/0

1969 bank regulators and accountants came up
with a "patchwork solution." Under this plan,
banks would be required to provide a charge
against current earnings based on one of two
methods: the experience method and the five -year
moving- average formula.
The experience method, based on current year's
net charge -offs, had several flaws, so few banks
used it. It was volatile and could result in greatly
distorted earnings during periods of high charge offs with low loan activity and periods of low
charge -offs with high loan activity, and it also ignored the principle of matching expense with revenues in the same period.
The five -year moving- average formula was
more popular because it would smooth out the
charges to expense during the periods with projected history being a basis of what should be
charged to the current period's earnings.
Both methods had common flaws because they
were set down by batik regulatory bodies which
were inflexible in their application. The most serious flaw was that neither method considered
whether the overall reserve for possible loan losses
was adequate to cover the potential loss exposure
inherent in the bank's loan portfolio.
Accounting Methods Change in 1976
During 1976, the three federal supervisory auCopyright © 1980 by the National Association of Accountants

Table 1
OUR APPROACH TO VALUATION RESERVE
HOME LOANS

INSTALLMENT
LOANS

COMMERCIAL
LOANS

Loans outstanding
$20,000,000

Loans outstanding
$30,000,000

Loans outstanding
$50,000,000

Analytical review method used
to determine reserve

Reserve determined by past
experience factor of .005

Reserve required
$50.000

Reserve required
$150,000

Total loans outstanding: $100,000,000

Reserve determined by a review
using an examination report plus
our judgment

Reserve required
$650,000

Target for loan reserves: 1% 1$1,000,000)

We set a target
level that we
feel we do not
want to let the
reserve ba lance
fall below.

Total reserve requirements:
Loan reserve
Provisio n, loan growth

$ 850,000
150,000
s i,uuu,uuu

thorities issued revised instructions for the preparation of reports of condition and income affecting
the accounting for the reserve for possible loan
losses. The new rules basically meant that the valuation reserve for loan losses should be adequate
to absorb the loss exposure of the loan portfolio,
and the current year's earnings should be charged
with whatever amount is necessary to achieve this
adequate reserve level.
This is all very commendable, but how should it
be implemented?
Security First National Bank had adopted the
policy early in 1972 that our total reserve for possible loan losses at December 31, 1968, would be
considered valuation reserve and was adequate at
that time. During the intervening period, 1969 -75,
we used the five -year moving average and managed to maintain the valuation reserve at approximately 1.3% of outstanding loans for our consolidated group. This procedure allowed us to take an
objective look at how to approach the loan loss
problem realistically.
Our approach to the problem of adequacy basically is four -fold:
1. We look to history and experience as a guide to
what can be expected to occur in the various
loan categories, taking into account economic
conditions at the time of any unusually high
losses.
2. We review the current status of the loan portfolio, using the regulatory examination report
which has classified loans as doubtful, substandard, and the like, the economic outlook and
our own qualitative review by our lending division.
3. We consider the impact of loan growth and
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what amount should be provided to allow for
this growth.
4. Finally we set a target level that we feel we do
not want to let the reserve balance fall below,
such as 1% of year -end total loan balances.
This means that if you have a period of zero
loan growth, stable economic conditions, and
no change in the quality of the portfolio, the
provision charged to expense and credited to
the reserve theoretically could be zero assuming no net charge -offs.
Setting Up the Reserve
For an illustration of how we apply our approach to the valuation reserve, see the simulated
figures in Table 1.
To illustrate how we compute the charge to operations, let's assume the following:
Balance in Reserve December
31, 1977
$ 900,000
Net charge -offs for 1978
100,000
Balance in reserve before provision
December 31, 1978
Desired reserve at December 31,
1978

1,000,000

Charge to earnings for the year

$ 200,000

800,000

The analysis approach described here also is
used to meet one of the requirements of the Securities and Exchange Commission as set forth in
Guides 61 and 3, "Statistical Disclosure by Bank
Holding Companies," incorporated in the annual
report Form 10K.
Section IV, Item H requires a breakdown of the
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Table 2
ALLOCATION OF RESERVES

9,000

COMMERCIAL
LOANS
Required
reserve
$650,000

Allocate 180%

Allocate 76%

27,000

PROVISION FOR
LOAN GROWTH
Required
reserve
$150,000

114.000

Allocate

(150,000)

_

_

Allocate 6%

$50,000
+

Required
reserve

INSTALLMENT
LOANS
Required
reserve
$150,000
+

HOME LOANS

Reserve
segment

$59,000

Reserve
segment

$177,000

Reserve
segment

$764,000

Reserve
segment

$ •0-

Total Reserve $1,000,000

loan loss by category of loans. Normally banks do
not break down the reserve by loan category, and
it would be misleading to do so, but some banks
are required to do so in the 10K, and a simple
approach can be used.
It was pointed out earlier how the adequacy of
the reserve was determined by analyzing the various loan categories and developing the desired re-

serve. The same analysis can be used to prorate
any unallocated amount back to the various categories in relationship to their percentage of the
total. See Table 2.
By applying the procedures discussed, management should be able to establish a reserve for possible loan losses which reasonably quantifies the
potential loan loss exposure in the loan portfolio. ❑

Research Committee Seeks Proposals
The NAA Research Committee currently is soliciting proposals on the following topics:
1. Management Information for Boards of Directors and their Audit Committees, and Management Accountants Interface with Top Management, Internal Auditors and External Auditors.
2. Descriptive Studies of Business Decision Making Processes: (a) New Products, (b) Divestment (Product Abandonment), (c) Capital Expenditures, and (d) Manpower Planning.
3. Utilization of Management Accounting Information for (a) Capital Budgeting for Alternative Energy Sources, and (b) Monitoring and
Reducing Energy Consumption.
4. Measuring Productivity: Economic, Behavioral
and Accounting Aspects.
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Outlines or prospectuses for each of the four
topics above are available. Each prospectus deals
with what the Committee would expect to be covered in funded research on a particular topic and
will serve as a guide to researchers in developing
proposals.
The research should indicate the scope and
methodology of the research study, objectives and
organization of the research work. Each project
should be organized into several clearly defined
phases with interim progress reports. Researchers'
fees are paid as phases are completed. Expenses
are reimbursed as reported.
For further information, contact Thomas Reardon, NAA Research Associate, (212) 754 -9716.
Proposals should be submitted by March 31,
1980.
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A Woman CPA Looks
at Public Accounting
One principal in a public accounting firm talks about her career and
offers advice for women entering the accounting field today.
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ecutives Assn. She is also a member of the National
Retail Merchants Assn., the National Mass Retailing Institute, and the American Institute of CPAs.
r

No longer satisfied with supporting roles, women
have made it clear for some time now that they
want to be in the front lines of business. Unprecedented numbers of women are entering the work
force, and some of them, especially those who have
been in business for several years, are beginning to
land coveted top management positions. In the professions, too, more women are realizing their fullest
potential.
Stephanie M. Shern, a principal with Arthur
Young & Co. in New York, gave us her views on
women in accounting from the perspective of one
who began her career with a Big 8 firm right after
college ten years ago. There are three women partners and eight women principals at A Y. She asked
a female colleague, senior accountant Deborah
Daly, to interview her so the questions would reflect
areas of interest to the current crop of young women entering the field today.
Mrs. Shern received a B.S. degree in accounting
from Pennsylvania State University in 1969. She
joined the New York office of Arthur Young & Co.
in that year and is now a principal She received
her CPA certificate in New York and was named to
Arthur Young's National Retail Industry Group.
Mrs. Shern is Chairman of the New York State
Society of CPAs' Retail Accounting Committee, for
which she has conducted various seminars, and is a
newly elected member of the board of directors of
the Metropolitan (New York) Retail Financial Ex-

Ten years ago, the accounting profession was
dominated by men. What changes for women have
you noticed in the accounting profession since
then?
The major change I have seen over the ten year
period is that there are definitely more women in
accounting —and in business— than when I started, When I was in college, I was the only woman
in most of my classes at Penn State University.
Today, I understand that at times 50 % of the students in those classes are women. When I started
with Arthur Young, I began with a group of
about 120, which included about eight or ten
women, Today Arthur Young & Co.'s new recruits consist of approximately 33% to 50 %
women, so there is a big difference in the numbers
of women who are going through the accounting
schools and the numbers of women who are being
hired.
At upper levels of management, though, I have
not seen that kind of increase. There are still very
few women in positions of authority at upper
management levels. I work with only one client
that has a woman as its controller, and it's not one
of Arthur Young's larger clients. I think this is a
function of the fact that it takes time to gain a
Copyright Cc; 1980 by the National Association of Accountants
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position of authority, and since there were fewer
women in the graduating classes in the late '60s
and the early '70s, it is just going to take time for
us to gain these positions.

It is difficult for
a man to accept
his wife's
career,
especially if the
husband does
not work a lot
of overtime.
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Why did you choose the accounting profession,
and why have you remained in public accounting,
particularly at Arthur Young & Co.? Do you feel
that accounting is a valuable long -term career for
a woman?
I had no clear career objective in mind when I
began my collegiate studies. I though I might
want to become a buyer, so I began in a merchandising curriculum. But I found out that it was a
long, hard haul for anybody to become successful
quickly. While I was in that curriculum, however,
I also had to take an accounting course. Accounting was easy for me, I maintained good grades,
and I thought, why not pursue that? So, I
switched my major and as I continued in that major, I realized that while I liked accounting, I really wasn't sure what I was going to do with my
accounting degree once I got it. I learned that the
best route to pursue if you weren't clear about
your career objective was to try public accounting
because at least you would get exposure to a lot of
different companies. So, that's how I ended up in
public accounting.
I stayed because I realized, not too long after I
began, that public accounting offers a very diverse
atmosphere. There are very few industries or companies that can hold your interest and challenge
you over a long period of time unless you just
happen to luck into a really dynamic industry and
a very dynamic position. In public accounting you
are constantly exposed to new ideas, new clients,
new people.
It has continued to be very challenging for me.
I stayed with Arthur Young & Co. because it allowed me to get exposure to a lot of different industries and clients. In all my years with Arthur
Young, I have never been held back from any particular engagement. I've taken midnight fuel inventories, climbed oil tanks, and run around airports after fuel trucks; I've worked on engagements for large clients and I've worked with small
clients. Recently, I've also been getting involved
with Arthur Young's practice development efforts. You might ask, well, couldn't I have done
all this someplace else. Maybe yes, maybe no; I've
just decided that I like it here, so why try elsewhere?
As to whether I think accounting is a good
long -term career for a woman, I guess I would
have to say, it really depends on the woman. It is
definitely a challenging job for either a woman or
a man. It takes a lot of hard work, it requires
making some major decisions as far as lifestyle
goes, but I think the key issue here, as in any
other profession, is whether or not you want the

career. Most career - oriented people spend about
75% of their waking hours at their jobs. You can't
have both an active social life and an active career. You also have to have determination and
drive. And if you have that, whether you are a
woman or a man, you'll be successful.
What major decisions have you made along the
way?
I've decided all along that my social life in general is not as important to me as my professional
life. I decided some time ago that my professional
career was more important than many other
things, such as playing tennis, reading, and the
like. That's not to say I don't do these things; it's
just that I don't have hours to linger on a shopping spree or to spend in a health spa. And then I
made the decision not to have a family because,
the way I see it, I don't have the time for both a
career as a working woman and as a mother.
The general public seems to retain the view that
the life of the CPA is staid and uniform, that the
CPA's life has only to do with books of numbers,
and that he or she looks at them only between the
hours of 9 and 5.
Oh yes, public accounting is more than just
bookkeeping or verifying figures. We serve our clients as business advisors to a great extent, and we
get involved in economics, politics, professional
developments. My role is a very challenging one
and very demanding, and it's always changing,
and I like that.
At any time in your career did you feel you
received preferential treatment from Arthur
Young because you are a member of a minority?
Did the firm help you in any way in terms of setting a path for you?
I'd have to answer that, most definitely not, it
did not give me preferential treatment. It did not,
because I am a woman, sit down with me and say,
okay, Stephanie, we want you to be our next woman partner and this is the career path we see for
you to get there. I've been told by some of my
peers and partners from other public accounting
firms that if I were with their firms, that would
have been done for me. But at Arthur Young &
Co., the partners believe that a woman, a man, a
black, an oriental— anyone and everyone has to
perform and to meet the standards that have been
set by the partners and must be judged on the
objective merits of that performance. I would like
to have thought that being a woman would be
helpful to me, and I'm not naive enough to say
that it has not been, but I would have to say that I
have definitely not been given preferential treatment.
Is that a contradiction? How is it that being a
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woman has helped you, yet hasn't meant that
you've received preferential treatment?
Arthur Young hasn't given me preferential
treatment, but the climate of the times is such that
socio - business conditions are favorable —and
sometimes preferential —to women. I'm glad I'm a
woman in a business profession at this time. Of
course, my future success will be based on my
credentials, technical skills, and competence —and
not on the fact that I'm a woman.
Do you feel that you have to exert more effort
to gain more respect than your male peers do
when dealing with executives?
Yes. Men walk into a room and walk into a
situation, and whether they are dressed properly
or not, they have an element of respect. When a
woman walks in, there is a little bit of testing that
goes on. Now, it's not necessarily blatant testing,
but then there is always that degree of uneasiness.
Questions might be asked or statements might be
made such as, perhaps you could double -check
with partner so- and -so, or maybe you could just
let partner so- and -so know, or what do you think
partner so- and -so would say?
How do you handle that?
I just say that I'd be happy to let partner soand-so know, but I don't think the partners would
disagree with me and I think that this is the way
we should proceed. And then I might come back
and say to the partners I work for, look, this fellow is testing me, and this is what I told him.
Most often, the partner agrees with how I've handled the situation and the client's apprehension
goes away once we've dealt with each other.
Do you think that the way you dress to work
influences the way your peers and your superiors
react to you? Do you feel they respect you more
when you dress in a more professional manner?
Most definitely, yes. Your attire can make you
or break you on that first contact. It affects the
way your peers, people above you, and your clients perceive you. I've seen women — including
women who have come to work for me —walk
into a room wearing completely inappropriate
clothing —for example, clothes that were too casual for the circumstances or ridiculous accessories —and it completely turns me off, and I know
it turns off the other individuals who might be
with me. A man doesn't have that problem. A
man walks into a room with a suit and tie on, and
even if his suit and tie are not the most fashionable, he passes in his uniform.
I, myself, feel better if I am dressed right for the
occasion. You may have read Molloy's The Woman's Dress for Success Book. I am not so sure I
want to dress as conservatively as he suggests, but
he's definitely right in general. A suit or a conserMANAGEMENT ACCOUNTING /FEBRUARY 1980

