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AICPA Case Development Program Case no. 98-01

Assurance Services: ElderCare Assisted Living Case

Thomas R. Weirich, Arthur Andersen Alumni Professor
Central Michigan University, Mt. Pleasant, Ml

Brian T. Coughlin, Healthcare Partner
Arthur Andersen, LLP, Detroit, Ml

Teaching Notes

Introduction

Upon graduation last spring from State University, you decided to join Jenkins &
Associates, LLP as a new staff member. Although many of your classmates selected
to go with banking institutions or large consulting firms, you thought that your "best
fit" was a progressive regional accounting firm. Your decision was primarily based
upon the campus interview in which the recruiter from the firm stated that Jenkins &
Associates was very forward thinking and was planning to enter into new markets in
the near future. The recruiter stated that you would definitely be involved with these
new and exciting adventures of the firm as these new services are being developed.

Following your visit to the firm's Chicago office, you evaluated the pros and cons of
joining Jenkins & Associates with your other, alternative job offers. After much
discussion with your faculty advisor, placement office, and parents you gladly
accepted the offer to join Jenkins & Associates, LLP. You also looked forward to the
opportunity to live in the big city of Chicago after growing up in a farming community
and spending four years in the small university town of State University. Your
parents, somewhat concerned, fully supported your decision as to your first
professional job upon graduation.

Your Internet and placement office research of various accounting firms revealed
that Jenkins & Associates, LLP, founded in 1964, is a medium size professional
accounting and consulting firm located in the Midwest with a professional staff of 350
talented individuals. Currently the firm has 15 offices located in five states with its
main office located in Chicago, lllinois. Although the firm has been growing steadily
the past five years, the partners have been discussing ideas for firm expansion into
new services to offer clients. In addition to increasing their traditional accounting,
auditing, and tax services with a larger client base, the partners have discussed the
possibility of expanding their consulting practice in the areas of litigation/valuation
services and also entering into the new area of assurance services as well as forensic
accounting.

In a recent annual planning meeting of Jenkins & Associates professional staff held at
a golf resort, discussion among the staff focused on what new services the firm could
offer in order to expand their services and revenue base. The partners were rather
anxious to expand into other services as the firms accounting and auditing revenues
have been relatively flat for the last five years. The partners concluded that the
market for accounting and auditing services appears saturated, with overcapacity
and increased price competition. The general agreement in the meeting was that
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these new service areas (assurance services, forensic accounting and litigation
services) offered major ways for the firm to grow.

Fred Jenkins, co-founder and managing partner of the firm gave a presentation at
the annual meeting as to the new assurance services that the AICPA have been
presenting at various AICPA conferences. Fred stated that the accounting profession
is in a period of transition. The typical services that have normally been offered by
accounting firms are rapidly expanding to include many other types of assurance
services. In Freds presentation, he provided copies of newspaper articles of
examples to stress his point. The articles reported that accounting firms are currently
providing services that include: assurance that a drug-testing program works for
certain Olympic athletics; assurance that electronic messages are secure and are
properly transmitted; and whether musicians are receiving proper royalties for their
music.

After a lively discussion as to these new areas of assurance services by the
professional staff, one in particular caught Freds eye. This assurance service was
entitled "Eldercare”. Fred stated that he recently reviewed various U.S. Census
statistics as to the aging of America and that maybe a major focus for the firm in the
future should be concentrated in the healthcare area. A recent forecast stated that
assisted living for the elderly will become a $25 billion industry in the near future.
Careful planning is especially critical now since two-thirds of care givers (family
members taking care of elderly relatives) also hold jobs, which prevents them from
providing the unpaid, full-time family care that has typically been the basis of the
nations long-term care system. Besides, Fred stated, "We are all getting older and
will need some kind of healthcare service ourselves, so why not evaluate this area as
a potential new market for the firm to enter?" Fred also reported that it is estimated
that individuals over 65 years of age control approximately $11-13 trillion of wealth.
Therefore, with such a large concentration of wealth in this age group, one often
reads news reports of various fraud schemes by predators on senior citizens. This
Eldercare service could also help protect these individuals from such predators.



http://www.aicpa.org/assurance/index.htm
http://www.census.gov/population/socdemo/statbriefs/agebrief.html
http://www.census.gov/population/socdemo/statbriefs/agebrief.html
http://www.aahsa.org/
http://www.aoa.dhhs.gov/aoa/stats/profile/

AICPA Case Development Program Case no. 98-01

Background

In Freds presentation, he reported that the AICPAs Special Committee on Assurance
Services (Elliott Committee) has been addressing the assurance needs of customers,
as well as the capabilities of CPAs to offer these new services. He stated that the
AICPA Committee has identified assurance services as follows:

"Assurance services are independent professional services that improve the quality of
information, or its context, for decision makers."

Fred further commented that although this definition of assurance services embraces
the traditional audit and attest services, it also includes other services that have
unique characteristics. He stated that after much work, the Elliott Committee has
identified and developed business plans for an initial set of six assurance services
they believe the profession should actively pursue. Two of these assurance services
address the areas of Healthcare and Eldercare. The Committee has described the
nature of Eldercare service as follows:

"Eldercare is a service designed to provide assurance to family members that care
goals are achieved for elderly family members no longer able to be totally
independent. The service will rely on the expertise of other professionals, with the
CPA serving as the coordinator and assurer of quality of services based on criteria
and goals set by the customer. The purpose of the service is to provide assurance in
a professional, independent, and objective manner to third parties that the needs of
the elderly person to whom they are attached are being met."

Fred concluded that by providing Eldercare services to family members, Jenkins &
Associates could provide assurance that the needed care goals of elderly family
members are being achieved.

New Initiative

After gathering additional information related to providing Eldercare services, the
firm decided to enter into this new market. A committee of the professional staff of
Jenkins & Associates spent considerable time and effort in developing a feasibility
and firm business plan for offering eldercare services. They carefully analyzed the
market for this service in their demographic area of the firms offices by conducting
surveys and interviews with current elderly tax clients, physicians, nurses, hospital
administrators, and the local Commission on Aging. Jenkins & Associates wanted to
make sure that they completely understood the market, in terms of physical need,
economic ability, and social desire before entering into the eldercare area.

The firm selected five professional staff members, including you, that have
expressed an interest in this new market of Eldercare to begin staffing this new
segment of the firm. John Fisher, a new partner with the firm, agreed to head up this
new service area along with two managers that have audited a few local hospitals
and two staff members. The firm also hired, on a consulting basis, a physician and a
registered nurse with expertise in geriatric care. After attending several conferences
and professional development courses associated with Eldercare and discussions with
their consultants, Jenkins & Associates was ready to market their new service.
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Following the development of the technical competencies for offering Eldercare
services by the selected professional staff, the marketing segment of the firm
prepared pamphlets that described Jenkins & Associates and the new professional
services the firm will be offering to clients in the area of eldercare. These pamphlets
were mailed to existing tax clients, local physicians, hospitals, attorneys, churches,
local agencies on aging, and trust officers at various banks in the communities
served by Jenkins & Associates. In a manner of days, the firm was receiving inquiries
about this new service.

First Eldercare Client

On Tuesday morning, Fred Jenkins was very excited during coffee break. He reported
to the partners that he had just received a phone call from Bob and Mary Anderson
concerning Eldercare services. The Anderson family has been a long time tax client of
Jenkins & Associates. From the new pamphlet they received from Jenkins &
Associates that presented their new eldercare services, the Andersons concluded that
this was exactly the type of service they needed for Bob's elderly mother.

The Andersons grew up in the Chicago area and met at college. Shortly after
graduation they were married and headed off to California to pursue their
professional careers. Becoming discouraged with their jobs and the distance from
family, Bob and Mary decided to move closer to Home and become entrepreneurs by
starting their own firms. Currently Bob and Mary Anderson, with their two junior high
school children, live in an upscale neighborhood ten miles south of St. Louis,
Missouri. Both have very successful professional careers in the St. Louis area. Bob
has his own architectural firm and Mary owns a floral shop. Due to their busy
schedule with work and children, the Anderson family has only been able to visit
grandparents approximately twice a year.

Bobs elderly mother, Esther, who turned 73 on her last birthday, lives by herself in a
Chicago suburb after the recent death of her husband. She is an insulin-dependent
diabetic and has a tendency to be self-isolating. Over the past three months Esther
has been forgetting to daily check her blood sugar level and to follow the proper
diabetic diet. She states it is just too hard to cook for one person so she has resorted
to eating snacks and frozen dinners. Recently Esther got lightheaded (a common
sign of a low blood sugar level), fell and broke her hip and two ribs. She is currently
recovering well in a local medical care facility near her own home. After physical
therapy, that should last approximately 5-6 weeks, Esther is very determined to
return to her own home for her normal "peace and quiet".

After the call from the emergency room concerning Esthers accident, Bob and Mary
worry about the type of care she is currently receiving at the medical care facility.
This incident has also raised the concern of Bob and Mary as to what the future
possibilities are for Esthers living and eldercare arrangements since it is impossible
for them to take weekly trips to check on mom. The doctor states that Esther, due to
her age, will never be able to completely recover from her fall, and Esthers physical
therapist does not feel Esther could return to her home alone due to the fact that her
entrance to her home has steps. Bob and Mary are also concerned about Esther's
increased forgetfulness and lack of motivation to follow a diabetic diet. They fear that
if Esther returns home alone she may cut-off all contact with the outside world and
not have anyone to call on if she needs any kind of assistance.
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Additionally, in a recent phone call from Bob, Esther was very emphatic in her refusal
to move to St. Louis. She also told Bob that she would like to have an "advance
directive"” prepared as to her own healthcare needs. These major concerns have
resulted in the phone call by Bob to Fed Jenkins as to the request for his firms
eldercare services. The Andersons are hopeful that Jenkins & Associates can provide
them assurance as to the eldercare services that Esther is currently receiving as well
as future care for mom.

