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In the uphill battle for more sales , the winner
pers on al ly work with you to id en ti fy new
isn't always the biggest, but the most resourceful.
ways o f i mp rovi ng you r b o tt o m l in e.
Which is why Sprint Business is introducing
Real Solutions also give& you:
Real Solutions,-a new program designed to
• flat -rate pricing to take the guessboost productivity. With special emwork out of your monthly expenses;
g
:
billing
A
phasis on the insurance industry .
• one
simplified bill combining
It all starts with a free compreboth voice and data services;
i
S O tl
_
hensive action plan that will analyze
• f ree software that allows for
where you stand in relation to other
on a convenient disk;
insurance providers. And show you what
"'"
• t h e o p p o rt u n i t y t c earn
advanced communications can do for you.
credits for valuable products and services.
As a Real Solutions customer, you will
So call today. And get Real Solutions from Sprint
have unlimited access to all the resources of the
Business . Because it's a lot easier to give sales a
Real Solutions Business Center and our staff of
push when you ' ve got the right team behin3 you.
professional business consultants . They will

I to

Sprint.
Busymess

I Call 1800- 516 -REAL
CM994 Sprint Communications Company LP Monthly minimum and term plan apply.

ABC grows up
True, ABC can give you more reliable product
costs. But then what? With NetProphet software,
you can improve the underlying processes to do
something about those costs. Only NetProphet
combines the best of all worlds: ABC, ABM,
process -view analysis, capacity planning,
constraint�checking,�and�BPR�—�all�in�one�easy�to-use, integrated package.

Process vs. products
Through its Windows interface, NetProphet
allows you to look at your business in a commonsense, graphical process view. Columns and rows
of numbers may be fine for the accountants, but
what about the rest of your organization?
NetProphet gives everyone a picture that they
can understand and use.

What -if analysis
Only NetProphet provides quick and flexible
"what�-if"�analysis.�You�—�and�anyone�you�designate�on�the�network�—�can�project�different
business possibilities. Just point to the process,
change the variable, and the results are displayed
instantly. There's no need to build multiple models
and wait for lengthy reallocations.

Generate your reports,
not ours
NetProphet includes an integrated report writer,
so you can produce custom reports with the
information, range, and look that you want. Or,
you can easily export data and results from
NetProphet into other applications.

Unlimited network access
Multiple users across a network can access the
NetProphet model simultaneously, to test
different scenarios and generate their own
reports�—�all�without�affecting�the�integrity�of
the "master" model. And, the economic benefits
are compelling: for 10 users, the cost is half that
of the leading competitor's software.

Your industry,
your experience
With hundreds of active installations, we and
our international network of value -added
consultants can help you design the right
model for your business. And, only Sapling
offers industry- specific training classes, from
beginner to advanced to expert. Plus, you get
unlimited technical support and software
upgrades for six months - free!
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TAXPLANNINGAFTER
OBRA'93

Cover: The taxman cometh.
Are you ready? See pp. 18 ff.
Photo illustration by Campbell &
Grant.

BY GARY M. FLEISCHMAN, CMA, AND RALNA
D. MERRIOTT
The Omnibus Budget Reconciliation Act of 1993
(OBRA'93) increased the
tax rate spread between ordinary and capital gain income. Management accountants now have a
greater incentive to convert
ordinary wage income of
upper management into
capital gains, but beware of
some surprises in this Act.

MANAGEMENT ACCOUNTING& (ISSN
0025.1690) is published monthly by
the Institute of Management Accountants,10 Paragon Dr., Montvale, NJ
07645 -1760, (201) 5739000. Price
$10.00 per copy. Subscription rates.
per year. $20 (included in dues, nondeductible); nonmembers, $130.00.
Second class postage paid at Montvale, NJ., and additional mailing offices. To ensure uninterrupted mail
service, send present address label
and new address including ZIP number to Data Entry Dept., IMA, Montvale, NJ 076451760. Allow six weeks
for change. IMAs telex number is
9102509487; facsimile number is (201)
573-0639. IMA Bulletin Board Service,
1- 800. 229.1268.

ZS
SOYOUWANTTOGO
PUBLIC?
BY JAMES UAY) B. HARE
Here are some guidelines to
follow if you are thinking
about taking your company
to Wall Street. You have to
calculate the costs, the
benefits, and the risks.

.)E_CEIVED
r1FC1?1994
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30
THE LIMITED
LIABILITY COMPANY:
AN IDEAWHOSE TIME
HASCOME
BY FRANCES MCNAIR,
CPA, AND EDWARD E.
MILAM, CPA
Increasing litigiousness has
led to the creation of the limited liability company as
American businesses seek
protection from costly suits.
Here is an overview of the
limited liability company, its
organization and tax ramifications.

CertificateofMerit,1993-94.

34
DODGINGTHES
CORPORATION'S
SILVERBULLET

The cover of this issue is an Wlb.
lithoweb recycled paper stock.
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BY HANS SPROHGE, CPA,
AND CHARLES J. BURT, II,
CPA
When an S corporation has
excess passive income and
Subchapter C accumulated
earnings and profits, it faces
S election termination. This
article carefully defines the
Internal Revenue Code terminology for S corporation
election and offers two solutions to avoid termination
and the accompanying tax
consequences.

41
SETTINGTHERIGHT
TRANSFERPRICE
BY STEPHEN CROW, CPA,
AND EUGENE SAULS,
CPA
Transfer pricing methods
can be tricky for multinational companies and can
have serious consequences
for the unwary. This fictitious case study offers general corporate strategy tips
and makes special reference to Japan and China.
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Only SunSystems Version 4.1 accounting software

d e l v e r s wh a t J e f f n e e d s f ro m 2 0 l an g u a g e s ,
51 currencies and 100 tax codes in 160 countries.
SunSystemsTIO
supports
Windows,
Unix, Novell,
plusput
platforms
you
don't even know
you're Client
usi ng./Server,
In fact ,DOS,
it's the
only package
yo u can
into every

&

M

M

country right now. That's why it's used by over 200 international Fortune 500 companies.
S u n * m e m n
AaorCntiWg SofAtme by' *terns Union

Call 1- 800 - 542.5420 for a copy of our technology white paper or the name of your local SunSystems representative in the US, Canada or Latin America.
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SHOULDYOUINVEST
IN AN IRA OR
DEFERRED
COMPENSATION
PLAN?
BY JOHN BROZOVSKY,
CPA, AND AJ. CATALDO
R, CMA
The popular financial experts have been telling us
for years to contribute to an
individual retirement account or some alternative
form of deferred compensation plan. Is this automatically good advice? Not necessarily. There are
situations, described here,
in which it's better to invest
outside of IRAs.
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There's only one activity-based management system
powerful enough to take you from data capture through to

I

you only ever view the correct results. And its self maintaining
- automatically incorporating any changes you make.

repo rting, witho ut co mpro mise.

As for reporting, Hyper ABC lets you view the data you

Hyper A B C f ro m Armstro ng Laing.

want in the format you need via familiar spreadsheets.

Designed to make your job easier, it will unlock data
wherever its stored without rekeying or re- formatting.

To find out about the activity-based
management with more muscle, telephone

Once captured, its built -in controls validate everything, so

800 883 41 1 1 now for our free brochure.

'

®1993 Armstrong Laing Inc 7 Piedmont Center, Suite 500, 3525 Piedmont Road, Atlanta, Georgia, 30305 Telephone 404 364 1836 Facsimile 404 233 4883
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A BRIDGE FOR THE LIBRARY MEMBERS

EDITOR / Kathy Williams
TECHNICAL EDITOR / Karen S. Bell

Last month, l talked with you about the role of local chapters in our "Bridge to the Future. "The majority of our members no longer participate regularly in a chapter. However,
I feel very strongly that chapters provide the best possible
opportunity for IMA members to associate with a local peer
group. Therefore, I hope we do whatever is necessary to
ensure their future health.
The question that immediately follows is what about the
majority of our members who are not participating in a local
chapter —the people we sometimes refer to as "library
members ?" What value does IMA provide for their membership dues' dollars? This month I want to talk with you
about the role of "library" members in our "Bridge to the
Future."
For most of our history, we have tended to feel that something was wrong when
people did not participate regularly in a local chapter. Now there is considerable
willingness to accept the reality that it is OK for a member to select the level of
chapter involvement desired —even if that level is zero. I wish I had a better term
than "library" member to describe this growing segment of our membership.
Please be assured that the term carries no negative connotation —all IMA members are important.
In my opinion, we must examine the service provided to those members in
the "library" segment. For this reason, I asked Clair Raubenstine to chair a special
Ad -Hoc Committee on Member Services during the 199495 year. Clair is an Appointed Member of the Executive Committee and National President -elect nominee. His group is a cross - functional team with members drawn from most of IMA's
standing committees. The basic charge is to ensure that members – especially
those in the "library" group — receive value for their dues.
The IMA could consider use of some aspect of the organizational structure of
the American Accounting Association. The AAA uses both regions and special interest sections with differential dues based on level of participation. Our regional
councils might evolve into something comparable to AAA's regions, which have
annual meetings that are much less costly to attend than an annual national conference. Our Member Interest Groups (MIGs) are similar in concept to the AAA's
sections. An expansion of our MIGs or creation of multiple sections could possibly
provide an appropriate vehicle for providing value to the large segment of library
members. Other approaches include flexible membership packages of educational
programs and publications. The annual dues would vary with the content of the
package selected.
It may be that many of our library members are content with the value now
being received from their membership. MANAGEMENT ACCOUNTING ®is a very
good publication. The IMA provides the CMA program and quality education for
its members. Our group insurance programs are available at unusually good rates.
We are working hard to bring about needed change in the collegiate education
of future accountants. We provide useful research and influence accounting standard setting within the U.S. and internationally.
If you have any thoughts about the way we provide value to the segment of
our membership that does not regularly participate in chapter activities, Clair's
committee would like to hear from you. We want to make certain there are "Bridges to the Future" for all IMA members.
11,

KEITH BRYANT, JR., CMA
President, 199495
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Youknowthepayoff'stheresornewhere,but

Refine Your Bottom line — Enterprise
Wide —With ABC Technologies

you reriotsure wheretostart.In

Knowledge is power. At ABC,

our case,we were using a standardcostingsystemfor all1I of

we put knowledge into your
hands with software that makes it

our dornesticplants. Capturing

easy to track and measure activity

and analyzing thatdata was an

costs and increase profitability

enormoustask,and weknewwe

departmentally or corporate wide.

weren'tseeitrgactualcosts.
"That's why we chose ABC
Technologies. ABC's activity based managementtools letus
idcntify and analyze true costs
acrossallofourplants.Welooked

ABC Technologies' solutions
range from stand -alone education
and pilot products to enterprise wide, activity-based management
solutions —fully integrated across
your network.
ABC's products give you infor-

atinventory,materialshandling,
manufacturing, packaging, and

mation about quality, processes,
and costing that helps you make

traffic.

faster, better decisions. The kind

"And we struck it big. We
discovered a surprising 20%

of decisions that pump up the
bottom line.

variation in manufacturing costs among our plants.ABC helped ident!fy
problems insetups and changeoversandmakecorresponding cost-saving
modf cations.
"Injact, we're well on our way to seeing a 1O% reduction in costs
domestically.We plantoextend thesesavingsenterprise-wide byusingABC's
software and supportin our internationalplants in Canada,Australia,and
TheNetherlands.
`ABChelped usfindactualcosts and reduce them.The resultis a bottom
linethat'sanythingbutcrude."

EasyABC (left). The standard forpowerful, stand -aloneABM
solutions,Easy ABC helps drive companies to new levels of profit
and performance.
Oros (right). For corporate -wide solutions, Oros delivers
robust tightly integrated activity -based management for networked environments.

i

Theleader in activity-basedmanagement
ABCTechnologiesIncorporated
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WASHINGTONREPORT

STEPHENBARLAS,EDITOR

SEC TO MOVE ON
DISCLOSURE OF
DERIVATIVES
n an interview, Walter Schuetze,
chief accountant at the Securities
& Exchange Commission (SEC),
said it is very likely that the SEC will
issue either a proposed rule or interpretative ruling requiring companies
to include more information on their
derivatives positions in corporate financial reports. A proposed rule would
be subject to public comment, but an
interpretative statement could go into
effect without that comment. Schuetze
spoke to MANAGEMENT ACCOUNT INGOa few days after Procter & Gamble Co. sued Bankers Trust for $130
million plus punitive damages over allegations that the bank misled P &G on
the risk of derivatives the company
purchased. The SEC and the General
Accounting Office had been meeting

John Monaco

this fail to see whether the SEC might
adopt recommendations made by the
GAO last spring. One recommendation was that managements publish
their evaluation of the effectiveness of
their derivative risk management systems and that the outside auditor give
his assessment of management's appraisal. The SEC thinks that is unnecessary. Schuetze says, however, that
greater disclosure by companies of
their derivative positions is warranted.
Asked about the timetable for issuing
some sort of SEC "release" on this,
Schuetze says it will be "pretty soon."
He adds that Chairman Arthur Levitt,
Jr., "thinks this is a good idea."

GAO HITS IRS
COORDINATED
EXAMINATION
PROGRAM, AGAIN
The General Accounting Office (GAO)
issued a report in mid - October blistering the Internal Revenue Service's Coordinated Examination Program
(CEP). That is the audit program for
the nation's 1,700 largest corporations.
The most damning allegation was that
the IRS only collects 22% of the additional tax corporations are assessed as
the result of a CEP audit. The report
notes, "It is reasonable to assume that
collecting 22 cents per dollar leaves
room for improvement either in the audit recommendation process or in the
appeals process, or both." Elsewhere
in the report, though, the GAO admits
that because of incomplete IRS data,
"This 22% figure could be too high or
too low" John Monaco, assistant IRS
commissioner for examinations, has
been saying that the IRS only instituted
its Enforcement Revenue Information
System (ERIS) three years ago. So the
Service does not, and the GAO could

not, have an accurate collection percentage. ERIS tracks CEP collections.
Monaco also says that the IRS "agreement rate" —where a company does
not contest a CEP audit —has gone
from 29% to 76 %. Moreover, the IRS
sustention rate, which is the percentage of an initial CEP assessment affirmed by an IRS appeals judge or a federal court, is 44 %. Don Roberts, an IRS
spokesman, says that the GAO used
pre -1991 cases and that the IRS subsequently has made improvements in the
CEP program, particularly those related to the Appeals Management Initiative of fiscal 1991. Tim McCormally,
tax counsel at the Tax Executives Institute, agrees "that the IRS has made
a lot of progress." He says the GAO
made no effort to gauge the impact of
CEP changes initiated since 1991.

CASB DEFIANT IN
FACE OF GAO
REPORT
Despite a negative General Accounting
Office report this past spring, the Cost
Accounting Standards Board (CASB)
will continue business as usual. Richard Loeb, executive director of the
CASB, says the CASB will make a formal response to the GAO report in its
annual report to Congress, which will
be published in January 1995. The
CASB already has developed a lengthier response, but it is not available to
the public. Steven Kelman, administrator of the White House Office of Federal Procurement Policy, where the
CASB is bureaucratically located, has
said he will not increase the CASB
staff, but neither will he allow it to wither. The general conclusion of the GAO
report was: "In 3-1/2 years of its operation, CASB has made limited
progress in resolving important cost
accounting issues." It noted that as of
February 1, 1994, the CASB had completed work on three of the 12 projects
it had originally designated as high priority. Eighty percent of the federal contractors who answered a GAO questionnaire believed that the CASB was
moving too slow. The GAO also cited
a January 1994 article in MANAGEMENT ACCOUNTING® titled "CASB:
Is It Doing the Job ? ", to buttress its
case against CASB.
■
Stephen Barlas is a journalist with more
than 15 years ofexperience reporting
from Washington, D.C.
MANAGEMENT ACCOUNTING/DECEMBER 1994

New FTG Edge
keepsyouontopofyourgame.

t j

CCH tax information customized to fit your needs.
Nobody else offers this kind of customized tax information for controllers.
FTG Edge gives you CCH Federal Tax Guide plus, for the first time on CD -ROM,
three great new enhancements: Tax Week, Tax Angles for Special Taxpayers and
Tax Calendar.
To address some of the specific issues you're most likely to face, you can also
order the Controllers' Module that includes State Income Tax, State Sales and Use
Tax, Payroll Tax information, Employee Benefit material and Financial
Accounting information.
If you want to get to the answers to your tax questions quickly and efficiently,
you need the new FTG Edge.
All of this confirms what CCH is all about. Keeping you on the cutting edge.
For a free demo diskette, call 1 800 305 8220, ask for FTG Edge.

1 CCH
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MANAGINGYOURCAREER
'HOW DO I DELIVER A SPEECH ?'

ROBERTHALF, EDITOR
A few months ago, I received a letter from a management accountant who had just
been hired tof
illan important government position. Part ofhis new responsibilities
would involve dealing with media inquiries and making speeches, activities with
which he was not experienced. I responded in this column to his question about handling the media and promised to devote a future column to speechmaking. That's what
this month's Managing Your Career is about.

e all admire
those who can
get up in front
of a group of
people and effectively put
ac ross
thoughts and ideas. They're perceived
as leaders, and for good reason. Leadership involves the ability to sway opinion, to rally people behind good ideas
and programs.
Making a speech involves a mindset. Members of any audience are anxious to hear what you have to say. They
aren't sitting there in judgment of you.
To the contrary, audiences want the
speaker to succeed. They look forward
to learning something new, to gaining
different perspectives, and perhaps to
being entertained in the process. In
most cases, audiences are predisposed
to like what you say and how you say
it. An audience is not the enemy. But
even if it were, an effective speaker can
turn enemies into advocates.
I've made hundreds of speeches
during my business career. I approach
each one confident that I fully understand what it is I wish to get across. Effective speakers don't "wing it." They
know their material cold and have rehearsed enough times to be totally
comfortable and familiar with the material they're presenting.
That doesn't mean writing out a
speech and reading it word for word,
however. Speeches that are read verbatim generally make for dull presentations. My approach always has been to
reduce each major point of my speech
to a couple of words or a line, which I
write in large letters on a 3x5 card. I
know the anecdotes I intend to use and
10

the meat of what it is I wish to say. All
I need is a quick visual memory jogger
so that I don't forget any major points.
By the same token, I never attempt
to memorize a speech. There's too
great a threat of having a momentary
lapse, which can throw even the most
experienced of speakers off the track.
If you know your material, you never
have to worry about losing your place.
Those major points on the card in front
of you are all you should need to make
a smooth transition from point to point.
I mentioned the use of anecdotes.
Anecdotes are highly effective ways of
getting across points, whether in writing or when giving a speech. They humanize the speaker and help establish
a bond between speaker and audience.
I always make it a point to arrive early at the site of any speech I'm to give.
That gives me a chance to not only collect my thoughts, but it enables me to
take in my surroundings and to chat

"The Board anticipates no additional
cost-cutting measures."

with members of the audience before
addressing them. I try to pick up snippets of information that I can weave into my opening remarks. I try to learn
things about certain individuals which,
when mentioned during my speech,
further establishes a bond. During
these pre - speech conversations, someone might offer a wonderful anecdote
that will spruce up my remarks, making them personal and meaningful to
those who've come to listen.
Flexibility is extremely important
for every public speaker. When you accept a speaking engagement you always should ask a series of questions.
What is the makeup of the audience?
How many people will there be? What
is the physical situation —an audience
sitting facing you or at tables? Will
there be a microphone? (Always insist
upon some form of amplification.) Will
there be a podium upon which to place
your 3x5 cards? How long do they expect you to speak? Is there a topic they
especially want you to cover? Will
there be time for questions from the
audience, and will they be presented
verbally or passed to you as notes?
But I've had my share of "shocks"
when arriving to make a speech. Everything that is told to me proves to be
wrong. In some cases, a promised audience of 100 people turns out to be a
dozen. Microphones don't work. Visual aids malfunction.
You can't let such things throw you.
A speaker who complains about these
mishaps in front of the audience quickly creates an adversarial situation
which can be virtually impossible to
overcome.
Good speakers are constantly preparing their speeches, even though
they aren't scheduled to make a presentation in the near future. I keep a
file of anecdotes that can be woven into
my "basic" speech.
My final bit of advice is to enjoy making speeches. I certainly do, and I believe my joy comes through to any audience, even a hostile one. If you look
like you enjoy it, the chance that the audience will share in your pleasure is
substantially enhanced.
■
Robert Half, CPA, is the founder of Robert Half International, Inc., the world's
firstand largest staffingservicefarm specializing in the accounting, f nance, and
information systems fields. There are
more than 160 Robert Halfand Accountemps offices on three continents. His latest book is Finding, Hiring and Keeping
the Best Employees (John Wiley & Sons).
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Target Your Career
t

Ifyou are an accounting and finance professional in business,
public, or government accounting who measures success in terms of
opportunity, recognition, and reward, then target your career today!
Become a

Certified Management Accountant

1- 800 - 638 -4427
Institute of Management Accountants
10 Paragon Drive
Montvale, NJ 07645 -1760

FINANCIAL MANAGER
T.CARTER HAGAMAN,EDITOR

BRINGING
BANKING HOME
aking a new
bank successful is not a
"slam dunk."
In addition to a
well- conceived
strategy, the
bank needs to command the three key
resources every business needs —
management, operating facilities, and
capital. A common mistake of organizers is to underestimate the importance
of key people, particularly those people who make credit judgments. Regulation generally prevents starting
with too little capital, but growth or
losses can create a problem. Still, the
biggest problem for small banks is to
manage operating costs. Personal attention is expensive, and routine operating costs are reduced by economies
of scale. Thus, many new banks feel a
tremondous pressure to expand and
standardize, often sacrificing the very
qualities that gave them a marketing
edge in the first place.
This is a story about one such bank,
but it's also a story about banking in
America today. By 1991, through failure and acquisitions, the State of
Maine ran out of locally owned and
managed commercial banks. That's
the year Maine Bank & Trust Co. was
chartered with initial capital of $7 million. President Wayne McGarvey and
three other top people came to Maine
Bank & Trust Co. from the old Maine
National Bank, which was a victim of
the collapse of Bank of New England.
Now the new bank had two of the three
critical resources for success —sufficient capital and good management.
The wild and woolly development of
America led to the creation of a great
many banks, reaching a high point of
nearly 22,000 by 1914. The total diminished as the banking system came under better control, but some of those
12

controls were designed to insulate
banks from competition and to limit
their functions. Today, changing regulation is aimed at greater efficiencies
and competition. Combined with major
changes in communications and technology, this changing regulation has
spurred increasing consolidation in financial services. The number of commercial banks has declined to less than
11,000. New interstate banking legislation passed in September should accelerate the trend dramatically.
In the last five years, the FDIC has
insured an average of more than 100
newly chartered commerical banks annually (including new charters for restarting failed banks). Most of these
new banks are local and intend to fill
a service gap in the market. Their success is critically dependent on how
well they identify a real market need.
Starting from scratch, Maine Bank
& Trust's management could decide
what kind of bank they wanted to be
and the needed strategies. Essentially,
they decided on a three - legged stool:
a local commercial business heavily
funded by a related retail business, all
of which is complemented by a trust
business serving the same clients. At
the outset, the FDIC recognized this
strategy and, in an unprecendented action, gave approval for a headquarters
and two branches at undetermined locations, as well as parallel approval for
immediate full -trust powers. Living by
their slogan, "A Maine bank for Maine
people," they really do have the decision makers and staff familiar with the
community and the business right at
hand.
A good many bank customers want
to be known personally at their bank
and get knowledgeable attention from
someone who actually can make decisions. For businesses, this attention
can be absolutely critical.
After three years in business,
Maine Bank & Trust has grown to total
assets of $110 million, has $235 million
in its trust department, and is showing

a profit. The strategy is paying off, but
it has required a much more flexible
approach than is common at large
banks. A relatively small staff has
learned to work together as a team doing whatever is needed. Employees
with experience have been hired from
the communities they serve and are
likely to stay there for some time.
The bank deliberately is not seeking out companies for whom price is
the biggest concern, leaving that niche
for the big automated banks. Maine
Bank & Trust offers fair prices for service you can't get anywhere else in
town. According to President McGarvey, "A lot of customers couldn't find
anyone in the banking environment to
talk to, who could give them guidance.
We did take the time ... We hope we
gave them good counsel."
Current plans include two additional branches (for a total of six offices)
and a holding company "to provide
some flexibility" for related expansion.
Maine Bank & Trust is more than a
boutique, but it's still specialized in
terms of its market definition.
Maine Bank & Trust Company is
approaching a crossroad. The biggest
challenge over time will be keeping
costs down so that pricing can be reasonable and profitable. As organizations get bigger, it's harder to ask employees to go through the same kind
of heroics as during a start-up. Maine
Bank is not a unique operation, but is
quite unusual partly because of the
combination of ingredients — sufficient
capital, experienced professionals with
known reputations, and good market
opportunities because local competitors were acquired or consolidated.
Overall, the U.S. banking system is
in good shape —free markets work,
and new competitors come forth meeting the needs of the market. Further
consolidation in the industry will generate more new banks. Some will make
the usual mistakes and fail or be acquired at distress prices, but others
will stick to their strategy and prosper.
I believe that high -quality community
banking is a boutique market. Many
bankers and investors have yet to confront the challenge of success (at some
point, growth is the enemy) and will
not resist the temptation to kill the
goose that lays the golden eggs. Misjudgment will make room for others. ■
T. Carter Hagaman is an independent
investment analyst. He teaches at Kean

College of New Jersey and can be reached
at (201) 762 -6378.
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IMAGROUPINSURANCEPROGRAM

HELPSSECUREYOURFINANCIALFUTURE

embership in the Institute of
Management Accountantshasmany
benefits. It keeps you abreast of the
latest developments in your field and provides a
network of colleagues with whomto exchange
ideas. Membership also provides another very
valuable benefit- -the opportunity to participate
in the IMA Group Insurance Program,
Whether you're just starting to build your
insurance portfolio or already have insurance
through another source, we encourage you to
seriously consider the Institute- sponsored program. Just ask yourself the following questions:
• Is my employer - provided health insurance
sufficient to pay the costs of potential six figure treatments for cancer, heart disease
and other serious illnesses or accidents?
• If something unexpected happens and I'm
unable to work, will Ibe able to pay medical
bills and normal household expenses?
• Will my family be able to meet its financial
needs in the event of my death?
if you've answered "no" to any of the above
questions, then you may need the protection
provided by the IMA Group Insurance Program,

TERMLIFEINSURANCE
Married or single, with or without children,
nearly everyone should carry some form of life
insurance, The IMA TermLife Plan can help
insure that mortgage payments, college tuition
and credit card bills can be paid even if you
aren't there to help.
• HighBenefit Levels
Members and spouses are eligible for up to
$ 300,000 ofcoverage. Also, each unmarried
dependent child is eligible for coverage.
• New Terminal Illness Benefit
This benefit is designed to provide terminally
ill insureds the option to have a portion of their
life insurance benefit paid while they are still
alive. Alumpsumpayment from25to75 percent of the current benefit in force can be
requested.

DISABILITYINCOME PLAN

IN- HOSPITAL PLAN

Most of us believe that a disabling illness or
accident happens to other people - -and not to
us. But, statistics show that the likelihood of a
disability is six times greater than death for
workers between ages 35 and 65.`
Disability insurance helps ensure that your
most valuable asset - -your ability to earn an
income --is protected if you cannot work
because of illness or injury. Remember, your
bills won't stop just because you've stopped
working.
• Up to $5,000 in Monthly Benefits
Two options are offered that allowmembers
to select their benefit period. Both options offer
from$400 to $5,000 a month in $100 increments. You can also choose fromthree different
waiting periods.

If you are hospitalized, your current basic
health plan may cover only part of the costs
incurred. The IMA In- Hospital Plan makes up
the differences with member benefits paid
directly to you, regardless of any other health
coverage you mayhave.

HIGH-LIMIT ACCIDENT PLAN
The IMAiligh -Limit Accident Planhelpsprotect you and your family against the high cost of
a serious accident or death. Whether you're at
home, at work, or on vacation, this Plan provides 24 -hour coverage you candepend upon- and acceptance is guaranteed. You can select
up to $510,000of coverage for yourself, and
benefits are payable regardless of any other
insurance you might have,

EXCESSMAJORMEDICAL
PLAN
As costsfor health care increase, the need for
this type of coverage becomes even greater. Once
you have exceeded the limit of your basic medical
plan, theIMAExcessMajorMedical Planpaysup
to $2,000,000per benefit period toward your
medical expenses. You can request coverage for
yourself, spouse and eligible children.

r

With:
• Group Rates
• Portable Coverage
• Valuable Benefits
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CANCEREXPENSEINSURANCE
Being diagnosed with canceris emotionally
devastating, and the financial consequences of
treating this disease can he as well. This new
Plan protects you and your family fromthe high
cost of cancer treatment with a maximum
$250,000lifetime benefit paid directly to you.

MEDICARESUPPLEMENT
INSURANCE
if you currently rely on Medicare, you probably knownot all medical expenses are covered.
This IMA Planhelpspay those uncovered
expenses which you would otherwise have to
pay out of your own pocket.

LONGTERMCAREINSURANCE
If you or a loved one needs any type of long
termcare, this Plan can help protect against the
rising cost of NursingHome and Home &
Community Care. It provides skilled, intermediate and custodial nursing home care as well as
anOptional Home &CommunityCare benefit.

SMALL BUSINESSGROUP
INSURANCEPLAN
If you're an IMA member who owns, or is a
principal of, a small firm, this program can provide coverage foryour valued employees through
a variety of benefits including life insurance,
comprehensive major medical insurance, managed indemnityand PPO options, optional dental
and short -termdisability insurance.

CALL USFORMORE
INFORMATION
To find out more about the IMA Accident
and Health Insurance Plans, call 1800 4249883.In the Washington, DC area, call(202)
457 -6820.For information onthe IMATerm
We Plan, call 1 800 225 -6758.