vatively- styled dress is the way to present a successful image, and it is the way to represent your
firm or company.
You are saying that women sometimes make
bad judgments about clothes or presentation of
themselves, whereas men, whether or not they
have good taste, at least always seem to know the
code. Why?
I think it's because men have a dress code, to
begin with. And women don't. Women don't have
a "uniform," as men do. And maybe they should.
Women don't have an example to look to, either.
Girls, when they're growing up, had usually only
teachers or nurses to look to as professional examples, or if a woman went to work, she often wasn't
at a high enough professional level to worry about
what she wore to work. Your father, though, even
if he wasn't at a high professional level, if he had a
white collar job at all, he wore a suit and tie.

I've taken
midnight fuel
inventories,
climbed oil
tanks, and run
around airports
after fuel
trucks.

On the engagements that you have worked, do
you feel that clients are more receptive to you
because you are a woman?
I would have to say that, in the ten years I have
been with Arthur Young & Co., it's worked both
for me and against me to be a woman. I think it
was more of an advantage in my earlier years with
Arthur Young than it is now. At the level I am
now, when I deal with the men who have responsible positions in client operations, at times they're
not really sure of my position because I'm operating on their level. Yet when I first started, it was
very simple for clients to accept the fact that I was
there doing the job that I was sent to do because I
was working at a lower level —and the client person was above me. I was no challenge to his or her
authority. I was there to get an audit done —but I
was not then dealing one -on -one.
Would you say that accounting takes women
more seriously than do other professions?
I really don't think there is any profession that
takes women more or less seriously than any other. There are professions that have more women
in them than men, but most professions, such as
law or medicine, have the same evolution going on
that we have in accounting. Increasing numbers of
women are entering the professions. And as more
women get involved, women will be taken more
seriously. A key point to be made is that this is an
evolutionary process. It's not going to happen
overnight. It's probably going to take 10 or 20
years for everything to shake itself out.
Do you think that in 20 years or so women will
truly be considered with the same equanimity in
the business and professional world as are men?
Yes, in the United States, anyway. In 20 years,
maybe, I think women will be taken as seriously
41

Your attire can
make you or
break you on
that first
contact . . . A
man doesn't
have that
problem.

as men and it will not be that unusual for a woman to opt to have a career permanently because
there are more and more women who are coming
out of schooland are doing that, and as more and
more women do it, it will just become accepted.
In other countries, it will take longer, and who
knows whether in some countries it will ever happen. For example, the international business scene
still presents a problem for women today. Many
foreign countries are reluctant to accept women in
responsible positions —even some of the more progressive countries. And in the Middle East, Japan,
and other parts of the Orient, for example, business careers are nonexistent for women.
You have a secretary and she is a woman, and
you've implied there are other accountant- professional women you've hired to work with you or
for you in one capacity or another. Does the fact
that you are a "woman boss" ever present any
problems?
The first time I had to hire a secretary, it was
really difficult. I had no idea what a secretary
should do or what I wanted her to do. I say "she"
because no men applied. I think I ended up hiring
somebody without any thought as to credentials
or technical skills. I had several secretaries before
I figured out how I wanted a secretary to operate.
As far as professional staff people go, I guess
I've interviewed people from after the first year I
was hired. The way we're set up, the firm gives
you one day to talk to new recruits or new hires —
they want new people or prospective people to
talk to people at all levels —so I've been in an interviewing position almost as long as I've been
here. But I'd have to say that was difficult, too. It
was difficult to figure out what the firm was looking for —and at that point I didn't know very
much about the audit process.
Now I am much more knowledgeable about
what is needed. I guess in both instances, I'd have
to say, "Experience helps."
Did you ever fire anyone, say, a secretary, in
your early years?
Yes, it was awful.
But what about the reaction to you as a woman,
just on that basis?
In both cases, people wonder what you're going
to be like because you're a woman. I had one experience—a professional audit senior said he refused to work with me because I was a woman.
But other than that, the general reaction is that
people just wonder what it's going to be like because I'm a woman.
How do you manage a family life as well as a
full -time career?
At some point you make a decision as to what
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you want to do with your life, or which direction
you want it to take. For the first couple of years
that I was in public accounting I was single, and it
was easy to accommodate my job because my social life was whatever I made it when I got home
from work. After I got married, the next couple of
years were not easy because no man really understands or appreciates what it's like to be married
to a woman with a career. It is difficult for a man
to accept his wife's career, especially if the husband does not work a lot ofovertime. It's hard to
balance working, maintaining a house, and socializing. But then, as I said earlier, at some point you
sort out your priorities and if you have a fairly
good relationship with your spouse, you can work
things out.
How do you accommodate the day-to -day
household chores?
It's not easy to take care of the cleaning, cooking, just the running of a household. I don't think
men quite realize that. I don't think my husband
quite understands that. All he knows is, it works.
The house is always clean and we always have a
full refrigerator.
How do you manage that?
(Laughs) That's a good question. I don't have
any outside help. Since we have a home now, I've
thought about it more, but I've never had the time
to try to find someone who could do it (the household work) the way I want it. But I'm pretty organized. My husband goes crazy sometimes with my
lists. 1 have a list for everything. Actually, I'm
very organized, and I can clean my house very
quickly if I have to, so it works.
Have you ever asked your husband to share in
the household chores?
No. When we first got married, he did some of
those things because he had been a bachelor for a
number of years and had had his own apartment
before then. He had cooked, he had cleaned, he
had done his own food shopping and all that kind
of thing. But then we just sort of got away from
that. Men don't usually want to take that extra
step to make sure the house is just perfect ...
And you do, so you will do it fairly cheerfully?
(Laughs) Yes.
Would you say this works well because of individual temperament between you and your husband? I take it he is not an accountant?
No, he works more in a service line. He is not a
financial person. But he's very independent, too
(as I am), and he does not rely on his home life for
every satisfaction in life or every interest. He likes
his own interests, his own hobbies. And I think
that's what makes my career very palatable to him
MANAGEMENT ACCOUNTING /FEBRUARY 1980

because I don't think he would like a very dependent person for a wife. I don't think he would be
able to handle a relationship with a more dependent woman, someone who needed to have him
home every night. So it's worked out well for us
that I'm independent too.
In what ways do the demands of the professional life infringe on your normal life? When you
have pressure and stress at work, do you feel that
you take it home with you or do you try not to?
I think everybody says that he or she tries not
to take it home, but I don't manage that easily. I
might not realize it, but my husband can always
tell when I've had a bad day or I've had a problem
at work. I think it's difficult to separate the stress
you have at work from your home life.
What are your feelings about a woman making
more money than her husband? Do you think it
creates problems? Also, do you think at times
there is competition between husbands and wives?
I think this is a very timely and very appropriate question to ask because I'm sure a lot of women are facing this now. It takes a very strong man
to be able to handle this situation. I have not really had the problem with my husband in terms of
competition or making more money. We are involved in two completely different professions. He
has chosen his work style —what he likes to do—
and I have chosen mine. He would not like to
work all the overtime I do, and he would not be
particularly enthused about the travel that most of
us at Arthur Young do.
The way we view income is that it is a total pool
and the pool is used for various purposes. It's not
"my money" and "your money." That philosophy
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has worked very successfully for us.
Of course, there are other pressures created outside your marriage.
What kinds of outside pressures?
Well, some of my husband's associates who are
providing the sole income for their families —wife
and children —can be envious of my husband or
might tell him, well, you can afford this and that
because your wife works. Or, my husband wonders whether someone else competing with him
for a promotion who had a family and needed the
raise, would get a promotion rather than himself.
So, in general, how has your husband reacted to
your overtime, your travel, and your success?
My husband understands that overtime is part
of the job. Travel, he understands, is also part of
the responsibilities of my position. In fact, my
husband enjoys my travel because if I am going to
a fairly interesting place, he sometimes joins me at
the end of my trip and so we have been able to
visit many places. His reaction and the rest of my
family's reaction to my success have been positive.
Do you think women will rise faster in the professions, say medicine, than in business? That is,
do you think it will be easier for a woman to
achieve high status in the professions than to
reach a high level in a corporate hierarchy? Why
or why not?
Well, that's a little hard to answer. I think
women have been in the medical profession for
awhile; they have been doctors for awhile. I would
say it will take some time for more women to gain
top corporate spots because they need to develop a
broader perspective on business, more business
savvy, and the "network" which men have.

The way we
view Income Is
that it is a total
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not "my
money" and
"your money. "
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Why Choose an Accounting
Software Package?
The more specific the requirements, the easier it will be
to match a package to your company.

By Steven J. Weinberg
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MBA degree from
Loyola University. He is
a member of the
Northwest Suburban
Chicago Chapter
through which this
article was submitted.

Many corporations are choosing to license software packages to handle their basic accounting
functions such as accounts payable, fixed asset/
depreciation, or general ledger. There are several
advantages and disadvantages to software packages, so it is a good idea to review criteria that may
be useful in evaluating the various vendor offerings.
Broadly speaking, software may be defined as
computer programs. Software packages are proprietary in that they are developed for the purpose of
being marketed through license agreements. The
cost of the software usually will be considerably
less than the cost of in -house development because
the software vendor plans to spread the development cost (plus a profit) among many customers.
Advantages vs. Disadvantages
Economics is the primary reason a corporation
would choose a software package over in -house
development. Generally the cost of in -house development is at least four times the cost of a package.
There are other advantages besides cost savings:
time savings; lack of necessary accounting, systems analysts, programmers, and computer time
resources; readily available documentation; "state
of the art" technical sophistication; a desire for
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uniformity; lack ofexpertise in the application; or
a simple decision not to "re- invent the wheel."
Often a corporation decides to allocate its resources to a project that requires a greater amount
of knowledge of the corporation's products, procedures or processes. Applications such as manufacturing inventory and production control, sales
and order entry, and (airline or hotel) reservations
systems usually are developed by in -house programming staff.
The disadvantages of a software package are
those normally associated with a general approach: the package is not custom -made for one's
own environment, and the programming staff is
unfamiliar with the product. In addition, reliance
upon external support and training of the user
staff in a new application must be considered. In
some cases the type of programming used may not
conform to corporate standards or to the company's usual programming language.
In addition, the task of selecting the proper
software package may be difficult for a novice. At
first glance, many packages seem to do the same
things, most vendors seem cooperative, and the
installation of each seems equally difficult. The
prepared accounting manager, however, will be
able to analyze the various packages and determine the differences, evaluate the performance of
the vendor, and estimate the impact of the installation ofa package at his company.
Copyright , ) 1980 by the National Association of Accountants

In many cases, a set of system requirements will
have been defined as part of the initial "make or
buy" decision. These requirements consist of the
tasks the system is to perform and often how they
are to be performed. Sometimes they will be general, such as, "Does the (accounts payable) system
provide a check register ? ", or specific, such as,
"Does the system provide a check register which
lists checks in sequence by check number within
bank code within corporation code ?" If the requirements were not prepared as part of the
"make or buy" decision, they should be prepared
for use in selecting a package. Obviously, the
more specific the requirements, the easier it will be
to match a package to one's environment.
Equally important is the definition of the computer, systems and programming resources available for the implementation of the package. This
includes the type and model of the computer
mainframe, the peripherals available, the amount
of core storage, and the number of scheduled
man -days of systems analysts and programmers
allocated to the project. The majority of current
sophisticated accounting software packages were
designed to run on larger mainframes such as
IBM 370 or 303X. With emergence of a significant number of mini - computers that can handle
large COBOL programs, it appears software vendors will gravitate toward this market.
How to Choose a Vendor
There are several places where one might look
for vendors of accounting software packages. The
International Computer Program Co. (ICP) publishes a directory of packages for different
industries.' Datapro publishes a Directory of
Software' looseleaf reference volume with monthly
updates which contain objective software descriptions and analysis and ratings of most of the popular packages based on a poll of users. These ratings are also published annually, in an abbreviated
version, in the December issue of Datamation
magazine.
Another reference volume with monthly updates is the Auerbach Applications Software
Reports.' This volume contains a search chart,
product evaluations, software overviews, and performance and reliability ratings.
One also may read vendors' advertisements in
the Computerworld weekly newspaper or such periodicals as Datamation, Infosystems, Computer
Decisions, or Management Accounting. In addition, personal references from business associates
may be invaluable.
Because for any given accounting software
package application (accounts payable, general
ledger, payroll) there may be up to 20 vendors
gathered from the search, the next step is to narMANAGEMENT ACCOUNTING /FEBRUARY 1980

row the field to three or four options. One usually
cannot do a thorough evaluation of the entire field
of vendors.
Eliminating the majority of vendors may be accomplished by applying these criteria:
1. Hardware and system software compatibility,
2. Programming language used and availability
of source code,
3. Conformance to key requirements, such as,
will the system handle the size of account
code, or will the system handle "one time
vendors?
4. Number of installations of the current version
of the package,
5. Availability of support in your area of the
country,
6. Financial stability, profitability history of
company and size of support staff,
7. Rated in Datapro or Auerbach,
8. Existence of an active user's group,
9. Questioning if the vendor has a history of performing as advertised (per Datapro),
10. Determining if the package usually requires
extensive modification or customization,
11. Finding out if the salesman is willing and able
to provide adequate answers and information,
and
12. Asking if the company can provide a complete reference list.
",

System Requirements Are Important

Cenerally, the
cost of in -house
development is
at least four
times the cost
of a package.