In the phone conversation with Bob Anderson, Fred stated that the Andersons are
interested in entering into an engagement with Jenkins & Associates whereby the
firm would render the appropriate Eldercare service for Bobs mother. Bob is aware of
the different types of healthcare facilities and would first like Jenkins & Associates to
advise him as to the appropriate facility alternatives for Esther considering her
current financial estate. The Andersons are finding it difficult to evaluate various
facilities as to proper certification and financial viability. The alternative facilities that
Bob has read about and proposed for Esther include: a nursing care facility (skilled
nursing center); an assisted-living facility; an adult foster-care Home; or living in her
own home with proper supervision and assisted living services.

In further discussion with Esthers doctor and physical therapist, a future time line as
to living arrangements for Esther was developed. The Andersons believe that Esther
will be able to live in her present home for approximately another two years. She
then would need additional care, which would require a move to an assisted living
facility for the next two years of her life followed by two years in a skilled nursing
facility.

Further questions raised also focused on Medicare coverage for Esthers current stay
in the skilled nursing facility. Another concern of the Andersons was a newspaper
article they recently read which reported that the Balanced Budget Act of 1997 will
definitely change long term health care in the area of services delivered as well as
the quality of those services.

On Tuesday afternoon, Fred arranged for a meeting with the five staff members
assigned to eldercare professional services. He briefed them as to his phone
conversation with the Andersons and to the request for the firms services. Fred
reviewed his notes as to the phone call and presented to the team the following
questions to be discussed at next weeks scheduled meeting for this new assignment.

Issues and Questions

1. Bob is requesting from Jenkins & Associates a brief proposal as to what
type of services the firm can offer in the area of Eldercare for Esther.
Fred Jenkins has asked you to prepare a draft for this proposal.

2. As to the services identified in question #1, which service(s) do you
believe the CPA has the expertise to offer?

3. As the professional accountant enters into this new area of eldercare,
do you foresee any legal liability issues? As a CPA, what might one do
to minimize their liability exposure in the eldercare area?

Assuming Jenkins & Associates obtains the engagement with the
Andersons, answer the following issues/questions:
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10.

11.

12.

13.

Prepare a draft of an engagement letter that you would present to Bob
Anderson. (Two sample engagement letters are available which need
be modified for the specific services rendered in this engagement.
Sample A, Sample B).

Provide a projected overall budget for the next six years to present to
Bob and Mary Anderson for Esthers care. (NOTE: The Andersons
estimate Esthers living arrangement time line as follows: the next two
years at Home, followed by two years at an assisted living facility and
then two years at a skilled nursing facility).

As an addendum to your report in #5, comment briefly as to the
impact that the Balanced Budget Act of 1997 will have on long-term
health care as raised as a concern by Bob Anderson.

Bob is also requesting your advice as to the advantages and
disadvantages of an "advance directive"” that Esther is demanding in
her discussions with Bob and Mary.

Assuming Esther was living in your own community, prepare an
inventory of organizations and services available in your community
for a senior citizen living in their own home that needed assisted living
services.

For those home organizations offering eldercare services as identified
in #8, how would you measure the performance of their services as
they render the service to Esther?

As Esther becomes more care dependent and moves to the assisted
living and skilled-nursing facilities, how would your measure the
performance of care (services rendered) at these facilities?

What are the professional standards that apply when offering Eldercare
services?

What skills or competencies are necessary for individuals to possess as
one enters this expanded market of assurance/eldercare services?
After gathering information as to this case and as you reflect on the
issues, what are your personal thoughts of a CPA entering into this
new market area of Eldercare Services?

Engagement Letter Example A:

Reprinted from Guide to Nontraditional Engagements, 4th Edition, November 1997.
Copyright 1997 Practitioners Publishing Company, Fort Worth, Texas. All rights
reserved. For product information call (800) 323-8724.
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APPENDIX 14C-1 ILLUSTRATIVE ENGAGEMENT LETTER- CARE SERVICES
[CPA'S LETTERHEAD] [Date]

[Client's name and address]*

We are looking forward to working with you to coordinate and oversee the care of
your mother, Mrs. Katherine Smith. We know your mother's care is important to you,
and our service is designed to provide you with the comfort of knowing that her
needs are being met. This letter highlights the steps involved in developing,
implementing, and maintaining a care program for your mother. It also outlines our
understanding of the terms and objectives of our engagement.

It is our understanding that you wish for Mrs. Smith to have an in-Home companion
sitter stay with her for approximately four hours per day, seven days a week. We will
first provide you with a list of placement services that provide companion-sitters. We
will ask you to review the list and let us know which, if any, you prefer. Once you
have selected a placement service, we will conduct interviews of potential
candidates. After narrowing the number of candidates, we will introduce them each
to Mrs. Smith. We will report to you on Mrs. Smith's preferences and the candidate's
required financial arrangements so that you can make the final hiring decision. Some
of the placement services that we will recommend are also tax and accounting clients
of our firm.? So that you are fully aware of these relationships, we will indicate in our
list those that are our clients.® It is our understanding that you wish for the sitter to
provide the following services:

Transportation as needed.

Shopping as needed.

Meal preparation (lunch and dinner).

Personal care and exercise, as requested by Mrs. Smith.

Arranging doctor's appointments as necessary.

Ensuring that medications are available and taken as prescribed.
Responding as necessary in the event of medical emergencies and
contacting our firm as soon as practical.

Contacting our firm to make arrangements for unusual or unexpected
(nonemergency) circumstances, such as Home maintenance needs.

NoghkwNE

©

It is our understanding that cleaning and housekeeping services will not be required,
nor will yard maintenance services, because Mrs. Smith already has arrangements
for these. If you wish for us to assist you in coordinating these services in the future,
please notify us.

Monthly, we will require a report from the companion/sitter service verifying that the
sitter(s) was (were) present during the agreed-upon times each day and
summarizing the services performed by the sitter(s). Every three months, beginning
with September 30, 19xx, we will perform certain agreed-upon procedures you deem
necessary for you to assess the quality of the sitter's services.? As part of these
agreed-upon procedures, our assigned staff person will visit Mrs. Smith in person at
least once per week and will contact her by telephone at least twice per week. We
will provide you with a copy of the service's report, and we will report to you our
findings as a result of our procedures. Our agreed-upon procedures are detailed in
the separate letter dated [date].
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It is our understanding that you will arrange for our firm to have check signing
authority for Mrs. Smith's checking account with ABC Bank. All bills will be mailed to
us, forwarded to us by you, or picked up during our weekly on-site visit to Mrs.
Smith's Home. We will make disbursements as necessary for all amounts of $300 or
less. We will make no disbursements exceeding $300 without prior written
authorization from you. The monthly statement for this account will be mailed to
you, so we will not perform a monthly reconciliation of the account. That will be your
responsibility. Also, since Mrs. Smith's retirement and social security checks are
direct deposited, we will be unable to verify their deposit. This will also be your
responsibility. If in the future you wish for us to assume those responsibilities, please
notify us. We will submit to you monthly a listing of disbursements made.*

In making disbursements, we will be relying on the accuracy and reliability of
information provided. We will not audit, examine, or review the information. Please
also note that our services cannot be relied on to disclose errors, irregularities, or
illegal acts, including fraud or defalcations, that may exist. Our firm's maximum
liability to you for any reason relating to our services under this letter shall be limited
to fees paid to our firm for our services under this letter. In addition, you will
indemnify and hold harmless our firm and its personnel from any claims, liabilities,
costs, and expenses relating to our services under this letter, except to the extent
finally determined to have resulted from the gross negligence or willful misconduct of
our firm. We reserve the right to terminate this engagement at anytime. In the event
that termination on our part is necessary, we will notify you in writing.®

Professional standards preclude us from disclosing client information without your
specific consent. It is our understanding that we have your permission to disclose
information about Mrs. Smith's care needs to third parties as necessary in arranging
for her care. Such disclosures, if any, will be limited to information necessary for the
care provider to provide effective care.

We estimate that our fees for these services (excluding our agreed-upon procedures
services) will range from$ __ to$___ per month. You will also be billed for travel
and other out-of-pocket costs such as report production, typing, postage, etc.
Additional expenses are estimated to be approximately $.. per month. The fee
estimate is based on anticipated cooperation from you in completing forms as
necessary, making documents available upon request, and communicating with us as
necessary. The fee estimate does not include additional time or costs that we may
incur due to unexpected circumstances. If significant additional time is necessary, we
will discuss it with you and arrive at a new fee estimate before we incur the
additional costs. Our invoices for these fees will be rendered weekly [monthly] and
are payable on presentation. In accordance with our firm policies, our services may
be suspended if your account becomes days or more overdue and will not be
resumed until your account is paid in full.®

During the course of our providing services, disagreements may arise between you
and Mrs. Smith as to what type of assistance she needs. It is our understanding that
such disagreements will be resolved by you and Mrs. Smith, and that the resolution
will be communicated to us.”’

We appreciate the opportunity to be of service to you and believe that this letter
accurately summarizes the significant terms of our engagement. If you have any
questions, please let us know. If you agree with the terms of our engagement as
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described in this letter, please sign the enclosed copy to confirm your understanding,
and return it to us.®

Sincerely,

[Signature of CPA]

RESPONSE:

This letter correctly sets forth the understanding of [Client's name].
Client's signature:
Date:

Notes:

1. The client may be the elderly person in need of care, or it may be
family members who wish to arrange for the elderly person's care. This
letter assumes the client is a family member arranging care for an
elderly parent. Also, the description of services in this letter should be
modified as appropriate to reflect the services that will be provided in
the engagement.

