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Editor’s Notes Precise stargazing, and the 
imperfect art of accounting

From atop the second highest peak 
of the Santa Rita Range which lifts 
through Arizona near the Mexican 
border six mirrors will point into the 
deep skies tonight and, if the night is 
clear, each of the six mirrors will 
reflect its separate image of the chosen 
star. Celestial twinkling caught by the 
mirrors of the new Mt. Hopkins 
telescope will be focused from each of 
the six reflections into a single image 
through an electronic control system 
that uses smaller movable mirrors, 
lasers, and on-line computers. The 
compound eye of the MMT, or Multi
ple Mirror Telescope, is an ingenious 
method of looking at an object that is 
too distant to be seen by one large 
telescope, or at least by a telescope 
whose enormous lens weighs so much 
that one additional inch of diameter 
would cause it to fall in upon itself of 
its own weight. Multiple mirrors 
enlarged the reflecting field but pre
sented problems of realignment 
whenever the telescope changed posi
tion, or when heat variations within 
the observing chamber caused minute 
changes in the mounting angles. The 
MMT became a practical instrument 
only after development of a sophisti
cated guidance system that realigns 
each of the artificial star reflections 
into one common focus.

Can any committee of six persons 
focus six impressions of a problem into 
one clear image? When replacement, 
or current, cost is endorsed for sup
plemental financial statements by 
some industries, while others prefer 
constant dollar reporting, can any 
common procedure evolve for bank
ing, the forest products industry, in
surance, mining, oil and gas, and real 
estate interests?

It comes to mind that the accounting 
profession whose problems, unfor
tunately, are neither distant or 
obscure, would be marvelously advan
taged by a device that could align sep
arate points of view into one indisput
2/The Woman CPA

able picture. There is no denying that 
well tempered judgment, however 
deliberate, is better than the pragmat
ism of the despot, or the tunnel vision 
of the fanatic, but wouldn’t it be won
derful if some mental equivalent of 
movable mirrors, and lasers, and on
line computers could, after all the 
reasonable discussion is over, collect 
the cogencies and blend them?

Such is the intent of the Financial 
Accounting Standards Board, of 
course, with its composite membership 
from backgrounds of business, 
government and accounting. The 
multiple mirror idea is furthered by 
the Financial Accounting Standards 
Advisory Council. Instead of six 
reflectors like the Mt. Hopkins 
telescope, the combined vision of 
Board and Council reflects forty-four 
points of view but as yet nobody has 
devised mirror, or laser, or on-line 
computer to automatically focus that 
collection of knowledge into an image 
of common truth.

Visions of activity appropriate to 
accountants are as myriad as points of 
light in the Milky Way. Each observer 
sees the light cluster according to a 
specific point of observation and ac
cording to the degree of acuity avail
able. We have on one hillside, so to 
speak, the Securities and Exchange 
Commission reporting every observa
tion in an authoritarian way. From 
another promontory the accountants 
themselves describe the view, with 
some obvious straining for accord. On 
yet another series of platforms client 
groups report sightings that can be as 
far apart as the North Star and 
Southern Cross. Then from atop 
Capitol Dome the Congress of the 
United States makes solemn scrutiny as 
prelude to magisterial announcement.

To clear some of the haze the profes
sion began, on July 1, to give formal 
definition to the clientele of the level 
of accountant assurance for each 
engagement with non-public com

panies not requesting audit. Clients are 
advised of the exact services that will 
be performed at the compilation, or 
lower, level and at the higher level 
known as the review. If definition of 
compilation and review lacks the 
sophistication of multiple mirrors and 
lasers and computers, it compensates 
with the charm of simplicity. Each par
ty to the accounting engagement will 
know what the other has in mind. The 
July issue of The Woman CPA pre
sents two articles relating to this new 
procedure prescribed by the Account
ing and Review Service Committee of 
the AICPA.

One of the most controversial views 
of accounting activity concerns man
agement advisory services (MAS), a 
lucrative field that has become ex
ceedingly attractive. Business has 
tacitly approved MAS by public 
accounting firms by placing Arthur 
Andersen & Co. third from the top in 
1978 dollar billings as management 
consultants. Coopers & Lybrand come 
next in the billing hierarchy, followed 
closely by four more Big Eight firms.

Seen from another point of view, 
when accountants advise management 
and then audit the fruits of manage
ment decision, some independence 
must be forfeited. The public oversight 
board of the SEC practice section of 
AICPA counsels the profession to be 
very circumspect in MAS activities, 
while simultaneously demonstrating to 
clients that potential benefits from 
MAS can outweigh any impairment of 
auditor objectivity. Meanwhile Sena
tor Thomas F. Eagleton (D-Mo.) con
demns combination of MAS with 
auditing functions and has reminded 
the profession that the Metcalf sub
committee’s proposals for self-regula
tion will be reinforced by stronger 
alternatives if accountants fail to put 
their house in order. Disparate points 
of view. In this issue we present a dis
cussion of MAS so that our readers 
may appraise the controversy.

As Americans we have a cultural in
clination to tolerate various view
points but as accountants we might, 
once in a while, yearn to wish upon a 
star for some ingenious focusing 
device that would bring the separate 
sightings into one clear view.



Compilation and Review

A New Concept of Accounting Services

By Carol S. DeHaven and Donald L. DeHaven

In the early 1970’s, the increasing 
complexity of financial reporting re
quirements led many accountants to 
conclude that separate standards and 
procedures should be developed for 
some businesses. The Accounting 
Standards Division of the American 
Institute of Certified Public Accoun
tants responded to this concern, in 
part, by undertaking a study of the ap
plication of generally accepted ac
counting principles to smaller and/or 
closely-held businesses. Among the 
recommendations from their study was 
that the unaudited report, especially 
the “internal use only” disclaimer, be 
reconsidered.

The AICPA subsequently estab
lished the Accounting and Review 
Services Committee to reconsider all 
aspects of AICPA pronouncements 
regarding a CPA’s association with 
unaudited financial statements. In 
1977, the committee was designated a 
senior technical committee with 
authority to develop standards of re
porting on accounting and review 
services that a CPA may render in con
nection with unaudited statements of 
nonpublic entities.1

One result of this designation was to 
structurally divide the authority for 
standard setting relating to unaudited 
statements between two committees: 
the Accounting and Review Services 
Committee for nonpublic entities and 
the Auditing Standards Executive 
Committee for public entities. To 
achieve this transfer of standard-set
ting authority, certain portions of 
Statements on Auditing Standards 
(SASs) affecting nonpublic entities will 
be superseded as standards are issued 

by the Accounting and Review Serv
ices Committee.

It should be noted that the authority 
for establishing accounting principles, 
including financial statement dis
closure requirements, remains with the 
Financial Accounting Standards 
Board. The FASB has devoted some 
attention to the concerns of nonpublic 
entities, as evidenced by its adoption 
of FASB No. 21. Statement No. 21 sus
pends earnings per share and segment 
information reporting requirements 
for nonpublic enterprises.

SSARS No. 1
Pronouncements of the Accounting 

and Review Services Committee are 
known as Statesments on Standards for 
Accounting and Review Services, 
hence the acronym SSARS. The first 
statement issued by the committee, 
“Compilation and Review of Financial 
Statements,” is intended to define the 
types of services possible and related 
reports that a CPA may render in con
junction with unaudited financial 
statements. The accompanying article 
by Carol Hardan, “Compilation and 
Review: Definitive Services,” differen
tiates types of unaudited services and 
presents examples of accountants’ re
ports which would result from each. 
The purpose of this article is to de
scribe some of the factors which should 
be considered in evaluating and imple
menting the statement.

It is important to realize from the 
first that the entire area which was pre
viously referred to as unaudited has 
been separated into two parts: com
pilation and review. No longer will a 
presentation of financial statements be 

considered as either audited or 
unaudited; the statements will be 
either audited, reviewed or compiled. 
Even so, the term unaudited may con
tinue in use. If it does, it will have 
meaning in a general sense only and 
the term itself will no longer appear on 
the face of the financial statements.

A major part of the impetus for this 
change in the unaudited area was that, 
in the past, all unaudited financial 
statements bore the same disclaimer of 
opinion regardless of the extent of pro
cedures performed by the CPA. The 
accountant was not able to issue a re
port which described the service being 
performed or any conclusions which 
had been reached.

SSARS No. 1 provides accountants 
with a means of communicating more 
clearly to clients and third-party users 
the level of assurance, if any, that is 
expressed on the information in the 
financial statements.
Levels of Assurance

The lowest level of assurance is that 
expressed by the compilation report 
based upon a compilation service. The 
compilation service relies almost ex
clusively on source data or summary 
information from the client. Although 
the CPA may choose to analyze, verify 
or corroborate the information 
received, compilation standards do 
not require any such procedures. 
Furthermore, SSARS No. 1 does not 
permit the CPA to specify in the report 
whether any procedures were per
formed. Thus, the standard form of the 
accountants’ report properly contains 
a warning to the statement reader that 
no assurance can be expressed on the 
financial information based on com
pilation procedures.

In other words, the compilation 
service consists of presenting informa
tion supplied by the client in the form 
of financial statements. Accommoda
tion typing or reproducing of financial 
information is no longer permitted as 
the CPA is required to read the state
ments and see that they are free from 
obvious material errors and are pre
sented in appropriate form. The CPA 
has the responsibility to request addi
tional information from the client if 
the information received, on its face, 
appears incorrect or incomplete. 
Furthermore, a CPA may not ignore 
information, whether obtained from 
current work and data or from pre
vious work, experience or training, 
which indicates that the financial state
ments are in error.
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No longer will a presentation 
of financial statements be 
considered as either audited 
or unaudited.

While the accountant is required to 
present the financial statements in ap
propriate form, the appearance of the 
statements may or may not be a proper 
reflection of the underlying financial 
data. The phrase in the compilation re
port, in the form of financial statements, 
is intended to alert the reader that, 
even though the financial information 
may appear reliable, few procedures 
were performed.

The next level of assurance is that 
expressed by a review report based 
upon a review service. A review serv
ice relies primarily on information 
from management which has been sub
ject to inquiry and analytical pro
cedures. These procedures are sub
stantially less than those in an audit 
because independent verifications and 
confirmations are not made; and yet, 
they are more than those in a compila
tion service. As a result, the CPA’s re
port expresses limited assurance on the 
financial statements.

Review and compilation services are 
similar in that the procedures required 
are not sufficient for the CPA to assure 
the reader that all necessary adjust
ments and disclosures have been made.

Review services are similar to audit 
services in that, if the CPA firm is not 
independent, no assurance may be 
given. Independence is lacking when 
the CPA has a direct or material in
direct financial interest in the entity 
being reported on. Note, however, that 
a CPA who is not independent can 
issue a compilation report as no 
assurance is given.

The highest level of assurance is that 
provided by an auditors’ opinion. An 
audit opinion results from a review of 
internal control, tests of the account
ing records, and examination and con
firmation of the information in the fi
nancial statements.

The level of assurance needed is not 
determined by the time period covered 
by or the contents of the financial 
statements. Therefore, both interim 

and annual statements may be either 
compiled or reviewed. For example, 
the owner of a small owner-operated 
business may want an income state
ment quarterly to assist in planning for 
and managing the business. Since the 
owner is the person responsible for 
gathering the information, as well as 
for the reliability of the information, 
no further assurances may be desired. 
As a result, a compilation service 
would be adequate. However, if the 
same owner is reporting to a lender, 
such as a bank, and the lender wanted 
a higher level of assurance than a com
pilation report provides, the income 
statement could be reviewed. 
Similarly, at year end many businesses 
may want reviewed or audited annual 
statements to increase the reliability 
of the information even though serv
ices leading to a lower level of 
assurance may be useful and adequate 
for interim statements.

The standards and procedures pro
vided by SSARS No. 1 also apply to 
reports for not-for-profit organiza
tions. The statement provides that 
compilation and review reports may be 
issued on financial statements pre
pared in accordance with another 
comprehensive basis of accounting, so 
long as that basis of accounting is 
disclosed.
The Time to Decide

The issuance of SSARS No. 1 pro
vides an opportunity for the CPA and 
the client to discuss and reconsider the 
type of service really needed. One fac
tor to consider would certainly be the 
amount of the accountant’s fee. The fee 
for a review service will most likely be 
more than that for a compilation serv
ice because the required procedures 
will be more extensive.

To insure that the CPA and the 
client are in agreement as to the type of 
service, level of assurance desired, and 
the resulting fee, an engagement letter 
is recommended. The engagement let
ter may specify the type of service to be 
performed, the anticipated wording of 
the CPA’s report, a description of any 
additional services which may be 
desired, a description of the limita
tions of the engagement, an explana
tion of the fee arrangements, and an 
identification of the financial state- 
ment(s) along with other supplemen
tary information, if any, that is to be 
covered by the CPA’s report.

There are other reasons why it is im
portant to determine the statement(s) 
to be covered and the level of 

assurance to be given before the CPA's 
work is begun. Basically there are 
restrictions on the CPA’s ability to 
change an engagement from an audit 
to a review or a compilation. Before 
agreeing to a change, the CPA must 
evaluate the reasons for the change 
from an audit, the amount of added 
effort which would be required to 
complete the audit and the estimated 
additional cost to complete the audit. 
In any case, information regarding 
noncompliance with generally ac
cepted accounting principles which 
may have come to the CPA’s attention 
cannot be ignored in issuing a report.
Red Tape?

Is this new professional standard a 
way of increasing red tape and, conse-

Carol S. DeHaven, CPA, is a partner with 
DeHaven and DeHaven in Springfield, 
Missouri and serves The Woman CPA as co
editor of the Theory & Practice Column. She 
is a member of AWSCPA, NAA, the 
Missouri Society of CPAs, and the 
Springfield Chapter of ASWA, and AICPA.

Donald L. DeHaven, CPA, is a partner 
with DeHaven and DeHaven. His profes
sional memberships include AWSCPA, 
ASWA, the Missouri Society of CPAs, and 
the Greater Ozarks Chapter of NAA. He 
shares with co-author Carol S. DeHaven the 
editorship of the Theory & Practice Column 
of The Woman CPA. 
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quently, increasing accounting fees? 
NO. The standard was developed to 
more closely reflect the level of serv
ices being performed and, per se, no 
additional financial statements nor fi
nancial statement disclosures are re
quired by SSARS No. 1.