Checklist- Matrix Approach
One of the most common approaches used to
rate the remaining vendors is to prepare a checklist using the requirements developed earlier. Construct a matrix by placing the names of packages
as horizontal column titles and the requirements
listed by category vertically. As the packages are
evaluated, the respective "box" is completed.
The advantages of this approach are its simplicity, easiness to complete, and facilitation of a decision through objectivity.
The disadvantage is the lack of qualitative influences. For example, a question might be, "Does
the system provide edits ? ", and the answer in
most cases will be "yes." This procedure does not
allow for differentiation among the aspects of one
package's editing capabilities versus the other. In
this instance, a third dimension is needed to differentiate between packages. Another area which often is not differentiated adequately is the quality
of audit trails within the system.
Some companies send their questions to the
vendor for answers and then convert the responses
to conform to the checklist matrix. Others do the
entire task themselves. The latter method obviously requires a greater effort but may result in a
more accurate evaluation.
A word of caution: Be sure to tell the vendor or
the persons completing the checklist matrix that
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all answers are to be derived by reference to the
package without modification. If a modification is
necessary to handle the requirement, the extent of
the modifications must be defined (cost and impact). Generally modifications should be discouraged unless absolutely necessary.
Further, the checklist should be completed
based upon the system as it exists now. Future
enhancements to handle specific requirements
should be footnoted.

The key
decision maker,
such as the
controller,
always should
attend the
presentation
meeting.

Vendors Give Presentations
At a point after either the preliminary elimination of possible packages or the completion of the
checklist, the respective vendors should be invited
to your offices to give formal presentations on
their systems.
Attendance at the presentation should be limited to those persons who would be directly involved with the system's use plus those in related
functions such as internal auditing, purchasing,
and data processing operations. Managerial and
executive personnel should be encouraged to attend. The key decision maker, such as the controller, always should attend the meeting.
The desired format of the presentations should
be discussed with the salesmen- representatives. A
suggested general format would consist of a formal presentation in the morning followed by a
question- and - answer session in the afternoon. Adequate time should be allotted for an in -depth
demonstration. This is an excellent time to evaluate the vendor's personnel firsthand to see if they
can understand and relate to your specific problems or merely go through a canned sales pitch slide show.
Vendors should be re- invited to respond to specific questions that may arise after the presentation or to explain system features more fully. In
addition, they should be encouraged to get into
"how to" and transmittal form preparation. The
latter may be necessary to differentiate between
systems which seem to have the same features or
reports but which may have a different design or
ease of use. If a vendor is unwilling to discuss
specific areas, this could indicate a lack of vendor
support, system deficiency, or the quality of vendor personnel.
Contacting References
Perhaps the most critical step in the package
evaluation process is contacting vendor references. Vendors should be requested to supply a
complete list of companies now using the packages. (The number of companies on the list should
correspond to the number of users the vendor
claims in sales literature and presentation.) Specific attention should be directed to users in the
same industry, same geographic area and with
similar computer configuration. Users of the new-
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est release of the package should be contacted.
When contacting a reference, try to be considerate of his normal job responsibilities —which you
are now interrupting. Try to keep the conversation brief by preparing a list of questions in advance and noting the responses. Sample questions
you might ask are:
• When did you purchase the package?
• What other vendors did you review?
• Why did you select this package?
• Are you satisfied with the package and support
from the vendor?
• Does the system perform as advertised?
• What amount of effort was required to install
the system (data processing and accounting)?
• Were modifications required?
• What type of training did the vendor provide?
• What is the quality of the documentation?
• Were any major problems encountered? (please
elaborate)
• What was the vendor's response to them?
• Do you subscribe to the vendor's maintenance
program?
• If so, do you receive enhancements?
If possible, visit a user. All such visits should be
arranged directly with the user —not through the
vendor with the salesman present. This method
obviously will result in more objective and independent responses. It also is better not to visit a
vendor's "showcase."
Evaluate the System
A technical evaluation of the system also is necessary. Because most accountants are not qualified
to perform this evaluation, reliance should be
placed on systems analysts, programmers, or outside consultants.
The source code (programs) should be examined to determine quality and types of conventions
utilized. Other considerations are:
•
•
•
•

What language are the programs written in?
How many programs are there?
How many statements are in the programs?
What is the amount of real core storage required by the system?
• How many files are there? What access methods
are used? What are the record sizes?
• What is the minimum hardware configuration
recommended?
Almost all popular packages are written in ANS
COBOL. Many companies will support only COBOL, PL -1, Fortran, or Basic Assembler Language (BAL).
Determining a System's Status
The final phase before completing the checklist
MANAGEMENT ACCOUNTING /FEBRUARY 1960

and making the initial package selection is determining the status of the system relative to other
systems on the market. This is a difficult but necessary task because one must be aware of the success of the product. Some variables which are indicative of a product's success are:

ter." Some vendors may attempt to disguise deficient documentation by supplying volumes of redundant, vague and disorganized information.
Quality is more important than quantity with system documentation.

What is the age of the system? (Older systems
are generally not as competitive unless they
have been continually enhanced. Newer systems may not have been adequately tested.)
How many users are there? (A competitive
package will sell at least 25 systems per year.)
Are the users concentrated in a specific industry
or geographic area?
Is the system the "state of the art ?" (If the majority of vendors are offering "on- line" systems,
is this one "on- line " ?)
Has the package been subjected to a comprehensive review by an independent CPA firm? If
so, is the review available?
Does the package have a good industry reputation, as evidenced by independent appraisals
and industry publications, such as Datapro?
Does the vendor offer other financial /accounting packages, and are there interfaces between
the respective systems?
What is the vendor's position on modifications
to the system?
What training or conversion assistance does the
vendor offer?
What efforts and resources have been required
by the users contacted to install the system?

It often is a good idea to ask the vendor to
perform a system demonstration /test, using sample transactions you prepare, either at the vendor's offices with a representative of your company
present or at your offices. The purpose of the test
is to reassure a company of the existence of the
system's features, to determine the ease of implementation, to measure throughput, to benchmark
run - times, and to receive an indication of future
vendor support.

System Test

Does the
package have a
good industry
reputation?

Price
As with many purchases, the buyer often gets
what he pays for. The cost of the package or market value usually is determined by the sophistication of the application and the reliability of the
product. The better the package, the more it will
sell, which will enable the vendor to support the
product better (with more qualified personnel),
which in turn results in a better product. A package that does not sell will not yield the revenue
necessary to support the system adequately. When
evaluating systems that appear similar, a higher
price often will indicate a better product because
the vendor must have been able to compete successfully at that price.

Use Reference Manuals and Tests

Signing the Contract

The reference manuals provided by the software
vendor to assist the user in the installation and use
of the system collectively are termed "documentation," These usually consist of several volumes,
such as a user, systems /operations, and report
writer manuals. These manuals are an integral
part of the system and should be evaluated carefully when selecting a package.
The user manual should be easy to understand,
comprehensive, and well organized to allow for
easy reference. All input transmittal forms and
output reports should be explained fully. There
should be a subject and topical index, and special
attention should be given to "how to" steps to
accomplish specific tasks, such as correction of errors.
The systems /operations manual should contain
program narratives and descriptions, flowcharts,
and file record layouts. Abnormal program terminations and restart procedures should be explained. The report writer manual should contain
all of the items specified in the user's and systems/
operations manuals as they relate to the use of the
system report writer.
Be aware that "more" is not necessarily "bet-

The last step before acquiring the package is the
completion of the system agreement. Like all contracts, it should be reviewed by a lawyer.
The agreement should be specific: detail the system and /or services to be provided, the cost, discounts for additional sites or licenses, acceptance
testing, vendor support, and system warranty. The
latter should contain a full money refund if the
system does not perform as represented or continuously malfunctions.
There are several advantages to acquiring a
software package to handle your computerized
accounting requirements: cost, time savings, resource utilization, documentation, vendor expertise and support, and continuous system enhancements. These advantages usually far outweigh the
disadvantage of not having the system written inhouse. In most cases there are several good packages marketed for each application. The judicious
manager must carefully evaluate the packages to
determine which, if any, will fulfill most closely
the company's specific application requirements.0
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Evaluating Leases with LP
Management accountants can furnish better information for capital
expenditure decisions if they use such techniques as linear
programming and sensitivity analysis.
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Leasing is not a new concept. It has been associated with the use of land since ancient times. In
recent years, however, emphasis has shifted to
personal property with virtually everything
available for leasing. Concurrently, the increase in
dollar volume of leased property has been
phenomenal, reaching the $100 billion level in
1976, according to one banker.'
Because capital expenditure commitments are
often sizable not only in initial cost outlays and
time involved but also because these decisions establish the overall direction a firm takes, management needs to use the best methods available for
analyzing capital expenditure decisions, The evaluation process is further complicated when critical variables consist of both quantitative and
qualitative information. In addition, quantitative
data may seem to defy logical analysis because it
is reported in nonadditive dimensions such as dollars, square feet, personnel, and production units.
Fortunately, mathematical concepts —such as linear and integer programming models —have been
devised that are capable ofcomparing and evaluating capital expenditure decisions. These two
models, capable of processing a variety of information, select the optimum solution from among
proposed alternative strategies. The optimum solution can then be subjected to sensitivity analysis.
Using this technique, management can examine
the sensitivity of the optimum solution to changes
in variables. In this article, we compare three hypothetical equipment leases using linear programming and sensitivity analysis techniques.

Linear programming (LP) is a mathematical
computer- assisted technique used to organize,
summarize, and analyze various quantifiable data
to facilitate the solution of complex matters. A
business problem that benefits from LP must have
a quantifiable goal (objective function) and
relevant alternatives (variables) each of which is
subject to certain limitations (constraints). For
example, the objective function for a capital asset
acquisition problem may be to maximize profits.
The different machines and financing terms available to the company comprise the variables. Constraints on variables may relate to limitations of
available space for housing the equipment, available manpower qualified to operate the equipment, output volume the equipment can produce
each period, and annual costs a company is willing to incur. Linear programming does not provide the absolute solution to a problem since only
quantifiable information can be included in the LP
model. It does, however, provide an efficient
method for processing all quantifiable (both monetary and nonmonetary) data. As a result, it is
applicable to many business decisions that are dependent on accouting data. While LP has been
applied to a wide variety
business and governthe concept
ment problems, accountants' use
has been limited.
B & B Company Leases
LP, let's examine three
To illustrate the use
operating leases of the B & B Manufacturing Co.,
a fictional company. B & B is a medium -sized firm
engaged in the manufacture of automobile parts
and accessories. Its management is offered a threeof
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year contract to supply directional compasses to
an automobile manufacturer. The compasses will
be a part of a special optional equipment package
installed at the auto factory. The contract requires
that B & B supply the auto company with as
many compasses as possible up to a maximum of
500,000 each year at $7 per compass. The officers
of B & B believe the market for directional compasses will grow but expect some improvements in
manufacturing equipment to take place over the
next few years. Because directional compasses are
a small part of their present business, new manufacturing equipment must be acquired to fill the
contract. A number of factors including a shortage of available cash, expected technological
changes in manufacturing equipment, and the uncertainty of compass sales after three years leads
management to prefer leasing over purchasing the
necessary equipement. Investigation reveals that
three different machines are available. Before
making a leasing decision, management would
like to know which one or ones are most economical within established company constraints. See
Table 1 for a summary of leasing agreements.
Table 1
TERMS OF LEASE AGREEMENTS
Reliable X
Annual production
50,000 units
capacity
10 years
Lease period
$50,000
Annual lease cost
First renewal period
Annual lease cost
Second renewal period
Annual lease cost
$2,000
Annual maintenance cost
Labor requirements

Flexible Y

Futura Z

45,000 units
5 years
$60.000
5 years
$40,000

35,000 units
4 years
$70,000
3 years
$60,000
3 years
$50,000
Included in
annual lease
1 person