TAXES

ARE LIMITED LIABILITY COMPANIES
REALLY A PANACEA FOR SMALL BUSINESS?
ANTHONYP.CURATOLA, EDITOR
BY ALANR.SUMUTKA, CPA,AND
DOROTHY A.MCMULLEN,CPA
imited liability companies (LLCs) are being
touted as the organizational form of choice
and superior to S corporations. But why are
so few businesses currently opting for LLC status? Perhaps
the answer lies with some of the current problems of LLC status.
Restricted Availability —LLCs only
can operate in states that recognize
their existence, currently about 40
states. Most statutes preclude a oneperson LLC. Many service businesses
(such as accountants, or doctors) cannot form LLCs because numerous
state licensing boards have not revised
regulations.
Negative Tax Consequences of Con-

version —The IRS has ruled that conversion from a C or S corporation
represents a taxable event. Upon liquidation, C corporations with gains encounter double taxation at shareholder
and corporate levels. S corporations
with gains encounter shareholder-level and possibly corporate -level taxation. For partnerships, usually no adverse tax consequences are created
because an LLC is viewed as a partnership continuation.
Unavailability of Limited Liability

and Partnership Taxation— Companies that engage in interstate commerce face statutes that are not uniform. Operating in a state that does
not recognize LLCs may expose a
business to unlimited liability in that
state. Only C or S corporations can
ensure limited liability in interstate
commerce.
Even states that recognize LLCs do
not automatically tax them as partnerships. Florida subjects them to a 5%
corporate income tax. "Bulletproof"
LLC statutes receiving a favorable IRS
ruling increase the chance of partner14

ship taxation for federal tax purposes.
These states preclude members from
altering the statute in areas that might
affect classification as a partnership.
Some states, such as Delaware, want
maximum flexibility in LLC formation
and do not enact bulletproof statutes.
In these states businesses might inadvertently fail LLC requirements and be
taxed as C corporations.
In all of these cases, LLC members
may have to maintain records and file
tax returns as different state and federal entities.
Better than an S Corporation? —

Theoretically, an LLC is better than an
S corporation because membership
(except for one - person businesses) is
unrestricted and includes foreigners,
corporations, and partnerships. An S
corporation is limited to 35 shareholders. LLCs also can have more than one
class of stock, increasing available capital. These features would be advantageous to a large business, but if the
business engages in interstate commerce the LLC issues of nonuniform
statutes would be sufficient reason to
forego election.
LLC members can include the allocable portion of their debt in basis calculations and they can contribute
property to the business without current gain recognition. LLCs do not
have a timely election requirement as
do S corporations, nor do they have
taxes on built -in gains and passive income, but these are relatively minor
advantages.
Disadvantages of Partnership Taxation— Although double taxation is

eliminated in partnership taxation, an
LLC may be inappropriate for small
corporations not paying dividends or
expecting liquidation gains. For LLCs
to select a fiscal year instead of the
mandated taxable year of majority
partners (usually a calendar year), an
LLC must follow Section 444 provisions. Tax -free fringe benefits are not
available, tax-free reorganization provi-

sions do not apply, and the cash method of accounting and the ordinary loss
treatment of Section 1244 stock may be
unavailable (members are not issued
stock). C corporations are not as
restrictive.
Complex, Subjective, and Costly For mation—To qualify as a partnership,

an LLC can possess no more than two
of the IRS recognized corporate characteristics. They are: limited liability,
centralization of management, continuity of life, and free transferability of
interest. LLC members usually satisfy
the limited liability characteristic.
LLCs fail the continuity of life characteristic by including a term of existence of no more than 30 years and
mandating dissolution upon the death,
retirement, resignation, expulsion,
bankruptcy, or dissolution of a member. IRS rulings indicate, however, that
a fixed duration is insufficient to fail
this test. Also, 85% of the members, not
merely a majority, must approve the
dissolution. To fail the free transferability of interest characteristic, all
nontransferring members are required to approve the transfer.
Due to the significant complexity
and uncertainty of LLC formation, estimated legal fees range from $1,000 to
$5,000, which may be prohibitive for
many small business owners.
The LLC is an emerging form of
business with evolving legal and tax
principles. Formation can be riddled
with uncertainty and subjectivity, adding to the complexity, cost, and risk of
operation. Until LLC laws become
more developed and uniform, prospective LLC owners may opt for a more
well - established, less complicated, and
less costly form of organization. Businesses can form a C corporation to obtain limited liability and can avoid double taxation by "bailing out" earnings.
If double taxation upon liquidation is
likely, an S corporation can provide tax
relief. (See "The Limited Liability Company: An Idea Whose Time Has Come,"
page 30, for more information on
LLCs –Ed)
■
Alan R. Sumutka, MBA, CPA, is associate professor at Rider University in
Lawrenceville, N.J. Hecan be reached at
(609) 896 -5193.
DorothyA. McMullen, Ph.D., CPA, is

assistant professor of accounting at Rider University in Lawrenceville, N.J. She
can be reached at (609) 895 -5518.
Anthony P. Curatola, Ph.D., is the Joseph F. Ford Professor, Drexel University, Philadelphia, Pa. He can be reached
at (215) 895 -1453.
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THE MOST POWERFUL COMPACT RADIO IN THE WORLD)

THE GRUNDIG Ys -500
F M / A M S ho r t w a v e R e c e iv e r
listen! Here is the BIG BREAKTHROUGH
in powerful performance and design. Not in
stores ... Now available to you in the U.S.A.
from Willabee 6x Ward. No other compact
radio packs all these powerful features.
♦ POWERFUL RECEPTION. The Grundig
YB -500 does it all: pulls in AM, FM, FM
stereo, every SHORTWAVE band, even
aviation, military and ship -to -shore. All with
lock -on digital precision.
•

POWERFUL SOUND. Exclusive Audio
Power Boost — found on no other world
band radio — gives the YB -500 big, rich,
room - filling legendary Grundig sound.

P o wer f u l F ea t u re s .
Power scan! The YB -500 has continuous
power scan on shortwave — stops at every
signal and lets you listen. When you hear a
broadcast you want, you tell the radio
to stop. Only Grundig has this feature.
Power timing features! The YB -500 can
send you to sleep on FM, wake you with
weather on AM, then switch you to BBC
shortwave. Even shuts itself off. Elsewhere,
you'd pay $500 for these features.

P o we r fu l M emo ry .
The BBC and all major world broadcasters
are pre-set for instant retrieval. You can add

F , "' I and ONLY world band with
award- winning vertical design. Measures
approximately 7%"x 4 %" x ] %', with built -in
stand and retractable ferrite antenna.
01M M81
r - - - - - - - -- RE5ERV4TIONAPPUGA7lON - - - - - - - -

40 more stations on any band and display
Willabee 6T Ward
call letters for reference. No other radio
47 Richards Avenue a Norwalk, CT 06857
at this price offers such powerful memory, �
t
t
,
Also has instant keypad access to all
t
,
frequencies. Illuminated, adjustable LED
display for bedside use. Advanced RDS FM ' C a ll To ll - F r e e : 1- 800 - 367 -4534
station information display. It will be years
Extension 697 -174
'
t
'
before other makers catch up with the
Please
send
me
Grundig
YB
-500
YB -500. But it is available today from
Digital All -Band Shortwave Receiver(s). For ;
Willabee & Ward.
each receiver, charge eight installments of
t $38.56` to my credit card:
t
P o we rfu l Val u e.
Discover Am. Eat. it
VISA
MasterCard
The Grundig YB -500 is only $299 (plus
t
,
t
,
$950 shipping and handling), payable in
Credit
Card
No
Exp.
Date
eight monthly credit card installments of
t Name
'
$38.56. Includes 4 AA batteries, deluxe
Piease Pnnt Clearly.
'
I
'
travel pouch, stereo headphones, owners
manual, and Grundig's shortwave listening t Address
,,
guide. INTRODUCTORY OFFER: ORDER I
City
;
NOW AND GET A FREE DUAL - VOLTAGE t
,
t
INTERNATIONAL ADAPTER!
State/Zip
I
Grundig 1 -year warranty on parts
t
,
tt Signature
and labor. 30 -day money back guarantee.
;
'
(Orders s bied to acceptance.)
Grundig is to radios what BMW and
1 prefer not to pay by credit card and will pay i
Mercedes are to cars. European look! Euroby check. Enclosed is my check for $299 plus
pean sound! European quality! Order now!
$9.50 shipping/handling, a total of $308.50"
P ho ne o r de r s n o r many s hi ppe d
't for each receiver.
t
ne s t bu s i n e s s d ay .
,
*Any applicable sales tax will be billed with shipment.
'
C a l l T o l l - F r e e : 1 - 8 0 0 - 367 -4534
Extens ion 697 -174

t HjRiter shipping/handling outside U.S.
t' - -

- - - -

- - - - - - - - - - - -

- - -

- - -

- - -

-

- - - - J

NEWS

The quarterly survey is based on a
representative sample of Padgett Business Services' total U.S. client base, of
which 2,086 have been selected for
study. Headquartered in Athens, Ga.,
Padgett Business Services is a leading
franchisor of accounting and tax offices exclusively servicing small businesses. For more information, call
Caroline Leigh, (404)877 -1823.

'TRENDSETTER'COMPANIES
BULLISH
KATHY WILLIAMS, EDITOR

IMAJOINSTHEINTERNET
he Institute of Management Accountants is now positioned to
serve IMA members through the
Internet. Six departments have Internet addresses for the convenience of
members and others who want to access services and products. The departments and Internet addresses are
StuartCameronMcLeod
navasart@class.org
Library
...............imacma @class.org
Research...... ...............................
.......................
Continuous
Improvement
.............imacicbm @class.org
Center(CIC)
...............
ManagementInformati
on
imatonyp®class.org
Systems(MIS)
.........................
ManagementAccounting
advertising . ............................... ipceima @class.org
ManagementAccounting
marand@class.org
editorial

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

SMALLBUSINESSISCAUTIOUS
DESPITEGROWTH
(though small business sales
grew a healthy 7.2% over the past
year, only 57% of respondents to
a Padgett Business Services survey expect sales to increase. More:
• Wages increased 11 %, demonstrating again how small business continues to drive employment.
• Three out of four respondents expect to hire more people in the
months to come. (See figure
below.)
• Profits are up 3% for small business
across the country.
Small business owners said the biggest advantage they have over large
corporations is customer service. This
belief is borne out by the survey statistics which indicate that the service
sector of the economy showed phenomenal growth, increasing 12.8%
over third quarter 1993.
16

EO s of 424 of the fastest growing
U.S. product and service companies in the U.S. said they expect
their 1994 composite revenues to be
27.3% higher than in 1993. This estimate is 10% higher than forecasts
made last quarter, according to Coopers & Lybrand L.L.P., which conducted the survey. Some 62% of the companies are planning major new
investments of capital over the next 12
months with the most popular new investment in information technology.
Two concerns expressed by the CEOs
were the future availability of skilled,
trained workers and legislative and
regulatory pressures. The C &L survey also noted that a net 11% of fast
growth companies have planned or are
planning to change their form of organization from "S" corporation to "C"
corporation between 1993 and 1995.
"S" companies do not pay corporate income taxes because their profits and
losses flow directly from the business
to the owners, who pay individual taxes
based on the income the business generates. The Trendsetter Barometer is
developed and compiled by Coopers &
Lybrand's Entrepreneurial Advisory
Services Group. The surveyed companies range in size from about $1 million

to $50 million in revenue /sales. For
more information contact Maggie
O'Donovan Bolton, (212)536.3174.

U.S. MULTINATIONALSPLAN

EXPANDEDROLEWORLDWIDE
ome 48% of U.S. based multinationals plan to increase their investments in emerging markets
during the next five years as compared
to only 15% of Japanese companies and
38% of European companies. The top
ten emerging markets by rank are:
China, India, Indonesia, Mexico, Thailand, Brazil, Malaysia, Argentina,
Hong Kong, and Taiwan. To develop
these findings, Ernst & Young polled
CEOs, CFOs, corporate planning directors, and international operations
directors at 230 of the world's 1,000
largest multinational corporations with
headquarters in the U.S., Japan, and
Europe. For more information about
the study, Multinational Investments in
Emerging Markets,contact Colette
Murphy, Ernst & Young, (212) 7731089.

TAPHET-ACCOUNTING
ONLINESERVICEDEBUTS
new online service for accountants called the Tax & Accounting Professional Network, TAP Net, has been introduced. The
network provides access to discussion
groups organized by industry; an electronic newstand presenting current articles or abstracts from tax and accounting- related publications; a guide
to Internet resources to help users find
tax, accounting, and financial information resources; professional job listings of tax, accounting, and auditing
positions available in public accounting and private industry; a file library
including downloadable software, resource, and information files including
IRS statistical tax data; and a guide to
companies and professionals providing products and services including
CPE, professional liability insurance,
tax, and audit software. All tax and accounting professionals will be offered
one month of free access to TAPNet;
subsequently the fee will be $9.95 per
month for unlimited access. The service will be hooked up to Internet by
the end of this month. To tap into TAP Net now, log onto the system via modem at (603)585.9170 (settings 8, N,1).
For more information contact James
Snell, CPA, (603)585.9003.
■
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COST-CONSCIOUSCONSUMERSSAVEMONEY
WITHNEWPRESCRIPTIONDRUGPROGRAM

The effects of these price increases on
older Americans are especially acute. In
the March 1994 issue of USA Today
Magazine, Senator David Pryor of
Arkansas cited reports and surveys produced by the American Association of
Retired Persons (AARP) which point out
that almost 8 million Americans over age
45 have cut back on food, fuel or other
essentials to afford medications. Over43%
of those age 55and over have no coverage
for prescription drugs, leaving them open
to major financial risks should they ever
need the on -going treatment of
high - priced medications. In the over age
75group, 60% have no coverage.
This problem is equally devastating for
those individuals — children and adults
alike —who depend on "maintenance
drugs" for illnesses such as asthma,
high-blood pressure, arthritis and other
ailments which require on -going medications. In fact, according to an August 1992
Fortune article on "...Drugs by Mail," 70%
of all U.S. prescriptions fall into the category of maintenance drugs.

As a consumer, perhaps the most
immediate question is "What can you do
about rising prescription drug prices?" In
recent years, huge no -frills buying clubs —
such as the Price Club, Sam's Club and
BJ's —have opened in mid- to large -sized
cities, offering savings on food, dry goods
and other items to members who pay a
nominal fee. Volume purchases and low
overhead allow these clubs to pass along
substantial savings to their members.
However, these clubs usually don't offer
any relief to prescription drug buyers.

DRUGBENEFITPROVIDER
CONTAINSCOSTS
There's actually a company doing much
the same thing as these buying clubs in
the prescription drug market. By actively
involving all elements of the pharmacy
community, including drug manufacturers,
pharmacists and a network of independent
and chain retail pharmacies, a company
called MEDNET has developed a cost containment program that provides significant cost savings to its clients. In fact,
MEDNET participants are guaranteed
they'll never pay more than $3.50 over
the wholesale price of any prescription
drug. And unlike most of these general
buying clubs, MEDNET cardholders don't
sacrifice any service. Everything about the
program is "hassle- free." Benefits once
exclusive to first -rate, company - sponsored
plans are now available to cost - conscious
association members, including those
from IMA.

charged to your credit card. If you have
prescription drug or other health insurance which covers a portion of your costs,
MEDNET will even file your claim forms
automatically. The insurance company
will then pay you directly. And if you like
to shop from home, you can often benefit
from even bigger savings thanks to the
MEDNET Mail Service Pharmacy.
Whether you purchase medications on
an "as needed" basis or have a regular
schedule cif costly maintenance drugs, the
low annual fee can be more than covered
by the savings you'll see on just one or two
purchases.

he MEDNET Prescription
Drug Plan is fully sponsored
by IMA and brought to you
by the IMA Group Insurance
Program Administrator. For a ftee
MEDNET brochure and application,
or more information about how the
IMA Group Insurance Program can
help you, call the IMA Insurance
Administrator at 1 800 424-9883, or
(202)457-6820 in the Washington,
DC, area. The MEDNET card is
available to all IMA members,
regardless ofwhether or not you participate in the IMA Group
Insurance Program.

HOWMEDNETWORKS
You're provided with a MEDNET identification card at an annual cost of$17.00
charged to your VISA or MasterCard.
(There is also a one time $5.00 charge for
each additional MEDNET card.)
Once you enroll, simply present your
MEDNET card at a participating local
pharmacy (there are over45,000nationwide), and the discounted price ofthe prescription drugs will be automatically

IMMA
En
-

OLDERAMERICANSANDTHOSE
REQUIRINGONGOING
MEDICATIONHITHARDEST

WHATCANCONSUMERSDO
ABOUTPRICEINCREASES?

m

f someone told you the price of the
medicine you need to get well has
gone up almost six times the overall
rate of inflation, would you believe it?
According to the Bureau of Labor
Statistics, that's exactly what happened to
prescription drug prices over the 12 -year
period from 1980 through 1992. Prices
rose 128`Yo at the manufacturing level for
prescription drugs compared with an overall inflation rate of 22% for the same period of time. Clearly this rise in prices
affects certain consumers more than others, but we all have received a pharmacy
bill at one time or another that made us
ask ifthe decimal point was in the wrong
place.

GOING THE DISTANCE

TAXPLANNING
AFTEROBRA'93
Converting ordinary wage income into capital gains creates a
win -win situation.

OBRA '93 may cause employers to change their compensation and retirement plans for
highly paid employees.

BY GARY M. FLEISCHMAN, CMA,
AND RALNAD.MERRIOTT
he Omnibus Budget Reconciliation Act of 1993 (OBRA '93) effectively raised the top tax rate
to 39.6% for families earning
over $250,000 per year and raised the
top corporate tax rate from 34% to 35 %.
The retroactive nature of the tax allowed little time to implement tax -planning strategies before year-end.
The public debate has subsided for
the moment. However, a number of additional OBRA '93 provisions take effect in 1994 that may create unpleasant
year -end surprises for a firm's top -paid
employees. In addition, Congress
probably did not foresee that OBRA
lg

'93's tax - the-rich approach, under certain conditions, curtails the benefits of
some upper - middle -class employees
while leaving the highest -paid employees relatively untouched.
OBRA'93 has sparked a surge of tax
planning measures similar to those
used when the capital gains exclusion
was in place eight years ago. Besides
increasing the tax on ordinary income,
OBRA '93 removed the cap on the
health insurance portion of the social
security tax, placed a $1 million cap on
wages that could be deducted by the
corporation, and made it more difficult
for qualified pension and profit-sharing
plans to meet the rules for nondiscrimination. OBRNs net effect has been to
increase the spread between tax rates

on ordinary income versus capital
gains. The individual capital gains tax
rate remains at 28% —much lower than
the maximum individual income tax
rate of 39.6 %. (See Table l.)
A tax savings opportunity exists for
firms that create ways for their employees to convert ordinary income into
capital gains. It is important that corporate decision makers realize that
capital gains income is all the more desirable because neither employer nor
employee pays social security taxes on
this form of compensation.
Careful employee compensation
and retirement planning strategies can
benefit a firm of any size and lessen the
tax bite for both employer and employee. By shifting a portion of wages to
stock -based compensation and encouraging a greater level of participation in
voluntary qualified retirement plans
such as 401(k) s, employers can create
a win -win tax situation for themselves
and their employees at all salary levels.

CARTOONCORP:ACASESTUDY
lough the tax changes under
OBRA '93 appear to be straightforward, there are numerous tax
planning considerations for management accountants. To illustrate the features of the various tax planning scenarios, let us consider the case of
Cartoon Corporation, a successful entertainment services business.
Cartoon Corp is a relatively new,
publicly traded firm that is interested
in implementing some sort of employee retirement plan. None of the employees place much value on fringe
benefits, such as legal and educational
assistance programs or cafeteria plans.
Employees already are covered with
health insurance through their respecMANAGEMENT ACCOUNTING /DECEMBER 1994

tive spouse's benefit packages at other
companies. Anne, the firm's CEO, is
concerned with how OBRA'93 will impact Cartoon Corporation's choice of a
retirement plan /compensation package. Anne and the other highly compensated employee, Marty, are both interested in possible deferred
compensation packages.
Moreover, Anne believes that her
compensation could very well skyrocket to well over $1 million if she is
successful in developing one of her recent marketing schemes. She also is
interested in ideas that will enable Cartoon Corp to contribute higher compensation percentages into a defined
contribution retirement plan for both
Marty's and her own benefit. Both
Anne and Marty are 8% shareholders.
Cartoon Corp's employees currently
contribute to the company's 401(k)
plan and earn wages at levels below:
EMPLOYEE 401(k)
Anne
Marty
Charles
Bert

DEFERRAL COMPENSATION
$9,240
$230,000
9240
90,000
3,000
50,000
1.800
30,000

SOCIALSECURITYTAXES
n 1994 both Anne and Cartoon
Corp can expect to pay more social
security taxes, which will rise
abruptly for many top -paid executives.
Of the total 7.65% FICA tax rate, 6.2%
relates to the retirement portion of the
social security tax. The amount of
Anne's and Marty's compensation subject to this retirement portion rose
from $57,600 in 1993 to $60,600 in
1994. The additional social security retirement tax totals $186,1 paid both by
Cartoon Corp and the employee.
A more significant change relates to
the 1.45% Medicare hospital insurance
tax. OBRA '93 removed the cap on
compensation subject to this hospital
insurance portion of the social security
tax. Prior to 1994, the hospital insur-

Total
wages

—DESCRIPTION
Individuals: Created two new tax rates:

Tax
rate
increases

1. 36% for couples earning more than $140,000.
2. 39.6% for taxpayers eaming m ore than $250,000.
3. Individual capital gains tax remains at 28 %.
Corporations: Maximum tax rate was raised from 34%
35% for corporations earning more than $10 million,

Removal of
cap on FICA
hospital
insurance tax

$135.000 cap on compensation subject to t he has
insurance portion of social security taxes is eliminated.
1994, all of the employee's wages are subject to 1
1.45% tax, which m ust be paid by both em ployer a
employee.

$1 million
compensation
cap

Publicly traded corporations cannot deduct salaries of
$1 million paid to the CEO and the four other highest -pi
officers unless the compensation is performance -bass

earned on a commission basis, is in the form of qualifi
pension plan contributions, or is an excludable Erin
benefit such as health care.
Lowering of
quaified plan
Compensatiq

The amount of compensation for qualified plan contrit
tions and discrimination testing has been lowered.
Limit in 1993 — $235,840. Limit in 1

ance tax applied to only the first
$135,000 of Anne's income. Any compensation exceeding the cap was exempt. Beginning in 1994, employers
and employees each will have to pay
the 1.45% tax on the employee's total
earnings. This tax amounts to a com-

bined additional 2.9% tax on employee
earnings over $135,000 that will be assessed in 1994 and later years. The total tax is 2.9% because both the employer and employee must pay a 1.45% tax
on the employee's wages. Also recall
that self - employed persons are required
to pay both the employee and employer
portions of the social security tax,
which means that they are subject to
the combined 2.9% tax burden.
Cartoon Corp would compute the
additional social security hospital insurance tax for Anne's current salary

Wages in excess of
old $135.000 ceiling

Additional 1.45% employer tax
on wages over $135,000

(1)

(2)= (1)X.0145

level as follows: ($230,000 - $135,000
previously subject to tax) x 2.9% $2,755. Half the amount is borne by
Anne and half by Cartoon Corp. If
Anne's earnings increase to $1 million
in the near future, the following additiona l ta x bur den would res ult from
OBRA'93: ($1,000,000 - $135,000 previously subject to tax) x 2.9% _ $25,085.
Table 2 illustrates the additional hospital insurance taxes that will be paid by
the employer and em ployee for various
wage levels star ting in 1994.

$1 MILLION COMPENSATION CAP
artoon Corp faces another dilemma if Anne's compensation exceeds $1 million. OBRA'93 places a $1 million limit on corporate
deductions for compensation paid to

Total

Additional 1.45% employee tax
(3) $135,000 J
on wages over

tax
(2) +(

$ 150,000

S 15.000

250.000
! 350,000

115.000

1,667.50

1,667.50

3.335

215.000

3,117.50

3,117.50

365.000

_5,292.50

5,292.50
$12,542.50

6,235
10,585

500,000

1000,000 .

,000
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$

217.50

$

217.50

$

435
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certain top executives of publicly traded corporations. The provision applies
to the firm's CEO and the other four
highest-paid officers whose compensation must be reported to the SEC.
(These provisions do not apply to the
subsidiaries of these publicly traded
corporations.) Under the new restrictive rules, Cartoon Corp would receive
no deduction for wages paid to Anne in
excess of $1 million per year, unless
compensation in excess of $1 million
were converted into a deductible form
of income. The following forms of compensation are n ot co un ted in com p uting the $1 m illion cap:

1. Excludable fringe benefits such as
health care;
2. Compensation earned on a commission basis;
3. Qualified pension plan contributions; or
4. Performance-based compensation?
Bonuses or stock options would be
considered to be performance-based if
paid solely on account of the attainment of at least one Cartoon Corp performance goal. These goals must be
objective, so they may be based on
such items as the firm's stock price or

profits. The goals must be set by an
outside compensation committee, and
the compensation plan must be disclosed and approved by a majority of
Cartoon shareholders in a separate
vote.
CONVERTING ORDINARY INCOME

TOCAPITAL GAINS
athy and Cartoon Corp see the
prospect of using a performancebased stock option plan as a detour around the $1 million compensation cap and some of the 2 .9% total
hospital insurance tax. This stock based plan will be especially useful if
Anne's compensation rises as fast as
she anticipates during the next few
years because performance -based
compensation is deductible by Cartoon even if it exceeds $1 million. A
stock option plan would be doubly desirable because it would convert a portion of Anne's ordinary income to capital, which would be taxed at the lower
capital gains rate of 28%, and possibly
defer the income—and associated tax
burdens —until sometime in the future. In addition , social security taxes
are not levied on capital gain income.
Certain forms of deferred compen-

IN C EN TIV E S TOC K O P TIO N ( IS O )
Date of grant:
Date the stock is
granted (set aside)
for the employee.
Date of exercise:
Date the stock
is transferred
to the employee.

sation may be useful for Cartoon Corp.
They include various stock option
plans as well as nonqualified plans that
are often referred to as "Top Hat"
plans. Deferred compensation generally refers to money that is paid to the
employee in tax years subsequent to
that in which it is earned . The primary
objective of both Cartoon Corp and
Anne or Marty would be to postpone
the imposition of these taxes until the
future, minimizing Cartoon Corp's
present cash outflows and lowering the
employee's marginal tax rate.

STOCK OPTION PLANS:
ISOS ANDNOOS
he two most popular types of
stock option plans are nonqualified stock options (NQOs) and incentive stock option (ISO) plans. In order to qualify as an ISO plan, Cartoon
Corp's plan must meet the following
requirements:
1. The employee must be given the
right to purchase stock from the
corporation at a specific price for a
specified period of time;
2. The option price cannot be less than
the stock 's fair-market value (FMV)

NONQUALIFIED STOCK OPTION (N
�

q

Tax Consequences:

Tax Consequences:

Employer: None
Employee: None

Employer: None
Employee: None

Tax Consequences:

Tax Consequences:

Employer: None
Employee: None

Employee: Recognizes ordinary income based on t,
spread between the price at the exercise d _
and the gran t pr ice. Ann e's tax liab ilit
$4 x 37.45% = $1.50
Employer: Receives a deduction equal to employe

ordinary income above. Cartoon's tax bene
($4 deduction) x 35% = ($1.40)
Date of sale:
Date the

employee
sells the stock.

Tax Co nsequences:

Tax Consequences:

Employee: Recognize capital gain*

Employee: Recognizes capital gain income base
spread between the selling price and t
exercise price. Anne's tax liability: $6 x 28 %.

income based on t he
difference in the selling
pric e an d the gr an t
price. Anne's tax liability:
$10 x 28% _ $2.80

$1.68
Employer: None

Employer: None
Net combined
individual and
corporate tax
consequences.

$1.78

$2.80
Anne
Cartoon

$2.80
$0

Anne
Cartoon
Anne

$1.50
($1140)
$1.68
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when it is issued; and
3. ISO stock cannot be sold until at
least two years after the option is
granted or one year after the stock
is transferred to the employee (date
of exercise).
There are no regular tax consequences to either the individual or the
corporation when ISO stock is either
granted (set aside for the employee) or
exercised (transferred to the employee). When the employee sells the underlying ISO stock, however, he or she
is subject to capital gain or loss tax
treatment. The primary disadvantage
of ISOs is that the corporation receives
no tax deduction from this form of deferred compensation.
Any option plan that does not satisfy
the ISO requirements is called a nonqualified stock option ( NQO) plan.
Corporations frequently use NQOs
(pronounced " non -quals") as a means
of deferring compensation because the
company can receive a tax deduction
without any cash outlay. The options
themselves have more flexible terms
compared to the more restrictive requirements of ISOs. The disadvantage

of NQOs is that the individual is taxed
on the difference between the grant
price and the exercise price at ordinary income tax rates (rather than the
lower capital gain rates) when the options are exercised . The corporation,
however, receives a corresponding deduction when the employee exercises
the options. When the individual ultimately sells the stock, he or she recognizes capital gain income equal to
the spread between the selling price
and the exercise price.

STOCKOPTIONSEXAMPLE
uppose Anne receives one share
of Cartoon Corporation stock as
part of a stock option plan. The
following data relate to Cartoon's stock
price: Option Price and fair market value at
Grant Date:
Exercise Price:
Selling Price:

$10
$14
$20

If Cartoon Corp uses an ISO plan,
Anne will have no tax consequences
until she sells the ISO stock for a cap-

ital gain of $10 (20- 10 -10). Cartoon
Corp will receive no tax deduction. If
the plan is instead a nonqualified option (NQO) plan, Anne will recognize
ordinary income of $4 (14 -10) on the
date of exercise, and Cartoon corporation will receive a corresponding deduction. At this point, both the company and Anne are subject to social
security tax on $4. When Anne ultimately sells the stock, she will recognize capital gain income of $6 (20 -14),
which is taxed at 28 %. If we assume that
Anne is subject to a 37.45% marginal
rate (36 + 1.45 social security rate)3on
ordinary income, and Cartoon is subject to a marginal rate of 35% (including
the deduction for the 1.45% health insurance tax ), the tax consequences

shown in Table 3 should result.'
Even though Anne herself pays less
tax under the ISO scenario, when one
considers both the corporate and individual tax consequences, the NQO result is superior by almost a full dollar.
Plus, by using an NQO, Cartoon Corp
receives the tax deduction by simply
granting�stock�—no�cash�outlay�is
required.
In order to determine whether

SQL*TLVIE.100°'° pureOracle
business applications for
� hent/Ser`� er.
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"Design Data beats the inaster at its own game."
Software Magarine, June 9:
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Dave Pinkus, Fuk Canpam

"After review of available software, we chose SQL'TlMF."
John Jac6v m, Prim uraterhousr
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Circle No. 17
MANAGEMENT ACCOUNTING/ DECEMBER 1994

Your
Oracle
ChenVServer

A'phcatio s
1 _800 -655-6 5 9 8

NQOs are more desirable than ISOs,
one must compare the relative marginal tax rates of the employer and employee. The NQO corporate deduction
becomes more important as the corporate marginal tax rate increases and as
the individual marginal tax rate approaches (or is lower than) the 28%
capital gains rate. ISOs become more
attractive than NQOs as the corporation's marginal tax rate decreases and
as the individual's marginal tax rate approaches the 39.6% maximum, which
makes capital gain (versus ordinary)
income more advantageous from a tax
standpoint. One also must consider social security taxes in an analysis, which
is a disadvantage of NQOs.

TOPNAT PLANS
artoon Corp may wish to consider another popular form of deferred compensation —a Supplemental Executive Retirement Plan
(SERF). These plans are used to defer
the compensation of a select group of
officers, managers, or highly paid employees such as Anne and Marty, so
they often are referred to as "Top Hat"
plans. These plans can be performance -based in order to avoid the $1
million limit, while also deferring the
burden of the 1.45% health insurance
portion of the social security tax which
would be imposed on Cartoon Corp as
well as Anne and /or Marty. When

Anne and Marty finally recognize income, Cartoon Corp would recognize
a corresponding deduction.
Top Hat plans also can offer a variety of vesting schedules and forfeiture
provisions that create a strong set of incentives for key employees such as
Anne to remain with the firm —the
"golden handcuffs" strategy. If, on the
other hand, the firm is subject to unwanted takeover attempts, Cartoon
Corp can write the employee compensation agreement so that the deferred
compensation immediately vests, creating a golden parachute for Anne
and /or Marty.
Anne innocently asked Cartoon
Corp's accountant why she and Marty

DESCRIPTION
Wresents one of the two major types of retirement plans.
Advantages:

Disadvantages:

1. Employer receives a tax deduction for contributions.
2, Employees do not recognize income for these
contributions.

1. Plan is expensive and must be funded.
2. Strict nondiscrimination tests must be
Is relatively inflexible.
3. Heavy administrative burden.

Nonqualified

the second major type of retirement plan.

Plan

?

Advantages:

Disadvantages:

1. Plan does not need to be funded.
2. Less administrative burden.
3. Can discriminate on behalf of highly paid
employees.
4. Plan is flexible.