2. The CPA must be independent to provide agreed-upon procedures or
other attestation or assurance services.

3. As discussed in Section 1425, the practitioner should disclose any
conflicts of interest.

4. If the sitter is to be paid directly by the care provider, the following
might be added:

We will also make payroll disbursements to the sitter and prepare the
necessary payroll reports. The amount paid to the sitter will be in
accordance with the financial arrangements approved by you.

5. The list of disbursements can simply be a list of transactions. If the list
includes both receipts and disbursements and is presented in the form
of a financial statement, the practitioner must comply with the
compilation requirements of SSARS No. 1. PPC's Guide to Compilation
and Review Engagements provides guidance and illustrative reports.

6. This is an example of an indemnification clause that firms might
consider including in their engagement letter. As discussed in Section
920, practitioners may choose to add additional language, such as this
or alternative dispute resolution, to minimize their liability. Before
including such clauses, however, firms should consult with both legal
counsel and their insurance carriers. Practitioners may refer to PPC's
Guide to Managing an Accounting Practice and Guide to Audits of Small
Businesses for a more detailed discussion of protective language in
engagement letters.

7. Some CPAs believe this sentence provides some protection against
liability for breach of contract should they not complete the
engagement because of nonpayment.

8. As discussed in Paragraph 1425.14, the letter should describe how
such disagreements will be resolved.

9. Some CPAs prefer not to obtain an acknowledgment, in which case the
letter would omit this sentence and the spaces for the
acknowledgment.
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Engagement Letter Example B:

Reprinted from Guide to Nontraditional Engagements, 4th Edition, November 1997.
Copyright 1997 Practitioners Publishing Company, Fort Worth, Texas. All rights
reserved. For product information call (800) 323-8724.
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APPENDIX 14C-2 ALTERNATIVE ENGAGEMENT LETTER-CARE
SERVICES[CPA'S LETTERHEAD] [Date]

[Client's name and address]

We are pleased that you have selected our firm to provide professional accounting
services. This agreement contains the general terms of the nature of these services,
which are described in the following paragraphs. These services will be performed for
your mother, [name of care recipient]. It is our understanding that, because your
mother is in the final stages of Alzheimer's disease, each of you have been granted
Power of Attorney for your mother.*

Personal finances. We will handle all of your mother's personal finances, which will
include preparing checks for payment of all personal and household bills. All checks
will be mailed to [name] for review and signing and will be returned to us for
distribution. We will deposit all monies mailed to your mother directly into her
checking account. Mail will be picked up from her Home periodically, not less than
biweekly. We will reconcile her bank account monthly and transfer cash from her
investment account when necessary.

Investments. We will monitor your mother's investment account at [name of
brokerage firm] in [location of brokerage firm] and will review any changes
recommended by her investment adviser, [name of investment adviser]. We will
assist [name of investment adviser] in planning her income and cash needs.

Contracts. We will handle all communications with attorneys, lessors, and agents
concerning oil leases, rents, timber sales, and any other agreements to which your
mother is a party. We will send all contracts to [name], who will sign as Power of
Attorney and will make any decisions related to use of your mother's property.

Sitters. We will supervise the sitters whom you have hired to care for your mother.
We will schedule their hours, prepare their paychecks, and monitor their
performance through household visits and telephone communication. We will report
any problems to you and will assist you in finding replacements when necessary.

Medical. We will monitor your mother's medical care and will communicate to you
any significant changes in her condition. We will represent you in consultations with
her doctors, home health agencies, and hospice, and will advise you of any change in
treatment that may require your consent. We shall use as our guidelines the
Advanced Directive that you have executed.

Taxes. We will prepare and send to you for signature all tax returns including federal
and state income tax returns, quarterly payroll reports, W-2's, and other year-end
reports. We will also do tax planning and prepare and file quarterly estimates when
required.
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Household and auto maintenance. We will oversee the normal maintenance of your
mother's home, auto, and yard including supervision of [name of maintenance
person]. We will notify [name] when minor repairs are needed arid will contract out
services that they are unable to perform. We will obtain bids for major repairs
costing more than $500, and these will be referred to [name] for her decision. We
will also contact [name] before replacing any equipment.

Insurance. We will monitor your mother's insurance coverage, including
homeowner's, auto, medical, and liability policies, to ensure that premiums are paid
when due. We will prepare all claims under her policies and consult you about any
recommended changes in her coverage.

Consent. Professional standards preclude us from disclosing client information
without your specific consent. It is our understanding that we have your permission
to disclose information about your mother's care needs to third parties as necessary
in arranging for her care. Such disclosures, if any, will be limited to information
necessary for the care provider to provide effective care.

In summary, our services will include oversight of all of your mother's finances, her
household, and her personal care. Our fees will be charged at our hourly rates and
will be dependent on the time required to perform the services. When possible,
certain services, such as clerical and bookkeeping services, will be assigned to a staff
member with a lower hourly rate. Our fees are expected to range between $ __ and
$__ per month. The fee estimate is based on anticipated cooperation from you in
completing forms as necessary, making documents available upon request, and
communicating with us as necessary. The fee estimate does not include additional
time or costs that we may incur due to unexpected circumstances. Our invoices for
these fees will be rendered weekly [monthly] and are payable on presentation. In
accordance with our firm policies, our services may be suspended if your account
beccz)mes days or more overdue and will not be resumed until your account is paid in
full.

During the course of our providing services, disagreements may arise among you as
to what type of assistance your mother needs. It is our understanding that such
disagreements will be resolved by you and that the resolution will be communicated
to us.®

If this letter correctly expresses your understanding, please sign the enclosed copy
where indicated and return it to us. ¢

Sincerely,
[Signature of CPA]
RESPONSE:

This letter correctly sets forth our understanding.

Signature Date

Signature Date
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Signature Date

Notes:

1. Because the structure of care service engagements is flexible, this
letter presents an alternative to the illustrative engagement letter in
Appendix 14C-1. This letter, for example, lists different types of
services. Also, the letter in Appendix 14C-1 anticipates that agreed-
upon procedures will be performed and periodic reports on the quality
of care will be provided. This letter, on the other hand, assumes that
problems will be communicated on an exception basis. Either approach
is appropriate. As discussed in Section 1430, the structure of the
engagement will depend on the needs of the family members and the
preferences of the practitioner.

2. Some CPAs believe this sentence provides some protection against
liability for breach of contract should they not complete the
engagement because of nonpayment.

3. As discussed in Paragraph 1425.14, the letter should describe how
such disagreements will be resolved.

4. Some CPAs prefer not to obtain an acknowledgment, in which case the
letter would omit this sentence and the spaces for the
acknowledgment.

Engagement Letter Example A:

Reprinted from Guide to Nontraditional Engagements, 4th Edition, November 1997.
Copyright 1997 Practitioners Publishing Company, Fort Worth, Texas. All rights
reserved. For product information call (800) 323-8724.

Engagement Letter Example B:

Reprinted from Guide to Nontraditional Engagements, 4th Edition, November 1997.
Copyright 1997 Practitioners Publishing Company, Fort Worth, Texas. All rights
reserved. For product information call (800) 323-8724.
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a http://www.retirement-living.com

a http://www.assistedlivingonline.com
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HARDKEY INCORPORATED: A MERGER VALUATION CASE

Somnath Bhattacharya, Assistant Professor
University of Texas at El Paso, El Paso, Texas

Gary P. Braun, Assistant Professor
University of Texas at El Paso, El Paso, Texas

William E. Rister, CPA
William E. Rister & Co., CPAs, El Paso, Texas

Patrick A. Traichal, Principal
Technology House

BACKGROUND

Meet Clark Shine, CPA. In several weeks Clark will sit for the AICPA examination to earn the credential
of “Accredited in Business Valuation” (ABV). He believes that this accreditation, along with his good
reputation, gives him an advantage in this rapidly expanding market segment. Another reason that he
and many other CPAs have entered this area is their reputation for objectivity and independence. Many
CPAs believe that this cornerstone of the CPA profession provides the user of the valuation report extra
confidence in the validity of the product.

Clark is sitting at his desk reviewing the financial statements (see pages 6 and 7) of HardKey,
Incorporated (HardKey). He has just wrapped up the quarterly review of a different company and is happy
to be mailing the statements only two weeks after the balance sheet date of July 31. Currently, he is in the
early stages of a business valuation engagement for HardKey. This company is in the process of merger
negotiations with Manufacturing Enterprise Co., Ltd. (Manufacturing). He is working on a valuation report
for the purpose of estimating the value of 100% ownership interest in HardKey as of June 30, 1997.
HardKey is currently an affiliate of Manufacturing. As Clark looks over these financials, he also ponders
on the difference between business valuation and the other “accounting” work that he has been involved
in. Specifically, he is thinking about the relative subjectivity of this area and how little his college train-
ing, and even a lot of his work experience, has prepared him for this type of work.

HardKey imports and distributes computer components, principally keyboards, manufactured in the
Republic of China (Taiwan) to customers located in the United States, Canada and Europe. Manufacturing
makes the computer keyboards in Taiwan. Currently, HardKey is affiliated with this foreign corporation
through a common stockholder. HardKey designs, imports and packages the keyboards for delivery to its
customers. Thus, HardKey is engaged in light manufacturing and distribution of computer components.