$3,000
3 people

4 people

Table 2
SCHEDULE OF CONTRIBUTION MARGINS

50

Flexible Y

Future X

50,000
$350,000

45,000
$315,000

35,000
$245,000

$175,000

$157,500

$122,500

60,000
2,000

45,000
3.000

15,000
0

8,400

6,300

2,100

13,700
2,000
$261,000
88.900

10,300
2,000
$224,100
90,900

3,400
2,000
$145,000
$100,000

$546,300

$558,500

$614,600

307,200

321,600

387,600

$239,100

$236,900

$227,000

$

Variable lease costs.
Materials ($3.50 per unit)
Direct labor ($15.000 per
person)
Maintenance costs
Indirect labor (14% of
direct labor)
Employee benefits (20% of
total labor)
Heat, light, power
Total variable costs
Sales less total variable costs
Present value of sales less total
variable costs (10 years at 10%
cost of capital)
Present value of lease payments
(10 years at 10% cost of capital)
Present value of contribution
margin

Reliable X

$

Annual units of production
Sales ($7 per unit)

All three lease agreements include a guarantee
of replacement at renogotiated lease rentals if the
machine becomes technologically obsolete. The
lessor pays all insurance and property taxes. The
lessee pays all operating expenses except maintenance costs. Production capacity of each machine
is based on an eight -hour day and a 50 -week year.
A schedule of estimates for each machine, prepared by B & B's accounting department, is
shown in Table 2.
All amounts included in Table 2 are rounded to
the nearest $100 to simplify math, and more importantly, to avoid attributing more accuracy to
the figures than they perhaps deserve. These are
estimates and this is an important point to convey
to the decision maker.
This analysis compares leases for ten years. It
also would be useful to compare leases for three
years. The procedure is the same except the cost
of cancelling lease agreements at the end of three
years must be included for each of the machines.
A 10% discount rate was chosen. It is not within the scope of this article to discuss the applicability of a borrowing rate or an internal rate of
return in this case. All costs are assumed to occur
at the beginning of each year. A more detailed
study would require the use of monthly and daily
discount tables.
Information gathered by the accounting department indicates that quantifiable constraints are:
1. Approximately $600,000 will be available for
annual lease rental.
2. Approximately 30 workers (considering turnover) trained to operate the machines can be
hired.
3. Available plant capacity is 2,000 square feet,
requirements for machines X, Y, and Z are
175, 210, and 250 square feet, respectively.
4. Working capital needs can be met by advances
from the automobile company and by favorable
credit treatment from suppliers.'
From the foregoing infomation, a linear programming model is created. See Table 3, The LP formulation allows the following advantages:
1. Leases with different rental payments, different
labor and space requirements, and different
outputs can be compared.
2. All relevant quantifiable data that are available
can be incorporated into the model, not just
monetary data.
3. Various quantifiable constraints are analyzed
by the LP model to provide the maximum contribution margin without violating any constraint.
4. Information for sensitivity analysis is provided.
Thus, before a decision is made, the most critical or sensitive variables can be identified and
MANAGEMENT ACCOUNTING/ FEBRUARY 1980

the degree ofacceptable error computed.
5. Considerable quantitative information is summarized for examination in conjunction with
qualitative information and sensitivity analysis.

Table 3
LINEAR PROGRAMMING MODEL
Reliable X
Maximize:
contribution margin
Subject to constraints:
Production capacity
Annual lease cost
Annual maint. cost
Labor requirements
Plant capacity

Flexible Y

Future Z

Limits
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An important advantage of LP is that the indi239.100X
236,900Y
227,000Z
vidual using the tool need not know how to solve
50.000X
45,000Y -1 35,0002
500,000
the LP formulation mathematically. Although LP
50,000X
60,000Y
70,000Z
600,000
solutions can be derived by hand, the volume of
2,000X
3,000Y
30,000
computations is prohibitive except for very small
4X
3Y
Z
30
175X
21 OY
25OZ
2.000
problems. Because a number ofcomputerized LP
programs are available to companies with computer capability, accouting efforts can be concenTable 4
trated on gathering information about the objecLINEAR PROGRAMMING OPTIMAL SOLUTION
tive function, variables, and constraints and on
constructing the model. As in any decision situaReliable X Flexible Y
Futura Z
Total
tion, better inputs generally result in a more reliLease
6.667
-03.3333
10
able solution.
Contribution margin
Although LP is an invaluable tool, it has one
(present value, 10
important disadvantage when analyzing leases.
years at 10 %)
$1 ,594,000
$756,667
$2.350,667
The optimal solution contains fractions. AccordUnits
Units
Units
ing to the computer printout summarized in Table
available
consumed
remaining
(constraints)
(solution)
(slack)
4, the best strategy for B & B is to lease 6.6667
Production capacity
500,000 units
450,000 units
50,000 units
Reliable X machines and 3.3333 Futura Z maAnnual lease cost
$600,000
$566,667
$33,333
chines. Since it is not possible to lease a portion of
Annual maintenance cost
$30,000
$13.333
$16,667
Labor requirements
an asset, the optimal LP solution is unacceptable
30 people
30 people
-0Plant capacity
2,000 sq, It.
2.000 sq. ft.
-0to the company. This is not necessarily an insurmountable problem. First, the LP optimal solution should be truncated. A decision to lease six noninteger LP solution has been truncated and
Reliable X and three Futura Z machines is tenta- tested as shown in Table 5. However, since the
tively accepted as an optimal solution. (See Table field of integer programming did not develop until
5.) Next, the contribution margin (objective func- the late 1950s, its efficiency and resulting usage is
tion) for the tentative optimal solution is calculat- expected to increase with improving computer
ed and compared with the LP solution. Ifthe de- technology. Whenever possible, integer programcrease in the contribution margin is not material, ming should be used in capital expenditure analythe truncated LP optimal solution may be accept- sis. The most important reason is that integer proed on the basis that the cost of further testing gramming provides more relevant information for
probably will exceed its benefits.
sensitivity analysis.
Since B & B's problem is small and the contribution margin decreases by 10% (from $2,350,667 The Optimal Solution and Sensitivity Analysis
to $2,115,600), further testing is desirable. The
After obtaining the optimal solution to the LP
tentative LP solution should be examined to de- problem it is natural for decision makers to have
termine if the constraints allow an additional ma- some doubts. When they established the goals and
chine— either X, Y, or Z—to be leased. Table 5 contraints, estimates were made. What if some of
indicates that leasing an additional Reliable X vio- these estimates were too low or too high? Or maylates the labor requirement, and leasing either an- be management would be willing to relax some of
other Futura Z or a Flexible Y exceeds available the constraints in exchange for more profit. The
plant capacity. Based on these constraints, the op- LP model is capable ofincorporating each ofthese
timal LP solution for B & B is to lease six Reliable adjustments and solving the problem anew. HowX and three Futura Z machines.
ever, such changes may be infinite and solving the
Although the LP printout contains fractions, it problem again and again becomes computationalis possible to use computer programs that provide ly inefficient, even with a computer.
optimal solutions in whole numbers. Integer or
Decisions to acquire capital assets generally
discrete programming is simply LP without frac- have long -range impacts. Such acquisitions usualtions in the solution. However, integer program- ly result in large, relatively permanent commitming requires considerably more reiterations than ments that influence the firm's operations and,
required by LP and, therefore, is more time -con- thus, flexibility and earning power for several
suming and costly. In addition, integer LP com- years. The fact that these decisions affect the fuputer programs are not as widely available as are ture increases the difficulty ofanalysis. Although
LP programs. For these reasons, historically, the some elements may be ascertained with relative
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Table 5
MACHINES TO BE LEASED
Alternate solutions

Reliable X
Flexible Y
Futura 2
Contribution
margin'

Optimal
solution

One

Two

Three

Four

6.667
0
3.3 333

6
0
3

7
0
3

6
0
4

6
1
3

$2,35 0,667 $2,1 15,600

units consumed

CONSTRAINTS

Alternate solutions

Units
available

Optimal
solution

500.000

500,000

405.000

455.000

600.000

566,667

510.000

30.000

13,333

1

Three

Four

440,000

450,000

560.000

580,000

570.000

12,000

14,000

12,000

15.000

27

1

28

30

1,975

1

2.01 0'

One

Two
•

Production capacity
(In units)
Annual lease cost
(in dollars)
Annual maint. cost
(n dollars)
Labor requirements
(in no. of persons)
Plant capacity
(in square feel)

$2,35 4,700 $2,3 42.600 $2,3 52.500

30

30
2,000

2,000

1.800

31

2.050

'Present value. 10 years at 10 00
'Exceeds the units available and Is not an acceptable solution unless the constraint is relaxed

certainty, measurement of most variables involves
considerable risk. Generally, variables can be satisfactorily measured by estimating expected results, by establishing averages or ranges, or by
adopting a method of sensitivity analysis. Hertz
suggests a common approach to risk and uncertainty is to list assumptions made about the variables, establish a point estimate based on the best
available information, and then adjust the firm's
acceptable minimum performance level to reflect
the perceived degree of risk and uncertainty.' In
another work, Hertz writes, " ... to understand
uncertainty and risk is to understand the key business problem —and the key to business opportunity.
Sensitivity analysis is extremely useful under
conditions of risk and uncertainty. However,
+

4

... sensitivity analysis cannot totally eliminate mistakes in decisions making, nor can it
eliminate entirely the risk that future events
may render even the best decision a poor
one. Yet this kind of analysis can show
where the greatest risks may lie, and perhaps, how to avoid them.'
Sensitivity analysis focuses on estimation errors
by indicating the degree of error that can exist
before decisions change. It also indicates how
close the alternatives not selected are to being included in the final decision, i.e., what their lowest
attractive profit contribution margin would be for
the company. Decision changes are significant
when a new optimal solution requires that different alternatives be chosen. If a change is indicated, a new optimal solution must be calculated and
new information for sensitivity analysis generated.
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This is a minor problem when on -line, real -time
interactive computer models are available. If
batch processing is used, the time delay may be
significant.
Sensitivity analysis also indicates which variables and which constraints are most critical to the
final solution. This requires examination of estimates used to develop the contribution margins
(Table 3) and LP model (Table 4). Those elements
which are most critical to the decision - making
process are reviewed. Management should reconsider the tightness of the constraints whose limits
are reached, and therefore prevent an additional
machine from being leased. In doing so, it may
appear necessary to re- examine some of the critical estimates. Because management has limited
time and resources that it can devote to information gathering, sensitivity analysis aids in deciding
which estimates require refinement. Without the
direction afforded by the analysis, it would be difficult, if not impossible, to determine which variables are sensitive, that is, which ones can affect the
optimal solution with a small change in value. Not
only is the LP model valuable to the accountant as
a means for preparing and presenting data for
capital expenditure decisions, the sensitivity analysis related to it can assist in allocating time to
any data refinement deemed necessary.
The Contribution Margin
For B & B, the contribution margin related to
the labor constraint is $239,100. This is how much
the value of the objective function would increase
if one additional machine operator were available.
B & B estimates that it is able to hire only 30
trained workers to operate the machines. Theoretically, B & B should be willing to pay up to the
contribution margin of $239,100 for the 31st machine operator. In reality, B & B should do everything possible to recruit the additional worker as
long as the cost does not exceed $239,100.
Adding one more person has an additional advantage. Due to the original labor constraint of 30
people, B & B is able to lease only six Reliable X
and three Futura Z machines. If the labor constraint is increased to 31, B & B would be able to
lease a seventh Reliable X. This decision would
require 1,975 square feet of floor space, which is
less than the space available to B & B for the
machines.
In addition to data about constraints, the LP
computer program provides information referred
to as shadow prices. For B & B, the shadow price
reveals how much Flexible Y's profit contribution
margin must increase for it to become an attractive alternative. Certainly, any decrease will make
Y a less viable alternative since it is rejected at its
present level. According to the LP printout, Y's
contribution margin must be at least $243,175 for
it to be a profitable alternative. At exactly this
MANAGEMENT ACCOUNTING /FEBRUARY 1980
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1. The addition of one worker, allowing a seventh
Reliable X to be leased, increases profits by
$239,100.
2. The addition of ten square feet of plant capacity, allowing a Flexible Y to be leased, increases
profit by $236,900, less the cost of increasing
plant capacity be ten square feet..
3. The addition of 50 square feet of plant capacity, allowing a fourth Futura Z to be leased,
increases profits by $227,000 less the cost of
increasing plant capacity by 50 square feet.
Based on the LP model and sensitivity analysis, B
& B's alternatives are:
1. If neither labor nor plant capacity can be increased, lease six Reliable X and three Futura
Z machines.
2. If labor can be increased but plant capacity
cannot, lease seven Reliable X and three Futura Z machines.
3. If labor cannot be increased but plant capacity
can be increased by ten square feet but less
than 50 square feet, lease six Reliable X, one
Flexible Y, and three Futura Z machines. This
alternative is acceptable, however, only if the
contribution margin exceeds the net present
value of the cost of additional plant capacity.
4. If labor cannot be increased but plant capacity
can be increased by 50 square feet, management must decide if it is better to lease a Flexible Y or a fourth Futura Z machine. This alternative is acceptable, however, only if the
contribution margin exceeds the net present
value of the cost of additional plant capacity.
While the contribution margin of the Flexible
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Y machine exceeds that of the Futura Z by
approximately 4.4 %, other factors may negate
this advantage.
5. If both labor and plant capacity can be increased to add any one of the three machines,
management must weigh the advantages and
disadvantages of the alternatives.
Focusing on the Greatest Risk
Sensitivity analysis, by itself, does not provide
management with an optimal decision. Nor does it
eliminate estimation errors. It does allow adjustments for errors in the original objective function
and constraints without the necessity of re- solving
the entire problem. Its major contribution is that
it provides information concerning the effect
changes in the original assumptions have on the
current solution. It allows management to focus
attention on elements having the greatest risk.
Sensitivity analysis reveals the extent to which assumptions may change before a different optimal
solution occurs. Thus, management receives information not only concerning the best choice from
among the variables but also the range of error
allowed in the data before the optimal solution is
changed. If small adjustments in the variables or
constraints have significant effects, more investigation is necessary. If large adjustments are required to change the optimal solution, the factors
are relatively insensitive and management should
have considerable confidence in the LP solution.
Linear programming and sensitivity analysis
have considerable application in accounting for
multiple lease comparisons as well as for other
capital budgeting situations. Such analysis offers
the accountant a valuable tool when trying to
estimate future events in that it indicates critical
areas where the greatest efforts should be
concentrated when refining data. This is
extremely important because it can provide the
accounting profession with a viable means of
assisting management in decision making. It also
allows the accounting process to become more
than an information gathering and presenting
function, i.e., one that can help in making
decisions that have a significant impact on a
company's future. By applying quantitative
business analysis techniques, management
accountants❑can❑expand❑their❑area❑of❑usefulness.❑

Because LP
programs are
a vailable,
accounting
efforts can be
concentrated
on gathering
data —not
working out the
math.

