•

A V I Fk

ofto

cW t

T
H
E
V
V
0
R
P
S
BESTM MMAGEDCOMPANIES
USE THE WORLD'S
BEST FINANCIAL &
M ANUF/kC1URING SOFTWARE.
011R5.
It's a known fact that our General Ledger
software closes the books of many of the
world's leading corporations. This means
managers get the critical financial information they need now instead of days
(or weeks) later.
We also contribute to their success
with our Accounts Receivable, Accounts
Payable, Payroll /Personnel, Fixed Asset

Accounting and Work Order Management
systems. Our Manufacturing Resource Planning is the most comprehensive and flexible
set of systems available. We offer more
software for more computer models than
anyone.
Results for more than 3,000 customers
worldwide. That's what you'd expect from
the leader. Software International.

GET HARD FACTS ABOUT
FINANCIAL & MANVFAC MRINC
ARE FROM THE
RI
FREE.
II
I

gq

------------------------Call your local office or send in this coupon for your FREE copy, along with
our client list. Join the leaders who get their software from the leader.

name

title

Atlanta (404) 955 -3705
Boston (617) 729 -8962

compa ny

I

Chic ago (3 12) 298 -3 500

Columbus, OH (614) 773 -2167

address
city

state

I
I

„p

phone
computer model

New York (91 4) 2 53 -8050
San Jo se (40 8) 292 -9 700
Montre al (51 4) 866 -5 728

I

Toronto (416 ) 924 -1461
Vanc o uver(6 0 4 )6 69 -6 1 2 2

`

I
I

Housto n (71 3) 44 4 -33 48
Los A nge le s (21 3) 57 3 -04 02

Elm Square, Andover, MA 01810

(617) 475 -5040

OFFICES AROUND THE W ORLD

— — — — — — — — — — — — — — — — — — — — — — — — — — — -

I
I

THE "FACE99VALUE OF
A COMPANY IS A MASK THAT

.sITSREALVVORTH.
CON~NEn
�
-4

• n

There is a lot more to financial
than m e e t s the e y e .
The valuation of closely -held capital
stock (or total business enterprise) is the
expression of the market value of the going
business, including all tangible and
intangible assets.
The usual business reasons are
becoming more compelling:
Sale, Acquisition, Merger
va l u a t i o n
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Financial valuation requires the use of
a trusted firth that probes in depth for all

minute bits of data affecting total value.
Marshall and Stevens offers one of the
largest, most experienced groups of financial
analysts in the country and when the value
Of underlying assets becomes a major factor,
they may draw upon the skills of company
experts in real estate, construction,
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Valuation consultants at any of our 18
offices will provide you with a wealth of
financial valuation information, at no cost
or obligation. Or just fill out the coupon
and mail.
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"Now maybe the right time to show
your client how his non - working capital
can go back to work:'
Now that you know where all of your client's capital sits, it may be a good time to borrow against it.
If his capital is tied up in accounts receivable or inventory, we'll let them stand as collateral.
Or we'll accept fixed assets such as equipment or real estate as supplementary collateral. We'll
even work with your client to put together the right combination.
We're BA Commercial Co ration. A BankAmerica Financial Service Company. And we specializeYou'll
in makin
business
loans that
designed specifically
to meet
yourtime.
client's
business
finTno
requirements
forare
compensating
balances. No
cleanup
And
a fast, needs.
fast turnaround time, because you can't afford to wait.
So if your client needs to take advantage of an immediate opportunity, suggest some working
capital he can put right to work. Ours.
If you'd like to discuss your company's financial requirements, call or write us at one of the
addresses below.
You'll find capital you can work with. And financing you can live with.
East: Mr. James E. Perrotta, Assistant Vice President, BA Commercial Corporation, 1105 Hamilton
St., Allentown, PA 18101. Phone 215- 437 -8174.
Midwest: Mr. Darrell E. Clay, Assistant Vice President, BA Commercial Corporation, Suite 110,
2905 Butterfield Road, Oak Brook, IL60521. Phone 312- 655 -9105.
South: Mr. James S. Welman, Assistant Vice President, BA Commercial Corporation, Suite 3043,
1545 West Mockingbird Lane, Dallas, TX 75235, Phone 214 -630 -9833.

BA Commercial
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The Extension of You
No man is an island. This simple pragmatic truth is applicable in our
NAA life as in other aspects of human relations.
Membership in NAA links each of us in a common association dedicated to the enhancement of professional ism in accounting through the influence of
all of its members. But for that to happen,
1
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there are certain
of our
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fellow members.
Each ofWe
us
as individual members must be willing to
actually contribute to the enrichment and
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do this by active participation in chapter
meetings, educational seminars, submission of manuscripts, and participation in the
National Service Program through elective
or appointed national offices.
The members of NAA are a vast resource pool who when bonded together

can truly exert meaningful influence in shaping accounting and economic policy. For this great common resource that we all share to
remain effective, it must continue to grow and attract new members,
new ideas, and new vitality into our organization.
We must make a commitment to make the benefits of our association available to those who are not yet members. This is just one of the
areas in which the individual member who recognizes the value of
association through NAA can be of most direct and personal influence.
Bringing in new members is personally rewarding and, at the same
time, expands the opportunities for all of us. Your personal commitment to obtaining new members and helping to indoctrinate them will
assure the continuing strength and vitality of our Association.
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Opinion
Robert L. Shultis

FASB —the Only `Game' in Town
Well, not really. There are other
games, in the financial accounting
standards ball park these days, both
active and currently out of season,
but we wonder to what extent we, as
business people, really would want
these other games to grow and proliferate as they seem to have a tendency to do.
Recently we had the opportunity to
participate in the public hearing held
by the Financial Accounting Standards Board on the proposed revision
of FAS No. 8. Those who were present at this hearing couldn't help but
be impressed by the complexity of the
issues and the diversity of opinions
that were presented. The hearings extended over four days and about 50
organizations and individuals offered
ideas, opinions and criticisms of the
exposure draft. And, "hot" topic
though it may be, it represents only
one of many issues that presently
face the business, financial and accounting communities and, of course,
the Board.
For example, another subject sure
to cause considerable comment is the
discussion memorandum recently released on "Reporting Funds Flows,
Liquidity and Financial Flexibility."
This was issued as part of the Board's
conceptual framework project and is
in response to criticisms that conventional financial statements do not
properly identify cash flows —a matter
of considerable importance in these
days of tight credit and sky -high interest rates. SEC Chairman Harold M.
Williams in a talk before the September 1980 SEC Conference of the New
York State Society of CPAs was
prominent among those urging that
the funds flow and liquidity project be
6

"speeded up." He also indicated that
the SEC was prepared to step in "to
protect investors" where it felt the
FASB was not moving quickly
enough.
For an example of what happens
when this occurs, we need only look
back a few years to the Securities &
Exchange Commission's ASR No.
190 concerning replacement costs
which preceded by about two years
the issuance of FAS No. 33, covering
much the same ground. As we know,
when FAS No. 33 was published, the
SEC then withdrew ASR No. 190, but
the ping -pong- ball -like bouncing back
and forth in the data gathering and reporting activities required of many
companies when there were two similar but differing regulations hardly
contributed to either accounting efficiency or reader comprehension.
Now we have on the horizon another accounting standards board —the
GASB, or the Government Accounting Standards Board. While we recognize that there are some differences
between the accounting problems of
governmental bodies, as compared
with nongovernmental organizations,
we feel that these differences are
more apparent than real. Certainly the
intent of these reports of governmental bodies are, or should be the same
as those of nongovernmental entities— management control and investor protection.
All these points, then, bring to mind
the need for the continuing support of
the Financial Accounting Standards
Board by all elements of the private
sector of the economy. You will recall
the March 1980 opinion survey of the
FASB, conducted by Louis Harris and
Associates, which overwhelmingly
concluded (85 -13 %) that the financial reporting and accounting standards should remain in the private
sector. The NAA, through its MAP
Committee, has long supported this
conclusion and will continue to do so.
No Time for Complacency
However, even those who concur
with this opinion should not be complacent. Several criticisms have been
leveled at the FASB —some of which
may be somewhat justified and some
of which are not. One that is heard
frequently concerns what appears to

some, Chairman Williams among
them, to be the inordinate delay between putting an issue on the technical agenda and final publication of a
standard. Several factors account for
this, chief of which is the mandated
due process requirement, so that
each step of the development process is thoroughly exposed to the
world, with all interested parties afforded the opportunity to contribute
and to express their opinions on the
proposed standards. The FASB operates under strict "sunshine" rules,
and we wouldn't have it any other
way. Anyone who has worked within
the committee -style of management
knows that the road to a decision can
be long and tortuous —and the larger
the committee, the longer the road.
A second factor contributing to the
time lag is the complexity of the issues currently facing the Board. The
opinions on the revision of FAS No.
8 —all sincere and well thought -out
ranged from "leave it alone" to "modify it slightly" to "change it completely" to "scrap it entirely." Reconciling
these conflicting views is not an enviable task nor is it a task to be hurried.
A third factor relates somewhat to
the one mentioned above. Not only
are the issues frequently complex but
the Board's constituency is also diverse. The old cliche— "it depends
upon whose ox is gored " — certainly
applies. The public accountants want
to ensure auditability; managements,
of course, prefer manageability; analysts want predictability, and the public would like reliability. Reconciling
these views can never be easy, One
commentator at the FAS No. 8 hearings— wished the Board the wisdom
of Solomon, a wish to which most of
us could surely subscribe.
Concentrate on Big Shows
A criticism that might have more validity, however, has to do with the
topics that have been selected for the
Board's agenda. We recall studying a
discussion memorandum several
years ago on business combinations— certainly a hot and complex
topic then, as it is now. The Board tabled action on this until the conceptual framework project was substantially completed. While there has been
Continued on page 47
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ad va nce d word proce ssor c an a l so d o your
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Word proc es s ing is simply a

faster, easier, less expensive way to
type. With a modem word processor
(such as the CPT 8000, right), you type
on a screen instead of paper.
So you can work at full rough -draft
speed without worrying about errors.
Leave out a word or a paragraph? No
worry. just go back and type it on the
screen. You can even readjust the entire
text without retyping.

"Electronic filing"
Most word processors have some form of
storage. This may range from a magnetic
card, holding a single page of text, to the
disks used in the CPT 8000, which hold
over a hundred pages each.
This electronic filing allows you to
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the CPT 8000
word processor into a minicomputer, and more.

minicomputer. I'hts program enables
their CPT 8000 to do tax planning letters,
annual reports, and even keep track of
their Continuing Professional Education
(CPE) for verification.
Larger offices also link their CPT 8000
electronically to their data processing
computer, transferring information
directly to typewritten reports.
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other electronically, do automatic
mailings, and more. For a more thorough
explanation of the many things word
processors can do, please send for our

S o rt al p h ab et i c al l y o r
n u meri cal l y
Need a staff experience report in a hurry?
With the CPT DiskSortTM program, you
can have a current printed copy in your
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recall individual pages to the screen in
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easily as you corrected the original.
When the document meets your standards, you transfer it from screen to
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Management
Accounting
Practices
Louis Bisgay, Editor

NAA Testifies on Foreign Currency
Forty -seven individuals and organizations
made presentations at the public hearing in
New York City on the Financial Accounting
Standards Board's exposure draft, "Foreign
Currency Translation." Testifying on behalf of
the NAA were John F. Chironna, representing
the Management Accounting Practices Committee, and Robert L, Shultis, NAA's Executive
Director.
The public hearing originally had been
scheduled to last three days, but was extended
an additional day because of the large number
of persons requesting to appear. In his opening
remarks, Board Chairman Donald J. Kirk noted
that Statement No. 8 has become possibly the
least popular of the Board's pronouncements.
He recognized that "although standard - setting
is more than a popularity contest ... the extent
of the concern expressed about Statement No.
8 was unprecedented." Mr. Kirk cited the many
complexities inherent in foreign currency translation, pointing out that it touches on every fundamental subject in the conceptual framework
project and that responsible people disagree
on those conceptual issues. He concluded with
the thought that "a popular solution may well
be impossible. The limits of accounting, the
need for evenhanded solutions to accounting
problems, and the harshness of the reality of
floating exchange rates probably make popularity irreconcilable with concepts and reality."
Mr. Chironna delivered a prepared presentation which drew on and clarified the MAP Committee's position on the exposure draft (MAP
Feb. '81) . He recited a series of implementation problems that the exposure draft would
create which are due, at least in part, to the
functional currency perspective adopted in the
proposed Statement.
Stressing the importance of retaining historical costs, Mr. Chironna said that using current
8

rates to translate long -term assets and liabilities does not create the problem of accounting
for inflation in hyperinflationary economies, but
merely accentuates its underlying deficiencies.
He also recommended that translation gains
and losses be split into two parts —those that
are realized ( related to transactions that have
occurred) and those that are unrealized (related to holding assets and liabilities to the current balance sheet date)— and that only the
realized portion be reflected in the income
statement.
As Mr. Kirk remarked, the accounting for foreign currency translation is a most complex
subject because of its relationship to other issues. Copies of the NAA position are available
upon request. Just drop a note to Ms. Rosemarie Coppola at the NAA office.

FASB to Examine Funds Flows
The FASB issued a discussion memorandum
on "Reporting Funds Flows, Liquidity and Financial Flexibility," which analyzes the issues
that will serve as the basis for a public hearing
beginning May 11 in New York City. Four reasons were cited for the Board's undertaking of
the project:
• Businesses often experience significant differences between income and fund flows.
• Information about liquidity and financial flexibility is needed to assess future cash flows.
• The currently -used Statement of Changes in
Financla/ Position often has been considered
lacking in usefulness.
• The project is needed as part of the Board's
development of a conceptual framework for
financial accounting and reporting.
Comments are due by April 13.

FASB Issues Two Concept Statements
The FASB has promulgated two statements of
financial accounting concepts, thereby adding
to its conceptual framework for financial accounting and reporting. Concepts Statement
No. 3, "Elements of Financial Statements of
Business Enterprises," defines ten key elements of financial statements.
Statement of Concepts No. 4, "Objectives of
Financial Reporting by Nonbusiness Organizations", specifies that financial reporting should
provide information useful to resource providers in making decisions about allocation of
resources; in assessing the services an organization provides and its ability to continue to
provide those services; and in assessing how
managers have discharged their stewardship.
MANAGEMENT ACCOUNTING/ MARCH 1981
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My compliments to Robert Hampton
on his excellent article "A World of
Differences in Accounting and Reportting" (Sept. '80). As a person weary
from my experience at the United Nations' Centre for Transnational Corporations in dealing with these differences
I was heartened by his wisdom that:
"The proper attitude [for harmonization of differences] lies between two
unhealthy extremes. The first extreme is a visionary view that the sole
mission is to stamp out all differences
everywhere and that success is defined as worldwide uniformity. Anything else means failure. The second
equally wrong extreme is a negative
view that the differences are so many
and so tough that harmonization is
an unreachable goal."
I would like to add that the differences which Hampton alludes to as "defying reconciliation" stem largely from
the social responsibility each country
places on its public accountants. American accountants are by no means unfamiliar with this responsibility. Have
they not from time to time deferred (albeit grudgingly, on occasion) to public
requests which have a greater social or
moral benefit than a business one?
Often, the international differences
may not even have much to do with accounting. For example, companies in
India must disclose in their annual reports the number of employees receiving total emoluments above a certain
limit. Chartered accountants in that
country are therefore required to opine
on this disclosure along with all the other financial information. This stems
from India's efforts to ensure a more equitable distribution of wealth.
Other countries have their own accounting and reporting "quirks." These
I do not believe obstruct harmonization.
They only call for a better understanding of national aspirations.
Rajeshwari R. Patel
Chartered Accountant, CPA
Chestnut Hill, Mass
1 MANAGEMENT ACCOUNTING /MARCH
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Data Sheet
Robert F. Randall, Editor

GAO: Pay -Price Standards
Had No Effect on Inflation
The voluntary pay and price standards established to reduce inflation actually had no discernible impact on inflation, the General Accounting Office has reported to Congress. In
citing the lack of evidence to prove the efficacy
of the guidelines, GAO said: "During the 21
months following the announcement of the
present standards, the price level as measured
by the Consumer Price Index (CPI) rose
24 % —a 13.1 % yearly increase. By comparison, the average yearly increase for the two
years preceding the establishment of the pay
and price standards was only 7.5 %." But perhaps the guidelines may have prevented even
greater increases in the rates of inflation and
unemployment? Not so, says the GAO, pointing
out the econometric evidence does not support
this claim. Its recommendation: the Council on
Wage and Price Stability should refocus its anti inflation efforts by placing its highest priority on
long -run measures to promote economic efficiency.

Amex Companies Call Government
Insensitive

Reports on Internal Controls Increase
A sample of 400 1979 annual reports surveyed
by Peat, Marwick, Mitchell & Co. indicated that
42% issued a report by management while
only 19% issued management. reports in the
previous year. Representations on the company's system of internal accounting controls
were included in 98% of those containing management reports. Those signing the management report included chief financial officer
(115), chief executive officer and chief financial
officer (45), chief financial officer and controller (10) and controller alone (5) . Last year the
Securities & Exchange Commission withdrew a
proposal that, if enacted, would have required a
management statement on internal accounting
controls. The SEC said that it would monitor
corporate reporting on this topic through Spring
1982 and then reconsider whether such reporting should be required.

Financial Salaries Up 4.3%
Financial starting salaries in 1981 are up an
average of 4.3% over 1980, according to the
latest Robert Half annual salary survey. The salary range for chief financial officers at companies with a $50 -$250 million volume is $50,000$80,000, a 4% gain over 1980. Salaries for
corporate controllers joining companies with a
volume of $750 million or more range from
$93,000 to $128,000, a gain of 1.4 %. Internal
accounting managers joining a medium -sized
company could expect to earn from $27,000 to
$31,000 —a 3.6% increase over 1980. Copies
of the survey are available from Robert Half,
Inc., a financial executive personnel agency.

Business /Accounting Briefs
In a survey of companies listed on the American Stock Exchange, 91 % of the chief executive officers sampled said they believe the federal government is insensitive to their needs,
and 53% complained they do not have enough
access to Congress, federal agencies, and regulatory bodies. The companies surveyed, 95%
of which have revenues under $350 million, are
called "mid -range growth" companies. The
CEOs have more confidence in their own companies than the U.S. economy: on a scale of
—100 to + 100, the CEOs give the U.S. economy a - 7 rating and their own companies a +7
rating. The first of its kind, the survey was sponsored by Amex, which plans future ones. Some
440 CEOs, 50% of its sample, responded to
the Amex survey.
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Touche Ross & Co. in Canada and Gardner,
McDonald & Co., have merged their Canadian
practices, effective Feb. 1, 1981 ... Touche
Ross' managing partner and chief executive officer, Russell E. Palmer, has been re- elected
for a one -year term as president of the Financial Accounting Foundation, which appoints the
members to the Financial Accounting Standards Board and exercises general oversight.
Also elected, as vice president of FAF, was
Kenneth S. Axelson (NAA —New York Chapter) senior vice president and director of finance and public affairs, J.C. Penney Co... .
Frank L. Greathouse, NAA - Nashville Chapter,
has been elected chairman of the National
Council on Governmental Accounting.
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How a Small Company
Evaluates Acquisition
of a Minicomputer
Top managers must be involved with the acquisition decision
so that they can address policy issues before they buy a computer
system — instead of after it is already in the office.

