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what people are writing about

BOOKS

Management Services by Ac



counting Firms by William E.
 Arnstein, CPA, with the assistance

 of Herman Burstein, The Ronald
 Press Company, New York, 1967,

 444 pages, $12.

This review of the management

 

consulting services that are avail
able from public accounting firms

 seems to be basically promotional
 in intent, but it also offers the

 business reader a useful (though
 highly condensed) summary of

 some of the best of modern man


agement techniques for cost re



duction and profit improvement.

As every reader of this maga



zine knows, business’ use of CPA
 firms for help in areas outside

 auditing and tax work has grown
 tremendously in recent years. Few

 businessmen have a comprehensive
 picture of the scope of the services

 and how they are rendered. This
 book seeks to provide such a per
spective for executives, bankers,

 attorneys, lenders, and investors.
The principal author of this

 
book, partner in the management

 services department of S. D. Leid
esdorf & Co., is a former chairman

 of the committee on management
 

services of the New York State So



ciety of CPAs, a former member
 of the committee on management

 services of the American Institute
 of CPAs, and a former consulting

 editor of Management Services.
 He and Dr. Burstein, economist

 and statistician for S. D. Leides
dorf & Co., have contributed ar
ticles to this magazine.

After a brief description of the

 
nature of the management services

 practice of accounting firms the
 book discusses the specific tech

niques that are frequently intro
duced into a business by the con

sultants. Primarily these are tech
niques for control of operations
 and for office management and ac


REVIEW EDITORS
In order to assure comprehensive coverage of magazine

 

articles dealing with management subjects, Management
 Services has arranged with fifteen universities offering the

 Ph.D. degree in accounting to have leading magazines in
 the field reviewed on a continuing basis by Ph.D. candi

dates under the guidance of the educators listed, who
 serve as the review board for this department of Manage
ment Services. Unsigned reviews have been written by

 members of the magazine’s staff.
Jim G. Ashburne, The University of Texas, Austin

 
E. J. Blakely, University of Wisconsin, Madison

 Thomas J. Burns, The Ohio State University, Columbus
 George Prater, University of Washington, Seattle

Robert L. Dixon, University of Michigan, Ann Arbor

 

Leonard A. Doyle, University of California, Berkeley
 Dale S. Harwood, Jr., University of Oregon, Eugene

 H. P. Holzer, University of Illinois, Urbana
Walter B. Meigs, University of Southern California, Los

 
Angeles

Herbert E. Miller, Michigan State University, East

 
Lansing

John H. Myers, Northwestern University, Chicago

 
Carl L. Nelson, Columbia University, New York

 Michael Schiff, New York University, New York
 Willard E. Stone, University of Florida, Gainesville

 Rufus Wixon, University of Pennsylvania, Philadelphia
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counting methods, systems, and

 

procedures.
Obviously the scope of the book

 
is broad. Subjects, all areas in

 which at least some CPAs offer
 consulting service, include manage

ment reporting, budgeting and
 profit planning, financial controls,
 corporate planning, inventory man

agement, personnel administration,
 mathematical techniques, sales fore
casting, marketing expense control,
 marketing policy, cost accounting
 and reporting, cost control, produc

tion planning and scheduling, plant
 facilities and materials handling,
 data processing methods, systems

 design, clerical cost reduction, fil
ing and records management, and
 paperwork flow.

Obviously, too, the discussion of

 
each subject is brief. Such topics

 
as

 PERT and job evaluation get a  
couple of pages. As the authors ex

plain, the techniques are described
 “in sufficient detail that the busi

nessman will be able to understand
 their basic methods and purposes
 ... to determine whether the prof

its of his business could be im
proved by introducing one or more

 of these management tools.”
Thus the book is, as the pub


lisher puts it, a sort of “catalog”

 of management techniques. It is
 also in practical effect a catalog of
 the management services offered
 by CPA firms, from which the busi

nessman can pick the services he
 needs and from which the CPA

 can pick the services he might like
 to offer.

How to Look for a Job by Wil



liam B. Owen, Modem Publishing
 Company (Box 186,

 
10 Pearl Street,  

Norwalk, Connecticut), 1967, 16
 pages, $1.

Despite its somewhat misleading

 

title, this useful booklet is aimed
 at the experienced executive, not

 the graduating senior.

Written by

 

an executive recruiter  
who really knows the ins and outs

 of the executive job market, this
 

58

little manual should be invaluable

 

to the manager who is between
 jobs or restless in his present one.

The author assumes that men at

 
the executive level know what to

 do once they have been invited for
 an interview. Therefore his pur

pose is not to teach qualified ex
ecutives how to get a job but
 rather how to look for one—“to help

 answer the most difficult question
 of them all: ‘Where do I start?’”