Departures from the full set of fi
nancial information that is collectively 
called “financial statements” are still 
permitted if disclosed properly in the 
accountants' report. For instance, if a 
client desires only an income state
ment, this new standard does not also 
require the presentation of a balance 
sheet, or footnotes. In such a case, the 
first two paragraphs of the CPA’s re
port would be unchanged and a third 
paragraph would be added:

Management has elected to omit sub
stantially all of the disclosures, the bal
ance sheet and statement of changes in fi
nancial position required by generally 
accepted accounting principles. If the 
omitted disclosures were included in the 
financial information presented, they 
might influence the user's conclusion 
about the company’s financial position, 
results of operations, and changes in fi
nancial position. Accordingly, the finan
cial statement presented is not designed 
for those who are not informed about 
such matters.2
The above modification is only one 

of a variety of such modifications. 
Statement No. 1 contains other exam
ples that are too numerous to mention 
here.
Conclusion

During this time of transition3, 
SSARS No. 1 will generate much dis
cussion among CPAs, their clients and 
other financial statement users. The 
change will also present a special op
portunity for a review of existing 
agreements between clients and CPAs. 
After exploring the various alterna
tives and restrictions of the new stan
dard, clients will be able to select the 
service that more closely matches their 
needs. The CPA will be able to express 
a level of assurance that more closely 
reflects the conclusions reached. While 
instant understanding is not likely to 
occur, the changes and clarifications 
provided by Statement No. 1 should 
enhance the users’ ability to under
stand the CPA’s association with 
unaudited financial statements and, 
thereby, the credibility of the CPA. □

FOOTNOTES
1A nonpublic entity is one which is not re

quired to file financial statements with a 
regulatory agency in connection with the sale or 
trading of its securities in a public market.

2Paragraph 21, SSARS. No. 1.
3The effective date of SSARS No. 1 is for 

periods ending on or after July 1, 1979.

Compilation and Review
Definitive Services

By Carol B. Hardan

Unaudited financial statements 
comprise a significant segment of the 
services provided by certified public 
accountants. For the past half century, 
the accounting profession has grappled 
with reporting procedures for both 
audited and unaudited financial state
ments. However, because the pro
nouncements with respect to 
unaudited financial statements were 
quite limited, the services performed 
by the CPAs issuing reports on 
unaudited financial statements varied 
greatly.

After careful consideration and in 
order to establish uniform standards, 
the American Institute of Certified 
Public Accountants has now issued 

  “Statement on Standards for Account
ing and Review Services No. 1”.1 This 
Statement provides for two levels of 
reporting by CPAs on unaudited fi
nancial statements. These two levels, 
compilation and review, as differenti
ated from an audit, are summarized in 
this article as a reference for financial 
statement users so that they may more 
readily recognize the degree of respon
sibility the CPA has assumed.

Compilation of Financial Statements
The first level of responsibility relat

ing to unaudited financial statements is 
a compilation.

A compilation consists of present
ing, in the form of financial statements, 
information that is the representation 
of management. The accountant does

 1“Statement on Standards for Accounting 
and Review Services No. 1, Compilation and 
Review of Financial Statements”, effective for fi
nancial statements for periods ending on or 
after July 1, 1979.

not express any assurance on the state
ments presented.

In order to perform a compilation of 
financial statements, the accountant 
should:

• Possess a level of knowledge of 
the accounting principles and 
practices of the industry in which 
the entity operates.

• Possess a general understanding 
of the nature of the entity’s busi
ness transactions, the form of its 
accounting records, the stated 
qualifications of its accounting 
personnel, the accounting basis on 
which the financial statements are 
to be presented and the form and 
content of the financial state
ments. This knowledge ordinarily 
is obtained through experience 
with the entity or through inquiry 
of entity’s personnel.

• Read the compiled financial state
ments and consider whether they 
appear to be appropriate in form 
and free from obvious material 
errors.

The accountant is not required to 
make inquiries or perform other pro
cedures to verify, corroborate, or 
review information provided by the 
entity. However, if the accountant 
becomes aware that the information 
supplied by management is incorrect, 
incomplete or otherwise unsatisfac
tory, he or she should obtain addi
tional or revised information or with
draw from the compilation engage
ment entirely.

The requirements relating to finan
cial presentation and footnote dis
closures are the same whether for
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audited, reviewed or compiled finan
cial statements.

The recommended standard ac
countants’ report applicable to com
piled financial statements is shown in 
Exhibit I.

To the Board of Directors
of the Company

The accompanying balance sheet of XYZ Company as of December 31, 19XX and the re
lated statements of income, retained earnings, and changes in financial position for the year 
then ended have been compiled by us.

A compilation is limited to presenting in the form of financial statements information that 
is the representation of management. We have not audited or reviewed the accompanying 
financial statements and, accordingly, do not express an opinion or any other form of 
assurance on them.

(Signed)

Date

(Italics have been added for this presentation.)
(Departures from generally accepted accounting principles and the effect on the financial 

statements, if known, should be disclosed in a separate paragraph of the accountants’ 
report.)

Exhibit I

Review of Financial Statements

The second level of responsibility 
relating to unaudited financial state
ments is a review.

A review consists of performing in
quiry and analytical procedures to 
provide the accountant with a reason
able basis for expressing limited 
assurance that no material modifica
tions should be made to the statements 
in order for them to be in conformity 
with generally accepted accounting 
principles.

The objective of the review differs 
significantly from that of a compila
tion, where no expression of assurance 
is contemplated, and from that of an 
audit, which results in the expression 
of an opinion on the financial state
ments taken as a whole.

In order to perform a review of fi
nancial statements, the accountant 
should:

• Possess a level of knowledge of 
the accounting principles and 
practices of the industry in which 
the entity operates.

• Possess a general understanding 
of the entity’s business.

Possessing a general understanding 
of the entity’s business contemplates 
knowledge of its organization and 
operating characteristics, including 
production, distribution, compensa
tion methods, types of products and 
services, operating locations and 
material transactions with related par
ties. It also requires knowledge of the 
nature of the entity’s assets, liabilities, 
revenues and expenses. This under
standing is ordinarily obtained 
through experience with the entity or 
its industry and by inquiry of the en
tity’s personnel.

The inquiry and analytical pro
cedures should ordinarily include the 
following:

• Inquiry concerning the entity’s ac
counting principles and practices 
and the methods followed in ap
plying them.

• Inquiries concerning the entity’s 
procedures for recording, 
classifying and summarizing 
transactions.

• Inquiries concerning actions 

taken at shareholders’ and Board 
of Directors’ meetings.

• Inquiries of persons having 
responsibility for financial and 
accounting matters.

• Comparison of the financial state
ments with those of a comparable 
prior period or periods.

• Comparison of the financial state
ments with anticipated results, if 
available.

• Study of the relationships of cer
tain interrelated accounts.

• Reading the financial statements 
to consider whether they appear 
to conform with generally ac
cepted accounting principles.

The inquiries and analytical pro
cedures to be performed in a review of 
financial statements are a matter of the 
accountant’s judgment. In reviewing 
the accounting records the accountant 
may consider the following:

• The nature and materiality of the 
items.

• The likelihood of misstatement.
• Knowledge obtained during cur

rent and previous engagements.
• The stated qualifications of the
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entity’s accounting personnel.
• The extent to which a particular 

item is affected by management’s 
judgment.

• Inadequacies in the entity’s 
underlying financial data.

A review does not contemplate a 
study and evaluation of internal ac
counting control, tests of the account
ing records or obtaining corroborating 
evidential material through inspection, 

observation or confirmation, since 
such procedures normally apply only 
in audits. Therefore, a review does not 
provide assurance that the accountant 
will become aware of all significant 
matters that might be disclosed in an 
audit.

However, if the accountant becomes 
aware of information that is inaccu
rate, incomplete or otherwise un
satisfactory, he or she should perform 

additional procedures to achieve 
limited assurance that there are no 
material modifications that should be 
made to the financial statements or 
withdraw from the review engagement.

The recommended standard ac
countants’ report applicable to 
reviewed financial statements is shown 
in Exhibit II.

To the Board of Directors
of the Company

We have reviewed the accompanying balance sheet of XYZ Company as of December 31, 
19XX, and the related statements of income, retained earnings, and changes in financial 
position for the year then ended, in accordance with standards established by the American 
Institute of Certified Public Accountants. All information included in these financial state
ments is the representation of the management of XYZ Company.

A review consists principally of inquiries of company personnel and analytical pro
cedures applied to financial data. It is substantially less in scope than an examination in ac
cordance with generally accepted auditing standards, the objective of which is the expres
sion of an opinion regarding the financial statements taken as a whole. Accordingly, we do 
not express such an opinion.

Based on our review, we are not aware of any material modifications that should be made to 
the accompanying financial statements in order for them to be in conformity with generally 
accepted accounting principles.

(Signed)

Date

(Italics have been added for this presentation.)
(Departures from generally accepted accounting principles and the effect on the financial 

statements, if known, should be disclosed in a separate paragraph of the accountants’ 
report.)

Exhibit II

 

Audits of Financial Statements
The objective of an audit is to pro

vide a reasonable basis for expressing 
an opinion on the financial statements 
taken as a whole.

An opinion may be expressed only 
when the independent auditor has per
formed an examination in accordance 
with generally accepted auditing 
standards.

The opinion may be unqualified:
• The statements present fairly the 

financial position, results of 
operations and changes in finan
cial position of the entity, and 

conform with generally accepted 
accounting principles applied on a 
consistent basis.

The opinion may be qualified:
• An exception is taken to certain 

items and such exception is dis
closed.

The opinion may be adverse:
• The statements do not present 

fairly the financial position of the 
entity.

In an audit, the examination must be 
performed by a person or persons hav
ing adequate technical training and 
proficiency as an auditor. The auditor 

must make a proper study and evalu
ation of internal control and obtain 
sufficient competent evidential 
material through inspection, observa
tion, inquiry and confirmation. The 
auditor must maintain an independ
ence in mental attitude and exercise 
due professional care in the 
performance of the examination and in 
the preparation of the report. All work 
is to be adequately planned and assis
tants properly supervised.

The reporting standards may be 
considered self-evident in the account
ants’ report.

July, 1979/7



The accountant’s unqualified report 
with respect to audited financial state
ments is shown in Exhibit III.

To the Board of Directors
of the Company

We have examined the balance sheet of XYZ Company as of December 31, 19XX, and the 
related statements of income, retained earnings, and changes in financial position for the 
year then ended. Our examination was made in accordance with generally accepted auditing 
standards and, accordingly, included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances.

In our opinion, the financial statements referred to above present fairly the financial posi
tion of XYZ Company as of December 31, 19XX, and the results of its operations and the 
changes in its financial position for the year then ended, in conformity with generally ac
cepted accounting principles applied on a basis consistent with that of the preceding year.

(Signed)

Date

(Italics have been added for this presentation.)

Exhibit III

Table No. 1 provides a quick reference to the levels of responsibility that financial state
ment users may expect relative to each of the three levels of service.

_________________________

Compilation Review Audit
No assurance 
Limited assurance 
Expression of opinion

X
X

X
Standard footnote disclosures X X X
Accountant’s independence required

Table No. 1

X X

The American Institute of Certified 
Public Accountants is continuing to 
refine the state of the art in the 
unaudited area. The Institute’s Ac
counting and Review Services Com
mittee has established the following 
new task forces:

• Task Force on other Accounting 
Services

• Task Force on Communication 
With Users When the Accountant 
Is Not Independent

• Clarification of Independence-In
terpretations Task Force

• Task Force on Subsequent Dis
covery of Facts Existing at the 
Date of Compilation or Review 
Report

• Special Reports Task Force

It is interesting to note that the ex
posure draft on compilation and 
review drew more comment from the 
profession than any other pronounce
ment. Both the profession and the 
public may be encouraged by the effort 
now being expended in this area. □

Carol B. Hardan, CPA, is Supervisor, 
Small Business Department, with Laventhol 
& Horwath at Seattle. She is a member of 
AWSCPA, and AICPA. She is vice-president 
of the Seattle Chapter of ASWA, and a mem
ber of the Washington Society of CPAs 
Accounting and Review Services Committee.
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Management Advisory 
Services—Need for 
Definition
Questions of Propriety and 
Auditor Independence

By M. Zafar Iqbal

Revenue derived from management 
advisory services (MAS) constitutes a 
significant part of the total income of 
many public accounting firms. Though 
some accountants still find manage
ment advisory services hard to justify, 
most view it as a logical extension of 
their work in the financial field. All of 
the big auditing firms have committed 
their resources to provide such 
services; some more eagerly and 
wholeheartedly than others. The sur
rounding controversy nonetheless re
mains! The questions revolving around 
propriety of this role assumed by the 
CPAs have never been resolved, and 
recently intense and vigorous criticism 
of MAS has resurfaced. This is typified 
by the comments made by Mr. Harold 
M. Williams, Chairman of the 
Securities and Exchange Commission 
(SEC), before the AICPA Fifth Na
tional Conference on Current SEC 
Developments held in January 1978.1 
The SEC Chairman singled out inde
pendence as one of the key issues fac
ing the accounting profession. 
Williams noted that the problem of in
dependence “is one of the professional 
attitude, which cannot be legislated, 
although legislation will undoubtedly 
be resorted to if self-discipline fails.” 
He further indicated that the SEC is 
studying the effect that management 
advisory services may have on the au

ditor’s independence.
Clearly there is a need to define the 

concept and scope of MAS.
Auditing and Consulting

Although the term “management ad
visory services” has been coined re
cently for usage, this type of service 
has been rendered by the accountants 
since the early days of the profession.2 
The push of the big auditing firms in 
this area has been accelerated since the 
postwar years, especially during the 
last two decades. Although MAS is 
most emphasized in larger firms, it is 
also predominant in smaller firms, 
often in a less formalized fashion. A 
survey performed by the Roper 
Organization, sampling practice units 
of the AICPA, concluded that over 
ninety percent of the respondents indi
cated that their practice includes ad
visory services to the clients.3

Most practitioners have come to 
recognize and identify MAS as an in
tegral and significant part of their 
practices. Writers who consider sur
rounding issues to be still unresolved, 
generally concede to the fact that from 
a practical standpoint elimination of 
MAS is improbable because it has 
become an interwoven part of CPA’s 
activities.4 However cognizance of the 
reality has not diminished the sur
rounding controversy, since the ques
tions raised relating to compatibility of 

such services with auditing have not 
subsided. Ethical consideration such 
as independence, competence and in
compatible occupations factors are 
justifiably considered too important to 
be ignored solely due to wide-spread 
practice.
Independence

Rule 101 of the AICPA Code of 
Professional Ethics prohibits a CPA 
from expressing an opinion on the fi
nancial statements of a company unless 
he/she and his/her firm are indepen
dent with respect to the enterprise.5 
Some members of the profession claim 
that independence is not impaired if a 
CPA performs both auditing and MAS 
because advisory services are not the 
same as management services. This ra
tionalization appears to be based 
mostly on matters of semantics. For 
example, if the CPA screens candi
dates and recommends one of them to 
fill an executive level opening in a 
client company, these services are of a 
managerial nature. The fact that the 
CPA did not make the final decision is 
not a relevant factor. It is so because at 
many levels of an organizational 
hierarchy the responsibility may be 
limited to exploring the available 
alternatives and recommending one of 
them to higher level executives. The 
final decision is then made at that 
level. A corporate personnel director 
may screen applicants for a vice-presi
dential position and recommend a well 
qualified candidate to the president 
for the final decision. This illustration 
points out that it really does not matter 
whether the service provided by the 
personnel director (on company 
payroll) is called a “management serv
ice” or a “management advisory serv
ice”. Any attempt to draw a distinction 
between the two terms will be an exer
cise in futility.