By Germain B. Boer and Sam W. Barcus, III
With increasing clerical costs, rising fees from
computer service bureaus, greater pressure for
timely information on key business activities, and
the falling price of minicomputers, small companies are increasingly turning to computer ownership as a means of survival in today's competitive
economic environment. Choosing the right computer from the bewildering array of machines,
manufacturers, and the alternative configurations
of system components can be a frustrating (and, if
improperly handled, expensive) experience for a
company.
To help managers and accountants deal with
this important decision, we describe here the process followed by an automobile leasing company
(which we call ABC Leasing) in making this crucial decision. We have altered information that
would reveal the identity of the company, but the
basic facts remain true to the actual case.
ABC Leasing
ABC Leasing is a licensee for a major auto rental company; its location in a resort city near the
ocean brings it both business and vacation customers. Annual sales volume is approximately $6
0025.1690/81 /6209 - 0673 /$01.00 /0

million, and the company has 60 full -time employees. Sales are expected to increase to $9 million over the next three years. The company has
rental offices at the local airport, in several downtown locations, and in two neighboring towns. A
local service bureau has been satisfying all its data
processing needs, but this operation recently increased its charges to ABC to $2,000 per month.
At this price the company decided it might pay to
purchase its own computer.
To get some idea of how to approach the problem, ABC managers attended a seminar on small
business minicomputer systems where they talked
to some managers from small businesses who recently had acquired computers. They learned two
important things from these conversations: (1)
approximately one -half the total costs of the system would cover the hardware, and the remaining
half would pay for the necessary software, supplies, consulting help, and assorted start-up costs;
(2) they needed help in gathering the right information, asking the right questions of vendors, presenting the appropriate information to the vendors, and specifying the exact output they wanted
from the system. ABC management approached
its accounting firm for help in gathering and evaluating information for the computer purchase deCopyright ® 1981 by the National Association of Accountants
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1. Study the present data flow within the company.
2. Compile and classify information requirements.
3. Get computer system proposals from vendors.
4. Analyze the proposals and then select the best
proposal from those submitted.
Data Flow Within the Company
After several weeks of data gathering by the
clerical staff at ABC, the company was able to
compile the relevant information necessary for
specifying the parameters of the system the company needed (Table 1). The data were important
not only to ABC but also to the companies that
would write the programs for the system because
company management wanted all software developed by outside software vendors. The company
president felt strongly that ABC should not create
a data processing department; therefore, the company would have to buy all its software from outside suppliers. This decision also meant that programs and machines acquired by the company
would have to be readily usable by the existing
clerical staff.
Finding out what information company managers need is no easy task, but ABC was able to
identify some obvious needs by looking at existing
problems. For example, monthly accounting reports useful for controlling operations and for
projecting cash flows arrived from the service bureau two or three weeks after the close of the
month. The clerical staff was gradually getting behind in its preparation of operational analyses,

Table 1
System Statistics
General ledger accounts
Digits per account number
Entries per month to all accounts
Contracts outstanding on any day
Payments received each month
Number of contracts processed monthly
Number of contracts in rental revenue master file
Payment vouchers per month
Number of entries per voucher
Number of vendors serving ABC Leasing
Journal entries per month for all disbursements
Automobiles bought and sold each month
Automobiles on hand
Number of digits in Automobile number
Number of digits in automobile serial number
Unidentified payments per month
Outstanding billable items
Unapplied cash items at any time
Payroll checks per week
Full time employees

1

133
6
900
1,600
1,400
7,900
50,000
240
8
200
1
250
1,200
6
6
250
900
1,500
100
60

with each sales increase putting them further behind. Given that sales would increase about 50%
over the next three years, it was clear the company had to automate existing procedures just to enable the staff to keep on performing its present
activities.
At the beginning of the output definition process, company managers were convinced that automation of accounting procedures was the most
important reason for buying a computer, but as
they worked with defining system outputs they began to realize the profit potential of a computerized rental revenue file. Their current system
showed a single number for sales revenue; however, the computerized rental revenue application
could show rental revenue at a level as detailed as
a specific automobile.
Such revenue detail would enable managers to
evaluate the profitability of alternative mixes of
corporation versus individual renters and small
versus large automobiles. It also would allow
them to evaluate the relative profitability of their
rental locations and to assess the profit impact of
various pricing strategies, strategies that involve
alternative prices for mileage and day charges. Finally, managers realized that information about
the most popular cars would enable them to alter
the mix of automobiles they owned by selling less
popular cars and replacing them with the more
popular ones. In this case, then, output definition
activities caused managers to shift their attention
from the automation of clerical tasks to consideration of the profit potential of rental revenue information.
After their detailed review of management requirements, the company managers decided to implement the six applications listed below. They decided to start with the general ledger application
because doing so would allow company personnel
to get acquainted with the system using familiar
data before they tried using the new information
from the rental revenue system:
1.
2.
3.
4.
5.
b.

General ledger and financial reporting
Rental revenue
Cash payments and batik reconciliation
Fleet fixed assets
Unapplied cash and items billable
Payroll

These applications formed what management
considered the basic components of the system the
company needed. The information required by
each application and the information flows among
these applications were illustrated in a visual overview of the system, which was most helpful in
enhancing communication between managers and
technical personnel. It also forced technical personnel to constantly be aware that no system component stands alone. The general ledger applicaMANAGEMENT ACCOUNTING/ MARCH 1981

"FORTEX
Fixed Asset System...
WeDi )U1 ht it,
we i n stalled it;
itworked immediately,
and beautifully, "
. 0 0

Wendell E Carlson
Director - Information Systems
Olympia Bre wing C ompanv
Olympia, Wa s hington

Mr. Carlson sums up the sentiments
of most of our customers after they
install a FORTEX Fixed Asset System. This software program, ca lled
PIMS (Property Info rmat ion and
Management System) is an operationally proven product; concise and
fully documented. It is an extremely
versat ile program, kept current with
any changes in legis lati on or acco u n t i n g p r o c e d u r e s t h r o u g h
our standard maintenance agreement. As Mr. Carlson
said, "It's so easy to implement. It's by far the easiest, most
st rai gh t fo rward s o ft ware p ack age I've ever b een
involved in."
With every software package, we supply expert technical support personnel, who have program experience
and functional know -how. They are expert in not only
system capability, but in documentation as well.
Whether you require a software package for fixed
assets, credit, or accounts receivable, Fort ex has a proven
system for you. Our systems are running now in many top
corporations; systems that are batch or on -line, systems
that are providing requested functional data in a format
and time frame desired.
We believe a system should give you the information

you want, in the form you find most
useful, at the time you need it. And
that's why we designed our systems
with true modularity and maintainability. They are adaptable to your
functional requirements.
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: 3121454 -1650.
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tion served as the unifying element in the total
system.
Not only did ABC managers have to specify the
overall information flows, they also had to select
those computer systems features compatible with
their policy of using the present clerical staff to
operate the new system. Working again with its
consultant, the company prepared the following
list of computer techniques that would satisfy
company needs:
1. On -line interactive processing;
2. Menu selection and program prompting for
data entry, inquiry, file update, and report generation;
3. Multi - programming capabilities;
4. Printer spooling concurrent with other functions;
5. Program prompting for such functions as paper changing and file mounting;
6. Preparation of special reports by users through
report writing software;
7. Multiple security levels to limit file access to
authorized individuals.
On -line interactive processing with program
prompting fit the company requirements well because input station operators need little experience in computer operations. They simply respond to the questions appearing on the screen,
and the system accepts only answers that fit a rigid set of constraints. The third requirement, which
allows the machine to perform several activities
simultaneously, was included at the suggestion of
the consultant who felt the feature would be important for the company. Printer spooling allows
operators to continue using terminals while the
system prints reports, i.e., running the printer
does not tie up the entire system so nobody can
enter data during printing operations.
Requirements five and six are important because of the limited data processing knowledge of
the personnel operating the machines. Prompting
for paper and file changes requires less sophisticated personnel than a nonprompting system.
Likewise, report writing software generally can be
quickly mastered by nonprogramming personnel
who can then create nonstandard reports from the
data files whenever the company needs them.
The final requirement arose out of management
concern about system controls. Large data processing operations employ enough people so that
various duties can be segregated to maintain adequate internal control. ABC, however, simply
planned to put the machine in a room where present clerical personnel would operate it. This room
would be open to all employees, and data entry
personnel would also print reports; in short, segregation of duties would be nonexistent. To compensate for this lack of separation, the company
MANAGEMENT ACCOUNTING /MARCH 1981

wanted to use machine controls to the extent technologically feasible. Purchasing software from an
outside vendor helped remove one severe control
problem usually present in small companies: program preparation and data entry by the same individuals. Use of a hierarchy of security levels, each
higher level giving access to larger portions of the
system, allowed the company to carefully control
which personnel have access to specific portions of
the computer system.
To make sure accurate data entered the system,
ABC decided it wanted editing procedures on
data input that included both field and multiple
field tests. Specifically, the company wanted the
system to edit for format, perform range tests on
data items, compare values to master file elements, and verify logical relationships between
and among fields. Field tests in an interactive system catch data errors while the operator enters
data, a feature that increases accuracy and allows
inexperienced personnel to correct mistakes before the input data becomes part of the data files.
Both these features were important to ABC because it wanted to use its present clerical staff to
operate the system. In addition to these input data
editing tests, ABC wanted input data, transaction
files, and master files processed under system con-
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Figure 1
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trol with each batch of data processed generating
co n tro l o r au d it trail rep o rts fo r user review.
On e o th er featu re th e co m pany considered that
fits ro u gh ly u n d er th e h ead in g of inform ation requ irem ents is th at o f do cum en tation. System docum en tation refers to th e p ro cedure m anuals, program listings, flo w charts, listin gs of test data used
to d eb u g p ro gram s, an d so o n , ABC m anagem ent
especially was con cern ed about this feature because it plann ed to op erate th e system with no
sp ecialized data p ro cessin g em ployees. This meant
th e in stru ctio n s fo r u sing th e p rogram s and hardware would have to be written in clear, precise
term s u n d erstan d ab le to th e p resent clerical staff,
it mean t ABC m an agem ent wo u ld have to carefully scru tin ize th e m aterial p rovided by the vendors
befo re accep tin g it, an d it m eant that ABC would
have to sp ecify to th e ven d ors in blunt term s that
pro gr am s an d h ard w are wo u ld be accep ted only
upon th e receipt o f d o cu m en tation suitable for
ABC personn el. Do cu men tatio n is im portant in
co m p an ies th at h ave a fu lly staffed data processin g dep artm en t, b u t fo r ABC it wasn't just important—it was ab so lutely essential. Those factors for
wh ich th e co m p any d ecid ed it needed clear documentatio n were: systems, programs, equipm ent
an d sy stem s o peratio n, u ser p rocedures, and data
co n tro l an d erro r co rrection p rocedures.
So licitatio n o f Ven d or Pro p o sals
Afte r it co m p leted th e st u d y of dat a flow and
18

managem ent inform ation requirem ents, the com pany m oved to the next step in the com puter acquisition process: solicitation of vendor proposal
with a reque st for propo sal (RFP). A request for
proposal tells har dware vendors and, in the case
of ABC Leasing, software vendors what the com pany wants from its system . The docum ent describes in detail the specific company requirements for output, perform ance, an d control
procedures. In addition, it provides inform ation
such as com pany size, num ber of em ployees, and
geographic location which helps vendors match
their products with the com pany's needs.
Vendors, however, are not the o nly ones who
benefit from a c arefully prepar ed RFP; com pany
managers benefit, too. Pre par ing an R F P forces
them to define just what they want from the system. They cannot use vague objectives like "better
decisions" or "im proved custom er service "; they
must articulate specific system objectives. For exam ple, instead of saying "w e want a com puter
that will solve our payroll problem ," managers
must explicitly describe the payroll problem. They
must specify the num ber of paychecks they want
produced weekly, or m onthly, the kinds of payroll
records t hey want, the t ypes of m anagem ent reports they want, and the degree of accessibility
different em ployees have to payroll data. For exam ple, at ABC top m anagers got directly involved
in defining system output. Even the company
president spent at least one full day reviewing line
by line every proposed report for the system .
Preparation of a detailed RFP dra ws m anagers
into the early stages of computer acquisition decisions by m aking them specifically state what they
want from the system before the com pany buys a
particular system . Managers have to face up to
difficult questions about information needs, the relation of com pany goals and the inform ation system, and the kinds of input media they want.
They do all this while they still have tim e to think
through the answers. Involvem ent in the R F P
preparation also helps top managers to learn
about the com plexity of the com puter acquisition
decisio n and t o develop healthier, more realistic
expectations about system results tha n if the entire decision were delegated to accountants and
data processing personnel. Their involvem ent exposes them to the risks and limitations of com puterized systems. For exam ple, at ABC Leasing
lengthy discussions ensued about who would have
responsibility for the com puter. The com pany
considered assigning it to the vice president of administration, the accountant or t o a n individual
who reported to one of these m anagers. Top management eventually selected the accountant because he was the focal point of m ost com pany
inform ation flows.
Keep in m ind that top m anagers do not always
have t o b e a s invo lve d a s t he pre sid ent of ABC
MANAGEMENT ACCOUNTING/ MARCH 1981
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Leasing was, but they do have to make policy decisions on the kinds
information the system
must produce, the technical competence
personnel the company will hire to run the system,
the resources the company will commit for system
controls, and the acceptable operating changes the
company will make to accommodate the computer system. As a result
this participation, top
managers come face to face with the policy implications of automated data processing; therefore,
they can address these policy issues before they
buy a computer system instead of after it is already in the office.
Because ABC Leasing wanted both software
and hardware vendors to provide services, the
company prepared a lengthy and detailed RFP. It
contained a section setting forth detailed input
and output specifications for each application and
a set of instructions telling vendors how they
should respond to the RFP. Because of the length
of this RFP (approximately 200 pages), we have
included just the specifications for the application
of the fleet fixed assets and a selection of excerpts
from the instructions for the vendors.
Detailed Specifications for Fleet Fixed Assets
The company described in a separate section of
the RFP the requirements for each application it

wanted to implement, so the RFP contained six
sections of specifications. Each one began with an
overall flowchart of the specific application, followed by introductory comments describing the
purpose and objectives of the application, a scope
section that described the specific things the application should accomplish, a set of desired application features, a listing of specific elements making
up the master file, and sample input screen formats and output report formats.
Figure 1 shows the overall flowchart for the
fleet fixed assets application. This flowchart provides an overview of the system highlighting the
inputs, major files, and the outputs generated by
this application. Such a flowchart enables readers
of the RFP to grasp quickly the overall structure
of the specific application; it can also show management and nontechnical personnel just what
this particular application accomplishes.
Table 2 shows the information that describes
the fleet fixed assets application. The introduction
gives a verbal overview corresponding to the flowchart in Figure 1, and the scope section lists the
specific activities ABC wants the application to
perform. Notice how specifically each function is
described to make clear to the software vendor
precisely what the company needs from this application. The same degree of precision shows up in

Table 2
Functional Specifications for Fixed Assets Application
Introductio n:
The fleet fixed system calculates monthly depreciation expense and
book gain or loss on fixed asset disposals. Straight -line depreciation is
used for risk cars and a negotiated depreciation rate is used for buy -back
cars. The system also produces periodic management and distribution
reports. Transactions such as Inventory Master File changes, additions,
and deletions are entered from a CRT screen and immediately affect the
appropriate file if edit and validation criteria are satisfied.
Scope:
The fleet fixed assets system should include all the processing necessary
to perform the following functions:
1 . Maintain a current file of all automobiles, including a complete
description of each car.
2. Process online inquiries by car number and display car description,
original cost, accumulated depreciation and net book value.
3. Process additions to the car inventory.
4. Process sales from the car inventory and calculate book gain or
loss on disposal.
5. Process changes to the inventory master file in order to modify
records.
6. Prepare addition, sales and depreciation reports for management.
System Features and Statistics
1. System Features
• On -line inquiry to the inventory master file
• Calculate book gains and losses
• Transactions cannot be processed without selected data elements
• Interfaces with general ledger system
• Provide facility for extraordinary depreciation due to special
circumstances
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2. Statistics
• Additions and deletions avg. /month
• Cars on file at any one time
• 6 digit car numbers
• 6 digit serial number

Current

Projected

250
1,200

400
2,000

Master File Data
Three files must be set up to run the fleet fixed assets system:
1. Fleet Fixed Assets File
Car number 16 digit)
Account number (6 digit)
Car serial number(6 digit)
Car description, including:
Year (2 digit)
Color exterior (4 digits)
Color interior (4 digits)
Type interior 14 digits)
# doors 0 digit)
engine type (4 digits)
# cylinders 0 digit)
accessories (5 fields of 2 digits with alphanumeric coding)
Year of purchase (vintage year) (2 digit) Original cost (7 digit)
YTD accumulated depreciation(6 digit)
Book value (6 digit)
Monthly depreciation (5 digit)
Proceeds from sale (7 digit)
Book gain or loss (7 digit)
Activeisold status 11 digit)
Date added(6 digit)
Date sold(6 digit)
Type of purchase tag 11 digit)
Rental /consignment tag (1 digit)
2. Transaction Log
Record of all maintenance to the inventory master file.
3. Report File
Contains data to be transmitted to the general ledger system.
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the description of system features and operating
statistics. Here again ABC Leasing describes exactly what it wants this application to do, and it
gives statistics about the transaction volume,
number of cars in the file, and the size of both the

Figure 2
Input Description and Screen Formats
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V. Sources of Input
2. Report of Vehicle Sale This form lists information
or vehicles that are sold
The sources of input for the fleet fixed assets
system follow Sample screens are shown on the
3. Pu a Re uest - This is a request to purge
following pages.
vehicles deleted and inactivated before a specific
1. Vehicle Information Addition or qtmn e
date The purpose of this request is to rid the
This form is used to add a new car to the fleet
file of unnecessary information
fixed assets master file or to change data ele
meets pertaining to a car already on file
Additional information concerning specific
features of each car will also be added to the file
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car numbers and serial numbers. ABC Leasing
provides data on each element in the master file in
such detail that the reader of this RFP can quickly calculate the storage space required for this
master file.
The next set of information on this application
describes the input for the fleet fixed assets application. Figure 2 shows this information. Notice
how the screen formats illustrate the prompting
messages that guide data entry operators through
the file maintenance steps for fleet fixed assets.
Table 3 shows the output instructions for the
fleet fixed assets application. Observe how ABC
Leasing first gave a verbal description of each report and then drafted a report format to illustrate
its description. Such a presentation leaves little
room for misunderstandings with the software
vendor who will prepare the programs to generate
these reports. ABC Leasing, however, mentioned
in its RFP that vendors who could provide improvements on the input prompting messages or
the output reports were welcome to offer such improvements provided they could show why their
approach was superior to that in the RFP.
The information in each section for the six applications was organized like that for fleet fixed,
assets and included the same degree of detail. Obviously, it takes a great deal of time for managers
to prepare this information, but it gives them a
chance to think about the exact form, content,
and character of the system they want for their
company. At ABC Leasing the president spent
about 50 hours working on the RFP, the vice
president of administration about 120 hours, and
the accountant 200 hours. In addition, the consultant from the accounting firm devoted another
200 hours to the project. Managers have to go
through this kind of detailed analysis to create an
effective system, and doing the analysis before
buying a computer enables them to buy a system
that fits company needs instead of trying to make
company needs fit an already purchased system.
Also, specific details like these helped ABC to
evaluate the adequacy of vendor responses because the vendor who cannot provide what the
company wants stands out clearly. As an added
benefit, the analysis educated managers to the
point that they could confidently discuss their
needs with the various vendors.
To help insure that responses to the RFP would
be easy to analyze, ABC Leasing provided vendor
instructions, some of which are illustrated at the
first part of Table 4 (note the use of a bidders
conference to clear up misunderstandings), and a
detailed questionnaire which the vendor was
asked to use for responding to the RFP. The second part of Table 4 shows two excerpts from this
questionnaire. Such a device greatly enhances the
comparative analysis of the vendor responses, an
analysis that allows company managers to look at
MANAGEMENT ACCOUNTING/ MARCH 1981

the relative costs and benefits of each system. A
standard data format facilitates this comparison
because the same information about each vendor
is located in the same place on each response.
Managers don't have to search through pages of
information about the system to find the total
price of the system —the price is in a location dictated by the company buying the computer, The
RFP and accompanying instructions were delivered to six vendors whom the company thought
would be able to provide the system it wanted.

ABC Leasing sent RFPs to only those vendors its
accounting firm consultant identified as having
the ability to satisfy the company's needs.
Evaluating Vendor Proposals
The final step in the computer acquisition process deals with choosing a system from those proposed by the vendors. ABC management began
this final phase by carefully reviewing the proposals for completeness and for responsiveness to the
RFP. A list of questions was prepared for vendors

Table 3
Output Description and Report Formats for Fixed Assets
O utp ut D o c u m e nt s an d R e p o r ts and S c re e n L ayo uts
The spe cific o utput reports are de scribed below. Following these brief desc riptions are example s of re port fo rmats.
1. Active Flee t Inve ntory
This report is sorted by fleet status, account number and purchase year end and includes a full description of

For ABC
L easing,
documentation
wasn't just
important —it
was absolutely
essential.

each car
in the fleet inventory. This same data may also be requested sorted by type of purchase tag or rentallconsigned tag or
by c ar numb er. Re ports will have s ubto tals at co ntrol b reaks.
2. Vehicle Deletions
This is a monthly report listing all cars disposed of by car number. It includes original cost, accumulated depreciation,
vintage year, proceeds and book gain or loss o n disposal. It also accumulates depreciation and proceeds for all cars
disp os ed of within e ac h vintage ye ar. The rep ort is so rte d by re ntallc ons ig ne d and inc lud es s ub totals at co ntro l
breaks.
3. Extraordinary Deprec iation Report
This is a mo nthly report listing all c ars dis pose d of by car num ber using e xtraordinary de prec iation.