1. Does not provide the tax advanta
of a qualified plan.
2. Does not provide as much security for
em ployee because the plan m ay not
funded.

qd

Defined
Contribution
Plan

Represents one of the two major types of qualified plans.
1. Amounts contributed are credited directly to specific employee's accounts.
2. No definite retirement benefit; employee bears the investment risk.
3. The employer may not be required to make contributions every year.
Represents the second major type of qualified plan.

Defined
Benefit
Plan

1. Employee is given a specific retirement benefit; the employer bears the investment risk.
2. Employer contributions to the plan are based on an actuarial benefit formula.
Represents one form of a defined contribution qualified plan. These plans are rather flexible becaus
the corporation does not have to make contributions to the plan every year. The maximum that may
be contributed into an employee's account in any one year is the lesser of $30,000 or 15% of
compensation.

Profit
Sharing
Plan

Highly Compensated Employee (HCE):

,,

Highly vs,
Nonhighly
Compensated
Employees

1. 5% owners, or
2. Made more than $99,000 in 1994, or
3. Made more than $66,000 in 1994 and is among the highest paid 20 % of employees, or
4. Was an officer and earned more than $59,400.
Nonhighly Compensated Employee (NHCE):
Is anyone who is not a highly compensated employee.

•r,

In order to meet the rigorous qualified plan requirements, strict test requirements are imposed
order that a plan may not discriminate against nonhighly compensated employees (NHCEs) on'
behalf of highly compensated employees (HCEs).
in

lscriminatio
Testing
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401(K) NONDISCRIMINATION
RULES
lie maximum amount of compensation an individual employee can
defer into a defined contribution
plan such as a 401(k) or profit - sharing
plan is the lesser of a set percentage of
salary or a statutory cap. The 1994 cap
for 401(k) plans is $9,240, and it provides the first limitation on the amount
that the employee can have put into
his/her 401(k) account.
A second limitation that could possibly curtail an employee's 401(k) contributions results when the overall plan
is deemed to be discriminatory against
rank and file employees for the benefit
of the company's highly paid employees. In order to determine whether or
not a plan is discriminatory, the plan
administrator, often a bank or trust'
company, calculates the deferral percentages of all individuals participating
in the plan. They use these percentages in testing the overall plan to see
if it discriminates against nonhighly
compensated employees (NHCEs,
pronounced "knicks" in pension planner parlance) in favor of highly compensated employees (HCEs, pronounced "hicks. ") An employee's
deferral percentage is the sum of all
contributions to the employee's plan
account divided by the employee's
compensation.
The plan administrator segregates
employees into one of the two categories above and compares the average
percentage of compensation deferred
by HCEs with the average percentage
deferred by NHCEs. This testing procedure is referred to as the actual deferral percentage or ADP test.5
The nondiscrimination rules provide that the average deferrals for
highly compensated employees such
as Anne and Marty cannot exceed:
■ 125 % of the actual deferral percentage (ADP) for nonhighly compensated employees such as Charles
and Bert; or
■ 200 % of the ADP of these nonhighly
compensated employees, not to exceed two percentage points.
MANAGEMENTACCOUtMNG /DECEMBER 1994

There's one
financial placement
firm whose temps are
an odds -on favorite...
accountants on call
bynearly6toI *
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op

couldn't defer compensation by simply
contributing more of their salaries to
the company's existing 401(k) plan.
She received a lengthy monologue regarding qualified and nonqualified
plans, including something about
"hicks," "knicks," and "ADP." Some
common retirement planning terms
are defined in Table 4.

IN ANATIONALSURVEYCONDUCTP0
BYOPINIONRESEARCHCORP.,

accountants
on call'

customers rated the quality of accountants
on call's temporary employees best by nearly
6 to 1 over the next leading national specialist.
In fact. 51 of those polled use aoc exclusively.
So if you're looking for the one specialist that can
meet your temporary accounting and bookkeeping
needs, call your localaocoffice or 1- 800-327-1117
today. Chances are. you'll hit the jackpot too.
q0

'?)1992 aCC011nlams 6n C311
'Independent survey of temporary accounting placement services customers conducted by Opinion Research Corporation, Princeton, NJ

Circle No. 9
The tax law limits the amount of
compensation considered (the denominator of the deferral percentage described above) in computing an employee's deferral percentage. In 1993
the limit was $235,840 for 401(k) and
other defined contribution plans.
OBRA '93 lowered this denominator
Emit to $150,000, effective in 1994.
By lowering the compensation basis used for calculating the deferral
percentage, the new limit causes the
deferral percentage to rise sharply for
individuals such as Anne, who earns
more than $150,000 and contributes

the maximum $9,240 to her 401(k).
Congress lowered the compensation limits so as to curtail qualified
plan contributions for very highly paid
employees.
If a plan fails to pass the ADP test
(and is thus deemed to be discriminatory), significant qualified plan tax
benefits will be lost: The company can
no longer deduct employer and employee contributions to the plan, and
employees will be taxed on contributions into their accounts. The IRS also
may impose substantial penalties. Cartoon Corp officers should be warned
23

that because of the new $150,000 restriction their plan now flunks the nondiscrimination test for qualified plans.
Note that Cartoon Corp's 401(k)
plan fails the ADP test under the new
$150,000 compensation limit because
the actual deferral percentage of the
HCEs (Anne and Marty) exceeds the
average of the NHCEs (Charles
and Bert) by more than the 200%
or two - percentage -point limit noted
earlier.
Cartoon Corp's 401(k) plan will be
disqualified if it does not make adjustments to bring the ADP of the HCEs
down to an acceptable level within two
and one -half months after the plan's
year -end. If it fails to correct the plan
within this time period, the corporation
will bear the severe tax consequences
discussed above.
To correct the plan as required by
the income tax regulations, Cartoon
Corp first must decrease the amount of
Marty'scontribution because he is the
highly compensated employee with
the greatest deferral percentage of his
group. The employee whose benefits
are curtailed is not necessarily the person with the highest compensation or
the largest contributor to the plan.
Anne earns by far the most money and
essentially is responsible for the failure
of the test. Her deferral percentage increased due to the $150,000 cap on her
wages, thereby increasing the actual
deferral percentage for her group.
Anne's benefits will not be curtailed;
however, Marty's benefits must be reduced in order to lower the HCE's ADP
to below the 2% maximum differential.
Congress's probable intention for the
$150,000 cap was to target employees
like Anne for a reduction of benefits
rather than Marty, who earns $140,000
less than she does.
Cartoon Corp should take the following steps to minimize the probability of failing the actual deferral percentage test in the future:
1. Make the qualified plan more attractive to nonhighly compensated
employees (NHCEs) by offering a
plan loan or hardship withdrawal
feature;
2. Provide participating employees
with employer matching contributions up to a certain percentage.
This step should reduce the
HCE /NHCE average deferral percent differential;
3. Communicate the benefits of the
plan more clearly to employees to
motivate NHCEs to make greater
contributions.6
24

One of the goals of Cartoon Corp
was to increase the contributions on
behalf of Anne and Marty as much as
possible into a new defined contribution retirement plan that the firm is interested in establishing. Cartoon Corp
especially is interested in the benefits
of the basic profit-sharing defined contribution (DC) plan.
A basic profit - sharing qualified DC
plan allows employees to contribute up
to 15% of their salary into the plan, up
to a maximum total contribution of
$30,000. All contributions for 401(k)
and profit- sharing plans are considered together, which provides for an
additional $20,760 ($30,000 - $9,240)
contribution over the $9,240 limit of
the 401(k) plan alone.
In addition to providing the limitation on an employee's compensation
for purposes of the nondiscrimination
rules discussed above, the $150,000
cap is used to limit the amount of compensation that can be considered when
making contributions to a qualified
plan. In 1993, when the maximum allowed compensation limit was
$235,840, an employee participating
solely in a qualified profit - sharing plan
would need to contribute less than 13%
of this $235,840 ceiling to fully fund his
or her plan with $30,000 for that year.
With the compensation limit now lowered to $150,000 for 1994 defined contribution plans, a 15% contribution (15%
of $150,000) would amount to only
$22,500. (For simplicity, this discussion of profit- sharing plans ignores
contributions made by employees to
an existing 401(k) plan.)
Assume Cartoon Corp eliminates
its 401(k) plan in favor of a profit -sharing plan. In order to make contributions in excess of 15% on behalf of Anne
and Marty, Cartoon Corp should consider adding a money purchase plan'
to the profit-sharing plan. A money purchase plan increases the contribution
percentage limit from 15% to 25 %,
which will allow the firm to contribute
the full $30,000 into Anne's account, so
long as Cartoon's plan also meets the
nondiscrimination rules'
TAX PLANNING FOR OBRA'93
he changes brought about by
OBRA'93 should encourage management accountants to consider
the following tax planning ideas in order to protect their firms and highly
compensated employees from unwanted tax surprises.
Discuss with top company management the various methods by which

compensation may be shifted from ordinary to capital gain in character. Capital gain income is taxed at only a 28%
rate and is not subject to social security
taxes. Management accountants
should consider income deferral methods such as Top Hat plans as a mechanism to defer both regular and social
security taxes. The company may base
compensation plans on performance
goals in order to avoid the new $1 million cap on corporate deductible compensation expense. Both the employer's and employee's tax situations
should be considered when choosing
the most appropriate deferred compensation package.
Be aware of the impact of the new
$150,000 compensation limit. It is important to recall that this limit may
cause a defined contribution plan to be
discriminatory. In addition, this limit
also may substantially reduce the allowable contributions to employee defined contribution plans. It may be necessary for firms to add a money
purchase plan to an already existing
profit-sharing plan to allow highly compensated employees to contribute the
$30,000 yearly maximum into the
plan.
■
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$186=(60,600-57,600) X .062.
R.B. Barker and William L. Sollee, "Stock Options
Can Ease the Impact of the RRA 93 $1 million Compensation Gap," 7JheJonsnal of Taxation. January
1994, pp. 5.7.
3
Because Anne already earns more than$60,600,the
6.2% portion of the social security tax will not apply.
Only the 1.45% health insurance portion is relevant
as a marginal rate when income is greater than
$60,600.
'See Bill Wilson, "RRA Prompts Fresh Look at ISOs
for Corporate Executives," Tire Tax Adviser,March
1994, pp. 153-5.
'A similar test. the Actual Contribution Percentage
(ACP) test, also is required. Only the ADP test is
discussed here for simplicity because the two tests
are very similar,
GSee also R.J. Barrett, "A Practical Guide to Dealing
with the New $150,000 Annual Compensation limit, "Pension and Benefits Week,April 11, 1994, pp. 5-9.
'A money purchase plan generally is considered to
be a hybrid defined contribution /defined benefit
plan because it has some characteristics of both
plan types. It is similar to a defined benefit plan because the employer has a specific obligation each
year to make contributions. It is similar to a defined
contribution plan in the sense that it is usually
based on compensation and is directly credited to
a specific employee's retirement account.
'See R.J. Barrett.
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SOYOUWANT
TOGOPUBLIC?
First, you have to calculate the costs, benefits, and risks.

!Eli

The lure of Wail Street can be irresistible. Just make sure you and your company are ready and that you have examined all the risks.

BYJAMESSAY)B.HARE
ust about every entrepreneur
dreams of taking his or her company public. To many business people, going public is the ultimate badge of success, the proof that
your company has made it, an acknowledgment from that most skeptical of
judges —Wall Street —that all your
hard work has been worthwhile. But
this significant business move should
be made only after you carefully calcuMANAGEMENT ACCOUNTING /DECEMBER 1994

late its costs, benefits, and risks. Going
public may be the best possible strategy for your company, cementing and
even magnifying your success. Or it
may be a disaster, undermining your
management team's hard work and
transforming your strong company into a failure. It is impossible to know
ahead of time which possibility will be
realized, but you can take some basic
steps and analyses to ensure that your
decision is a sound one and that your
chances of success are high.

CHOOSEYOURSTRATEGY
he first question to ask about going public is "Why ?" In its most
elementary form, going public is
a transaction primarily between your
company and its new shareholders in
which the current owners suffer dilution of ownership and loss of some control in exchange for money to finance
the company's activities. Thus, the two
primary reasons you should consider
going public are: You need to raise
25

long -term capital, or ultimately you
want to provide an exit for your share holders—in other words, liquidate
their shares, which may represent a
lifetime of effort, into cash.
If you see an initial public offering
(IPO) principally as a financing strategy, your decision boils down to deciding whether it is the best current possible financing alternative available to
you. Similarly, if you see it primarily as
an exit strategy, your decision will be
made by weighing the pros and cons
of an IPO against the pros and cons of
other possible exit strategies. Regardless of how you view your public offering, most likely it will be some of both.
If it is used as an exit strategy, you will
want to ensure that the IPO's financial
effects on the company and shareholder value are most desirable. In reality,
a partial exit of 1096 or so of your company could be achieved with an IPO,
but it could take two or more years for
a complete exit for a significant shareholder and even longer for all existing
shareholders. On the other hand, if
your public offering is primarily a financing technique, be sure that you're
comfortable with the inevitable dilution of ownership and loss of some
control.

PROSANDCONS
he pros and cons are the same for
both strategies, but they will carry different weights depending
on your ultimate goal. To help you
make your decision, I'll cover the most
important pluses and minuses of the
decision to go public.
Here are the pros:
Cash now. The principal advantage
of an IPO is that it provides an immediate influx of capital.
Equity advantages. Even better, the
cash you get from a public offering
doesn't need to be repaid as does debt.
In addition, the IPO improves your
debt-to-equity ratio, making it easier
for your company to borrow money
should more cash be needed down the
road.
Cash later. If your stock performs
well in the aftermarket, you always can
raise more cash later (or provide a
complete exit for shareholders)
through additional equity offerings.
Increased value. Public companies
tend to be more valuable than comparable private companies, thanks in part
to increased liquidity, information
about the company that is easier to obtain and is more dependable, and a
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readily ascertainable stock (and hence
company) value.
Less dilution than other equity
financing. Often a public offering will

allow you to sell shares at a higher
price than will a private offering or a
venture capital financing, which means
there will be less dilution of your ownership for the same amount of money
received.
Enhanced reputation and visibility.

Public companies tend to be better
known and, because they're open to
public scrutiny, are likely to be accepted more easily as trustworthy and dependable. The visibility and reputation

As you evaluate
your options,
keep in mind
that you never
should use a
long -term
financing
strategy to meet
a short -term
financial need.
you gain as a public company can help
you win customers, secure financing,
or expand from a regional company to
a national one.
Incentives. Going public gives you
an opportunity to offer vendors, suppliers, and employees stock or stock options, giving these individuals a stake
in your company's success and a reason to act to advance that success.
Mergers and acquisitions. Stock
transactions can be used to effect
mergers or acquisitions while conserving cash.
Exit possibilities. Last, but certainly
not least, going public gives your
shareholders a relatively easy way to
liquidate some, or ultimately all, of
their investment— simply by selling
stock. In the meantime, their stock
could be used as collateral to secure
personal loans. Two caveats to remember: First, the Securities & Exchange
Commission, the underwriter, and possibly your state's securities depart-

ment place certain restrictions on sales
of stock by company "insiders," which
may limit the ability to dispose of large
amounts of stock quickly. Second, the
ability to sell at a desirable price is
constrained by market demand for
your stock, the market's perception
of the insiders' actions, and the stock
and market conditions at the time of
sale.
Here are the cons:
Expense. The cost of an IPO is high.
Underwriters typically take at least 7%
of gross proceeds. In addition, legal,
accounting, and consulting fees and
the costs of printing, the "road show"
(in which key executives present your
company to potential investors), and
other necessities will eat up anywhere
from 2% of gross proceeds for a large,
simple, and well- executed offering to
more than 6% of proceeds for a small,
complex, or poorly planned offering.
On top of the underwriters' 7% (which
can be up to 10% for smaller or riskier
offerings), a small offering of $10 m&
lion might cost you $200,000 to
$400,000, and a large offering of $50
million might cost you $900,000 to $1.2
million.
Risk.Also, there always is a risk that
the offering will not be completed. If
that should be the case, you will be
stuck with the costs (which are incurred regardless of whether the offering is completed) and will have to expense them (that they usually are tax
deductible is only a small consolation).
If the offering is completed, these
costs should be accounted for as a reduction in additional paid -in capital and
thus not be expensed in the statement
of operations. Another risk is that the
equity or IPO market could deteriorate
significantly just prior to your offering.
If this situation happens, it could reduce your proceeds or force you to dilute your ownership further to obtain
the money you need.
Time and energy. Public offerings
absorb far more of management's
time, energy, and effort than you could
ever imagine. The energy drain goes
on for months and is far more than an
inconvenience. The strain and distraction of the public offering process can
cause even the best management
teams to slip up and hurt the business.
Loss of privacy. The SEC requires
public companies to disclose a great
deal of information, including profits,
competitive position, salaries, employee benefits, and much more. Your competitors are just some of the people you
may not want to have this information.
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Loss of control.As new shareholders
are added, your power to control the
company is diluted. Although control
of a company typically is not lost in an
IPO, future offerings ultimately could
cause loss of control.
Reduced flexibility. Related to a loss
of control is a reduction in flexibility.
You will have to include shareholders
and directors in many decisions you
and your management team previously
would have made unilaterally. At the
very least, your decisions will have to
take into account your shareholders'
interests and the public's perceptions.

No turning back. Once you're public, you're probably public for good.
Taking a company private is difficult
and costly.

ALTERNATIVESTOANIPO

Pressures to pay dividends or increase

stock performance. Investors primarily
may be interested in getting a quick return on their investment. They may
pressure you to sacrifice the long -term
health or direction of the company for
their own short-term financial gain.
Investor relations. You need to keep
track of your investors and communicate with them through quarterly and
annual reports, shareholders' meetings, and the like —which takes considerable time and money.
Ongoing costs. In addition to the cost
of investor and public relations, you
may face some additional costs as a
public company or be required to purchase directors' and officers' indemnity insurance.

Author Jay Hare

Volatility. Fluctuations in the stock
market will affect your company's
value.
Restrictions on insider sales. Stock
sales by insiders are limited, which restricts your ability to get out of the
business or to liquidate some or all of
your shareholders' investment. Thus
the IPO's advantages as an exit strategy for insiders can be restricted significantly.

ven if the advantages seem to outweigh the disadvantages for your
business, an initial public offering may not be the best financing or exit strategy for your company. There are
plenty of possible alternatives, and you
owe it to yourself to explore all of them.
Table 1 gives a brief overview of some
of your principal options and their advantages and disadvantages.
As you evaluate your options, keep
in mind that you never should use a
long-term financing strategy to meet a
short -term financial need. An IPO is
definitely a long -term financing strategy that is useful primarily for funding
significant, long -term growth. If that
strategy is not one of your goals, then
others probably will be more effective
for you. Here are some signs that alternative strategies may be available to
you:
■ Signiicant accounts receivable, inf

ventory, or property that is not
Pledged as collateral. If your needs

are short term and you have the

r T,TIT U1IC
Alt em a=

Strategy

Pros

Cons

Commercial
bank/lender

Financing (debt)

No loss of control or sharing of profits.

Dependent on sufficient net worth, income,
or cash flow.

Asset -based
lending or
leasing

Financing (debt)

No loss of control or sharing of profits.

Dependent on sufficient assets or cash flow,
Often more costly than other forms of financing.

Partnerships
and joint
ventures

Financing

May be a relatively inexpensive way to
get financing. May also create a positive
synergy that improves your business.

Need some technology or other intangible
to attract a partner. Partner may be
demanding.

Institutional
investors

Financing (equity
or debt) or exit

Often simpler than a public offering, with
fewer parties involved.

Investors are more sophisticated and may
demand a lower price or more control.

Leveraged
ESOP

Exit or
financing
(equity and debt)

May have tax benefits and be less costly
than an IPO. May be good for your employees. Allows for a quick, complete exit.

Company must have adequate security
for lender. Not all companies eligible.

Sale of
company

Exit

Allows for a quick, complete exit.

May get less per share than in an IPO. No
possible future returns from company or
stock. Possible tax disadvantages.

Venture
capital

Financing (equity
or convertible
debt) or exit

Can be simpler than an IPO. Venture
capitalists may bring valuable experience
and may have a longer -term vision.

Sophisticated, demanding investors. May
expect (or force) you to leave after a few
years.

Private
placement

Financing (debt
or equity) or exit

May get better pricing from investors,

May be time - consuming. May get less
money or lower price.
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necessary collateral, you may find
debt financing more attractive than
equity financing.
• A promising proprietary product or
business without a long track record.
If your company is still young, you
may want to delay going public until the market is more sure of your
capabilities and instead seek funding from venture capitalists or institutional investors or through a private placement of equity.
• A financing need largely caused by
the need to purchase property, plant,
or equipment. Consider borrowing
the money for the purchase or leasing the needed property.
• An exciting but undeveloped technology. In this case, an R &D or investment partnership or a joint venture
may allow you to gain valuable research, marketing, manufacturing,
or distribution capabilities as well
as the needed capital.

ARE YOUREADYTO
GOPUBLIC?
f, after evaluating all the pros and
cons of your alternatives, you still
feel that going public is the best
option for you, the next step is to review your company to make sure you
really have what it takes to complete a
successful offering. Choosing the
right time in your company's growth
cycle to go public can make all the difference. Going to the market too early
could be a disaster and result in a
failed offering or far less money than
?g

you could have received if you had
waited a year or two.
Also, successful IPO candidates
have similar characteristics. If your
company doesn't have them, you probably should delay your offering and
use an alternative form of financing
as a "bridge" financing until you're
ready to go public. The following characteristics are typical of a successful
candidate:
■ A proven track record and good
earnings potential. Your company
should have either a history of
strong and sustainable revenue and
earnings growth or a unique position in the market that promises
good results. Demonstrated profitability and a proven ability to build
revenues may be more attractive to
the market than your anticipated
price /earnings ratio. In recent
years, companies with no history of
earnings, but with innovative technologies that have the potential to
grow explosively, have been able to
go public in spite of their lack of
earnings. This trend may or may
not continue.
■ Desirable products or services or
valuable intangibles. The market
will want to see something that
promises to sell well and is unique
to your company. Proven, highly
visible products or services are
desirable as are proprietary
technologies.
■ Sufficient size. Unless you are a
company with a unique and prom-

ising new technology, you should
have annual revenues of at least $15
million and earnings of at least $1
million.
• A clear sense ofdirection. Your company's need for capital should be
long term rather than short term
and should be supported by a well constructed, thoughtful business
plan.
• A sufficient market. Your market
should be large and stable enough
to sustain significant revenue
growth for many years.
• Good management team and style.
You should have a strong management team and advisory board.
Your management style also should
appear appropriate for a public
company. There should be signs
that you can deal with the public, be
flexible, resist short-term pressures from stockholders, and manage for the long term.
• Strong systems. Your accounting, financial, and information systems
should be strong enough to handle
the reporting and management demands of a growing public company. You also should have acceptable
internal controls.
• Commitment. If you're interested in
going public as an ultimate exit
strategy, you will need to be patient.
Insider selling during the initial
public offering is a strong negative
in the marketplace.
• Listing requirements. You must
meet the minimum listing requirements (probably the NASDAQMANAGEMENT ACCOUNTING/DECEMBER 1994

National Market System).

■ Audited financial statements. In

most cases the SEC requires three
years of audited financial statements from a company. These
records are difficult and expensive
to generate after the fact, so plan
ahead.
IS THE MARKET READY
FOR YOU?
y this point, you should be certain that an initial public offering
is the right option for you and
that your company has the right characteristics and maturity to go public.
But before you take the plunge, there's
one more decision to make: Is the market right for you?
Timing your entry into the market
is tricky and may require more luck
than skill. Nevertheless, there are
some elements of skill to timing your
offering, so don't overlook them. Entering the IP0 market as it is eroding
can result in your offering being withdrawn (leaving you with the costs but
not the proceeds). Just as bad, a down
market can leave you with significantly less money than you need, or it
can force you to dilute your ownership far more than you would like
in order to secure the necessary
funds.
The first rule of market timing is
that it is impossible to be exactly right
or certain about the equity or IPO
markets. You can't guess how the market will perform tomorrow, and trying
to predict crashes or bull and bear
markets is a futile exercise. Nevertheless, you can and probably should
avoid seasonally slow periods such as
summer and the December holiday
season.
In addition, watch overall economic
trends, and pick a time when optimism
prevails and your industry is performing well. Keep an eye on the investment press to get an idea of investors'
attitudes toward your industry. You're
better off going public when predictions are rosy than when skepticism
abounds. Also, keep track of the market's P/E ratio. History shows that
IPOs tend to succeed when P/E ratios
are high or rising. Finally, monitor
IPO volume in your industry and overall. As you can see in Figure 1, there
definitely are favorable and unfavorable times to go public as higher volumes of IPOs improve valuations and
opportunities for most companies. If
there are signs of an upturn, the time
may be auspicious.
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Circle No. 7
TAKINGTHE PLUNGE
t some point you'll be confident
that an IPO is the right option for
you, that your company is ready,
and that the market is promising.
There is no guarantee of success, but
if you've given yourself enough time to
prepare (ideally two or more years), if
your company is mature enough and
has the characteristics of success, and
if you get a bit of luck from the market,
your chances for success are good.
When you open The Wall StreetJournal
and see your company's stock on the

rise, you'll know your decision was a
good one!
■

James (Jay) B. Hare is a senior manager

with Price Waterhouse's Minneapolis office where he specializes in serving high technology and growing companies. He

is the principal author of Price Water house's The Going Public Handbook.
He is past president of IMA's Minneapo-

lis Viking Chapter, through which this
article was submitted. He can be reached
at (612) 332 -7000.
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THE LIMITED LIABILITY COMPANY:

An Idea Whose
T ime Has Come
Liability suits are driving accounting and other firms to seek LLC
protection.
BYFRANCESMCNAIR,CPA,ANDEDWARDE.MILAM,CPA
Certificate of Merit, 1993 -94

hat is a limited liability company, and why are
so many public accounting firms adopting this
form of organization?
The limited liability company is a hybrid business entity that combines the operational flexibility (and certain tax advantages) of a general partnership with the liability protection usually afforded owners only in the corporate
form or in a limited partnership.
In today's litigious society, liability protection is of particular concern to all types of businesses, especially those that
provide professional services, such as public accounting
firms. Obviously, any organizational form that can provide
some protection of the personal assets of an owner is attractive, and that probably is the primary reason for public accounting firms changing their form of organization.
We will discuss the concept of the limited liability company, the advantages and disadvantages, the reason for its
slow start, and the explosion in its recent popularity. (For
another view of limited liability companies, see Taxes, p.14.)

Each owner of an interest in the limited liability company
is called a member. A member can be any "person" including
individuals, a general partnership, a limited partnership, an
association or corporation, another domestic or foreign limited liability company, a trust, an estate or any other legal
entity. In addition, there is no restriction on the maximum
number of members that a limited liability company can
have. However, in order to meet certain tax law requirements, most states require a minimum of two members for
operation.2
An operating agreement or regulations generally govern
the conduct of business and affairs of the limited liability
company. This agreement or regulations govern distributions of property to members as well as special allocations
of profits and losses. In addition, some states allow for different classes or groups of members with different rights,

,.

ORGANIZATION OF THE LLC
he limited liability company is a creation of state law
and must be organized in accordance with the laws
of the specific state. As there is no uniform limited liability company (LLC) act, organizational provisions and requirements and elements of liability protection can vary
from state to state.
The limited liability company usually is formed by filing
articles of organization with the Secretary of State. These
articles of organization must meet the requirements of
that particular state. The articles of organization usually set
forth information such as the name of the limited liability
company (usually some designation such as "Limited ",
"Ltd. ", or "LLC" must appear in the company name), the
period of duration, purpose for which organized, and type
of management.'
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"Big 6" firms such as KPMG Peat Marwick above have adopted
the limited liability partnership form of organization as a defense
against legal actions.
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powers, or duties. These different classes or groups are set
forth either in the articles of organization or in the operating
agreement or regulations. The operating agreement or regulations can be structured to provide considerable flexibility
for an organization.
Under the statutes of states that have passed limited liability company legislation, an interest in the company is
considered personal property, and the member has no interest in specific limited liability company assets. In addition,
a member is protected under the state statute from liability
to third parties. A members personal assets generally are
protected from limited liability company creditors. A member or a member of management generally is not liable for
the debts, obligations, or liabilities of the company. The limited liability protection, however, does not extend to any negligent or wrongful acts of misconduct committed by a member or any person under his direct supervision and control.
While the personal assets of members generally are protected from acts of misconduct and negligence of other members and other claims by creditors against the company, the
assets of the limited liability company are not so protected.
Property is acquired and business transacted in the name
of the limited liability company. Consequently, its assets are
subject to creditor claims and actions by third parties. The
personal asset protection for the members is the most attractive feature of this new form of business entity.
These three characteristics — limited personal liability, no
restrictions as to type of member, and flexibility in structuring operating agreements —will cause the limited liability
company to become increasingly popular.

THE SLOW START
ne of the reasons for the slow start of the popularity
of the limited liability company was uncertainty as
to tax treatment of the entity. Wyoming enacted a
limited liability company statute in 1977. No. other state followed suit until 1982 when Florida adopted the limited liability company form of organization. Still there was very little
activity for the next several years.
In 1988, the Internal Revenue Service issued its first Revenue Ruling that addressed the tax consequences of a limited liability company. Revenue Ruling 88-76 held that a limited liability company organized according to the statutes of
the State of Wyoming would be taxed as a partnership for
federal income purposes. This revenue ruling was extremely
important because it defined the necessary characteristics
and provided guidance concerning the structure of a state
statute to achieve some desired tax treatment. Since the issuance of this ruling, there has been an explosion of activities in state legislatures. To date, all but four states have enacted legislation to allow organization of limited liability
companies or to allow the operation of foreign limited liability companies. These states are entertaining some type of
proposals in the upcoming legislative sessions.
Partnership classification generally will provide more desirable tax consequences by avoiding double taxation, allowing the pass- through of losses and credits, the flexibility of
special allocations, and so on. Some states have adopted
what is referred to as "ironclad" or "bulletproof" provisions
that will cause classification as a partnership for federal income tax purposes. However, a majority of the states have
enacted provisions that have more flexibility, i.e., will be classified as either a partnership or association depending upon
the specific provisions adopted in a company's articles of organization or operating agreement.3

TAX TREATMENT AS DETERMINED BY THE IRS
n the revenue rulings that have been issued to date, the
Internal Revenue Service has relied on Section 7701(a)
(2), definition of a partnership, or Section 7701(a) (3),
definition of a corporation, and the related regulations for
its tax analysis.
Section 301.7701 -2 (a) (1) of the regulations sets forth six
major characteristics an organization must possess to be
classified as a corporation. These characteristics are
■ Associates,
■ Objective to carry on a business and divide gain,
■ Continuity of life,
■ Centralized management,
■ Liability for corporate debts limited to corporate property,
and
■ Free transferability of interest.
According to Reg. Section 301.7701 -2(a) (3), an organization must possess more corporate than noncorporate
characteristics.
Because both partnerships and corporations have the
first two characteristics of associates and profit motive, they
are disregarded for the test. Consequently, an organization
must possess three of the four remaining characteristics to
be classified as an association and taxed as a corporation.
In Larson v. Commissioner, 66 T.C. 159 (1976), acq., the Tax
Court concluded that equal weight must be given to each
of the four corporate characteristics of continuity of life, centralized management, limited liability, and free transferability of interest. Consequently, in subsequent rulings by the

0
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THE ACCOUNTING LIBRARY
The Accounting Library uses the power of the
computer to match your company's unique accounting
needs with the most appropriate product.
The most powerful needs analysis program available.
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States that have IRS
Revenue Ruling and
classification:
Revenue Ruling 94 -6
Alabama
LLC /LLP

FIGURE 1 / TAX CLASSIFICATION OF
LIMITED LIABILITY COMPANIES IN THE UNITEDSTATES
All other states have passed legislation but
have not received IRS Revenue Ruling.