' "Leasing Offers Many Advantages." Credit and financial Management. 176, January 1977.
' This assumes away the problem incurred when considering the cost
working
capital in an analysis of this type. If the problem is viewed from a total system
approach rather than an incremental approach, the analysis should include opportunity costs. That is, the firm presumably has the opportunity of using its working
capital and its plant capacity to pursue alternative actions.
' David B. Hertz, "Investment Policies that Pay Off," Harvard Business Review.
January- February 1968.
Hertz, "Risk Analysis in Capital Investment." in CaotsrepQr*ry Issues in Cast
Accounting. edited by Hector R. Anton and Peter A. Firmin, Houghton Mifflin Co.,
Boston, Mass.. 1966.
' Nabil Hassan, R. Penny Marquette, and Joseph M McKeon, Jr., "sensitivity
Analysis: An Accounting Tool for Decision- Making," MANAGFMEN't A(.COVNTmr,. April 1978.
or

level, an alternate optimal solution exists. Anything above $243,175 makes leasing arrangements
including Y more profitable than the present optimal solution. In terms of Y's contribution margin,
an increase of $6,275, ($243,175 less $236,900), is
not particularly large. That much of an increase in
profit could be caused by Flexible Y producing an
additional 144 units per year.
Alternatively, profits can be increased if plant
capacity is expanded to allow B & B to acquire a
Flexible Y machine or a fourth Futura Z machine.
The company's contribution margin will be increased by $236,900 if the Flexible Y machine is
leased and by $227,000 if an additional Futura Z
is leased. The Flexible Y machine requires plant
capacity to be increased by ten square feet, while
the Futura Z machine requires an additional 50
square feet.
B & B should concentrate of three possible adjustments and their consequences:
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How Orchestras Measure
Internal Performance
Although nonprofit managements often do not view their
organizations as businesses, they do have the same problems as
profit- making companies and can use the same tools.
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Symphonies viewed as business organizations fit
the definition of a nonprofit enterprise in that they
provide society with a beneficial service without
profit and without a selling or trading of their
equity interest.' Much of the organization is made
up of musicians, frequently even at top management levels.
Typically there are three major sources of revenue to which the management can look: earned,
contributed, and investment revenue. The major
portion of the earned revenue is from ticket sales
while local nongovernment (private and foundation) donations make up most of the contributed
income. Income from endowment funds, if the orchestra has one, makes up a third revenue source.
Expenditures are predominantly fixed, with salaries especially those of the musicians making up
the bulk of such outlays. A major problem facing
symphonies has been the gap (deficit) between
revenues and expenditures (see Table 1). Depending on the planning abilities of the management,
the orchestra either lives with the deficit because it
was known about in advance or it operates on a
day -by -day crisis mode. Neither is a healthy situation.
One approach to dealing with a deficit —an approach particularly valid for profit- oriented enterprises making a product —is in terms of productivity. But in live performing arts, productivity is

54

0025- 1690/80/6108- 2024/$01.00/0

stationary. This means that wage increases are
translated directly into equivalent increases in
unit labor costs because output per man -hour does
not increase.
Annual operating costs can be related to a number of output variables, including: "number of
performances offered during the year, ratio of
main to total number of performances, age of the
group, length of the performing season, average
attendance per tour performance, and percentage
of main performances which were tour performances."'
The inputs (costs) are heavily in the fixed category but they are controllable. In part, they are
dependent upon the variables above. The size of
the orchestra itself dictates the basic salary requirements. If programs are chosen that require
no extra player personnel, then the basic salary
expense for the season is a constant. If the revenue
budget appears to be particularly tight, the programs can be made up mainly of pieces which are
in the orchestra's repertoire, thus cutting down on
rehearsals in favor of additional performances.
The number and quality of guest artists and conductors also will effect costs for the season. If clerical salaries are a problem, volunteers are a
solution. While such costs generally are not controllable at low management levels, they are controllable by the people in charge of making decisions regarding the activities for the coming
season. The idea that all costs are controllable at
Copyright ©1980 by the National Association of Accountants

some level of managerial responsibility still holds.
The major concern, which has a bearing on the
revenue side, is whether attempts to hold costs
down might have an adverse effect on ticket revenues.
For nonprofit organizations in general, measures of output are the problem. The goals and
objectives of symphonies are difficult to quantify.
One commonly expressed goal, which directly affects the ticket revenue a symphony can raise, is to
provide access to concerts by all levels of income
within the community. This goal is hampered by
one major constraint -the size of the place of performance. Of course, the possibility of some free
community concerts always exists. Total ticket
revenues are constrained first by the price scale
and then by the total number of tickets that can be
sold.
The evaluation problem is compounded by another potential failing in the planning and control
system. Theoretically, nonprofit organizations
"make rather extensive use of the formal budgeting process. "' A budget properly used expresses
the organization's goals and plans in quantitative
(monetary) terms and also provides a tool that can
be used for control purposes during the year in its
function as a standard of comparison. Effectively
used, it can aid in the allocation of the scarce resources available to the organization. When used
for control purposes, the budget can signal potential problems which could be corrected. Unfortunately, the budget may be prepared only as a formality to be given annually to the governing
board for its ratification. Such a budget is not a
working document and therefore is worthless.
What a Survey Showed
To see if the relationships between revenue
sources and expense types shown in the earlier
studies still were valid, I conducted a survey of
orchestras of various sizes. The survey also was
designed to find out the types of financial statements orchestras prepared for internal and external users and to determine how they evaluated the
effectiveness and efficiency of operations. Out of
122 questionnaires, there were 50 responses, and
48 (39 % ) were usable. Table 2 shows the breakdown of the responses by budget size.
The first part of the questionnaire looked at revenues and expenses in very general terms. Earlier
studies showed that a deficit is a common occurrence; this remains the case (50% of all responses), as seen in Table 3, which also presents the size
of the surplus or deficit in relation to the total
budget. The ideal situation- breaking even -was
reported by 22.92% .
In the second part of the questionnaire, accounting practices were examined. There was an
almost even split between the use of the cash basis
(45.83% ) a n d th e accru al basis (47. 92 %); th ree
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Table 1
TOTAL INCOME /EXPENDITURES, ALL SYMPHONIES
1965 -66

1967.68

1970.71

$17,266

$19,368

$23,789

11,891
529,157

14,602
$3
. 3,970

18,134
$41,923

$12,429

$14,169

$21,7

887
333

1,126
477

Revenues (000)
Earned income
Total tAiet sales
ther
Total earned income
earned ' c o A
L� o vernment

4W

Total government grants
National foundation
b w contributionsigran
Corpus earnings for operations
to

, 92

ta
co
Corpus principal transferred to
operations
144

2

- - � 66
�

29,797
7,746

$37,543

$45,149

$59.208

$79,466

951

2,606

_2,48_6

$46,100

$61,814

$81,952

$21 ,22
6,481

$37,201
o _' 9,896

34,063
12,548
$46,611

47,097
15,923
$63,020

62,
20,135
$82,831

($17,454)
10 1,462)
($ 5111

($29,050)
Is 3,812)

(0401908)
l$ 3,3661

1$ 1,204)

0

tal 11fto % & rluding co rpus
transfer
6 4 1111ft

1
�

3.495
_ 4 , 5 53

10"

alaries
artistic salaries
Other salaries and benefits
Total salaries
Total nonsalary expenses
Total operating expenses
Net after earned income
Net after to tal operating income
Net after income and corpus transfers

$48,7
13,

879)

The Ford Foundation, The Finances of the Perfornung Arts INew York, 19741, Adapted from
Appendix A,
11, 12.

nu

respondents (6.25 %) used a combined approach,
such as the cash basis during th e ye a r an d the
accrual basis at year -end. The preparation of a
n u m ber of statem ents, internal and external, was
q u estio ned; th e results are shown o n Table 4. In
ad dition, the form at of the Budget Status Report

-10

Vi

Table 2 hu 4
E
QU E S TIO N N A IR E A NA L YZ E
BY SIZE OF BUDGET
Budget size is
under $250 ,000
$250,000-$500,000
$500,0011,000,000
$1,000,001- $2,500,000
$2,500,001 - $5,000,000
over $5,000,000

Total

Responses

%

11
9
9
8
7
4

22.92
18.75
18.75
16.67
14.58
8.33

46

100.00

was questioned (Table 5) and the reasons for not
preparing a cash budget (Table 6).
As mentioned previously, a major complaint of
management is that it is unable to gauge the financial well -being of the organization because of the
lack of a "net profit" figure. One respondent
agreed with this criticism, and another said this
55

Table 3
YEAR END BALANCES
Bud ge t s ize (in 0 0 0' s ) is
und e r

$250-

$500-

$1,000-

$2,500-

ove r

$250

$500

$1,000

$2,500

$5,000

$5,000

Total

3
3
3

4
4
1

2
5
1

1
6
1

4
3

2
2

10
24
11

Balance is
a surplus
a deficit
-break even
Balance as %
of b udge t is
...le s s than 1 01%

.... 10% -25%
...no t applicable

3

1

2

...variab le

8

7

5

6

3

2

31

1
2

1
1

2
2

2

2
2

2

8
9

T o tal

Table 4
KINDS OF STATEMENTS PREPARED
Bud ge t s ize (in 0 0 0' s ) is

S ta te m e n t

$250$500

$500$1,000

$1,000•
$2,500

$2,500$5,000

o ve r
$5,000

6
3

6
1
1
1

7
1

5
2

4

36
9
2
1

5
4

4
1
3

6
1
1
1

4
2
1
41 f t

3
1

25
13
9
1

7

6

7

e6

1
3

1
1

3

11
1

9

9

101

1
7

8

1

1
1

1

und e r
$250

C o m p a ra ti v e b a l a n c e
Yes
No
O the r
No re s p o ns e

s h e e ts
8
2
1

Changes in fund balances
Yes
3
No
4
S o m e ti m e s
4
No re s p o ns e
1
C u rre n t fu n d s , re v e n u e s ,
exp en d itu res a n d t ra n s fers
Yes
7

No
Sometimes

�

a 4

37

1

3
7

No response
F oNo
rm a l b u d g e t
Yes

L

A

M

B u d g e t s ta tu s r e p o rt

Yes
No
S o m e t im e s

Ex p e n s e a n a l ys i s b y a c ti vi ti e s
Yes
No
S o m e t im e s
No re s p o ns e
Cash b udget
Yes
No
S o m e ti m e s