HardKey was formed in 1988. In 1989, HardKey began supplying keyboards to catalog computer
retailers such as Compaq and Dell. Since 1991, Dell has been HardKey'’s largest customer, currently con-
stituting 70% of HardKey’s sales.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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HardKey developed its competitive strategy around a two-pronged plan of action: First, it sought
to differentiate its products by manufacturing and importing computer components of consistently supe
rior quality. Second, it collaborated with its customers in the design and development of new keyboard
models. By providing skilled design engineers to work with its customers, HardKey believed that it could
reduce design lead times. In addition, HardKey has attempted to solidify its position in the industry by
increasing its market sharBoward that end, it has increased sales by approximately 100% from 1994 to
1997. Manufacturing Enterprise, Ltd. has provided approximately 95% of Hasl&@ylputer keyboards
since 1991. Because of the partial common ownership that exists between the two companies, procedures
have been implemented to ensure that prices paid to Manufacturing are competitive with prices available
through other manufacturers.

Quotes, invoices and payments between HardKey and Manufacturing are denominated in U. S. dollars,
HardKeys functional currencyPrice quotes and related invoices are based upon the current exchange rate
between the U. S. dollar and theiwanese dollar on the date quotes are obtafkmgdsubsequentdttua
tion in the exchange rate between the time of quotation and the time of shipment is considered an
adjustment to the product and is borne by HardiKeyrency flictuations occurring between the time the
amount payable is recorded and the subsequent payment (which, pursuant to the agreement between
HardKey and Manufacturing, could be as long as 60 days) is borne by Manufactiwesg. payment
patterns introduce a foreign exchange exposure (risk factor) into the valuation puzzle.

HardKey believes that it has developed dieative competitive strategy of @&fentiation through
close customer contact/dependence in the initial design phase and overall superior quality assurance in the
manufacturing phase of its produc®hile limited in total numberthe Companyg management and
trained workforce weigh favorably in the consideration of company-speisifi in this engagementhe
success of HardKey has resulted in the management of Manufacturing becoming interested in acquiring
HardKey or meging the two companies his has resulted in the need for the business valuation of
HardKey

As Clark ponders over this engagement, he wonders about the future prospects of HardKey as a stand
alone corporation. In particulaa severe price war in the consumer PC market has resulted in new category
of sub-$1,000 PCS. Given that the major PC manufacturers (which purchase Hardétaponents)
must still turn a profj the continuing price war does not suggest improvedtabdfty for commodity
suppliers.

THE MERGER VALUATION AND RELATED ISSUES

As mentioned earlielClark’s analysis and summary appraisal report should be prepared for the purpose
of estimating the value of 100% ownership interest in HardKey

Standard of Value

In this engagement Clark determines the appropriate measurement standard to be “fair market value”
(FMV). This widely recognized standard of value is nkedi as “the amount at which property would
change hands between a willing seller and a willing buyer when the former is under no compulsion to sell
and the latter is under no compulsion to,bayd both parties have reasonable knowledge of all relevant
facts” (Revenue Ruling 59-60)his defnition implies that the value arrived at is the most probable price

in cash or cash equivalent that would be paid if the property was placed on the open market for a reason
able period and generally assumes the existence of a noncompetitive covérienather standards of

value exist, the FM\i still the most commonly used standard of value (Pratt et al. 1996) and is best suited
to this scenario.

General Approach

Clark has decided that his approach should be to determine an estimate of value that will provide a fair
and reasonable return on investment to the current stockholders of Hacdisiglering the facts avail

able at the time of this report. His estimate will be based upon, among other things, an assessment of the
risks facing HardKey and the return on investment required on alternative investments with similar levels
of risk.
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As of the valuation date and since its incorporation, HardKey has been a closely held, private corpo
ration. Closely held corporations are, by digfon, entities whose shares are owned by a relatively limited
number of stockholders. Consequenthere is little trading and no ready public “market” exists for the
stock.The value of the company must therefore be determined by an objective and thorough appraisal of
the enterpriseVarious recognized valuation methods are described below and the most appropriate
method is selected.

BUSINESSVALUATION ENGAGEMENTS — OBJECTIVES AND METHODS
The most commonly used valuation methods are:

e Earnings-based (income) approach.
» Market (comparable sales) approach.
» Asset-based (assets adjusted torfzrket or liquidation value) approach.

The decision as to which methodology is most appropriate in a particular engagement is based upon many
factors. Examples include:

Earnings-based(i.e., income) methods are normally employed, or given primary emphasis, when a
company —

e Expects current operations to continue in the future and the results (i.es)prafi be reasonably
estimated based upon either historical earnings or forecasts of future activity

» Maintains a consistent, predictable customer base.

» Produces distinctive products or provides services that might give rise tocsighifitangible value
(i.e., goodwill).

» Employs key management and/or specialized technical personnel who cannot be readily replaced.

» Has developed specialized products or processes that are not easily reproduced.

Market-basedmethods are employed when —

» Analyzing recent sales of comparable assets or business ventures can be used to develop reasonable
estimates of value.

» Guideline companies, which are economically similar to the company being valued, can beddentifi
and these companies trade in one of the public markets.

Cost-basedi.e., asset) methods are employed when a company —

» Exhibits an earnings history that is small compared to the size of its tangible asset base or the earnings
cannot be reasonably measured.

 Creates little or no value added to the compmapydducts or services through the application of labor
or materials provided directly by the company

» Experiences no consistent, predictable customer base.

» Requires little or no specialized labor base or exhibits no intangible assets.

» Retains a signifant portion of its assets in very liquid or investment-type assets in lieu of tangible
property used for production or delivery of a service.

» Realizes relative ease of entry into the indysand has little need for specialized or highly trained
personnel.

» Considers the possibility of closing its business activities and liquidating its assets to be imminent.

Considering the approaches outlined above, and information pertaining to HardKey and its business oper
ations, Clark decides that the most appropriate set of methods to consider in this engagement are the
earnings-based methods.

Valuation Methods Selected

The primary value of HardKey is derived from its ability to generate future earnings from continuing oper
ations.The two basic approaches are historical and forecasted earnings methods. Each of these methods is
described briejt as follows:



AICPA Case Development Program Case No. 8-02: HardKey IncorporatedA Merger \Aluation Casel] 4

Capitalization of historical earnings— This method is used when a compartyistorical earnings can be
accurately measured and are considered to be indicative of returns expected from future operations
(assuming some normalized growth rafid)is method also assumes that a comgaaginings are more
important than its underlying assetéie process of estimating value by this method requires:

» Adjustment (i.e., normalization) of historical earnings for unusual elements of income or expense which
are not expected to be repeated in the future. [THandial data provided below have already been
adjusted]

» Development of an earnings capitalization rate.

Once normalized historical earnings are determined and a capitalization rate is developed, the valuation
estimate is determined by dividing the weighted historical earnings by the capitalization rate.

Discounted future earnings— This method is employed when future earnings or cashsfican be
reasonably forecaste@ihis method requires development of theficial discount rate for the company
establishment of a projected earnings period, and estimatiomatl &dii terminal) value for the company

Note to the student:

Your instructor may provide either the discount rate or the information needed to estimate the rate.
Alternatively, your instructor may direct you to research (justify) and use an appropriate method-of deter
mining a discount rate. In addition, your instructor may provide a comprehensive example employing both
the capitalization of historical earnings and the discounted future earnings methods.

Provided below are selecteddicial statement data for HardKey between 1991 and 1997.

FINANCIAL STATEMENT DATA

HARDKEY INCORPORATED
SELECTED NORMALIZED INCOME ST ATEMENT DATA (IN THOUSANDS OF $)
FOR THE YEARS ENDED JUNE 30, 1991 — 1997

1991 1992 1993 1994 1995 1996 1997

Net Sales 11,986 24,045 30,615 26,861 37,202 45,193 54,727
Cost of Goods Sold 10,642 21,915 27,325 25,246 33,017 41,680 52,512
Gross Profi 1,344 2,130 3,290 1,615 4,185 3,513 2,215
Operating Expenses 1,144 1,594 1,735 1,429 1,856 2,037 2,427
Operating Income (Loss) 200 536 1,555 186 2,329 1,476 (212)
Other Income 10 27 12 14 30 31 91
Other Expenses 16 104 42 3 0 54 81

Net Income (Loss) 194 459 1,525 197 2,359 1,453 (202)
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HARDKEY INCORPORATED
SELECTED HISTORICAL BALANCE SHEET DATA (IN THOUSANDS OF $)
JUNE 30, 1991 — 1997

1991 1992 1993 1994 1995 1996 1997

Cash & Marketable Securities 39 898 797 694 777 1,740 1,351
Receivables, net 3,609 5,140 3,935 1,827 6,472 5,712 11,985
Inventories 1,349 2,857 4,434 3,679 4,61 4,309 5,041
Other CurrenfAssets 18 173 0 272 459 476 476
Total CurrentAssets 5015 9,068 9,166 6,472 12,319 12,237 18,853
Property & Equipment, net 199 283 160 112 148 754 904
OtherAssets 25 63 290 456 296 505 1,326

Total Assets 5,239 9,414 9,616 7,040 12,763 13,496 21,083
Current Liabilities 3,638 8,370 8,328 5999 12,166 12,145 20,10
Long-term Liabilities 1,069 31 14 0 0 701 525

Total Liabilities 4,607 8,401 8,342 5999 12,166 12,846 20,635
Contributed Capital 251 251 251 251 251 251 251
Retained Earnings 381 762 1,023 790 346 399 197

Total Stockholdes Equity 632 1,013 1,274 1,041 597 650 448

Total Liabilities and S.E. 5239 9414 9,616 7,040 12,763 13,496 21,083

QUESTIONS

1. HardKey has clearly been successful at increasing sales. Howwrerare other factors to consider
when evaluating a compamyproftability. What are these factors generalhi8o, to what extent are
these other factors important in this case?