States that have IRS
Revenue Ruling and
classification:
Revenue Ruling 93 -30
Nevada
LLP
Revenue Ruling 95 -51
New Jersey
LLC /LLP
Revenue Ruling 93 -92
Oklahoma
LLC /LLP

;Revenue Ruling 93 -6
Colorado
LLP

Revenue Ruling 93.81
Rhode Island
LLC /LLP
Revenue Ruling 93 -9
Utah
LLC /LLP
Revenue Ruling 93 -5
Virginia
LLP

;Revenue Ruling 94 -5
Louisiana

States that have
no legislation:

Revenue Ruling 93 -50
West Virginia
LLP

Hawaii
Massachusetts
Pennsylvania
Vermont

Revenue Ruling 88 -76
Wyoming
LLP

Internal Revenue Service, the characteristic is either present
or not.
Because limited liability is the primary reason for the organization of a limited liability company, that characteristic
always will be present. To defeat classification as a corporation, two of the other three characteristics (centralized management, free transferability of interest, and continuity of
life) must not be present.
Centralized Management. Reg. Section 301.7701 -2(c) (1)
provides that an organization will have the corporate characteristic of centralized management if any person (or group
of persons that does not include all of the members) has continuing exclusive authority to make management decisions
necessary to conduct the business for which the organization was formed. Most state statutes allow the company to
be managed either by an elected manager or managers or
by its members. Where management is by an elected manager or managers (whether those managers are members
or nonmembers), the corporate characteristic of centralized
management most likely will be present. Consequently,
where there are numerous members, management usually
will be vested in a management group and this characteristic
will be present.
One unsettled issue is the degree of management authority that can be vested with managers and still fail the centralized management test. For instance, some limited liability company statutes vest management control with the
members. The members then can elect managers with varying degrees of authority. Where less than full authority exists, is the characteristic of centralized management
present? This is one of the many unsettled issues concerning
limited liability companies. Where centralized management
is present along with the presence of limited liability, both
32

characteristics of free transferability of interest and continuity of life must be defeated for partnership classification to
be attained.
Free Transferability of Interest. Reg. Section
301.7701.2(e) (1) provides that an organization has the corporate characteristic of free transferability of interest if each
of the members or those members owning substantially all
of the interest in the organization have the power, without
the consent of other members, to substitute for themselves
in the same organization a person who is not a member of
the organization. The characteristic of free transferability
does not exist, however, if each member can, without the
consent of the other members, assign only the right to share
in the profit but cannot assign the right to participate in the
management of the organization.
Most states choose to cause this requirement to be defeated by restricting the transfer of a membei's interest. The
statute will allow assignment of a membership interest that
will entitle the assignee to receive distributions to which the
assignor was entitled. The assignee of a membership generally can become a member only upon consent of all other
members. However, Revenue Rulings 93-91 and 93-92 held
that free transferability was not present when majority approval was required.4
Continuity of Life.Reg. Section 301.7701 -2 (b) (1) provides
that if death, insanity, bankruptcy, retirement, resignation,
or expulsion of any member will cause dissolution of the organization, continuity of life does not exist. According to the
regulations, the fact that the remaining members agree to
continue the organization does not cause continuity of life
to exist. Most of the states have adopted a provision that
causes dissolution upon the death, retirement, resignation,
bankruptcy, court declaration of incompetence of a member,
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or upon the occurrence of any other event that terminates
the continued membership of a member in the company.
However, the provision also may allow all remaining members to agree, within some specified time period, to continue
the business. Because the continuity of the business is not
assured, the corporate characteristic of continuity of life is
not present. As with the characteristic of free transferability
of interest, a majority vote to continue the operation of the
limited liability company should not cause the LLC to possess the characteristic of continuity of life.5
Where a limited liability company is deemed to be taxed
as a partnership for federal income tax purposes, then the
applicable partnership provisions govern the various transactions such as contribution of property to the limited liability company, distributions, pass - through of the various items
of income, gain, expense, deductions and credits, and liquidations and dissolutions. Figure 1 provides a listing of the
Revenue Rulings issued to date that determine the tax classification of limited liability companies organized in specific
states.

THE PROFESSIONAL SERVICE LIMITED
LIABILITY COMPANY
any states allow professional service companies to
organize as limited liability professional companies. A professional service company is a company
that provides a type of service to the public that is rendered
by a member of that profession. The types of professional
services that are allowed vary somewhat from state to state
but generally include the practice of architecture, chiropractic, dentistry, engineering, landscape architecture, law,
medicine, nursing, occupational therapy, optometry, physical therapy, podiatry, professional geology, psychology, or licensed public accountancy, social work, surveying, and veterinary medicine. Provisions applying to professional
service companies generally are restrictive as to specific
type of service and who can preform such services.
In states where the professional service company is allowed, it can offer much needed liability protection to the
members without the severe restrictions of S Corporations
or the double tax of the C Corporation. Although it will not
shield the personal assets of any member committing a
wrongful act, it will protect the personal assets of the other
members. With the increased litigation aimed at professions
such as medicine, law, and accounting, this type of business organization should become increasingly popular for
professionals.

The limited liability
partnership (such as the
_ "Big 6" have adopted) is a
weaker version of the LLC.
and for the negligence and malfeasance of those under his
or her direction or control. In addition, the partner is responsible for the debts and obligations of the LIT For the LLP,
the liability protection is from the negligence and malfeasance of the other partners of the firm. Although the protection is limited, it does provide some relief for wrongful
acts of others in the firm over which the partner had no
control.
Several states have enacted limited liability partnership
legislation, and other states have amended the current law
to allow for its operation. At present, some 30 states have
enacted some type of limited liability partnership legislation,
and it is being considered in most other states.

LLC -AN IDEA WHOSE TIME HAS COME
he new limited liability company offers an organizational form that combines some of the best features
of a partnership with the limited liability protection of
a corporation. It offers an alternative to the use of the C Corporation or the S Corporation where protection of personal
assets is desired. In today's business climate, the limiting of
personal liability and the shielding of personal assets from
creditor and third -party claims is of utmost concern to professionals as well as other business owners. The limited liability company alleviates the problems that potential S Corporations face with a limited number of shareholders and
restrictions as to who qualifies as a shareholder.
The limited liability company also offers some tax benefits. Because of the pass - through of income, gain, loss, deductions, and credits, it eliminates the double tax of the C
Corporation. In short, the limited liability company seems
destined to become an extremely popular organizational
form soon.
■
Frances McNair, CPA, is associate professor of accountancy at

THE LIMITED LIABILITY PARTNERSHIP
ecause of practice restrictions imposed under the
laws of some states and professional regulatory and
ethical concerns, many professional organizations
are electing to adopt the limited liability partnership concept.
This is the organizational form that has been adopted by all
of the "Big 6" accounting firms. The conversion to a limited
liability partnership is relatively easy because it does not
change the current relationship among partners.
The limited liability partnership is a somewhat weaker
version of the limited liability company (LLC). As a rule, the
LLP is considered a general partnership but with some protection of personal assets of the partners. The liability protection for the partners of an LLP is not as extensive as for
the members of a limited liability company. The partner generally is liable for his or her own negligence and malfeasance
MANAGEMENT ACCOUNTING /DECEMBER 1994
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requirements for articles of organization are not uniform for all states.
Texas, Idaho, and Mississippi are examples of states that allow one-member -limited liability companies.
3 Of the 16 revenue rulings that have been issued to date, only Colorado, Nevada,
Virginia, West Virginia, and Wyoming have been classified as a partnership. Entity classification in the other states where revenue rulings have been issued
depends upon the organization of the company.
C While these revenue rulings apply to partnerships, the rulingsshouldbe generally applicable to limited liability companies.
5 See Revenue Procedure 92-35 and Revenue Rulings 93.91 and 93.93.
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DODGINGTHES
CORPORATIONS

SL
I VERBULLET
Excess passive income can terminate an S election.

BY HANS SPROHGE, CPA, AND
CHARLESJ.BURT,II,CPA
hen an S corporation has
excess passive income and
Subchapter C accumulated
earnings and profits, it
may face termination of the Subchapter S election. In addition, it will have
to pay a corporate -level tax.
Both of these problems occur when
an S corporation with Subchapter C accumulated earnings and profit has passive investment income that exceeds
25% of its gross receipts, defined as excess passive income in Treasury Regulation Section 1.1362 -2 (c) (4) (1).
One way to avoid these tax consequences is through a distribution election as provided in IRC Section
34

1367(a) (3) (A) of the Internal Revenue
Code. This solution, however, has
some potentially serious drawbacks
that include a shareholder -level tax on
distributions characterized as dividends under IRC §368(c) (2). A preferable solution is to increase S corporation gross receipts relative to passive
investment income. A Letter Ruling
provides a simple, cost effective manner in which an S corporation may
do so. (See "Letter Ruling 9144024,"
p. 38.)

GROSSRECEIPTS
tie term "gross receipts" is not
specifically defined either in IRC
§1362(d) (3) or IRC §1375. The
Regulations state that gross receipts

generally are the total amount received or accrued under a corporation's accounting method.' The term
gross receipts is not synonymous with
gross income? Gross receipts include
the amount received or accrued from
services rendered or the sale or taxable exchange of any type of property,
including IRC §1231 property, other
than capital gain property defined in
IRC §1221.
Only the excess of capital gains
over capital losses from the sale of capital assets, other than stocks or securities, are included in gross receipts,3
as is the gain from the sale or exchange of stocks or securities. Losses
do not offset gains from the sale or exchange of stocks or securities.¢
Gross receipts are not reduced by reMANAGEMENT ACCOUNTING/DECEMBER 1994

turns and allowances, cost of goods
sold or exchanged, or deductions and
do not include nontaxable sales or exchanges except to the extent of recognized gains.

PASSIVEINVESTMENTINCOME
assive investment income is defined as gross receipts derived
from royalties, rents, dividends,
interest, annuities, and the gain from
the sale or exchanges of stock or securities.5 The gross amount of royalties is not reduced by any part of the
cost of the rights under which the royalties are received.6
But royalties derived in the ordinary course of a trade or business of
franchising or licensing property are
not included in passive investment in7
come. Rents derived in the active
trade or business of renting real or
personal property, such as incurring
substantial costs or providing significant services in the rental business, also are not included in passive investment income.8

INTEREST
nterest includes tax - exempt interest and any amounts deemed to be
interest on deferred payments
with no stated interest under IRC
§483, discounted debt instruments under IRC §1272, debt instruments with
inadequate stated interest issued for
nonpublicly traded property under
IRC §1274, and loans with below -market interest rates under IRC §7872.
It is important to note that the treatment of tax- exempt interest as passive
investment income may subject tax exempt interest to the IRC §1375 corporate -level excess net passive investment tax, although such interest
would not be subject to regular income tax. Passive investment income
does not include interest on notes
from sales of inventory.9 Keep in mind
also that interest revenue cannot be
netted against interest expense in determining gross interest receipts.10

NETPASSIVEINCOME
et passive income is passive investment income reduced by
any allowable deduction connected directly with the production of
income." Deductions connected directly with the production of passive
investment income are deductions
that have a proximate and primary relationship to the income.12 A deducMANAGEMENT ACCOiAVTING /DECEMBER 1994
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tion that is attributable partly to passive investment income and partly to
other income is allocated between the
two types of income on any reasonable
basis.13 Moreover, net passive income
cannot be reduced by the net operating loss deduction under IRC §172 or
by any special corporate deductions
under IRC §241 -IRC §249.14
Excess net passive income may be
expressed by the following formula:15
ENPI =NPI x (PII - (GR x .25)) /PII
Where
ENPI = excess net passive income
NPI = net passive income
PII = passive investment income
GR = total gross receipts
Excess net passive income for any
taxable year may not exceed a corporation's taxable income for the year
computed. The corporation acts as
though it were a C corporation without
deducting any net operating loss under IRC Section 172 or any of the special corporate deductions under Part

VIII of Subchapter B (other than the
deduction allowed by Section 248 relating to organization expenditures).16

CONSEQUENCESOfEXCESSNET
PASSIVEINCOME
corporate -level tax is imposed
on an S corporation that at the
end of its taxable year has excess net passive income and Subchapter C earnings and profits. The tax is
imposed on the lesser of excess net
passive income or taxable income.
The definition of taxable income is the
same for an S corporation as a C corporation.17
An S corporation without any Subchapter C earnings and profits is not
subject to the tax. It is possible, however, for the excess passive income
problems to occur even if the S corporation never operated as a C corporation. For example, if an S corporation
were involved in an acquisition to
which IRC §381 apphed,18 the S corporation acquires the target's Subchapter C earnings and profits and thereby
exposes itself to the tax on excess net
35

THEACCOUNTANT'S
PARADOX
How Computer Associates is remaking the world of accounting.
Thefollowing are exeerptsfrom an interview with David Duplisea, director of
strategic planning at ComputerAssociates.
What is the accountant's
paradox?
A "If you're an accountant,
you live with it. The accountant's mission is to make sense of diverse and
seemingly unrelated financial activities
in order to present a coherent picture
of what's really
going on. But
today the already confusing global array of wildly
dissimilar business practices,

c zoos

shifting currency values,
and changing
tax regulations seems all the more unmanageable. Why? Because the accountant's tool — software —is itself
fragmented and in a state of flux.
"In fact, until last month when Computer Associates began delivery of two
unprecedented new software solutions—CA Accpac /2000 for the desktop and networked PCs and CA -Masterpiece /2000 for larger computing
systems —most accountants remained
chained to a collection of niche products. Tied to platform and not pragmatism, these niche products frustrated
accountants' real reason for being...
which is to provide a clear and comprehensive financial picture for real -world
decision making."
How have CA- Accpac /2000
and CA/Masterpiece /2000
changed the paradox?

LQ

A. "Not only have these solutions
been redesigned from scratch for mul-

36

tinational, multi- currency, and multi organizational accounting, but each
has the same Windows look and feel,
regardless of hardware or software
platform.
This means accountants can deal
with global financial and technological
developments from as close as the
screen they work on."
L

� Can you give us a real -world
example?

Q

A. "As a client you start with
CAAccpac /2000 on the desktop. Then
because of the growth of your company you link it to other PCs in your office and in other states. Six months
later you're called on to include data
from the new French subsidiary,
which uses an AS /400, and then tie it
in to information from a German company your firm is merging with...
and that uses a mainframe. Meanwhile

CAATAGLANCE
From desktop to mainframe,
Computer Associates, Inc.
(NYSE-CA) leads the world in '
client /server software. Guided
by CA90s open architecture,
Computer Associates licenses
and supports more than 300 integrated products that include
systems and database management, application development,
financial and manufacturing and
applications and consumer solutions. The world's major industrial, government, and research
organizations depend on CA,
whose fiscal 1994 revenues exceeded 82.1 billion.

you add more accountants to the network, each working on a tiny piece
of the puzzle with each piece in a different currency subject to
different taxation. That's
multi- platform,
multi-organization multi-site,
e aloe 1„°00
multi- regulatory, multi-currency.
`°That also
can spell multi- headache with other
software. But CAAccpac /2000 and
CA-Masterpiece/2000 put it all together. There's only one worry left. What
we call Rule 83/17 has come into play."

F

What is Rule 83/17?

A "It's a kind of Murphy's
Law for computing. Rule
83/17 says that 83% of business applications are exactly the same, but the
remaining 17% will call for customized
software. Unfortunately, this 17% normally costs 10 to 100 times what the
original 83% cost—yet nearly everyone

buys software on the 83% price.
'7o protect against this kind of nasty surprise, CA Accpac /2000 and CAMasterpiece/2000 provide the tools so
you can customize standard applications on your own. And you don't have
to be a computer genius to do it
"That explains why Computer Associates leads the world market for accounting software. According to the
latest IDC survey, CA sells two out
of every three high -end accounting
packages and leads in virtually all
desktop categories by margins as
high as 11 to 1 over the nearest
com petitor.
"And that was before the all -new

CA- Accpac /2000 and CA/Masterpiece /2000 were released."
MANAGEMENT ACCOUNTING /DECEMBER 1994
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LETTERRULING9144024
n Letter Ruling 9144024, an S corporation avoided the tax consequences of excess passive income
by increasing its gross receipts. The
S corporation was able to do so by
purchasing publicly traded partnership (PTP) interests. IRC 7704(b) defines a publicly traded partnership as
any partnership in which interests in
such partnership are traded on an established securities market or are
traded readily on a secondary market
or the substantial equivalent thereof.
Under IRC 7704(a), a publicly traded
partnership is required to be treated
as a corporation for federal tax purposes unless the exceptions under
IRC 7704(c) apply.
Under IRC Section 7704(c), the
Section 7704(a) corporation's tax
treatment does not apply for any taxable year that the partnership meets
the gross income requirement of
§7704(c) (2) for the current taxable
year and each preceding taxable year
beginning after December 31, 1957.
The IRC Section 7704(c) (2) gross income requirement is met if at least
90% of the partnership's gross income for the taxable year consists of
"qualifying income."
Qualifying income includes:'
1. Interest;
2. Dividends;
3. Real property rents;
4. Gain from the sale or other disposition of real property;
5. Income derived from the exploration, development, mining or production, processing, refining,
transportation (including pipelines
transporting gas, oil, or products
thereof), or the marketing of any
mineral or natural resource (including fertilizer, geothermal energy, and timber);
6. Any gain from the sale of a capital
asset held for the production of income, when such income would
otherwise qualify; and
7. Certain commodity, future, forward, and option income from

partnerships that are in the principal business of buying commodities.
A publicly traded partnership with
at least 90% of its gross income for
the taxable year from qualifying income is treated as a partnership, not
a corporation.
Subchapter K of the Internal Revenue Code generally requires that
each partner of a partnership separately take into account his or her distributive share of the partnership's
items of income, gain, loss, deduction, and credit to the extent provided
by regulations.2 The regulations provide also that each partner separately
must take into account any partnership item that would result if that
partner did not take the item into account separately.' The character of
any item of income, gain, loss, deduction, or credit included in a partner's
distributive share is determined as if
the item were realized directly from
the same source as realized by the
partnership or incurred in the same
manner as incurred by the partnership.,
The character of the partnership's
gross receipts is of the same character to the S corporation as it is to the
partnership. This characterization is
important because the S corporation's distributive share of the gross
receipts, if taken into account separately, could affect the corporation's
federal income tax liability (by imposition of a tax under IRC
§1362(d)(3)). Revenue Ruling 71 -4555
held that for purposes of the passive
investment income limitations, an S
corporation should include its distributive share of gross receipts from a
joint venture rather than its distributive share of ordinary loss from the
joint venture.
Items of income maintain their
character upon distribution to the
partners under IRC Section 702(b).
The character of the gross receipts of
the joint venture do not convert into

passive investment income upon the
S corporation's recognition of its distributive share of the joint venture's
gross income.
One word of caution: For a publicly traded partnership to be treated as
a partnership and provide relief from
the S corporation's excess passive income problems, the publicly traded
partnership must have greater than
90% of its gross income from real estate rents or natural resource development. A publicly traded partnership that has sufficient qualified
income from any of the other categories would only exacerbate the S corporation's excess passive income
problems.
The S corporation requesting Letter Ruling 9144024 from the IRS
failed the passive income in excess of
25% of gross receipts test because it
owned a limited partnership interest
in a publicly traded partnership. The
publicly traded partnership in the letter ruling had sufficient qualified
gross income from its underlying
business under IRC 7704(c) to be
treated as a partnership under IRC
7704(a), thereby passing its gross receipts through to the S corporation.
The business consisted of natural
gas pipeline operations which involved purchasing, gathering and
selling natural gas to gas distribution
companies and industrial customers
and transporting natural gas for producers, other pipelines, and end users. The natural gas liquids operations included the processing of
natural gas to extract natural gas liquids, the transportation of natural gas
liquids, and the separation of mixed
natural gas liquids into component
products.
IIRC §7704(d) (1).
§702(a)(7).
3Treasury Regulations §1.1702 -1(a) (8) (ii).
+IRC §702(b).
$Revenue Ruling 71455,1971-2 C.B. 318.
21RC
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passive income and to the termination
of its Subchapter S election.19
The tax rate imposed on the S corporation is the highest corporate rate
under IRC Section 11(b).20 For taxable
years starting after December 31,
1992, the rate is 35 %.21 The amount of
tax is either (ENPI x .35) or (taxable
income x .35), whichever is the lesser
amount. The amount of each item of
passive investment income passed
through to shareholders of an S corporation subject to the excess net passive income is reduced by a pro rata
amount of the tax.22
The S election of a corporation with
Subchapter C earnings and profits and
excess (not net) passive investment income at the close of each three consecutive taxable years terminates at
the beginning of its next taxable
year.23Once a corporation's S election
is terminated, that corporation generally cannot reelect S status until the
completion of five taxable years after
the taxable year of termination.24
If the corporation is able to demonstrate that the termination of its S status was "inadvertent," the Internal
Revenue Service will consider waiving
the termination under IRC §1362(f).
An essential requirement is that the
corporation generally must distribute
Subchapter C earnings and profits to
the shareholders within a reasonable
time after discovery of the error.25The
burden of proving that the termination
was "inadvertent" is on the taxpayer,
and the IRS may require additional remedial Steps.26

NOWTOAVOIDTHETAX
CONSE4UENCES
he excess net passive investment
income tax and S election termination may be avoided by eliminating either of the two conditions that
trigger them: namely, excess net passive income and Subchapter C earnings and profits. Subchapter C earnings and profits may be eliminated by
stripping it out as a taxable dividend.
The way in which an S corporation
strips out Subchapter C earnings and
profits is by making an election under
Section 1368(e) (3) to treat all distributions during the yearas first taken out
of the S corporation's accumulated
earnings and profits. By making this
election, the distributions bypass the S
corporation's accumulated adjustment
account (AAA) balance and thereby
come out of earnings and profits. Otherwise, the accumulated adjustment
account balance is required to be deMANAGEMENTACCOUNTINGMECEMBER 1994

Once a
corporation's
S election is
terminated, it
generally
cannot reelect
S corporation
status until
completion of
five taxable
years after the
taxable year of
termination.

pleted first.27
There are several potential drawbacks, however, to an earnings strip:
1. The requirement is that all shareholders who receive distributions
during the year consent to the
election.28
There
is a tax cost associated be2.
cause shareholders who receive a
distribution must treat the distribution as a dividend to the extent that
it does not exceed the S corporation's accumulated earnings and
profits.29
3. The corporation may have insufficient cash or property from which
to make a distribution.
4. If the Subchapter C accumulated
earnings and profits is not completely eliminated, the excess passive income problems will remain.
For example, assume the following:
• An S corporation is facing an excess passive income termination
for 1993 under IRC Section
1362(d) (3).
• The S corporation's Subchapter C
accumulated earnings and profit
prior to distribution is computed by
the corporation to be $1,000;

■ The S corporation makes an IRC
§1368(e) election;
■ $1,100 is distributed prior to yearend ($1,000 out of Subchapter C accumulated earnings and profit and
$100 out of the accumulated adjustment account);
■ In 1996, under examination, Subchapter C accumulated earnings
and profit is correctly redetermined to be $1,200.
Therefore, the S corporation will
have $100 of Subchapter C accumulated earnings and profit remaining, and
the S election is terminated retroactive to 1993. This situation typically occurs when a C corporation has been in
operation for many years prior to making a Subchapter S election and Subchapter C accumulated earnings and
profit have not been calculated with
sufficient accuracy.
The IRS may waive the tax on excess net passive income if the S corporation shows to its satisfaction that two
situations exist. First, the S corporation determined in good faith that at
the close of the taxable year it had no
subchapter C accumulated earnings
and profit. The second situation is that
during a reasonable period of time after it was determined that the S corporation did have Subchapter C accumu-
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purchasing
sufficient
partnership
interests in a
publicly traded
partnership, an
S corporation
effectively is
purchasing
gross receipts.

lated earnings and profit at the close
of that taxable year, those earnings
and profits were distributed.30 The S
corporation, however, has the burden
of proving to the IRS that the waiver is
warranted 31

PLANNINGCONSIDERATIONS
here are two ways to avoid a corporate -level tax under IRC §1375
and possible termination of the S
election under §1365 (d)(3). The corporation can either eliminate Subchapter C earnings and profits or increase
gross receipts such that passive investment income is less than 25% of gross
receipts.
Many drawbacks are associated

with eliminating Subchapter C earnings and profits. But by purchasing
sufficient partnership interests in a
publicly traded partnership, an S corporation effectively is purchasing
gross receipts.
For example, S corporation X has
gross receipts of $100,000, passive investment income of $50,000, and "taxable income" of $75,000 for its taxable
year ending December 31, 1994. S corporation X has no expenses directly
connected with the passive investment income. For each of the previous
two years S corporation X has had excess passive investment income. To
determine the tax liability, first the excess net passive investment income
must be calculated:
ENPI = NPI x (PII - (GR x
.25)) /PII
ENPI = $50,000 x ($50.000 ($100,000 x .25))/$50,000
ENPI = $25,000
The amount of tax is either (ENPI
x .35) or (taxable income x .35),
whichever is the lesser amount. Because net passive investment income
is lower ($25,000) than taxable income ($75,000), the tax is $8,750
($25,000 x .35). Also, because this is
its third consecutive year with excess
passive investment income, the corporation's S election will terminate effective January 1, 1995.
Partnership P, an oil and gas publicly traded partnership sold widely,
meets the IRC Section 7704(c) income
requirements and has gross receipts
of $20 million for 1994. If on January
1, 1994, S corporation X purchases a
0.51% (0.0051) interest in P, $102,000
of gross receipts will flow through to
S corporation X, and the corporation
no longer will have excess passive income, nor owe an excess net passive
investment income tax, nor have its S
election terminated.
Although, on the surface, finding a
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publicly traded partnership that meets
these requirements may appear quite
onerous, there are many common natural resource publicly traded partnerships that will have sufficient qualified
income to be treated as a partnership
and provide nonpassive gross
receipts.
One final word of caution: Under
IRC Section 61100) (3) a Letter Ruling
is directed only to the taxpayer who
requested it and may not be used or
cited as precedent. So long as a taxpayer's fact pattern is the same, however, analysis of the relevant law
should govern.
■
Hans Sprohge, CPA, Ph. D., is professor

ofaccountancy at Wright State University, Dayton, Ohio. He is a member ofthe
Dayton Chapter, through which this article was submitted. He can be reached
at (513) 873 -2365. Charles J. Burt, II,
CPA, is taxation specialist at Walthall &
Drake in Cleveland, Ohio. He can be
reached at (216) 696-2330.
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SettingtheRight
Transfer Price
International managers must consider tax regulations as
part of their decision criteria.
An Monies De Oco /FPG

ronment in which the company operates. Factors affecting harmony include the company's organizational
form, its corporate definition (contracts), its information systems, and
the diversity of the economic and regulatory climate in which it operates.
When a company's operations are
domestic, that is, conducted within a
single tax jurisdiction, decision criteria
reflect these conditions. When a company goes international, the cost of
crossing tax borders increases proportionally with the diversity of the company's operations and the tax environment. Using a fictional company, we'll
take you through transfer pricing issues for managers of multinational
firms and demonstrate the magnitude
of the potential impact of these rules in
selected countries of the Asia /Pacific
Rim Community (APRC).

CASE STUDY

Crystals pro duced at a parent company domiciled In the United States are transferred
to a foreign subsidiary. Setting the right transfer price has an impact on profits and tax
exposure.

BYSTEPHEN CROW,CPA,AND
EUGENE SAUIS,CPA
hen multinational companies transfer products between business segments , th e pri ces they
impose on those transfers affect many
areas of decision making. An appropriMANAGEMENT ACCOUNTING /DECEMBER 1994

ate transfer price satisfies corporate
management and strategy requirements and promotes congruency
among corporate goals.
The cost of determining an appropriate transfer price depends on the
level of harmony inherent among company goals and between those goals
and the economic and regulatory envi-

rysCo, Inc., is the parent company of a fictitious multinational
corporate group that includes
two subsidiaries— ManCo, Inc. (Man Co) and SalCo, Inc. (SalCo). CrysCo is
domiciled in the United States, and
ManCo and SalCo are its foreign subsidiaries. CrysCo produces crystals
used in electronic video and audio
components and is not the market's
sole producer. ManCo buys a custom
version of the crystal from CrysCo and
uses it in a patented high - resolution
amplifier that it sells as a packaged
unit. SalCo sells the basic crystal produced by CrysCo to foreign audio and
video manufacturers.
If CrysCo sets an inappropriate
transfer price, problems could occur
on several levels. For example, if the
41
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Uncontrolled
Price

-

Comparables

Comparable
sales between
unrelated
parties.

Price to unre
lated party less
related gross
profit; nonmanufacturing.

Production.
costs plus
gross profit
on unrelated
sales.

Priced to yield
gross profits
comparable
to those for
other firms.

Split of combined operating
profits of controlled parties.

Comparability
and Reliability
Standards

Similarity
of property;
underlying
circumstance.

Comparable
gross profit relative to comparable unrelated
transfer.

Gross profit
from same
_
type of goods „
in unrelated
resale.

Gross profit
within range
of profits for
broadly similar
product line.

Allocation
of combined
profits of
controlled
parties.

Measures of
Comparability

Functional
diversity: product category;
terms in financing and sales;
discounts; and
the like.

Functional
diversity; product category;
terms in financing and sales;
intangibles;
and the like.

Functional
diversity:
accounting principles;
direct vs.
indirect costing;
and the like.

Business segment; functional diversity; different product
categories
acceptable if in
same industry.

Profits split
by unrelated
parties or splits
from transfers
to unrelated
parties.

Fair allocatio
of profits
relative to
"unrelated"
party sales.

Same
Geographic
Market

Required,

Required.

Required,

Required.

Required,
but some
flexibility.

Required,
but some
flexibility.

Comments

Deemed the
best method
for all firms;
minor accounting adjustments
allowed to qualify as
"substantially
the same."

The best
method for
distribution
operations; only
used where
little
or no value
added and
no significant
processing.,

Internal gross
profit ratio is
acceptable if
there are both
purchases from
and sales to
unrelated parties; if
not, GPR based
upon comparable
firms.

Not if seller
has unique
technologies
or intangibles;
because resale
price is fixed,
adjust the
transfer price
from seller.

Controlled
transaction
allocations
compared to
profits split in
uncontrolled
transactions.

Least reliable;
uncertainty
and costs of
being wrong
are severe,

__

transfer price of the custom CrysCo
unit is too high, ManCo may buy from
outside the organization even though
buying from CrysCo may be better for
the organization as a whole. Conversely, if CrysCo sets the transfer price too
low, it may not provide the product to
ManCo because it could get more
money elsewhere. In either case the
firm loses because the optimal quantity will not be exchanged.
The multinational corporate group
also could be exposed to tax deficiencies, penalties, and audit costs. CrysCo
may decide not to comply with foreign
tax rules if the U.S. tax rate is lower
than the tax rate in ManCo's foreign
domicile. Profits can be shifted to
CrysCo by setting a high transfer
price, but if the transfer price doesn't
comply with the tax rules of ManCo's
domicile, the benefits gained by the income shift may be lost to tax sanctions
including tax assessments and penalties. Less obvious, but just as serious,
are the potential costs of double taxation or underutilized tax credits stemming from transfer price revisions
based on tax audit findings.
Revenue flight is a problem for na42

tional treasuries, stimulating tax legislation and enforcement activity. It has
been estimated that as much as $30 billion per year is lost to the United States
from transfer pricing problems. This
issue will become more significant as
countries grow increasingly competitive for the international tax dollar,
bringing more pressure on managers
and higher costs to firms to maintain
appropriate income allocations.
When the transfer price does not
satisfy both the corporate management and strategy and tax requirements, the company can resolve the
problem in one of three ways. First, it
can take no action and accept the status quo, which may be costly and illegal. Second, the firm can redefine its
contractual relationships, which may
be so expensive as to be impractical
and, in some cases, may not be an option —such as debt covenants. Third,
the company can revise its information
systems to support multiple transfer
price methods. This approach provides the most practical and generally
most economical (but not at zero cost)
solution and will be the choice of most
companies.