ABC Leasing Active Fleet Inventory

purchase

Active
sold

Rentall
consign
tag

x

x

x

XXXX

xxxx

X

x

x

xxxx

xxxx

Type of

Un)tfacetlserial
no

Purlmod
_yr

Makohn dal

xxxx

xx

xx

xxx

xxxx

xx

xx

xxx

Accessories

orig cost

Month
depr

xxxxx

xx xx xx xx

xxxx.xx

xxxxxx

xxxxx

xx xx xx xx

xxxx.xx

xxX.Xx

ABC Leasing Vehicle Deletions Month, Year
Unit
2!1-

serial

Xxxxxx
xxxxxx

xxxxxx
xxxxxx

Vint
year

Coal

xx
xx

xxxx.Xx
xxxx.xx

xxxxx.xx

xxxx.xx

Totals for location
YTD total for xx
YTD total for Yy
YTD total for zz
YTD total for as
YTD total for all years
Grand total
YTD total xx
YTD total yy
YTD total zz
YTD total as
YTD grand total

Orig

Accum
deprec

PrOLVada

Gain
(loss)
xxxxxx. xxx

XXXXX. xx

xxxxx. xx
xxxxx.xx

xxxxx.xx

xxxxx.xx

xxxxxx.xxx

xxxx.xx

xxx
xxx
XXX

xxxx.xx

xxxxx.xx
xxxxx.xx
xxxxx.xx
Xxxxx.xx
Xxxxx.xx
xxxxx.xx

of units

XXXXXX.XXX

XXXX.Xx

xxxxx.xx

Number

xxx

xxxxx.xx
xxxxx.xx
Xxxxx.xx
xxxxX.xx

xxx
xxx
xxx
XXX

XXXXX.XX

xxxxx.xx
xxxxx.xx

xxx
xxx
xxx

XXXXX.Xx

XXX

ABC Leasing Extraordinary Depreciation Month, Year
Unit

Serial
no.

Vint
year

no.

xxxxxx
xxxxxx
xxxxxx
xxxxxx
Totals for location
YTD total for xx
YTD total for yy
YTD total for zz
YTD total for as
YTD total for all years
Grand total
YTD total xx
YTD total yy
YTD total zz
YTD total as
YTD grand total

xx
xx

Orig
cost

Accum
deprec

xxxx.xx
xxxx.xx
xxxx.xx

XXXXX.Xx

xxxxx.xx
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XXXXXXx

xxxxx.XX

xxxxx.xx
xxxxx.xx
xxxxx.xx
Xxxxx.xx
xxxxx.xx
xxxxx.xx

Proceeds
xxxxx.xx
xxxxx.xx
xxxxx.xx
xxxxx.xx
xxxxx.xx
xxxxx.xx
xxxxx.xx
Xxxxx.xx
xxxxx.xx
xxxxx.xx
xxxxx.xx
zXXXX.Xx

xxxxX,xx
xxxxx.xx

Gain
Ilow)
xxxxxx.xxx
xxxxxx.xxx
xxxxxx.xxx

Number
of units

xxx
XXX

xxx
xxx
xxx
XXX

xxx
XXX
XXX
XXX
XXX

xxx
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submitting proposals with deficiencies such as
missing data or incomplete responses to specific
points in the RFP. Vendors were asked to answer
these questions to clarify the ambiguities in their
proposal. Unsatisfactory responses to these questions provided grounds for dropping a vendor because company management felt such unresponsiveness was a good indication of ,the service it
could expect from this vendor in the future. After
clarifying these points the company summarized
the vendor proposal data in a format that facilitated vendor comparisons. To do this summary,
ABC management simply created a large spread
sheet that assigned columns to each vendor and
rows to the specific elements related to each vendor. Table 2 contains excerpts from this analysis
illustrating comparisons for hardware and software.
Consider the data on memory, for example.
Vendor A offers only 64K of main memory while
three of the other vendors propose twice that
amount. Also, all machines have the capability of
expanding main memory to 256K except Vendor

D who can expand to 512K. The importance of
main memory size hinges on its constraint on application program size, number of programs running concurrently, and the speed of system operation. Disk storage was also important to ABC
Leasing because its rental revenue file required at
least 50 million characters of storage, and the
company wanted the ability to add more disk storage without moving to a different machine.
A comparison of disk storage proposed by the
various vendors shows that they varied from as
little as 32 million characters for Vendor B to as
much as 160 million characters for Vendor E. Additional disk drives can easily be added to Vendor
B and Vendor C machines, and Vendor D and
Vendor E provide removable disk packs which allow the company to add as many more disk packs
as they want for storage although these systems
provide direct access to only two disk packs at any
one time. The company planned to use tape storage for backup only, so all vendor tape systems
were adequate for ABC needs, however, Vendor
A proposed a floppy disk system instead of tape

Table 4
Instructions Sent to Selected Vendors
Proposal instructions
Propo sals must include all of the follo wing elem ents in order to be considered:
1. A manage me nt s um mar y in non - technical language de sc rib ing the
total syste m, services , and capabilities of fered to AB C Leasing.
2. Completed questionnaires describing hardware conf iguration and
cost, software design and cost, and general information. These questionnaires must be c ompleted in the pre scribed f ormat and should be
supple mented by additional inf orm ation required to describe the
pro pos ed sys tem s o r to exp lain d eviations from the s ystem spe cif ications.
A bidder's conference will be held approximately one week after bids are
issued to allow vendo rs to ques tion details outlined in the RF P. Vendors
will be no tified of the time and plac e as early as possible.
It is the d es ire of A B C Leasing manage me nt that de mo ns trations be
deferred until after proposals are evaluated.
Har dwa re Ve ndo r Que stion naire

Main memory not available to user
Cycle time (microseconds)
_
Arithmetic precision (99,999,999.99 required)
Hardware multiplyldivide?
_
Number of concurrent tasks
2. On -line data inputloutput
_
Model of CRT -Number of units proposed
expandable to
Rated speed (BAUDI
Model
Screen size and format: lines _
Keyboard
Ten key pad? .
Special features

_

characters I line

—_

3. Other hardware features:
Virtual memory?
Response time (sect with 4 terminals active:
lognn
data entry
Approximate time to sort a 3,000 record file of 200 character records on a 20
character (alphanumeric) key in ascending sequence
The sort disk work space required for the above operation
Special hardware features

Vendor name:
Vendor address:
4. Training
User Instruction method
Clas s loc ation_ _
24 hour system help?
Additional training cost l hr

Telephone
Local contact
Name or model designation of
proposed system
Date first announced
Date first delivered
Number installed Total
Locally
Projected delivery date

_-

5. Maintenance
—
-

- _

-

Proposed hardware configuration
1. Central processor
Model
__
Word size (bitslword)
Main memory size IK words) - proposed
expandable to

22

_

—

—

— -- — - —

Service center location
Ratio customers r technicians
Preventive maintenance period
Average service call response time
Maintenance hours
Parts inventory location
Backup location
Software r hardware enhancement cost

—_

—
_

6. Environmental
Temperature 1 humidity range
P - -

Floor weights (heaviest piece!
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for this purpose. Disk access time and main memory time were important for this system; but all
the proposed systems were approximately equal
on these elements making them unimportant in
the vendor selection decision.
In evaluating software, ABC management was
interested in the features available with standard
accounting packages —the greater the number of
features available from a standard package, the
better —and it was concerned with both the time
required to complete the custom software programming and the understanding of ABC requirements demonstrated by the vendor. Vendor A can
complete custom software faster than the others,
but speed without quality would not help the
company. Consequently, ABC management visited current users of Vendor A software, looked at
the number of technical personnel on the staff,
and assessed the company "track record ".
Table 3 gives a cost summary for the various
vendors. Note the level of cost detail. Costs are
shown for individual system components for both
hardware and software, and this breakdown helps
management make decisions on cost trade -offs
among different components. For example, management may consider shifting from disk storage
to tape storage. With the cost detail shown here it
can quickly estimate the cost impact of these
changes.
All Factors Are Relevant
Cost, of course, doesn't give the full picture.
For instance, ABC Leasing looked at factors such
as current user satisfaction with a vendor, the
number of systems sold to date, the total years the
software vendors had been in business, and the
number of companies using the software produced
by the software vendor_ Company managers also

Mark
Your
Calendar

asked these questions: Is a terminal "locked up"
while the printer is running? Are data items protected from erroneous update when two or more
programs request that item simultaneously? How
much does response time slow down when one
additional terminal is added to the system? They
looked, too, at the expandability of the system to
make sure the system could grow with the business. More importantly, they looked at whether
the system could produce reports on time, i.e., regardless of the amount of main memory or the
access speed of the disks, management wanted a Preparing an
system that delivered information on time.
RFP forces
Finally, the managers considered how fast the managers to
vendors could fix a machine if it breaks down; define just what
that is, they evaluated the location of maintenance
they want from
personnel, their hours of availability, the number
available, and the comments of present customers a system.
on vendor maintenance service. ABC managers
visited user installations and attended company
demonstrations. They actually used the equipment to see how easily errors could be corrected,
screens could be read, and paper could be loaded
into a printer. Numerous other factors received
the attention of ABC Leasing management, but
this sampling of factors gives an indication of the
care and deliberation that went into the computer
selection process.
Choosing a minicomputer is a significant decision which has an impact on all phases of a company's operation. Accordingly, this decision deserves the care that any major expenditure of
$100,000 receives in most companies. The analysis
presented here illustrates the elements, factors,
and processes one company used to study this decision. Any company embarking on this process
can learn from the detailed analysis this company
performed in order to make its decision.
-1

Continuing Education Program, Spring 1981
March 9 -13, New York, Roosevelt Hotel
March 23 -27, Nashville, Hyatt Regency
April 27-May 1, San Francisco, Sheraton Palace
Conference Program, Spring 1981
May 12 -14, New York, New York Statler
Topic: Increasing the Productivity of the Financial
Manager Through Effective Use of Computer Technology
• Financial modeling and forecasting
• Accounting and financial software packages
• Computer graphics
• Minicomputer: decentralized data processing
• Computer fraud control
For further information, contact Patrick L. Romano,
Continuing Education Department, NAA. J21 2) 754 -9759.
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Eliminating Low Profit
Product Lines
Selling and liquidating product lines is not a pleasant task,
but it is a necessary one.

By M. D. Menssen
The best single measurement of results for a business operation is return -on- investment. When the
controller reviews these results with operational
management, it is helpful to expand this relationship of return on assets. The two components of
M. D. Menssen Is group return on assets are profit margin and asset turncontroller of the over. The relationship can be stated as follows:
Electrical Products
Group of the 3M
Company. He holds an
MBA degree from the
University of Minnesota
and a CMA. Mr.
Menssen Is a member
of the St. Paul Chapter,
through which this
article was submitted.

24

Sales X Profits _ Return on Assets
Assets
Sales —
Although increased turnover is important in
improving the return on assets, I am concerned
with improving the return on assets by improving
profit margin. For my purpose here, it is assumed
that for the low profit margin product lines the
turnover cannot be improved and the profit margin is insufficient to yield an acceptable rate of
return on assets.
There has always been a long -term trend of decreasing profits as a percent of sales. Increased
cost of salaries, labor, overhead, and materials,
along with desires for expansion into less profitable operations, have put downward pressure on
profit margins. Prior to 1973, salaries, labor, overhead, and material costs tended to gradually, but
steadily, increase. In most product lines these cost
increases were offset through increased productivity, small increases in selling prices, and introduction of new products with higher profit margins.
Since 1973, this equilibrium no longer exists. Government regulation of prices, substantial price increases for basic commodities, and significant in0025- 1690/8116209- 3570/$01.00/0

creases in the cost of labor without offsetting gains
in productivity has resulted in lowering profit
margins for many small companies and divisions
of large corporations.
6 Steps to Improve Profit Margins
The actions needed to improve profit margins of
these divisions and companies are:
1.
2.
3.
4.
5.
6.

Increase selling prices.
Substitute low cost material.
Decrease the usage of material.
Increase the output of labor and equipment.
Increase sales, hold discretionary spending.
Eliminate low profit margin products.

Action 1, 2, 3, and 4 have been sufficient prior
to 1973 to maintain profit margins from erosion
caused by long -term cost pressures. Action 5 was
important during 1976, 1977, and 1978 when sales
were returning to normal from the 1975 recession.
Item 6 is important today; therefore let us focus
on resolving the problem of low profit margin
product lines with the intent of improving division
and company profit margins. There are three major methods of eliminating low profit product
lines— improve them, sell them or liquidate them.
In order to determine whether or not the product line can be brought up to an acceptable profit
margin level, a five year plan that includes both
income and asset management must be developed
(see Table 1). This plan must be attainable, action- oriented, and have the commitment of everyone in the organization. If the controller believes
any one of these three conditions do not exist, he
Copyright © 1981 by the National Association of Accountants

1.
2.
3.
4.

Sales are off by more than 20 %.
Any category of costs are over by 10 %.
Profits are under forecast by more than 30%
Investments are over forecast.

A quarterly report, with the same format as the
plan, of the actual results will give the general
manager and the next level of management control of the results. The managers in charge of improving the product line will know in advance
that if the project deviates from these parameters,
they should start preparing for a review by management. The original plan and the comparison to
actual should always be presented at these reviews. There is always the tendency by product
line managers to want to change the basic plan.
Such action should be avoided at all times, for it
simply prolongs the day of recognizing that the
product line should be terminated. The objective
of the plan, the quarterly report, and the automatic review is for motivation, communication, and
elimination. We hope the latter will not take place.
Selling the product line is one alternative in the
elimination of low profit margin product lines.
Timing of the sale is crucial. The adage that you
can't sell a dead horse applies to product lines as
well as horses. Old products with low profit margins may need some repair work before they can
be sold. This can be achieved by decreasing the
number of products in the line, eliminating bad
debt accounts, collecting on accounts that are past
due, and improving the appearance of the plant
and equipment. Don't appear desperate when selling a product line. Shop around for a customer
who will have the greatest advantage in owning
the product line. Price may not be the only factor
in selling the product line. The ability of the purchaser to continue warranties and service may be
the deciding factor. A number of financial arrangements are available; the important thing to
remember is to find an arrangement that is beneficial to you and the purchaser.
MANAGEMENT ACCOUNTING /MARCH 1981

Table 1
Operating Plan of the

Product Line

(in M dollars)
1980

1981

1982

1983

1984

Profit f} loss
Net sales

%

Factory cost
Material
Labor
Operating o.h.
Other o.h.
Depreciation
Total
Laboratory
Engineering
Mktg 8 sales cost
Administration
Freight
Total cost
Profit or loss
%

must bring this to the attention of the general
manager and insist the plan be reworked until the
conditions are met. Unrealistic plans lead to poor
decisions and poor decisions result in low profit
margins. Plans need to be action- oriented so that
when actual results deviate from plans, the manager knows why, how, when and where the deviations took place. Commitment to the plan is essential to keep everyone working on the same goals.
An uncommitted organization lacks purpose, direction, pride, and enthusiasm. All of these are
essential for attaining results. if the plan indicates
that improved profitability results in a satisfactory
return on assets, the product line should be given
another chance. At this time, pre -set ranges for
automatic review by the level of management one
step above the general manager should be established. These pre -set ranges could include:

Add'I investment (by year)
Inventories
Cash & accts rec.
Mold b dies
Machinery

Table 2
Termination/ Liquidation Checklist
1. Identify the employees who are involved with the product line.
Separate the employees into categories by the amount of time they
spend on the product line.
2. Remember this is an emotional experience for these employees.
Their hopes and dreams will be shattered.
3. Help the general manager find promising jobs for as many
employees as possible. The controller usually knows the employees
well, and also is aware of other more potential product lines that
need additional resources. Insist the remainder be terminated. No
one wants to be employed where he is not needed, and if he does,
you don't want that kind of an employee.
4. Identify the customer's concerns such as warranties and design
problems.
5. Identify the exclusive and the jointly used equipment.
6. Transfer equipment to other product lines where possible and
scrap or sell the remainder. Don't hang onto the equipment. Someone will always want to resurrect the product line.
An advantage of selling a product line, instead
of terminating and liquidating, is continued cusContinued on page 33
25

The Politics
of Standard Setting
In dealing with accounting inconsistencies, keep in mind that rules
are responses to problems and not necessarily solutions to them.

a&

By Murray J. Bryant and Mary Claire Mahaney

Mary Claire Mahaney is
a faculty member at the
Graduate School of
Business
Administration,
University of Michigan.
She has a J.D. degree
from the University of
Cincinnati. This article
was submitted through
the Cincinnati Chapter.

Standard setting in the accounting field is a political process, although many management accountants and accounting practitioners do not want to
accept this conclusion. Any theory of accounting,
therefore, must be a positive one, rather than a
normative postulate.
A positive theory describes existing patterns of
behavior, and as such it is neutral; that is, it does
not evaluate that behavior. The purpose of such a
theory is simply to describe behavior. A normative theory by contrast attempts to provide the
standards by which to evaluate behavior. Such a
theory is prescriptive and is founded upon a set of
assumptions about the world and the behavior of
human beings. The normative approach to accounting has been rejected on the grounds that it
is impossible to achieve consensus on an appropriate paradigm.' As a result of the failure of normative theories, current theories of accounting have
concentrated on a positive approach.2
Several advantages to accounting flow from a
positive theory. A positive theory provides hypotheses capable of empirical verification. Further, it furnishes a basis, albeit a skeletal one, by
which to evaluate the economic consequences of
accounting standards. Finally, a positive theory
provides a rationale for users of accounting to understand the often contradictory and ad hoc character of accounting standards.
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We approach the process of standard setting
here in four steps. First, we discuss the purposes
served by setting accounting standards. Next, in
considering the process of regulation, we suggest a
descriptive framework of the process of policy
making. The notion that standard setting is a political process may well disturb many readers
trained in a normative model of accounting theory. Nevertheless, the idea of the development of
accounting theory as a political process does serve
explanatory purposes and does have support in
the accounting literature, as May and Sundem
note:
[ I] n practice as well as in theory, the social
welfare impact of accounting reports apparently is recognized. Therefore it is no surprise that
the FASB is a political body and, consequently,
that the process of selecting acceptable accounting alternative[s] is a political process. If
the social welfare impact of accounting policy
decisions were ignored, the basis for the existence of a regulatory body would disappear.
Therefore, the FASB must consider explicitly
political (i.e., social welfare) aspects as well as
accounting theory and research in its decision.2
Third, we consider the history of FAS No. 8,
"Accounting for the Translation of Foreign Currency Transactions and Foreign Currency Financial Statements," within the context of the frameCopyright © 1981 by the National Association of Accountants

work. Finally, we note insights this framework
provides.
Regulation: Its Rationale
In order to understand the standard - setting
process itself, we must consider the rationale for
the setting ofany standards at all. Furthermore,
we look at the ostensible purposes for regulating
business behavior in general and the process by
which that regulation occurs.
The public consists of individuals, living in a
community, who share their responsibilities and
advantages. The public sets out to achieve certain
goals in its daily existence; among these are economic, social, cultural, educational, and religious
goals. We are here concerned with the manner in
which the public achieves its economic goals
through the setting of policies.
Economic goals have two dimensions: efficiency
and equity.° Efficiency means that the use of resources cannot be improved, i.e., there is no waste
or avoidable destruction. Equity means a fair distribution of economic benefits among citizens. The
meaning of "fairness" depends upon the values of
the individuals in the community, and disagreement over its meaning generates the political
process and its concomitant activity.
Legislatures and regulatory bodies generally do
not perform their functions in isolation from the
rest of the public. The policies set by the political
process itself, at least in the ideal democratic society, reflect the will of the individuals in the community. How well the policies reflect the public's
values poses a subjective question. Ideally, each
individual has equal access to and control over the
policies determined through the political process
because each individual has one vote. Information, however, has a high cost, and the expected
value of the vote is small; therefore as a practical
matter, the power structure acting through voluntary associations of individuals with common interests has diluted the power ofeach individual's
vote. Members ofassociations pool their resources
and, through collective behavior, e.g., lobbying,
produce results in the political arena which exceed
the results they would have produced ifthey had
acted alone. Of course, certain material costs of
lobbying, e.g., communication costs, necessitate
consideration, but because of economies of scale
the expected benefits of collective behavior still exceed its costs.
Historically, regulation arose from the public's
interest in enhancing its physical welfare; in fact,
some of the first regulations of business in the
United States grew out of the public's desire to
protect the health of its members rather than their
economic interests. The power of the state to regulate business as it affects the health, safety, and
welfare of the public derives from the state's police power. Today, however, much federal regulaMANAGEMENT ACCOUNTING /MARCH 1981

tion of business has as its basis the Commerce
Clause ofthe United States Constitution. No longer are the participants in the political process of
regulating business concerned solely with the noneconomic interests of the public; to the contrary,
contemporary consumer groups enter the political
arena to influence the process leading to the adoption of laws and regulations that touch upon nearly every aspect of the individual's existence, including his economic interests. The "public"
views regulation of business as indispensable to
protect the public from all the forces of a pure
market economy, i.e., from entrepreneurs who operate solely from a profit motive.
One distinct subset of consumers is the community of investors, including prospective and present stockholders, bondholders, and other creditors
of firms. Investors use accounting information,
along with other information, to allow them to
make choices in the capital markets. Just as the
members of the general public, as consumers, demand products to fill their needs, so investors in
order to make informed decisions require a suitable product with which to make their investment
decisions.
Ideally, the information on which investors
base their decisions should be "accurate"; it
should be impartially reported, and it should be
consistently reported, so that comparisons can be
made. The need for impartial reporting of accounting information led to the use of generally
accepted accounting principles (GAAP), the requirement of "full and fair" disclosure in a company's prospectus, and the necessity for filing with
the Securities & Exchange Commission periodic
reports which present fairly the company's financial position.
Two objectives of impartial reporting of accounting information are that "like" things be reported in a "like" manner and that independent
observers attest to the reasonableness of the reports. Because of the need for uniformity of standards, and spurred on by certain crises in the securities market —for example, the stock market
crash of 1929 —the "public" through the legislative process has made a case for taking the responsibility for setting accounting standards to meet
these objectives out of the hands of management.
The public has placed that responsibility upon a
governmental body —the SEC. The SEC in turn
has tended to delegate that responsibility to a private body —first the American Institute of CPAs
and currently the Financial Accounting Standards
Board (FASB).
In the two major pieces of legislation governing
the securities market, the Securities Act of 1933
and the Securities Exchange Act of 1934, Congress delegated authority to the SEC to determine
the accounting practices used in the financial reports of corporations subject to those laws. An

Lobbying for
accounting
standards is
carried on by
those groups
which have the
most to gain
and most to
lose —large
companies.