Mr. Owen lists and discusses the

 
principal paths the executive job

seeker can follow: personal con
tacts, personnel agencies, executive

 recruiters, executive job counselors,
 answering newspaper ads, writing

 letters to companies, and cold calls
 on companies and executive re

cruiters. He rates each method in
 terms of the degree of privacy it
 provides, the time it takes, and the

 compensation level for which it is
 suitable.

Little space is devoted to the

 
resume—since there are so many

 books on this subject—although a
 couple of examples are included.

 Mr. Owen devotes more attention
 to the selling letter, with examples

 and critiques of them. He also tabu
lates the relative suitability of the

 resume, selling letter, and biog
raphy for the various job-hunting

 methods. He concludes with a list
 of standard reference works that

 are helpful in the search.
Mr. Owen knows a good deal

 
about this field, and his pamphlet,

 brief though it is, is probably one
 of the most practical job-seeking
 guides available to the executive.

The Technical Program Man



ager’s Guide to Survival by Mel
vin Silverman, John Wiley & Sons,

 Inc., New York, 1967, 124 pages,
 $6.95.

This little how-to-do-it book of



fers a quick but probably practical
 guide to project management.

The transition from technical

 

specialist to managerial generalist
 is always difficult—and particularly

 

so in the case of program manage



ment, for the program is as new to
 the company as the manager is to

 the program. The author of this
 book, formerly manager of pro

gram management for the controls
 department of the Kearfott Divi

sion of General Precision, Inc., has
 been through it all many times,
 and he has tried to set down a
 generalized guide to the funda

mentals.
After a brief discussion of the

 
general concepts of program man

agement and management in gen
eral, the book follows through on a

 generalized design-production-sup-
 ply sequence. It outlines the essen

tials of organization, contract nego
tiations, financial management, sys

tems engineering, quality control,
 procurement, contract management,

 production, and phase-out, briefly
 explaining such management tools

 as Gantt charting, PERT, and Line-
 of-Balance. And it offers tips for

 getting along with superiors, sub
ordinates, and other departments.

The style is clear and direct al


though cliche-ridden. Over all, the

 book has an air of authenticity. It
 is clearly based on experience, and,

 for its somewhat specialized mar
ket, it has obvious practical value.

The Hertz Survival Manual for

 

Traveling Businessmen edited by
 Garth Hite, Norman Reader, and

 Burton Richard Wolf, Renais
sance Editions, Inc., New York,

 1967, 667 pages, 
$7.95

 (hard  
cover), $2.95 (paper back).

This guidebook to 28 major U.S.

 

cities omits much of the standard
 tourist information and substitutes

 listings of services the traveling
 businessman is likely to require.

Where in a strange city to rent

 
a

 tuxedo, get glasses repaired, get  
documents copied, and, of course,

 rent a Hertz car are among
 

the tid 
bits of information offered in this

 fat manual for the business trav
eler.

For each of the major cities cov
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ered, ranging alphabetically from

 

Atlanta to Washington, D.C., the
 guidebook provides background in
formation; tips on business enter

taining, office hours and holidays,
 local weather and tipping, and

 getting around (with city maps
 and routes to airports); and listings

 of sources of business and emer
gency information.

Sightseeing and other tourist in


formation is dropped, except for

 rather sketchy listings of hotels,
 motels, and restaurants. Instead,

 there are directories of some fifty
 services the traveling businessman

 might need, including barbers,
 catering services, secretarial ser

vices, interpreters, locksmiths, mes
sengers, out-of-town newspapers,

 suppliers of visual aids, and even
 pawnbrokers. Introductory chap

ters provide suggestions on travel
 planning (including credit cards,

 luggage, and dictating equipment)
 and on taxes and expense accounts.

Car rental is spoken of approv


ingly, and no Hertz competitors are

 listed. Otherwise, the book, based
 on information supplied by travel

 editors of local newspapers, seems
 to be factual and unbiased.

Unquestionably it fills a real

 
need. The guide, which will be re

vised annually, will be sold through
 normal retail channels and also will

 be available for inspection at Hertz
 offices.

MAGAZINES

Selecting a Route for Fleet Fi



nancing by Donald H. Shuckett
 and Edward J. Mock, Financial

 Executive, May, 1967.

The authors present exhibits

 

showing how to choose, on a dis
counted cash flow basis, among

 various methods of financing a
 fleet of automobiles and give

 breakeven formulas for determin
ing the point at which mileage al
lowances become too costly.