2. Why are the Earnings-based methods most appropriate for HardKey? (Hint: Focus on agesifis
of the case that indicate the relative desirability of the various methods.)

3. Using both the Capitalization of Earnings and Discounted Future Earnings methods, what is the value
of the companyWhat are the most important underlying assumptions used in arriving at this amount
and how would you justify your assumptions?

4. What factors should tct the determination of the appropriate discount rate?

5. What business problems/issues would the newly formed entity Yéba® potential advantages and
disadvantages does the ger provide in dealing with these problems/issues?

6. What are the legal liability issues facing theAG#ho renders the valuation report?
7. How can the CR best protect himself/herself against legal liability in such engagements?

8. Should the CR be involved in such business valuation engagem&kite are a C&Rs competitive
advantage (or disadvantage) on this type of engagement?

9. What potential impact does the use of a foreign currency Waha®? might management do about the
associated risks?

10. What are the pros and cons of working with customers in designing pradlbatxharacteristics of
HardKeys industry are particularly relevant?
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INCIDENT 1 (NETWORK SECURITY)
Risks of CP A Assurance of W ebTrust *™ Electronic Seals
and of DataT rust Privacy of Cookie Jars

ABSTRACT

This part of the case introduces students to a typical setting in n&&tb@ust” assurance services avail

able from an increasing number of accountimgngi in the United States and Canada. Manydihave
trepidation about &¢ring WebTrust assurance services. One of the requirements of this case will be for
students to learn aboWeb “cookies.”

Deborah Coulter is keenly aware that what worries her superiors the most are the inventive ways in
which hackers and crackers are able to break into the most secure computer and networking systems on
earth, including the most secure systems in the Pentd§jbereas hackers invade systems as a challenge
without evil intentions, crackers break into systems intending to steal from or otherwise injure the system.
Stealing can be parasitic over time or a single-incident theft. Smart crackers are patient and resist stealing
or otherwise letting intentions be known for long periods of time. Sometimes there is only information
theft from the host (e.g., stealing cookies) that is later used to steal from or otherwise harm innocent third
parties. In the early part of 1998 when the Pentagon was moving war planes into the Persian Gulf, myste
rious hackers were invading and leaving trap doors (for exiting and re-entry) in ethskifabases.

On June 1, 199&\ewsweekeported the following on page 60:

The hackers turned out to be a couple of teenagers in Cloverdale, Calif., coached by a third
teenager living in Israel; they were just having some fun. Béintericas national-security
establishment, the threat of information (IW) is deadly serious.

If Pentagon systems can be cracked by whiz kids, what is the skKohssurance services to the
DisabledArtist Resource Emporium (DAREMso, what is the risk that a disgruntled employee will leave
the cookie jar open or sell passwords or other denfial information to criminals?

INTRODUCTION TO INCIDENT 1

In a PBS television broadcastldfe on the Internein the early part of 1997, Carmen Cassidy discovered
how art galleries and bookstores around the world are closing down in order to become virtual businesses
on the Internet. Many such businesses are much more successful online than they xesrdoications.
The lead was initially taken by online bookstores attempting to build virtual communities among parties
interested in each bodékSubsequentlygalleries and other businesses discovered that virtual communi-
ties are both sources of inspiration for authors and artists and sources of renewed interest of customers
in products.

Ms. Cassidy invested heavily in her online DARE headquartered in Dedbesss. DARES mission is
to both help artists with disabilities produce works of art and to help sell thishidd products. Products
include traditional paintings and computer art as well as sculptures, music recordings, books, poems,
and handicraft items. Carmen Cassidy herself was an artist until she became quadriplegic following an
automobile accident.

'See Footnote 4.

’TheAmazonWeb site is atvwwamazon.coimand the Barnes and Nolbiéeb site is atvwwbarnesandnoble.corWirtual book
stores dfer server space to readers and authors who want to share opinions and ideas about particular books.
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Ms. Cassidy eventually closed her six DARE outlet stores in major cities across the nation and moved
the entire DARE operation into cyberspace via the Internet. One of the key motivations was to focus on
the formation of “virtual communities” around the leading artists under her sponsorship. She now provides
Web space for anyone who wants to evaluate any anisi'k and/or comment on that work or the artist
in general. She also providé&b chat rooms where an artist can communicate at scheduled times-in spon
taneous dialog with admirers, critics, customers, students, and fellow artists.

There are actually two virtual communities that form around each DARE a&histioutput” com
munity centers on the past, present, and future works of art of a givenTdréistis the community
described abovelhe second virtual community is called the “input” commuriitye latter community
attempts to bring the artist into communication with anyone who can help an artist improve upon his or her
craft. For example, persons keen on tracking disabilities technologies can communicate with artists about
leading edge and engéing products for such disabilities as sight impairment, hearing impairment, motor
control impairment, and other types of impairments that makefiicwtifbut not impossible to generate
high quality pieces of art and music.

DARE profis both from purchases of hardware/software to assist artists and from sales of works from
artists. DARE has brokerage contracts with various vendors of products for disabled persons and broker
age contracts with the artists attempting to sell their crafts. DARE has been successful because of trust and
professionalism on all sides of transactions. DARE tests vendor products and, on occasion, hires indepen
dent testing fims to evaluate newer types of inventions. DARE has adftafio professional art critics
and also hires independent consultants to appraise the works of art displayed in various galleries at the
DARE Web site. DARE also holds several patents on devices intended to aid artists with certain types of
disabilities. In addition, DARE conducts both onsite and online training courses for artists.

A PHONY DARE HAND IN THE COOKIE JAR

Carmen Cassidy received a disturbing message on March 9 Al8@8omer who had purchased several
items in February revealed that, by using/eb search engine, he had stumbled onto two domain names
with identical DARE opening pages. Ms. Cassidy discovered that an unscrupulous scoundrel had down
loaded all of the DARE documents and images in order to create a phony \VAlREite.

The customer complained that a telephone solicitation had been received announcing a changed
DARE phone number andfefing a discount based upon the amount of the February purdiese.
customer started to place another order but became suspicious after being informed that “DARE” would
no longer accept credit cards. Only cash and money orders were to be transiméttedt that “DARE”
encouraged sending cash though the mails is what made the customer suspicious enough to/delnduct a
search for DARE sites.

Ms. Cassidy expressed deep gratitude to the customer for discovering the phony DAREesite.
customer however remained irate about privacy issuéghat made the customer especially upset with
Carmen Cassidy is that the phony “DARE” con artist somehow had DA&IBkie data regarding the
customels name, address, phone numleemail address, and details regarding the February purchase from
the legitimate DARBNeb site. Somehow unauthorized hands were in the DARE cooKigh@asystems
engineers that designed and installed the DAYRID site made it possible to send out cookies to customer
and artist computers.

Even though authorities in New Jersey shut down the phony DA&tEoperation in a matter of days,
Carmen Cassidy grew exceedingly distraught. She had closed all of the DARE outlet stores around the
nation and plunged heavily into the virtual DAREED site. Not until March 9 did she discover how truly
vulnerable her virtual DARE was to fraud and corruptifinen the word spread, her long-established
goodwill with artists and the public might take a plunge from which she could not recover without aban
doning heMeb business and reopening outlet stores at considerable trouble and expense.

*Cookies are explained http://wwwitrinity.edu/rjensen/245glosf.htm#Cookies1
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As chance would have it on March 9, Sam Burke was in fieeaforking on both her corporate and
personal tax returns. Sam worked out of the Dallfiseobf theA&K LLP public accounting fim. Sam
informed Ms. Cassidy that higrfi had an assurance service team that could help save her online DARE.

CARMEN CASSIDY SEEKSASSURANCE

Deborah Coulter received a call from her colleague Sam Burke on March 9. Sam put his client, Carmen
Cassidy on the line. Ms. Coulter informed the distressed Carmen Cassidy that, by ushig BAes
WebTruse™ Electronic SealpA&K will authenticate that designatatleb site is the ditial DARE site The

service for logo authentication is termed Logost byA&K. The accounting fim also ofers its Datafust
assurances to users that DARE cookie information on customers and artists would remdémtcnfi
DataTrust is the term used b&&K for assurances that privacy rights to information are protected.
DataTrust is the third principle under tB¢CPA’'s WebTruse™ Electronic Seal. Furthermore, DARE could
purchase other assurance services that would provide the world with greatigramnfivhen dealing with

DARE over the InterneAmong these services afeansTust fromA&K. TransTust is the term used by

A&K to depict the second principle of thWgebTruse™ Electronic Seal.

On March 1, Deborah Coulter ganized a team of professionals to meet with both employees of
DARE and the systems engineers who designed the online DARE operations. Getting the engagement
would only be half the battle for Ms. Coult&he other half of the battle in this new line of business was
in convincingA&K partners that the initial and annual fees eventually agreed upon for the DARE assur
ance services outweighed the risk&&K in providing such services his new line of business was still
looked upon with skepticism by most audit and tax partners.

On the up side, there is a driving force of change in public accounting practices around the nation.
Consulting revenues of Ige international accountingris like A&K are growing at much faster rates
than traditional audit and tax services. In addition, consultingtpnafigins are enormous compared to
thinning magins from audit and tax engagements.

On the downsideA&K partners feel more in control of the lawsuit and reputation risks in auditing
and tax services. Some newer assurance services do not pose a serious threat in tA&l€yestofkers.