8
1
2

1
4
3

1

'
6
2

8

6

1

2

6
2
1

4
3
1

6
1

4

38 ,
4
5
1

6
1

2
2

27
15
6

1
5
4
2

4
3
2

had been the case until the reporting function was
improved. The balance of the respondents disagreed. This type of response might be attributable to a lack of understanding of the question, to
an improvement in management ' s understanding
of the operation of a nonprofit organization, or to
better financial reports, as in the case cited.
A related question asked for a description of
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how efficiency and effectiveness were measured.
Of th e 48 responses, 26 replied. The measures
mentioned ranged from artistic development, professional growth, and musical quality (all difficult
to quantify) to ticket sales, cash flow or position,
and size of surplus or deficit. Despite the large
number of respondents preparing a budget status
report (85.4% of total responses and 76.9% of the
26 replies), few mentioned the use of comparisons
of actual results with the budget as a measure of
efficiency and effectiveness (9 out of 26).
The last section of the questionnaire concerned
the organization structure of the symphony management and some general information. Table 7
presents the results regarding the organization
structure and the accounting function. We pointed out earlier that the performing arts background
extended into the management area. According to
the survey, this is true for directors (62.5 % ) , but
73.9% of the heads of the board and 65% of the
business managers have some business background.
Suggestions for Improvement
The survey results regarding internal reports
being prepared show that the major internal reports—a budget, budget status report, and a cash
budget —are prepared by the majority of respondents, most of whom also develop a report analyzing expenses by activity. Why, then, are there
problems? One possibility relates to when the reports are prepared and how they are used. One of
the things emphasized in most management accounting texts is that reports must be timely to be
useful for control purposes. The director of business affairs for the Boston Symphony Orchestra
noted that the symphony bookkeeping staff, prior
to his joining the organization, did not know the
full extent of the deficit until the annual closing
which was done on an accrual basis. The actual
data was so late that planning for the future was
done without current information, and budgets,
although prepared, were not used.' If such conditions existed for an organization the size of the
Boston Symphony Orchestra, they undoubtedly
also occur in the smaller organizations.
Symphonies should continue to improve their
reporting, planning, and control activities. They
should not just prepare the budget but should use
it on a continuing, current basis, developing the
variances as soon after the end of the month as
possible so that problems can be caught early and
corrected, if possible. An analysis of expenditures
by activity is useful, but such activity analysis
should be done as part of the budgeting process,
and carried through in the development of variances from the budget. If the development of a
cash receipts budget seems too difficult, the development of a cash disbursements budget should
not be; cash expenses and their timing are known
MANAGEMENT ACCOUNTING/ FEBRUARY 1980

with some certainty and their careful scheduling
can aid in the anticipation of temporary periods of
heavy cash needs. This scheduling cannot be handled adequately in the formal budget because of
timing differences.
The Boston Symphony Orchestra is borrowing
other techniques from the profit sector: activity
analysis using a performance margin (direct income from the activity minus costs directly traceable to that activity) and, eventually, zero base
budgeting. The former technique is more easily
adopted than ZBB because ZBB requires rather
sophisticated management systems.` The use of
performance margins for various activities is useful for planning and control but may not be ap-

Table 5
BUDGET STATUS REPORT FORMAT
Bud ge t s ize tin 0 0 0' s ) is
und e r
$250

$2 50
$500

$500$1,000

$1,000$2,500

$2,500
$5,000

o ve r
$5,000

F o rm at 1

3

3

2

1,

2

1

12

F o rm at 2

7

4

7

5

� 2

Other
No response

1

1
1

1
1

30
4

p

Actual cash flows
Format 1:

this
m onth

Format 2:

propriate fo r all o rgan izatio n s.

1

T o tal

2

Budgeted cash flows

year to
date

this
m onth

year to
dete

Projected to Expected favorable
year and
lunfavorablel
variances

Actual
to date

Approved annual
budget

year to date
over or under

Needed : Go o d Wo rkin g Bu d gets
This overview o f the p ro b lem o f sym p h on ies in

the area of internal performance evaluation demonstrates th at on e o f th e m o st im p ortan t p rerequ isites is the d evelo pm ent o f a goo d workin g b ud get
and analyses th a t p erm it a t i mely co m p ariso n o f
actual perfo rm an ce with budgeted perfo rman ce.
Closely related to this is th e n eed to d evelop bu d gets and com p arative ex post an alyses fo r th e various ty pes o f p ro jects th e g ro u p m ay w an t t o get
involved with . The id eal wo u ld b e fo r every p ro ject or act ivity to b reak even . Ho wever, even in a
profit - oriented en terp rise, not every prod uct is
profitable; stron g item s carry weaker o n es. Th e
sam e holds tru e fo r a sy m p h o n y , e.g., so m e su b scription series may actually pro du ce a su rplu s
which will en ab le th e group to p ut o n a series that
meets some societal go al, bu t at a su bstan tial lo ss.
The use of p erfo rm an ce margin s wo u ld b e u sefu l
in determin in g wh ich pro gram s ar e stron g an d
which ones h ave to b e su b sidized b y th em . Co m parative analyses may not specifically tell th e
managem en t if it is m eeting its o verall go als, b u t
they will wa rn wh en tro u b le is b rewin g an d th ey
might, if tim ely , eve n h elp fo r esta ll so m e o f th e
c ris is s itua tio ns that a ris e .

Nonprofit organizations can and should use
many of the management accounting techniques
used in profit- oriented businesses. While nonprofit
managements may not wish to view their operations as businesses, there is no question that they
have many of the problems of a profit- oriented
business and need many of the same skills and
tools. Fortunately, some managements are beginning to realize this.
0
'See Robert N. Anthony and Regina Herrlinger, Management Control in Nonprofit
Organizations, Richard D. Irwin, Inc., Homewood, 111-, 1975; Malvern 1. Gross, Jr.,
Financial and Acmunting Guide for Nonprofit Organizations 2nd ed., John Wiley &
Sons. Inc., New York, 1974; Emerson O. Henke, Aramuntingfor Nonprofit Orgamwtiani. Wadswanh Publishing Co.. Belmont, Calif., 1966.
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Table 6
REASONS FOR NOT PREPARING A CASH BUDGET
Budget size lin 000's) is

Cash flows are too
unpredictable
Formal budget is
sufficient
Not necessary
Other
Not applicable
No response

under
$25.0

$250$5_0
. 0_

1

1

1

2
1

1

4
1

6
2

3
6

$500$1,0.00

$1,000$2,500

$2,500$5,000

2

1

4
1

6

over
$5,000

Total
5

1
1
1
1

6
2
4
27
4

Table 7
ORGANIZATIONAL STRUCTURE
Budget size lin 000 'sl is
under
$250

$250$500

$500$1,000

$1,000$2,500

$2,500$5,000

over
$5.000

8
1

5
2
2

4
2
2

7

3

8
1

8

7

Total

Top Management
Board director,
business manager
Board director
Other
No response

9
1

1

1

36
6
5
1

Accounting
Full-time
Part-time
Neither
Other

4
4
3

3
3
1
2

4

30
8
5
5

' Sam H. Book end Steven Globerman, " Formulating Cost and Output Policies in
the Performing Arts;' Performing Arts Review. Vol. 6, No. 2, 1975 -76.
' Anthony and Herzlinger, p. 148.
Walter D. Hill, "Planning and Budgeting for the Performing Arts or The Show
May Not Go On:' Munagrrial Planning, March /April 1979.
' Hill, pp. 9 -10, 13.
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Inthe

L i b r a r y

Financial Management for Small
Business
Edward N. Rausch, AMACOM, 135
West 50th St., New York, NY 10020,
1979, 184 pp.—Throughout this book,
the author stresses the principle of management by exception or the exercise of
financial control at critical times or specific areas. If you are the owner or operator of a small business, you can find
answers to your financial management
needs.
The Role of Top Management in the
Control of Inventory
George W. Plosal and W. Evert Welch,
Reston Publishing Co., Inc., Reston, VA
22090, 1979, 177 pp.— Focuses on specific tested, practical, universal handles
by which management can bring inventories to desired levels and then hold
them there. It also offers managers real
help in deciding how much inventory is
needed through the use of straightforward, logical methods.

BR,EFREVIEWS OF NEW PUBLICATIONS

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

developed here to be used by a wide variety of communicators to achieve that
shift in public opinion.
Financial and Accounting Guide for
Nonprofit Organizations
3rd. ed., Malvern J. Gross, Jr. and William Warshauer, Jr., John Wiley &
Sons, 605 Third Ave., New York, NY
10016, 1979, 568 pp.—This edition, like
its predecessors, has as its two major
objectives the intent of helping the nonprofit organization to better communicate its financial condition to its
members and the public and to aid the
governing bodies of such organizations
in fully understanding their organization's financial reports.

CPA Examination: A Comprehensive .
Review, Vols. I & II

The Manager and the Modern Internal
Auditor: A Problem - Solving
Partnership

3rd ed., Harold Q. Langenderfer and E.
Ben Yager, Charles E. Merrill Publishing Co., 1300 Alum Creek Dr., Columbus, OH 43216, 1979, 1, 087 pp. and 565
pp.— Volume I includes text material,
problems and questions on all of the
major subjects covered in the practice,
theory and auditing sections of the
exam as well as a comprehensive set of
questions from previous CPA exams in
business law. Volume II contains solutions to all the problems and questions.

Lawrence B. Sawyer, AMACOM, 135
West 50th St., New York, NY 10020,
1979, 464 pp.— Explores the intricacies
of management to show internal auditors how to enlarge their services to
their organizations by expanding their
own approaches to internal auditing.
The author seeks to acquaint modern
managers with modern internal auditors
and to help them cement a partnership
that can become an effective, productive
working relationship.

The Future of Business Regulation:
Private Action and Public Demand

Financial Accounting: Concepts —
Valuation— Analysis

Murray L. Wiedenbamm, AMACOM,
135 West 50th St., New York, NY
10020, 1979, 179 pp. —The author lays
out an ambitious agenda of voluntary
steps by business, government and private- interest groups, all which are designed to increase the ability of the business system to meet the needs of the
public. The author wants the materials

James B. Hobbs and Carl L. Moore,
South - Western Publishing Co., 5101
Madison Rd., Cincinnati, OH 45227,
1979, 648pp.—Among others, a few objectives of this text are to (a) examine
the basic concepts and procedures of financial accounting, (b) develop an
awareness of accounting as the "language of business," and (c) encourage
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an appreciation of how accounting
methodology and discipline can be used
to organize great masses of data into coherent and meaningful information.
Modern Bank Accounting and Auditing
Forms
Howard J. Brown, Warren, Gorham and
Lamont, 870 Seventh Ave., New York,
NY 10019, 1979, 1,262 pp. —This book
provides bank accountants, auditors,
and others interested in bank accounting with an extensive compilation of
current bank accounting and auditing
forms. The forms may be used as models for creating new forms or to improve
forms already in use. They also may be
used to compare the procedures followed by one bank with those of other
institutions.
Contemporary Financial Reporting: A
Casebook
David A. Wilson, John Shank and Dennis Frolin, Prentice -Hall, Inc., Englewood Cliffs,NJ 07632, 1979, 385 pp.—
The case materials included in this book
have been used in classrooms in numerous major universities. The material is
organized in a structure parallel to that
of most accounting texts. Initially it
deals with questions of revenue recognition and subsequently with asset valuation, the accounting for liabilities and
shareholders' equity and finally some of
the unique contemporary problems of
corporate financial reporting.
The Guide to Understanding Financial
Statements
D. A Costales, McGraw -Hill Book Co.,
1221 Ave. of the Americas, New York,
NY 10036, 1979, 166 pp.—Covers the
fundamentals in easy -to -grasp language.
The author discusses in detail the many
forms and formulas involved in the major financial statements as well as statements for special purposes. Excellent
for credit officers responsible for maintaining a low credit -loss preformance,
small business executives and any member of a management team who must
understand the "inside" of financial
statements.
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MANAGEMENT
ACCOUNTING
PRACTICES

changes are made, a rule apparently
will not become effective until the
1980 reporting year.

Continued from page 10

MANAGEMENT
INFORMATION
SYSTEMS

SEC on Proxy Rules

Continued from page 8
In Release No. 33- 16356, the SEC
adopted amendments to proxy rules
that are intended to "provide greater
opportunities for shareholders to exercise their right of suffrage and to
obtain information and advice with respect to matters on which they vote."
Entitled "Shareholder Communications, Shareholder Participation in the
Corporate Electoral Process and Corporate Governance Generally," the
amendments are effective for all issuers for filings made on or after December 31, 1979.
Accounting Series Release No. 272
rescinds the moratorium on the capitalization of interest cost that was imposed by the SEC in ASR No. 163 issued in November 1974. The Commission, at that time, was concerned
by an increasing number of companies other than public utilities that
were capitalizing interest cost and the
concomitant alternative accounting
treatments of interest cost. It therefore mandated a moratorium on interest cost capitalization pending consideration of the issue by the FASB.
Satisfied that FAS No. 34, "Capitalization of Interest Cost," issued last
October, promises to remedy the proliferation of alternative practices regarding interest cost, the Commission
now has concluded that its ban on
capitalization is no longer necessary.
A requirement for a management
report on internal accounting control
(MAP, Sept. '79) is likely to be considerably less burdensome to management than the rules that were proposed by the Commission in April of
last year. In a recent speech, SEC
Commissioner John Evans said that
the SEC had received some 900 comment letters on the subject, many of
which criticized the proposal for its
lack of a standard on materiality relative to internal control weaknesses.
The absence of a materiality criterion
would be likely to result in a substantial increase in audit fees. Whatever

ports; the task is delegated to users.
This approach helps the user to have
an influence on the design process.
Even with the steps described
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above, there still may be times when
management's desires for change
and the introduction of an information
system result in major changes, i.e., a
reorganization, shifting of functions
from one department to another, the
creation of new departments, etc. At
the present time, we do not have
good mechanisms for dealing with
these changes. In our next column we
shall discuss examples of these
changes and make suggestions for
easing the impact of the change on
the managers involved.

Your
computer
reports
should
be
.