Five alternatives were consid



ered: (1) purchase with funds on
 

hand, (2) purchase with borrowed

 

funds, (3) maintenance lease (les
sor provides maintenance and

 covers similar costs), (4) finance
 lease (lessee provides mainte

nance), and (5) reimbursement
 of mileage.

Actual historical fleet costs and

 
average mileages were used, dis

counted at an assumed cost of capi
tal of 10 per cent.

Using the assumption that the

 
company could only finance at its

 present cost of capital (and that
 the method of financing would not
 affect other investment opportuni

ties ), the authors found little choice
 between the two purchase meth

ods. For the average auto mileage
 of 22,735 miles per year, the finance

 lease was least costly. The main
tenance lease was slightly more

 expensive than purchase, and re
imbursement of mileage, at ten
 cents per mile, was by far the most

 costly. The breakeven mileage
 point was 11,640 miles per year

 for use of the finance lease instead
 of reimbursement; it

 
was, of course,  

higher for the other methods.
The data used should be varied

 
for the individual situation. In ad

dition, it might be appropriate to
 base federal income taxes on ac

celerated depreciation rather than
 on the straight line method. The
 value of the article is in presenting

 a framework within which the
 proper decisions can be made.

Park Leathers, CPA

 
University of Pennsylvania

Do We Need Generally Accepted

 

Standards for Management Serv
ices? by Maurice B. T. Davies,

 The California CPA Quarterly,
 March, 1967.

The question is rhetorical. The

 

author asserts the need for ac
cepted standards in management

 services and proposes a tentative
 set of standards.

Mr. Davies proposes that stan



dards for management services be
 developed by using as a frame



work and as a point of departure

 

the auditing standards prescribed
 by the AICPA. These

 
fall into three  

categories: (1) general standards,
 (2) standards of field work, and

 (3) standards of reporting.
He revises General Standard 1

 
(relating to the adequate training

 and proficiency of an auditor) to
 meet management services require
ments as follows: “The assignment

 is to be performed by a person or
 persons having adequate technical

 training and proficiency in the
 specialized skills involved.”

General Standard 2 prescribes an

 
independence of mental attitude

 for the auditor. The author con
cedes that in giving management

 advice, especially to small clients,
 the CPA may become an indepen

dent adviser and in effect become
 part of management itself. This of

 course would weaken his indepen
dence as an auditor. Mr. Davies

 would modify General Standard 2
 to apply to management services
 as follows:

“In all matters relating to an as


signment involving advisory ser

vice an independence in mental
 attitude is to be maintained. How
ever, in an assignment where the

 CPA exercises a function of man
agement, 

as
 distinct from manage 

ment counsel, the need for inde
pendence should be subordinated

 to protection of the client’s best in
terests, in which case the CPA dis
qualifies himself from exercising

 the level of independence in men
tal attitude necessary for conduct

ing an independent audit.”
One might wish that the author

 
had included in his standard more

 specific criteria for resolving the
 dilemma of independence. At what

 point does the performance
 

of man 
agement services by the CPA com

promise his independence as an
 auditor? Is it ever ethical to with

draw from the management ser
vices engagement in order to retain

 the audit? More important, how
 does the CPA avoid the temptation

 to have his audit and his manage
ment services engagement too?

The author accepts General

 

Standard 3 unchanged except for
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reference to oral reports sometimes

 

required by management services
 engagements: “Due professional

 care is to be exercised in the per
formance of the assignment and

 the preparation of related reports,
 both oral and written.”

Field Work Standard 1 states:

 
“The work is to be adequately

 planned and assistants, if any, are
 to be properly supervised.” The

 author adopts this standard with
out change.

Field Work Standard 2, relating

 
to evaluation of internal control as

 a basis for determining the extent
 of audit tests, is not closely rele

vant to most management services
 assignments; however, a related

 standard is necessary in that a
 broad consideration of the impli

cations of an assignment should be
 made even if the scope of the en

gagement is limited. This standard
 is expressed as follows:

“The scope of an assignment

 
should be broad enough to encom

pass all matters likely to be of sig
nificance in producing the desired

 results, except where otherwise
 agreed with the client, who should

 understand the possible conse
quences of such limitations.”

Field Work Standard 3 concerns

 
the obtaining of evidential matter

 to afford a basis for an opinion on
 financial statements. Management

 services conclusions must also be
 based upon adequate examination

 of relevant facts, but the variety of
 assignments may permit a greater
 range in the degree of written evi

dence required by the circum
stances. The author’s suggested

 standard reads as follows:
“Facts relevant to the formula


tion of a conclusion are to be de

termined and substantiated by
 

such  
means 

as
 are appropriate in the  

circumstances, such as inspection,
 observation, inquiries, or other
 means, and the implications of

 these facts are to be studied in
 reaching the resulting conclusions.”