For example, elder care assurance services do not appear to be especially rigk&tsioar schedule
random visits to care centers and pay whistle blowing rewards to employees of care centers.

Deborah Coulter is keenly aware that what worries her superiors the most are the inventive ways in
which hackers and crackers are able to break into the most secure computer and networking systems on
earth, including the most secure systems in the Pentagjbereas hackers invade systems as a challenge
without evil intentions, crackers break into systems intending to steal from or otherwise injure the system.
Stealing can be parasitic over time or a single-incident theft. Smart crackers are patient and resist stealing
or otherwise letting intentions be known for long periods of time. Sometimes there is only information
theft from the host (e.g. stealing cookies) that is later used to steal from or otherwise harm innocent third
parties. If Pentagon systems can be cracked by whiz kids, what is the Ai&K @ssurance services to
DARE?AIso what is the risk that a disgruntled employee will leave the cookie jar open or sell passwords
or other confiential information to criminals?

‘For example, oApril 22, 1998 the following was reported by Reuters on CNEWs athttp://wwwnews.com :

SAN FRANCISCO —A shadowy group of computer hackers has apparently succeeded in breaking into a U.S. computer system
that controls military satellites, fofials and security experts saithe group, calling itself MOD or Masters of Downloading, has

proof of its electronic snooping-secrdeéi allegedly pirated from the Information Systems Network (DISN), computer security
expert JohiVranesevich said. Lt. Colom Begines, a Defense Department spokesman, said milifezialsfwere “aware of the
intrusion and looking into the matter
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REQUIREMENTS

1.

What is theWebTrust" Electronic Commerce Seal that is novieoéd by an increasing number of
public accounting fims who provide assurance servicé&Pat are the three broad categories
of WebTruse¥? How did WebTrust™ come about and what is th&ICPA/CICA relationship
with VeriSign?

[Hint: Start your search at thdCPA Web site ahttp://wwwaicpa.og/news/p091697a.htand then
go to theVeriSignWeb site ahttp://wwwverisign.com

. How do the logo assurance services of the BBB Online progrhattpafwwwhbbb.comand theTruste

DataTrust assurance serviceshp://wwwtruste.condiffer?What comparative advantages do public
accounting fims have vis-a-vis these two competitors who are not public accoumtg? fi

[Hint: See G.G. Gray and R. DebrecetiVhe Electronic Frontigt Journal of AccountancyMay
1998, 32-38.]

. What are the risks to consider when providitigbTrust" assurance services to DARE?

4. What are the risks to consider when providing Dataffassurance services regarding damfiiality

10.

of DARE cookies?
[Hint: Cookies are explained http://wwwitrinity.edu/rjensen/245glosf.htm#Cookidsl

. What types of computing and network assurance services migl&ikeCPA firm contemplate

providing to DARE? Discuss each service both in terms of comparative advantages fahGHn
providing the service and the inherent risks of having<Céfier that service.

[Hint: Seehttp://wwwaicpa.og/assurance/scas/newsvs/index.latmal http://wwwus.kpmg.com/irm/
main.html]

. Explain and illustrate the dérence between information security policies versus security mecha

nisms.
[Hint: SeeAppendix 3 by John Howland or go ittp://ariel.cs.trinityedu/~jhowland/security/secufjty

. What are the advantages and drawbacks of a password encryption system?

[Hint: SeeAppendix 3 by John Howland or go ittp://ariel.cs.trinityedu/~jhowland/security/securjty

. Explain how the Internet works in terms ofd®dresses, packets, and routers.

[Hint: SeeAppendix 3 by John Howland or go http://ariel.cs.trinityedu/~jhowland/security/securjty

. Define the major network protocols and explain the role of each protocol.

[Hint: SeeAppendix 3 by John Howland or go http://ariel.cs.trinityedu/~jhowland/security/securjty

Discuss each of the following threats to network security:
e Cracking Passwords

e Sendmail

* Denial of Service

* Repeatedittack

e CGI Scripts

* Windows NTSecurity

* Denial of Service

» Weak PasswordguthenticationAttacks
* Privilege Escalation

* Noncaptive Environments

e Cracking a Firewall

[Hint: See appendix 3 by John Howland or gdtip://ariel.cs.trinityedu/~jhowland/security/securjty
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INCIDENT 2 (PHREAKING DATABASE SECURITY)
The Bombay Martini Bet:
How Did a CP A Firm’s Assurance T eam Phreak a Non-Networked
Information System of a High T ech Client Needing a “W ake-Up Call’?

ABSTRACT

This incident can be read in ten minutes or less. Proposing a plan to penetrate an “impenetrable” informa
tion system will take much longeincident 2 really happened under slightly disguised circumstances

in SanAntonio. The solution to the case is written by the young man who proposed and executed such a
penetrationThe solution is so simple that it is frightening, especially for public accounting §ieeking

to provide assurances that such things are not likely without insider conspiracies. Because the solution is
so simple, technical facts in the case are kept at a minimum. Students best not get bogged down in devis
ing highly technical plans geared to the specifipe of information system. Focus should instead

be placed upon a more general type of security risk that cuts across virtually all computerized database
systemsThe solution to the case that actually transpired reveals an immense weakness in virtualty all tech
nology systems that are in a neeading state of change.

Incident 2 entailed a friendly wager that aACiHm’s assurance team could not crack or phreak an
“impenetrable” database security system of gdarlient.When the lowest-ranking member of the team,

a newly mintedTrinity University graduate, phreaked the system with relative ease, it made the public
accounting fim that hired him sit up and think about what can be safely “assured.” For a discussion of
phreaking, se@ppendices 1 and 2.

The case is especially timely in this formative era of assurance services. Providing assurances of infor
mation system security is becoming agkrand highly complex revenue growth area for public
accountancy fims. Opportunities for prdfare subject to risk caused by the vulnerabilities of centralized
databases, networking, and incessant technological change.

It is easy to run a secure computer systéou merely have to disconnect all dial-up cornec
tions and permit only direct wired terminals, put the machine and its terminals in a shielded
room and post a guard at the door

F. T. Grampp and R.H. Morris
Security Resources
http://wwwcs.uidaho.edu/~horn8852/sec-main.html

INTRODUCTION TO INCIDENT 2

Texmed Engineered Health Managema&ssociation (TEHMA) manages privately funded health insur
ance plans acrosgexas. Customers are mainly commercial and norpafanizations that underwrite
their own employee health care plans managetEyMA, including prescription medication and dental
insurance plans. Partly due to fears of Year 2000 problem in its aging COBQlatabasesTEHMA
installed an IBM DB2 Universal Database (UDBhe UDB system i8Veb enabled. Customers can scale
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from desktop or laptop systems to massively parallel processors locatedliBHIMA home ofices in
SanAntonio, Texas.

“When the events of this case transpired, we had about 120 Gb of data residing on our UDB,” says
Albert Puentes, the Chigiccounting Oficer atTHEMA. In September of 199 TEHMA contracted with
IBM Corporation to become a Beta tester of the new DB2 Universal Database system. By the end of 1998,
TEHMA expects to have almost omb (terabyte) of raw data coded into the system.

With IBM’s new UDB systemlTEHMA can build a data warehouse that integrates data from more
than a dozen operational systems giving users the ability to do cross-service aAaiggebenetiis the
ability of the UDB system to accommodate non-standard data types and object technology

INTERNAL CONTROLS

What worrieAlbert Puentes most is the security of the new UDB systé old COBOLsmoke stacked
systems were, in his opinion, highly secure. “The newer networked UDB system has many risk exposures
that make it harder for me to sleep nights,” he complains. “Our new Data Processing (DP) manager
appears to be overcodéint regarding the invulnerability of the security proceduredéctednd one goal

was to quickly invade the system as a much-needed wake-up call from outside experts.”

Mr. Puentes was formerly an audit partner in the Dalliseobf theA&K LLP international public
accounting fim. He knows a great deal about internal control design, but he is not an expert on network
database system controls. Internal controls in general can be either preventive controls or detective
controls. Preventive controls aim to prevent the occurrence of errors and fraud; detective controls aim to
detect problems after the fact. Historicaliyditors focused primarily on detecting problems after the fact.
This historical focus was due to the predominantly manual nature of accounting systems where little could
be done to prevent human errors from occurring. Internal controls were always evaluated and recommen
dations were made to discourage fraud. For example, good internal control system had division of labor
rotation of duties, mandatory vacations, etc.

With new computerized information systems, the issue becomes one of designing software inside
black boxes to minimize risks of fraud and errors occurring. Database technology allows a database
oriented accounting system to have an extensive array of controls built into the system. Most errors are
caught at the point of data entir. Puentes tends to worry about systems that he does not fully under
stand.The new UDB system is exceedingly complex and relies upon controls that only systems engineers
can comprehend.