Essentially the problem boils down 
to a role conflict. A role conflict takes 
place when two or more concepts of 
role overlap to cause a contradiction 
in the role behavior expected from an 
individual by various groups.6 Even if 
the CPAs have a clear conception of 
the distinction between advice to man
agement vs. making decisions for man
agement, the distinction may not be so 
obvious to the client. Thus there is risk 
of misunderstanding resulting from 
different perception of the same situa
tion. Mautz and Sharaf express it quite 
eloquently:

There tends to come a time in any ar
rangement for management services
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A logical solution to role con
flict lies in discriminate limita
tion of MAS to those areas 
which fall within the expertise 
of the CPA.

when the mutuality of interest of the 
consultant and the client becomes so 
significant that the accountant ceases 
to be independent in the sense that we 
feel he should be for auditing pur
poses. Management requests advice 
because it expects to use it; the consul
tant gives it to be used; the consultant 
knows that as a consultant he will be 
judged by the ultimate usefulness of 
his advice in bringing success to man
agement’s efforts. He has had a hand 
in shaping managerial decisions and 
will be judged by management on the 
same basis that the management itself 
will be judged. How then can he claim 
to be completely independent.7
Independence is of paramount im

portance for certified public accoun
tant’s role as independent auditor:

The independent audit leads to the 
expression of a professional opinion as 
to whether financial information fur
nished to stockholders, prospective 
investors, bankers and other credit 
grantors, is fairly presented. Ob
viously the extent to which the opin
ion of a CPA on financial statements 
will add to their credibility in the eyes 
of investors or credit grantors will de
pend on their confidence in his inde
pendence of professional judgment, 
his technical competence and his 
assumption of an ethical responsibility 
to the public as well as to his client.8

Some might argue that indepen
dence is a frame of mind. This state
ment is correct but incomplete. In
tellectual integrity deals with indepen
dence in fact; but the auditor also has 
to be independent in appearance. In 
summary, one could argue that to ex
pect a CPA to first make recommenda
tions and later audit the outcome of 
his/her own recommendations with 
complete independence is perhaps 
presumptuous.

Competency
Rule 201 of the AICPA Code of 

Professional Ethics forbids a member 
from accepting an engagement for 
which he/she or his/her firm neither 
have the competency nor expect to ac
quire it during the engagement.9 Cer
tified public accountants perform 
some services which have close rela
tionship to their expertise, e.g., finan
cial planning, computer control 
systems, and setting-up the accounting 
system for a client; often though their 
MAS activities are in areas which are 
tangential or apparently out of their 
professional realm. Most of the Big 
Eight CPA firms have extensive staff 
in their MAS divisions and are eager 
to provide their clients literally any 
management services they desire. This 
may entail assignments, for example, 
in labor negotiations, personnel selec
tion, executive compensation, new- 
product planning, factory design and 
layout, job evaluation, marketing, 
pricing and promotion strategies, set
ting-up new pension plans, tax shelter, 
and helping a client company defend 
itself against a takeover. Needless to 
say, this is by no means an all-inclusive 
listing of the type of services offered.10

Many individuals question whether 
CPAs have the credentials to make 
critical appraisals in areas such as 
those mentioned above. They wonder 
whether the public accounting profes
sion has circumvented Rule 201 in ap
proving management advisory services 
by its members.
Incompatible Occupations

Another applicable rule is Rule 504 
of the AICPA Code of Professional 
Ethics. The rule states that a public 
accountant is not allowed to concur
rently engage in any business or oc
cupation which impairs his/her objec
tivity in rendering professional serv
ices or serves as a feeder to his/her 
practice.11 Regarding the second cri
terion i.e., relating to “feeder”, it is 
difficult to envisage a public account
ing firm obtaining consulting business 
from its clients in areas such as 
marketing analysis, organizational 
studies, job evaluation and manpower 
planning, executive search, executive 
compensation, and a host of other non
accounting activities without first hav
ing established the reputation as a 
CPA firm. Fortunately, it is not the 
type of situation where one continues 
moving in circles in an attempt to find 
the answer whether the chicken came 
first or the egg. In the case of public 

accounting firms, their expertise and 
reputation as public accountants 
decidedly influence their clients and 
result in obtaining consulting work. 
Thus one may draw the inference that 
accounting and auditing practice acted 
as the feeder to MAS work later ob
tained by the accountants.
Need for Definition

The concept of management adviso
ry services and its scope have never 
been clearly defined and understood 
by members of the profession. Consen
sus does not exist on the reasons why 
the profession has moved into MAS 
area. The existing explanations are hy
potheses at best, and suffer from ab
sence of systematic analysis.12 The 
Commission on Auditors’ Respon
sibilities (Cohen Commission) recently 
recommended that professional stand
ards should be expanded and the con
ditions that present the greatest danger 
to independence should be identified; 
auditors should decline any engage
ment that may bias the audit func
tion.13 The report further recom
mended that public accounting firms 
should not engage in employment 
recruiting or placement of individuals 
who would be directly involved in the 
decision to select or retain auditors.14
Position Taken by
Public Accounting Profession

In 1970 the American Institute of 
Certified Public Accountants 
organized its management advisory 
service activities in a senior technical 
division. The dual objectives of the 
division are to assist CPAs in perform
ing MAS services, and to develop 
guidelines and standards for this area 
of practice. In December 1973 a study 
was authorized by the AICPA Board 
of Directors. The aim of the com
prehensive study was to define the 
MAS body of knowledge for CPA 
firms and their MAS practitioners. 
The study, known as the MAS Body of 
Knowledge and Examination 
(MASBOKE) Project, was completed 
by a group of researchers at the 
University of Texas at Austin in 1976. 
It identified the following breakdown 
under the knowledge of organization 
functions and related disciplines: ex
ecutive planning; implementation and 
control; finance and accounting; 
electronic data processing; operations; 
human resources; marketing; manage
ment science.15 Unfortunately, the 
scope of the study did not allow an 
analysis of the issues concerning 
propriety of advisory services by
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STAFF AUDITOR 

How do you 
evaluate 

career success? 
...IF IT’S IMPORTANT TO YOU, 

IT’S IMPORTANT TO US.
At Motorola, we know it’s people who make us successful, and it’s people who 
matter to us. That’s why we offer uncommon career opportunities...opportunities that 
provide you with rewards and recognition you want and deserve.
Like this one, for example. Right now we have an exceptional opportunity for an 
experienced professional who is capable of promotion in the next 2 years. This 
individual will perform financial and operation reviews of various corporate and 
divisional units, both in the U.S. and abroad. This is a highly visible position that offers 
the opportunity for exciting 35-40 percent travel (weekends home) including an annual 
4—5 week overseas assignment! The challenge is there, the potential is limitless... 
the rest is up to you!
The successful candidate will be a fast-track individual with a BS in Accounting 
and preferably a CPA or MBA Excellent communications skills and 2—3 years 
auditing experience in public accounting or a manufacturing environment are essential 
qualifications as well.
This position offers an exceptional salary/benefits package, and the chance to make 
our progress...your progress. For immediate consideration, please forward your resume, 
including salary history, in confidence, to:

Mr. Tom Marchetti
Professional Recruiting Dept

  MOTOROLA INC. 
- Corporate Headquarters

1303 E. Algonquin Rd., Schaumburg, IL 60196
Equal employment opportunity/affirmative action employer 
We encourage minorities to apply.



public accountants. Perhaps it was 
considered unnecessary as the profes
sion has assumed that MAS is here to 
stay. This hypothesis is substantiated 
by the fact that the Statements on Man
agement Advisory Services were 
adopted by the Management Advisory 
Services Executive Committee in Oc
tober 1974.
Conclusions

The public accounting profession 
has expanded its role in management 
advisory services. Quite often the ac
tivities in this segment of the practice 
appear to fall outside the boundaries 
of accounting and auditing. Many 
questions, especially those relating to 
independence, competence, and in
compatible occupations, remain 
unanswered despite a long history of 
debate. Skeptics include even those 
who are well known as friends of the 
profession. For example, U.S. Senator 
Charles Percy recently noted:

There may be conflict between some 
of these services and auditing. I think 
particularly in personnel placement 
there is conflict of interest. This is a 
big enough business, and an impor
tant enough profession, to this coun
try that you don’t have to go into a lot 
of unrelated activities. 16

The cynics might say that the profes
sion tends to respond more quickly to 
critics rather than persuasion by 
friends like Senator Percy. Such an 
allegation could be rejected on the 
basis of good reasons. However for 
self-preservation and freedom from 
possible future governmental control it 
is critical that the profession make a 
concerted effort to define the concept 
and scope of management advisory 
services, once and for all, in the im
mediate future.

The above analysis indicates that it 
is necessary to remove any role con
flict with the raison d’ etre of the public 
accounting profession, i.e., auditing 
services. The most logical solution lies 
in discriminate limitation of MAS to 
those areas which fall within the exper
tise of the CPA, and can be identified 
as direct, natural extensions and ad
juncts of auditing. Some of those ac
tivities include setting-up the account
ing system, financial planning, com
puter control systems, internal con
trols in general, and tax planning. By 
focusing on planning and control 
aspects of sell-defined areas related to 
the financial field the CPA can con
tinue to be of valuable service to the 

clients without violating, in ap
pearance or in fact, the ethical rules re
lating to independence, competence 
and incompatible occupations. □
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THE EDUCATIONAL 
FOUNDATION

OF AWSCPA—ASWA

The Educational Foundation of 
AWSCP-ASWA offers the 16 mm col
or career film “Accounting — A Pro
fessional Career,” for $175.00, or at a 
one-week rental cost of $25.00 plus 
return postage. Running time is thir
teen minutes. Orders or information 
requests may be addressed to the 
Foundation at P.O. Box 39, 
Marysville, Ohio 43040.

Professional education of women 
accountants is an important goal of 
both American Woman’s Society of 
Certified Public Accountants 
(AWSCPA) and American Society of 
Women Accounts (ASWA). Thou
sands of dollars have been contributed 
since 1966 to the Educational Founda
tion by members of the two societies 
for use in funding projects that include 
the printing of career literature, award 
of scholarships, statistical surveys of 
members and funding of complimen
tary subscriptions to The Woman 
CPA. The success of proposed educa
tional activities by AWSCPA and 
ASWA is heavily dependent on funds 
channeled from the membership into 
the Foundation. Since the Foundation 
is without endowment or corpus large 
grants are solicited from members, and 
matching gifts from employers, to sub
sidize regional and area accounting 
seminars, graduate fellowships, 
periodic distribution of The Woman 
CPA to accounting departments of ac
credited colleges and universities, and 
new career literature.

The Educational Foundation of 
AWSCPA-ASWA invites contribu
tions as a fitting tribute to honor a pro
fessional friend, or to commemorate a 
life of achievement.

ADMINISTRATIVE OFFICE
P.O. Box 389
Marysville, Ohio 43040
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Audits of Federally 
Assisted Programs

Difficulties, Differences — and 
Opportunities

By Richard A. Scott and Rita K. Scott

There is a practice area of con
siderable size and importance that 
offers growing opportunities for Cer
tified Public Accountants — audits of 
federally assisted programs. By the 
same token it can also be a quagmire 
that lies in wait to ensnare the un
suspecting who would enter without 
proper regard for its unique require
ments and the risks1 involved. This ar
ticle is intended to point out some of 
the characteristic difficulties which at
tend these audits and to highlight cer
tain basic differences from commercial 
engagements.
Identifying the Practice Area

The federal government distributes 
money and properties and provides 
technical and other assistance to a 
variety of units at the state and local 
level in the form of grants-in-aid, con
tracts, loans, loan guarantees, and in
surance. Collectively they are referred 
to as “Federally assisted programs” 
and have been instituted by various 
pieces of legislation (Public Laws or 
“PLs”). More than one thousand pro
grams are listed by the Office of Man
agement and Budget (OMB) in the 
Catalog of Federal Domestic Assis
tance.2 An estimated $72 billion will 
be provided this year to 50 states, 
3,000 counties and nearly 90,000 
cities and towns, as well as innumera

ble organizations closely associated 
with the federal government.3

Certainly the magnitude of these 
statistics is impressive. Perhaps even 
more impressive is the prospect for 
rendering professional service. By fis
cal 1980 as many as 20,000 audits per 
year could result from the Comprehen
sive Employment and Training Act of 
1973 (CETA) alone.4 Many of the 
39,000 General Revenue Sharing 
Trust Funds which participating 
governments have established to 
receive Federal monies will be audited 
by CPAs. Neither the federal, state, 
nor local governments are equipped to 
handle tasks of these proportions.5 
The opportunities for audit and MAS 
work are manifold.
The Federal Overseer

In 1973 President Nixon, by execu
tive order, transferred administrative 
responsibility for Federal grants to the 
General Services Administration 
(GSA). In carrying out their respon
sibilities GSA issued a number of 
Federal Management Policy Circulars 
(FMCs) among which FMC 74-7 was 
particularly important; it contained 
standards for administering grants-in- 
aid. On December 31, 1975 the same 
administrative functions were trans
ferred back to the office of OMB. They 
in turn revised FMC 74-7 and reissued 

it on August 24, 1977 as Circular No. 
A-102 (Revised).6 A summary of sig
nificant changes contained in that 
document included a specification that 
grantee audits should be made in 
accordance with generally accepted 
auditing standards (GAAS) including 
the Government Accounting Office’s 
(GAO’s) Standards for Audit of 
Governmental Organizations, Programs, 
Activities and Functions (the “yellow 
Book”). The various Federal agencies 
charged with administering to the 
Government's assistance programs will 
apply these standards.
The Yellow Book Standards

How do audit standards contained 
in the Statements on Auditing Stand
ards (SAS’s) of the accounting profes
sion differ from those of the yellow 
book? The GAO explicitly acknowl
edged the AICPA (American Institute 
of Certified Public Accountants) 
standards and subsumed them into 
their own. Insofar as standards for fi
nancial accounting and auditing are 
concerned there is substantial agree
ment between the two except where 
federal agency audit guides prescribe 
special principles at odds with those 
that are generally accepted. At one ex
treme a comprehensive basis of ac
counting other than GAAP may be en
countered, in which case a special form 
of auditor’s report is required.7 In be
tween that extreme and GAAP one 
may encounter departures from GAAP 
which call for an “except for’’ 
qualification of the standard auditor’s 
report.