Gross profit
reasonable
for "facts ands
circumstanc
As appropriate.

TRANSFER PRICE METHODS
FOR MANAGEMENT
PURPOSES
our general types of transfer
prices are accep tab l e for
management purposes: cost based, market-based, negotiated, and
dictated.
Cost -based implies a cost-plus model, using full or variable cost. Two major advantages of this method are availability of information from internal
records and compatibility with market
pricing policies. A major disadvantage
is the lack of incentive to control costs
because costs are passed on to the buying division.
A market -based transfer price is set
as a percentage of the market value of
the product or service. The transfer
price should reflect the cost savings
from internal transactions, for example, reduced sales force or credit department, and allocate these cost savings between the purchasing and
selling divisions on some acceptable
basis. If the transfer price is set at full
market value, the purchasing division
may transact more business with outMANAGEMENT ACCOUNTING /DECEMBER 1994

siders than with other divisions. A
major advantage of a market -based
transfer price is that it is objective—in the sense that it is set by
forces outside the organization —
but the market price information
may not be readily available.
A negotiated transfer price is set
by the managements of the buying
and selling divisions meeting and
agreeing on a price. A major advantage of a negotiated transfer price is
that both parties presumably are
satisfied with it. A major disadvantage is that divisional profits may be
determ in ed m o re b y th e n ego tiat-

ing ability of the managers than by
their management skills. Further, a
great deal of time and effort may be
expended in the negotiations.
A dictated transfer price is set by
top management . If top management has good information concerning the costs and demand characteristics, it could set a price that
would optimize profits for the organization as a whole. A disadvantage
of a dictated transfer price is that division managers concerned with divisional performance may be suspicious of —and unfavorably disposed
toward —the dictated transfer price.
In our case study, CrysCo should
choose a cost -based method for
pricing its transfers to ManCo because the special production applications it performs are not duplicated in the marketplace. The transfer
price to ManCo would be based on
CrysCo's cost plus a specified profit
margin. CrysCo will price the transfers to Sa1Co using a market -based
transfer price method. CrysCo is
not the only crystal producer, so
CrysCo can obtain the necessary
unrelated sales or market price information from other suppliers.

TRANSFER PRICING FOR
TAX PURPOSES
able 1 describes the six transfer pricing methods that are
acceptable for tax purposes.
They are compared based on four
features. "Comparables" are the elements of a transfer that are examined in the comparability test under
each method. "Comparability and
Reliability Standards" are the components of the "Comparables" subject to comparison under each
method. "Measures of Comparability" are the characteristics of the
"Comparables" components that
are assessed as measures of that
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Circle No. 3

Solom on
Southware
Real W orld

comparability. The final characteristic,
"Same Geographic Market," means
comparables must be taken from the
same geographic market. This last
item is necessary for acceptability but
is not sufficient.
How do these rules affect CrysCo
and the other members of the multinational corporate group? (See sidebar,
"Tire Advance Pricing Agreement Program (APA) . ")
Comparable Uncontrolled Price —

For all companies, comparable uncontrolled price using comparable sales
transactions between unrelated parties is the preferred method of pricing
for tax purposes and market -based corporate management and strategy.
CrysCo will find that it cannot use this
method for either the ManCo or Sa1Co
transfers. The ManCo crystal is a custom -order product, and there are no

sales by CrysCo to unrelated parties,
nor are there any purchases by ManCo
from unrelated parties.
The Sa1Co transfers have a related
but different problem. While CrysCo
has sales to unrelated parties that otherwise would qualify, they are not sales
to parties in the same geographic area
as ManCo. This problem is common to
most multinational corporate groups
because the parent generally won't
compete with its subsidiary in the subsidiary's own backyard.
Resale Price Method —This method
is the best for distribution or marketbased organizations where little or no
value is added and no significant assembly or manufacturing activity takes
place. This pricing method is the preferred alternative for Sa1Co. The transfer price set under this method is the
amount received by Sa1Co on reselling

the crystal units to an uncontrolled
outsider, reduced for an appropriate
markup. CrysCo cannot show sales to
unrelated parties in the "same geographic area." Therefore, the markup
or gross profit ratio used must be established by reference to information
on the profit ratios of unrelated companies distributing products in the
"same broad product categories." The
companies CrysCo uses as comparable sources also must meet the "same
geographic market" requirement.
Usually documentation of information
on competitors is not readily available
or economical to obtain.
The Cost -Plus Method —The cost plus price is the preferred method of
the manufacturing company, ManCo.
Under this method CrysCo's cost of
production is adjusted for an appropriate gross profit ratio (GPR). CrysCo

NTANGIBLEPROPERTYTRANSFERPRICINGTAYRULES
ransfer pricing methods for management control and reporting
purposes are substantially the same for
both intangible and tangible property,
but the tax rules are different. The basic "arm's - length" and "best method"
tests are common to transfer pricing
tax rules for both tangible and intangible property. The specifics of the methods prescribed for each are significantly different.
In Table 2, the methods are compared on four features. "Comparables"
are elements that make up the acceptable transfer price. "Comparability and
Reliability Standards" are the relative
components of a transfer subject to
comparison for each method. "Measures of Comparablity" are features upon which comparability of the transfer
components are assessed. "Same Geographic Market" means comparables
must be taken from the same geographic market. This test is necessary
but not sufficient.
If CrysCo transfers licenses to Man Co to produce and sell the crystal products rather than produce and transfer
the products itself, how would these
rules affect the pricing structure of the
licensing arrangements between CrysCo and ManCo?
Comparable Uncontrolled Transaction—This method is preferred for

pricing intangible property transfers
for tax purposes. The method uses
comparable transactions between unrelated parties, including contractual
terms and economic conditions (such

as net prese tit value of potential profit).
The rules also state that the intangibles must be used for similar products
or similar industries. This method is
similar to the comparable uncontrolled
price method, but it focuses on the
comparability of the whole transaction,
not just the product being sold.
Under comparable uncontrolled
transactions, the transfer is viewed as
a royalty for licenses between CrysCo
and ManCo. The amount of the royalty
is set by reference to uncontrolled
transfers of comparable intangible
property under comparable circumstances. This method is preferred
when the intangibles compared are the
same, but it also is acceptable when
they are only similar. In its review of
the rules, however, even Congress admitted that it is unlikely that a company
such as CrysCo can find uncontrolled
companies engaged in similar activities with similar intangibles.
Although the comparable uncontrolled transaction is the preferred
method, the comparability and documentation requirements make it extremely difficult, at best, for companies
to comply with the criteria.
Comparable Profits Method —Under
this method CrysCo sets ManCo's
profit ratio at a number that is within
a range of the profit ratios of comparable but unrelated competitors. The
method is similar to the comparable
price for tangible property because the
premise is that similarly situated companies should realize similar returns.

In the case of intangibles, however, the
new tax rules require that the benchmark companies own similar intangibles. Similarity is based on the similarity of the product and process in which
the intangible is used, the industry,
contractual terms, and geographic
market. Under these compliance and
documentation constraints, there is little chance that comparable price can
be used to determine a transfer price
between CrysCo and ManCo.
Profits- SplitMethod— CrysCo and
ManCo also can consider the profits split method. It is an acceptable method for the transfer of intangible as well
as tangible property, but there is a major difference. In addition to the combined profits -split method that CrysCo
could use for tangible property transfers, the company can use a residual
profits -split approach. Due to the nature of intangible property, the tests of
comparability and data reliability are
more onerous than with tangible property transfers and seem to preclude
the combined approach. In the residual profits -split method, the portion of
combined profits attributable to routine business activities may be allocated between CrysCo and ManCo using
some other appropriate tax method.
The residual profits are attributable to
the intangibles and would be allocated
between CrysCo and ManCo according to an estimate of the relative value
of each entity's contributions of such
property. One suggested measure of
such relative value is capitalized intanMANAGEMENTAC COUMING /DECEMBER 1994

has no unrelated party sales for comparison , so the appropriate gross profit
ratio must be established from information on the profit ratios of "comparable companies " that manufacture
products "within the same broad product category" or are "within the same
industry." Even though CrysCo performs custom-order work for ManCo,
the same broad product category criteria should give the multinational corporate group sufficient flexibility to
find a suitable product line in the same
geographic market.
Comparable Profits Method —Failing to meet the requirements for the
preferred methods, CrysCo should
use the comparable profits method,
which is a profit markup method using
a markup percentage established by
reference to a range of industry averages. The profit ratio should be based
I I )e

W
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on some internal profit indicator, such
as rate of return. If the product or process involved is unique in the market,
there is little chance that this method
can be used for determining a transfer
price. It will not be a problem in transfers to SalCo but likely will preclude
the use of the comparable profits method for transfers to ManCo because of
the custom job order manufacturing
services.
Profits -Split Method —The profits split method relies on an allocation of
the combined profits of the controlled
entities as calculated after the transfer
to customers outside the group. This
method can be used by either ManCo
or Sa1Co in its transfers from CrysCo.
It requires that the CrysCo group determine combined operating profit on
intercompany transfers. The profit for
each member involved in the transfer,

� i

hence the transfer price, is comparable
to unit profits where uncontrolled entities are engaged in similar activities
with comparable products.
The difficulty inherent in this method is isolating reliable detailed data for
similar activities and comparable products. While aggregate profit data often
are available for product line, the data
do not have enough detail to provide
for the required analysis and comparison. Therefore, the reliability of this
method as the best measure of comparable transfers is compromised.
"Other" Methods —Where none of
the five specific methods can " reasonably be applied" to a transfer, the tax-

payer may use another method (read
as an "other" method) that is reasonable under the facts and circumstances. A major problem with this particular approach is that the method
"
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Comparable
Uncontrolled
Transaction

Comparable Profits

Profits Split

Comparables

Comparable
transactions between
unrelated parties.

Priced to yield gross
profits comparable to
those for other firms.

Combined operating
profits of controlled
parties.

Gross profit reason able for 'facts and
circumstances."

Comparability
and Reliability
Standards

Similarity of intangible
property; underlying
circumstance.

Gross profit within
range of profits for
similar intangibles.

Allocation of combined
profits of controlled
parties to emulate that
of unrelated parties.

As appropriate.

Measures of
Comparability

Product and process
category; terms in
financing and sales;
discounts; and the like.

Terms of intangible
transfer; same
industry; terms
of contract.

Profit splits by unrelat
ed parties or splits from
transfers to unrelated
parties. Separate out
intangible property
profits and allocate by
relative values added
by each division.

Same Geographic
Market

Required.

Required.

Required, but some
flexibility.

Required, but some
flexibility.

Comments

Deemed the best
method for all firms;
minor accounting
adjustments allowed
to find similarity and
comparables.

Not if seller has unique
technologies or unique
intangibles.

Controlled transaction
allocations compared
to profit split in
uncontrolled
transactions.

Least reliable;
uncertainty and
costs of being
wrong are severe.

Bible development expenses.
The practical difficulties inherent
in the residual profits-split method include the burden of segregating routine activities, identifying income allocation methods for each, and
extracting information for comparable but uncontrolled transfers. If
CrysCo and ManCo cannot accomplish these tasks, they cannot use
MANAGEMENTACCOUNTING /DECEMBER 1994

the profits -split method.
"Other °Methods —The final option
is some other method that is reasonable under the facts and circumstances. As with the tangible property
transfers, there are virtually no objective guidelines under this option, there
is little certainty, and there is a very
high risk of challenge by tax agencies
such as the IRS that could result in

Fair allocation of
profits relative to
"unrelated" party sales.

high costs of noncompliance.
As with tangible property transfer
rules, the intangible rules are fraught
with comparability and reliability criteria that hamper compliance, which
may encourage managers to take conservative positions for tax purposes. It
also may encourage taxpayers to seek
ex ante agreements with tax agencies
for prospective pricing arrangements.
45
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selected is vulnerable to challenge by
a tax agency, so the company risks the
costs of noncompliance. More onerous
is that the burden of proving why a
method was chosen lies with the
taxpayer.

TAX METHODS IN JAPAN AND
THE PEOPLE'S REPUBLIC OF
CHINA
ultinational operations add a
dimension to the transfer
price decision matrix. For example, assume that ManCo or Sa1Co is
domiciled in either Japan or China. Japanese methods generally are consistent with acceptable tax methods becaus e t hey were ado pted from an
agreement of the Organization for Eco-

It has been
estimated that
as much as $30
billion peryear
is lost to the
United States
from transfer
pricing
problems.

1

nomic Cooperation and Development
(OECD), which was modeled after
U.S. rules and is the basis for most international transfer price rules. The
Japanese version of the comparability
standards, however, is different from
the standards adopted in the U.S.
rules, implying additional substantiation and documentation costs for ManCo or Sa1Co. Japan is now among the
most aggressive countries in the world
in enforcing compliance with transfer
price rules, which implies a greater
likelihood of audit and litigation costs,
even in th e abs ence of actual tax
adjustments.
The People's Republic of China
takes a very different approach. The
Chinese income allocation rules do not
dictate specific transfer pricing methods. Their approach is to adjust prices
to market when they deem the transfer
price artificially low or high. Further
complicating the problems of Crys-

Co's managers, China is on the verge
of adopting a new tax base, a value -added tax (VAT). It is not clear that any of
the methods discussed earlier is acceptable for VAT purposes.

ECONOMIC AND
ORGANIZATIONAL
IMPLICATIONS
diverse transfer price environment poses several problems
for a company like CrysCo in its
efforts to maintain goal congruency
and mitigate related cost increases.
First, traditional management transfer
price methods involve quantitative
analysis techniques, such as linear programming, and economic analysis
based on marginal revenue and marginal cost. A review of the criteria set
forth by tax rules in the United States
and most other countries shows that
these techniques will satisfy neither
the substantiation nor documentation
criteria. If CrysCo is intent on using
quantitative or economic analysis to
set or verify its transfer price based on
corporate management strategy, that
alone will not satisfy the documentation and verification rules for tax
purposes.
Second, there is evidence that managerial performance evaluation, autonomy, optimal production decisions,
and segment efficiency are the dominant organizational objectives managers use in selecting a transfer price
method. They are not tax criteria, and
it is not clear from the descriptions that
tax and financial criteria are compatible. It is unlikely that CrysCo's transfer
price method using tax criteria will
meet the corporate management and
strategy criteria also.
Third, tax rules require that transfer price methods meet comparability
and unrelated or uncontrolled party
standards. The implication for CrysCo
or any other multinational corporate
group is increased information costs
incurred to satisfy the more rigorous
information and documentation criteria of the tax code. In the international
setting, the potential for diversity
among countries' tax rules, the range
of alternative transfer price methods,
and the diversity of compliance requirements exacerbate the problem.
Last, failure to act —that is, accept a
status quo - -could prove the most economically disadvantageous action of
all. The penalties for noncompliance
with U.S. rules were changed in January 1993. Japan and a number of other
Asia /Pacific and European countries
MANAGEMENr ACCOUNTTNG /DECEMBER 1994

THE ADVANCE PRICING AGREEMENT PROGRAM (APA)
n March 1991, the IRS set into place
the Advance Pricing Agreement Program (APA) in Revenue Procedure 9122 (soon to be updated) as an alternative to resolving transfer pricing
disputes. The following information is
taken from a document prepared by the
Office of the Associate Chief Counsel
(International).
Designed as an alternative dispute
resolution process, the APA program
supplements the traditional administrative, judicial, and treaty mechanisms for
resolving intercompany pricing issues.
The APA process depends on coordination, cooperation, and assistance
among the various IRS functions and
treaty partners involved with the taxpayer. That way, transfer pricing disputes can be resolved in an effective
and less labor - intensive manner for all
parties. Under this approach, taxpayers
can submit a timely filed return to the
IRS that is in compliance with the arm's length standard and section 482 of the
Internal Revenue Code.
have threatened to make similar
changes in their penalty provisions. It
on audit, noncompliance is found,
CrysCo could face penalties of up to
40% of the tax deficiency assessed plus
$10,000 per month for every month in
which CrysCo and the group fail to
meet the compliance requirements.
As you can see, an inappropriate
transfer price manifests as strategy
and control inefficiencies, tax costs, or
contracting and information systems
costs. A manager must analyze carefully all the potential economic consequences of setting a transfer price to
ensure that it is in compliance with corporate management strategy and tax
requirements, that it mitigates incremental costs of information and contracting system adjustments, and that
it promotes goal congruency throughout the company.
■

The general objectives of the APA
process are:
• To enable taxpayers to arrive at an
understanding with the IRS on three
basic issues: the factual nature of the
intercompany transactions to which
the APA applies; an appropriate
transfer pricing method (TPM) applicable to those transactions; and
the expected range of results from
applying the TPM to the transactions. (A range of results is not a mandatory element of an APA The IRS
will, in appropriate cases, consider
APAs that set forth a TPM without
the specification of any range.)
• To do so in an environment that encourages common understanding
and cooperation between the taxpayer and the IRS and that harmonizes
and incorporates the opinions and
views of all the IRS functions involved with the taxpayer.
• To come to an agreement in an expedited fashion, as compared to the

traditional method, which entails
separate and distinct dealings with
the Examination, Appeals, and Competent Authority functions and /or
possible subsequent litigation.
■ To come to an agreement in a cost
effective fashion for both the taxpayer and the IRS.
The IRS team is a multifunctional
partnership of personnel from District
Office Examination, Appeals, Assistant
Commissioner (International), and Associate Chief Counsel (International).
Meeting with the IRS team is an important benefit of the program because the
taxpayer does not have to deal separately with the various functions of the IRS
involved with transfer pricing.
For more information on the advance Pricing Agreement Program,
contact: Cindra Rehman, Prefiling Coordinator, APA Progam, IRS, Reporter's
Building, RM 606, 300 7th St. S.W.,
Washington, D.C. 20024. Phone (202)
260 -9825, fax (202) 260 -9850.
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Should You Invest
in an IRA or Deferred
C ompensation P lan?
Consider the risks ofhigher withdrawal year tax rates.
BYJOHN BROZOVSKY, CPA,AND
AJ. CATALDO, II, CMA

ble) income taxes in the year in which
the contribution is made. The earnings
on these contributions are not taxed
when earned (they are tax deferred).
Instead, the tax on allowable amounts
contributed and subsequent earnings
is paid when withdrawals are made.
Table 1 illustrates the significant de-

hould you maximize your IRA
or deferred compensation plan
contributions?
The popular media and financial experts have been telling us for
years to contribute to an individual retirement account
(IRA) or some alternative
form of deferred compensation plan. Such statements
have been made without regard to the specific financial
situation of different groups of
taxpayers, and the public generally has not questioned such
advice. This advice automatically assumes that the taxpayer will be in a lower tax bracket
at the date he or she withdraws the money, but such is
not necessarily the case. We
question the soundness of this
assumption and, therefore, of
deferred compensation plan
contributions for many (if not
most) middle- and high -income taxpayers.
IRAs were introduced
through the Pension Reform
Act of 1974. The benefits of
IRAs and other forms of deferred compensation plans are
simple. Allowable amounts
contributed are treated as an
adjustment to income, reducing adjusted gross income,
The advice of financial experts may not alw ays be
taxable income, and, ultimateappropriate in regard to maximizing IRA contributions.
ly, federal and state (if applica-

cline in maximum individual federal income tax savings associated with deferred compensation plan contributions from 1974 through 1993.
Reductions in maximum effective marginal tax rates phased in through the
Economic Recovery Tax Act (ERTA)
of 1981 and the Tax Reform Act of 1986
(TRA86)1 have increased the
after -tax cost of IRA and deferred compensation plan
contributions significantly.
THE RISKS OF IRA
CONTRIBUTIONS
opular wisdom is that
all taxpayers should
maximize deferred
compensation plan contributions to take full advantage of
nontaxed compound earnings. Many financial "experts" even have suggested
that "designated nondeductible contributions" (DNCs)2
should be made to increase
savings associated with this
nontaxed compounding phenomenon. Is such advice appropriate? For example,
should a taxpayer in a 15%
marginal tax bracket contribute to an IRA when the contribution -year tax deferral /savings will amount to only $300
($2,000 x 15 %)? For that matter, should high - income taxpayers maximize contributions and DNCs? Consider
the following different verMANAGEMENT ACCOUNTING/DECEMBER 1994

A:
00i IRA
EFFECTIVEFEDERALINCOME TAX BRACKET-]
1988 -90

1991 -93

IRA contribution

$2,000

$2,000

$2,000

$2,000

$2,000

Multiplied by:
Maximum
bracket

x 70%

x 50%

x 38.50%

x 33%

x 31%

$1,000

IRA contribution

$2,000

$2,000

Less:
Federal tax
savings

(1,400)

Equals:
After -tax cost of
IRA contribution

700

(1,000)

$1,000

770

$2,000

(770)

$1,230

660

$2,000

$2,000

(660)

$1,340

620

(620)

$1,380

'A mid -year change from a maximum bracket of 50% to a maximum bracket of 33%
resulted in a blended maximum rate of 38.5 %.

sions of the same basic fact pattern.
A high - income taxpayer makes a
$2,000 IRA contribution in 1981. His or
her marginal tax rate that year is 70 %,
so the after -tax cost of the contribution
is only $700 (see Table 1). He or she
earns 10% per year for 10 years, retires,
and withdraws the before -tax proceeds
of $5,187 ($2,000 x [ 1.0 + .1]10) in 1991,
paying tax at his or her then marginal
tax rate of 31 %. The after -tax proceeds
of $3,579 ($5,187 - [$5,187 x 31 %1) provided an average annually compounded after -tax internal rate of return of
17.7% ($700 x [ 1.0 +. 17725]10), or nearly double the 10% annual pre -tax earnings rate.
Now consider the reverse situation.
The $2,000 contribution is made in
1993, when the taxpayer's marginal tax
rate is 31% and the after -tax cost of the
contribution is $1,380 (see Table 1).
Again, the investment amount earns
an average of 10% per year for 10 years.
The taxpayer retires and withdraws
the before -tax proceeds of $5,187, but
in the year 2003. Assume that the taxpayer is then at a marginal tax rate of
70% and receives the after -tax proceeds
of $1,556 ($5,187 - [$5,187 x 70%]) for
an average annually compounded after-tax internal rate of return of 1.2%
($1,380x [1.0 +.0121]10).
Both the historically based 17.7%
and the reverse case -based 1.2% aftertax internal rates of return are before
adjustment for inflation. The latter
MANAGEMENT ACCOUNTING /DECEMBER 1994

case may seem extreme, but it is no
more extreme than the first case (in reverse), which is based on historical
fact. These returns compare with an after -tax return of 5% (see Table 2) assuming an average tax rate over the 10
years of 50% for a similar 10% pre -tax
earnings rate.

WHAT HAPPENS WHEN
FEDERAL AND STATE
BRACKETS ARE COMBINED?
urrent individual federal income tax rates of 15 %, 28%,31%,
36%, and 39.6% do not reflect the
additional state -based income tax savings (expenses) of IRA contributions
(withdrawals). To show some of the
impact of state income tax law, we have
incorporated the related minimum and
maximum individual state income tax
rates into tables.
We developed investment -year
combined federal and state income
tax rates of 20% (15% federal plus 5%
state) through 40% (31% plus 9%) in
5% increments.5 We included income

WILL RATES INCREASE?
lstorically, minimum (first) individual federal income tax
brackets have ranged from a
low of .4% in 1929 to a high of 22.2% for
the 1952 and 1953 tax years. Maximum
federal income tax brackets have varied from a low of 7% for the tax years
1913 through 1915 to a maximum effective rate of 90%3 for the 1944 and
1945 tax years.4
In each of the historical periods
when lower than current maximum individual federal income tax rates of 31%
were in effect -the four -year period of
1913 through 1916 and the seven -year
period of 1925 through 1931 -very
high maximum rates followed (67% for
the 1917 and 63% for the 1932 tax
years).
President Clinton's 1993 tax bill increased the current maximum rate applicable to individual taxpayers to
39.6 %. Significantly higher marginal
tax rates are likely in light of historical
trends and given the need to close the
gap on annual budget deficits. These

Tax
Rate

Earnings
Rate

After Tax
Return

20%

5 0; ,0
10
15

4.00 °0
8.00
12.00

25%

5
10
15

3.75
7.50
11.25

30%

5
10
15

3.50
7.00
10.50

35%

5
10
15

3.25
6.50
9.75

40%

5
10
15

3.00
6.00
9.00

45%

5
10
15

2.75
5.50
8.25

50%

5
10
15

2.50
5.00
7.50

im

$1,400

$

Equals:
Federal tax
savings

$

1987'

$

1982 -86

$

1974 -81

"soak - the -rich" taxation schemes already have gained public favor and
seem to have broad political support,
which may lead to increased tax rates
for middle - income Americans also.
The popular media have pointed out
with great frequency that effective deficit (and debt) reduction must be
broad - based. It cannot be achieved
through taxation of upper - income taxpayers only.
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tax rates of 45% and 50% to cover the
anticipated tax changes in the next
few years. We also used the same
combined federal and state income
tax rates for the withdrawal year, but
given the high probability of increased fed eral an d state in co m e tax
rates in th e fu tu re, we also develo ped

60% and 70% combined withdrawal
rate assu mp tio ns.
Many taxp ayers have earned m ore
than 10% on their IRA investments in
recent years. As inflation rates have
fallen, ho wever, so have the yield s on
certificates o f deposit and money m arket instrum ents. Even mutual fu nd
earnings h ave declin ed .
To pro vide som e measure of the
sensi tivi ty of the impact of differing investment-year/with drawal-y ear tax
rates on alternative rates of return on
investment vehicles, we developed 5 %,

fjj j

1
,,

post -tax cost/
vestment -

am ount equ ivalen t to an average annually comp ou nded yield of 5% p er

20% 25%

30%

35%

40%

50%

60%

700 _

1,600 /20 °ro

A
g
C

5.0 °0 4.3% 3.6% 2.8 °% 2.0 °b 0.2% (2.0) °0 (4.8)%
(0.3)
9.3
8.5
7.7
6.9
4.9
2.6
10.0
9.7
7.3
4.3
15.0 14.3 13.5 12.6 11.7

$1,500/25°x0

A
B
C

5.7
10.7
15.7

5.0
10.0
15.0

4.3
9.2
14.2

3.5
8.4
13.4

2.7
7.6
12.5

0.8
5.6
10.4

(1.4)
3.3
8.0

(4.2)
0.4
4.9

$1,400/30°x°

A
B
C

6.4
11.5
16.5

5.7
10.8
15.8

5.0
10.0
15.0

4.2
9.2
14.2

3.4
8.3
13.2

1.5
6.4
11.2

(0.7)
4.0
8.7

(3.5)
1.1
5.7

$1,300/35%

A
B
C

7.2
12.3
17.4

6.5
11.6
16.7

5.8
10.8
15.9

5.0
10.0
15.0

4.2
9.1
14.1

2.3
7.2
12.0

0.0
4.8
9.6

(2.8)
1.8
6.4

$1.200/40%

A

8.1

7.4

5.0

3.1

6.6

5.8

0.8

(2.0)

B
C

13.2 12.5 11.7
18.4 17.6 16.8

10.9
15.9

10.0 8.0 5.6
15.0 12.9 10.4

2.6
7.3

$1,100/45%

A
B
C

9.0
14.2
19.4

8.3
13.5
18.6

7.6
12.7
17.8

6.8
11.9
16.9

5.9
11.0
16.0

4.0
9.0
13.9

1.7
6.6
11.4

(1.2)
3.5
8.2

$1,000/50%

A
g
C

10.1
15.3
20.5

9.3
14.6
19.8

8.6
13.8
18.9

7.8
12.9
18.1

6.9
12.0
17.1

5.0
10.0
15.0

2.7
7.6
12.5

(0.2)
4.5
9.3

It

of

170%/W

'
t
ost -tax cost/
vestment - � � �
ear tax rate
$1,600120%

A

Tax rate in year of withdrawal
20% 25%

30% 35% 40% 50% 60%

5.0% 4.7% 4.3% 3.9% 3.5% 2.6% 1.4°x° 0.0%

g
C

10.0
15.0

9.6
14.6

9.3
14.2

8.9
13.8

8.4
13.4

7.4
12.3

6.3
11.1

4.7
9.5

year and withdrawing these funds in
10 years, when in a combined bracket

1,500/25°x°

of 60 %, would receive only $1,300
($3,258 - [$3,258 x [1.0 - .411) (rounded) after tax . Because th e after -tax
cost of th is in vestm en t also was
$1,300, th e tax p ay er h as, for all p ractical purpo ses, earn ed no th in g o n h is

A
B
C

5.3
5.0
10.4 10.0
15.4 15.0

4.6
9.6
14.6

4.3
9.2
14.2

3.8
8.8
13.7

2.9
7.8
12.7

1.8
6.6
11.4

0.3
5.1
9.9

$1,400/30%
1 - 1 '000/50%

A
B
C

5.7
10.7
15.8

5.4
10.4
15.4

5.0
10.0
15.0

4.6
9.6
14.6

4.2
9.2
14.1

3.2
8.2
13.1

2.1
7.0
11.8

0.6
5.4
10.2

1,300/35%

A
B
C

6.1
11.1
16.2

5.8
10.8
15.8

5.4
10.4
15.4

5.0
10.0
15.0

4.6
9.6
14.5

3.6
8.6
13.5

2.5
7.4
12.2

1.0
5.8
10.6

1 200/40%

A
g
C

11.
6.55

5.8
10.9
15.9

5.4
10.4
15.5

5.0
10.0
15.0

4.0

2.9
7.8
12.7

1. 4

16.7

6.2
11.2
16.3

6.3
11.1

A
B
C
A
B
C

7.0
12.1
17.2
7.5
12.6
17.7

6.6
11.7
16.8
7.2
12.3
17.4

6.3
11.3
16.4
6.8
11.9
17.0

5.9
10.9
16.0
6.4
11.5
16.5

5.5 4.5 3.3
10.5 9.5 8.3
15.5 14.5 13.2
6.0 5.0 3.8
11.0 10.0 8.8
16.1 15.0 13.7

1.9
6.7
11.6
2.4
7.2
12.1

or her retirement investment.6 In fact,
given some level of in flation , the taxpayer has lo st p urch asin g p o wer.
Generally , assu ming an average inflation rate of 5% per year, taxpayers

within 10 years of retirement or in the
50 -plus age group will be exposed to
the greatest risks of low or no return
after tax and inflation. Taxpayers even
closer to retirement age (five years or
less) should consider forgoing any further contributions unless other, more
profitable alternatives are not
a va ila ble .
50

Tax rate in year of withdrawal

� c`
c

ar tax rate

ment - year /withdrawal-year tax rates
will result in internal rates of return
equal to the earnings rate of the investment vehicle.
Those taxpayers making IRA contributions for only 10 years or less
(see Table 3) are exposed to the
greatest risks of low or negative rates
of return. For example, a $2,000 contribution made by a taxpayer in a
combined federal and state income
tax bracket of 35 %, earning an

.41W A R

,.