ALBERT PUENTES SEEKSASSURANCE

His former CR firm, A&K LLP, now ofers a wide array of assurance serviédisert Puentes persuaded
the CEO ofTEHMA to engageA&K to independently test the internal controls in the new IBM UDB
system installed iTEHMA by a highly reputable systems engineering company experienced in installa
tion of IBM and other network database systems. Deborah Coulter headed a feg@khmbfessionals
assigned to write an internal control assurance repofEbtMA’s new UDB system. Her team included
a recenfTrinity University computer science graduate hamed Bruce Sidlinger

Ms. Coulter and her team made a careful study of the Exhibit 1 aspects of the new UDB system (see

page 8).
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EXHIBIT 1
CONTROLS CHECKS

General Controls Checks
Bla01 Hardware controls — read after write check
Bla02 Hardware controls — echo check
B1a03 Hardware controls — parity check
Bla04 Hardware controls — dual read check, read-aftéte check
B1la05 Access controls — physical controls
B1a06 Access controls — encryption
B1a07 Access controls — segregation of duties, authorization matrix
B1a08 Access controls — complex passwords

B1a09 Organization of the systems function — personn@idiprocedures, logical access controls
Blal0 Program change controls —fdihe testing of program changes

Blall Backup procedures -eff-site backups, business continuity plan, hot or cold site
identification

Blal2 Operations controls —daily data processing schedule, console log, review of operating
statistics

Blal3 Backup procedures — backup power supgisnamic backup

Input Contr ols Check

B2a20 Input control — completeness check, prompting, requiedd fi
B2a21 Input control — range check

B2a22 Input control — feld check (numeric data type)

B2a23 Input control — valid combinations check

B2a24 Input control — validity check

B2a25 Input control — closed loop verifation

B2a26 Input control — system generated data

TEHMA invested heavily in controls. Ms. Coulter pondered what her team could possibly recommend
to improve the system. Physical controls were amadiigiMA installed physical controls that rival
controls of a military installatiorAll employees enteringEHMA premises were admitted only if they
were cleared by a high technology hand idega@tfon system that is vastly superior to picture ID hang tags.
However employees also are required to wear “active badges” that signal their locations at af\ltimes.
employees, especially those employees given data entry permissions in computer systems, are thoroughly
screened and bonded.

Ms. Coulter had never encountered a system with better controls in every area listed in Exhibit 1. She
lamented to her assurance services team that she could not imagine how the team could provide that DP
security “wake up call’ requested by MruentesThat evening, the newest and youngest member of the
team, Bruce Sidlingersserted that he could phreBkHMA's information systermAt that moment the
team was in the midst of an attitude adjustmerithet Frog Pond Lounge in a SAntonio hotel. On
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impulse while drinking her own diet Sprite, Deborah wagered an unggecifmber of Bombay Matrtinis
that Bruce could not plant a phony medical claim in the TEWMA UDB database systemfter receiv
ing her tentative handshake on the deal, Bruce revealed his scheme to Deborah Coulter

THE BOMBAY MARTINI BET

Following the scheme proposedTihe Frog Pond, Deborah Coulter briefdtert Puentes regarding the
Bombay Martini wager that she made with Bruce Sidlinfee TEHMA Chief Accounting Oficer was
delighted with the proposed “wake-up call” schemed by Sidlinger

The challenger (Bruce Sidlinger) was given ten days to inV&itéMA’'s new UDB system. In that
ten-day period, the entire Deborah Coulter team remained in Dallas. Ms. Coulter assuRecbiiies
that prior to the teara’departure from Safintonio, no phony claim was planted by the team into the
TEHMA information systemTo make the wager even more interesting, TB&IMA's Data Processing
Manager was made aware of the Bombay Martini wager and was requested to make a daily search for
a phony claim from a physiciaifthe Data Processing Manager was, thergoy on alert to take all
possible security measures.

EPILOGUE

Albert Puentes reports that he had more than his usual trouble sleeping after “celebrating” Bruce
Sidlingers winning Bombay Martini Bet with Deborah Coulteteam inThe Frog Pond Lounge. Bruce
Sidlinger slept soundly that night. Howeykoth he and MiPuentes downed aspirin tablets the following
morning (for diferent reasons)The DPmanger alEHMA did not discover how a phony medical claim
penetrated the system until Bruce Sidlinger explained the hoax.

TEHMA's DPmanager resigned about three months after the incident, purportedly for reasons other
than the embarrassment of Sidlingesuccess in cracking the UDB security syst&limert Puentes looks
more tired than usual sind&HMA expanded the UDB system. Deborah Coulter still works in technology
security assurance services, but her once logffhails have become bitten and stulidryce Sidlinger
now owns an information systems consultingnfin SanAntonio, Texas. His compang'Web site is
located ahttp://wwwsidlingercom/

TEHMA is a disguised name for the real client in this c@kat client did not want any publicity about
this incident and did not want the incident registered with TCERhttp://wwwcelt.org/

The CER™ Coordination Center is part of the Networked Systems Survivability program in the
Software Engineering Institut&he Software Engineering Institute is operated by Carnegie
Mellon University for the Department of Defense. QERiaintains a database of all registered
security violations (whether criminal or pranks) and descriptions of when and how the systems
were breached. Since the incident in this case is not registered witf? GER not possible to

look up the solution to the case at OERHowever students are encouraged to visit the above
CERT® Web site Among other things, CER issues alerts to the world regarding security risks.
There is also an enggncy response team that will investigate incidents deemed serious to the
security and economy of the United States. TER interested in most any type of new and
interesting scheme to invade computer and networking systems.

REQUIREMENTS AND RECOMMENDA TIONS FOR INCIDENT 2

Given the facts provided in the case and assuming no conspiracy TEtHMA employee, devise alter
native proposals to win the Bombay Martini Bet. Show how computer security is not as “easy” as implied
by the introductory quotation of this case that is repeated below:
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It is easy to run a secure computer systéon. merely have to disconnect all dial-up connections
and permit only direct wired terminals, put the machine and its terminals in a shielded room and
post a guard at the door

F. T. Grampp and R.H. Morris
Security Resources
http://wwwcs.uidaho.edu/~horn8852/sec-main.html

Readersnay wantto consultAppendicesl—3 plus Professordensers TechnologyGlossaryat http:/Amww
trinity.edu/rjiensen/245glosf.htm

Readers may read more about network databases and security issues andhtipksaatwtrinity.edu/
riensen/260wp/260wp.htm

In particular consider the variety of ways that thEHMA system might have been cracked by Bruce
Sidlinger These include InformatiofVarfare Weapons discussed http://wwwseas.gwu.edu/student/
reto/infowar/info-waitml

Weapons of particular note when learning about security assurance services are —
e ComputetViruses
* Worms
» Trojan Horses
* Logic Bombs
* Trap Doors
» Chipping
* Nano Machines and Microbes
* Electronic Jamming
e HERF Guns — EMMBombs

It is recommended that students be divided into teams. In Class 1 each student team can make a
presentation of that teas’best” proposed solution for winning the wager in this case. Presentation times
can vary with class size, but with handouts and presentation aids it is possible to limit each presentation
to fifteen minutes or maybe even less.

After Class 1, each teamsolution can be assigned to another team. Class 2 can then be devoted to
presentations by teams showing how the assigned security penetration solutions can be made to fail with
proper prevention and detection security in the information system. Discussions should be allowed to
spread to topics such as information warfare and assurance service risks.
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THE TAMPA BAY RENEGADES

David M. Dennis, Professor
University of South Florida, Tampa, Florida

Alex White, Partner
Deloitte & Touche, Tampa, Florida

TOKYO, JAPAN — JULY 1997

Masao Yamaguchi turned once again to the draft financial statements of the Tampa Bay Renegades. As CFO
of Mitsumi Trading Corporation (MTC), he was responsible for monitoring all investments the company
had made in other ventures. Just over a year ago, MTC had acquired a 22% interest in the ownership of the
Renegades, a recent expansion team in the National Hockey League (NHL). As Masao studied the draft
statements for the fiscal year ending June 30, 1997, he reflected on the number and diversity of the critical
accounting and disclosure issues involved in these statements. Clearly, the combination of U.S. GAAP and
the way in which sports franchises were operated created some very interesting accounting treatments.

THE BUSINESS OF SPORTS FRANCHISES

The Franchise FeeFrom the very point when a sports franchise is acquired, accounting issues begin to
arise. To purchase the franchise, the ownership group must pay a sizable fee to the league. The league, in
turn, distributes this fee to the other clubs in the league. In part, the fee is paid for the right to have a team.
In addition, a portion of the fee represents the right of the new team to take part in the expansion draft.
Access to this draft provides the new team with a source for obtaining its initial roster of players. Beyond
these obvious benefits, the fee could be thought of as giving a right to use the NHL logo, the right to
receive a share in future expansion team franchise fees and similar valuable rights.

The league fee described above may involve $40 million dollars or more. The immediate questions
are: How should this fee be classified in the buyer’s balance sheet? Part of the fee would be debited to
Franchise Fee and part to something like Expansion Draft Rights. Should a portion of the fee be allocated
to any other accounts such as Goodwill? On what basis should the allocation be made? Should the
recorded asset(s) be amortized, even though historically, over time, sports franchises tend to become worth
far more than the buyer paid to acquire the franchise? If the franchise fee should be written off, what life
expectancy should be used — 40 years or something less than that? If the fee is allocated between (a) the
right to have a team, and (b) access to the expansion draft, should these component parts be amortized over
different lives?

Is it even possible that the value of the franchise could become impaired as a result of, say, a poor
won/loss record, and declining attendance, over a period of time? If so, should an impairment loss be

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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recognized? It would seem that the answer should be “yes,” but Masao recalled reading about the recent
sale of theTampa Bay Buccaneers, a National Football League (NFL) franchise.tifaginhad a dismal
won/loss record over a long period of timAd yet he thought he recalled reading that an entrepreneur
named something like Glanzer (or Glazer) had bought the club for an extremely high price. Masao knew
that a single event couldrsupport aheory butthe Buccaneesaleeventwascertainlysomethingo think
aboutwhenconsideringheimpairment question.

Player ContractsMasao next turned his attention to player contract is3iescost of player contracts
was the major cost component of a sports franchise and these costs were escalatoangjgMiisao
knew that the Renegades had just acquired a new goalie, Frahco&tte, from the Nework Rangers.
The contract wittAllouette had more wrinkles than a 90-yedd retired Sumo wrestleMasao mentally
ticked of the terms of the contract:

* An up front signing bonus of $1.2 million.
* A guaranteed base salary of $800,000 for the next three years.
* A no cut, no trade stipulation for the next eight years.