But there is a more important 
difference in audit standards; one that 
stems from the broad duties and 
responsibilities of GAO. Because 
GAO is a “watchdog” agency of the 
Congress it concerns itself with matters 
of legal compliance, optimal use of 
government resources, and the out
comes of legislative programs. These 
objectives are reflected in the yellow 
book’s statement of audit scope. The 
scope of an audit includes three ele
ments (hereafter referred to as a “com
prehensive audit”).

1. Financial examinations and 
evaluations of compliance.

2. Evaluation of economy and 
efficiency.

3. Evaluation of program results. 
A financial examination is within the 
traditional realm of CPAs and was 
touched upon above. To date audits of 
federally assisted programs have been 
largely directed toward this facet.
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Independent accounts will 
be impelled into a role that is 
less familiar than auditing in 
the traditional form.

However, government administrators 
and legislators are becoming in
creasingly concerned with manage
ment and program accountability. It 
seems reasonably safe to predict that 
the latter two elements which have 
heretofore been downplayed will grow 
in importance. Independent accoun
tants will be impelled into a role that is 
less familiar than auditing in its tradi
tional form.

Not all three elements are con
sidered necessary in every instance, 
nor are they present in an unchanging 
degree of importance. It is critical at 
the outset, therefore, to clarify the 
audit scope with the contracting agen
cy and to have it explicitly described in 
the engagement letter if it is not 
already specified in the audit guide.
Financial Examinations and 
Evaluation of Compliance

We mentioned earlier that CPAs are 
on familiar ground with respect to fi
nancial examinations. Fortunately, 
compliance reviews are also familiar to 
the independent accountant. The audi
tor is usually asked to ascertain 
whether a grantee has complied with 
laws, statutes and regulations which 
stipulate how funds are to be used. For 
example, procurement regulations re
quiring solicitation of bids and proper 
approval of contract change-orders 
are matters that are customarily 
reviewed in Environmental Protection 
Agency (EPA) construction grant 
audits.

The contracting agency has a 
responsibility to give the independent 
accountant sufficient guidance in these 
matters. Even so, it may come in a 
form that is difficult to work with or 
that is vaguely defined. The reader is 
urged to examine, as a case in point, 

the Code of Federal Regulations, Title 
40, “Protection of Environment" 
which applies to EPA and the grants 
which it makes.8 Or, an auditor may be 
asked to make a compliance review 
where the criteria are not defined in 
audit guides or other sources. Inade
quate guidance with respect to the 
appropriate laws, rules, or regulations 
may compel the auditor to disclaim an 
opinion.9

Evaluation of Economy and 
Efficiency

The second element of a comprehen
sive audit involves determining 
whether government-furnished 
resources are being managed in an op
timum manner. An independent audi
tor is not expected to render an opin
ion with respect to the economical and 
efficient use of resources entrusted to a 
grantee. Nor is a judgment expected 
concerning the performance of local 
management. The CPA is being asked 
to report upon specific procedures, 
methods, or activities that can be made 
more efficient or economical, and to 
make recommendations for bringing 
about changes. This entails issues such 
as the following:

1. Were expenditures really 
necessary?

2. Does duplication of efforts exist?
3. Are procurements made in eco

nomic order quantities, and are inven
tories at “lean” levels?

4. Is equipment operated at a high 
level of capacity?
Efficiency and economy should be 
viewed as relative terms, and thus their 
proximity to a maximum practicable 
level can be a subject of considerable 
disagreement. Clearly, the functions to 
be reviewed must be identified in the 
engagement letter and at no time 
should any assurances be given or im
plied concerning the overall operation 
of the entity.
Evaluation of Program Results

The federal legislation that gives 
birth to a program should set out the 
results and benefits that are antici
pated. An appraisal of program results 
will evaluate the degree to which goals 
are reached, with proper regard given 
to the program costs involved. The 
strategies chosen, the directions taken, 
and how resources have been 
employed become important con
siderations. However, judgments con
cerning the wisdom of these actions 
will be extremely difficult to make. For 
them to be fairly made, criteria should 

be articulated by legislators or imple
menting agencies and promulgated to 
decision-makers. The criteria ought to 
be measurable, and a system of data 
gathering instituted to provide a basis 
for managing the program toward its 
intended goals, as well as for evaluat
ing the extent to which goals are 
achieved. “Success measurements” 
should be audited, but as the reader 
probably suspects, the state of the art is 
as yet embryonic. To illustrate, con
sider a case in point.

A local government receiving an 
EPA grant for its air pollution control 
programs would be expected to enact 
ordinances to effect changes that will 
meet EPA's air quality specifications. 
It would also be expected to monitor 
and control air quality and to bring 
pollution levels within quality stand
ards. There are several facets of this 
program that could be audited. Was 
appropriate monitoring equipment ac
quired, installed and put to work? 
Have policies been established for tak
ing timely abatement action in the 
event that violations are observed? 
Are data gathering systems in effect for 
recording open burning permits, fuel 
conversions, and registration of major 
industrial and institutional sources of 
emissions? An inventory of emissions10 
taken periodically is an auditable set 
of measurements and is a significant 
determinant of program success, par
ticularly when trends are considered. 
Another set of auditable measurements 
is the air quality monitoring data of 
pollutant concentrations such as sulfur 
oxides, carbon monoxide, and particu
lates in the atmosphere. National pri
mary ambient air quality standards ex
ist for defining unacceptable levels of 
these pollutants. Their monitoring en
tails taking readings of concentration 
levels at prescribe time intervals. The 
frequency and degree by which the 
standards are exceeded are objectively 
determinable facts that are subject to 
audit.11 From this illustration the 
CPA's role emerges as potentially in
cluding activities such as:

1. Assisting in the design of control 
and information systems.

2. Assisting in the development of 
standards for measuring program 
results.

3. Audits of data on program ac
tivity which reflect the extent to which 
program goals are being attained.

GAO does not yet expect auditors to 
express an opinion on the success of 
programs, and CPAs should avoid giv
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ing wide-ranging assurances. At the 
same time it is well to remember that 
this is virgin territory and pioneering 
efforts could yield considerable 
rewards.
Other Considerations

The quality of accounting for 
federal funds is as varied as the 
governmental units themselves, and a 
correlation does not necessarily exist 
between unit size and excellence. On 
the whole, accounting information 
does not approach a quality level or
dinarily found in business. Incomplete 
documentation and insufficient 
records often frustrate the auditor. A 
representative of one CPA firm ar
rived at a rural court house to find that 
all of the checks written during a 
period against a grant about to be 
audited had been inadvertently 
emptied into the incinerator by a 
porter. The entity employed a cash 
basis system to boot!

Audits may be conducted as much as 
several years after a grant is made, 
thereby making the situation more 
difficult to deal with. Compounding 
the problem, local personnel are often 
unfamiliar with the facts and circum
stances surrounding the program 
because of high employee turnover. 
Furthermore, local personnel at times 
exhibit a lack of understanding of 
Federal grants and their compliance 
requirements. Record-keeping as a 
consequence often suffers. Auditors, 
too, can experience difficulties trying 
to cope with the myriad of audit re
quirements spelled out in dozens- 
upon-dozens of audit guides that have 
been issued by a plethora of federal 
agencies.12

In some cases independent auditors 
will be engaged by a local government 
unit, and in others by a federal agency. 
In the latter situation local govern
ment personnel tend to be guarded and 
mistrustful, and enlisting their assis
tance is difficult. The CPA is looked 
upon as an intruder sent there by 
Washington. On the other hand, audi
tors hired by local government 
authorities may be asked to make 
evaluations of economy and efficiency, 
and program results which could cast a 
critical light on the very persons 
engaging their services. Complicating 
matters even further, federal 
authorities expect CPAs to inform 
them of grantee deficiencies that are 
discovered, no matter who has 
engaged the auditors. It is like being 
caught between Scylla and Charybdis; 

whichever turn is taken can have 
troublesome consequences.
Conclusion

Federal assistance programs have 
created an excellent opportunity for 
practice development. Because the 
vast majority have June 30th year
ends, these programs can be serviced 
by the CPA during the traditionally 
slower months. Prospects for financial 
and compliance audits are very good, 
and the possibilities created by expan
sion of economy and efficiency audits 
and evaluations of program results 
make this practice area both attractive 
and interesting. Although the com
plications and pitfalls accompanying 
an engagement of this sort are very 
real and should be held in proper 
regard, they ought not to impede the 
accounting profession’s response to a 
call for service. □
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The quality of accounting for 
federal funds is as varied as 
the government units that use 
the funds.
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Big Steel's Imbroglio

Illusory Profits and Real Taxes

By Sue Siferd and John Talbott

Financial publications would cer
tainly lead one to place little credence 
in the contention that there is currently 
an erosion of business capital in this 
country, caused by confiscatory taxes, 
which is precluding industrial growth.

“These Republic Steel fourth 
quarter 1978 earnings were 60 cents 
above my estimate” confessed one 
analyst at a major brokerage concern.1

“Our most likely earnings estimates 
for 1979 assume 20 percent earnings 
gains for most of the major steel com
panies while our high end 1980 
forecast shows earnings rising by 
another 50 percent,” noted another.2

Despite the euphoria associated with 
such comments, it may be argued that 
in periods of inflation our existing tax 
laws provide for confiscatory tax rates 
well above the statutory limit. These 
confiscatory taxes stem from busi
nesses’ unwillingness and/or inability 
to deal with the inflation effect on 
earnings. What legislator in his right 
mind, for example, is going to vote for 
significant tax relief for corporations 
who continue to report record annual 
earnings?

Such earnings reports, in fact, are 
the basis of “obscene profit” remarks 
which appear to have led to an anti
business environment in the country at 
large. By masking the erosion of 
capital with spurious profits, signifi
cant tax reform is stymied. In essence, 
the time has come to realize that cor
porate external reporting, based on 
historic costs, is a major contributor to 
the stagflation affecting our country. 
The purpose of this article is to ex
amine that contention.

The Study:
To support the position, 1977 an

nual reports and 10-K’s of 13 major 
iron and steel producers were studied. 
Table One shows the 13 companies in 
our study and their total assets at 
December 31, 1977, as well as their re
ported net income after tax and their 
return on assets for 1977.

Table Two shows net income, 
replacement cost net income, common 
stock dividends, and excess of com
mon stock dividends over replacement 
cost net income. Admittedly, the 
replacement cost figures generated via 
Accounting Series Release 190 are no 
panacea. Realistically, replacements 
will take place over many years and 
the new plant will provide additional 
revenue generating services and 
operating efficiencies. As a result, the 
replacement cost net income may paint 
a more dire picture than reality would 
warrant.

Bearing this caveat in mind, 
however, Table Two results are in
dicative of the erosion of business 
capital. Only four of the companies 
generated a positive replacement cost 
net income. Moreover, the common 
stock dividends for twelve of the com
panies exceeded the replacement cost 
net income. In fact, Carpenter Tech
nology was the only company in the 
study whose common stock dividends 
did not exceed replacement cost net 
income.

Table Three compares the addi
tional replacement cost expense as a 
percentage of income before tax, in
come after tax, and common stock 
dividends. For the twelve companies 

reporting an after tax profit, the addi
tional replacement cost expense was at 
least one hundred percent for seven of 
the companies. Perhaps more informa
tive, however, the replacement cost ex
pense was no less than sixty percent of 
reported after tax income for any of 
the companies studied.

The staggering implications of these 
figures may be more readily under
stood if we arbitrarily assume that the 
“true” costs are only one-half as great 
as the reported replacement costs 
would indicate. Even under these 
assumptions, a significant portion of 
net income is illusory in nature and is 
neither available for dividends nor for 
capital expansion projects but is being 
clandestinely employed to replace 
higher priced plant, equipment and in
ventories.

In Table Four we have listed the pri
mary earnings per share, replacement 
cost earnings per share, and dividends 
per share. In light of the fact that all 
corporations with the exception of 
Carpenter Technology were engaging 
in liquidating dividends, investors 
should cast a wary eye at the early 
1979 market recovery of a number of 
the steel stocks.
The Trigger

This recovery, in fact, stems pri
marily from the subsidization of the 
steel industry through the “trigger” 
price mechanism which sets an ar
bitrarily high price for foreign steel. 
The combination of the trigger with 
high demand has raised steel prices 
sharply in an era when the administra
tion anathema is inflation, and will ex
acerbate pricing problems for other 
U.S. industries that must employ steel 
in their manufacturing processes. 
More specifically, these industries will 
now find themselves at a similar com
petitive disadvantage with their 
foreign counterparts, as steel did 
earlier. While the exact impact on the 
economy as a whole is debatable, it is 
safe to assume that aggregate results 
are far from salutary as a result of sub
sidizing a particular industry.

The trigger price fiasco also demon
strates once again that historical costs 
which provide for illusory profits and 
confiscatory taxes in periods of ram
pant inflation are a nemesis to the 
economy in general. This is due, of 
course, to the way that the tax system 
handles depreciation. If a company 
spends $1-million on labor, it deducts 
the dollars against sales revenue of ap
proximately equal purchasing power.
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TABLE ONE
(Figures in 1.000's of Dollars)

(1) Bethlehem reported a loss of $ 120-million before taxes (a credit) and nonrecurring items; the nonrecurring item in
cluded a $750-million estimated cost of closedown of facilities.

(2) Fiscal Year ended June 30, 1978.
Source: 10-K’s and Annual Reports, 1977.

Name of Company
Total Assets 

At Dec. 31, 1977
Net Income 

for 1977
Return on

Assets

Armco Steel Corporation $ 2,882,754 $119,832 4.16%
Bethlehem Steel Corporation 4,898,900 (448,200)(1) -9.15%
Carpenter Technology Corporation(2 3) 263,999 33,753 12.79%
The Cleveland-Cliffs Iron Company 354,615 26,111 7.36%
Copperweld Corporation 268,083 16,307 6.08%
Cyclops Corporation 333,332 8,992 2.70%
Inland Steel Company 2,302,352 87,801 3.81%
Kaiser Steel Corporation 961,440 4,544 0.47%
Lukens Steel Company 188,241 12,070 6.41%
National Steel Corporation 2,827,646 60,125 2.13%
Republic Steel Corporation 2,406,330 41,031 1.71%
United States Steel Corporation 9,914,400 137,900 1.39%
Wheeling-Pittsburgh Steel Corporation 765,691 ( 25,630) -3.35%

Totals $28,367,783 $125,896 0.44%

(1) Replacement Cost Net Income = Net Income minus Additional Replacement Cost Expense. Additional Replacement 
Cost Expense is determined from the 10-K reports and is the sum of the excess of Replacement Cost of Goods Sold 
and Replacement Cost Depreciation Expense, over Historical Cost of Goods Sold and Depreciation Expense. The tax 
effect of the Additional Replacement Cost Expense is not reported since such costs are not a deduction under present 
income tax laws. Appendix A reports this information.