P7

An accounting
standard is the
result of a
complex series
of compromises
made by the
FASB.

examination of the ensuing interaction between
government and the private sector highlights, and
to a certain extent, explains the shared responsibility between the public and private sectors for
enforcement of the securities laws. Unfortunately, accountants have been unable to agree on the
objectives of accounting and on the principles on
which accounting is based.
The fact that the SEC has relied to a large extent on a nongovernmental body to establish accounting standards has raised some questions as
to whether those standards were set in an atmosphere free from bias. In fact, the accounting profession is legally bound to use FASB accounting
standards recognized by the SEC. The FASB is
appointed by and subject to the Financial Accounting Foundation (F AF ). The difficulty is
that the FAF is a severed arm o f the AICPA,
which in turn is controlled by the accounting profession itself, most notably by the "Big Eight" accounting firms.' And while the accountant's value
in auditing ostensibly lies in his independence
from management, some observers espouse the
view that the relationship between auditors and
the firms they audit takes on a symbiotic cast.'
A Positive Framework
The framework as outlined in Figure I describes the sequential nature of standard setting.
Watts and Zimmerman argue that large companies have an incentive to lobby for accounting
standards. They observe that information is costly, yet the expected value of an individual's vote is

low. As a consequence, lobbying activity for accounting standards is carried on by those groups
in society that have the most to gain and most to
lose, i.e., large companies. The return to large
companies is twofold. First, many management
contracts and debt covenants are stated in terms
of accounting numbers; thus managers of those
companies have much to gain by either retaining
the status quo or, alternatively, arguing for particular standards that are not going to affect adversely those contractual arrangements. Second, large
companies are very visible in the "public eye,"
and therefore managers of those companies tend
to favor accounting standards that reduce accounting income numbers. The underlying motive
for such behavior presumably rests upon the idea
that "too high" of an accounting income number
invites public scrutiny, including allegations of
monopolization, leading to demands for more regulation or even for divestiture of parts of the organization. Of course, management also will avoid
an accounting income number that is "too low,"
presumably because it will unfavorably affect the
market value of the firm's stock. Management attempts to reach a compromise based on these inconsistent behavioral goals (i.e., "bottom- line"
pressure). It follows that large companies tend to
lobby most vigorously for or against particular accounting standards proposed by the accounting
policy makers, even though such lobbying activity
costs economic resources.
The policy- making body, in this instance, the
FASB because of the role that the SEC has chosen

Figure 1
A Diagrammatic Representation of the Process of Accounting Standards Setting
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to give to it, is the primary selector ofaccounting
standards. In this role, the FASB is charged with
the task of improving financial reporting, as noted
by its chairman, Donald J. Kirk:

The Board must
weigh
competing
claims about
particular
standards based
upon some
arbitrary
assumptions.

are

hying agents renew their lobbying of policy- makers.
Third, because rules are made in the context of
society as a whole, the rules themselves might affect
firms inequitably within an industry. Consequently, policy makers must weigh the potential harm
The role of the FASB is to improve financial from a rule as applied to one section of the comreporting with due regard for the problems and munity against the benefits bestowed on other secneeds of preparers and users of financial infor- tions of the community, e.g., the balancing of the
mation, while at the same time being respon- interests of those opposed to FAS No. 19 with
sive, but not subservient, to various pressures — those in favor of FAS No. 19.
including those from government."
When the FASB proposes a rule, it solicits
comments from interested parties. As Watts and
In the same article, Kirk argues against setting Zimmerman point out, the major groups who subfinancial reporting standards in a political arena mit comments are the large companies that will be
because the standards would then be subject to most affected by the rule. As Thornton argues,
manipulation based upon the pressure of the mo- managers have rational expectations of how the
ment. It is, of course, difficult to distinguish be- policy makers intend to act. 1I The sources of such
tween his two seemingly contradictory statements. rational expectations are both formal and inforIn the context of the framework we suggest, both mal, and in the usual case, managers may have
statements indicate a political process; that is, the already anticipated the form ofthe proposed rule.
Board must weigh competing claims about partic- However, at times the substance of the proposed
ular standards based upon some arbitrary assump- rule or the way it is written takes management by
tion about the net overall benefit to society of the surprise. This surprise value may be observed in
proposed standard.
the context of negotiations between management
The presumption that accounting policy is and potential bondholders over the terms of debt
made within the context of a political process re- covenants. If, as a result of the pronouncement of
quires justification. In some respects we have al- a rule after the parties have entered into the loan
ready provided that justification in our earlier dis- contract, management's perceived freedom in recussion on the purposes and objectives of regula- spect to the corporate debt structure is dimintion in general and of accounting regulations in ished, management will alter its behavior to guarparticular. The ultimate goal ofregulation in gen- antee that the covenants are not violated. In such
eral appears to be the striking of a balance be- a scenario, not only are firms likely to exert heavy
tween the costs of regulation and the benefits ac- lobbying pressure on the Board, but managers
cruing to the public from a different allocation of may make behavioral changes involving alternaresources than that which results from the opera- tive resource allocations.
tion of all the forces of a free market. Likewise,
The promulgation of a rule that management
accounting regulation proceeds toward the goal of views as unsatisfactory leads to three options for
maximization of overall social welfare through a management. First, because of its reluctance to
political process similar to the process by which comply with an FASB ruling, management may
government carries on its typical regulatory func- try to convince its auditors that the disputed
tions. Because regulation occasions a chain of amounts are immaterial and that a qualified audit
gains and losses to individuals and organizations, report is therefore unwarranted in the circumthe wise regulator identifies which of his constitu- stances. This option includes the situation in
ents will suffer as a result of the regulation and which managers merely acquiesce in what they
which, ifany, will benefit.
regard as an unsatisfactory rule. Second, managers
may alter their behavior as a result of the inThree Insights
formation they are required to report. InformaWhat insights do we gain from these observa- tion inductance is the term given to this
tions? First, an accounting standard should not be phenomenon. I' In the context of standard setting,
conceived of as the "best" representation of eco- inductance has two dimensions: altering contracts
nomic reality, notwithstanding the assumption that so that the form of the rule is followed but the
the purpose of accounting is to model economic underlying purpose is not met, i.e., the law's fareality.9 The representation ofeconomic reality is miliar "form over substance" notion, and altering
the result of a complex series of compromises economic decisions so that the effect ofthe rule is
made by the FASB after weighing the evidence thwarted.
received from the electorate at large.
Third, managers will renew lobbying activity to
Second, ifwe concede that compromises inhere alter the rule, while arguing perhaps that the ecoin the political process, we may conclude that stan- nomic circumstances of their companies have
dards are not permanent; rather, they
likely to changed. This last strategy is at best a long -term
change as circumstances change or as the chief lob- one because rules generally possess a compliance
MANAGEMENT ACCOUNTING/ MARCH 1981
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date close to the promulgation date. Also, management may find added value in the strategy
renewed lobbying on a "settled" issue because the
lobbying activity may divert the FASB's attention
from sensitive issues still on its agenda.
FAS No. 8 Illustrates Thesis

of

of

of

of

of

The evidence
indicates that
managers have
made new
economic
decisions as a
result of a
bookkeeping
change.

The history of FAS No. 8 gives substance to the
framework for analysis, although other standards
could have been used for equal effect. In the initial
exposure draft published October 19, 1973, the
FASB merely stressed the need for more disclosure of the methods used to translate assets and
equities held in foreign currencies. It seems clear
that the floating
the U.S. dollar early in 1973
brought about the increased recognition of the
foreign currency issue. Further, the pressure on
the dollar due to international uncertainty, largely
as a result of the oil crisis, perhaps increased the
the foreign currency issue. Then in
awareness
the discussion memorandum of February 21, 1974
and the exposure draft of December 31, 1974, the
FASB argued that businesses need to "present the
financial statements of the enterprise in conformity with the generally accepted accounting principles that would apply had all assets, liabilities,
revenues and expenses been measured and reported in the reported currency." In so doing, the
FASB rejected the objective of accounting reports
to measure gains and losses that truly reflect the
expected economic effect
the rate change. Thus
the Board's bias was to have enterprises reflect
gains and losses in the income statement and use
the temporal method
translation. The Board
adopted both
these rules in FAS No. 8 in October 1975. The terms of the exposure draft were
quite different from those of the discussion memorandum, not only in the level of specificity the
proposed rule required, but also in the methods
favored by the two documents. The surprise value
appeared in the process of the promulgation of
FAS No. 8 when the Board adopted the temporal
method of translation, apparently contrary to the
Board's position in the discussion memorandum.
It appears that the change to the temporal
method of translation affected a large number of
companies. Shank, Dillard, and Murdoch identifled 403 firms out of a total of 511 firms that were
affected by the change in the translation method,
in deferral practices, or in both. 12 Note that these
511 companies are drawn from a set comprising
3500 of the largest firms in the United States.
Thus, it seems clear that FAS No. 8 forced many
firms to change their practices. Precisely what
changes can we observe?
Shank, Dillard, and Murdoch using an interview technique involving 45 of the largest companies affected by the standard concluded:
Current and /or potential cash costs are
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being incurred to minimize non -cash adjustments.
Fifty -two percent of the firms have
changed the mix between local currency
debt and U.S. Dollar debt in their capital
structures to reduce their exposure to translation adjustments under Statement 8.
Thirty -two percent of the firms believe
that cash borrowing costs are significantly
higher than they otherwise would be because of refinancings designed to avoid
translation exposures under Statement 8.
The extra interest cost is not readily visible
but the translation adjustments would be.
Sixty -eight percent of the firms enter the
forward markets to cover translation exposures. This involves a potential cash cost on
the hedge contract and a higher level of
transaction exposure in order to offset non cash translation adjustments.
Another sixteen percent of the firms believe they are being forced by earnings per
share pressures to consider active hedging of
translation exposures even though they have
not done so yet.
Considering that FAS No. 8 did not alter the
economic substance of firms, the foregoing evidence illustrates that managers have made new
economic decisions as a result of a bookkeeping
change. Such actions by management lead to a
change in the risk of firms which attempt to cover
accounting exposure by hedging transactions, a
change in the risk of firms who alter debt arrangements after considering the source of funds to repay those debts, and a change in investment activity overseas due to the increased awareness that
FAS No. 8 causes the direct reflection of currency
swings in net income. The phenomena Shank et.
al. observed have been confirmed by Folks, Evans,
and Jilling.l 3
Thus it seems clear that information inductance
resulted from a management view that FAS No. 8
is an unsatisfactory accounting standard. Finally,
we note that firms have renewed their lobbying
efforts on FAS No. 8 and may well meet with
some success. On December 17, 18 and 19, 1980,
the Board held public hearings on a proposed
standard that would drastically alter FAS No. 8.14
Politics and the Surprise Factor
We have argued that standard setting is a political process. This argument has been made before,
but this paper identifies some implications of such
a viewpoint. We find it both rational and intuitively appealing to believe that managers will lobby
against standards that they believe will affect their
organizations adversely. The converse is also true
but probably less likely. We suggest that managers
will lobby extensively when a new rule contradicts
MANAGEMENT ACCOUNTING /MARCH 1981

their expectations for the future, and we describe
this phenomenon as one resulting from the surprise value of the rule.
In addition, rules should not be conceived of in
the light of a "best result," but as rules made
within the context of political compromises. Thus
new standards, rather than breaking new ground,
may merely reflect industry norms.
Moreover, we note that rules are likely to be
inconsistent with each other. For example, the
Board has argued strongly in favor of matching
revenues with the expenses of producing them, except where the expenditures are for research and
development. It may be of some help in dealing
with these inconsistencies to keep in mind that rules
are responses to problems and not necessarily solutions to them.
Finally, particular standards cause managers to
alter their economic decisions (information inductance). At first glance these reactions appear irrational when cast in the light of economic theory.
Upon reflection, the reactions are understandable.
They represent management behavior that attempts to avoid phenomena such as widely variable earnings. Clearly, more research is necessary
into potential resource shifts resulting from
planned accounting standards.
Identifying standard setting as a political process raises more questions than it answers. The issues raised are substantive ones involving societal
rights and benefits. Therefore, standard setting is

likely to become even more complex than it is already. Those participants in the process who seek
certainty will surely be frustrated.
❑
' American Accounting Association, Committee on Concepts and Standards for
External Reports.Statement on Accounting Theory and Theor'v Acceproncw. 1977. In
fact, the Committee report was much stronger than simple rejection: - in the view of
this committee a single universally accepted basic accounting theory does not exist
a1 this time."
x Watts, R. L.. and J. L. Zimmerman, "Towards a Positive Theory of the Determination of Accounting Standards:' The Accounting Review, January 1978; "The Demand for and Supply of Accounting Theories: The Market for Excuses," The Accounting Review, April 1979.
' May, R. G., and G. L. Sundem, "Research for Accounting Policy: An Overview.The Acrouming Revirw, October 1976.
' Shepherd, W. G., and C. Wilcox. Public Policies Toward Business. 61h td., R. D.
Irwin, Homewood, III., 1979.
'Soon after it was established by Congress. the SEC appointed its own accounting
staff, which relied to a large extent on agreements between the New York Stock
Exchange and a committee of the American Institute of Accountants (now the
American Institute of CPA's). Oneof these agreements called for standard wording
of the independent auditors opinion; another consistedof five "accepted principles
of accounting" to which all companies listed on the Exchange were asked to subscribe. These were broad statementsof accounting policy rather than detailed rules,
and in 1936 the term GAAP was adopted. Despite the useof the term GAAP by
membersof the accounting profession, accounting pratices remained as diverse as
they had been in the 1920% until 1937 when the SEC began to issue Accountirw
Series Releases in which it set forth its view on accounting and auditing issues. In
1938, the SEC, in Release No <, implied that it expected accounting practices used
in reports by corporations to have "substantial authoritative support." Soon the
accounting profession realized that if it did not provide the SEC with that support,
a governmental body would assume the task of determining GAAP. The AIA
created a Committee on Accounting Procedure to furnish the SEC with authority
tive support, and since that time the private sector has furnished the SEC with
GAAP At present. the prmatc• sector authority to pronounce GAAP and account.
ing standards is vested in the FASB. That Board has no legal authority. but its
pronouncements do bind CPAs in their professional capacities.
Senate Subcommittee on Reports, Accounting, and Management. "The Amounting Establishment,- Lee Metcalf, chairman, 1977.
Briloff, A., Unaccountable Accounting. Harper and Row, New York, 1972.
" Kirk, D. J., "Private Standard Setting and Public Accountability," FASB View,
gooints,October 1979.
Solomons, D., "The Politicization of Accounting,- Esrays in Honor of William A.
Paton: Pioneer Accounting Theorist, Eds.. S. A. Zeff; J. S. Demist, and N. Dopuch,
University of Michigan. Ann Arbor, 1979.
'" Thornton, D. B., "Information and Institutions in the Capital Market.- Accounting. Organizations andSociety, 1979.
" Prakash, P.. and A. Rappaport, "Information inductance and its Significance for
Accounting," Accounting. Organizations and Society, 1977.
"Shank, J. K., J. F. Dillard, and R. J. Murdoch. "Assessing the Economic Impact
of FASB No. 8, Financial Executives Institute, 1979,
" s Folks, W. R., T. G. Evans, and M. Jilling, The Impact ojStatement of Financial
Accounting Standard Na 8 on the Foreign Exchange Risk Management Practices of
American
Multinationals• An Economic Impact Study. FASB. Stamford, 1978.
14
*'Foreign Currency Translation;' Exposure Draft of a proposed Statement of
Financial Accounting Standards, FASB, Stamford, Conn., 1980.

New standards,
rather than
breaking new
ground, may
merely reflect
industry norms.

ELIMINATING LOW PROFIT PRODUCT LINES
Continued from page 25
tomer service. This feature may be important for
the remainder of your product line, which you
will probably be selling to the same customers.
Warranties are usually involved and the customer
may have the product designed into a system.
When selling a low profit margin product line,
one emotion the controller must counteract is
management's fear that the purchaser of the product line will make it a financial success. The controller should project a positive attitude of wishing success to the purchaser and the employees
that are leaving with the product line.
For those low profit margin product lines where
the plan does not indicate an acceptable return,
the only alternative may be to terminate and liquidate. The check list in Table 2 may be helpful.
Determine the effect of the above actions on
profit margins and return on assets. Remember,
most costs are not fixed in a growing company.
Most people, buildings, and equipment can be employed in other product lines. Two things are imMANAGEMENT ACCOUNTING /MARCH 1981

portant when using this check list. First, work in
the sequence of the check list. Once the concerns
about people are taken care of the remainder is
easy. Second, be patient, understanding, but firm.
Selling the Dry Cow
Selling and liquidating product lines is not a
pleasant task for the controller, but it is a necessary one. A healthy, growing business must shed
its dead weight. It is a normal process in nature.
Because most managers in large corporations do
not have direct contact with nature, they often are
unaware of the harsh realities of life. My early
years on the farm were a valuable experience. Selling a cow that had given much over the years, but
had reached the point where she was eating more
than she was giving was not an easy task. It was
essential if one was to make a living above the
poverty level, The same principles apply to large
corporations as farming. Indeed, corporate managers have a responsibility to society and the
stockholders to cull the line. Not culling the product line is essentially corporate social welfare. ❑
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Is This Merger Right for You?
What synergies might result from the merger
and just how likely are they to occur?

By Ray Vander Weele
Suppose your company has determined that one
of its long -term goals is to grow at least as fast as
the economy. If so, you need to recognize that
there are several ways to grow.
Your company may grow by increasing your
relative market share in a slow - growth industry,
by maintaining your relative market share in a
growing industry, by developing and selling new
products, or by improving the quality of current
products. If your strategy determines that your
future growth cannot be obtained by investment
in internally - generated alternatives, merger with
another firm may by a viable choice.
Studies of successful mergers in the past decade
reveal that the merger process requires a thorough
analysis of three primary considerations:
1. An examination of the financial condition,
growth prospects, management and markets of
the company to be acquired.
2. An evaluation ofthe stock or assets ofthe company to be acquired.
3. An appraisal of the accounting treatments for
mergers which are allowable under GAAP.
Our purpose here is not to review all the intricacies of negotiations for mergers. It is to provide
the management accountant or financial executive
with a framework for determining the value of a
merger candidate and for reviewing the accounting methods currently allowed for recording
mergers.
0025- 1690181 /6209-3660/$01.00/0

Evaluating Performance of an Acquisition
Candidate
The management accountant needs to begin by
assessing the financial condition of a business. Potential growth of the economy and specific industry must be examined to judge whether the potential company has the financial strength to grow by
momentum with the rest of the industry.
Growth relative to the industry needs to be examined. Have there been any strategic advantages
available? Perhaps the potential candidate has
successfully integrated its operations vertically by
gaining control of sources of supplies or of a
strong distribution network.
You should also consider how the company's
present marketing strategies fit with yours. Are
these strategies consistent with future sales
growth?
An analysis of the relative strength of the company should precede a study of management's
performance within the company. Such an analysis needs to be compared with previous years, with
other companies in the industry, and with management's objectives.
Analysis of short -term liquidity begins with the
calculation of current and quick ratios. Their levels are often important factors which determine a
company's future borrowing capacity. A working
capital /sales ratio would show the ability of the
firm to meet its current debt and obligations. A
cash /current asset ratio could point to the company's cash management policy or to management's
assessment of returns on future investment opporCopyright 0 1981 by the National Association of Accountants

J
Ray Vander Weele is
an associate professor
of accounting and
finance at the
Management Institute,
University of
Wisconsin, Madison.
He has a Ph.D in
accounting from the
University of
Wisconsin - Madison. He
is a member of the
Madison Chapter,
through which this
article was submitted.

35

The
management
accountant
may uncover
overstated net
Income
resulting from
the accounting
practices of
closely -held
firms.