Auditing standards of reporting

 
are not parallel to the problems of

 management services, but Mr. Da
vies suggests three additional stan
dards that are related to the prob



lems inherent in management ser



vices work. These problems include
 the risk of not being able to de

velop a solution to the clients’
 problems that will be satisfactory

 in view of such limiting factors as
 time, cost, degree of acceptance
 and implementation by the client

 of the recommendations, and the
 scope of the assignment. These last
 three proposed standards are
 grouped as follows:

“An assignment should be under


taken only if the CPA is reasonably

 satisfied, through initial investiga
tion, that: the client will be willing

 to accept his recommendations; the
 client already has, or can make

 available, a staff capable of imple
menting the recommendations; and

 the cost to the client will be reas
onable in relation to the expected
 benefits from the assignment.

“An assignment should be under


taken only after mutual agreement

 between the client and the CPA on
 matters relating to the purpose,

 scope, content, duration, and ex
pected cost of the work, and in any
 assignment of substance this agree
ment should be reduced to writing.

“Each assignment is to be sup


ported by a body of records and

 working papers to substantiate the
 work done, the facts derived, and
 the conclusions reached.”

The author concludes his article

 
by recommending that tentative

 standards be set by professional
 associations to provide guidelines

 for preliminary testing. After these
 standards have met the test of

 practical application and general
 acceptance, they should be promul

gated formally.
The American Institute of Cer


tified Public Accountants has en

couraged the accounting profession
 to push forward into the area of
 management advisory services, and

 accounting firms have responded
 with enthusiasm, even to the extent

 of offering services well beyond the
 usual activities of accountants.

 Thus the need for an 
official

 state 
ment of standards is urgent. Mr.

 Davies’ article provides a useful
 vehicle for discussion and consid

eration by accountants concerned
 

with the lack of generally accepted

 

professional standards in this rap
idly expanding field of activity.

Harold I. Purcell, CPA

 
University of Southern California

How to Audit Electronically Pro



duced Records by Robert J. Mon
teverde, Management Controls,

 January, 1967.

This article explores changes in

 

audit procedures and techniques
 necessary for the examination of

 electronically produced records.

The author, a manager

 

with Peat,  
Marwick, Livingston & Co., con

siders the effects of electronic data
 processing on the audit procedures

 employed by independent and in
ternal auditors.

“Because there are no changes in

 
audit concepts or philosophy when

 dealing with electronically pro
duced records, the general audit
 approach will remain unchanged,”

 he says. This general audit ap
proach includes the determination

 of the objective of each type of
 transaction, determination of the

 specific accounting principles that
 have been adopted, preparation of

 permanent files on the company’s
 systems, evaluation of internal con

trols, and development of an audit
 program.

Although the general audit ap


proach and objectives remain un

changed, specific procedures and
 techniques must be revised when

 auditing electronically processed
 records. Mr. Monteverde discusses

 several problems unique to the
 auditing of such records, including

 these:
1.

 

Controls built into the com 
puter’s circuitry

2.

 

Controls programed into the  
machine’s operating instructions

3.

 

Lack of hard copy postings  
and reports between the source

 documents and the summary state
ments

4.

 

The advantages and disad 
vantages of auditing “around the

 machines” and instances when the
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auditor can place reliance on this

 

type of procedure
5.

 

The advantages and disad 
vantages of auditing “through the

 machines” and instances when this
 procedure is superior or mandatory.

The uses, advantages, and disad


vantages of both theoretical and

 live-data test decks are discussed,
 along with other techniques by

 which the auditor can utilize the
 electronic equipment to his ad

vantage. Finally, 44 questions il
lustrate the types of inquiries the
 auditor should make when evalu
ating internal control.

Paul 

A

llan Pacter  
Michigan State University

Management Services: A Chal



lenge to Audit Independence?
 by Arthur A. Schulte, Jr., Ac
counting Review, October, 1966.

The AICPA Committee on Pro



fessional Ethics has taken the posi
tion that the CPA can render man
agement services without impairing

 his audit independence as long as
 “he does not make management de

cisions or take positions which
 might impair that objectivity.” But

 are these the only two identifiable
 sources of a threat to audit inde

pendence?

Management consulting is a fast



growing area of the CPA’s prac
tice, and with it come many prob
lems. 

A
 particularly important  

problem is whether audit inde
pendence is impaired by render

ing management services. From
 Opinion No. 12 of the AICPA’s

 Committee on Professional Ethics
 the author draws the following

 conclusions:
Contention One—The perform


ance of management services im

pairs audit independence in two
 cases “where in acting as a man

agement consultant the CPA may
 (a) make management decisions or

 (b) become in effect an employee.”
Contention Two — Management

 
services do not impair the appear

ance of independence of the CPA
 

who is acting as a management

 

consultant, “that is, it does not sug
gest to a reasonable observer a

 conflict of interest.”