(2) Also paid a preferred stock dividend.
(3) Paid one-half preferred dividend.
(4) Carpenter Technology Corporation is the only company in our study whose Common Stock Dividends did not exceed 

Replacement Cost Net Income.
Source: 1977 Annual Reports, 10-K’s and our computations.
(5) The tax effect of additional Replacement Cost has not been considered in these computations because present Fed

eral Income Tax Laws do not allow this expense as a deduction for tax purposes. See Appendix A for the hypothet
ical tax effect.

TABLE TWO
(All figures in 1,000's of dollars)

Net Income 
for 1977

Replacement
Cost Net Income(1)

Common Stock 
Dividends

Excess of Common Stock 
Dividends over Replacement 

Cost Net Income
Armco $119,832 ($25,168) $53,310(2) $ 78,478
Bethlehem (448,200) (836,200) 65,500 901,700
Carpenter 33,753 12,353 10,216 (2,137)(4 5)
Cleveland-Cliffs 26,111 10,467 12,250 1,783
Copperweld 16,307 3,693 6,732 3,039
Cyclops 8,992 (31,977) 2,774(2) 35,781
Inland 87,801 (199) 52,654(2) 51,314
Kaiser 4,544 (76,009) 10,449(2) 86,499
Lukens 12,070 1,633 4,128 2,495
National 60,125 (42,875) 48,232 91,107
Republic 41,031 (137,492) 25,892 163,384
U.S. Steel 137,900 (362,100) 182,400 544,500
Wheeling-Pittsburgh (25,630) (75,204) 0(2) (3) 75,204
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Corporate external reporting 
based on historic costs is a 
major contributor to stagfla
tion in the economy.

If the company spends the same $1- 
million on a building, however, it will 
soon be matching the depreciation 
charge against inflated sales dollars of 
reduced purchasing power. The result
ant products, of course, are spurious 
profits and excessive tax bills. While 
this process hurts all business, it is par
ticularly detrimental to industries such 
as steel with lengthy capital turnover.

In an interview, Forbes magazine 
asked U.S. Steel’s vice president-con
troller, Bracy Smith, whether the steel 
industry has been hurt by the fact that 
its profits were overstated. “I suspect 
that it has,” Smith said, “because peo
ple say, 'Hell, you’re making this much 
money; why do you need more?’ ”3

Politicians, of course, are extremely 
susceptible to this type of logic and 
their historical attitude toward steel 
over the past twenty-five years is am
ple indication of the ominous implica
tions of fictitious figures.

In 1952, for example, Truman 
seized the steel industries to prevent 
what he deemed to be inordinate prof
its and a wage-price spiral. In 1962, 
Kennedy castigated U.S. Steel publicly 
over a proposed price increase of less 
than four percent and in 1972 Nixon 
heaped a great deal of “jawboning” on 
the industry. Of more recent interest 
was the initial Carter posture of dis
paraging steel over a proposed price 
increase which belatedly gave way to 
the trigger mechanism as layoffs in the 
industry increased and political pres
sure mounted.

Whenever demand for American 
steel placed the steel industry in a posi
tion to get higher prices and profits, 
the government forced it to settle for 
less.4 Those decisions initially took 
their toll in such events as Bethlehem 
Steel’s multi-million dollar write-off of 
its outdated Lackawanna, New York 
plant and will soon be causing eco
nomic dislocations as a result of 
market interference associated with 
the “trigger” prices.

Both types of events could possibly 
have been avoided with more 
liberalized depreciation rules or other 
tax policies which would have 
benefited the economy in general. The 
need for such policies is evident if one 
examines the replacement cost figures 
generated via ASR 190.

In essence, the dissemination of such 
figures via financial publications as 
opposed to their obfuscating position 
within 10-K’s might have proved an 
impetus for tax reform which would 
have provided for a healthy domestic 
steel industry and obviated the need 
for the trigger mechanism which now 
threatens widespread economic dis
locations.
Why Not Management:

Intuitively, one would expect man
agement to adopt those accounting 
techniques which would reflect eco
nomic reality and strengthen the cor-
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porate position vis-a-vis ubiquitous 
governmental taxing units. On closer 
inspection, however, it appears that 
management often favors high fic
titious earnings as opposed to lower 
real earnings and attempts to employ 
those apocryphal figures to cement its 
position within the company and to in
crease personal remuneration.

There have been several studies 
which corroborate these contentions. 
Duvall and Austin, for example, found 
that managers of firms with depressed 
earnings and stock prices are more 
likely to find themselves thrown out of 
office by dissident stockholders.5

Lee Seidler, of New York Univer
sity, expressed it succinctly: “I would 
suppose the fact that management 
holds stock options and things of that 
sort may sway their judgment.”6
Conclusion:

Reporting of inflated profits by in
dustries such as steel has resulted in 
real tax rates of an inordinate mag
nitude which have diminished steel's 
competitive position vis-a-vis coun
tries such as Japan whose tax system 
imposes no special burden on capital 
intensive industries. Moreover, pres
sures on corporate management in the 
earnings per share arena appear to 
have perverted the very group who 
should have lobbied for more liberal 
tax rules to combat the competitive 
decline.

The scenario that has developed in 
steel is actually somewhat frightening. 
A decline in a basic industry results in 
political pressure to subsidize the in
dustry. These subsidization efforts in 
turn lead to a decline in competitive 
position for steel processors who in 
turn demand political help which 
further fuels inflationary force. As ta
bles two, three and four indicate, the 
steel industry does need help. The crux 
of the matter is that profit figures re
ported by management appear to be 
one of the prime reasons that the help 
is in the form of triggers and not taxes. 
The resultant product may well be 
economic stagnation through protec
tionism.

NOTES

1'Heard on the Street,” The Wall Street Jour
nal, January 18, 1979, p. 37.

2Ibid.
3“Steel: Biting the Bullet,” Forbes, December 

1, 1977, p. 36.
4“Helping American Steel,” The Wall Street 

Journal, October 17. 1977, p. 26.
5R.M. Duvall and D.V. Austin. "Predicting 

the Results of Proxy Contests,” Journal of Fi
nance, September 1965, pp. 464-471.

6“Steel: Biting the Bullet,” op. cit., p. 35.
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TABLE THREE

Additional Replacement Cost Expense as a Percentage of
Name of Company (a) Income Before Tax (b) Income After Tax (c) Common Stock Dividends
Armco 119.2% 121.0% 272.0%
Bethlehem ___ (1) ___ (2) 592.4%
Carpenter 32.2% 63.4% 209.5%
Cleveland-Cliffs 39.7% 59.9% 127.7%
Copperweld 54.6% 77.4% 187.4%
Cyclops 326.5% 455.6% 1476.9%
Inland 96.2% 100.2% 167.1%
Kaiser — (1) 1772.7% 770.9%
Lukens 47.2% 86.5% 252.8%
National 151.0% 171.3% 213.6%
Republic 429.9% 435.1% 689.5%
U.S. Steel 490.7% 362.6% 274.1%
Wheeling-Pittsburgh ___ (1) ----- (2) 0 (3)

(1) Reported loss before tax
(2) Reported net loss
(3) No common stock dividends issued
Source: 1977 Annual Reports, 10-K’s, and computations.

TABLE FOUR

Name of Company
Primary Earnings 

Per share
Replacement Cost 

Earnings Per Share(1)

Dividend per 
Share of 

Common Stock

Average Number of 
Shares of Common Stock 

Outstanding
Armco $ 3.80 ($1,088) $1.80 29,700,000
Bethlehem ($10.27) ($19.15) $1.50 43,665,000
Carpenter $ 3.97 $1,452 $1.20 8,509,000
Cleveland-Cliffs $ 4.26 $1,709 $2.00 6,124,728
Copperweld $ 2.91 $0,658 $1.20 5,608,000
Cyclops $ 3.69 ($15.29) $1.30 2,158,394
Inland $ 4.23 ($.1086) $2.60 20,267,000
Kaiser $ 0.51 ($11.00) $1.50 6,996,891
Lukens $ 4.68 ($0,633) $1.60 2,579,000
National $ 3.12 ($2,225) $2.50 19,273,000
Republic $ 2.54 ($8,496) $1.60 16,183,000
U.S. Steel $ 1.66 ($4,362) $2.20 83,011,299
Wheeling-Pittsburgh ($ 7.70) ($20.17) 0 3,728,575

(1) Replacement Cost EPS = (Replacement Cost Net Income — Preferred Stock Dividend) divided by weighted average 
number of shares of common stock.

Source: Annual Reports, 10-K’s, and computations.
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APPENDIX A 

(All figures in 1000’s of dollars)

(1) Statutory tax rate of 48% assumed.

Net Income 
for 1977

Replacement Cost 
Net Income net of 

Tax Effect
Common Stock 

Dividends

Excess of Common Stock 
Dividends over Replacement 

Cost Net Income Net of 
Tax Effect (2)

Armco $ 119,832 $ 44,432 $ 53,310 $ 8,878

Bethlehem (448,200) (649,960) 65,600 715,560

Carpenter 33,753 22,625 10,216 (12,409)

Cleveland-Cliffs 26,111 17,976 12,250 (5,726)

Copperweld 16,307 9,748 6,732 (3,016)

Cyclops 8,992 (12,312) 2,774 15,086

Inland 87,801 42,041 52,654 10,613

Kaiser 4,544 37,344 10,449 (26,895)

Lukens 12,070 6,643 4,128 (2,515)

National 60,125 6,565 48,232 41,667

Republic 41,031 (51,801) 25,892 77,693

U.S. Steel 137,900 (122,100) 182,400 304,500

Wheeling-Pittsburgh (25,630) (51,408) 0 51,408

(2) Replacement Cost Net Income net of tax effect exceeded Common Stock Dividends for Carpenter, Cleveland-Cliffs, 
Copperweld, Kaiser, and Lukens.

Appendix A has been prepared under the hypothetical assumption that all productive assets and inventories were replaced at their 
replacement cost. Under this assumption, additional Replacement Cost expense would be deductible for federal income tax purposes. 
Using the statutory tax rate of 48% for 1977, we have computed the Replacement Cost Net Income, net of taxes. As Appendix A 
illustrates, a comparison of common stock dividends with Replacement Cost Net Income net of tax effect shows eight of thirteen 
companies paying a common stock dividend in excess of Replacement Cost Net Income net of tax effect.

It should be further noted that because of Investment Tax credits, present and prior operating losses, losses due to discontinued 
operations, and other financial events, many of the steel companies did not pay taxes at the statutory federal income tax rate of 48% in 
1977.
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Is your accounting expertise growing faster than your salary? In today's inflationary 
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Detailed breakdowns are provided for public and industrial accounting with specific 
positions ranging from staff levels to CFO and Senior Partner.
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For your free copy, 
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Dallas
Bob Hackett, CPA 214/696-1500
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Detroit
Joe Grossman, CPA 313/963-7464
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James Kennedy, CPA/MBA 213/322-7300
Fort Worth
Jim Peeler, CPA 817/338-4750
Irvine, CA
Bob Kyle, CPA/MBA 714/975-0150
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Progress Toward 
International GAAP

The Barriers Are Formidable, 
But Are Yielding

By Carole Ann Elsea

The explosive growth of world-wide 
trade, the development of multina
tional firms, the establishment of inter
national monetary bodies, and the 
global focus of investors have resulted 
in an increasing demand for an inter
nationally uniform set of generally ac
cepted accounting principles. 
Although progress had been made, the 
development and adoption of world
wide standards is a monumental task 
with a multiplicity of barriers.
Barriers

Barriers to international consistency 
in accounting encompass a wide range 
of factors:

• human nature
• cultural influences
• economic conditions
• legal requirements
• governmental rulings
• differences in national practices 

Each will be discussed briefly, citing 
pertinent examples which contrast 
strongly with U.S. practices.1

Human nature is a strong barrier; 
individuals are intuitively inclined to 
resist change and its accompanying un
certainties; accountants are not excep
tions to this general rule. Additionally, 
individuals exhibit even greater reluc
tance to accept changes which are per
ceived as “foreign” or “another coun
try’s way.”

Cultural influences also inhibit con
formity in accounting; widely diverse 
business practices and traditions have 
developed and are practiced 
throughout the globe. For example, in 
many Latin American countries can
celled checks are not documentary evi

dence of payment. Perhaps as a result 
of this tradition banks do not return 
cancelled checks to the issuer as a mat
ter of course. Individuals and busi
nesses must maintain official receipts 
of payment for taxes, governmental 
licenses, and other vital disbursements 
of cash.

Economic conditions present bar
riers to international GAAP as eco
nomic conditions have effected ac
counting principles and practices in 
some nations. Price-level adjustments 
are a specific case in point. Price-level 
adjustments to financial statements 
have been developed and are utilized 
in countries, such as Chile, Argentina, 
and Brazil, where inflation has soared 
to hundreds of percentage points with
in a few years. For over ten years 
Brazilian accountants have prepared 
balance sheet restatements of fixed 
asset costs by means of a government- 
calculated index. The net credit result
ing from this reinstatement is recorded 
as a reserve in shareholders’ equity.2

Other barriers to GAAP are legal 
systems and legal requirements. Some 
differences in business practices reflect 
nations’ underpinning legal systems. 
Two major streams of legal thinking 
exist in Western nations: the Anglo- 
Saxon System of Case Law and the 
Napoleonic Code; far eastern and mid
dle eastern countries, whose economic 
influence have grown dynamically in 
recent years, have yet other legal 
heritages which affect business and 
record-keeping.

Governmental rulings are a for
midable barrier to international ac

counting principles. Governments may 
promulgate specific handling of busi
ness transactions which gives rise to 
one accounting treatment for taxes and 
alternate accounting treatments for fi
nancial reporting or securities dis
closures. For instance, in stimulating 
capital investment some governments 
allow a very rapid write-off of new in
vestments in plant and equipment. In 
Great Britain, for example, these new 
investments may be written off in the 
year in which they are made; this is a 
100% immediate write-off.3 The treat
ment of foreign exchange gains and 
losses is another area where some 
governments have mandated specific 
accounting methods in recent years.

Another barrier to the establishment 
of international standards is the 
development or lack of development 
of national standards.