36

the value of the assets and the equity to be acquired. Company value may be stated as the sum
of net working capital, fixed assets, and intangible
assets. These components are commonly valued
by one or a combination of three basic methods.
Through the method of valuing underlying assets, the accountant separates the company's asset
value -in -use from its asset value -in- exchange.
While the latter may be obtained through such a
source as an insurance appraiser, an asset value in -use may be highly dependent upon the degree
of specialization or obsolescence existing in the
particular industry.
Under the market comparable method, the
company is compared to similar publicly -held
companies. A representative price- earnings ratio
is developed and used to arrive at a stock price for
a "representative" company with similar growth
potential and risk characteristics. This imputed
price is then used to arrive at a normalized value
of the merger candidate.
The third, rather familiar method, is the discounted cash flow approach. It is used to obtain
company value by projecting cash flows for the
corporation into the future and then discounting
cash flows back to the present. This technique requires that a good deal of skill be exercised in
projecting sales, expenses, and discount rates, as
well as deciding upon the appropriate growth
model and discounting period.
If the discounting method is chosen, then the
cash flows used to value the firm should include
funds from operations, less incremental additions
in working capital, capital investments and debts.
Also, the analyst must decide upon the appropriate cost of capital. This often entails a weighted
average concept, or a rate that varies more closely
with the changing risk structure of the firm.
Another method of arriving at an appropriate
discount rate for the company is to assume market efficiency in the aggregate and make use of the
capital asset pricing model.' By making estimates
of an appropriate risk premium, risk free rate, and
inflation factor, the analyst attaches an estimate of
the company's systematic risk, or "beta," to the
general CAPM formula to determine the cost of
capital required by the market. The estimate of
beta derived from the company's historical rates
of return, however, requires accepting as given the
existence of a stable probability distribution of returns over the period studied. In short, estimates
of beta depend upon assumptions about appropriate time frames and time intervals, and as such
may be biased.
In addition to discounting the cash flow potential of the company, the accountant will want to
quantify the synergies resulting from the merger,
Valuing the Merger Candidate
including such considerations as additions to
Once the financial position of the company has working capital, changes in financing costs, inbeen assessed, the accountant should investigate creased sales, or the possibility for expanded bor-

tunities relative to the cost of capital. Percentage
changes in the inventory turn may show the result
of either rising demand or improved inventory
control. Percentage changes in the collection period could lead to the feasibility of restating income
and funds requirements projections under various
credit policy conditions.
Capital structure and long -term solvency may
be reviewed by analyzing debt /equity and longterm debt /equity ratios. Any contingencies, such
as outstanding warrants, should be factored into
the cash flow projections for the company. A
times - interest -earned calculation should be made
to reflect the corporation's ability to meet its fixed
interest obligations. The coverage should be based
upon the company's ability to meet its obligations
with cash, and not simply by net income. This
would cover a situation in which a company may
show a positive net income, but in fact may be
cash short. A capital expenditure /annual depreciation expense ratio should be calculated to assess
management's ability to balance current profits
with future investment opportunities.
The company's return on investment (ROI)
should be broken down into its component parts
of net margin times asset turnover (which equals
return on assets) times the ratio of operating assets to stockholder's equity. This analysis allows
measurement of the potential volatility and magnitude of the components of the company's return
on equity. Degrees of financial and operating
leverage should be assessed relative to the firm's
sales forecasts and overall potential for market
growth. The accountant should review the quality
of the company's research and development, determining, if possible, the proportion of expenditures directed to new business opportunities.
To measure operating performance, the management accountant should convert the financial
statements to common -sized percentages. Then
margins and selected operating expenses to sales
ratios could be compared to see ifsales growth is
being translated to the bottom line. The efficiency
of use of assets could be judged through such ratios as sales /total assets and sales /property, plant,
and equipment. Also, accumulated depreciation to
gross plant, and annual depreciation to gross plant
ratios could help the analyst to judge the adequacy of the firm's depreciation schedule.
Care should always be taken to review any special accounting treatments used by the prospective
merger candidate. The adage, "financial statements giveth, and footnotes taketh away," is a
reminder that the management accountant may
uncover overstated net income as a result of the
accounting practices of closely -held firms.

MANAGEMENT ACCOUNTING/ MARCH 1981

Pr
r

7 � #

.1

Now
our name stands for a lot more...
"Systems For Business'accurately describes some of the products we sell
today... and most of what we plan to bring out in the future.
Monroe will always be known for quality calculators, many of which
are sophisticated, programmable calculating systems. And we have
electronic bookkeeping machines that can be programmed to almost any
business operation from an extensive library of Monroe software.
Soon we will expand our line to include
other systems for business —like an
occupational computer, for example.
But this won't change our way of
doing business.
We're increasing our continental
network of branch offices (which now
number over 350) staffed with sales,
service and programming specialists, to
back quality products with service second
to none. And, as always, shouldering sole
responsibility for their performance.
No matter what the product, there's
one thing the name Monroe stands for:
Excellence you can count on.

[1] Systems
MONROE
For Business
Litton

The American Road, Morris Plains N J 079bu

0 ;

r

OV

ilzvw

Make plans now for the NAA Annual International
Conference you and your family will never forget.
You'll be receiving more information in the pages
of Management Accounting and by mail about
the programs that inform and educate,and activities that let you relax and enjoy the beauty of
the Islands. NAA'ers will be staying in the famed
Sheraton Waikiki,
Royal Hawaiian and
Princess Kaiulaui
hotels. Our last conference in Hawaii was
a memorable one —
and we are planning
this one to be even
better. Mark your
■
calendar "off to
■
Hawaii" June 21 -25,
1981
!
National Assoc iation of Acc ountants

JA I

Annual International Conference, June 21- 25,1981
38

rowing capacity. While these synergies will most
likely be built into the stock price of the merger
candidate as speculators anticipate the merger occurring, it is important to realize they will most
likely materialize only with the efforts and skill of
the acquiring company's management. In short,
the analyst should attempt to separate the synergies attributable to each partner and assess the
benefits in light of their likelihood of occurrence.
The terms of a merger may have the effect of
diluting the acquiring company's earnings per
share and /or ownership. Earnings will be diluted
any time.the acquired company's price earnings
ratio is greater than the price - earnings ratio of the
acquiring firm. Also, ownership may become diluted as new shareholders enter the merged organization. However, these costs should be assessed
relative to the "true cost" of the merger. For example, ifthe acquiring firm A has two common
shares outstanding and issues a one- for -one stock
tender for the purpose of merging with firm B,
then firm A's shareholders will be able to claim
only two- thirds of the value of the new organization (assuming no synergies). While it has only
given 67% of the total cost of the merger, it likewise may only claim 67% of the synergies that
might flow from the merger candidate.
Other potential aspects ofa merger that the analyst should address:
• Will the merger result in enough control to assure that consolidated financial statements may be
made for tax purposes?
• Ifmanagement ofthe candidate is hostile to the
merger, what approaches should be taken by the
acquiring firm?
• Are there any tax factors, such as acquired
firm's ability to carry forward operating losses to
apply to the merged company's profits, which
could contribute to the combination?
• Does the merger involve any anti -trust implications?
• Is the merger consistent with the objectives of
the acquiring company's? What growth in sales
and return on equity are being targeted? Will the
merger diversify sales in such a way so as to reduce the overall systematic risk of the firm?
Accounting for Mergers
There are basically two accounting methods
that may be used in recording mergers. APB Opinion 16, "Business Combinations," details the conditions which must be met before a business combination may be accounted for as a purchase or a
pooling of interest. Under the purchase method,
the acquiring firm treats the excess ofacquisition
cost over the amount by which the acquired firm's
net assets are carried on its books as goodwill.
This is a non -tax deductible account to be amorMANAGEMENT ACCOUNTING /MARCH 1981

tized over a period of not more than 40 years. The
method has these distinguishing features:
Any goodwill that is created is an intangible
asset to be amortized.
The net assets of the acquired firm are valued at fair market value in accordance with
APB Opinion 17, "Intangible Assets."
The acquiring firm records the adjustment
in combined income at the point of acquisition only.
Under the pooling of interest method there is
no purchase, but rather a merger of two stockholder groups, whose respective ownerships will
continue in the future. It is characterized by such
features as a unity of interests through an exchange of equity; the assets and liabilities of the
acquired firm are combined at recorded book value amounts, and income for the acquiring firm is
restated for prior periods.
There are basically three ways of determining
the total cost of a merger under the purchase
method. If cash is used in the purchase, then total
cost equals the amount of cash given. If assets are
acquired by incurring liabilities, then total cost
equals the present value of the amount to be paid
in the future. Finally, if the acquisition is by stock,
then total cost equals the fair market value of the
assets received or of the stock given, whichever is
more evident.
Under the purchase method, however, several
problems exist for the management with respect
to allocating the total cost of the merger to the
individual assets acquired. If the assets being acquired are understated, or the liabilities overstated
(perhaps by increasing provisions for reserves),
then income may be overstated. If appropriate, a
review should be made as to why the assets of the
merged company were revalued contrary to the
value assigned by the acquired firm's auditors.
When stock is used in the merger and the transaction occurs in periods of high market value, then
the asset base may become inflated, which may
distort the long -run operating results of the
merged firm.
The pooling -of- interest method is the one most
often chastised for its potentially distorting effects.
Abraham Briloff, in his classic articles on the
merger activity in the 1960s and 1970s, exposes
many of the problems the analyst might face in
dealing with mergers accounted for under the
pooling of interest method.' These include:

The pooling -ofinterest method
is the one most
often chastised
for potentially
distorting
effects.

• The amount offered does not necessarily equal
the amount booked. By combining existing balance sheets one may completely ignore the economic reality of the merger. Hence, the amount
paid, less the amount booked, will equal the carry Continued on page 47
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The Information Systems
Auditor of the 1980s
To meet the challenge of increasingly complex systems, control
responsibility must be shifted back to where it belongs—
with users, EDP, and management-

By Keagle W. Davis

A &
Keagle W. Davis is an
audit partner for
Touche Ross & Co. in
Minneapolis. A
graduate of the
University of California
in Berkeley, Mr. Davis
is the co- author of two
books on computer
auditing. He is a
member of the
Minneapolis Viking
Chapter, through which
this article was
submitted.

40

At a workshop of 60 top educators, CPAs and
government EDP auditors in 1978 sponsored by
the U.S. Department of Commerce's National Bureau of Standards, potential guidelines for computer security and control for federal computer
systems were laid down.' The overriding control
objectives promulgated were:
Management has the ultimate responsibility for
systems control. Therefore, management must
have appropriate comprehension and understanding of controls and where they can break
down.
2. Users have a non - negotiable responsibility for
the controls of their own systems. Clear definition of user controls and user understanding of
those controls are essential to overall systems
control.
3. Short and long -term planning and budgeting
within a properly designed organization structure is itself a key internal control. Without it,
the entity will not be able to recognize, accept
or manage the changes that are and will take
place within the entity.
4. An appropriate systems methodology that requires active management and user participation and that results in a documented structure
0025-1690/81/6209-3653/$01.00/0

of systems control is essential to managing and
maintaining the structure of control and its auditability.
Consider your own organization in light of
these guidelines. Can you say, "Yes, this is the
way my organization runs its business "? If you
cannot, you.must decide whether detailed internal
auditing can have any positive benefit when overall control consciousness is lacking.
Confronting Problems of the '80s
I need not dwell on the impact on auditors of
the iapid technological developments that will occur during the next few years. What is important,
however, is to identify the most important problems which auditors must recognize and deal with
in the 1980s.
First of all, some auditors may not recognize
how far they have strayed from their original mission in regard to audit documentation and review
and evaluation of internal accounting controls.
They may have effectively allowed users and others to abrogate their responsibility for controls,
thus making the auditor responsible for controls
and documentation. Secondly, control criteria
must be a normal part of the systems development
standards. Lastly, the audit process and documentation must also be improved.
Copyright 0 1981 by the National Association of Accountants

These problems are both professional and economic. They revolve around the common practice
of the auditor to search for, document and prepare representations of internal accounting controls while he or she subsequently reviews and
evaluates the adequacy of those same controls.
The professional problem is similar to that
raised many years ago. An auditor expressed an
opinion on financial statements where he was also
involved in maintaining the accounting records
and preparing the financial statements. The conclusion was, of course, that the write -up work
(keeping the books) impaired the auditor's independence and should have been separated from
the review and evaluation leading to an opinion
on the financial statements. Are not some auditors
in the same sort of position today? For example,
some design controls for a new system in a vacuum or document their own representations of controls— without a review by control knowledgeable
managers and users. Then they review and evaluate the adequacy of those same controls.
The economic problem is generated by the rapidly increasing costs of documenting systems,
tracing through manual and mechanized procedures, conducting interviews, recording mountains of facts and, in general, pioneering the
search for controls. Increasingly, the costs of this
search and documentation work probably
amounts to as much as two- thirds of the total
costs of a thorough review and evaluation of the
internal controls o f a system. Accordingly, it
should be recognized that these costs are not a
part of the normal audit but rather an extended
service, to clean up and build user's and EDP's
documentation for them. The service may be essential in today's environment, but it is not part of
the audit.
Historically, in many companies, the audit files
usually contained the best, if not the only, documentation and evaluation of controls for the accounting systems. Systems were manual, simple,
with limited scope, and linked together in a chain
of related systems by people and paper that provided convenient audit trails. Controls and responsibilities were obvious.
Gradually, systems have grown in scope and
complexity and now are frequently linked together only electronically. It is now common to share
data among multiple organization groups each
with their own concerns about the accuracy, timeliness and accessibility of that data. A group providing the data is often a disinterested source and
does not relate to the concerns of the users of the
data. Important controls and the responsibilities
for determining control requirements for designing, operating, testing and evaluating controls are
no longer obvious.
Another problem has remained submerged —
the need for a control evaluation methodology
MANAGEMENT ACCOUNTING/ MARCH 1981

that is itself documented and professionally reviewable. It presents a further challenge for the
1980s. It is not sufficient to simply record and
document the control objectives on the left side of
the paper, control procedures on the right and
then note that it is intuitively obvious that the
objectives have (or have not) been met. Generally
accepted auditing standards should apply and the
rationale for the conclusion should itself be documented and reviewable by peers. It should not require laboring through an entire re- evaluation of
underlying data to determine what is intuitively
obvious. The advent of the Foreign Corrupt Practices Act indicates that we should prepare for the
time when the evaluation methodology itself
should be reviewable.
Solutions to these problems, both economic and
professional, lie in three directions: (1) development of a better audit methodology, (2) improved
auditor involvement in requiring improved systems development standards and (3) shifting control responsibility back to where it belongs —with
users, EDP and management. In particular, we
must concentrate on leaving a rational, reviewable
structure of control documentation for the maintenance auditors so they may efficiently insure
that each system remains under proper control.

Management
must be taught
that EDP is a
production,
task - oriented
organization
similar to
manufacturing.

Audit Methodology Starts
With a Top-Down Approach
Before we can even start to consider systems
development, maintenance or individual applications, we should understand the entire data processing spectrum and its short and long -range
plans, and document our understanding of what
presently takes place and what will take place.
This top -down understanding should include:
1. The overall EDP system structure:
a. hardware and online network
b. system and data management software and
how it impacts applications
c. existing major applications with indications
of financial and operational impact
d. short and long -range hardware and software
development plans.
2. The process and standards used for systems development and maintenance; and how the systems environment can impact the development
and maintenance process and consequently the
applications themselves.
3. The major applications which are (or soon will
be) under development and those which will be
replaced. For each, there should be high level
documentation including:
a. an overview systems narrative
b. a high level flowchart of the hardware, software and terminals by location
c. applications /transactions which are process able at each location.
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There are
inherent risks in
every level of
an organization
or system.

It is only with this top -down understanding
th a t t h e au d ito r c an logically develop short and
long -range au d it plans which will control the
EDP en viro n men t, d evelo p ap propriate standards
over new systems, co n tro l major new systems
brou gh t o n stream , an d m aintain the systems after
im plementation .
After ob tain in g th is top -down understanding,
th e au d ito r m u s t th en u n d ersta nd and d ocum ent
at a su m mary level th e risk and exposures invo lved with each ap p licatio n . The m aterial transaction s mu st th en b e g iven p rio rity acco rding to
th eir potential im pact on th e organization. This
do cum entatio n becomes ad d itional input to the
au d it wo rk p lan wh ich m u st then be subjected to
man agem en t review, ch allen ge and approval.

the gram m atical m irror im age of exposures.
Objectives vs. exposures is a terminology difference only.)
2. Each organization and system is com prised of
a num ber of processes or functions, each of
which is made up of a num ber of activities,
m anua l and com p uterized, that m ay give rise
to (and therefore can be related to) a potential
error or exposure; each of these functions has a
cause which should be subjected to som e level
of control. A sim ple exam ple of activities can
be sh own in a cir cula r flow c hart (Figure 1).
The activity flow becomes the base or the
wheel. Each activity has unique attributes
which can cause errors and exposures. The
"s po ke s" t o th e wheel represent what can go
wrong with each activity, as f or e xam p le, errors (F igu r e 2) . The n , took to wha t ca n re liably control each potentially m aterial error and

Th e Co ntro l Evalu ation Meth odology
To o o ften we take the ap proach of either reviewin g all co ntro ls, ex p o su res, or control objectives instead o f ju st the key co ntrols over the most
im p o rtan t exp o su res fo r th e m ost im portant control objectives. A co ntro l matrix helps achieve
this.
Th e co n tro l evalu atio n m ethodology' is based
on th e p rem ise th at:

exposures.
3. Control objectives can be accom plished by, or
exposures can be overcom e by, a variety of control practices for each activity subject to control. Control practices, however, vary widely as
to their effectiveness and efficiency and thus
m ust be evaluated individually for each exposure or activity. Three control factors to consider are type, m ethod of im plem entation, and
application. We can use a control m atrix to further explain the basic concepts (Figure 3).

Th er e ar e in herent risks in every level of an
organ ization an d sy stem . These risks, or exposures, can be catego rized and ranked as to
p ro b ab ility o f o ccu rren ce at each point. (One
can also estab lish con trol o bjectives for each of
these risks, but co ntro l objectives are simply

Bas ed on the se th ree fa cto rs, w e c an ran k t he
effectiveness and efficiency of c ontr ols to over-

Fig u re 1
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come exposures and accomplish objectives. We
must rank them because all controls are not created equal in terms of their effectiveness and efficiency . We also can use the basis of these rankings
factors to vary audit scope as to financial and
compliance auditing and efficiency . Figure 4 describes these rankings.
Let's first look at the top of Figure 4. Controls
can be designed to operate at various points of
processing and in different ways. There are three
basic types of controls. Preventive controls operate
as early as possible in the processing stream so
that errors are prevented from occurring. Detective controls generally follow preventive controls
and are designed to catch errors which slip by
preventive controls. Corrective controls ensure
that errors which are detected are properly corrected . Corrective controls are often thought of as
an inherent part of detective controls but too often
detective controls are in place without a complementing corrective control.
The second way to view the effectiveness and
efficiency of controls is to understand how they
are implemented and how they are applied or executed . These are also design criteria when thought
of in a systems development mode. Discretionary
controls are those which may be applied on a casual basis. It is up to the discretion of the person
executing the control as to how well the control
functions. Non - discretionary controls are designed
to be applied every time in exactly the same manner. The computer program executes the control
exactly the same way for every transaction. Manual controls tend to be non -discretionary only if
they are built with redundancy . For example, one
person reviews the calculations, a supervisory person must further check the calculation and a third
person closely reviews the output.
By relating the intersections in Figure 4, we can
see how well controls operate based on their design and method of implementation and execution. Note the key to the alphabetical designations.
In the left column , note that preventive/discretionary controls are generally ineffective but moderately efficient . Preventive /non - discretionary controls are moderately effective and very efficient.
With improved data input technology , we will see
the use of many more preventive/ non- discretionary controls in the future.
In the right column , note that detective controls
without corresponding corrective controls are both
ineffective and inefficient no matter how they are
applied . They may in fact be dangerous because
users see the detective control and make an improper assumption that the detected errors will be
corrected.
From an audit efficiency standpoint, we can
easily see that the center column is where we
should be for control analysis, that is moderate to
MANAGEMENT ACCOUNTING /MARCH 1981

Figure 2
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very effective, particularly when the detective%orrective control is, for example, a computerized error edit suspense file.
From the systems design standpoint , it is obvious that the risk versus effectiveness and efficiency
must be considered in determining which types of
controls are wanted and where, and how they will
be applied.
Principles of the Control
Evaluation Matrix Approach
Using the above three premises, it is possible to
prepare a chart or matrix as shown in Figure S.
The matrix is read left to right with the activities
that take place across the top. Beneath that we
can show the exposures and error types that parallel those activities. The chart can also be viewed
vertically for the potential controls applicable to
each activity / error type / exposure.
The principle here is to start with an area of
control objectives and related activities subject to
control and go all the way down to severity or
exposures. One can also identify exposures and
flow upwards to the areas which can create those
exposures. First indicate graphically the area and
transaction or overall control objective.
Second , through the use of a flowchart , interviews or documentation , identify the specific
transaction flow, functional flows, etc. and the
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specific activities that take place and are subject to
control (or should be) for that transaction or
function. For each activity, identify a potential
cause of exposure (what can go wrong, or potential type of error that can occur).
Third, identify the controls which exist over the
activities subject to control and the causes of exposure and potential error types. For each potential error type, identify existing controls (if any)
and classify the effectiveness and efficiency of
those controls -using the ranking described above.
Fourth, review each column vertically against
the exposure at the bottom of the chart and identify where exposure exists (either errors are not
controlled or the control is ineffective). Then rank
these exposures according to their importance or
likelihood of occurrence. Finally, at the bottom,

Control
exposures

_

Objectives
of
control

_

Figure 3
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Method of
Implementation:
EDP or manual

indicate the potential impact of the error or exposure on the financial statements.
As with controls, exposures can also be ranked
according to their potential for occurrence. In
practice, however, it is the auditor's responsibility
to take the standard list of exposures and evaluate
each against the potential error types and tailor
the potential exposure ranking to the industry, application, and specific situation.
By looking vertically, we can select the most
effective and efficient control practice and then
identify the control practices which appear to be
of primary vs. secondary importance in relation to
the activity. By looking horizontally, we can often
find that there are only a few key or primary controls which, if taken together, reliably prevent, detect and correct material exposures.
The selected key controls should then be reviewed horizontally and, at each applicable error
type intersection, a designation of primary vs. secondary importance should be noted. It then becomes quite easy for the reviewer to determine
which control is being relied upon, on a primary
vs. secondary basis for each error type. This analysis enables us to reduce the testing of inefficient
controls substantially, as well as identifying the
absence of controls and the existence of material
exposures. We also can evaluate the potential for
material error in the financial statements.
Having selected key controls, next we must determine if it is both practical and efficient to test
each key control. Some tests have a predictably
reliable ability to discover errors while others
have a low probability of discovering errors.
Where a key control exists for which there is only
a single test procedure, and where there is a low
probability of discovering an error because of the
effectiveness of the test procedure, it may be better
to select two slightly less effective controls to test
if they can be more easily tested with more reliable results.
Finally, of course, the results of the test must be
evaluated. Whenever a test result shows that a
control originally assumed to be effective is not
working properly, the impact on the exposure and
financial statement must be re- evaluated.
This matrix approach can be used at all levels
of the organization to show major activities, exposures and potential control practices as well as
weaknesses. A similar approach should be a part
of the design requirements for new systems, extending down to the data element level. Auditors
should not have to build this documentation—users and EDP should —and that will take education.
Improving the Education Process
Education requirements must include all facets
of the information systems process. First, the systems development and EDP management func-

qq
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Key.
A - Reliably controls error
8 Controls error but should be accompanied by other controls
C - Useful but not particularly effective

Figure 4
Effectiveness and Efficiency of Controls

Type
Method

of

Blank - No significant effect on error

Control
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(How designed)

implementation
and
execution
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corrective

Discretionary
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manual)

-Blank or C

Least effective,
generally manual
controls applied at
front end of processing. However,
moderately efficient.