0

E

• Accessible
• Neat and orderly
• Easy to handle

::•i

In a McBee Margin Master" Computer Binder,
your reports are all these things. In addition.
the Margin Master's sturdy, freestanding design
allows it to be stored on your existing shelving,
eliminating theneed forexpensivestorageracks,
and saving valuable floor space. The polished
solid steel posts eliminate page tear out and the
difficulty of threading bent nylon posts. This
computerbinderopens a reading positron
with visibility to the inner edge of the reports.
Label holders I provide content identification

Another innovation from

McBEE

Loo se

Leaf Binder Products

424 North Cedarbrook Ave.
Springfield, Missouri 65802
417 866 -0822
McBee capabilities include custom design and decoration of prong, post, ring and storage
binders for all applications, plus a complete line of stock binders. Manufacturer direct
pricing from three plants McBee Binder Specialists nationwide. See your Yellow Pages
"arg in Mas te r is a trademark of McBee Loose Leaf Binder Products.
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People in the News
programming for several brand name
computers,
Jean L. VanDriel, Colorado Springs Pueblo, has been named controller of
Emory John Brady Hospital.
Donald E. Gehrlein, Corry, Pa., has
been promoted to plant controller for
Cooper Energy Services. He is a member of Erie.

At the first meeting on November 29 in Marquette, Mich., President Dexter L.
Stille displays charter for NAA'S newest chapter, Michigan Upper Peninsula. NAA
President R. Lee Brummet (left) presented the charter assisted by National Vice
President Ray S. Leutz and Managing Director J. E. Vavasour, right.

Brumit to New Post
Joseph L. Brumit, NAA President,
1965 -66, has been named staff vice president— special services in New York for
Trans World Airlines. He will be responsible for all of TWA's outside service contracts worldwide, including a
management assistance agreement with
Saudia and a technical arrangement
with Trans Arabian Technical Services
in Dhahran, Saudi Arabia. Mr. Brumit
is a past president of the Kansas City
Chapter and now is a Member -at- Large.

as controller.
Beatrice H. Moe, Boise, has been
named partner with Learned and
Mahn.... Phillip T. Pugrud has joined
Terteling Company, Inc., as controller.
i
I
-

Promotions and New Positions
Bruce C. Garringer, Asheville, has
joined Walker Manufacturing Co. as
control ler.... Jonathan H. Tweit has
joined Stencel Aero Engineering Corp.

ACCOUNTANTS:

Work for Yourself!
'
'

Start or expand your own bookkeeping, accounting and tax practice with a s ystem
perfected through 30 years of experience.
Send this ad with your name, address and
phone number to V. A. Cox for complete
information on how to join our nationwide
network of independent accountants, or.

,

Call toll free
(800) 323 -9000
COMP PEHENS OVE

�
'

��

'
'
'

'

ac c o unt i ng co r p o rat i o n
2111 Comprehensive Dr. a Aurora, IL 60507

,

'

Illinois residents call collect. (312) 898 -6868
Official Tabulators for the
?

,

National Easter Seal Teleft ri
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David E. Harvey, Detroit, has joined
Schweitzer Industrial Corp. as corporate controller .... Richard E. Shirley
has been promoted to group controller
at Bendix Corp. headquarters....
George P. Ulrych is now controller of
Lyndon Land Company, Inc.
Russell A. Domeyer, Dubuque, has
been named chief accountant at Wm. C,
Brown Co. publishers. He is a member
of Dubuque Tri- State.

.

BRUMIT
Member -at -Large

James D. Pittman, Des Moines, has
been made a partner at Gardiner, Nail
and Davis P . C . . . . Leslie E. Wilbur,
has been promoted to vice president material control for the printing group
of Meredith Corp., and Keith L. Her wig has been named credit and collection manager for the book gro u p. . . .
Robert W. Vogel has been named controller of Colby Interests.

HENNESSY
Hartford

Elliot S. Grupp, Boston, has joined Intronics as controller /assistant treasurer.
John M. Heffernan has been appointed
manager of accounting of the Semiconductor Division of Analog Devices....
Allan M. Kline, chapter past president,
has been promoted to partner at Arthur
Young & Co.
Three Buffalo Chapter members have
received promotions at Joy Machinery
Co. L. Jack Harris is controller of the
Industrial Compressor Group, Walter
J. Kapela is controller of the Buffalo Division, and Daniel J. Lasky is manager,
management accounting. Joy Machinery Co. is a subsidiary of the Pittsburgh based Joy Manufacturing Co.
Gary B. Higbee, Chattanooga, has
joined DP Systems as president. The
company markets custom computer

R. A. Stefanko, Fairlawn, Ohio, has
been named vice president for finance at
A. Schulman, Inc. He is a member of
Akron Cascade.
Jerry R. Wauford, Findlay, Ohio, has
been promoted to vice president of finance of Hancor, Inc. He is a member
of Northwestern Ohio.
Larry W. Perdue, Harrisonburg, Va.,
has been made partner with Andrews,
Burkett, Bosserman & Co.... Richard
A. Shady, Harrisonburg, has joined
Marval Poultry Corp. as administrative
and accounting manager of the company's new subsidiary, Hartmans, Inc.
Both are members of Virginia Skyline.
Edward L. Hennessy, Jr., Hartford, has
been named chairman of Allied Chemical Corp., succeeding John T. Connor,
who is retiring. Previously named president and chief executive officer, he will
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continue as chief executive officer but
relinquish the title of president.
Kelvin M. F. Chang, Hawaii, has been
named senior cost accountant for the
Hawaiian Telephone Co., and Lorna S,
Chun has been promoted to toll accountant.... Patrick C. H. Leung has
joined Pacific Resources, Inc. as internal auditor.
Malcom L. Gardner, Hopkinsville, Ky.,
has been named vice president of First
City Bank and Trust Co. He is a member of Evansville.
William H. Freeman, Houston, has been
promoted to assistant controller of operational auditing for Geosource,
Inc.... Dennis C. Newman has joined
Continental Personnel Services as financial placement consultant.... Ray R.
Seeqmiller was elected executive vice
president and chief financial officer of
Marathon Mfg. Co.
Stewart T. Axtell, Lancaster, has been
promoted to controller, corporate markets sales operations at Armstrong Cork
Co.... Jere R. Duke, corporate secretary and managing accountant at Lancaster Malleable Castings Co., has been
named to the company's Board of Directors. , .. Brian C. Henderson has
been appointed controller of Skinner
Macaroni Co. where he also will serve
on the Executive Committee.... James
R. Powell has been named manager -materials and logistics for the DeWalt division of Black & Decker.

Francis L. Zernhelt, Necedah, Wis., has
been named president of F.D. Farnam
Inc., a gasket designing and manufacturing subsidiary of Colt Industries,
Inc. He is a past president of Western
Wayne.
Donald Bidwell, New Haven, has been
elected chief accounting officer of Raymond Industries, Inc. He also serves as
controller.

A
CMA REVIEW
FIRST...

George S. Benjamin, New York, has
been promoted to vice president of finance of the pharmaceutical group of
Sterling Drug Inc.... Edson L. Foster
was elected vice president and controller of Phelps Dodge Corp. Since March
1978 he has served as a vice president of
Phelps Dodge Industries, Inc., the company's manufacturing subsidiary.
F. Joseph Meyers, Ornaha, has been
promoted to treasurer, of the Skinner
Macaroni Co.
Kenneth B. Leahy, Piscataway, N.J.,
has joined Janssen Pharmaceuticals as
manager, marketing and research accounting. He is a member of Raritan
Valley Chapter.

Person - Wolinsky
CMA Review
1 -800- 645 -5460
NEW YORK STATE

516 - 473 -6200
(COLLECT)

AFA is a gro up of widely reco gnized professio nals specializing in acco unting and f inancial perso nnel placement. We kno w f ro m experience how to
custom -fit a professional to a position.
Tho usands o f co mpanies, locally and natio nally, rely o n AFA to help them
recruit the people they need. Naturally, they pay all fees, and co nf identiality
is assured.
With AFA you choose from a wealth of career opportunities not available
from any other so urce, since many of o ur clients are well kno wn co mpanies
who choo se not to o penly advertise their jo b openings.
Whatever your background, career objectives, or geographic preference,
AFA's valuable services are designed to help you find what you're seeking.
Prove it to yourself. Contact the A FA o ffice nearest to you.

I

o

BALT IMORE:
Do n A .c n ., d A , .[ , .I. .. In c

On. Nomn Chan,, Sn„I
611111mera Mgr old 21201
(3011 752 -S2..

Accounting Financial Associates
DETROIT :
MINNEAPOLIS.
A.—IInp 6 rid.n —I vh,onn.l Ac[OUolInq P.—n-1
70M Tp C.nlh Sull1 2660
0, Mlnn..o1.
53 54 C" or L .. . Roo d
SoiAn1 eb Mu'n ^ „nr Ieo, +
1]131 ]53. 1191

DA L L A S :

FORD:
Aeeounllnp Pp on of C--l—, HART
Co m p . . . ,tic
D.6..
9 0 0 A " " C M..
of

MANAGEMENT ACCOUNTING /FEBRUARY 1980

for information call:

We'll put you in touch with
the companies that will do your
career the most good.

Saundra L. Nelson, Louisville, has been
promoted to manager of corporate finance, Brown & Williamson Industries.

R. Scott Joslin, Nashville past president
and NAA national director, has been
appointed vice president - administration
and controller of IKG Industries and
Harsco Corp.

AS K A B OUTOUR
SPECIAL "IN HOUSE"
COMPANYSPONSOREO
COURSEPACKAGE

•
•

Louise M. Lewis, Los Angeles president,
has joined R.L. Grosh & Sons Scenic
Studios as controller.

Cornell Alexander, Morristown, has
been named senior corporate financial
analyst at Warner Lambert. , , . Thomas
E. Horstmann has been promoted to assistant manager- business analysis of
American Telephone & Telegraph
Co,. ... Richard G. Light is now executive vice president and treasurer of
Whittaker, Clark & Daniels.

Everything provided • Audio cassette package
• Coordinated written
materials-not textbooks
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• Up -to -date content
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Sarah E. Taylor, Pittsburgh, has been
promoted to vice president - controller of
the Art. Institute of Pittsburgh.
James S. Doyle, Rochester, was named
president of Electronic Accounting SysYOUR OPPORTUNITY

IMO

FOREIGN EXCHANGE:
The Accounting, Economics,
and Control

By Russell W. Willey
Read the most comprehensive, best
illustrated, and most sophisticated book
ever published on the subject.
This book puts it all together. It develops
needed the ory; e xamine s, eva lua tes , a nd
suggests changes in a number of principles
and procedures. It covers FASB No. S and
muc h, muc h more . IPublished in December 1977.1
It is a ime d a t ac c ounta nts ; ac c ounting,
treasury, and other financ ial executives;
analysts; economists; professors; students;
tax practitioners; and others.
The book contains 30 chapters, 390 pages
61 illustrations, plus a glossa ry, bibliography, index of re fe rence s, and ge neral
index.
$21.75 plus $1 postage and handling.
Quantity discounts available. gull payment must accompany order,, 15 -day
return privilege.

nopo14 p ctr,, IInc.
P,O. Box 1930, Dept. Z -10
Wilmington, Delaware 19899
Telephone: (302) 655 -0693
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This Is N ot A
F r a n c h i s e . . . On l y A
phe nome na l
Ac c ounti ng
Op p o r t u n i t y
The PBS pr o gr a m has en j oy e d
tremendous success and profitable
growth through our nationwide family of
successful affiliates. From California to
New York, accountants have established
their own accounting, bookkeeping and
tax pr actic es, streamlined by our own
computer systems
Your total investment of $8500 includes. A
training seminar, all instructive materials
and your PBS starter kit. travel, meal and
lodging expenses while attending the
seminar at PBS headquarters. 3000 leads
to p r o s p e c t i ve c l i e n t s in y o ur
marketplace. on -going marketing and
operations support programs. and all inc lusi ve sales pac kage. inc ludi ng
pr o j ec t o r and f i l m to he l p y ou
successfully market your practice, even if
you have never sold anything before in
your life' Finally, as pan of our support
service, our toll free "Dial -an- Answer"
gi ve s y o u i n s t an t , pr o f e s si o n a l
consultation on all phases of your
practice
For more information and a sample
startup kit, call now, toll free, 800/638 9390 In Maryland, call 301 /727 -4600.

Tom M orris, III, V.P. Development
Professional Business Systems
Co., Inc.
Suite 253
World Trade Center
Baltimore, Maryland 21202
ENNA DVvu
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tems, Inc., and Jack R. Barnhart, secretary- treasurer.... Ralph R. Eisenmann
has joined Home Federal Savings and
Loan Assn. as treasurer - controller.
James R. Hellwig, St. Louis, has been
named assistant controller of the Granite City Steel Division of National Steel
C o rp . . . . Ronald E. Lucarelli has been
named director -fiscal and administration— Health Services Division of
McDonnell Douglas Corp.
Roy D. Freeman, San Diego, has been
promoted to accounting supervisor at
Crocker National Ban k . . . . Dale L.
Hutchinson, Chula Vista, Calif., was
named financial analyst at Washington
Inventory Service. Both are members of
San Diego East County.
Peggy I. Ives, Seattle, has joined Simonson, Moore, Seelye & Olson as audit
and financial statement manager.
Kenneth P. Thurston, Shelby, Ohio, has
been named manager - materials at Ohio
Steel Tulle. He is a member of North
Central Ohio.
Peter I. Ferguson, Somerville, N,J., has
joined Dunhill as vice president and
general manager. .. . Donald R. Kohlhepps has been appointed financial analyst at Devro, Inc., a division of Johnson & Johnson. Both are members of
Raritan Valley.
Fred J. Arnold, Springfield, has been
appointed product controller with the
William E, Wright Co. in Monson,
Mas s . . . . Patrick A. Brittain has been
named comptroller of E & J Distributors of North Hampton, Mass.... Lorraine V. Capehart has been promoted
to controller of Lifestyle Companies.
William F. Campbell, Syracuse, has
joined Time, Inc., in New York City as
vice president of finance and administration.... Lawrence Kath has joined
Clevepak Specialty Packaging Inc. as
controller.... Dana Scott has been promoted to inventory control and accounts payable supervisor at Agray Petroleum Corp.
Lee B. Bennett, Troy, Mich., has been
promoted to executive vice president
and treasurer of Maxwell Enterprises. ... Mary F. Hurd, Oak Park, Mich.,
has been appointed acting finance director of the city of Oak Park. Both are
members of Oakland County.