Whether or not national standards 
are officially formulated, the histori
cal, gradual development of account
ing principles within individual coun
tries has produced an incredible diver
sity in acceptable practices among na
tions.4 Goodwill is a typical example 
of international inconsistency. In India 
the establishment of amortization of 
goodwill is not required; in Sweden 
and Peru goodwill which is capitalized 
need not be amortized until its value is 
obviously diminished.
Progress

In spite of these many barriers, en
couraging progress has been made 
toward agreement and uniformity 
among the accounting practices of 
numerous countries. There is increas
ing comparison, discussion, and con
sensus among accountants for narrow
ing world differences.

Since 1926 there have been periodic 
meetings of the International Congress 
of Accountants which serves as an im
portant forum for the discussion of in
ternational accounting issues. Dele
gates representing over fifty nations 
took a very positive step toward the 
unification of accounting by establish
ing the International Federation of 
Accountants (IFAC) at the eleventh 
congress in Munich, Germany, in Oc
tober, 1977. (The next international 
congress will convene in Mexico City 
in 1982.) Although the Federation will 
not address the formulation of interna
tional principles, it will produce ethi
cal, educational, and other non-techni
cal international guidelines for the ac
counting profession. Early in 1979 it 
issued an exposure draft entitled Ob
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jective and Scope of the Audit of Finan
cial Statements, which is to be the first 
of a proposed series of worldwide 
auditing guidelines.

Since World War II there have been 
regional meetings such as the Accoun
tants International Study Group, 
(AISG) comprised of accountants 
representing Canada, the United 
Kingdom and the United States. The 
ASIG has served as a forum for discus
sion of accounting topics of concern to 
each and prepared ten comparative 
studies on broad subjects such as 
materiality and accounting for tax pur
poses. As a result of these studies, 
some degree of harmonization in ac
counting principles has been achieved 
in limited areas among the participat-, 
ing countries.

The International Accounting Asso
ciation in North and South America, 
the Union of European Accountants, 
and the Conference of Asian and 
Pacific Accountants are other groups 
which have also played a role in bring
ing about the atmosphere of coopera
tion which exists today.

The most significant achievements 
toward the standardization of world
wide accounting principles have been 
those of the International Accounting 
Standards Committee (IASC) founded 
as a result of the Tenth International 
Congress of Accountants. The commit
tee was formed in early 1973 by ac
countants from nine national account
ing societies representing Australia, 
Canada, France, Germany, Japan, 
Mexico, the Netherlands, the United 
Kingdom and the United States. To
day approximately forty countries 
ranging from Belgium and Fiji to 
Yugoslavia and Zambia are associate 
members of the group. All have 
pledged their “best efforts” in facilitat
ing the adoption of IASC standards by 
the accounting bodies of their home 
countries.

To date the IASC has completed 
eleven standards with others in prep
aration. Those which have been issued 
concern these areas:

• disclosure of accounting policies
• consolidation of financial 

statements
• inventory valuation
• depreciation
• essential information for financial 

statements
• presentation of price changes and 

their impact
• statements of changes in financial 

position

• prior period items, and changes in 
accounting estimates and policies

• research and development
• contingencies, and events occur

ring after the balance sheet date
• construction contracts5

Some topics currently under study ad
dress research and development costs, 
and extraordinary items such as 
foreign currency translation.

Although these standards are not 
legal mandates they represent a signifi
cant advance toward the goal of inter
nationally accepted accounting princi
ples and they have had substantive im
pact. In Great Britain, for example, all 
listed companies on the London Stock 
Exchange are required to comply with 
IASC standards. The French Institute 
has officially adopted all IASC stand
ards and enforces compliance with 
them by established disciplinary pro
cedures. Another indication of IASC's 
influence is Japan's move in 1977 re
quiring companies to issue consoli
dated financial statements as suggested 
in the IASC standard for the con
solidation of financial statements.

The growth of worldwide economic 
interdependency has prompted in
terest in international accounting 
standards by the United Nations. 
Specifically, the U.N.-sponsored study 
of “The Impact of Multinational Cor
porations on the Development Process 
and on International Relations” con
cluded that international accounting 
standards should be developed by ac
counting experts for multinational cor
porate financial reporting. The IASC 
has assumed this responsibility to date.
The Future

Although the barriers are formida
ble, accountants have made considera
ble progress toward the establishment 
of international GAPP. The Interna
tional Accounting Standards Commit
tee has issued eleven standards 
and the newly formed International 
Federation of Accountants will pre
pare guidelines on related areas of ac
counting such as ethics and education.

The authority of ISAC and IFAC 
pronouncements will be officially 
defined by more member nations. 
Some may accept international stand
ards wholly; others, partially. In either 
case, the disclosure in financial state
ments of differences between national 
and ISAC recommended principles 
will likely be required.

Professional accounting organiza
tions are serving as forums for their 
members’ opinions, discussions, and 

recommendations and as sources of in
formation for the latest international 
progress. These organizations and 
others throughout the world will also 
continue to provide representation for 
their members at the international 
meetings and in the organizations 
where international GAAP are being 
enforced. □

FOOTNOTES

1The following examples draw heavily upon 
Michael N. Chetkovich's address, “Interna
tional Developments in Accounting and Audit
ing", presented November 29, 1977 before the 
Conference on Accounting for Multinational 
Entities at the University of Texas at Dallas.

2Lafferty, Michael, "International Moves in 
Inflation Accounting: A Convergence of 
Methods?," The Accountant, Vol. 176, No. 
5324, (January 27, 1977), 106.

3“The Global Snares for Corporate Accoun
tants". Business Week, (July 25, 1977), 162.

4Readers desiring further information are 
referred to the AICPA's 1975 guide to Profes
sional Accounting in 30 Countries which con
tains descriptions of accounting principles used 
in each of the countries as well as sections con
cerning the country's forms of business 
organization, requirements for stock exchange 
listings, and other background information. 
Price Waterhouse & Company's Guide for the 
Reader of Foreign Financial Statements (George 
C. Watt. Editor, 2nd Edition January 1975) 
lists the primary differences in accounting prin
ciples between the United States and twenty- 
four countries in clear, concise form.

5Not all eleven are in effect as yet: IAS No. 9. 
Accounting for Research and Development Ac
tivities, IAS No. 10. Contingencies and Events 
Occurring After The Balance Sheet Data, and IAS 
No. 11. Accounting for Construction Contracts, 
become effective for financial statements cover
ing periods beginning on or after January 1. 
1980.

Carole Ann Elsea is an MBA candidate at 
Rider College. She has held a variety of fi
nancial positions and is currently Controller 
and Assistant Treasurer of Westminster 
Choir College, Princeton, N.J. Ms. Elsea is 
an officer of the Princeton Chapter of NAA, 
and a member of the National and Eastern 
Associations of College and University Busi
ness Officers.
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For many years it has been the task 
of college teachers to evaluate students 
and to assign them a grade of A, B, C, 
D or F according to their perform
ance. In more recent times, particu
larly since the student unrest of the 
midsixties, the students have in turn 
evaluated the teachers at many insti
tutions, frequently also on a five-point 
scale and have assigned them grades of 
five to one. This evaluation by stu
dents is usually done on a standardized 
form. Some methods use class time 
toward the end of the semester, some 
require that the forms be mailed in 
toward the end of the semester or after 
the semester is over, and some require 
the evaluation be done in the early 
days of the following semester.

Typical of the items on which stu
dents rank their instructors are: “The 
instructor’s objectives for the course 
have been made clear,” “The instruc
tor used class time well,” “The instruc
tor was readily available for consulta
tion with students,” “Lectures were 
too repetitive of what was in the text- 
book,” “The instructor was 
enthusiastic when presenting course 
material,” “The text was clear in 
presentation of concepts.”

Some schools have designed their 
own forms and some have elected to 
use a standardized form and rating 
scale such as the Educational Testing 
Service form based on the Michigan 
State University scale, the form from 
the Berkeley Center for Research and 
Development on Higher Education, 
the Purdue Rating Scale for Instruc
tion, or the Illinois Course Evaluation 
Questionnaire. The standardized 
forms have the advantage of being 
more thoroughly researched and of 
allowing comparability with other in
stitutions. The self-developed forms 
are more adaptable to a particular 
situation and may be less expensive 
because they need not be purchased 
from an outside source.
Purposes of Faculty Evaluations

Basically there are three purposes of 
faculty evaluations: 1) to help faculty 
members improve their instruction 
techniques, 2) to guide students in 
their selection of courses and/or 
teachers, and 3) to assist administra
tors in their evaluation of the teaching 
abilities of individual instructors. To 
these purposes may be added a some
what auxiliary purpose: 4) to conduct 
research on faculty performance.

The first purpose, that of assisting 
instructors in self-improvement, is cer

Education

Faculty Evaluations

Value and Validity

Editor:
Carole Cheatham, CPA, Ph.D.
Mississippi State University
Mississippi State, Mississippi

tainly a worthwhile goal and was prob
ably the first motivation toward 
faculty evaluations. Long before the 
days of standardized and compulsive 
evaluations, some teachers were 
designing and administering their own 
questionnaire in an honest attempt at 
improvement. Provided these faculty 
members were not so blind to their 
shortcomings that they failed to ask the 
right questions, they received 
meaningful information that assisted 
them in bettering their instruction 
techniques. However, the teachers that 
needed the most improvement were 
usually those that failed to ask for or 
ignored any kind of feedback from 
their students. Consequently, faculty 
evaluations were only made of some 
conscientious teachers who were moti
vated to improve, and they were prob
ably good teachers anyway. In order to 
get the message across to the poorer 
teachers it was necessary to make the 
evaluations compulsory and to pro
vide some sort of standardized form 
for general use. On the whole, the 
poorer teachers ignored the results 
from these evaluations as they ignored 
less formal forms of feedback.

The second purpose of faculty 
evaluations is to guide students in 
course and/or faculty selection. Using 

a faculty evaluation for this purpose 
formalizes a process in which students 
have always engaged and provides an 
information supply with equal access 
for all students. While formerly stu
dents had to rely on word-of-mouth or 
the informal files of a sorority or fra
ternity, they could now consult a hand
book or their college library to obtain 
this information. This assumes, of 
course, that the results of evaluations 
were made available to students, which 
is not the case at all institutions.

The major objection to using faculty 
evaluations to guide students in their 
course and faculty selection relates to 
the confidentiality of the information. 
Some faculty members are sensitive 
about having their ratings generally 
known. Those who object to pub
lishing faculty ratings point out that 
the confidentiality of student grades is 
protected by the Buckley Amendment 
and should not instructors have the 
same rights to privacy?

The third purpose of faculty evalua
tions is to assist administrators in their 
evaluation of teaching ability. This is 
probably the most controversial use of 
faculty evaluations. One has to sym
pathize with an administrator who 
must make decisions concerning pro
motion, tenure, and salaries given the 
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information at his/her disposal. Teach
ing, which is the major or at least a ma
jor activity of faculty, is not easily 
assessed. Self-evaluations by instruc
tors have obvious difficulties. Class
room visits tend to provide very poor 
samples of performance besides being 
grossly unpopular. Achievement tests 
tend to apply only in courses stressing 
rote learning. Peer ratings sound good, 
but as far as classroom performance is 
concerned they can only be based on 
hearsay — which is what the adminis
trator would probably base his/her 
evaluation on anyway. Given the alter
natives, student evaluations of faculty 
seem the ideal answer.

Why then the strenuous objections 
by some faculty members to this 
method? Most of the objections center 
around validity. One proponent of 
teacher evaluations by students quotes 
from Aristotle’s Politics which declares 
that we receive a better notion of the 
dinner from the guests than from the 
cook, likening the students to the 
guests and the teacher to the cook.1 
This may be true. However, the guests 
are far more likely to give an opinion 
based on flavor than on nutrition; and, 
in the long run, it is nutrition that 
counts. Opponents to this use of 
faculty evaluations say that students 
tend to give an opinion of a course or 
an instructor based on how much they 
enjoyed it rather than on what they 
learned from it. The charge is that 
faculty evaluations measure popularity 
rather than teaching ability.

The fourth purpose of faculty 
evaluations is to conduct research on 
factors related to faculty performance. 
This was listed above as an auxiliary 
purpose because most of the research 
done with faculty evaluations is to 
prove or disprove the validity of the 
instrument rather than assess perform
ance. In other words, the research has 
been the result rather than the cause.

Validity of Faculty Evaluations
The most serious charge against 

faculty evaluation instruments is that 
they lack validity. That is, that they do 
not measure what they purport to 
measure — teaching effectiveness.

There are many factors that in
fluence the rankings given by students 
in faculty evaluations. Where these 
variations are known and allowed for 
in the interpretation of the results, the 
rankings are still usable. Some of these 
factors relate to the questionnaire it
self and the way it is administered. Stu

dents may react negatively to an overly 
long questionnaire. They are most 
likely to complete a questionnaire with 
clear instructions and easy to check 
answers.2 Students may also react to 
teaching conditions over which the 
teacher has little control. In general, 
research has shown that lower-level 
courses, moderate-sized classes, and 
required courses tend to receive less 
favorable ratings.3 Classes held during 
the middle of the day receive higher 
rankings than those held in the early 
morning.4

Dr. Fox and Other Interesting People
There are other factors that in

fluence rankings that are more subtle 
and harder to allow for in the inter
pretation of rankings. Consequently, 
these defects are of a more serious 
nature. One assertion is that faculty 
evaluation results are unduly in
fluenced by the “popularity” of the in
structor. There are several studies that 
appear to confirm this.

Williams and Ware conducted a 
study in which they hired a Hollywood 
actor to deliver six types of lectures. 
The content density was high, medium 
or low. The manner of delivery was 
high expressive or low expressive. In 
the high-expressive lectures the actor 
used devices such as humor, 
enthusiasm, and voice modulation 
while not using them in the low-ex
pressive lectures. Afterwards students 
were administered an achievement test 
and asked to rank the lecturer. As 
might be expected, high scores on the 
achievement test were associated with 
high content. High rankings of the lec
turer were associated with high 
expressiveness. In Williams and 
Ware’s early study in 1975, it ap
peared that high expressiveness also 
aided achievement, but this was not 
born out in a later study. The 
correspondence between high expres
sion and high rankings of the instruc
tor without regard for content is what 
the authors termed a “Dr. Fox 
effect.”5

Keaveny and McGann (1978) did a 
study relating student ratings to cer
tain behavioral clusters. Two clusters 
related to competence and organiza
tion which the authors labeled “Taut 
Ship” for high levels and “Loose Ship” 
for low levels. Another two clusters re
lated to concern and consideration 
which the authors labeled “Nice Guy” 
for high levels and “Bad Guy” for low 
levels. As might be expected, “Nice 

Guy-Taut Ship” received the highest 
overall ratings and “Bad Guy-Loose 
Ship” received the lowest overall rat
ings. However, “Nice Guy-Loose 
Ship” had a better chance of a good 
overall rating than did “Bad Guy-Taut 
Ship”, indicating that students appear 
to be more influenced by the con
sideration variables than the compe
tence variables.6

Since certain variables appear to 
affect the outcome of faculty evalua
tions, one author has suggested that an 
instructor might use these effect to 
“cheat” on the evaluation. In a rather 
tongue-in-cheek article Michael Faia 
suggests:

As in the case of student cheating, the 
more interesting techniques are the more 
subtle ones. To begin with, we must make 
use of the findings of social psychology. 
For instance, research shows that course 
evaluations are influenced by a host of 
factors that have nothing to do with the 
“objective” aspect of teaching, such as 
whether or not professors are married, 
how they dress, whether they act “seduc
tively” (as in the famous “Professor Fox” 
experiments), whether or not professors 
share the values of their students, 
whether or not students receive the 
grades they expect, whether or not in
structors show “hostility.”7

Grade-Rankings Correlation
Besides the assertion that rankings 

are influenced by a group of 
behavioral variables that may loosely 
be characterized as “popularity”, there 
is also the assertion that rankings are 
unduly influenced by the grade that a 
student receives or expects to receive 
in a course. This claim crops up over 
and over with good reason. A correla
tion between rankings and grades has 
occurred in many major studies.