Independence
The author then goes on to

 

evaluate these conclusions. He
 starts with two aspects of audit

 independence. “First, the CPA
 must possess a state of mind which

 makes him self reliant and not sub
ordinate to his client and, second,

 the CPA must be free of any self
interest which might warp his
 judgment, even unconsciously, in
 expressing his opinion on finan

cial statements.” The second re
quirement, unique to the CPA’s

 profession, is there because of the
 reliance of third parties on the
 CPA’s report upon the fairness of

 the financial statements.
Dr. Schulte then analyzes the

 
consultant-client relationship. In

 his capacity 
as

 an advisory staff  
man, the consultant participates in

 all the steps necessary for making
 management decisions—identifying

 the problem, finding and evaluat
ing alternatives for solution, and

 presenting recommendations — but
 not in making decisions. In order

 to be considered truly professional,
 the consultant’s advice and services
 must be integral to the whole de
cision process. Besides being an

 advocate for his client, the con
sultant in most situations is em

pathetic with the management de
cision maker. Once he is engaged

 to render advice and service the
 consultant’s reputation is at stake.

 He also assumes direct responsi
bilities to his client and indirect

 responsibilities to third parties.

Potential conflict
Having stressed the meaning of

 

audit independence and described
 the consultant-client relationship,

 the writer then relates these two
 areas. He discusses separately the
 following areas of potential con

flict between the CPA’s role as an
 independent auditor and his role

 as a business consultant:

Making decisions—By accepting

 

the role of making management
 decisions, the CPA impairs his audit
 independence.

Becoming

 

an employee—The con 
sultant becomes an employee of

 the firm if he is engaged to fill a
 “gap” in management or to de

velop an internal staff. Hence he
 impairs his audit independence.

These areas of potential conflict

 
have been identified by the Com

mittee on Professional Ethics of the
 AICPA. However, Dr. Schulte finds

 additional areas that offer a poten
tial challenge to audit indepen

dence:
Closeness to the client—By par


ticipating in the decision making

 process, the consultant often de
velops a close relationship with

 management. This closeness may
 impair his objectivity.

Advocacy position—In assisting

 
in the solution of a problem the

 consultant may attempt to per
suade his client, because any idea

 is worthless without implementa
tion. On the acceptance of the con

sultant’s ideas and recommenda
tions depends his success. Thus,

 “the CPA becomes both logically
 and emotionally involved in the de

cision and its outcome.” When he
 becomes so interested in and par

tial toward the results of recom
mendations which he will later

 audit, he is no longer objective.
 The consultant also impairs his

 audit independence when his cli
ent’s interest becomes of “primary

 importance.”
Self-interest—The quality of his

 
work as a consultant is judged by

 results. As his prestige depends on
 results of his service, then he has

 a “direct financial interest” in the
 outcome of his consulting.

To assess whether the CPA’s ap


pearance of independence is im

paired by engaging in management
 services, the writer used a mail sur

vey of “four important groups of
 third parties who rely on certified

 public accountants’ audit reports
 in making investment and credit

 decisions.” These groups were fi
nancial analysts of brokerage firms,
 bank 

officers,
 investment officers of  
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insurance companies, and invest



ment officers of domestic mutual
 funds. He assumed that these four

 groups represented “reasonable ob
servers.”

Sixty-seven per cent of the re


spondents did

 
not believe that  man 

agement services have serious in
fluence on audit independence.

 They expressed two reasons for
 this belief: (1) The management
 consultant is not a decision maker.
 (2) They trusted the CPA’s in

tegrity to avoid conflict of interest
 with his audit independence.

Thirty-three per cent of the re


spondents doubted that a CPA

 could maintain his audit indepen
dence while he was rendering
 management services to the same

 client. They generally indicated
 that “their confidence in the CPA’s

 audit independence has been less
ened, to some extent” by the CPA’s

 engagement in management ser
vices. Three reasons were given for

 their doubt: (1) a closeness to the
 client, (2) an advocacy position,
 and (3) a stake in the results of the
 consulting engagement.

Several respondents, especially

 
from the larger companies, ex

pressed an opinion that manage
ment services have less impact on

 audit independence in large CPA
 firms where management consult

ing and auditing services are per
formed by separate staffs.

Ahmed A. Shinawi
University of Southern California

Behavioral Assumptions of Man



agement Accounting by Edwin
 H. Caplan, The Accounting Re
view, July, 1966.