Non - discretionary
(normally
computerized)

I

-C or B-

tions must be improved through better training in
control practices. Training in the concept of a systems quality assurance function within data processing also needs to become reality. Management
must realize that EDP is a production, task -oriented organization similar to manufacturing and
many other industry functions. Similarly, data
processing managers must establish quality control procedures within their organization to ensure that they do it right the first time. This is no
longer the job of auditors.
Second, management must be given an adequate introduction to data processing concepts,
systems development and maintenance methodologies. The processes which govern how the operation controls itself also should be included. (Lacking this minimum step, we may need to replace
existing management with top level EDP auditors
and data processing professionals who also have a
wide range of other management and industry -related skills!)
Third, users must have the same level of education as management. In addition, to implement
their "non- negotiable responsibility" for controls
in their own systems, users must be thoroughly
schooled on systems development and maintenance, and on application level controls, This is
not an option. Data processing cannot conceivably understand everything that users must know
MANAGEMENT ACCOUNTING/ MARCH 1981

-aModerately effective
manual controls probably least efficient
controls.

1

Moderately effective,
generally EDP controls, applied at
front end of process
ing. Probably most
efficient controls.

I

I

AMost effective, genorally controls which
are computerized
and applied before
processing can take
place. Moderately
efficient.

without
corrective

Blank-

Least effective and
possibly dangerous
since users rely
improperly on them.
Very inefficient,

Control
responsibility
has to be
shifted back
where it
belongs —with
users, EDP, and
management.

BlankMay have some
remote effectiveness but probably
little. Highly inefficient.

about their own systems. Users must intelligently
communicate their needs for new systems and not
surrender their responsibility to data processing.
Fourth, auditors working in a computerized
business environment must have some basic understanding of computer fundamentals; flowcharting and analytical review techniques; systems development and the maintenance process; the role
and function of management, users, and data
processing; controls in a data processing environment, and the use of various tools available for
computerized through the computer testing such
as audit software.
Depending on the complexities of the organization itself, even the newest auditors should have
an introductory level understanding of the specialized aspects of their own particular environment
including distributive processing, telecommunications, data base and the like.
This introductory level of audit training could
require between 60 and 100 hours of formal education during the first year on the job. This is a
minimum requirement considering the fact that
over 80% of today's business applications involve
data processing to one degree or another. The understanding of data and transaction flows
throughout the system are critically important to
any auditor's understanding of how an audit
should take place from a top -down, financial
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1. 60 to 80 or more hours of training in EDP
installation, systems and application controls
2. At least a week of training in systems development and maintenance and in project management areas
3. For on -line systems, at least several days' train-

ing in on -line systems and terminal controls
4. In a d ata base environment, at least several
days' introduction to the structure ofdata base
from a conceptual standpoint plus three or
more days' training in the specifics of the data
base system in use
5. For each of the major software and hardware
features used by the organization (e.g., system
software, tape management systems, etc.), a
minimum of a half to one day introduction
similar to many of the existing vendor's management overview courses.
The implications of this training are substantial.
The systems auditor in a medium -sized to large
organization will require possibly 200 or more
hours of training over a two -year period before he
becomes reasonably proficient. This again is not a
cost ofauditing but a cost of keeping up with the
way the company does its business.
Impact on Information Systems Auditors
Because of the investment in training, the career path, position and compensation of the EDP
auditor, he or she must receive a much higher
level of attention so the company can retain the
individual for at least three to four years. Many
future systems projects may require development
times ranging from one to three years so it is critically important to audit efficiency that EDP auditors be retained for the life of the development
projects wherever practical. Lacking this, there is
a great need for systems development audit documentation in order for the auditor who signs on

Figure 5
Principles of Matrix Approach
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statement risk basis.
Management must recognize that this is not a
cost of auditing education. It is a cost of management education since many internal auditors will
progress through audit and into a management
position in the organization. They will be tomorrow's task force team leaders on systems development projects as well as tomorrow's managers and
reviewers responsible for controls in the systems
under their direction. This cost is for the future
benefit of the entire organization.
Finally, the growing complexity of systems may
lead to EDP auditors becoming "information systems auditors" of the 1980s, who will have to be
substantially more skilled in data processing than
today. It has often been said that an auditor can
audit almost anything if he has enough knowledge
about the subject. With the knowledge, he can figure out what is taking place, what should take
place, what the exposures and risks are for each of
the activities in the system and, using one of the
many compendiums of control procedures, can
figure out how the system should be controlled
and how to test it.
The knowledge required of the information systems auditor will vary depending upon the systems environment but, probably will require:

✓

P

Ye9fvK

S

Yes /Bed

P

No

"in mid - stream" to be able to follow what has
been done and determine what is yet to be done.
University and college professors must add substantially more courses on basic data processing
fundamentals, systems design and development,
and other matters to the educational curriculum.
Not only do we need a better trained person in
auditing, but companies desperately need better
trained people as management trainees, division
controllers, and the like.
As we progress into the 1980s with micros and
minis upon us and overwhelming budgetary pressures of EDP and ourselves, we must remember

one thing: the prerequisite for well controlled systems in the future is adequately trained data processing personnel who have a knowledge of controls, and users and management personnel who
have a knowledge of systems development and
controls. Unless users and managers take the primary responsibility for controls in their own systems and implement those controls, the job of the
information systems auditor in the 1980s will be
overwhelming.
11
' National Bureau of Standards Invitational Workshop on Audit and Evaluation of
Computer Security III System Vulnerabilities and Controls —NBS Special Publication 500.57
' Taken from Muir. Wald and Davis, Computer Control d Audit. Institute of Internal Auditors and Touchc Ross & Co- 1978.

Corporations
need better
trained auditors
as well as other
management
and financial
personnel.

IS THIS MERGER RIGHT FOR YOU?
Continued from page 39
ing cost suppressed by the merger.
• The fair market value of the acquired firm's assets and liabilities at merger date do not enter into
the accounting for its total cost. Subsequent sale
of undervalued assets such as land may distort the
income producing capability of the firm.
0 The overall result of the accounting treatment
may be to understate assets and to overstate income. This may have the effect of understating the
capital employed in operations, which may understate cost of goods sold, and result in overstated
return on investment.
Analyzing a merger proposal is a three -step

process. First, the accountant must review the financial condition of the merger candidate with an
eye on how the company could fit into the objectives of the acquiring company. Second, the company must be valued both in terms of its growth
potential and its potential synergies. This process
involves choosing a valuation method and an appropriate valuation model. Finally, the means of
accounting for the merger should be studied, and
the accountant should be fully aware of the problems to be encountered in interpreting the results
of the method chosen.
1-1
' Roger G. Ibbotson and Rex A. Sinqueficid, "Stocks, Bonds, Bills, and Inflation:
Year -by -Year Historical Returns (1926- 1974),-- Journal oJFinance. January 1978.
, Abraham J. Brilofl. Unaccountable Accounting. 1972 and More Debar Than Credits Harper & Row, 1976, New York.

FASB —THE ONLY `GAME' IN TOWN
Continued from page 6
considerable progress on the conceptual
framework project, it is still not completed and
we are still living, in a renewed era of merger
fever, with the obscurities of APB No. 16,
What does disturb us, however, is not this
part of the scenario but rather that, during this
period, the Board has seen fit to devote a rather large portion of its limited resources addressing numerous issues of what appear to be
limited scope and lesser importance. We would
suggest that the Board and its affiliated groups,
FASAC and FAF, resist the pressures to frac
tionalize its efforts and concentrate on the "big
shows" to which we have been looking to them
for guidance.
Nevertheless, the NAA, through its financial
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contributions, its responses from the MAP
Committee and its supportive research efforts, remains a strong believer that the standards- setting path being followed is essentially the correct one. Our criticisms and suggestions on specific issues —and they have been
numerous and vigorous —in no way imply any
lack of wholehearted support of the overall
objectives of the FASB. We would also urge
that our members recognize that they are vital cogs in the standards - setting wheels and
that they make their views and support
known both directly to the Board itself and indirectly through their representatives within
NAA.
If any Association member feels inertia taking hold, please consider the alternatives to the
FASB.
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The Controller
and Energy Management
The principles of planning, budgeting, and control that are used
in financial management should be applied to energy management.

By Robert 0. Redd
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The effectiveness of an energy management program is dependent on the support provided by top
management. Energy management must be recognized to be as critical to the future of a company
a passing area of
as capital management, It is
attention that can be delegated to a semi- retired,
over- the -hill manager. Energy planning and control is an essential part of the
for every company. It will influence product life
cycles, new factory locations, distribution networks, overall marketing plans, and profitability.
The future costs and availability of energy will
determine the survival of many companies.
The controller, as a member ofthe management
team, can provide important assistance in the
planning and execution of energy management
programs. He is an essential member of the energy
committee. In addition to the controller, a typical
energy committee should include the chief executive officer, vice president of manufacturing, corporate plant engineer, vice president of marketing,
and vice president of product design. This team is
the master control group for the planning of the
corporate energy programs. All information regarding consumption and requirements for energy
should be directed to this group. It is responsible
for the evaluation of the development ofan appropriate plan of action.

The controller's role in energy reporting is the
same as in financial matters, the only difference is
the unit ofmeasure. BTUs are used to budget and
measure energy instead of dollars. Energy usage
data should be converted into BTUs from oil, gas,
electric, propane, steam and other fuel billings.
BTU means British Thermal Unit or the amount
of energy necessary to raise one pound of water
one degree Fahrenheit.

0025-1690/81/6209-3410/$01.00/0

Energy Budgeting
Where does the controller start? With an energy budget.
A budget should be established for each location, reflecting the overall energy consumption of
the plant at various activity levels, In the preparation of the budget the controller should secure a
history of all utility bills for the past two years.
The usage and cost should be documented. This
documentation will show the change in consumption by month so that the controller can analyze
the activity levels and determine what the trends
have been. This data can be very useful in determining whether there have been seasonal changes
in usage.
After the analysis has been completed, the controller should prepare an energy budget (Table
1). The energy budget displays the expected energy consumption and relates it to degree days,
which is a measure of the climate condition. A
Copyright © 1981 by the National Association of Accountants
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degree day is the amount of temperature variation
between 65° and the average temperature for a
specific day. For example, if the mean average
temperature was 45° during a day in February, it
would be a 20° day. These amounts are totaled
each day for the year and published by the National Oceanic and Atmospheric Administration.
The energy content of production units should be
developed in BTUs and used as the basis for budgeting the production energy requirements.
After the budget has been prepared, it should
be reviewed with the plant engineer to assure that
it is reasonable in relation to the expected activity
level of the company and the past experiences. It
is also useful to develop graphs which display the
pattern of consumption during the past years. Figure 1 illustrates a typical electrical consumption
pattern in most buildings. There is a substantial
increase in consumption in the summer due to the
office air conditioning system load. If the consumption level is high during the whole year, it
may be an indication that the heating controls are
ineffective and the air conditioning system is out
of control. Graphs also can be used to see if consumption is trending away from budget.
Organizing for Energy Management
The energy committee must have a top management representative at each location to coordinate
the group at each plant. This on -site energy committee representative can help resolve the tough
energy - related trade -offs necessary, such as changing the plant work schedule, dropping products,
MANAGEMENT ACCOUNTING/ MARCH 1981

or revamping the product distribution system.
The energy committee should develop an understanding of the energy consumption pattern of
the company through a careful analysis of the
overall energy usage. Data should be collected
and summarized in a graphic display to show
where energy is being expended. Figure 2 illustrates an analysis of energy consumption and the
consumption of fuel for a typical bakery. There
are two categories of fuel consumed: one is process gas - 15,700 million BTUs and the second category is steam boilers - 14,200 million BTUs. The
process gas is broken down into:
Usage
Heating ........................
F r ye r . . . . . . . . . . . . . . . . . . . . . . . . . .
P a n wa s h e r s . . . . . . . . . . . . . . . . . . . .
O ve n s . . . . . . . . . . . . . . . . . . . . . . . . .

Million
BTUs
5,400
600
2,100
7,600

It is noteworthy that the consumption of fuel in
the ovens is then broken down into fuel losses 4,300 and into product - 3,300.
This is where the energy management group
then directs its attention. How can it salvage the
fuel exhaust loss? This analysis provides a perspective regarding where the energy is wasted and
how it might be recovered through the procurement of improved equipment. After this analysis
is completed, the controller with the help of the
plant engineer can develop appropriation requests
that define the cost and benefits expected from the
installation of conservation equipment. The man49

the lighting levels are appropriate for the work
being done. In 1976, the Federal Energy Administration established lighting levels that are appropriate for various tasks. A reduction in lighting
levels can have a substantial effect on the air conditioning requirements ofa building. Lighting fixtures increase the heating load in the summer.
The engineer then will proceed to analyze the
heating and ventilating system to determine
whether it is appropriate for the facilities. He will
review the building structure, boilers, insulation
thicknesses, and the possible use of recuperators
to recover heat from processes. At the completion
of his analysis, he will prepare a summary report
which describes all of the things that can be done
Energy Audit Techniques
to reduce energy consumption and the steps necessary
to implement the conservation program. It
The controller should encourage periodic energy audits —at least once per year. The purpose of is the controller's task to assist management in the
an energy audit is to identify what can be done to development of financial programs necessary to
reduce consumption. An energy audit is an analy- implement the recommendations.
sis of all the energy consumption and the energy
Life Cycle Costing
usage in a building or factory. Every energy use
There have been numerous methods developed
should be challenged to determine what can be
to
evaluate capital expenditures. In the past, decidone to reduce the consumption of energy. Experience has shown it is possible to reduce consump- sions were often made on the basis of initial cost
tion between 20% and 40% if careful analysis of and payback. Because energy costs have inthe consumption is made. The energy audit creased, companies now consider operating costs
should be conducted by a qualified person, either as well as initial cost. This is known as "Life Cycle Costing." For an illustration of the effect of
a plant engineer or an energy consultant.
The task of the person conducting the energy Life Cycle Costing, see Table 2. This exhibit
audit is to make observations of the conditions he shows that the proposed equipment has an initial
observes and prepare a summary report. This re- cost of $50,000. After the investment credit and
port will identify the present operating conditions, energy tax credit, the cost will be $40,000. The
the changes indicated, and the expected cost -sav- annual savings is estimated to be $14,000 in the
first year, increasing to $27,282 in the eighth year.
ing benefit expected.
The engineer should review the lighting levels Changes in energy and maintenance costs are facthroughout the facilities and determine whether tored into the computation. The net effect for the

ufacturing representative should initiate employee
tracking programs. Marketing and product designers can analyze their area of influence to determine how they might reduce consumption.
The energy committee should formulate a five year energy plan. This plan should take into account the best information available regarding the
availability of energy resources, the estimated cost
of these resources, and the impact of predicted
governmental regulations. The master plan should
include consideration of the requirements for additional capital and engineering talent needed to
implement the changes in the facilities that will
become necessary as energy costs increase.

Every energy
use should be
challenged to
determine what
can be done to
reduce
consumption.

Figure 1
Energy Consumption Graph - Electrical
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procurement equipment each year is computed

and discounted by 10% to reflect the cost of invested money. The present value of the cash flow
for the eight years would be $38,327 considering
increasing energy costs and maintenance.
Managing Energy Equals Managing People
Managing energy comes down finally to managing people. The principles of planning, budgeting,
and control that are used in financial management
should be applied to energy management.
The development of energy budgets is straightforward in an office building or department store.
However, when product manufacturing is involved, the matter becomes much more complex.
A portion of the energy budget is fixed : it is necessary to have a minimum amount of heat to prevent freezing, for example. A major portion of
processing energy is variable, depending on the
number of units being produced . The controller
must identify that portion of the manufacturing
plant energy consumption which is fixed and that
part which is variable. He can then develop a projection of the consumption by product.
In order to facilitate analysis, we recommend
that a BTU standard be computed for each product being manufactured . The implementation of
BTU accounting reporting will require the installation of additional meters throughout the plant.
The variance reporting information derived from
these meters can be used by management to determine whether personnel and processes are being
controlled effectively . By using BTU accounting,
it was possible to reduce the number of furnaces
operating in a heat treating company by 30 % .
This reduction was accompanied by scheduling
the loads into the furnaces rather than operating
the furnaces on an as- required basis. This tightening of controls over the use of equipment results
in substantial reduction in fuel consumption.
When it was easily available and cheap , energy
waste was comparatively a negligible factor. Now
as energy becomes more expensive, improved controls pay back quickly.