Table 1 presents the findings from 
twenty-nine large grade-rating studies 
published between 1934 and 1974. 
Twenty-eight of the studies show posi
tive correlations between grades given 
students and rankings given instruc
tors. In total the studies represent 
more than 80,000 student ratings in 
thirty-five or more colleges and 
universities. The only study of this 
group which shows a negative correla
tion is the Heilman and Armentrout 
study which was done in 1935, and it is 
open to serious question from a control 
standpoint because the teachers ap
parently administered and handed in 
their own rankings.8

Table 1 does not present an exhaus
tive list of all the studies that have
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TABLE 1 
PUBLISHED DATA FROM 29 LARGE GRADE-RATINGS STUDIES 

1934 — 1974

Author and Date 
of Publication

1. Anikeef (1953)
2. Bassin (1974)
3. Bausell & Magoon (1972)
4. Centra & Linn (1973)
5. Cornwell (1974)
6. Echandia (1964)

7. Elliott (1950)

8. Granzin & Painter (1973)
9. Heilman & Armentrout (1936)

10. Hildebrand, et al. (1971)
11. Holmes (1971)
12. Hudelson (1951)
13. Kennedy (1972)
14. Kooker(1968)
15. Mirus(1973)
16. Nichols & Soper (1972)
17. Overturf & Price (1966)
18. Perry & Baumann (1973)
19. Rayder (1968)
20. Rosenshine, et al. (1973)
21. Rubenstein & Mitchell (1970)
22. Spencer & Dick (1965)

23. Starrack (1934)
24. Stewart & Malpass (1966)
25. Voeks & French (1960)

26. Walker (1969)
27. Weaver (1960)
28. Powell (1974)
29. Powell (1975)

Maximum Grade-Rating 
Correlation Found

+ coefficient of .73 in freshman-sophomore classes
+ coefficient of .10 affecting rankings to 32 percentiles
+ coefficient of .6
+ correlation; unstated “moderate” amount
+ correlation accounting for 11 % of variance
+ correlation at .01 level of significance; no coefficient 

given
+ correlation on all 10 items on Purdue rating scale; no 

coefficient given
+ coefficients of .14 to .21
—coefficient of .04
+ coefficient; unstated amount
+ correlations: 5 to 11 % of variance
+ coefficient of .19
+ correlation significant at .01 level; no coefficient given
+ correlation at .001 level; no coefficient given
+ coefficient of .85
+ coefficient of .53
+ coefficient of .17; questionable statistical method used
+ correlation of .78
+ coefficient of .18
+ correlations of .09 to .27
+ correlations of .09 to .44
+ coefficient of .85 to .91 in one study; + correlation of 

unstated amount in second study
+ coefficient of .15
+ correlation significant at .001 level; no coefficient given
+ coefficients up to .60 in one study; 4- correlations in 9 of

10 departments in second study; indeterminant results 
in third study because of faulty design

+ coefficient of .48 by rank order
+ correlation significant at .001 level; no coefficient given
+ coefficient of .73
+ coefficient of .79

Source: Robert Powell, College English, January 1978, pp. 628-629.

been done in the area of faculty 
evaluations, and there are studies that 
demonstrate negative or no correla
tion between rankings and grades. 
However, some of these studies were 
done by evaluation consultation serv
ices which have a vested interest in 
proving the validity of their tests. 
Some other studies involve situations 

in which the teacher did not control 
the students’ grades. Some negative 
correlation studies or no correlation 
studies were very small involving as 
few as one teacher. (This can also be 
said of some studies which found posi
tive correlation although all those that 
appear in Table 1 involve at least five 
teachers.)9

Attempts to Establish Validity
The claim of lack of validity is in

deed a serious claim and this claim has 
not been adequately refuted by the 
proponents of teacher evaluations. At
tempts to deal with the problem have 
taken several forms. Consider, for ex
ample, the statement from a book 
published by one firm specializing in 
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evaluation programs, which presents 
three methods for testing validity.

The validity of an instrument, or 
whether it measures what it purports to 
measure, has been studied extensively for 
some instruments. Other institutions pilot 
test their own instruments, and may test 
the validity by requesting the same infor
mation in a variety of ways on different 
items, and then seeing if the answers are 
statistically consistent . . . Validity is 
often measured by comparing a test 
instrument with one that has already es
tablished its validity. Many committees 
decide that face validity is acceptable; 
that is, the instrument logically appears 
to be valid. 10
The first method of testing for 

validity, that of asking for the same in
formation in a variety of ways, is cer
tainly a useful way to establish validity 
although its use with a single instru
ment is limited due to considerations 
of length. However, as regards the sec
ond method, testing an instrument with 
another valid instrument is not possi
ble until it is established that there is a 
valid standard for teacher evaluations. 
Accepting a questionnaire on the basis 
of face validity, the third method, is 
like an auditor giving a clean opinion 
of a balance sheet because the figures 
add up. Equally unimpressive are 
items on the survey form such as “I 
have given thoughtful consideration to 
the questions on this form,”11 which 
only prove the student read the item.
Conclusions

Teacher evaluations have been used 
for four purposes — for teacher self
improvement, for student guidance in 
selecting teachers and/or courses, for 
assessment of teachers’ performance by 
administrators, and for research pur
poses. It appears that teacher evalua
tions do have some use for teacher self
evaluation particularly in regard to 
single items asked on the forms. For 
example, if a teacher consistently gets 
low rankings on an item such as 
“Spoke with expressiveness,” he or she 
can strive for improvement in that 
area. Interpretations of overall rank
ings should be tempered by the knowl
edge that variables other than teaching 
effectiveness do affect these rankings.

Use of faculty evaluations by stu
dents to select courses is a valid use 
although permission of the instructor 
should be obtained in order to respect 
the confidential nature of the rankings. 
For the typical student seeking a pro
fessor and/or course the rankings are 
probably fairly accurate, assuming his 
or her goals and reactions will be simi

lar to those of previous students. For 
the student with atypical goals and 
reactions, the rankings will be less 
useful.

Use of faculty evaluations by admin
istrators is probably unwise in view of 
the lack of established validity. It is 
particularly hazardous to compare one 
faculty member’s rankings with those 
of another faculty member. If it is 
desired to assess teaching effective
ness, then achievement tests ad
ministered to students appear to be 
more to the point, although achieve
ment tests have problems also. Perhaps 
the only feasible alternative at present 
is to continue to rely largely on more 
objective measures of performance 
such as publications, offices held, com
mittees chaired, etc. If and when more 
valid teacher evaluation instruments 
are developed, then they can be 
utilized. Re-testing the present survey 
forms appears to be of limited value 
because most have been tested exten
sively, and their validity is still in ques
tion. More research needs to be done 
to develop better measures of teaching 
effectiveness, perhaps utilizing 
achievement tests or some com
bination of achievement tests and stu
dent rankings. □
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For many years the accounting pro
fession has been derided for operating 
without a conceptual framework, or a 
constitution as it were. Although APB 
Statement No. 4 was an attempt to 
grapple with the problem, the main 
thesis of Statement No. 4 was to de
scribe the status quo rather than to 
prescribe how things should be.

In 1973 the Trueblood Committee 
authored a document entitled Objec
tives of Financial Statements. This 
document listed twelve objectives 
which provided the frame of reference 
for the FASB’s Statement of Financial 
Accounting Concepts No. 1, (SFAC No. 
1) issued in November 1978. The pur
pose of this article is to discuss SFAC 
No. 1.
Background

SFAC No. 1 is the first definitive 
statement of a series designed to pro
vide the framework for the issuance of 
financial accounting and reporting 
standards. SFAC No. 1 emphasizes 
profit-oriented enterprises; other types 
of entities are being considered in 
another phase of the conceptual frame
work project.1 SFAC No. 1 does not in
clude any conclusions related to the 
measurement process, the form of 
statements, or the relative merits of 
various accounting models, e.g., 
historical cost vis-a-vis replacement 
cost. Rather, the Statement provides 
the concepts from whence future ac
counting standards will be drawn.

According to SFAC No. 1, financial 
reporting is not only affected by the 
environment within which it operates, 
but also by the characteristics and 
limitations of the information that 
financial reporting can provide. This 
results in approximate rather than 
exact measures, which is in contrast to 
the aura of precision that appears to 
surround financial statements. 
Moreover, financial statements are 
based on historic events although man
agement may communicate soft infor
mation regarding the future, e.g., 
forecasts. Financial reporting does not 
pertain solely to financial statements; 
it also includes other means of com
munication that may be a product, 
directly or indirectly, of the account
ing system. Admittedly, financial 
statements are the principal means of 
communicating accounting informa
tion. In certain cases more useful in
formation can be provided by financial 
statements, whereas in other situa
tions, the user is better served by 
means of financial reporting other than

Theory & Practice

FASB Statement of Financial
Accounting Concepts No. 1

Objectives of Financial Reporting 
by Business Enterprises

Editor:
Carole Cheatham, CPA, Ph.D. 
Mississippi State University 
Mississippi State, Mississippi

Guest Author

Trini U. Melcher

financial statements. Since information 
is used and provided at a cost, the 
benefits expected should usually equal 
or exceed the cost incurred.

The potential users of financial in
formation include owners, lenders, 
suppliers, potential investors and cred
itors, employees, management, direc
tors, customers, financial analysts and 
advisors, brokers, underwriters, stock 
exchanges, lawyers, economists, taxing 
authorities, regulatory authorities, leg
islators, the financial press and report
ing agencies, labor unions, trade asso
ciations, business researchers, teachers 
and students and the public. The po
tential users are commonly 
dichotomized into two groups, exter
nal users and internal users. Since in
ternal information can usually be 
tailored to the needs of management, 
reporting to internal users is con
sidered beyond the scope of SFAC No. 
1. Thus, the objectives of the State
ment are designed to meet the needs of 
external users who lack the authority 
to require the financial information 
needed from an enterprise.

Although the focus of the Statement 
is largely on investors and creditors, 
recognized is the fact that other users 
can also benefit from information pro
vided to these two particular groups.

Objectives of Financial Reporting.
SFAC No. 1 emphasizes that the goal 

of financial reporting is to provide in
formation for investors, creditors and 
others who use the information for 
decision making. While the informa
tion should be a useful tool in reaching 
decisions, the role of financial report
ing is only that of providing 
evenhanded, neutral and unbiased in
formation to readers.

“Investors and creditors” is a broad 
term and encompasses not only those 
who deal directly with an enterprise 
and those who work through inter
mediaries, but also those who deal 
directly with other investors and cred
itors. “Investors” can be either equity 
securityholders or debt security 
holders. “Creditors” includes sup
pliers of goods and services as well as 
contractual lenders. Security analysts, 
lawyers, regulatory agencies and 
others who advise or represent the in
terests of investors and creditors are 
examples of intermediaries.

Financial information is a tool and 
can be either used or abused. What is 
more, understanding by investors, 
creditors, or other potential users may 
vary greatly. Nevertheless, proper use 
of this tool can be learned. The State
ment concludes that financial report
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ing (a) is for the nonprofessional as 
well as for the professional; (b) should 
be able to be understood by the user 
who has a reasonable knowledge of 
business and who is willing to study the 
information provided, and (c) must be 
used properly.

More specifically, the information 
provided in financial reporting should 
aid present and prospective investors, 
creditors and other users in evaluating 
the amounts, timing and risk attached 
to prospective cash flows whether from 
dividends, interest or the proceeds 
from sale, redemption, or maturity of 
securities. In the final analysis, the test 
of the success of an investment de
pends on whether the investor receives 
more or less than the cash outlay. In a 
successful venture the investor 
receives not only the return of the 
investment, but also a return on the 
investment. An investment decision is 
really a choice between the receipt of 
cash today and the receipt of cash at a 
later point in time. Thus, rational in
vestors, creditors and others need in
formation to enable them to form deci
sions on expectations regarding risk 
and return. This same information is 
useful within the enterprise itself as it 
makes its own investment decisions.

Furthermore, financial reporting 
should provide information about 
resources, obligations and owners’ 
equity; however, financial accounting 
is not designed to establish directly the 
value of a business.

Financial reporting should convey 
information about an enterprise dur
ing a particular period of time with 
primary focus upon earnings and its 
components. Investors, creditors and 
others try to derive expectations about 
the future partially by making ex
trapolations based on the past. Since 
investors, creditors and others rely on 
earnings information to predict the 
future, a cash basis approach cannot be 

considered an adequate basis for 
determining the past success or lack of 
success of an enterprise. Instead, ac
crual accounting is a better system for 
making predictions about future cash 
flows. Over the long run (the life of the 
enterprise) total net cash receipts 
equal total earnings. But in the short 
run, the essential difference between 
accrual and cash accounting is the tim
ing of recognition of those items that 
comprise earnings.

The reported earnings and other in
formation is used in various ways. For 
example, earnings information may be 
used in evaluating management, pre
dicting earnings and evaluating risk. It 
is not the purpose of financial report
ing to make the evaluations, but 
merely to provide basic information 
for such analyses.

Financial reporting should provide 
information relating to liquidity and 
solvency. In that respect, information 
about economic resources, obligations 
and owners’ equity may be useful.

In evaluating management’s 
stewardship and performance, earn
ings information is usually used for 
assessment purposes. However, earn
ings for a single period may not be 
sufficient for evaluating management’s 
performance. In other words, en
terprise success or lack of success is 
composed of many factors, external 
and internal. To say that current man
agement is wholly responsible for 
earnings may not be correct, for the 
actions of past management may, in 
fact, have had an effect on the current 
year’s performance. To break the 
whole into parts in order to evaluate 
the performance of management is 
difficult, since performance is an in
teraction of numerous factors. Man
agement, however, can aid the com
munication process by providing ex
planations whenever necessary to 
make the results more meaningful.