This article develops two sets of

 

assumptions regarding the rela
tionship between the management
 accounting system and the attitude
 of the accountants and managers

 of the system toward human be
havior in organizations.

It is Professor Caplan’s conten



tion that the accountants who de
sign and operate management ac


counting systems are influenced in

 

the selection of the measurable
 variables by their views of human

 behavior in organizations. He fur
ther suggests that the management

 accounting system reflects the
 theory of organization held by the
 management of the enterprise

 wherein the system is employed.
 The management accounting proc

ess is seen by the author 
as

 an at 
tempt to influence behavior.

The article develops two sets of

 
assumptions that underlie organi

zations in our society. For purposes
 of illustration, the author postu

lates behavioral assumptions on
 what he terms the “traditional”
 management accounting model of

 the firm and “modem” organiza
tion theory. The behavioral as

sumptions developed by Professor
 Caplan are summarized in two

 tables contained in the article,
 which provide an excellent outline

 and digest of the author’s principal
 points.

‘Traditional’ model
The “traditional” management

 

accounting model results from a
 blending of the economic theory
 of the firm and its assumed goal

 of maximization with the classical
 theories of organization attributed

 to early writers on the subject such
 as Henri Fayol, Frederick W. Tay

lor, and James D. Mooney. In the
 traditional model, the principal
 function of the management ac
counting system is to act 

as
 a con 

trol device to isolate variances sub
ject to the “management by excep

tion” principle. This model implies
 a somewhat

 
mechanistic view of  the  

human element in organization in
 that the individual is seen as a
 commodity in the production proc


ess

. The management theory de 
scribed by the traditional model is

 similar to that of McGregor’s
 “Theory 

X
” in The Human Side of  

Enterprise cited by Professor Cap
lan. The author feels that the tra

ditional model predominates in to
day’s business enterprises and that
 “. . . with respect to both its
 philosophy and techniques, much

 

of contemporary management ac



counting is a product of, and is
 geared to, these classical theories.”

Modern organization theory, as

 
described by Professor Caplan,

 combines the decision-centered
 theories of the Barnard-Simon-
 March-Cyert models he cites with

 McGregor’s “Theory Y” and the
 managerial philosophies of Chris

 Argyris (Personality and Organi
zation) and Rensis Likert (New

 Patterns of Management).

‘Modern’ theory
In essence, the management ac



counting system in the “modern”
 theories is an information system

 to provide data for decisions as
 well as a part of the communica

tions network within the organiza
tion. The “modern” theories reject

 the profit maximization assumption
 of the traditional model and substi

tute “satisficing” (satisfactory prof
its in terms of a dominant coali
tion’s multiple objectives) and or

ganizational survival as the major
 determinants of managerial deci

sions.
Although Professor Caplan warns

 
against considering the traditional

 assumptions completely invalid, he
 gives the impression that he views

 the traditional management ac
counting system, spawned in the

 era of laissez faire capitalism, as
 also doomed to the “dustheap of
 history.” As he states in the article,

 “The adoption of a more realistic
 model of behavior by accountants

 could place them in the position of
 leading rather than passively fol

lowing the changes in management
 philosophy which are bound to oc

cur as a result of the impact of
 modern organization theory.”

In addition to the two behavioral

 
models of the firm discussed in re

lation to the management account
ing system, Professor Caplan

 might well have included a third
 major area of organization anal

ysis, namely, the power-conflict
 models of theorists such as Neil

 W. Chamberlain and Kenneth E.
 Boulding. One of the major criti
cisms leveled against the models
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presented by Professor Caplan is

 

their failure to deal effectively with
 the question of conflict in organi

zation.
The author observes that some

 
management accountants see their

 function as that of enterprise critic
 or, worse yet, “. . . view the success
 of the accounting department and

 the technical perfection of the ac
counting process as ends in them

selves.” These, however, are not
 the “conflict” situations that require

 .analysis. Those areas are usually
 •considered “frictions” in that they

 lack the “clash of values” of real
 •conflict.

Organizational realities
But, when the author asks the

 