1096, and 15% fixed rates of return assumptions. They are reflected in the
tables.
Tables 3, 4, and 5 summ arize aftertax intern al rates of retu rn for a single
$2,000 IRA in vestment for 10-, 20-, and
30 -year period s, respec tively. As all
three tab les reflect, equivalent in vest-

t

1,100/45%

14.0

(A)Pre-tax proceeds of 5 5,307. (B)P
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Post -tax cost/

Tax rate in year of withdraw

investment year tax rate

20%

25%

30 °i°

35 °°

40 °0

50% 60 °o

70 °1°

$1,600/20%

A
B
C

5.0% 4.8% 4.5% 4.3% 4.0% 3.400 2.6% 1 . 6 %
10.0
9.8
9.5
9.2
9.0
8.3
7.5
6.5
15.0 14,8 14.5 14.2 13.9 13.2 12.4 11.3

$1,500/25%

A
B
C

5.2
10.2
15.2

5.0
10.0
15.0

4.8
9.7
14.7

4.5
9.5
14.5

4.2
9.2
14,1

3.6
8.5
13.5

2.8
7.7
12.6

1.8
6.7
11.5

$1,400 /30%

A
B
C

5.5
10.5
15.5

5.2
10.3
15.3

5.0
10.0
15.0

4.7
9.7
14.7

4.5
9.4
14.4

3.8
8.8
13.7

3.1
8.0
12.9

2.1
6.9
11.8

A
B
C

5.7
10.8
15.8

5.5
10.5
15.5

5.3
10.3
15.3

5.0
10.0
15.0

4.7
9.7
14,7

4.1
9.0
14.0

3.3
8.2
13.2

2.3
7.2
12.1

$1,200/40%

A
B
C

6.0
11.1
16.1

5.8
10.8
15.9

5.5
10.6
15.6

5.3
10.3
15.3

5.0
10.0
15.0

4.4
9.3
14.3

3.6
8.5
13.5

2.6
7.5
12.4

$1,100/45%

A
B
C

6.3
11.4
16.4

6.1
11.1
16.2

5.8
10.9
15.9

5.6
10.6
15.6

5.3
10.3
15.3

4.7
9.7
14.6

3.9
8.8
13.8

2.9
7.8
12.7

$1,000/50916

A
B
C

6.7
11.7
16.8

6.4
11.5
16.6

6.2
11.2
16.3

5.9
11.0
16.0

5.6
10.7
15.7

5.0
10.0
15.0

4.2
9.2
14.1

3.2
8.1
13.1

$1,300/35°x°

A)Pre -tax proceeds of $8,644. (B)Pre -tax proceeds of $ 34,899. (C)Pre -tax proceeds of $132,424.;

rates by as much as 9% in one year, this
assumption is reasonable. Be sure to
follow a policy of maximizing after -tax
returns with an appropriate mix of tax free and taxable investments.
Should you maximize your IRA or
deferred compensation plan contributions? For many taxpayers the answer
may be "no."
Consider the alternatives to deferred contribution plan contributions
and the risks of the low- bracket investment year and high - bracket withdrawal year scenarios presented here. Are
you likely to be subject to such risks?
Are better alternatives available to you
(and your spouse) in providing for the
highest possible standard of living for
your retirement years?

■

John Brozovsky, CPA, Ph. D., is assistant
professor of accounting at Virginia Polytechnic Institute and State University
He can be contacted at (703) 231 -5971.
A.J,Cataldo 11, CMA, CPA, is a
A.D. student in accounting at Virginia
Polytechnic Institute and State University and can be contacted at (703) 9533094.
Both are members of the Roanoke
Chapter, through which this article was
submitted.
I TRA86 also limited deductible contribution
amounts and allowed for nondeductible contributions.
2A DNC (Internal Revenue Code Section

408(o) (2)(C) (i)) Is

ALTERNATIVES TO IRA
CONTRIBUTIONS
iven that maximum individual
federal income tax rates are at
a relatively low historical level,
why not pay the tax? Given the risks of
low contribution- year /high withdrawal -year tax rates, what alternatives to
deferred compensation plan contributions could you consider?
The first and most important goal of
almost all taxpayers should be to eliminate nondeductible personal debt.
TRA86 began the phase -out of the deductibility of personal interest with the
1987 tax year. This phase -out was completed for the 1991 (and future) tax
year (s). Today, any balance maintained by a taxpayer o n a personal

credit card at 18% before tax costs 18%
after tax. What investment alternative
would provide a higher after -tax return
than 18 %? (The same can be said of personal interest payments for automobile
financing pu rposes.)

The second goal (financially beneMANAGEMENT ACCOUNTING /DECEMBER 1994

ficial especially to marginal itemizers)
should be to accelerate the reduction
of home mortgage principal balance
(and related interest portions of future
payments). Though still deductible,
home mortgage interest rates of 8% before tax generally will fall to only 7% (or
more, for most taxpayers) after tax8because of the ever - increasing inflation indexed standard deduction amount,
which must be subtracted from itemized deductions in arriving at "excess
itemized deductions." After all, only
"excess" itemized deductions provide
any real tax benefits to itemizing tax p ay ers9

The final goal should be to simply
pay the tax and put excess funds in normal investments outside of IRAs for
equivalent investments or other deferred compensation plans. This alternative would prove beneficial only if
you anticipate an increase in your tax
rate between now and withdrawal of at
least 10% to 15% (Table 2 shows after tax returns of a taxable investment). In
light of current proposals to increase

a nondeductible contribution
and consists of amounts in excess of those allowable for a given tax year. DNCs are made on Form
8606 and are attached to the taxpayer's Form 1040
for that year.
3This bracket included the World War lI surtax.
For a table summarizing selected elements of individual federal income tax -based items, see CCH
Federal Taxation: Basic Principles, 1992, Commerce Clearing House, Inc., 1991, pp. &7.
51'he average state minimum and maximum tax
rates are approximately 2% and 4.5 %, respectively.
We did not use the minimum state income tax rate
because many taxpayers at such a low state income
tax level would be unlikely to be able to make an
IRA investment. Approximately 25 states have maximum individual tax rates ranging between 5% and
10 %. See the Commerre Clearing House State Tar
Handbook.
6Taxpayers making IRA contributions for 20 (see Table 4) or 30 (see Table 5) years fare better. new
tables are provided for comparison purposes.
7At 3 %, 4 %,and 5%annual inflation rates, purchasing
power losses would approximate 34% ($442), 48%
($624), and 63% ($819), respectively.
8For a detailed discussion of the underlying rationale
for early mortgage payoff, see Brozovsky and Ca•
taldo; "A Case Against'Financed' Home Ownership, "Journal ojAccountancy, June 1994.
9 For example, married taxpayers (filing jointly) may
itemize with deductions of $6201 for 1993, but the
standard amount of $6,200 available for their filing
status (that amount they would have been permitted to deduct statutorily in the absence of itemizing) means that itemizing will provide an additional
or "excess itemized deduction" of only $1 ($6,201
less $6,200).
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DEFERRINGTAXISGOOD
FINANCIALPLANNING
No matter what your tax bracket, deferred compensation plans add
power to compound earnings.
BYWALLACE F.HELIN,CPA
financial planning advisors long
have espoused the soundness of
investing in tax- deferred vehicles for retirement needs. Yet
many people have countered with arguments such as, "It's too late to start
now; I'll be retired in a few years," or,
"I'm afraid income rates are going to
up; what sense does it make for me to
forgo a 28% income tax rate now when
I may have to pay a much higher rate
later ?" Such arguments almost always
are without merit. No matter how close
you are to retirement age or whether
you assume higher future income tax

rates, taking advantage of deferred
compensation arrangements makes
sense in most cases. Additionally, you
should analyze alternative uses of
funds, such as paying down home
mortgage loans, before deciding to reduce or forgo contributions to deferred compensation arrangements.
As a basis for analysis, deductible
contributions to individual retirement
accounts (IRAs) or other similar deferred compensation retirement vehicles (that is, other "qualified" retirement plans), will be analyzed from a
cash flow perspective over a number of
years. Most people are familiar with
the basic principles underlying an IRA

or other similar deferred compensation arrangement. Allowable contributions into an IRA represent currently
earned income but are not taxed until
they are withdrawn from the account.
Therefore, an individual who is
qualified to make deductible contributions into an IRA and who is in the 28%
income tax bracket wo uld have a
choice to deposit $2,000 into the IRA
or take $1,440 ($2,000x (1- .28)) in cash
now (disregarding state, local, or other
payroll taxes such as social security).
The funds deposited into an IRA continue to grow tax free. The major advantage with the IRA is that a contributor will be entitled to the growth on

i

R.

Building for your future security through a deferred compensation plan is not hard work.
52
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VALUEOFCOMPOUNDING
TAX-DEFERREDDOLLARS
able 1 illustrates the value to an investor of the annual growth on
tax- deferred dollars. The table
compares two alternatives with similar
assumptions. One, an individual uses a
deferred compensation vehicle to deposit $2,000 at the beginning of each
year annually for up to 20 years (column 1). The deposits earn 10% annually, which is not taxed because the
funds are kept in the deferred plan.
Column 2 illustrates the net cash the
individual would have at the end of any
given year assuming a total distribution of the account for retirement. That
is, in each case it is simply the column
1 amount less 28 %. Column 3 represents the second alternative and assumes the individual decides not to use
a deferred tax arrangement but invests
the same amount of after -tax dollars using the same rates.
Consequently, he or she invests
$2,000 of earnings at the beginning of
the year, earns 10% pre -tax, and pays
28% income tax at the end of the year.
This tax is calculated on the $2,000 of
earnings and $200 of investment income earned. Column 4 indicates
the tax rate necessary in the year of
withdrawal to make the deferred tax
investment equivalent to the outside
investment.
The purpose of showing an equalizing tax rate is not for purposes of
"guessing" what the future may hold
when making these types of decisions.
It would be inconsistent to assume that
one would pay 28% income tax on earnings during the year but then a higher
rate on a total distribution of the account. The purpose is to demonstrate
that over time, increasing tax rates will
not necessarily diminish the value of
tax- deferred vehicles for retirement
planning.
Comparing a tax - deferred plan
growing at 10% with its distribution illustrates the inherent value of growth
on tax- deferred dollars. If an individual
has a complete withdrawal in the second year, he or she would receive
$3,326.40 from the IRA as opposed to
$3,282.05 from an outside plan investment The total increase in value is attributable to two components: first, after -tax earnings on the tax deferred
MANAGEMENT ACCOUNTING /DECEMBER 1994

from the $2,000 in the first year (7.2%
x 28% x $2,000) = $40.32; second, after tax earnings on the earnings on the deferred tax (first -year earnings of 10% x
$560 = $56; second -year realization of
(1 -28 %) x 56 = $4.03). The increase in
value ($3,326.40 - $3,282.05) equals
$44.35, the sum of $40.32 + $4.03.

ASSUMPTIONSREGARDING
INCOMETAXRATES
istributions from IRAs or other
qualified plans can be subjected
to a number of taxes that are beyond the scope of this article but that
are mentioned here for completeness
and to emphasize the need for a comprehensive cash -flow analysis for retirement planning purposes. They include a possible 10% penalty tax on
premature distributions before age 59
1 /2,1 a 696 excise tax on excess contributions to IRAs2 (10% tax on excess
contributions for other types of plans),
a 50% excise tax on individuals who fail
to withdraw minimum distribution
amounts after reaching age 70 1/2,3

7

Net balance

ns

Year
1
2

and a 15% tax on excess distributions
from IRAs and other qualified plans.4
Also not addressed are the possible estate tax implications of amounts in
IRAs or other qualified plans at the
time of death.
For 1994, most working individuals
planning for retirement will find themselves in the 28% marginal income tax
bracket. For married individuals filing
joint returns, the 28% rate applies to
taxable income between $38,000 and
$91,850. The higher tax brackets for
married individuals for 1994 are 31% on
taxable income between $91,850 and
$140,000; 36% on taxable income between $140,000 and $250,000; and
39.6% on all taxable income in excess
of $250,000.5 Since the Tax Reform Act
of 1986 was enacted, the individual income brackets have been adjusted annually for inflation. The annual adjustment is based on the Consumer Price
Index for all urban consumers published by the Department of Labor.'
This indexing prevents taxpayers from
exposure to higher rates that are due
solely to inflationary factors. The 36%

e

2 if distributed
at 28% rate'

Outsi de
balance
plan

the deferred tax. Over a period of time,
the growth on the deferred taxes can
yield substantially more funds available for retirement distributions than
a nontax- deferred instrument.

3

7.2

4

Equa
tax rate

2,200.00

1,584.00

1,584.00

4,620.00

3,326.40

3,282.05

28.96

5,243.04

5,102.36

29.93

4

7,282.00
10,210.20

7,351.34

5

13,431.22

30.91
31.91

6

15,027,68

11,388.08
13,792.02

32.91

7

16,974.34
20,871.78

9,670.48
12,221.53

7,053.73
9,145.59

8

25,158.95

18,114.45

16,369.04

34.94

9

29,874.85

19,131.61

10

35,062.33
40,768.57

21,509.89
25,244.88

35.96
36.99

3

11
12

47,045.42

13

53,949.97

29,353.37

22,093.09
25,267.79

33,872.71
38,843.98

28,671.07

44,312.37
50,327.61

36,230.39

32,319.39

28.00%

33.92

38.02
39.06
40.09

14

61,544.96

15

69,899.46

16

79,089.41
89,198.35

56,944.37

40,422.97
44,917.43

64,222.81

49,735.48

44.24

100,318.18

54,900.44

45.27

112,550.00

72,229.09
81,036.00

60,437.27

46.30

126,005.00

90,723.60

66,372.75

47.33%

17
18
19
20

41.13
42.17
43.21

Value of $2,000 annual tax - deferred IRA contribution:
'Earning 10% before tax.
Taxed at 28% when withdrawn.
'Compared with growth outside of an IRA account at 7.2%after tax.
'The tax rate necessary to equalize the IRA distribution with outside plan growth.
:i3

bracket and the 39.6% bracket, however, because of budget deficits, have
been frozen until tax years beginning
in 1995.7 Consequently, some "bracket
creep" can exist for those higher -income taxpayers through the end of
1994.
For the most part, the indexing of
brackets for most taxpayers should alleviate undue fears of deferred retirement contributions being subjected to
a higher rate of tax in later years from
inflationary factors. Frequently there
are calls in Congress for higher maximum individual tax rates, but in most
cases they have been aimed at persons
in very high income brackets. For the
great majority of Americans, whose
primary objective is to have a retirement income similar to their income
earned during productive years, higher tax rates should not be a great concern. That is, it would seem unlikely
that many individuals would be deferring at a tax rate of 28% on retirement
plan contributions and end up paying
a materially higher rate in the foreseeable future. Of greater concern should
be maintaining a higher return than inflation because inflation devalues the
principal amount of any retirement
funds, deferred or otherwise.

dividual reaches age 701/2. A considerable amount of flexibility exists between those ages. For example, an individual (if qualified to make a
deductible IRA contribution) in that
age category, who is in a higher tax
bracket in 1994 than he or she expects
to be in 1995, could shift income and
defer taxes by making an IRA contribution in 1994 and withdrawing it in
1995.
Table 2 illustrates the potential advantage of leaving funds in an IRA or
other similar plan as long as practical.
Table 2 picks up where Table 1 ended,
with beginning balances of $126,005 inside an IRA and $66,373 outside an
IRA. Let's assume that the individual
owning one of these assets is a 65 -yearold retired individual who wants to
withdraw $8,000 annually to supplement his or her other income items.
The $8,000 represents after -tax income
needs, so the retiree needs to withdraw $11,111 pre -tax from the IRA account because the 28% income tax
($11,111 x 28% = $3,111) will need to
be paid to the federal government. Also assumed is that this withdrawal plan
allows for regular taxation only (none
of the previously mentioned "penalty"
type taxes is applicable). In each case,

the individual has invested in a money
market fund that pays a fixed yield of
6% pre -tax. The taxpayer is still in the
28% marginal income tax bracket, so
his or her after -tax yield is 4.32%.
The results are somewhat startling.
As illustrated, setting aside a like
amount of funds under two different
but very realistic alternatives demonstrates again the power of compound
earnings on deferred tax dollars. The
individual in this example would have
funds for an additional eight complete
years after the funds in the after -tax
savings account were exhausted. For
the inside -plan balances, the remaining yearly balance is calculated by subtracting the assumed January 1 distribution and applying the before- or
after -tax growth rate as applicable.
Table 3 uses the same example but
assumes that the marginal income tax
rate magically jumps up to 47 %. This increase would mean the individual
would need to withdraw $15,094 annually to meet his or her needs. The after tax growth rate in the pre -taxed retirement savings account now would yield
only 3.18% (6 %x (147 %)). In this example, the deferred -tax account is exhausted much faster but still lasts a
year longer than the after -tax account.

FLEXIBILITY ON WITHDRAWALS
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MALYSIS
Inside

2

Age

65

126,005

Annual
1 -Jan
distribution

3

Outside plan
balance
4.32% growth'

4

Annual

1 -Jan
distribution

11,111

66,373

8,000
8,000

66

121,788

11,111

60,894

67

117,317

11,111

55,179

8,000

68

112,579

11,111

49,218

8,000

69

107,556

11,111

42,998

8,000

70

102,231

11,111

36,510

8,000

71

96,588

11,111

29,742

8,000

72

90,605

11,111

22,681

8,000

73

84,264

11,111

15,315

8,000

74

77.542

11,111

7,631

8,000

75

70,417

11,111

76

62,864

11,111

77

54,858

11,111

78

46,372

11,111

79

37,377

11,111

80

27,842

11,111

81

17,735

11"I I I

82

7,021

11,111

83

(4,335)

11,111

(385)

8,000
i

lthough individuals have several
complicated taxes to consider in
any distributions they may take
from an IRA, they still have a considerable amount of flexibility. In any case,
they should seek the advice of a qualified and competent personal financial
planner.
Their first consideration is the opportunity for long -term deferral of tax
dollars, Distributions from an IRA do
not have to begin until April 1 of the
calendar year following the year in
which the individual reaches age 70
1/2.8 Distributions may take the form
of a complete distribution of the entire
balance, or they may be withdrawn in
the form of periodic distributions over,
first, the life of the individual; second,
the lives of the individual and a designated beneficiary; third, a period not
extending beyond the life expectancy
of the individual; or, finally, a period
not extending beyond the life expectancy of the individual and a designated beneficiary.
Distributions from an IRA generally
can begin at age 59 1/2 (age 55 in the
case of distributions to an employee after separation from service). Contributions, however, can be made until an in-

I

Periodic withdrawals from:
'A tax - deferred IRA.
'An after -tax retirement
savings account revealing
that a nondeferred plan
runs out at age 75
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1

Insi
Age

1 bala
gr

2

Annual
1 Jan
distribution

3

Outside plan
Ann
balance
1
4
3.18% growth'
distrib
Ja

1

65

126,005

15,094

66,373

8,000

66

117,566

15,094

60,229

8,000

67

108,620

15,094

53,890

8,000

68

99,138

15,094

47,349

8,000

69

89,086

15,094

40.600

8,000

70

78,432

15,094

33,637

8,000

71

67,138

15,094

26,452

8,000

72

55,167

15,094

19,039

8,000

73

42,477

15,094

11,390

8,000

74

29,026

15,094

3,498

8,000

75

14,768

15,094

(4,645)

8,000

76

(346)

15,094

`

l i

Periodic withdrawals from:
'A tax - deferred IRA.
'An outside plan reveals that even at a high tax bracket an IRA will outperform a
nondeferred plan.

ALTERNATIVESTODEFERRED
COMPENSATIONPLANS
ne of the most common alternative investments to deferred
compensation retirement plans
is accelerated payments on home
mortgages. Such a plan should not be
considered unless an individual is free
of all consumer debt because interest
on consumer debt is nondeductible
and generally more costly than home mortgage indebtedness. Will this plan,
however, provide the kind of yield necessary to help a person achieve his or
her retirement needs? There is little
doubt that individuals with consumer
debt should take steps immediately to
retire all of it as soon as possible. Consumer debt, such as that carried on
credit cards, can cost up to 18% or
more, so retirement of such debt provides a guaranteed return (equal to the
rate paid) on your investment.
Most fixed -rate home mortgages
now are going to be within the 8% to
9% range. While it is true that deductions may be limited to some people
(the standard deduction in 1994 for
married individuals filing a joint return is $6,350), and itemized deductions are phased out for higher -income individuals (adjusted gross
income for married couples filing joint
returns in excess of $111,800 in 1994),

0
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the main consideration for any person
should be his or her own marginal tax
benefit for a particular item. An individual in the 28% tax bracket with an
8% mortgage really is paying only
5.76% on the loan. If that person is forgoing a greater after -tax yield by giving up other investments by paying
down a mortgage, he or she may be
making a mistake.
Many people are risk averse and do
not like the ups and downs of equity
investments recommended by many
advisors, but a cash flow projection of
what a 5.76% yield will do for them
when retirement age comes around
may change their minds.
The decision to invest in deferred
compensation retirement planning vehicles requires a detailed cash flow
projection that encompasses expected
earnings, income and other taxes, and
anticipated retirement needs. For the
vast majority of individuals, the conclusion will be to take advantage of the
ability to defer tax dollars as long as
possible. The power of compound
earnings on deferred taxes will in
most case outweigh anticipated future
income tax increases.
Also, cash flow analysis does not
stop at retirement age. Qualified plans
and IRAs allow for tax-free accumulation of income while withdrawals are
made. The ability to defer tax for de-

cades almost certainly will enhance
the wealth and standard of living for almost all individuals, People should endeavor to eliminate personal debt as
rapidly as possible but should consider carefully the ramifications of forgoing deferred compensation plans in
lieu of home mortgage debt retirement. In all cases, qualified and competent personal financial planners
should be consulted to help produce a
cash flow projection custom tailored to
each individual's needs and financial
profile.
■
WallaceF. Helin, CPA,isa seniormanager with KPMG Peat Marwick in San
Antonio,Texas. He can be reached at
(210) 227 -9272.
1 IRC Section 72(t)(1).
2 IRC Section 4973.
3 IRC Section 4974.
4 IRC Section 4980A.

s IRCSection I (a) adjusted for inflation.
6 IRC Section 1(0 (5).
IRC Section 1(0 M.
8
IRC Section 408(a) (6) referencing Section
401(a) (9).
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Where's the Beef?,
TOPICS: (1) Organizational and Personal Ethics and (2) Internal Control
KEYISSVES:Developing and implementing policies and procedures to enhance organizational and personal ethics and internal control.
CASE OVERVIEW.In 1984, Ben Black
began a large commercial cattle -feeding program. At the start, he fed only
cattle owned by him and his family. To
expand the operation, however, in 1987
Black began feeding cattle owned by
others.
He started a "feeding program" to
attract new investors. This unique program would provide individuals, including those unfamiliar with cattle
feeding operations, an easy and simple
way to invest in cattle. Black would arrange for the purchase, shipping, feeding, caring, and selling of the cattle for
a fee. All cattle would be fed and cared
for at Black's feedlot.
The program was organized to allow an investor to purchase one or
more pens of cattle (each pen consisted of approximately 150 head of cattle)
from one of the several companies
Black owned. Each investor agreed to
pay Black the cost of feeding, cattle
health care, yardage, and insurance.
Health care involved caring for sick
and /or dying cattle and providing necessary vaccinations. In essence, the
Black Cattle Feeding Program assumed total responsibility for the cattle
until the animals were ready for market. Approximately 120 days after arrival at the feedlot, the cattle would be
at their maximum weight. Black then
would sell and ship the cattle to a
slaughterhouse.
When the sale was complete, Black
deducted his cost of feeding and managing the cattle. The investors also recovered their cattle purchasing and financing costs. Any remaining profit
would be split equally between Black
and the investor. Black verbally guaranteed each investor a profit of at least
$300 no matter what sales price was received for his or her pen of cattle.
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THE PLAYERS

I

Ben Black—Owner and operator of Black Cattle Feeding Program: church deacon; former
president of State Cattlemen's Association;
advisory board member, Federal Reserve
Bank; member, national advisory council to
the U.S. Secretary of Agriculture; selected top
feedlot operator in the nation in 1973.
Ralph Golden —President and member of
Board of Directors, People's Bank, for approximately 25 years; well-known banker; community and region leader; oversaw dramatic
growth in value of Bank and its stock.
Frank Levy --People's Bank agricultural lending officer; liaison between investors and the
Black Cattle Feeding Program.
SamSamples —People's Bank Vice President
and chairman of the Bank's loan committee.
Jack Black—Ben's son, age 31: active in managing the cattle and farming operations of the
various Black companiesJeff Barnes—Local building contractor; stockholder in People's Bank; friend and business
associate of Ben Black.

For several years, the feeding program worked satisfactorily for Black
and the investors. Starting in 1990,
however, problems began to surface
with the feeding program because of
Black's cash flow problems that led
him to use investor funds to support
his own companies. In 1991, the
Black Feeding Program declared
bankruptcy.
SAMPLE TRANSACTIONS:Information for two pens of cattle in the Black
Cattle Feeding Program during the
same six -month period is shown in
Table 1.
FEEDING THE CATTLE /FEEDING
THE GROWTH. Investors in the Black

Feeding Program could finance their
pen (s) of cattle through People's Bank.

Black told potential investors that
loans could be arranged through
Frank Levy, the agricultural lending officer at People's Bank. The cattle
would be used as collateral for 75% of
the total loan value. The personal assets of the investor /borrower were
used as the remaining collateral.
The potential investor would come
to the Bank and complete the necessary loan documents. When the loan
was made to the investor, People's
Bank would transfer the money to
Black's Feeding Program, then Black
would buy the cattle and ship them to
the feedlot. When the cattle arrived at
his feedlot, Black assumed all responsibility for feeding and managing them
in preparation for their sale.
People's Bank is located in a town
of 10,000 people and has total assets of
$130 million. It is one of two banks in
the town. The competing bank has total assets of $100 million. The town and
People's Bank are located five miles
from the site of the Black Cattle Feeding Program and affiliated companies.
Details of two investor loans are
shown in Table 2. Black decided when
to sell the cattle based on weight and
market price. The proceeds from the
sale were used to: (1) repay the loan
and financing charges from People's
Bank, (2) pay Black for feeding and
managing the cattle, and (3) if funds remained, divide the profits equally between investor and Black.
By 1987, the Black Cattle Feeding
Program and affiliated operations had
become one of People's Bank's largest
customers. At its peak, 27,000 cattle
were in the program. Between 1987
and 1991, the Bank was the primary
source of debt capital for operating the
program.
Individuals were encouraged to
participate in the program by Black,
Levy, and Bank President Ralph Golden. Most investors financed their cattle
purchases with loans from the People's
Bank. In fact, most of the investors
knew each other and were friends
or acquaintances of Black, Levy, or
Golden.
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TWO INVESTOR STORIES:
(1) May Epps, an unemployed widow, used her life savings to invest in the
Black Feeding Program after she lost

F PEOPLE'S BANK
CUSTOMER SERVICE
POLICY
Our objective is to provide the best customer
service possible!
We provide quality financial services to all
customers by:
■ Offering services that meet the needs and
convenience of our customers.
We value the confidentiality of our
customers' financial affairs and
strive in our efforts to merit their
trust and confidence.
We value honesty, fairness,
respect, and integrity in all our
customer practices.
• Delivering services in a competent and
efficient manner.
• Serving our communities.
We value the well -being of the
communities we serve and
dedicate our personal and
professional resources for their
betterment.
OUR PHILOSOPHYGUIDES
OUR DAILYWORK.
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Pen #S -10

Pen #S -16

(150 steers)
Brand #26

(168 heifers)
Brand #25

85,886.44
27,945.15
1,287.70
785.22

85,845.95
29.047.48
1,310.40
846.72

$

$

Cost of cattle
Feed cost
Health care
Yardage and insurance

$117,050.55

Sales price

$124,062.95

$116,626.15

8,158.44

($424.40)

4,079.22

300.00

$

131,400.00
183,744.00
52,344.00
3.14
0.6300
0.6308

$

Weight -in (pounds)
Weight -out (pounds)
Weight gain (pounds)
Average daily gain (pounds)
Average cost of cattle (pounds)
Average sales price (pounds)

$

Investor profit

$

Total profits (loss)

$

$115,904.51

$

Total cost

$

MONEY PROBLEMS, MONEYPROBLEMS:Starting in 1989, affiliated
Black companies incurred large financial losses because of the death of
some of Black's cattle, failure of various row crops, and mismanagement.
To remain solvent, Black began using
loan proceeds from investors to cover
expenses in his other companies and
to service his very large debt with People's Bank instead of buying cattle. He
established an elaborate system to
write checks drawn on several bank accounts controlled by him and his son,
Jack, at People's Bank and another
bank located in the same state, First
State Bank.
Figure 1 shows an example of two
months of check writing activity between various Black - controlled companies and bank accounts. The four accounts shown reflect deposits of $60
million during the two months. People's Bank processed almost $43 million of checks with time -lag problems.

138.600.00
194,333.00
55,733.00
2.92
0.5975
0.6023

During the period from January 1987 through July 1991, feeder cable prices traded in a range of
per pound.•Thwa,wasianit
bias.

her job and was seeking investment income to supplement planned retirement benefits. She heard of the program in 1988 and went to see Ben
Black, who directed her to Frank Levy.
Levy told her if she became an inves•
tor, the Bank would monitor her investment (cattle) but that she could see her
cattle anytime.
For three years, her investment was
satisfactory. She was unaware of any
problems with the Black Feeding Program until a $70,000 check from Ben
Black as payment for the sale of one
pen of cattle bounced in January 1991.
At the same time, she had two cattle investment notes at People's Bank past
due.
Levy told her she needed to get her
notes extended until Black could solve
his "short-term" cash flow problems.
Extending the notes would require her
to verify the number of cattle at the
feedlot to be used as collateral for the
loans. Levy asked her to do this. She
went to the feedlot to count her cows
and, when she was unable to do so,
went to Black to ask him how many cattle she owned at the feedlot. (When
Black had opened the feeding program
to outside investors, he branded each
investor's pen of cattle when they arrived at the feedlot. However, for the
last year or so, Black had switched to
removable ear tags as a means of pen

identification.) Ben Black laughed and
told Jack to write down how many cattle she owned at the feedlot. Jack immediately wrote a number on an invoice and gave it to her.
Later that day at the Bank, she told
Levy about the problem with the cattle
count, but he assured her that everything was fine. Levy took the invoice
provided by Jack Black and left the
room. When he returned with the invoice given her by Jack Black, someone had typed a statement that the investor, May Epps, had counted the
cattle and attested to how many cattle
were in her pen. Mrs. Epps signed the
invoice as collateral for the extension
of her notes.
Later, when asked why she knowingly signed a false and misleading invoice, she replied, "My loans were past
due, and I thought I was going to lose
everything I owned and had worked
for all my life. I was afraid. I knew of
nothing else to do. I felt that foreclosure by the Bank was the next step if
I did not sign the invoice."
(2) Guy Long received a lump sum of
$46,000 when he retired from a large
chemical company in the area. He stated, "In 1988, Ben Black asked me at
church if I were interested in getting
into the feeding program as an investment. I told him I was. Black said I
needed to talk to Frank Levy at Peo57

pie's Bank. I talked to Levy,
and he indicated he would
personally keep track of my
cattle. He assured me there
was no way I could lose money on this investment. Levy
then asked me if I wanted to
become an investor in the
program. I told him I did!"
Long made a down payment

O•�LOANS

TABLE

Pen #S -10

Pen #S -16

$64,902.50

$64,934.15

Daily variable rate

10,75%

10.75%

Date of note issue

February 27

April 10

June 12
$120.50

July 29

Loan amount

Maturity date of note
Note recording fee

of $22,000 and arranged a
loan through Levy for a pen
of cattle that day. This was the first of
many cattle pen investments made by
Long.

immediately lend the money to Black.
Collateral to support Barnes' loan to
Black was 6,500 cattle (43 pens). Levy
assured Barnes that he and another
Bank official had physically inventoried the cattle. Barnes borrowed the
money and made Black the loan.
Barnes later said, "I felt when I
walked out of the Bank after making
the loan that I had helped Ralph Golden and People's Bank get around some
banking details. If the bankers had told
me the truth about Black's financial
condition when I made the loan, I think
I would have died of a stroke."
Just prior to the due date on the
loan, Barnes asked Black about the
health of the 6,500 cattle. Black
laughed and replied, "What 6,500
head of cattle ?" Barnes knew he had
a problem!
Barnes indicated he lost $1.4 mil-

WHAT ARE FRIENDS FOR? In April
1991, over breakfast at a local restaurant, Jeff Barnes, a local contractor and
feeding program investor, asked Frank
Levy about the financial condition of
Ben Black. Before Levy answered,
Barnes handed him a $20 bill. Levy replied, "Ben Black is a money - making SO-B."
Later in April 1991, Levy called
Barnes at home early in the morning
and asked him to come to People's
Bank during business hours to do a favor for the Bank. When Barnes arrived
at the Bank, Ralph Golden and Levy
asked Barnes to lend Ben Black
$300,000. The Bank would lend the
money to Barnes, and Barnes would

P

O� DO

lion on investments and
loans with Black over the
course of several years.
Barnes previously had
agreed to allow Black to
borrow and repay up to
$30,000 plus interest on a
weekly basis.