Conclusion
SFAC No. 7 is a basis, inasmuch as 

the accounting profession is provided 
with a foundation upon which stand
ards will be developed. This Statement 
provides the objectives of financial re
porting with emphasis on economic 
resources of an enterprise, the claims 
to those resources and events that may 
trigger changes. Left unanswered are 
questions related to the measurement 
process, the form financial statements 
may take, and the trade-off of re
liability and objectivity vis-a-vis rele
vance. However, these issues will be 
the subject of future phases of the con
ceptual framework project.

1The FASB issued a Discussion Memorandum, 
“Objectives of Financial Reporting by Nonbusi
ness Organizations,” in June 1978. Public hear
ings were held in October and November 1978
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The Managerial Woman, Margaret 
Henning and Anne Jardim, Double
day, Garden City, New York, 1977 
$7.95.

It is reassuring to learn that the pat
terns of social conditioning for males 
and females are not necessarily fixed. 
However, the impact of different 
socialization is real and explains why 
many women experience “culture 
shock” when they enter the unfamiliar 
environment of the business world.

Henning and Jardim trace the pat
terns of difference and their implica
tions directly to the job. They present 
the typical female/male attitudes 
toward responsibilities, pressures, op
portunities for advancement, and the 
ability to identify a career future with
in a business organization. They cor
relate these attitudes to childhood and 
adolescence social experiences.

The most valuable activity in pre
paring one for successful adult life in 
the business world is team sports. 
Parents have long realized this valua
ble heritage and steered their sons into 
aggressive physical activity and the ac
quisition of outdoor skills. In team 
sports boys learn many psychological 
skills and strategies that will be used 
later in the business world: (1) what 
competition is, (2) what it feels like to 
win — to lose, (3) that you win as a 
team, not as a lone individual, (4) that 
there are risks, lots of risks, (5) how to 
handle pressure and stress when the 
game is close, (6) how to take criticism 
— from coach, peers, the crowd, (7) 
team work — working with people one 
wouldn’t choose as friends outside the 
team, (8) hard work — preparation 
and practice brings the desired results, 
(9) a sense of belonging, of being part 
of something bigger than oneself — 
group identity, (10) if knocked down, 
the player has to get up again, (11) 
teams need a leader because motiva
tion or lack of it depends on the coach, 
(12) all games have rules and once 
learned the rules you can be bent by in
fluencing the referee, the coach, (13) 
all plays involve alternative plans and 
strategies.

Men, upon entering the business 
world, immediately perceive the 
similarities between team sports and 
the business environment and fall into 
line. Women, on the other hand, have 
not learned the necessary business 
skills from jumping rope, playing 
jacks, and cuddling dolls. Nothing in 
their cultural background has pre
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pared them for what they face. Their 
reactions and responses to the business 
environment are those of a person in 
“culture shock.”

Another barrier, according to the 
authors, that prevents women from 
climbing the corporate ladder is the 
lack of a role model. Men have done 
the job for hundreds of years, thus 
there is no doubt in the minds of the 
men who manage corporations that 
men are capable. Men’s ambitions are 
supported since they brought 
legitimacy with them. Even the less 
bright have to prove by their perform
ance that they do not belong. In effect, 
they have to prove failure.

Women, on the other hand, are ille
gitimate as they have never been part 
of the power structure. They have to 
prove over and over by their perform
ance that they do belong. In effect, 
they have to prove success. Without a 
role model, even women sometimes 
find it difficult to believe in themselves 
and often state, “I can’t do this because 
women before me have never done it.”

The Henning and Jardim book is not 
an emotional recollection of their own 
lives, but rather it is the outcome of 
joint research on the personal and pro
fessional lives of twenty-five women 
who made it to the top of corporations 
— as vice-presidents and presidents in 
major industries. The authors trace the 
lives of the twenty-five subjects 
through childhood, adolescence, col
lege, early career, and career maturity. 
Definite strong and regular patterns 
emerge from this study.

All the women were either the eldest 
or only children or their experiences 
were essentially similar to those of a 

first-born child. Their fathers were the 
dominant figure in their lives, they had 
extremely close relationships with 
their fathers, and they were involved 
in a wide range of activities tradi
tionally considered masculine. The 
fathers did not reject their daughter’s 
femininity, but rather, placed the high
est emphasis on their developing the 
traditional sex role or behavioral style. 
Their parents were friends rather than 
superiors or autocrats. The openness 
of their relationships with their parents 
encouraged them at a very early age to 
deal with adults on a person-to-person 
basis, thus they developed confidence 
very early in dealing with authority 
figures. Their self concept as a free and 
autonomous persons was developed 
through the support and confirmation 
of the family. Although the assumption 
of feminine inferiority existed, it did 
not apply to them as individuals.

When these women entered the busi
ness world, similar work and relation
ship patterns appeared. Their pursuit 
of careers dominated most of their 
time even at the expense of personal 
relationships. None of them married 
until they were at least thirty five years 
old. Communication with their male 
peers was limited to the only common 
ground they felt they shared, work and 
the job. Generally, men perceived the 
twenty-five successful women as being 
cold, reserved, and aloof.

All the women had male mentors — 
a person who became father, sup
porter, encourager, teacher, and her 
strength in the company. He “acted as 
sales agent for the woman wherever he 
sent her. He used his reputation to 
develop hers, and his respect from
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others to gain acceptance for her. In 
times of direct confrontation with any 
group or individual, he would act as a 
buffer and place himself between the 
woman and her opponent.”

This book is especially essential for 
men who manage corporations, not 
only to understand the problems of 
women at work, but also, to under
stand the ego and psychological prob
lems facing men whose masculine iden
tity is being threatened by having to 
share their power with women. 
“Masculinity is itself rooted in the ac
quisition of competence and achieve
ment.” Henning and Jardim present 
the idea that men’s reaction to 
women’s invasion of the business 
world is more typical of any 
threatened person rather than male 
chauvinism.

Additionally, the authors discuss 
how men join together in order to 
preserve their concept of masculinity. 
They “join together to sabotage 
women who have tried to succeed at 
the management level. If threatened by 
law that either they welcome the out
siders (women) into their midst or be 
punished for failure to do so, the in
siders (men) can make their system 
work so as to avoid either outcome 
entirely.”

Women & Power, Jane Trahey, Avon, 
New York, 1977. Paperback, 1978, 
$2.25.

“Women miss out on the moves up
ward for two major reasons: (1) men 
don’t want them to move upward; (2) 
they are not as aware as they should be 
about how to play the power game. For 
the most part they don’t even know 
there is a game. How can they possibly 
know the rules?” Women have never 
had any power, thus they do not un
derstand what it is or how it functions.

Every page of Trahey’s book 
vibrates with a blazingly energetic pre
sentation of the tart details of the real 
world of business. As the reader 
follows the common problems and 
dilemmas of working women seeking 
careers at the top, it becomes clear why 
Trahey’s book was selected by four 
major book clubs.

Trahey shares with us portions of 
her personal experiences which leave 
the reader with an indelible impression 
of a spunky, brave, and resourceful 
woman. In addition to her own ex
periences, her statements and conclu-
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sions are based on the interviews with 
nine “queens” in the business world — 
women who chucked the corporation 
and struck out on their own.

We read of common themes in the 
lives of women who finally obtained 
that invisible force which gives one the 
freedom to take on the world — 
power! All the women grew up in an 
environment where females were 
strong and brave. Their mothers, all 
working women, were the dominant 
figures in their lives. All the women 
worked long hard hours; their lives 
revolved around their careers. The 
social engineering of Trahey’s group of 
successful business women is directly 
opposite of the women interviewed in 
the MANAGERIAL WOMAN. The 
latter women had successfully climbed 
the corporate ladder, and each had a 
close relationship with her father. 
They received the social engineering 
that is usually accorded a son in the 
American culture.

All the women had male mentors — 
a person who believed in them, pushed 
them along, spoke up for them, and 
often arranged important contacts for 
them. Their male mentors provided 
the required open approval through 
their expressions of support.

The book ends with its author 
recommending the entrepreneurial 
path as the surest way for women to 
obtain power. You “no longer have to 
fight politics.” Trahey’s dream for 
women is positive but it underscores a 
cruel reality: most men groom other 
men to fill their positions.

Jewell Lewis Shane, CPA 
Cincinnati, Ohio

Replacement Cost Disclosures: A Study 
of Compliance with the SEC Require
ment, Melvin C. O’Conner and Gyan 
Chandra; National Association of 
Accountants, New York, N.Y., 1978, 
310 pp.

In an effort to provide information 
about compliance with and reaction to 
ASR 190, the National Association of 
Accountants initiated a series of 
replacement costing research projects 
in 1976. The results of the first two 
research projects were reported in 
Effects of SEC Accounting Series Re
lease No. 190 on Companies and Inves
tors (June 1976) and Replacement 

Costing: Complying with Disclosure Re
quirements (February 1977). This 
third, and concluding, study in the 
series consists of four sub-projects.

First, a detailed case study of nine 
firms, varying in size, structure, and 
diversity of operations, provides 
specific information on the various 
procedures employed in estimating 
current replacement costs for invento
ries, productive capacity, accumulated 
depreciation and depreciation ex
pense, and cost of sales. For seven of 
the firms, a comparison is made be
tween current procedures (as of May 
1977) and planned compliance (as 
stated by the firms in a September- 
October 1976 interview). In addition 
to the expressed general doubt by the 
firms about the usefulness of replace
ment cost data, either internally or ex
ternally, the study reports that firms 
estimated the cost of compliance at ap
proximately $100,000 (estimates 
ranged from $15,000 to $360,000).

The second sub-project reported in 
the study consisted of the examination 
of the 10-K forms and/or annual re
ports of 474 companies (covering 47 
industries), for the purpose of “iden
tifying experiences and problems in
dividual corporations have encoun
tered that are worth sharing with 
others.” The study presents the results 
of the examination in both graphical 
and tabular form on an industry basis 
and for all firms in the survey. Of par
ticular interest in this section of the 
study is the inclusion of 27 excerpts 
from annual or 10-K reports, vividly 
demonstrating the diversity of dis
closure that firms have used. An 
alphabetical list of the companies sur
veyed, with the industry classification 
the authors employed, is provided. 
The authors also furnish references to 
similar studies which readers could use 
to supplement this study.

A third sub-project involved a ques
tionnaire survey of 1,059 firms, from 
which the authors received 591 usable 
responses. The questionnaire (which is 
reproduced in the study) consisted of 
28 questions designed to determine, 
for example, the firm’s understanding 
of ASR 190, the manner in which im
plemented, level of management in
volved, opinion regarding usefulness, 
and comprehension of “current 

value.” The reader will find the raw 
percentages of responses to each ques
tion and summary statements of ques
tionnaire findings particularly infor
mative. For example, 58% did not 
consider replacement cost data useful 
to management, 65% thought such 
data to be too subjective, and 50% saw 
no uses for the data. Further, the 
divergent views concerning the mean
ing of “current value” led the authors 
to include 451 verbatim responses to 
the question.

The final sub-project included in 
this study involved a questionnaire 
survey of 342 Chartered Financial 
Analysts (CPA’s), with 80 usable 
responses. The questionnaire 
(reproduced in the study) consisted of 
22 questions designed to determine the 
value of replacement cost disclosures 
to financial statement users. In a man
ner similiar to that employed in pre
senting the company responses, the 
authors provide a question-by-ques
tion analysis as well as a series of sum
mary statements regarding question
naire findings. To cite an example, 
34% of the respondents viewed 
replacement cost disclosure as having 
no effect on investors, while an equal 
percentage felt that investors will be 
more cautious as a result of the dis
closure. The authors note that the 
CFA’s understanding of the meaning 
of “current value” are “so widely 
divergent that they defy generaliza
tion.” Consequently, the study in
cludes 32 verbatim responses to the 
question.

This study is strictly descriptive, 
leaving any conclusions to the reader. 
The authors have carefully avoided 
the inclusion of subjective evaluation 
or statistical analysis (except for raw 
percentage summaries). The research 
report is well-organized and unusually 
readable. To those responsible for 
compliance with ASF 190, the study 
should provide exceptionally valuable 
information concerning what others 
are doing to comply, how they are 
doing it, and their expectations about 
the future of replacement cost require
ments in financial statements.

Clarence E. Fries
Doctoral Candidate
The University of Tennessee



The revolving door 
vs. 

employment stability.
Turnover is not only costly, but it makes it difficult 

for a firm to attract competent personnel.
Robert Half has assisted thousands of organiza

tions in bringing employment stability to their finan
cial and data processing departments.

Here’s why:
We’re specialists. And specialists have to do a 

better job.
We’re large. 60 offices in the United States, Can

ada and Great Britain. And our size benefits you. We

select people who match your most specific require
ments from the maximum number of skilled ac
counting, financial and edp professionals.

We’ve been around a long time. Thirty years of 
know-how gives us an insight into our concentrated 
fields that is unmatched anywhere. Robert Half has 
stability. Isn’t that the right kind of organization to 
help slow down the revolving door?

Look us up in the White Pages in key centers 
throughout most of the English-speaking world.

  ROBERT HALF
RH accounting, financial and edp personnel specialists

ALBUQUERQUE • ALLENTOWN • ATLANTA • BALTIMORE • BIRMINGHAM • BOSTON • BUFFALO • CHICAGO • CINCINNATI • 
CITY OF COMMERCE (CA) • CLAYTON • CLEVELAND • CLIFTON, N.J. • COLUMBUS • DALLAS • DAVENPORT • DAYTON • DENVER • 
DES MOINES • DETROIT • FRESNO • GRAND RAPIDS • GREENSBORO • HARTFORD • HOUSTON • INDIANAPOLIS • KANSAS CITY • 
LANCASTER • LONG ISLAND • LOS ANGELES • LOUISVILLE • MEMPHIS • MIAMI • MILWAUKEE • MINNEAPOLIS • NEW ORLEANS •

NEW YORK • OMAHA • ORANGE (CA) • PALO ALTO • PHILADELPHIA • PHOENIX • PITTSBURGH • PORTLAND • PROVIDENCE • 
SACRAMENTO • ST. LOUIS • ST. PAUL • SALT LAKE CITY • SAN ANTONIO • SAN FRANCISCO • SAN JOSE • SEATTLE • STAMFORD CT. •

TAMPA • WASHINGTON, D.C. • WILMINGTON

CANADA: CALGARY • TORONTO • VANCOUVER • GREAT BRITAIN: BIRMINGHAM • LONDON
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