•question, “. . . should the account
ant be concerned with providing
 the kinds of information that man

agement actually wants or the
 

kinds  
•of information that management

 should want?” he sets the stage for
 a classic example of organization
 •conflict. Here he strikes at the basic

 structure of a business organization
 and forces the issue of value judg

ments to the forefront. If the man
agement accountant of “modern”

 organization theory controls the
 information system to the extent

 that Professor Caplan implies he
 will, he is, de facto, the chief ex

ecutive, and the managerial hier
archy of the typical organization

 chart is a set of empty boxes. The
 answer to Professor Caplan’s ques

tion requires a third set of behav
ioral assumptions grounded in the

 realities of organizational life rather
 than the normative theories of the

 models illustrated.
Professor Caplan has performed

 
a noteworthy service for those con

cerned with the management ac
counting process by pointing out
 the behavioral aspects of account

ing and the related assumptions
 underlying the art. It is easy to

 overlook the fact that the manage
ment information system, of which

 accounting is a part, does have as
 one of its prime purposes the in

fluencing of the actions of organi
zation participants. If, as the author

 

suggests, “The management ac



counting function is essentially a
 behavioral function . ..,” then, it is

 incumbent upon the accountant to
 recognize the basic assumptions

 that make
 

up the control  philosophy  
and framework and to select vari

ables consistent with them. By
 postulating several possible sets of
 behavioral assumptions, Professor

 Caplan provides a base for further
 analysis.

Impact of technology
The author’s suggestion that em



pirical research be conducted on
 the behavioral assumptions actually

 held by accountants and the con
sequences of these assumptions
 should furnish grist for graduate

 students seeking thesis and dis
sertation topics. This may not be

 the real issue, however. Our pres
ent technology and the direction in

 which it is headed speak volumes
 about the attitudes of modern sci

ence toward
 

human inefficiency and  
wastefulness. And industry’s con

cern with the products of science
 (computers, automatic factories,

 etc.) bespeaks its basic philosophy.
 A technology that seems bent upon

 supplanting individuals with ma
chines would appear to exert more
 influence on the management ac
counting system than do the ac
countants’ assumptions about hu
man behavior. Nevertheless, em
pirical research in this area
 might demonstrate the incongruity

 between many current theories
 of what organizational behavior

 should be like and the direction
 our technology is actually taking

 it.
For those readers in Professor

 
Caplan’s audience who have not

 had the opportunity to keep
 abreast of the recent literature in

 the management area, this article
 contains many fringe benefits. It

 is an excellent summary of the de
cision-centered theories and pro
vides more than sufficient biblio

graphical data for those who would
 care to pursue the subject further.

 Furthermore, the author’s artful
 weaving of the economic theory

 

of the firm with the principles of

 

scientific management in order to
 extract the underlying assumptions

 of the traditional model certainly
 deserves commendation.

The reader sophisticated in the

 
literature of management will find

 the tables developed by the author
 a handy and concise guide to the

 substance of the article and a great
 aid in grasping the logic of his

 argument.
This article is certainly to be rec


ommended to the serious student

 (or practitioner) of management
 accounting. And, it might

 
be noted,  

a remarkable feature of Professor
 Caplan’s article is the fact that he
 wrote fourteen pages without once

 having to resort to algebra—cer
tainly a rarity these days.

Eugene J. Corman, CPA

 
University of Southern California

P/E Analysis in

 

Acquisition Strat 
egy by Donald J. Smaller and

 Roderic C. Lancey, Harvard Busi
ness Review, November-December,

 1966.

This article reports the findings

 

of a study of how price /earnings
 ratios are determined and draws

 some conclusions for use in corpo
rate acquisition planning.

Acquisition of other companies

 

has become an increasingly im
portant element of growth strate

gy. The crucial test for the cor
porate candidate to pass before it

 is acquired is this: Will it maintain
 and possibly improve the acquir
ing company’s price/earnings ratio.

The authors have conducted an

 
extensive study to determine the

 factors affecting the P/E ratio. It
 appears to be based on psychologi

cal reactions to future prospects
 and on subjective judgments rather

 than on detailed, soundly con
ceived, quantitative analyses. They
 were able to select six factors con
trolling P/E ratios. Listed in order
 of importance, they are as follows:

 future per share earnings growth;
 minimum fluctuations in the earn
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ings trend; earnings for the long

 

run; heavy emphasis on research
 and development programs; fre
quent introduction of new prod

ucts justifying the investors’ confi
dence in large R&D expenditures;

 and activity in growth markets 
as a result of R&D programs and new

 products. The more speculative in
vestors seeking capital gains tend
 to relegate to a lower status a high

 rate of return on investment, a
 high rate of earnings retention,

 and high rates of dividend payout
 and dividend yield. They also de

emphasize a low level of debt uti
lization; many companies with high
 P/E ratios possess long-term debt
 in 

excess
 of 30 per cent of their  

capital structures.

Example
In the acquisition of a company

 

by common stock or other securi
ties exchangeable for common

 stock it is essential that the ac
quired earnings be evaluated for

 their per share contribution to the
 acquiring company. Will the ac
quisition upgrade earnings per
 share in the merged organization
 and improve its P/E ratio? Assume

 the following hypothetical situa
tion: Company 

A
 is considering  

the purchase of either Company B
 or Company C. Both are believed
 to offer attractive opportunities

 and to serve Company 
A

’s needs  
and growth objectives. The perti

nent financial data are as follows:

Co. A

Co.