$120.65

THE INSIDE STORY The
Black Cattle Feeding Program: Janice Tatum was
the Feeding Program's bookkeeper.
She had worked for Ben Black and his
family for many years. According to
her, "Each business day started with
telephone calls to People's Bank to discuss current outstanding checks." After preparing a list of the checks, she
would take the list to Ben Black, and
he would decide which checks were to
be paid and which would be returned
due to insufficient funds.
Corinne Lowes, People's Bank
bookkeeping supervisor, agreed that

Black was allowed to decide which
checks he would pay and which would
be returned due to insufficient funds.
Ms. Lowes, who had worked at the
Bank for 20 years, indicated she spent
two hours each day talking with Janice
Tatum about Black's checks. Ms.
Lowes indicated Black made deposits

each day to cover certain checks, but

$7.025,810.11

Jarc Black

so�� le's

Firs nk to

P

6a K

0 ____
Al c

y�173�checks�—
$14,214,832.92

98 checks

Ben Back
Fasts k to

0000000

decks�— $6 827 2p3 9b

4 checks —
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his overdrafts were not covered by the
Bank.
Ms. Tatum indicated that the feedlot was bare ofcattle in March 1991.
She indicated that Frank Levy called in
April 1991 and said a feedlot program
loan had to be renewed. She stated,
"Frank Levy knew there were no cattle
on the lot, and I knew there were no
cattle on the lot, but ifit took cattle to
renew the loan, we would put cattle on
the loan." When she told Ben Black
about her conversation with Levy,
Black told her to call Levy and tell him
to renew the loan and to use the nonexistent cattle for collateral.
After she called and gave Levy the
message, Ben Black fired her!
PEOPLE'S BANK.- The Inside Story: In
October 1990, Sam Samples, chairman
of People's Bank Loan Committee,
sent an intra -bank memo to Ralph
Golden, which stated, "Frank (Levy)
..made a cattle inspection of May Epps'
cattle and showed cattle with #61 tags.
Now appears those cattle were owned
by Hugh Jackson and not May Epps."
A second memo from Samples to Golden, dated November 1990, stated,
'Twenty (20) cattle pen loans worth
$1.6 million were past due. Also, a Ben
Black note for more than $1.4 million
was past due."
Bank Loan Committee minutes for
March 12,1991, indicated Ralph Golden presented a Ben Black loan request
for $425,000. The loan was contingent
on Black's paying offa 1990 crop loan
of $300,000. The loan request was approved on a 3-2 vote with two Loan
Committee members abstaining.
Loan Committee minutes on April
23, 1991, indicated that Frank Levy requested a $300,000 loan to Jeff Barnes
for operating expenses. Later it was uncovered that the proceeds from the
$300,000 loan were used to pay the
loans and down payments of three of
Black's cattle investors who were
threatening to sue People's Bank over
the Bank's involvement with Black in
the cattle feedlot.
Sam Samples also reported that at
an April 1991 meeting of Bank officials
and the state bank examiners, one of
the examiners asked about pending
lawsuits from the feeding program.
Ralph Golden stated no lawsuits were
pending. Samples knew this was false
because he knew of a least one letter
from an angry investor threatening to
sue People's Bank because of its inMANAGEMENT ACCOUNTING /DECEMBER 1994

volvement with the feeding program.
After the meeting, Samples asked
Golden and Elliott Faye, chairman of
the Bank's Board of Directors, to stop
by his office.
When they arrived in his office,
Samples told both Bank officials he did
not like Golden's response to the examiner's question about pending lawsuits. He knew of the potential legal action against the Bank because of the
feeding program. Neither Bank official
responded to his statement. Samples
felt he had made his position on the
matter clear. He took no other action.
EPILOGUE: Ben Black and the Black

Cattle Feeding Program declared
bankruptcy in the summer of 1991 with
$22 million in outstanding debts to investors, banks, and suppliers. Ten million dollars of the outstanding debt was
associated with the investor losses in
the Black Feeding Program. To the
end, however, Black kept sending investors false invoices for cattle never
purchased, feed never fed to nonexistent cattle, and vaccinations for phantom cattle.
Black maintained that his problems
were due to excessive cattle deaths (as
many, he claimed, as 40 head of cattle
per day) and crop failures due to
drought and other weather conditions.
He felt his short -term cash flow problems were created by bankers and investors who did not trust his expertise
in turning cattle into dollars and were
unwilling to continue to invest in his
feeding program.
Authors' note: This case was based on a
truestory. Namesandsome contenthave
been changed. Ben Black is serving five
years in a federal prison for his involvement in the fraud. Ralph Golden and
Frank Levy are each serving 41 months
in a federal prison and were jointly fined
$2.12 million for their involvement in
the fraud. People's Bank made restitu-

tion of loan and collateral losses to most
investors in the feeding program.
REQUIRED: You are the manager of a
three -to -five member team from a consulting firm. Your firm has been hired
to assist People's Bank develop and
implement a comprehensive plan to
restore the Bank's reputation and
prestige.
Preliminary discussions with the
Bank's Board of Directors indicate the
need to prepare a report that responds

to the following topics:
1. Using the IMA's Standards of Ethical
Conduct, evaluate the organizational and personal ethics demonstrated by directors, officers, and employees of People's Bank. Be
specific and cite examples from the
case.
a. Is there a difference between organizational and personal ethics?
Explain. Distinguish between
unethical and illegal behavior using examples from the case.
b. Examine, compare, and discuss
the relationship between an organization's code of ethics and
its internal control system. Discuss the objectives of each.
c. Evaluate the internal control
structure at People's Bank. Specifically, is there a problem with
checking account activity? How
could an improved internal control system have prevented the
Black Feeding Program problems? Explain.
2. From an ethical perspective, discuss
how the Bank could have enhanced
the decision - making process of the
feeding program investors.
What are the limitations of an internal control system? Provide examples from the case to support your
response.
Evaluate the ethical conduct of
a. Jeff Barnes.
b. Sam Samples.
c. Ralph Golden.
Suggested Readings
Institute of Management Accountants, Statement on
Management Accounting No, 1C, StandardsafEthical Conductfor Management Accountants,institute ofManagement Accountants, Montvale, NJ.,
June 1, 1983.
Committee of Sponsoring Organizations of the
Treadway Commission, Internal Control —Integrated Framework,July 1994, two volumes.

Keith A. Russell, Ph.D., CMA, is an associate professor of accounting at Southeast Missouri State University. He is a

member of the Mobile Chapter.
David A. Kunz, Ph.D., CMA, is an
associate professor of finance at Southeast Missouri State University They can
be reached at (314) 6512119.
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WHAT DO
ACCOUNTANTS DO?
MILTONF. USRY, CPA, ANDRICHARD
V. CANASINA, CPA
he accounting curriculum largely
masks what accountants do. That
is, the curriculum is not in harmony with accounting practice. A current accounting careers brochure,
published by the AICPA's Relations
with Educators Division, asserts that
accounting helps in understanding
and solving problems and in communicating solutions effectively. Accounting is defined as the language of business. Public accounting and, in
particular, CPAs are described as
dealing "with issues and people instead of just paperwork or numbers ...
(CPAs) work with clients— individuals, small companies, organizations,
and numerous industries, including
nonprofit, real estate, public utilities,
and manufacturing."' The following
statement from the brochure is in response to the question, "What exactly
does an industry accountant do ?"
"Anything and everything. Industry accountants have diverse
responsibilities that may include
financial and accounting duties,
legal affairs, negotiations, and
personnel matters. With an accounting degree, you can go into almost any industry anywhere in the world. Besides the
technical skills, CPAs in industry must be good communicators and use their insight and
judgment to make solid business decisions."
The brochure's classification of an
industry accountant is intended to include all accountants other than those
in public accounting.
Conversations with real -world acgp

countants reveal the consensus found
in the following synthesized quotation:
Certainly we must have a modern cost - effective accounting
system capturing the necessary
data to meet external reporting
requirements and provide relevant information for internal
use. These systems are alive
and must be kept healthy. Also,
as new FASB statements are
promulgated, and as IRS and
other government regulations
change, we must comply. But
these functions are mechanical,
compliance matters. Our real
service just starts at this level
and really entails being very
much a part of the management
team. Dealing with complex
problems and making intelligent
decisions is the involvement
that adds value to the entity that
we serve, whether as employees
or as public accountants.
In other words, accountants, as
professionals, should behave as business people.
These descriptions and explanations concern activities that add real
value to what accountants do and
should be the principal focus of our
accounting curriculum. Compare the
brochure's description of accounting,
and the way accountants explain what
they do, with the typical accounting
curriculum. Too much time is devoted
to FASB pronouncements that become routine and mechanical after being incorporated into the accounting
system. The same position is appropriate with regard to IRS and other
government rules and regulations.
How much curriculum time really is
needed?
While there has been some impetus for curriculum change, change
has been slow. The financial accounting, legalistic emphasis prevails to
the detriment of the internal or management accounting approach. For example, in principles of accounting
textbooks, the accounting cycle dominates the first five or six chapters of
most books, even though the preponderance of students in introductory
accounting courses are not accounting majors. Compounding matters,
the accounting system demonstrated
in a principles of accounting course is
an antiquated pen and paper system.
Debits and credits are emphasized
rather than internal and external re-

port generation analysis. When report
generation and analysis are presented, the coverage is cursory and focuses on the stockholder report and the
statements contained therein.
Accounting systems courses are
not much better. Instead of emphasizing user needs and how to communicate information to users effectively,
the courses emphasize data processing and hardware. In the more sophisticated systems courses, programming is required, but usually the
determination of the types of information needed by the user and how to effectively communicate to a particular
user are ignored or given limited
coverage. In many textbooks and
courses it is assumed that information generated from a financial accounting system is usually for external reporting.
Where is the accounting student to
receive the knowledge that is so important but currently neglected? Not
in an accounting curriculum containing 12 courses (two in principles of accounting), only three of which (at
most) are usually in the cost /managerial and systems areas. Some would
argue that all accounting courses, including those in financial accounting,
are systems courses. The truth is that
while some aspect of systems coverage (usually a few journal entries)
might be present in each financial accounting course, coverage usually
falls far short of what is needed. The
financial courses emphasize the legalistic aspect of accounting in the financial accounting arena. Scorekeeping
and getting the correct answer become the paramount focus. Little
emphasis is given to the proper analysis of the data or the communication of knowledge to the user of the
information.
Perhaps if we paid more attention
to the accountants' activities that add
value to the entities they serve we
would evolve an accounting curriculum more in harmony with practice. ■
Milton F. Vsry, CPA, Ph.D., is the Mary
Ball Washington Professor ofAccountancy at the University of West Florida
in Pensacola, Fla.
Richard V. Calvasina, CPA, Ph.D.,
is associate professor ofaccounting and
director ofthe MBA Program at the
University of West Florida in Pensacola,
Fla.
'From an AICPAbrochure, "Careers in Accounting."
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OFFICE
TECHNOLOGY
CLAIRE BARTH, EDITOR

SOFTWARE
CYMA Systems, Inc. is shipping
PAS+, the newest version of its DOS based Professional Accounting Series.
It offers stand -alone or fully integrated
operation and more than 50 other new
features. Among them are highly customized checks that incorporate specialized fonts, cash expectations report
to manage cash flow better, automatic
allocation or duplication of budget
amounts to save time, improved reviews of past performance, and additional and expanded management reports. PAS+ automatically computes
and posts the employers share of
Medicare and Social Security taxes,
and the Automatic Invoices feature
speeds up generating invoices to the
same clients for the same amount each
period. The Ratio Analysis feature allows users to compute more than a
dozen financial ratios. PAS+ modules
are system manager, general ledger,
A/R, AM payroll, inventory, and order
processing and job control.
Circle No. 60
Dun & Bradstreet Information Services has introduced a line of environmental information products that help
users screen for potential environmental risk associated with properties located in the continental United States.
The products, collectively called Environmental Information Services, include The Environmental Radius Map
Report,T' which lists and depicts federal and state environmental filings located on and surrounding a target property, and Map Report with Toxicheck®
Analysis, which helps analyze the information provided in the preceding
report. A third product, Toxicheck
Software, lets businesses access
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D &B's environmental information directly on -line, using a PC and modem,
and offers a full range of database management capabilities. Toxicheck Portfolio Analysis provides the same information on an entire portfolio of
properties. The environmental information is furnished by Environmental
Data Resources, an information services company that maintains a database of government records from
more than 300 different sources as
well as a proprietary database containing thousands of actual cleanup costs.
Circle No. 61
JBA Internationalhas brought out its
Business 400 Plant Maintenance module, which runs as part of JBA's Business 400 Manufacturing package on
the AS /400. Plant Maintenance comprises six elements: calibration, equipment management, project control,
tool tracking, work orders control,
and work schedules. With it repair and
maintenance departments can schedule and track tool calibration and test
data record sheets. They can carry
complete equipment records, explode
assemblies, and cross - reference common parts across different pieces of
equipment. Equipment costing is included, and project control allows managers to track the progress of plant-

JBA International

wide engineering projects. Work tasks
can be scheduled and routed for appropriate approvals, and costs incurred
for every work order can be tracked,
even historical records from previous
projects.
Circle No. 62
Computer Associates is delivering
CA-Masterpiece/2000 and CAAccpac /2000, scalable and customizable
accounting software designed from
scratch to accommodate the natural
growth of an organization. These financial suites are completely new versions
based on CA-Masterpiece 2.0 and
ACCPAC Plus Accounting for DOS.
CA-Masterpiece/2000 offers a broad
range of global accounting applications including general ledger and financial reporting, accounts payable,
purchasing, accounts receivable, and
fixed assets. The powerful client /server tool has advanced query, reporting,
data analysis, multidimensional modeling, and database viewing capabilities.
It can be used on mid -range or mainframe computers that act as servers.
Windows -based CA- Accpac /2000 can
be used in single -user or local area network configurations for general ledger, financial reporting, A/P, A/R, inventory control, job costing, order
entry, U.S. and Canadian payroll, and
purchasing. The two packages work
together very effectively.
Circle No. 63
Deneb, Inc. has updated its DENEB®
Construction Accounting and Estimating software. Three new programs
have been added to Estimating. One
prints the estimate in phase sequence
with subtotals only, and one prints a request for quotation for either materials
or subcontractors with blank lines for
unit cost and total cost. The third program is a variation of the standard interface program for the Trade Service
database. Enhancements also have
been added to the Job Cost, Payroll,
and Service Management modules.
DENEB software handles change orders, stored materials, retainers, union
and government reporting requirements, and other special needs of small
to medium -sized contractors. It runs
on a wide variety of single -user and
multi-user systems.
Circle No. 64
Systems Union, Inc. has introduced
SunSystems 4. 1, a new version of its international financial management software. SunSystems 4.1 is the first open
systems software program for non-

mainframe platforms to contain a 60character code block, the size generally required of a mainframe application.
Additional new features of version 4.1
include multilingual processing (each
release will have a base language and
the possibility of incorporating up to
three others), intermediate ledger or
rough book, assembly processing (allows single items made up of numerous components to be entered as an individual entity), quotation entry,
enhanced security features, report definition, expanded inquiry capabilities,
and extended item descriptions. Sun Systems allows interoperability across
all major platforms, including all PC
operating systems.
Circle No. 65
SBT Accounting Systems has released Professional Series 3.0, its
third - generation Windows product
comprising seven core accounting applications. This release has more than
50 new features, including a streamlined interface, more facilities for
sharing data with other Windows applications, flexible customization capabilities, and dozens of new accounting
features throughout all applications.
Professional Series 3.0 can handle up
to 250 network users. It also comes in
a DOS version so companies can create mixed Windows /DOS networks.
Users with either version can access
the same network data files.
Circle No. 66
Avista Software, Inc. has made available Avista, a high- performance, client /server cross - platform accounting
management solution for the DOS,
OS /2, or UNIX operating environments. Intended for medium -sized
and large businesses, Avista is based
on a customizable relational database
manager specifically designed to aggregate high - volume transactional data. The database manager allows
users to access information based on
their own individual preferences and
to create applications without having
to write volumes of code. Avista
manages all accounting functions including general ledger, A/R, order
entry, bills of materials, A/P, purchase
order, inventory, jobs, and resources.
Additional features include multiple
currencies, multiple languages, and
consolidation capabilities. Customers
purchase only the accounting features, number of users capacity,
and system capacity they actually
need.
Circle No. 67
82

SAS Institute Inc. is shipping the
SAS ®System release 6.10 for Windows. The new release, an integrated
suite of business analysis software for
enterprise -wide information delivery,
analyzes vast stores of corporate data
from disparate data sources. With it,
PC users are ensured easy access to
and from data residing in the SAS System or other data repositories. Release
6.10 offers many new features, including objects that simplify analysis,
graphical user interface enhancements, and new data visualization
tools —SAS /SPECTRAVIEWT"' and
SAS /GRAPH.® SAS /SPECTRAVIEW
enables users to create, analyze, and
modify geometric images representing volumetric data. With SAS/
GRAPH, users can access, store, manage, manipulate, and display many
types of images.
Circle No. 68
FuziWare, Inc. has begun shipping
FuziCalc 1.5 for Windows. It is the only
spreadsheet designed specifically for
doing projections, planning, and estimating when numbers are uncertain
and cannot be pinpointed with single,
crisp values. FuziCalc's fuzzy math
technology enables any cell in the
spreadsheet to take on a range of values. Applications in finance include
cash flow analysis, business valuation
models, budgets, return on investment
models, and business plans. The new
version has a color presentation graphics suite, improved DDE capabilities,
all-new documentation and on -line
help, more than 25 shortcut keys and
convenience features, and more than
50 other new functions, including financial and trigonometric.
Circle No. 69
E.F. Haskell, makers of TKR/5, a professional time and billing software
used by thousands of medium -sized
and large accounting firms, is offering
this same product with a five -staff limit
at a reduced price for the sole practitioner and small accounting firm. Once
a small firm is using TKR/5, it can expand the system easily if the firm
grows larger.
Circle No. 70
Design Data Systems (DDS) has introduced the first 100% Oracle -based
Client /Server Financial Applications
for Windows. The release incorporates
the standard Windows toolbar, which
provides easy access to commonly
used Oracle keys. The accounting user
has the option to use drop - lists, pop-

lists, buttons, radio groups, and checklists or stay with character mode while
typing in select characters and performing fuzzy matches. Objects and
colors can be customized to represent
meaningful company attributes. DDS
also has integrated Oracle Data Browser into their Windows Oracle -based applications. Users can perform database
queries without writing a single SQL
statement. By pointing and clicking on
objects within tables, users can create
professional- looking reports that can
be exported into Lotus or Excel
spreadsheets.
Circle No. 71

BUSINESSSERVICE
Bottomline Technologies, Inc., a
software development company that
provides distributed and desktop LaserCheckT' issuing systems, has introduced OASIS (On -Site Analysisand
Special Installation Services). Standard OASIS features five -day total installation, including preplanning, design, data file integration, system
setup, testing, and training. Advanced
OASIS, which takes a minimum of seven days, is available for more complex
systems. The advanced service includes the standard offerings plus additional design, data entry, and training. OASIS is available for all
platforms. It can be used to install the
CheckGard'"automated disbursement
system, CheckGard for Windows client /server products, and Positive Pay Link' interfaces.
Circle No. 72

EQUIPMENT
Intel has brought out the Intel Smart
Video Recorder Pro, an enhanced version of the company's PC Indeo'''video
recording card. The new board offers
one -step recording and compression of
quarter - screen video in the Indeo video format in full motion (30 frames per
second). It offers everything needed to
record and edit video, including an
easy -to- install PC add -in board, a video
editor, and a collection of clip art and
animation software. Key features of the
Smart Video Recorder Pro include
one -step recording and compression,
capture of full- screen still images, and
support for raw video recording. It accepts analog video- composite or Y/C
inputs and is compatible with NTSC
and PAL video standards and with
more than 150 commercially available
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OLE- compliant Windows applications.
Circle No. 73
Belkin Components has introduced
the ParaShare I1, a printer- sharing device that serves four printers on four
wires. To install it, you plug in printer
and computer adapters, install the software, and connect with six -wire telephone cable. The ParaShare II runs
with both DOS and Windows operating systems and allows as many as 40
users to share four parallel printers. Its
exclusive six -wire cable system enables it to maintain consistent speeds
as the printer - sharing network is expanded. ParaShare II supports a transmission distance of up to 1,200 feet and
any network configuration.
Circle No. 74

Computer Connections Plugger

Computer Connections America
has extended its family of parallel port
solutions with Pluggers. They feature
a pocket -size hard drive that installs in
seconds onto any parallel printer port
without requiring additional hardware.
No config.sys changes are needed. Access time is 12ms, and capacities range
from 170 to 810MB. Pluggers weigh
only 11 ounces and are less than
1" x3 "x6" in size. They are EPP compliant, have a printer pass - through, and
ship as a complete kit that includes a
carrying case, DOS and OS /2 drivers,
an installation guide, a keyboard power adaptor, a mouse power adaptor, and
an AC wall plug. One Plugger can be
shared among all your PCs.
Circle No. 75
Boffin limited has introduced the
Shark Server, a CD-ROM server for
Banyan VINES ®networks that is bundled with LANshark's CD- Direct 100 user network software. Available in
two models, the Shark Server provides up to 9.2GB of on -line data storage in the SS- 14/100 model and up to
15.6GB in the SS- 24/100 model. It can
be located anywhere on the network
and is fully accessible by DOS, OS /2,
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Windows, and Windows NT clients.
Both models feature a 486DX2/66
CPU, 8MB of RAM, a 3.5 -inch FDD, a
16-bit network interface card, MSDOS 6.2, a 14 -inch SVGA monitor, and
LANshark's CD- Direct 100 -user network software. The SS- 14/100 comes
with two 300w power supplies, two
SCSI controllers, and 14 Toshiba
3401B CD-ROM drives. The SS24/100 has four 300w power supplies,
four SCSI controllers, and 24 Toshiba
3401B CD -ROM drives.
Circle No. 76
Toshiba America Information Systems, Inc. has delivered the T490OCT,
the company's first Intel75MHz Pentium processor -based performance
notebook computer. The T49000T offers a 10.4 -inch color TFT active matrix
screen, 810 million byte ( =772MB)
hard disk storage, integrated AccuPoint pointing device, two PCMCIA expansion slots, and a new VL local bus
graphics accelerated video controller
to provide superior multimedia capabilities for graphics /processor - intensive applications. Its enhanced multimedia features include built-in 16-bit
.WAV and MIDI audio functionality,
built -in microphone and speaker, headphone /speaker and microphone jacks,
and pre - installed software: Windows
Sound System 2.0, RunTime Video for
Windows 1.1, and Intel Indeo Video
3.2. Other pre - installed software includes MS-DOS 6.22 and Windows for
Workgroups 3.11.
Circle No. 7 7
Hewlett- Packard Company is shipping the HP OmniShare conferencer.
It is not a PC but an easy -to-use document conferencing system that allows users in any two locations to
share graphic, text, and handwritten
information while speaking on the
phone. Data and voice are transmitted
simultaneously across one standard
phone line. Users load their documents into a slim, notebook -size tablet
directly from their PCs or by using
any fax machine or fax /modem. An
image of the document then appears
on the tablet's screen. With an electronic pen the two users can annotate
the document, flip through pages, rotate graphics, or zoom in for a close up view, all while speaking on the
phone. Annotated documents can be
printed on standard printers or fax
machines, and up to 500 pages can be
stored on the HP OmniShare conferencer itself.
Circle No. 78

PUBLICATION
Sino Link Strategy Limited has published three books on the laws of the
People's Republic of China (PRC): Fi-

nancial Law, Intellectual Property
Laws, and Commercial Laws. The
books, co-written by Sino Link consultants and experts on the subject in
PRC, are in English and are tailored
for people involved in China - related
work.
Circle No. 79

TECHNOLOGYNEWS
Illustra Information Technologies,
Inc., has named 12 universities in the
United States, Great Britain, and Australia the first recipients of the company's "Engines for Innovation" Grant
Program. The universities receive a five -user license for the Illustra object relational database management system and two DataBladeT" software
modules of their choice. The goal of
the grants is to foster development of
applications that incorporate multimedia or advanced information in fields as
diverse as health care, transportation,
urban planning, and digital libraries.
U.S. university recipients are Case
Western Reserve University, Johns
Hopkins School of Medicine, Stanford
University, Texas A&M, and the universities of Kansas, Kentucky, Maryland, Michigan, Minnesota, and
Wisconsin.
PeopleSoft, Inc., has formed a
business alliance with Unisys Corporation to deliver PeopleSoft F'mancials
and PeopleSoft HRMS on the powerful
Unisys U 6000 of symmetric multiprocessor servers. Under this marketing
agreement, Unisys becomes a member of the PeopleSoft Hardware Par tnership Program, and PeopleSoft
joins the Unisys Marketing Associate
Program.
Systems Union has signed an
agreement with Productivity Solved
Ltd. to distribute its MadiSun manufacturing, assembly, and distribution software. On November 1, Systems Union
began distributing MadiSun in the
United Kingdom only through its internal operation and selected SunSystems
representatives. MadiSun has 75 existing user sites in the UX in industries
ranging from contract engineering to
food processing. A further roll -out of
MadiSun to Systems Union's worldwide distribution network will take
place in 1996.
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COMPEL
o you ever have occasion to
make a presentation to management, coworkers, customers, or
students? Is the impact of your presentation an important determinant of
your success? Do you have access to
a microcomputer? Perhaps you should
use a presentation graphics package
for building a slide show and then give
a copy of the show to your audience.
COMPELT11by Asymetrix Corporation
is a relatively inexpensive, fairly easy to-use package for producing shows
and electronic handouts.
COMPEL is designed to help users
prepare slide shows with PCs. It runs
under the WindowsTh' operating system. When you start the program, the
first screen has a tool bar across the
top, a tool palette down the left side,
and the usual Windows menu bar and
buttons.
The package comes with a variety
of templates that enable you to prepare
a show with a consistent look. There
are three categories of templates: for
overheads, for 35mm slides, and for
on- screen presentations. The overheads templates are black and white
(with shades of gray) and are appropriate for presentations using monochrome presentation devices. The other templates are designed with color:
16 colors for 35mm slides and 256 colors for on- screen shows. Each has a different background format.
COMPEL has several slide formats,
including basic, title, main bullets,
main and sub bullets, graphic, and
chart. Typically, you choose one of the
formats to fit your purpose and prepare
the slide. The choice of slide format depends on the point you are trying to
make and the information you are presenting. You can use the "slide sorter"
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view, which shows thumbnail representations of the slides on the screen.
It is similar to looking at 35mm slides
on a light table. You can change the order of the slides in the show by moving
them around with the mouse.
There are various ways to manage
text on slides. You can click on a place holder, such as a "Type Your Title
Here" field, and start typing. The text
appears in the default type font and
size. By selecting Character from the
Style menu (or invoking CTRL T from
the keyboard), you can choose any
font available under Windows and font
sizes ranging from 8 points to 72
points. You can select bold and italic
fonts from the character menu or by
clicking on the appropriate icons on
the tool bar. If you want to change text
already present on a slide, shade the
desired text by dragging the mouse
across it and then invoking the Character menu as above. Choices made
will be applied immediately to the
shaded text.
When you press Enter on the title
screen, a bullet field appears, below
and indented to the right of the title,
with a `Type Your Text Here" place holder. Each subsequent pressing of
Enter produces another bullet place holder. The bullets can be displayed in
hierarchical fashion by "promoting"
and "demoting" bullets. When a bullet
is demoted, it appears below the bullet
above it, indented to the right, and in
a smaller font size. Promoting a bullet
moves it to the left and makes it appear
in a larger font size. The bullet text and
promotion /demotion features are
strong, flexible tools for preparing
slides.
COMPEL lets you incorporate various graphics objects in slides. The
package was designed to be standalone, so it has graphics drawing tools,
charting tools, and a small collection of

clip art. It can import graphics and other objects from other packages and can
"paste" figures from other Windows
applications.
For example, you can implement
any of the objects on the tools palette
to draw squares, circles, curves, lines,
or other figures on any slides. Using
the Textbox tool or the Callout tool,
you can add explanatory or attention directing text. Any of the objects from
the tools palette transferred to a slide
can be resized and moved around to
give the desired effect. The ability to
incorporate graphics and explanatory
text can enhance a show greatly.
To make the show more professional looking and interesting, you can set
the transition from one slide in the
show to the next. Some of the transition effects available are:
• Blinds —like venetian blinds opening and closing;
• Fade —one slide fades out and the
next fades in;
• Spiral in —the screen "goes to
black" from the corners, and the
new slide comes in from the
corners;
■ Wipes —the screen "goes to black'
from a side, and the new screen
comes in from a side.
You also can apply transition effects
to bullets on slides. Options available
are to show all bullets on a slide, dim
all bullets until one is highlighted, hide
all bullets until one is highlighted, and
dim previous bullets as new bullets are
highlighted. Pointers are available so
you can show the current bullet in the
Est. They include arrows, pointing
hands, checkmarks, keys, and stars.
One very useful transition effect adjusts the way a new bullet comes onto
a slide. Bullets can enter from left,
from right, from top, from bottom, or
randomly, and you can adjust the
speed with which they "fly" onto the
slide. You can change these effects for
each slide. An effective use of this tool
might be to have all bullets enter from
the left until the presenter gets to the
main points, then have the bullets fly
onto the screen from the top or bottom.
Slide shows can be printed out in
various ways ranging from one slide
per page to 16 slides per page. likewise, audience handouts can be printed with lines for notetaking printed under the slides. As a preparer, you also
can enter speaker notes, which then
can be printed under the slides.
COMPEL permits sound, video,
and animation to be incorporated into
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California State University
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Circle No. 58

RISKPAC
iskPAC is a software package
from Computer Security Consultants, Inc., that supports decision
analysis for assessing risks, primarily
of computer security and systems. The
functionality of the software is such,
however, that its use can be extended
to support decision making in a much
wider arena than just this area.
The software is easy to install and
occupies about 7MB on the hard drive,
although LOMB are recommended. At
present, RiskPAC does not support the
use of a mouse.
The evaluation software comes with
17 standard questionnaires, which are
used to gather data for input to the risk
assessment model. Questionnaires
can be aggregated it for example, you
have chosen to assess risks using input
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from a number of different persons.
The results are combined to give an
overall risk rating.
The questionnaires cover a variety
of environments and business categories, including manufacturing, banking, insurance, and the public sector.
Additional questionnaires address topics such as disaster recovery planning,
end -user processing, telecommunications, and even where to locate a business. The location questionnaire demonstrates how the software can be
used for decision support issues that
perhaps have nothing whatsoever to
do with computing.
I would have liked the standard
questionnaires to have covered client /server processing issues in more
detail, as the existing questions really
cover broader risk areas only. This addition would add value to the package,
as these issues become increasingly
important in today's business world.
The RiskPAC System Manager software gives you the capability to develop your own questionnaires and risk
profiles. I found it quite difficult to
grasp how to do this, particularly assigning risk scores to each question.
This process can be complex, particularly if the questions need to provide
for either/or branching. Nevertheless,
once a user grasps the approach, he or
she can use the software as a powerful
way of addressing risk assessments
and helping with decision making
when some independent quantification
is desired. Also, when a consensus
opinion is necessary, the software will
help combine disparate views that
might cause conflict.
After completing a survey, you can
output reports of the results or export
your data as a comma delimited text
file for use in your favorite spreadsheet
or word processor. The standard reports provided include:
• Reports of questions, answers, and
notes in a survey (including the risk
scores if run from the RiskPAC System Manager);
• Risk profiles, a report of numeric
risks by risk category such as environmental, asset value, and so on;
• A risk summary, an overview of risk
categories selected, in descending
risk order;
• Standards reports, essentially a report of the rules or policies established that are associated with specific questions (e.g., that an audit
trail should exist for key transactions, reflecting who originated the
transaction and when).