The data developed by the controller can also
be useful in the development of corporate strategic
Continued on page 56
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Table 2
Life Cycle Analysis
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(50,000)
5,000
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(213)

(201)
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(162)

(148)

(2,570)

(2,827)

(3,110)

(616)

(3,420)
(7051

3,762
(755)

(4,139)
(807)

(5761
14,000

15,400

(659)
16,940

(40,000)

10,604

11,744

12,970

(40,000)

9,640

9,705

9,744

7. Annual savings
8. Life cycle cost
9. Pres ent value (0 1 0%
10. Sum of present value

2

=

(132)
(4,553)
(864)

(125)
(5,008)
924

18,634

20,497

22,547

24,801

27,282

14,324
9,786

15,848
9,821

17,453

19,252

21,225

9,851

9,879

9,901

$38,327
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Could Your Company Pass
a Government Contract
Inspection?
Sometimes it takes a company years to negotiate the final costs
of government cost -type contracts.

i
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Accounting for the cost of government contracts
is unique. One reason it is different from accounting for the cost of nongovernment work is that
companies seeking government contracts must
comply with cost accounting standards. Today
virtually all defense contractors are obligated to
comply with cost accounting standards or risk being denied the opportunity to participate in this
type of business.
The Cost Accounting Standards Board, established by public law 91 -379,passed in 1970,is the
agency of Congress which promulgated 19 such
cost accounting standards. Last year, because of
lack of funding from Congress, the CASB was dissolved. Companies which are subject to the standards still must comply with them, however.
The accounting system proposed here will, if
followed faithfully, assure that the costs generated
from the system comply with the standards, with
the exception of certain specialized standards such
as those on pension costs, allocation of home office expenses to segments, and use of standard
costs.
In addition to complying with cost accounting
standards, companies must comply with government procurement regulations. Each federal agency has its own procurement regulations which
prescribe how procurements are to be made, in00 2 5 -1 6 9 0 /8 1 /6 2 09 -0 7 2 2 /$ 0 1 .0 0 /0

eluding prescribing those contract costs which are
allowable and those which are not. The Department of Energy (DOE), for example, has its own
procurement regulations (DOE -PR) comprising
a 635-page comprehensive body of regulations
governing the procurement of research, development, construction and other products and services. If a person is going to do business with the
government or one of its agencies, he should obtain a copy of the agency's procurement regulations and become familiar with them before signing a contract with the agency.
If this information seems to indicate that contracting with the government is complex, that is a
correct deduction, for it is not only complex, but
confusing as well. For example, it is not enough to
say that the DOE -PR govern contracting with the
Department of Energy because the Federal Procurement Regulations, consisting of 1,039 pages,
also apply to DOE. The DOE -PR "Foreword"
notes:
"They (the DOE -PR) follow the Federal
Procurement Regulations (FPR) implementing and supplementing them, as necessary to accomplish DOE's mission."
Probably the most important influence on accounting for government contract costs is the contract itself. The number of companies that enter
Copyright C 1981 by the National Association of Accountants

into contracts with the government without reading the sections of the contract dealing with unallowable costs, cost accounting, and cost accounting standards is surprising. It should be obvious
that these sections must be studied and understood before the contract is signed. Otherwise, the
contractor could be in the position of agreeing to
accounting articles he doesn't even know exist.
For example, the contract may require the contractor to get the prior approval of the government for certain costs to be allowable. When there
is a dispute between the contractor and the government about the allowability of these costs, it is
too late to plead ignorance of what the contract
says.
Is government contract accounting, then, so
different from generally accepted accounting principles (GAAP)? Actually, government contract
accounting is a variety of job cost accounting, refined and modified for cost accounting standards
and allowable and unallowable costs, pursuant to
the agencies' procurement regulations. Job cost
accounting is, of course, a generally accepted
method of industrial cost accounting and has been
in wide use in industry for many years.
Government Is Particular about Accounting
The government is quite particular about a contractor's accounting system. For one thing, the
government wants to pay cost —no more, no
less —but cost as the government defines cost. The
government also does not want to pay for unallowable costs as enumerated in the contract, in the
applicable procurement regulations, and in the
cost accounting standards regulations.
To establish that a proposed contractor's accounting system and records are satisfactory and
will generate allowable and allocable costs of the
proposed contract the government usually uses a
"pre- award" audit. Chapter I of the Federal Procurement Regulations ¶ 1- 3.809(b) states:
"(b ) Auditor's reports on contract price proposals. (1) The contracting officer or his authorized representative shall request an audit
review by the contract audit activity in accordance with this paragraph (b). Audit reviews
shall be requested prior to the negotiation of
any contract or modification resulting from
proposals in excess of $100,000 which are firm
fixed -price or fixed price with economic price
adjustment or proposals in excess of $250,000
of any other types when the price is based on
cost or pricing data (§ 1- 3.807 -3) submitted by
the contractor."
An important purpose of the initial audit is for
the auditors to clearly establish that the proposed
contractor has an accounting system that will segregate the costs of jobs properly and one that will
MANAGEMENT ACCOUNTING /MARCH 1981

provide appropriate supporting records and data
sufficient to withstand audit scrutiny and provide
tracability. Another purpose is to ascertain whether or not the proposed contractor's accounting
system is in compliance with cost accounting standards and, if not, where it is deficient. After the
contract has been signed, it may be too late to
have this audit made because by that time the
contractor already will be in trouble if his accounting system is not adequate. The government
will be in trouble, too.
Once a company has submitted a proposal to a
government agency, under certain circumstances
it can expect a visit from government auditors.
These auditors may be from the agency where the
company submitted its proposal, or they may be
from the Defense Contract Audit Agency
(DCAA). DCAA is by far the largest government contract audit agency, and many other government agencies use its services. A company
should not assume, however, that it will receive a
prompt visit because government auditors are
busy and any audit must be scheduled. In fact, the
auditors may not visit until long after a contract
has been signed even though the audit really
should be made before contract signing.
Under these circumstances, a company could
be incurring costs under its government contract
but not receiving reimbursement because of the
audit delay. Furthermore, when the auditors do
come, they may find deficiencies in the company's
accounting system which will further delay reimbursement. Company management can see, therefore, how important it is to get these details ironed
out before the contract is signed, Provisions can
be made in the contract for progress payments
pending performance of the audit.

Many
companies
enterinto
contracts with
the government
without reading
the fine print.

Three Minimum Acceptable Records Categories
What are the recommended minimum accounting and cost records that are necessary to satisfy
the government? I classify these records into three
groups.
Records of original entry. These records constitute the basic original entry records found in practically all business organizations. They are the
cash receipts and disbursements journal, the accounts receivable journal (or billings register),
payroll journal, the accounts payable journal and
the general journal. All these journals record the
data chronologically as the transactions occur.
When summarized properly, they provide the
posting source for the second group of records.
Ledgers /subsidiary ledgers. There are at least
three ledgers that must be maintained although
there may be more depending upon the type of
business. The three major ones are job cost ledger,
general ledger, and employee earnings ledger. The
job cost ledger should contain a sheet for each job
upon which are recorded the direct costs, labor,
53

The
government
wants to pay
cost —but cost
as the
government
defines cost.

material, and other direct costs for the job. The
job cost ledger is controlled by the general ledger
account and must be reconciled to the general
ledger each accounting period. The job cost ledger
is important to government auditors, so they will
scrutinize the entries and the reconciliation carefully. The general ledger contains a sheet for each
asset, liability, equity, income, and expense account and is usually posted once a month from
the original entry records. The employee earnings
Iedger contains a sheet for each employee upon
which earnings, deductions, and net pay are accumulated, posted from the payroll journal.
Supporting records or back -up data. Examples
are daily time sheets of employees, invoices from
vendors, contracts, purchase orders, personnel action documents, physical inventory sheets and the
like.
The government will expect to find these minimum records, or variations of them, in an accounting system whether it is a hand - posted system or a computerized system. Of course there
may be other records required for certain businesses, such as inventory records, depreciation
records, or fixed -asset records.
Another important accounting function of interest to the government auditors is a contractor's
capability of accounting, for caring for, and adequately disposing of any government property acquired by or lent to the contractor for the performance of the work. These accounting records
would include tagging the equipment as government property, assigning a property item number
and the applicable contract number, maintaining
an inventory record, segregating the property so it
is not used except on government work, protecting the property from loss and misuse and maintaining the property correctly.
A separate body of regulations governs the handling of government property. A contractor
should be familiar with them because there may
be special audits of this function by the government.
Changes Are Certain
If there is one thing that is virtually certain in
government contracting, it is that there will be
changes —changes in the scope of work, changes
in the specifications, and even changes in the contract. Contractors must be aware ofthese changes
to be sure that they are in no worse a position
after the change than before. In other words, in a
fixed -fee contract a contractor should not be required by the government to make changes, say,
in the scope ofwork without proper compensation
in the form of an additional fee.
It is important for the parties to agree on the
additional fee for the extra work, preferably before the added work is undertaken, but in practice
this rarely happens. Instead, the extra work is per-
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formed, followed by sometimes stormy sessions
spent arguing over the fee. Right or wrong, fees
for government work often are based primarily
upon cost. I suppose this situation exists becuase
cost is something tangible that can be understood
by both parties, and it may indeed relate to the
difficulty of the work and the ingenuity of the contractor. The hitch is that more than likely the
costs of the changes will be indistinguishable from
the regular normal costs of performing the contract, simply because the government does not require change -order accounting.
Although it may be easier said than done, I
would recommend that the contractor's accounting system be constructed flexibly enough so the
costs ofmajor changes can be controlled separately. It is a fact of life that the contractor's fee for a
change is going to be based largely upon cost. The
contractor will be in a better position if he can
provide the actual change -order cost, rather than
just his estimate, against which the government
will buck its own estimate.
How to Prepare for the Audit
How does a company prepare for the government audit? First of all, it should be familiar with
the clause in the contract permitting the audit.
One example may be (excerpt from paragraph 13.814-2 of the Federal Procurement Regulations):
"The following clause shall be included in all
contracts, both formally advertised and negotiated, which contain the contract clause in
either 1- 3.814(a) or (b) an d may be used to
determine the allowability of costs under cost reimbursement type contracts.
Audit
"(a) General. The Contracting Officer or
his representative shall have the audit and
inspection rights described in the applicable
paragraphs (b), (c) and (d) below. "(b )
Examination ofCosts. If this is a cost -reimbursement type, incentive, time and materials, labor hours, or price redeterminable
contract, or any combination thereof, the
Contractor shall maintain, the Contracting
Officer or his representatives shall have the
right to examine books, records, documents,
and other evidence and accounting procedures and practices, sufficient to reflect
properly all direct and indirect costs of
whatever nature claimed to have been incurred and anticipated to be incurred for the
performance of this contract. Such right of
examination shall include inspection of all
reasonable times of the Contractor's plants,
or such parts thereof, as may be engaged in
the performance ofthis contract."
Note that the auditors have the right to examMANAGEMENT ACCOUNTING /MARCH 1981

ine all books and records, not just the ones a company wants them to examine. To be ready, a company should make sure that all entries have been
recorded in original entry journals, including unpaid invoices, notes payable, accrued payrolls, inventories, and so forth. The government will be
looking for appropriate cutoff procedures so that,
for example, items included in end -of- period inventories have been properly accrued or paid for.
In addition, the organization should make sure
that all original entry books balance and have
been properly posted to the appropriate ledgers.
Also, all entries in books of original entry
should be supported by genuine documents such
as appropriately approved time sheets, bona fide
invoices and receiving reports, personnel action
documents properly approved, purchase orders,
contracts, cancelled checks, deposit records and
so forth.
The government also is interested in examining
a contractor's system of internal control because a
good system of internal control will enable the
government audit to be reduced in scope. Any examiner of internal control will pay close attention
to levels of supervisory review and approval, systems of authorization, segregation of duties, reconciliation of subsidiary ledgers with control accounts, substantiation for write -offs and the like.
Because control deficiencies in any of these areas
could mean that the government auditors would
not approve a contractor's accounting system, it is
important for a prospective contractor to review
the system of internal control thoroughly and to
correct any deficiencies before making a proposal.
Auditors Seek Cost Control
The cost reimbursement type of contract is
good from the contractor's standpoint because it
removes most of the risk of performance, and the
contractor usually gets paid regardless of the quality of his performance. From the government's
standpoint, however, cost -type contracts are undesirable because of the absence of incentive to the
contractor to control costs. Quite the contrary,
the contractor may tend to ignore the cost control
as long as he receives reimbursement for his costs
and for his fixed fee. Many cost -type contracts
have clauses placing cost ceilings , on contracts
and /or requiring the contractor to notify the government when expenditures reach 80 or 90% of
the ceiling, but these mechanisms are poor substitutes for genuine cost control. So, the government
auditors will be looking for some type of cost control. It is a good idea for a company to prepare in
advance a description of the various cost control
mechanisms incorporated into the contractor's accounting and other systems. Some features one
would expect to find in cost control systems are:
• A budget system, plus a feedback system for
comparing actual costs and the budgeted costs;
MANAGEMENT ACCOUNTING /MARCH 1981

• A system of work breakdown structure, wherein the work is broken down into logical work
packages with estimated costs assigned to each
package;
• A supervisory review and approval system,
wherein supervisors are expected to review extraordinary proposals /expenditures to ascertain
their reasonableness and necessity;
• A supervisory review and approval system
wherein supervisors are expected to maintain
constant surveillance over work being performed and costs being incurred, questioning
things they do not understand and in general
being familiar with the progress of work relative to its cost, to the critical path, and to any
milestones established for accomplishment.
Currently in limited use is a system of contracting known as "cost plus award fee contracting."
This system involves a complex evaluation of performance based upon criteria or standards and the
awarding of an extra fee to a contractor if he performs well. This type of contract attempts to reward efficient, economical, timely and quality performance, thereby getting around the disadvantages of the cost - reimbursement type contract.
Obviously, award fee contracting arrangements
primarily are applicable to very large contracts of
two or more years because of the expensive evaluation system, but I mentioned it to indicate that
the government is interested in cost control and
improving its contracting methods.

In practice, the
extra work is
performed and
is then followed
by sometimes
stormy sessions
spent arguing
over the fee.

Determining Unallowable Costs
No discussion of government contract accounting would be complete without mentioning unallowable costs. Cost allowability is dependent on
five factors: reasonableness, allocability, cost accounting standards and /or generally accepted accounting principles, the applicable procurement
regulations, and the contract itself.
Starting with the easiest, the contract may expressly disallow certain costs. Examples might be
entertainment, advertising, donations and contributions, direct costs of other jobs or contracts,
and similar items. Because cost accounting standard No. 405, "Unallowable Costs," requires the
contractor to delete unallowable costs from any
claim or invoice to the government, such unallowable costs should be segregated by the contractor
on his books and clearly identified as such. These
costs may be unallowable whether charged as direct or indirect. Generally the agency procurement regulations make certain costs unallowable,
so the contractor should familiarize himself with
these provisions of the procurement regulations of
the agency with which he is doing business.
FPR 1- 15.201 -4 defines allocability as follows:
"A cost is allocable if it is assignable or chargeable to one or more cost objectives
in ac... or
cordance with the relative benefits received
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troublesome
indirect costs
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contract
language.

other equitable relationship. Subject to the
foregoing, a cost is allocable to a government
contract if it:
(i) is incurred specifically for the contract;
(ii) benefits both the contract and other work,
or both government work and other work,
and can be distributed to them in reasonable proportion to the benefits received; or
(iii) is necessary to the overall operation of
the business, although a direct relationship to any particular cost objective cannot be shown."
The term "cost objective" is defined in DAR
15- 109(e) as:
"A function, organizational subdivision, contract, or other work unit for which data are
desired and for which provision is made to accumulate and measure the cost of processes,
products, jobs, capitalized projects, etc."
The most difficult and elusive of the five factors
is reasonableness, According to Wright and Bed ingfield in "Government Contract Accounting,"]
reasonableness is a concept of fairness, necessary
because of the absence of arm's - length bargaining
at the marketplace. They say that in the absence
of a reasonableness standard there would be no
limit to the amount of cost which could be incurred. See the FPR 1- 15.201 -3 definition:
"A cost is reasonable if, in its nature or
amount, it does not exceed that which
would be incurred by an ordinarily prudent
person in the conduct of competitive business. The question of the reasonableness of
specific costs must be scrutinized with particular care in connection with firms or separate divisions thereof which may not be
subject to effective competitive restraints.
What is reasonable depends upon a variety
of considerations and circumstances involving both the nature and amount of the cost
in question."

In other words, determining allowable costs is
highly technical. It is easy for a company to find
itself in a dispute with the government over the
allowability of costs, and it sometimes takes years
to negotiate the final costs of cost -type contracts,
A Company Can Pass Inspection
Accounting records can pass a government auditor's inspection, even though the process of
agreeing on the cost of the work, particularly in
the area of indirect costs, is technical and complex. A word of advice is to make every effort to
tie down troublesome indirect costs within the
contract language. Paraphrasing DOE -PR 9 -501506:
It is important for DOE and its contractors
to agree before incurring costs in categories
where reasonableness or allocability are difficult to determine in order to avoid possible
disallowance or dispute. Any such agreement should be incorporated in cost -type
contracts and should govern the cost treatment covered. The absence of such agreement, however, will not, in itself, make that
element either allowable or unallowable. Examples of costs on which advance agreements may be particularly important are:
deferred maintenance costs; precontract
costs; professional or technical consulting
services; reconversion costs; research and
development costs; royalties; selling and distribution costs; unemployment insurance experience ratings, employee compensation,
travel including relocation costs, and other
personnel costs,
If a company can ensure it has followed all
procedures and taken precautions regarding cost
allocation, it most likely will pass government inspection and can begin fulfilling its government
contract without further distractions.
7
, Howard W. Wright and James P. Bedingfield. Governmeni Conrraci Accnunnng,
Federal Publications. Inc, Washington, D.C., 1979.

THE CONTROLLER AND ENERGY MANAGEMENT
Continued from page 51
plans and capital requirement projections. Decisions regarding new plant locations, new products
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or processes should be evaluated on the basis of
energy consumption and availability. Pricing
strategy also may be strongly influenced by changes in energy costs as oil supplies decrease.
❑
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Management
Information
Systems
Stephen F. Piron, Editor

Data vs. Information: the Difference
The management accountant and the director
of data processing have a common problem.
Management keeps asking both for more information. What is it about people that makes
them want more information, rather than less?
Is it insecurity, fear of not having all the information to answer the boss's question? Is it a
desire to perform better in the job? Or is it a
situation where "we've always received this information, why delete some of it now "?
One reason may be that computer equipment can store more data and report it faster
than ever before. Said another way, management can ask for and receive more data, sooner, than ever before. And, so it does.
As a result, we have: P &L and balance sheet
reporting monthly instead of quarterly; sales reports daily instead of weekly; monthly product
P &L's instead of quarterly; daily inventory or
other status reports instead of weekly; and so
on. So what is the problem?
The problem ( potential or actual) is that
companies are incurring excessive, unnecessary computer costs because too much data is
being input, stored, processed, and reported.
And, until such time as new technologies arrive —such as "bubble memory" for storing
data —a major piece of rising MIS costs will be
due to the storing and processing of too much
data. The problem is here. Like inflation, it is
not going away soon, if ever. It must be dealt
with. What can be done?
The data processing director is "in the middle" in this rising cost situation. On one hand,
he or she is responsible for "servicing" the information needs of the users of computerized
data. With larger and faster equipment available, there is a tendency to say "yes" to user
requests for more information.
On the other hand, the data processing director has a responsibility to control MIS costs.
Because computer - related costs are rising,
MANAGEMENT ACCOUNTING /MARCH 1981

there is a tendency to say "no" to user requests in order to avoid costly computer upgrades. Like most jobs in business, good performance includes a need to exercise restraint.
One very basic solution is to get a handle on
the difference between "data" and "information." When computers were first introduced
into the business world, they were used to
process data. They were workhorses that could
compute payrolls, price orders, print checks
and inventory listings faster than a human being could. Then, it became apparent that these
workhorses could report summarized data to
management for the purpose of informing management of what was going on. Computer reports began servicing the users' operational
and information needs. Unfortunately, in many
instances, this joint user need was often
addressed by the same report. Even today,
systems analysts take the same approach. Too
often, they ask, "what data to you want ?" as
opposed to "what information do you need ?" In
most cases, it takes less data to tell a person
what he wants to know than might be expected. That is why we have headlines in newspapers. So, one way to attack the information
processing explosion is to work hard at identifying what information is needed to perform a
management job well.
A second solution to our problm is exception
reporting. Again, it addresses the fact that giving a manager everything that is available may
not be giving him or her everything that's needed to perform well. The case for exception reporting becomes more and more valid the higher information travels up the organization chart.
Like an ABC analysis of inventory items, exception reporting helps management focus on the
critical parts of the business. Exception reporting calls for reporting situations like "the 10
best companies and the 10 worst," or the "customers who are ordering goods and whose accounts receivable balances are already over 90
days old." It requires that the computer be programmed to recognize exceptional situations,
unacceptable variances, or trends in data
strings that are leading to potential problems.
The result is that less data is being reported,
yet management is still being given the relevant
information.
Another way to attack the problem is to require that a cost - benefit analysis be part of a
user's request for more computer support. This
analysis stipulates the benefits in terms of:
costs which the system will reduce or eliminate;
enhanced abilities which will lead to greater
productivity; cost avoidance; reduced reporting;
and so on. This analysis must be reviewed and
approved by individuals higher in the organization than both the user and the MIS director.
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The Pricing Decision
This month NAA is publishing The Pricing Decision by Lawrence A. Gordon, Robert Cooper, Haim Falk, and Danny Miller. It is the latest release in the Business Decision Models project co- sponsored by NAA and the Society of Management Accountants of Canada. To obtain a copy of this research study,
send in reply card in this issue. Following is a summary of the
study prepared by the authors.
By Lawrence A. Gordon, Robert Cooper, Haim Falk, and
Danny Miller
The primary objective of the study was to determine how
manufacturing companies in the United States and Canada
are presently making pricing decisions. The principal focus
was the long -run pricing objectives and methods of these
firms.
A total of 44 companies, 22 from the U.S. and 22 from
Canada, were included in the study, which can best be described as a modified survey. It consisted of personal interviews, structured around a detailed questionnaire, involving
both open -ended and close -ended questions. In particular, the
following research questions were addressed:
1. What are the general pricing policies of major manufacturing firms and what related objectives are these policies intended to accomplish?
2. What methods are used to determine the selling price of
product lines (e.g., what information is used)?
3. Are there differences in pricing policies related to such
things as (a) product type, (b) industries, and (c)
countries?
The firms chosen for the study were major corporations
that represented a large portion of their industry's annual
sales, total assets, and number of employees. The selected
companies were involved in the manufacturing activities of at
least one of four industries: food processing, chemical, transportation equipment, or heavy equipment. The four industries
embody a broad range of issues, forces, attitudes, and problems that are likely to be important to manufacturing firms
when making pricing decisions.
In general, profits, closely followed by the ratio of return
on investment, as well as market share and the measure of
total sales, were the key objectives used in setting pricing
policies for the firms in this study. These results differ from
much of the literature which maintains that profit maximizaMANAGEMENT ACCOUNTING/ MARCH 1981