 B Co.C
Sales (millions) $300 $100 $100
Earnings (millions)

$

 25 $ 10 $ 10

Shares (millions)
10 2

2
Earnings per share $ 2.50 $ 5. $ 5
Stock 

price

$ 45 $100 $ 75
P/E 18 20

15

Both 
B

 and C have the same as 
sumed sales, earnings, and shares

 outstanding, but investor psychol
ogy has bestowed upon B a higher

 P/E ratio. This advantage which
 B has substantially differentiates

 the bargaining positions of B and
 C in merger negotiations.

The price negotiated for sale of

 
B to A is $225 million or 22½ times

 

current estimated earnings, a 12½

 

per cent premium over its current
 P/E ratio. 

A
 will have to issue 5  

million shares of its common stock
 ($225 million divided by $45).
 Earnings per share for the com
bined operations

 
would  be  A’s

earnings
 

of $25 million plus  B’s
earnings

 
of $10  million,  or  $35

million,
 

divided  by 10  million
shares of 

A
’s outstanding stock plus  

5 million shares issued to B, or 15
 million shares, equaling $2.33 per

 share. The effect on A’s sharehold
ers would be a decrease of 17¢ per

 share ($2.50 minus $2.33), or a 6.8
 per cent dilution.

The negotiated price of C is $150

 
million or 15 times estimated earn

ings. This is the same ratio 
as

 the  
current one on the market for C’s

 stock. To make the purchase, A
 must issue 3.333 million shares of
 its common stock ($150 million di

vided by $45). Earnings per share
 for the combined operations would

 be 
A

’s earnings of $25 million plus  
C’s earnings of $10 million, or $35

 million, divided by 10 million 
of 

A ’s shares plus 3.333 million shares  
issued to 

C,
 or a total of 13.333  

million shares, equaling $2.62 per
 share. The effect on 

A
’s sharehold 

ers would be an increase of 12¢
 per share ($2.62 minus $2.50) or a
 4.8 per cent gain.

Other considerations
The authors hasten to add that

 

these numerical comparisons do
 not provide the answer. A must

 carefully identify its needs. 
A

 may  
have inadequacies in its R&D

 skills, manufacturing technologies,
 or patent position in an attractive

 growth market. By identifying its
 needs, 

A
 could establish some spe 

cific acquisition decision rules. For
 example, up to 5 per cent immedi

ate dilution is acceptable even
 though acquired earnings may not
 grow as fast 

as
 A’s projected rate,  

or the acquired company’s P/E
 ratio should exceed 22.5. B does

 not strictly satisfy these guidelines.
 Perhaps B is attractive because it

 could save A several years in build
ing a position in a desirable growth

 

market. But how fast must B’s

 

earnings grow to eliminate imme
diate dilution? Assume 

A
 is plan 

ning on a 10 per cent annual
 growth rate in its per share earn

ings for current operations. B will
 have to grow at 18 per cent per
 year to eliminate dilution within

 three years and at the rate of 16
 per cent to eliminate dilution in
 four years. Since these levels of
 earnings growth are very high, A’s
 management is challenged to de

fine the reasons that would justify
 some permanent dilution in its per

 share earnings.
This article is especially signifi


cant to accountants since earnings

 per share appear to be the critical
 factor in corporate acquisition pol

icy. Unfortunately, the price/earn-
 ings ratio is not the result of the

 application of “scientific” methods.
 It is the result of an individualized
 mix of generally accepted account

ing principles adopted by a com
pany during a period of time. Per
haps it is incumbent upon the ac
counting profession to offer to the
 investing community other and

 perhaps better yardsticks for eval
uating future profitability.

Shirley 

M.

 Arbesfeld, CPA  
New York University

CLASSIFIED
ADVERTISING

HELP WANTED

SYSTEMS ANALYSTS — Blue chip

 

corporate staff, some EDP experience.
 $12,000-$14,000. Columbia Agency, 342
 Madison Avenue, NYC.

SYSTEMS ANALYSTS — Mfg. appli



cations, some travel. Act as internal
 consultant to large corporation. $14,000-

 $18,000. Columbia Agency, 342 Madison
 Avenue, NYC.

RATES: Help Wanted, Professional Oppor



tunities and Miscellany 50 cents a word.
 Situations Wanted 30 cents a word. Box

 number, when used, is two words. Classified
 advertisements 

are
 payable in advance. Clos 

ing date, 20th of month preceding date of
 issue. Address for replies: Box number,
 Management Services, 666 Fifth Avenue,
 N. Y. 10019.
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