[ambers

shows. The package comes with a few
sound clips, video clips, and animated
clip art and the drivers necessary to
make use of them on properly
equipped computers. To make full use
of these features, the object computer
must have a CD -ROM player, a sound
board, a fast processor, and ample
available memory.
COMPEL is a powerful, flexible, relatively easy -to-use presentation package. Standard templates and slide formats enable experienced users to
produce an interesting show in a relatively short time. The flexibility of the
transition tools, text capabilities, and
graphics features gives preparers
many opportunities to create eye catching presentations.
Shows produced using COMPEL
can be copied onto floppy diskettes and
distributed to users who do not have
COMPEL on their computers. Socalled "runtime" files can be copied
with the show files so that any user
who runs Windows can view the show
at any time as often as desired. This
electronic handout approach can be a
valuable additional feature to enhance
presentations.
COMPEL has a list price of $295
and a "competitive upgrade" (from other presentation graphics packages)
price of $99. Asymetrix can be reached
at 110 -110th Avenue N.E., Suite 700,
Bellevue, WA 98004. The sales telephone number is 800 - 448.6543.

CMA
REVIEW
Our 70 -hour video course is
complete, up -to -date, and ready
to prepare you for the CMA
Exam. Workbooks included.

Call 1 -800- 272 -0707
for information or
sample video
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One useful feature of these reports
is that they can include specific standards or requirements that are triggered if the answers to the question
take the risk over a predetermined
threshold.
The package also provides an annualized loss exposure (ALE) calculation,
which determines the probable annual
loss from a specific risk, apparently in
conformity with the model described
in Federal Information Processing
Standards (FIPS) Publication 65, the
Guideline for Automatic Data Processing Analysis. This calculation could be

useful for determining appropriate insurance coverage for the business area
or as input for risk management
evaluation.
For obvious reasons, the software
allows for encryption of questionnaires. The manual does not specify
the method of encryption used. You also can protect access to the RiskPAC
software itself with passwords.
Overall, RiskPAC does a good job
of supporting risk assessment or decision making, which can be used in
almost any area of business. The
standard reports and questions will
meet most users' needs adequately,
but the package offers the power and
flexibility to tailor it to support almost
any risk assessment or decision making requirement. If you are
searching for a formal risk assessment platform, this one may be worth
a look.
A single copy of RiskPAC is priced
at $9,000. For more information contact Computer Security Consultants,
Inc., 590 Danbury Road, Ridgefield,
CT 06877; (800) 925 -2724.
Richard Lowther
Prospect, Kentucky
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TRENDS
IN MANAGEMENT
ACCOUNTING

RESEARCH
JULIAN M. FREEDMAN, CMA,
EDITOR

CAM-IHOLDSMEETING
1MM -1 (Consortium for Advanced
Manufacturing-International)
held its quarterly meeting in Seattle, August 29-31. The theme of the
session, as reported by Bob Thames of
Arthur Andersen & Co., was "Cost
Management —It's Not Just About
Cost."
More than 60 sponsors and guests
were treated to a tour of the Boeing facility at Everett, Washington, where
the 747 and new 777 aircraft are manufactured. The 1994 Robert A. Bon sack Award for Distinguished Contribution in the Advancement of Cost
Management was given to John Dutton
of Boeing, who is also chairman of the
Target Costing Interest Group.
Vernon Hughes ( Kenco Engineering) and Dr. James Mackey (California
State University at Sacramento) presented "Decision- Focused Costing," a
report on a reengineering initiative at
Kenco, a manufacturer of tungsten -impregnated steel cutting edges for earth
moving and abrasive equipment. The
company's efforts eventually resulted
in headcount reductions of 50%, lead time reductions of eight weeks to eight
days, and defect reductions from one
in four to less than one per week. .
Dr. Eric Noreen (University of
Washington) presented "The Theory
of Constraints and Its Implications for
Management Accounting." Twenty
small (fewer than 100 employees)
manufacturers, five in Europe and 15
in the United States, participated in the
study. The core idea of the Theory of
Constraints (TOC) is that every system must have at least one constraint,
66

a factor that limits the system from getting more of whatever it strives for,
such as infinite profits in the case of a
profit - making enterprise. Many of the
managers interviewed related that use
of TOC contributed to dramatic initial
improvements in key performance indicators and a perception that their operations were more controllable when
they knew where to focus attention.
(The IMA has just published a book
by Eric Noreen with the same title, catalog #94300. It can be ordered for $25
(minus member and academic discounts) from IMA Special Orders Department, (800) 638 -4427, ext. 278; fax
(201) 573 - 9507.)
Dr. Robert A. Howell (Howell Management Corporation and New York
University) presented "Modern Cost
Management, Japanese Style." A fair
amount of research is going on in the
United States regarding Japanese cost
management, regarded as global best
practices by Howell. He has led six
study missions to Japan to facilitate exchange of information, as noted in the
Trends column of MANAGEMENT ACCOUNTING(8I September 1994.
Dr. James Jordan, CAM -I, provided
a future vision of 21st - century manufacturing in "Next Generation Manufacturing Enterprises (NGME)." Today's hierarchical manufacturing
enterprises will be replaced by virtual
lowest -cost enterprises flexible
enough to accommodate rapid change
and able to produce small quantities of
specific and perfect customer -driven
products. The successful NGME will
require support processes in terms of
strategy, integrated performance measures, finance and resource allocation,
information, and people who can deal
with dynamic, value -based management scenarios.
For information on upcoming CAM I meetings, contact Peter Zampino,
CAM -I director of advanced management programs, (817) 860 -1654.

NEW BOOKS
he Financial and Management
Accounting Committee (FMAC)
and the International Federation
of Accountants (IFAC) has published
A View ofTomorrow: Management Accounting in the Year 2004, and Articles
of Merit: 1994 Competition.
In the first book, authors from a
number of countries describe their
"view of tomorrow." The 11 articles
give an idea of what may be in store for
management accountants in the next

decade. Rather than try to find a place
to hide, management accountants will
need to be positioned to make a strong
contribution to the success of their employers in a rapidly changing world.
Thomas Klammer (University of
North Texas) contributed "Management Accounting in 2004: A View
Through a Fuzzy Looking Glass," for
the United States.
Articles ofMerit contains 10 noteworthy articles published in IFAC
member -body journals, among them
the 1994 competition winner of the
FMAC Article Award for Distinguished Contribution to Management
Accounting. From France, it is titled
"Activity -Based Costing: A Call for a
French Approach," by Pierre M6vellec. Two of the 10 articles were originally published in MANAGEMENT AG
COUNTING&
The FMAC Award program is an annual competition. The deadline for submission of nominations for the 1995
competition covering articles published in 1994 is May 31, 1995. Nomination procedures can be obtained
from FMAC, 850 -120 King St. West, PO
Box 176, Hamilton, Ontario L8N 3C3
Canada; (905) 525 -1034.
The two books can be ordered for
$20 each from The International Federation of Accountants, 114 W. 47th St.,
Suite 2410, New York, NY 10036; (212)
302 -5952; fax (212) 302 -5964.
Total Quality Accounting, by Michael D. Woods, was designed to help
bring line managers and accountants
together to create a total quality accounting process. The author offers
proven techniques and step -by -step
guidelines on integrating total quality
practices with cost accounting and activity-based costing techniques. The
book (Wiley 15) can be ordered for
$55.00 (no discount) from the IMA
Special Orders Department, (800) 6384427, ext. 569.
Materials published by the ICMA,
including the Question & Answer
books, should now be ordered from
the Special Orders Department.
The Committee of Sponsoring Organizations of the Treadway Commission (COSO) has issued Internal Control: Integrated Framework in a new,
two - volume edition. It contains all the
information from the original four -volume edition —the Executive Summary
and the volumes on Framework, Reporting to External Parties, and Evaluation Tools. Plus, this new edition
contains the Addendum to Reporting
to External Parties. It is available
for $25 from the IMA Special Orders
MANAGEMENT ACCOUNTING/DECEMBER 1994

Department (no discount). Ask for
COS0 -1.
The American Lawyers Quarterly
has published a 16 -page pamphlet titled Legal Aspects of Collecting an Account Receivable. Written for nonattorney personnel, it is available free from
The American Lawyers Quarterly, 853
Westpoint Parkway, Suite 710, Cleveland, OH 44145, (800) 843 -4000; att.
Tom Hamilton.
Julian M. Freedman, CMA, CPA,
CPIM, is director, IMA research.

MANAGEMENT
ACCOUNTINGPRACTICES
LOUISBISGAY,CPA,EDITOR

"JENKINS" COMMITTEE
REPORTPUBLISHED
fter three years of research into
the financial reporting needs of
investors and creditors, the Special Committee on Financial Reporting
of the American Institute of CPAs released its final report containing recommendations aimed at improving the
relevance and usefulness of U.S. business reporting. Often referred to as
the Jenkins Committee, after its chairman, Edmund L. Jenkins, partner, Arthur Andersen, the Special Committee
makes recommendations in the report, Improving Business Reporting--a
Customer Focus: Meeting the Information Needs oflnvestors and Creditors, re-

garding ways to improve and enhance
business reporting, the types of information companies could provide at a
reasonable cost, and the extent to
which auditors should report on the
various elements of that information.
The Committee designed and illustrated a comprehensive model that includes 10 elements within five broad
categories of information designed to
fit the decision processes users employ to make projections, value companies, or assess the prospect of loan repayment. The five broad categories of
information are financial and nonfinancial data; management's analysis of the
financial and nonfinancial data; forward- looking information; information
about management and shareholders;
and background about the company.
The Committee is not a standard setting body. It offers its recommendations for the consideration of those
who have an interest in furthering the
cost - effective quality of business reMANAGEMENT ACCOUNTING /DECEMBER 1994

porting. An Executive Summary of the
report may be ordered from the
AICPA Order Department at (800)
862 -4272 (Department #1), Product
No. 019305; Fax (800) 362 -5066, or by
writing to AICPA Order Department,
P.O. Box 2209,Jersey City, NJ 073032209.A comprehensive report, Product No. 019303, also is available.

PANELREPORTSONAUDITOR
INDEPENDENCE
s a result of various expressions
of criticism leveled at the public
accounting profession that, in
substance, question the independence
and objectivity of external auditors, the
Public Oversight Board (POB) appointed an Advisory Panel on Auditor
Independence to assess the dimensions of the problem and to recommend steps to bolster the professionalism of the independent auditor and to
assess the working relationships
among the profession, the SEC, and
the FASB. Donald Kirk, a charter
member of the FASB and now a faculty
member of Columbia University Graduate School of Business, was appointed chairman of the Advisory Panel,
which included also George Anderson,
former AICPA chairman, and Ralph
Saul, formerly president of the American Stock Exchange and currently a director and audit committee member of
several companies. After six months of
investigation embracing many interviews and reviews of written submissions, the Advisory Panel issued its report to the POB, an independent,
private sector body that monitors and
reports on the self- regulatory programs and activities of the SEC Practice Section of the AICPA. The POB endorsed the report and urges that its
conclusions be heeded.
The Advisory Panel concluded that,
while there is no need for additonal
rules, regulations, or legislation relating to auditor independence, there are
important steps that should be taken to
strengthen independent auditors' professionalism, such as:
• The auditing profession should
look to the board of directors as the
audit client, not corporate management; interface with the audit committee should be expanded.
• Independent auditors must express
their views to the board of directors
and its audit committee on the appropriateness of the accounting
principles used or proposed, the

clarity of the company's financial
disclosures, and the degree of aggressiveness or conservatism of the
company's accounting principles
and underlying estimates.
IN The public accounting profession,
the standard setters, and the SEC
must have more cooperative, less
adversarial relationships.
■ The SEC should take the lead in
helping the profession reduce exposure to unwarranted litigation.
For a copy of the POB report, call
the Board at (203) 353.5300 or write to
Public Oversight Board, One Station
Place, Stamford, CT06902.

FASBREQUIRESDISCLOSURES
ABOUTDERIVATIVES
osses from involvements with derivative financial instruments
have, in recent months, received
a good deal of publicity. As a step in the
direction of responding to widespread
expressions of concern about derivatives, the FASB issued Statement No.
119,"Disclosure about Derivative Financial Instruments and Fair Value of
Financial Instruments." SFAS 119 expands on and amends related earlier
Statements No. 105 and 107.
Statement 119 requires disclsoures
about amounts, nature, and terms of
derivative financial instruments that,
because they do not result in off -balance -sheet risk of accounting loss, are
not subject to Statement 105. For derivatives held for trading purposes, the
new Statement requires disclosure of
average fair value and of net trading
gains or losses. For entities that hold
or issue derivatives for purposes other
than trading, it requires disclosure
about those purposes and about how
the instruments are reported in financial statements. For entities that account for derivatives as hedges of anticipated transactions, it requires
disclosure about the anticipated transactions, the classes of instruments
used to hedge those transactions, the
amounts of hedging gains or losses deferred, and the transactions or other
events that result in recognition of the
deferred gains or losses in earnings.
The Statement is effective for calendar year -end 1994,except for companies having less than $150 million in total assets, in which case the effective
date is one year later.
Louis Bisgay, CPA, is director, Management Accounting Practices.
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CMAVIEWS
HENRYW.WEEKS,CMA, EDITOR

his month we begin a new column, "CMA Views." The focus of
the first column is on education,
but not just for CMAs. The IMA serves
you by delivering and sponsoring educational opportunities that meet your
career development goals and that add
value to your employer. Continuing
Professional Education (CPE) opportunities are available in many forms
and methods of delivery and within
price ranges that every member can afford. All you have to do is select the
topic and the delivery method that
suits you. Here is an overview.
INDEPENDENT STUDY(FOR
INDIVIDUAL OR GROUP)

These courses and materials have
been developed to provide low -cost,
timely, and convenient Continuing Professional Education. Your home or office provides the setting for your learning experience. In this category are:
Accounting Education Associates

(AEA) ,(800) 443.8248, ext. 1040. Read
MA N A G E M E N T ACCOUNTING®maga
zine and earn up to six CPE hours per
quarterly exam. Each exam consists of
multiple choice questions. When ordering, request the special $26 rate for
IMA members.
IMA's Career Development Catalog
of Self -Study Courses,(800) 621 -0043; in
New York call (914) 428 -0180. Courses
range from four to 16 CPE hours.
Costs range from $59.95 to $149.95.
Topics include cost management,
ABC, managing data or the accounting
department, taxation, and more.
GROUPSTUDY
Financial Management Network,

(800) 621 -0043; in New York call (914)
428-0180. Video programming covers
current and emerging management
M

accounting and financial management
issues. Earn up to 48 CPE hours. Available monthly by subscription.

STUDYING FORTHE
CMA EXAMINATION

CONFERENCES, SEMINARS,
WORKSHOPS

ow do candidates prepare for
the Certified Management Accountant exam? To find out, the
CMA Review Programs Subcommittee, with the cooperation of the Institute of Certified Management Accountants, surveyed candidates after they
took the June 1992 examination. All
3,718 exam takers received a mail
questionnaire that asked how they
studied, what study materials they
used, how helpful they found those materials, and their consequential success rate on the exam. The questionnaire also allowed a space for any
additional comments not covered specifically by the questions.
A total of 1,809 questionnaires was
returned for a response rate of 49 %. Because many questions could have
more than one response (candidates
used more than one type of review material), the tables presented below often total to greater than the total number of questionnaires returned.
Table 1 shows the perceived usefulness of review materials. One -half of
the respondents evaluated the CMA
review materials as being very helpful.
Approximately 90% of the respondents
indicated that the chosen review materials were of some benefit. The re-

These courses are developed to
help financial decision makers meet
the challenges they encounter in today's dynamic business environment.
Sample topics include "Reengineering
the Finance Function," `Total Quality
Management," "Process Mapping and
Analysis," and "Performance Measurement." Technical programs cover
SEC and FASB updates, ISO 9000, and
other topics. In this category are:
Regional Education Assistance Program(REAP), (800) 6384427, contact

your regional manager. These one -day
courses are sponsored by IMA councils at convenient locations. They represent an educational value due to the
experienced instructors and high -quality reference materials provided.
Chapter and Council Meetings/Programs, held monthly, provide profes-

sional and educational opportunities to
members and the business community. Topics are responsive to regional
needs. CPE credit may be offered
through the local sponsor. Available at
more than 300 locations. Call your local chapter for details.
Conferences, Seminars, and Work-

shops, (800) 638 -4427, ext. 229. One- to
three -day programs are provided on
emerging topics and trends. Programs
are held at major locations around the
country and are presented by recognized leaders.
InHouse Programs, (800) 638.4427,
ext. 213. Programs are delivered onsite to meet an organization's need to
balance the benefits of training and
education with the costs of travel and
downtime of sending personnel to
open enrollment programs. All live
IMA courses can be delivered at your

Very Helpful

1,309

Somewhat Helpful

1,046

Not Helpful

252
i

CPEOPPORTUNITIES

company's location.
Whether the programs are for entry
level or executive overview, IMA offers many convenient ways for members to earn CPE. All products offer
high- quality, cost - effective opportunities that are National Association of
State Boards of Accountancy registered when offered by IMA at the national level. Can you afford to ignore
your personal development and the
value -added benefit to your employer?
For more information on earning CPE,
please call the Continuing Education
Division at (800) 638 -4427.

F/A
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ercent of candidates who passed all parts they sat for

42.56%
—

—

verall percent of parts passed versus parts taken

sponses indicated no significant differences in the perceived benefit between the type of review materials selected, which would seem to indicate
that the vendors were preparing quality products and that the respondents
were able to match themselves to the
appropriate products for their preparation needs.
Table 2 indicates the number of
parts passed on the June 1992 exam
based on the perceived usefulness of
review materials. Analysis of this information shows that as the candidates
experienced increased success, the
percentage of those who felt the review materials were helpful increased.
Even if candidates did not pass any
parts, however, there was a high degree of perceived preparation benefit.
Table 3 shows the number of parts
passed versus the number of parts taken across all review materials. Candidates passed about 55% of the parts
they took. This figure is highly significant because the CMA weighted average pass rate for the June 1992 exam
was 39%, which indicates that survey
participants on average were the more
successful candidates. In addition, approximately 43% of the respondents in-

dicated that they passed all the parts
for which they sat.
The survey also analyzed the pass
rate data by type of study method. Table 4 shows these results and indicates that the method by which a candidate studied had a significant impact
on his or her pass rate. Company- and
IMA- sponsored CMA review courses
had the highest success rate, which
could be due to the level of support
from the chapter or employer in the
way of review materials, quality instruction, recognition in promotion
and evaluation process, and the like.
The formal sponsored review course
results in higher passage rates than
the same review materials candidates
used without the formal process. Yet
the sponsored programs also are the
least used of the review processes.
This finding indicates a great opportunity for employers and IMA chapters.
All these comments support the general conclusion of this study that the
probability of passing the CMA exam
is improved by a structured formal review coupled with employer and /or
IMA chapter sponsorship.
Candidates wrote comments on 492
surveys. The successful candidates

9Study Method

s

Taken This Examination
Number of
One Two Three Four Overall Parts Taken Patten

Individual
Self -Study
Informal
Group Study

79% 51%

65% 49%

56%

3,614

74%

100

38

38

36

39

119

2

Review Course
94
Employer
Sponsored
Review Course 100
Other Formal
73
Review Course
Overall P4§&_Bate. 8.0

75

63

57

70

256

5

59

67

62

64

256

53

63

48
50

55
57

64
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IMA Chapter

619
4.

13

5524%

share the pride of a "job well done."
The partially successful or unsuccessful candidates said the CMA exam
tested their knowledge fairly but that
they underestimated its challenges
and complexity. Most candidates
praised the scope of this exam, which
tests areas that are important to a
manager: economics, finance, management, accounting, and information
systems. A number of candidates
pointed out that an MBA degree
was excellent preparation for the CMA
exam.
Candidates also emphasized proper
study habits such as:
• Self- discipline and a personal commitment to achieve their goals.
• Up-to -date and comprehensive
study materials (including printed,
computer, audio, and video) to improve comprehension and retain
interest.
• Organized learning that included
sufficient time, proper allocation of
time on subjects based on prior
knowledge, working the problems
with no shortcuts, and review and
self - testing.
• Test - taking skills and exam strategies.
Candidates' comments support the
general conclusion of this study that
the probability of passing the CMA examination is improved by a structured
formal review coupled with an employer- sponsored effort.
■
The CMA survey report was written by
Carl S. Smith, CMA, CPA, associate
Professor of accounting; Harriet F. Raney, CMA, CPA, assistant professorofaecounting; and Paul H. Mihalek, CPA,
assistant professor of accounting at the
University of Hartford in West Hartford,
Conn. Professor Smith is chair of the
IMA Education Committee.
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We'll TAI l You...
Then Reduce It.
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F reight P ayment
Po st Audit
Carrier Selection
Rate Nego tiatio n
W areho us ing
Traffic Integratio n
Imp ort / Expo rt
Duty Dr awb ac k

HELP
WANTED

BUSINESS
OPPORTUNITIES

BUSINESS
OPPORTUNITIES

F- O- R- T -U -N -E of Columbia is
an authority in the placement of
Manufacturing Management Accounting professionals nationwide. We conduct searches for
CFO, VP Finance, Controller and
Cost Manager positions in the
$40,000 - $150,000 range. To discuss our current opportunities,
call (803) 788.8877. You may fax
your resume to (803) 788 -1509 or
mail to:

THIS IS NOT AJOB OFFER.
THIS IS A CAREER OFFER.
Start your own practice with extensive training in marketing, client processing and practice management systems, Plus unique,
proprietary client write -up software and network of colleagues.

OVERHEAD EXPENSE
REDUCTION
Start Your Own Consulting

F- O- R- T -U•N -E Personnel
Consultants of Columbia, Inc.
P.O, Box 23728, Dept. MA
Columbia, SC 29224
Our client companies

COMPREHENSIVE®
The Accounting Network
1 -800- 323 -9000

SPECIAL OFFER
Fifty appointments with prospective clients to help you get established. Financing available.

Practice
Our extensive training provides
you with a proven system of qualifying, marketing, and delivering
cos t conta inme nt e nga geme nts
on a RISK FREE, CONTINGENCY basis to clients in all industries. Unlimited market. Our repre se nta tion ha s s a ve d c lie nts
hundreds of thousands of dollars
annually.
COST CONTAINMENT
SOLUT IONS, INC .
(502) 429 -5011

pay o ur fees .

a.fw

AFS LOCIMCS, INC.

arusi. rowron • Hnr onr •urnr xacw •.u.,rtA
vnsra sKeu • avw+orno• us.

Contract Paul Jarratlat: 1000 BOB -2111
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SOFTWARE
Swiss Bank Corporation
Job posting:
MANAGERIAL
ACCOUNTANT
Multinational banking corporation seeks MBA or CMA for immediate employment at downtown Manhattan location.
The ideal candidate will have the
following qualifications:
• Minimum 3 -5 years of management accounting experience.
• Background in information
technology administration.
• Must be able to perform analyses and make presentations
using Excel, Power Point, and
Word for Windows.
• Experience in applications of
Access Database is a plus.
Please fax cover letter and resume to the Finance and Business Administration manager
at (212) 574 -5040. No phone
calls please.
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ABC /ABM SOFTWARE

Corporate
Photography
• Executive portraiture
• On -site photography
• Product photography
• Illustrative photography
• Industrial photography
for

Advertising
Annual reports
Trade shows
Trade publications
In -house publications
Archives
Public Relations

Activity AnalyzerTy for Windows.
Integrated activity, process and
product costing for manufacturing and service industries. Lets
you create processes, activities,
cost drivers, performance measures and attributes for multidimensional activity and process
analysis.
Le a d Softwa re, Inc .
158 Greenfield Drive
Bloomingdale, IL 60108
(708) 351 -5155
*

x

x

x

BUSINESS ACQUISITION
SOFTWARE

Corporate Photography Direct

Join the hundreds of M&A professionals using the all new
BUY -OUT PLAN software system ...the FAST, ACCURATE &
PROFESSIONAL way to analyze,
value, price, structure and finance and document acquisitions. NO RISK 30 Day Trial.

(212) 242 -2000

MONEYSOFT 800 -966 -7797

As seen monthly on the cover of
Management Accounting Maclazin
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Reach hundreds
of thousands of
corporate
accountants with
your product or
service.
Callouradvertisingrepresentatives:
PeterMcGrathorJimHart
ManagementAccounting
10ParagonDrive,
Montvale,NJ07645-1760
Tel:1-800-638-4427;
FAX#(201)573-0639

Copy: All advertising must be submitted in
typewritten, double- spaced form. No telephone orders accepted. Copy may be faxed
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THE MORAL
DIMENSION OF
COMPETITIVENESS
Printed with permission of the Ethics Resource Center, Inc., Washington, D.C.
BY C.J. "PETE" SILAS
oday, America is again headed
toward a rendezvous with destiny. Only now, the contest is economic. Various theories have been offered to explain how we got into this
fix. And various proposals have been
suggested for getting us out. But even
if we were to adopt all of these, we
would still be overlooking the heart of
the problem. I call it "the moral dimension of competitiveness."
What America lacks today is not
just investment capital —it is character. We don't need a new industrial
policy. We need more backbone. In
his book The Decline and Fall of the
Roman Empire, historian Edward Gibbon identified moral decline as the
real culprit behind Rome's collapse. In
America today, we don't have far to
look to find evidence for Gibbon's thesis: our crime rate is appalling; sexually- transmitted diseases are driving
health-care costs into the stratosphere; our children spend more time
watching television than they do in
school. From Wall Street to Main
Street and from Congress to the county courthouse, many of our most
prominent and respected citizens are
getting caught cutting ethical corners
too closely.
For a generation, scandal has been
a national preoccupation: Watergate,
Iran- Contra, the savings- and -loan fiasco. Fifty years ago, America's teachers were polled to identify the most
serious problems they faced in the
72

classroom: "Chewing gum in class"
and "tardiness" came in at the top of
the list. Today's list of teacher concerns starts with guns and pregnancy.
Most executives are moral and ethical. Their faces will never appear on
the cover of Time or Business Week associated with some new scandal. And
yet, ethical people are still likely to
lose sleep over moral dilemmas during their careers. The moral challenge imposed on them by a corporate culture can be subtle. The road to
criminal behavior can easily be paved
with good intentions. Consider these
three actual cases:
• First, the plant manager at a glass
container plant in Gulfport, Miss.,
was found to have inflated the value of his plant's production by 33
percent. When asked to explain, he
confessed that he was afraid the
company would close this aging
plant, throwing him and 300 other
employees out of work.
• In the second case, managers at a
major auto plant were caught performing unauthorized maintenance
on engines undergoing federal certification tests. They wanted to
make sure the engines would pass
government emissions standards.
When asked "Why ?," these managers reported that senior management "p u t the squeeze on them" to
get the engines certified.
• My third example comes from another automaker's truck plant in
Flint, Mich. Three managers had
installed a hidden control box in a
supervisor's office. The box allowed them to secretly speed up
the assembly line to meet the production quota set for them by senior management.
It's a lot harder to resist temptation
when honesty and integrity could
mean the end of your job, your company, even your town. And yet, people
in top management positions need to
realize that their decisions can foster
sloppy morality. We tell managers to
"improve productivity, but take no
shortcuts." Or we tell them to "cut
costs, but don't shortchange the customer." Objectives like these may be
worthwhile, even necessary. But
when you issue orders to subordinates, make sure they have the tools
and resources to achieve these goals,
ethically.
The Real Tragedy
The real tragedy of examples like

these is not that people get caught
and have their careers ruined. The
real tragedy occurs when people are
not caught. Because that means the
company —or the school or professional enterprise —has a false sense of
how well it is actually doing. Its declining competitiveness or lack of
quality remain invisible to senior management. Problems that could be resolved easily early on get worse and
worse, like termites in the woodwork.
Then, when your company steams into its "Coral Sea," you will sink before
your competitors open fire.
The examples I have cited all involve clearly immoral or even illegal
behavior. But there is another category of moral decision which is even
more difficult to deal with. Business
decisions have social consequences.
Closing a plant can destroy a community. But operating an obsolete plant
can cause environmental pollution.
Failure to deal fairly with both sides
of this tough issue can cost a company dearly. By ignoring the social dimensions of our decisions, we run the
risk of losing the power to make our
own decisions. If we are not careful,
the regulators, lawyers and politicians
will take over.
Again, the most serious consequences for the nation will not be the
immediate concerns at hand —the declining town or polluted river. The
most serious consequence will be to
our national competitiveness. When
business acts on the premise that "if
it's not illegal, it must be ethical," politicians will respond by piling on new
laws and regulations. If we don't act
ethically in those areas where the
choices are up to us, we may lose the
right to choose altogether. American
business will find itself even more
snarled in red tape and regulation
than we are already.
Ethics goes beyond what we learn
in synagogue, temple, or Sunday
school. It is about more than keeping
the Ten Commandments in our private lives. What we are all called
upon to do, whatever professional
field we have chosen, is to make ethics the heart of every decision we
make, from the boardroom to the
mailroom.
■
C.J. "Pete" Silas, who recently retired
from his position as chairman and CEO
ofPhillips Petroleum Company, joined
the Ethics Resource Center Board ofDirectorsin 1986 and served as chairman
from 1989 -93.
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When it comes to hiring, salary data is a
-ritical part of the overall picture.
That's why you'll appreciate the 1995
Robert Hat and Accountemps' Salary Guide.
The publication, which thousands of companies rely up on for the most accurate
information, provides a comprehensive
overview of salaries for key accounting,
finance, information technology and banking positions.
Plus, new this year, the Guide details
regional hiring conditions — with
specific information on what skills are
hard to find, which industries are hiring
and local factors impacting salaries in
your region.
To obtain this FREE Salary Guide,
call your local Robert Half and
Accountemps office at 1- 800 - 803 -8367.
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