tion is the single goal of firms. Apparently corporations pursue multiple objectives in setting their prices. These findings
were found to be generally true across the various industries
in both countries, although some differences did emerge. For
example, the price /earnings ratio was of much greater concern to the U.S. companies in the transportation and heavy
equipment industries than in the Canadian firms.
While the firms participating in this study generally were
concerned with a mix between satisfactory profits, return on
investment, market share and total sales, further analysis indicated some interesting differences within this broad statement. For example, an interesting difference emerged in the
objectives for pricing policies in terms of the product market.
For companies selling standard products, market share was
the dominant pricing policy objective. In contrast, firms handling custom -made products were more concerned with return on investment and job security.
The intensity of various types of competition facing the
product line also affected the importance attached to the objectives of pricing policies. Where companies seemed to be
competing on the basis of price and service, sales maximization was the major source of competition, profits seemed to
dominate the objectives behind pricing.
The study results indicated that both costs and market conditions were important ingredients to the determination of
specific prices for product lines. The variant of cost -plus pricing frequently used was a percentage markup over costs. Even
in those companies where competitors' prices were of prime
importance, cost information played a secondary role in assessing whether or not the firm could sell the product line at
the established market price. Thus, the literature arguing that
costs are of little, if any, importance in the determination of
prices must be viewed as suspect based on results from the
firms in our study.
Although the companies seemed to use both costs and
competitive prices in setting specific product prices, differences did emerge in terms of the relative weights given to these
items. For example, the larger companies in the study indicated a stronger preference than their smaller counterparts for
the use of competitive or market conditions in setting prices.
Conversely, companies that vigorously competed on the basis
of product quality tended to rely more heavily on costs. Pricing based on costs was also more dominant for custom -made
products, as opposed to standardized products, as well as in
situations where market skimming was being practiced. Another difference, in terms of emphasis on pricing based on
costs or market conditions, had to do with price following
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and leadership. As expected, market - pricing dominated for
products where a price - following policy was being executed.
However, a price- leadership strategy was prevalent during the
growth stage of a product line's life cycle.
Management Accountants Help in Pricing
A view often espoused is that variable, rather than full,
costs are most important in terms of pricing decisions. The
results, however, clearly indicated that full costs were given
major consideration in terms of pricing the product lines under study.
A cogent argument can be made that the objectives, methods and procedures should vary among market structures,
industries and countries. The results of our study provided
only limited support for this argument. Efforts at explaining
pricing decisions based on differences between economic market structures were, in general, unproductive. Further, while
some differences between the industries and countries were
found, the similarities were far more prevalent in the companies studied.
Pricing decisions are probably best classified as semi-pro grammed decisions that result in a choice of a point along
some scale, That is, the pricing decision process can in part be
captured in terms of steps, or procedures, that specify how
prices are determined. However, these steps are not fixed and
the executives included in this study clearly noted that as
circumstances change, and new information becomes available that suggests the need for revisions in prices, they would
alter their decision- making behavior accordingly. In other

words, it became obvious that pricing decisions do not represent a closed system, uninterrupted by outside disturbances.
Instead, management is continually re- examining product
line prices with an eye toward changing previous decisions.
Yet, all efforts at developing predictive models for pricing
decisions were unsuccessful.
The study results indicate that management accountants
play an important role in facilitating pricing decisions. They
presently provide a large share of the information used by
managers in setting product line prices. There is, however,
much information used in pricing which comes from other
sources (e.g., information about the company's external environment). Management accountants may wish to explore the
possibility of providing some of this additional information to
managers. Further, management accountants may be able to
play an important role in providing "what if' information
(e.g., if product prices are cut by 10 %, the quantity demanded may go up by some estimated amount). In the final analysis, whether or not management accountants should expand
the scope of the information they provide is a normative issue
which was not a part of this empirical study.
Regardless of the expanded role management accountants
assume, the accounting system cannot be a panacea for the
problems surrounding pricing decisions. Pricing decisions use
the talents and know -how of many individuals across several
functional areas, of which accounting is only one. Management accountants must be willing and able to work with individuals from various disciplines if their real potential for aiding❑executives❑in❑making❑pricing❑decisions❑is❑to❑be❑achieved.❑❑

FASB Seeks Industry Fellows,
The Financial Accounting Standards Board is now accepting
nominations for its Industry Fellow Program. The program,
established in 1977, brings industry expertise to the process of
developing financial accounting standards. Any president or
chief financial officer of a company that wants to take part in
the program may nominate an outstanding, mid - career employee he thinks would be an asset to standards development.
Candidates selected as Industry Fellows spend a one- or two year period at the FASB's offices in Stamford, Conn., after
which they return to their sponsoring company. A Fellow is
expected to make contributions at the senior staff level. In his
or her work with the Board and staff, he or she will help
develop new standards and modify existing ones.
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The Fellow will receive a salary from the FASB of approximately the same amount he would have received from his
company, adjusted for the cost of living after taxes. In addition, he will receive other benefits.
Any president or chief financial officer who wishes to nominate a candidate should send an application, a personal recommendation, and a resume or other summary of education,
experience, and other activities of the person being nominated. A sample of the person's written work also would be
helpful.
Nominations should be sent to Michael O. Alexander, Director of Research and Technical Activities, FASB, High
Ridge Park, Stamford, CT 06905.
❑
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People in the News
Promotions and New Positions
Joel S. Hirsh, Akron, Ohio, has been
promoted to manager of international
treasury operations for Europe and
North Africa at Firestone. He is a member of Akron Cascade Chapter.
Albert V. Legge, Albany, has been appointed vice president, Key Banks, Inc.
Robert J . Stengel, Allentown, Penn.,
has been promoted to audit administrator in the commercial audit department
of FinanceAmerica. He is a member of
Lehigh Valley Chapter.
Frederick A. Stuart, Jr., Atco, N.J., has
been appointed director of employment
at ARA Services Inc. He is a member of
Philadelphia Chapter.
Albert C. Johnson, Atlanta, is now a
partner at Arthur Andersen & Co. He is
a member of Atlanta Central Chapter.
William H. Blair, Bellingham, Wash.,
has been named vice president of fi-

nance and planning for Hagen Foods.
He is a member of Mt. Rainier Chapter.

at the same company. All are members
of Calumet Chapter.

Harry F. Deegan, Jr., Beltville, Md.,
has been appointed director of finance
at Micros Systems, Inc. He is a member
of Baltimore Chapter.

Jerome P. Nienaber, Cincinnati, has
been elected vice president, controller,
and a member of the board of directors
of the Andrew Jergens Co.

Frank J . McGimpsey, Bethlehem,
Penn., has been appointed treasurer of
Pentamation Enterprises, Inc. He is a
member of Lehigh Valley Chapter.

Glenn A. Berry, Clarksville, Tenn., has
been named controller of the consumer
products div., Trane Co. He is a member of La Crosse - Winona Area Chapter.

Robert S. Perfetto, Charlotte, N.C., has
been promoted to tax manager in the
leasing div. of Barclays American Corp.
He is a member of Charlotte Blue Chapter.... Allan F. Ross is now assistant
controller of the corporation. He i s a
member of Charlotte Gold Chapter,

Edward J . Sebastian, Columbia, has
been named vice chairman in charge of
corporate finance, Bankers Trust of S.C.

Lawrence L. Samels, Chicago, has been
appointed manager, employee benefits
for Inland Steel Co.... Ludwig A.
Streck has been named manager of
profitability accounting and Michael S.
Uram is now controller —raw materials

Chris J. Seling, Jr,, Fallston, Md., has
joined Tate- Temco, Inc. as controller.
He is a member of Baltimore Chapter.
Alva C. Pipkin, Golden, Colo., has
joined Adolph Coors Co. as vice president, controller. He is a member of
Sioux City Chapter.
N. Dale Kaper, Grand Rapids, has been
named senior vice president, controller
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and secretary to the Board of Lumber man's Bank.
David W. Hogue, Greenville, Penn., has
been named controller of St. Paul
Homes. He is a member of Greater
Youngstown Area Chapter.
Fred L. Payton, Hawesville, Ky., has
been promoted to controller — utility
products div. of Southwire Co. He is a
member of Owensboro Chapter.

tive officer of Ward's Natural Science
Establishment, Inc. He is a member of
Rochester Chapter.
Harry E. Lamb, Niles, Ohio, has been
elected comptroller of Bostwick Steel
Lath Co. He is a member of Greater
Youngstown Area Chapter.

Rfffz90V
ASSOCIATES

Terence A. King, Houston, has been
promoted to group controller of the petroleum development group of Geosource, Inc.
Denton L. Kanouff, King of Prussia,
Penn., has been appointed director of
corporate development at UGI Corp.
He is a past president of Valley Forge
Chapter and a current national director.
Reed S. Spiegel, Lancaster past president, has been appointed assistant controller of Armstrong World Industries,
Inc. He succeeds Frederick D. Finney,
also a member of Lancaster Chapter,
who has retired after 40 years of service.
Henry F. Barbeau, Leroy, N.Y., has
been elected president and chief execu-
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James M. Mertes, Rochester, is now
controller for the graphic supplies div.
of Itek Corp,
Robert F. Garland, CMA, St. Paul, has
been appointed senior vice president of
administration and planning for Burlington Northern Inc.
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Fred R. Blanford, Indianapolis.
Hubert E. Coburn, Jr., Syracuse.
Thomas Doucette, Oakland County.
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Frederick D. Finney, Lancaster.
R.A. Fordyce, Polk County Florida.
Carl W. Hagelin, Bridgeport.
Paul S. Heinsius, St. Louis.
Charles W. Huxford, Indianapolis;
North Central Indiana past president;
past national director, 1978 -80. Stuart
Cameron McLeod Society.
Carl E. Kurlander, Trenton past president. SCMS.
George W. Long, Pittsburgh.
Roland E. Nefzer, Milwaukee.
Joseph F. Nowak, St. Louis.
Roland G. Ogston, Portland Columbia.
Isaac O. Perkins, Roanoke.
Earl W. Reynolds, Oakland County
past president.

Goyne A. Robason, North Texas past
president,
Russell Ruegge, St. Louis,
William D. Sampson, Des Moines.
A.V. Senez, Member -at- Large, USA.
Herbert N. Shilson, Oakland County.
Charles A. Shomper, Illowa.
William P. Southmayd, Los Angeles.
Vincent J. Timmins, New Haven past
president. SCMS.
Robert A. Trauschke, Springfield.
John Van Spronsen, E. Bergen - Rockland.

In Memoriam
Barney Bernstein, 69, Miami, 1956.
Alice R. Braveman, 68, Princeton, 1959.

Unlock
Mysteries

rnei

National
Assoclates

Dnnoinn

All Fees Company Paid

Contact any of the following NPA
affiliates

LANDRUM PERSONNEL
ASSOCIATES
Contact: Barry Denham
P.O. Box 1373 M
Pensacola, Florida 32596
Toll Free 1 -800- 874 -2407
in Florida Call 904- 434 -2321

RECRUITING ASSOCIATES, INC.

JIM KING

&

711 Polk, Suite 1000
Houston, Texas 77002
713 -651 -0654

ASSOCIATES

1840 Gulf Life Tower
Jacksonville, Florida 32207
Attn: J.H. Lanahan
904- 398 -7371

NEWTON ASSOCIATES
1111 Civic Drive, Suite 395
Walnut Creek, California 945%
(San Francisco Bay Area)
415- 934 -7092

APEX PERSONNEL
CONSULTANTS, INC.
601 Poydras St., Suite 2415
New Orleans, Louisiana 70130
504 -529 -2304

This new book, Pension Funding: Actuarial Primer For
Corporate Management, provides its readers with an easy -tofollow, concise guide to the funding of pension plans. It is
written for the understanding of the nonactuary by Daniel F.
McGinn, an actuary who has more than 20 years' experience
answering corporate clients' questions.
It is an excellent book for top management since it presents
the key points for a basic understanding without spending
exorbitant amounts of time on minor variations. For instance,
Pension Funding clearly illustrates how the cost of a pension
plan can vary depending upon which actuarial methods and
assumptions are used.
Pension Funding also shows the difference between the
various "liabilities" that may be encountered by the executive.
Pension Funding closes with its most important chapter,
"Important Questions Management Should Ask The Actuary."
If nothing else, this chapter alone is worth the $15.00 price of
the 124 -page book.
Please send me
copy(s) of Pension Funding: Actuarial
Primer For Corporate Management at $15.00 per copy.'
Please send me a brochure describing Pension Funding.
Name
Title
Company
Address
City /State /Zip

n+n.3
Mail Form To:
Charles D. Spencer
& Associates. Inc.
222 W Adams Street
Chicago, IL 60606

'Illinois residents add 6% sales tax.
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Thefranchise
for executives,
Looking for a business of your own that's a bigger challenge
than burgers, fried chicken or a muffler shop? Look into General
Business Services.
In just a few weeks, we'll train you to open your own small
business counseling service. Training continues with on-the-job
and advanced programs. The franchise fee? $15, 000. You'll be
your own boss and have the resources of a national corporation
behind you.
r--------------------�-�-�-�-�-�
F. Turner
Mail the coupon
" ... , • • Robert
Vice President, Field Development
1
G
B
S
ge
ne
ra
l Bus ine s s Se rvic e s , Inc .
today for complete
d e t a i l s w i t ho u t o b l i -

••• * , "

I

GBS. Small
business . is our
business

•

Dept. MA X-03 , The GBS Building
51 Monroe Street, Rockville, MD 20850
YES, I want to know more about a career with GBS. Send
me your free brochure, "Invest in Yourself and Your
Future," without obligation.

gation, or call toll1
free 1 -800- 424 -2733, I
I
ext. 5 0 1 .

"

1 Name

1
1

I
I

1
I

Address

City

State

I
1

Zip

Phone

s

IBM System/34
and HP 300

A guaranteed solution to your
delinq uent accoun t pro blems

Application Software
"VIGIL"
Variable Information General Ledger

"PAYDAY"
Payroll And Distribution Accounting

I.

"REACH"
Receivables And Credit History

" APS"

Th ir d p ar t y int er ve nt ion g e ts r e sult s
No pe rc e nt ag e f ee s
M a ximum c o st p er c olle ct io n is $ 7 5 —m a n y
cost fa r less
D r a ma t i c im p r o v e me nt i n c a s h f lo w
� Thousands�of�satisfied�custom ers
r

"OPIN"
Order Processing /Invoicing /Inventory

"ISS: The Human Equation"
International Systems Services, Inc.
1545 Wilshire Blvd., Suite 408
Los Angeles, CA 90017
(213) 484 -0450

g,;

(L�' 1910P.e.N.c.,Inc,

coast to coast

Accounts Payable System

Written in RPG II
Thoroughly documented
representation throughout the
United States

1

Jam es V. Bru no, 63, Wat erbury, 1979.
E.M. Dawoodjee, 50, South Bay, 1968.
K.Y. Felt, 76, San Francisco, 1962.
Geo rge J. F ra nk, 62, New York, 1968.
John J . Gassner, 80, St. Louis, 1943.
Em eritus Life Associate.
J . Mo r ris Greene, 54, South Birmingham, 1965.
W.A. Ha rr is , 60, Member -at- Large,
USA, 1957.
Ea r l W . Hastings, 58, Pittsburgh, 1963.
D.E. Ho neyc utt , 57, Member -at- Large.
USA, 1962.
Frieda D. Klevesahl, 62, San Mateo
County, 1976.
Norr y J . L ess ard , Kansas City, 1980.
Joseph P . Ma rc is ak, 31, East Bergen Rockland, 1973.
John J. Ove rm an , J r., 52, Reading past
president, 1958.
Jo h n P. Pfeiffer, 50, Indianapolis, 1962.
John B. Roys, 79, Springfield, 1926.
EL A.
V. J. Sar aco, 55, Long Island - Nassau,
1977.
Archie C. Sorenson, 64, Michiana past
president, 1948. ELA.
W. Price Trolinger, 84, Baltimore,
1927. ELA.
C.A. Zarini, 68, Denver, 1952. ELA.

'
'

Please till out and mail for additional information.
Name

'

Compa ny Name

'

Street
City

State

Zip

'

Telephone

L

'

Mail to: Parson - Bishop, Department M,
7870
Camargo
Road,
Cincinnati,
OhioM45243M
M
M
M
M
M

M

M

M

M

J
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AUTOTAB
300
PUTS
DECISION
SUPPORF
AT YOUR FINGERTIPS.
with AUTO M 300
It's the first automated office
system for financial planners and
analysts... the first Financial
Decision Support System for the
contemporary office environment.
AUTOTAB 300 puts financial
modeling, planning and reporting
power in your office, under your
control. The system expands your
decision - making capability,
provides data to back up your
judgments. And, it handles both
current planning and sophisticated
future needs.
AUTOTAB 300 opens the
door to more continuous planning,
more strategic planning, more

what if" analysis. It permits
managers to obtain information
and perform analyses without
writing models. Superior reporting
and graphing capabilities make
information easier to grasp,
easier to communicate.
Now, you can have the time
and facilities to improve your
budgeting and planning ... and to
explore challenging new directions.
To create AUTOTAB 300, we
took the Hewlett- Packard 300
minicomputer and built in our
own customized financial modeling
software. Result: the Financial
Decision Support System you've
been asking for Installed in
your office, it's always accessible
to those whoneed it most
when they need it most

Mail the coupon today or
call (602) 264-7241 for detailed
information. Let AUTOTAB 300
put financial decision support
at your fingertips.
-

-

-

-

-

-

-

-

-

-

Capex Corporation Fa
4125 K 14th Street• Phoenix AZ 85014
Yes! I'd like more information on the AUTOTAB
300 Financial Decision Support System.
Name
Title
Company
Address
City
State

Zip
Tel.

capex

The office of tomorrow
Stets today

CUF

PUP4,7IUN

1
k 14
4125 N(rth 14th Sheet - Phcvux A vv a FL

TO (60 ! A A'774241
241

-

r

If you've been interviewing too many candidates
for accounting, financial or edp positions,
call Robert Half,
M

If you're a busy executive, your time is
valuable. That's understandable.
If you're a concerned executive, you want
to make certain your company hires the best
personnel. That's understandable, too.
For 32 years we have probably filled more
financial and edp positions than all other
recruiters combined.

We're specialists concentrating in limited
markets where we know the best people and
where to find them.
We are success- oriented. Fees are earned
only when you hire our candidates. And
these fees are backed by a liberal guarantee.
Cut down on your interviews. Interview
only the right people. Call Robert Half.

UDROBMT RALFSM
0 accounting, financial and edp personnel specialists
ALBVQUEROUE • ALLEN TOW N -ATLANTA -BALTIMORE -BIRMINGHAM • BLOOMINGTON ( MN) • BOSTON -BUFFALO - CHI CAGO• CINCINNATI • LITY OF COMMERCE
ICA) - CLAYTON • CLEVELAND • CLIFTON (NJ) • COLUMBUS • DALLAS - DAVENPORT • DAYTON • DENVER • DES MOINES • DETROIT • FORT W ORTH • FRESNO- GRAND
RAPID S • GREENSBORO • HARTFORD • HAYW ARD • HOUSTON • INDI ANAPOLIS • JACKSONVILLE - KANSAS CITY • LEXINGTON • LONG ISLAND - L.OS ANGELES
LOUISVILLE • MEMPHIS • MIAMI • MILW AUKEE • MINNEAPOLIS - NEW ORLEANS • NEW YORK • OMAHA • ORANGE (CA) • PALO ALTO • PHILADELPHI A • PHOENIX
PITTSBURGH • PORTLAND • PROVIDENCE • SACRAMENTQ • ST. LOUIS • ST. PAUL • SALT LAKE CITY - SAN ANTONIO • SAN FRANCISCO • SAN JOSE • SCHAUMBURG
III.) • SEATTLE • STAMFORD ICTI - TAMPA - WALNUT CREEK (CA) • W ASHINGTON, D.C. • W ILMINGTON
CANAD A: C ALGARY •TORONTO - VANC OUVER • GREAT BRI TAIN: BI RMINGHAM • LONDON
0 1980 H•H INTERNAI IONAL. INC.