Michael E. Steele, Wapakoneta, Ohio,
is now controller of Auglaize Lumber.
He is a member of Lima.

Emeritus Life Associates
Donald C. Brabston, Birmingham past
president; past national vice president,
1964 -65; past national director 1962 -64;
Stuart Cameron McLeod Society.
Bert H. Cooper, Portland Willamette.
Earl H. Cotton, New Hampshire past
president; SCMS.
Edward R. Hoyt, Columbia past president.
Karl V. Kaylos, Cape Canaveral,- Miami
past president; SCMS.
Harvey G. Kraft, Detroit.
R. W. Maass, Northern Wisconsin.
Walter Schiel Member -at- Large, USA.
Edward F. Smith, York.
Fred G. Struss, Phoenix.

In Memoriam
Phillip Abraham, 48, Member -atLarge —USA, 1972.
F. Leslie Barlet, 64, Indianapolis, 1952.
Morton A. Cohen, 48, New York, 1962.
Emma H. Cook, 56, Evansville, 1974.
Moye L. Daniel, 70, Augusta, 1968.
Joseph B. Dente, 59, Pennsylvania
Northeast, 1977.
Floyd R. Findley, 78, Toledo past president, 1923. Emeritus Life Associate,
David M. Foster, 35, Delaware, 1968.
Howard L. Fremlin, 80, Milwaukee,
1952. ELA.
Charles S. Goodrich, Jr., 59, Shreveport, 1960.
F. Willard Heintzelman, 67, Philadelphia, 1948. ELA.
Raymond C. Hippie, 55, Lancaster,
1971.
William J. Knies, 35, Evansville, 1974.
Alex K. Kolb, 58, Eastern Carolina,
1959.
H. Kroyer, 74, Connecticut Gateway,
1937. ELA.
Herman F. Lux, 83, Waterbury, 1928.
ELA.
John J. McClure, 62, Lehigh Valley
past president, 1945. Stuart Cameron
McLeod Society; ELA.
William M. Metzker, 84, Milwaukee.
SCMS; ELA.
Oscar G. Miltz, 65, Milwaukee, 1949.
ELA.
H. A. Moody, 45, Macomb County
Michigan, 1965,
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Harold W. Nichols, 78, Rochester past
president, 1939. ELA.
Will K. Norton, 69, Shreveport, 1951.
ELA.
Walter D. Roten, 68, Dallas, 1946.
ELA.
Lloyd C. Ruckman, 83, Cleveland,
1922. ELA.
Joseph E. Sadler, 65, Rochester, 1955.
John H. Schroeder, 73, Grand Rapids,
1956.
Charles S. Shayne, 56, Morristown,
1964.
Henry A. Smith, 75, Milwaukee, 1946.
ELA.
C. H. Steele, 55, Member-at- Large—
Canada, 1976.

in seeing that services are provided.
A final point to be made is that I do
not regard the approach outlined in my
article to be the definitive approach to
determining the appropriate discount
rate for PNFP organizations. It was intended to be an initial approach which
each organization may have to adjust
for its own unique circumstances. However, the somewhat tentative nature of
the approach does not adversely affect
either the need for the type ofanalysis
or the rationale used in developing the
technique; it merely indicates the need
for further refinement.
Michael C Walker

A Repetitive Error

LETTERS
Continued from page 13
can be used to access programs even
when no capital expenditures are involved. Still another use of present value analysis is determining whether an
organization should lease an asset or
borrow the money to buy it.
Mr. Hariston is quite correct in stating " . . . the discount rate technique
helps solve the problem of reducing the
ranges of choices." No analytical tool
"makes" decisions; they are to be used
as an aid to decision making along with
other relevant information. However,
the "mere" act of reducing the range of
choices can be very beneficial to decision makers by eliminating choices
which would be grossly in error....
Two specific points raised by Mr.
Hariston need to be addressed. First,
capital expenditure is a determinant of
the discount rate, but not in the sense
that he implies. It affects the discount
rate by affecting the amount of funds to
be raised and by either attracting or repelling donors through the success or
failure of projects. Otherwise, capital
expenditures, particularly past expenditures, have little bearing on the rate.
The second point regards the issue of
who benefits from donated funds received by PNFP organizations. The obvious answer is clearly the recipients of
free or low cost services since providing
these services is the purpose for which
such organizations exist. The society as
a whole, or at least the portion financing
the services, also receives some benefit

In "How to Cost Labor Settlements,"
May 1979, there is a repetitive error in
the text which should be noted. On page
21, in the right -hand column, the number $10.16 appears twice, and on page
22, in the right -hand column, it appears
again. In all three places the number
should have been $10.30. The error resulted when a change in cost of certain
benefits was not carried through the entire article. My apologies to any readers
who became confused by this.
Walter A. Hazelton
Rochester, N. Y.

Auditor or Management Accountant
The actual job performed by the corporate accountant is not really understood. In a Big 8 firm one "audits." In a
corporation the accountant does either
cost accounting, budgeting, prepares financial statements, or some combination. However, the actual day -to -day
work that these jobs entail is not understood, and students are often not aware
of the many interesting aspects of a
business with which accountants become involved. Hence, the student's impression ofthe job with a corporation is
basically negative.
Students are aware (or think they are)
of what corporate accounting doesn't
offer. First, corporations don't stress the
CPA certificate. Second, they don't offer comprehensive training programs.
Third, there is little chance for mobility;
upward mobility is limited because Big
8 retreads are found for the "important
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positions" and lateral mobility is limited
because of lack of Big 8 experience.
Fourth, there is little prestige.
The problem is two -fold. First, there
are the erroneous perceptions that must
be changed. Second, a number of businesses need to change their personnel
practices, particularly recruiting and
training. We propose seven steps that
can be taken which will help cure the
problem:
1. Students identify with exams and
credentials. The exam and credential
most relevant to corporate accounting is the Certificate in Management
Accounting. This credential needs to
be strengthened significantly. Corporations should stress the CMA in recruiting and consider it when evaluating employees (e.g., a $500 raise
when an employee passes the exam).
2. Large and medium -sized companies
should develop brochures describing
the opportunities in accounting.
These brochures should be mailed to
accounting faculty members either
nationally or regionally. The brochures should describe training programs and career paths, mobility,
and status.
3. Corporations should recruit regularly on campus even if it is only for one
or two positions. The benefit of the
exposure will more than pay for the
cost.
4. Corporations should make a commitment to their prospective employees for formal training, either inhouse or continuing education
programs, and live up to it for them.
5. Corporations should offer employees
incentives to work toward masters'
degrees in accounting. This policy
should be well publicized.
6. Corporations should break away
from the practice of requiring Big 8
experience as a prerequisite for accounting positions.
7. Corporations should foster relationships with various universities
through a variety of means, such as
matching of alumni contributions,
scholarships (even one $200 scholarship has an impact), internships, and
other activities.
Richard Yangermeersch
Henry Schwarzbach
University of Rhode Island
Kingston, R. I.
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.Survey
Large 20 -Page Report Includes
■ Latest salary data from staff
accounting levels through
CFO and Senior Partner.
■ Changing accounting and
finance career trends.
Is your salary keeping up with the record pace in the
accounting profession? Do you know the danger signs that
indicate you should consider a change in positions? Are
you getting the exposure you need to break into
management? Do you know how to avoid being blocked in
your career advancement?

Now you can benefit from the proven career advancement
strategies and techniques used successfully by thousands of
other accounting professionals. Whatever your current area
of accounting specialty— auditing, cost, taxes, general
accounting, planning and control, treasury, public
accounting, etc. —the new Source Finance 1980 Salary
Survey is "must" reading if you are concerned about your
career and wish to maximize your earnings potential.

km,- Source Finance
The nation's largest non- franchised recruiting firm devoted exclusively
to the accounting and financial professions.

'

As the nation's largest non - franchised recruiting firm
specializing in the accounting profession, Source Finance
can give you expert insight into these and other crucial
matters affecting your career, It's all in the new
1980 Accounting and Finance Salary Survey and
Career Planning Guide available to you without charge.

• Strategy for personal
development.
• Case studies to help avoid
career dead - ending.
Call for your FREE copy today.
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New York
New York City
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John Sullivan, CPA ;'MBA
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Department A -2
Source
100 South Wacker Drive
Chicago, Illlnois60606
Finance

New Jersey
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Edison
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Bob
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Cary Zimmerman, CPA
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Massachusetts
on
Eric Anthony. CPA
Wellesley
Jerry Kogan, CPA
Michigan

Anderson.

For your free copy,
simply phone the
Source Finance
office nearest you.

415/ 956 -4740
Son Francisco
Bob Kyle, CPA/ MBA
415/856-1050
Palo Alto
CPA
Ron
213/385.0333
Los Angeles
Rich Barrett, CPA
213/322 -7300
El Segundo
CPA /MBA
Jim
714/975.0150
Irvine
Roy Luna, CPA
Kennedy.
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Information and a variety of aids
are available for candidates planning to sit for the
June 1 9 8 0 examination for the
Certificate in Management Accounting.

material for applying for
Application Material The
membership in the Institute of
[Management Accounting and to sit for the CMA examination will
be sent to you on request. A booklet describing the program, an
application form, reference forms, an. examination application, and
general instructions are included in the application materials.
Bound copies of the
Questions and Unofficial
Answers for past examinations may be purchased. They represent
an excellent way for becoming acquainted with the format and
general content of the exams. The order form is sent with the
application material.
This list represents a comprehensive
selection of material to read for better
preparation for the exams. The list is available to CMA candidates
upon request.
Many educational institutions and
other organizations have developed
CMA review courses. A listing is available upon request.

Questions and Answers

Reading List

Review Progr

Consider it.
The request for the above items
should be directed to:
Institute of Management Accounting
570 City Center Building
Ann Arbor, Michigan 48104

If you have questions for which you need an immediate answer,
contact the IMA office in Ann Arbor directly by telephone (313) 662 -1
The Certificate in Management Accounting
A program of the National Association of Accountants
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Name the one specialist qualified
to fill all of these positions
It's the Robert Half organization. And filling a
position means carefully matching the individual to
your precise requirements.
We start with the largest selection of the best
accounting, financial and edp professionals. The best
people on the job market come to us first because
word has gotten around that the best companies,
large and small, have come to us for over 30 years.
Next the trained accounting, financial and edp

professionals who staff our over 65 offices use the
latest personnel evaluation techniques to zero in on
the candidates best suited to your requirements. And
because our people are professionals, they understand your requirements.
The result: you get the right person without time consuming�searching�and�interviewing�—�reducing
costly employee turnover. Contact the Robert Half
specialist. You'll find us in the White Pages.

ROSE-RT "R LF

=accounting, financial and edp personnel specialists
ALBUQUERQUE�•�ALLENTOW N�•�AT LANTA�•�BA LTIMORE�-�BIRMINGHAM�•�BLOOMINGTON�(MN)�•�BOST ON�•�BUFFA LO�•�CHIC AGO�•�CINCINNATI�CITY�OF�COMMERCE�(CA)�-�CLAYTON�•�CLEVELAND�•�CLIFTON,�N.J.�•�COLUMBUS�•�DALLAS�•�DAVENPORT�•�DAYTON�-�DENVER�DES�MOINES�-�DETROIT�-�FORT�W ORTH�•�FRESNO�•�GRAND�RAPIDS�•�GREENSBORO�-�HARTFORD�•�HAYW ARD�•�HOUSTON�•�INDIANAPOLIS�KANSAS�CITY�•�LANCASTER�•�LEXI NGTON�-�LONG�ISLAND�•�LOS�ANGE LES�-�LOUISVILLE�•�MEMPHIS�•�MIAMI�-�MILW AUKEE�•�MINNEAPOLIS
NEW �ORLEANS�•�NEW �YORK�•�OMAHA�-�ORANGE�(CA)�.�PALO�ALTO�-�PHILADELPHIA�•�PHOENIX�•�PITTSBURGH�•�PORTLAND
PROVIDENCE�•�SACRAMENTO�•�ST.�LOUIS�-�ST,�PAUL�•�SALT�LAKE�CITY�•�SAN�ANTONIO�•�SAN�FRANCISCO�•�SAN�JOSE�•�SEATTLE
STAMFORD.�CT.�•�TAMPA�.�W ASHINGTON.�D.C.�-�W ILMINGTON
CANADA:�CALGARY�•�TORONTO�-�VANCOUVER �-�GREAT�BRITAIN:�BIRMINGHAM�•�LONDON
Copyvghl 1979 Robert Half