* An incentive payment of $25,000 per game in whidbuette plays at least the equivalent of two
full periods.

* An incentive payment of $50,000 for each complete game in w#ichette plays and in which
the opposition scores no goals.

* An incentive payment of $100,000 if the Renegades qualify for the divisional fslayof
* An incentive payment of $200,000, additionaifthe Renegades win the divisional championship.
 An incentive payment of $300,000, additionalfythe Renegades win the Stanley Cup.

TheAllouette contract raised a number of questions in Masaguisitive mind. Should the signing bonus
be expensed currentlgr should it be capitalized and amortized over three years (or eight years) or the
expected career life dfllouette? Since therfit three yearssalary was guaranteed, whetldiouette
played or not, should an asset be recorded, as well as a corresponding Baliigycurrent balance sheet
date? If so, should the recorded amounts be the full contract value or the present value of the obligation? If the
present value should be used, what discount rate would be appropriate? Should the incentives be recorded
on an “as earned” basis or when the probability that they will be earnedicsestify high?What facts
about this player contract, and other player contracts, ought to be disclosed in the Refiegad&d’
statements?

Advanced Revenuespproximately 35% of the Renegadesinual revenue comes from ticket sales,

a sizable portion of which is from season tick&étge hockey season in the U.S. runs from October through

April. Obviously, all of the ticket revenue for the completed season has been earned. Haovesterf the

season ticket sales for next year have already been made. Since these ticket proceeds are not refundable,
couldnt they be recognized as revenue in the year of receipt?

What about the deposits local companies have put down on club seats? Each deposit is for 10% of the
total price of $10,000. Ninetyvfé percent of these deposits are acted upon by the depaditothe full
price being paidThe other 5% of the deposits is lost; i.e., the club does not refund the deposits if the
depositor foregoes the right to acquire the club seats. Seats on which the deposit expires are sold to the
next party on the waiting list for such seats. CurreMisao knew that the Renegades were only recording
the $1,000 deposit as an asset with d&setting credit to deferred revenue. But should they gross the asset
up to the full $10,000 by recording a receivable for the remaining $9,000? Masao had looked at available
information from other sports franchises and noted that they did not gross up the asset. But it seemed to
him that this treatment understated the asset base of the club.

The Arena. Masao next moved to the myriad issues connected to the Rendgadk€ment in the
construction of a new playing arenalimmpa. Originallythe team had played its games in the Sun Dome
arena on the University of South Florida campus. Howedwera variety of reasons (including seating
capacity confguration and concession contracts), the Renegades had sought a neWhusimiae owners
had entered into an agreement with Hillsborough County to build a new arena at the juncture of Interstate
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Highways 4 and 75T his new facility called PowerPlagrena, had been completed at a cost of $170 mil

lion just in time for the start of the 1996—7 hockey season. Funds to pay for the arena had been raised
through the sale of Hillsborough County bontise funds needed to service the debt (i.e., pay the annual
interest of 8%, and then retire the debt at its maturity) were to come from a variety of sbheses.

sources included local county sales taxes, corporate fees paid for the right to lease a luxury box in the new
arena, and contributed funds from the Renegades (partially derived from a loan from Mitadimg

Corp.). To assure that funds were available to liquidate the bonds at their maheityond indenture

required that the Renegades (or the guarantors of the debt — Renegades stockholders) make annual
payments into a bond sinking fund.

In exchange for its role in lining up some of the aremaniting, negotiating with prospective building
contractors and coordinating the arena construction, the Renegades have been given a 25-year lease with a
bagain renewal option for an additional six years. During the life of the lease, the Renegades have rights to
all arena revenue from concessions, advertising, parkingiestanically this new arena has an estimated
life of 40 years. HoweveiMasao is very much aware of the fact that relatively new aremesénican
cities such as Miami and Charlotte (both built in 1988) are considered technologically obsolete. In fact,
both the Florida Panthers and the N8Miami Heat intend to leave the Miarena. The Panthers
already have a deal to move to a new arena in Broward C@ardg County plans to build a new complex
for the Heat before the year 2000.

Masao knew that the life expectancy of an arena could be acagnifsue for therfancial statements
of the Renegades, depending on the accounting treatment of the RenlegadeShould the construction
costs paid for by the team be considered a leasehold improvement, booked at the direct cost of the
Renegade<onstruction contributions? Or should the lease be considered a capital lease, with both a lease
asset and a lease liability being booked in accordance A@&HLB? Under either scenario, what should be
the amortization period for any booked asset?

TAMPA, FLORIDA USA— JULY 1997

Heidi Ruprecht sat at her desk on the l4wlorflof the Sunfiust Bank Building inTampa. Heidi was a
senior with an international @Pfirm. She was the in-ctgeg for the annual audit of theEampa Bay
Renegadeslockey ClubAt the moment she was compiling a list of sigmfit issues for consideration by
the manageon this engagement, Jennifer Steinwiye list was going to be somewhat longer than Heidi
would like it to be at this point in the engagement — but the facts were the facts. She needed to get some
guidance on these issues so that she would know how her superiors wished to deal with them and whether
she, Jenniferor the partner on the engagement (Ax@liams) would discuss them with the client.

Heidi reflected on the fact that her client was not publicly heh& owners were a group of individuals
plus the 22% foreign investdvlitsumi. Nonetheless, herrfi would be issuing an opinion on the Renegades’
financial statements. She knew that these statements were reviewed by all of these owners, as well as
Tampa State Bank which had extended a line of credit to the Renegades.

To be sure that herrifin could issue an unquaéfi opinion, it was imperative that several issues be
cleared up. Each issue was critical to a successful completion to this engagement.

The Construction Loan Commitmenthe fist item on her list dealt with the Renegadeshmitment to
make periodic payments toward the construction loans for the PowarBiey Funds to honor this commit
mentwere to come principally from arena revenues. HowehrerRenegadesbligation had been guaranteed
by the ownership group, including Mitsumi. Heidi also knew that the construction funtiadha¢en pro
vided to the Renegades by Mitsumi were supported by a demand note payable by the RenElifzdes.

As of June 30, 1997, arena revenues had beégisof to pay the interest on the construction bonds
but were inadequate to cover the legally mandated sinking fund deposit. Heidi knew that Hillsborough
County had asked the guarantors to make up the short fall. Renegadegement had assured her that
both the majority and minority owners intended to, and waendially capable of, making this payment.
However Heidi wondered if more audit work was necesshrgssence, should she:

1. Request personahfncial statements from the U.S. owners?
2. Request auditedrfancial statements from Mitsumi?
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3. Confirm the intent of these parties to make the necessary payment?

If the client did not want her to ask Mitsumi for more than its written assurance that it would contribute
its share to the sinking fund, how hard should she push on this iBseeRenegades Club was a high
profile client. Every CR firm in the city would give its eyeteeth to have this engagement. Could she, or
her superiors, risk losing the client over some procedures that might not even be necessary to comply with
generally accepted auditing standards?

In addition, even if she got Mitsuraifinancial statements, they would be in the Japanese language and
would be prepared in compliance with Japanese accounting standards. How would she or anyone else in
the firm be able to use that information? Could they hire a local consultant who could read Japanese to
interpret the statements for them? If she did send are@tfon letter to Mitsumi, should it be written in
English with the hope that someone at Mitsumi could interpret it and assure that an accurate response
was returned? Or again should she try tal fa local consultant who could take her English-worded
confirmation letter and translate it into Japanese for her prior to mailing the reflhestame questions
also applied to any attempt to make inquiry with Mitsumi regarding whether or not it intended to demand
payment of the Renegade note within the next reporting pdrwanswerof course, would determine
the proper classifation of this item in the current Renegad®ficial statements.

Negative Cash FlowsThe second issue for Heidi stemmed from the fact that the Renegades, despite all
of their revenue sources, had experienced negative caghffom operations for the past two yedilse
essential reason for this trend was the high payroll, a condition that would not change in the foreseeable
future. So farthe negative cashoflvs had been primarily covered bydarinfusions of funds from the
owners. But the critical question was, how long could or would this support be continued? Should
there be a going concern footnote in timaficial statements? Should hemfimention this situation in the
audit report?

The Related Party Issué.he fnal issue for Heidi concerned the relationship between the Renegades
and localTV stationWTRS.All of the Renegadeglames are televised BYTRS under an exclusive contract
that covers the current and next three yetie. Renegadeslub derives 25% of its annual revenue from
this TV contract WTRS is wholly owned byrhomas Rene who also owns 30% of the Renegddhes.
relationship between th&V station, Rene and the Renegades is obviously a related partytane.
disclosure issues were fairly clear on this makliemwever one provision in AS 57 concerned Heidlhat
provision requires that the related party agreements be reviewed to determine if they were entered into
on an equivalent arm#&ngth basis. In other words, does thieef of these agreements on theaficial
statements of the Renegades have the same impact that free market driven agreements would have
produced? Heidi could read those words easily enough but, she wondered, how could she make that
determination?

One particular provision of tH&TRSTV contract states that the Renegades are to receive an up front
bonus payment of $100,000 on September 1 of each contraciAitbkaugh TV revenue is generally
recognized as the games are played, the Renegades have recognized the full amount of the bonus as
revenue for the year ended June 30, 1997. Heidi wanted Jennif&xelrid consider that fact and discuss
with her the legitimacy of this “early” recognition.

QUESTIONS FOR DISCUSSION

1. From Edgar Compac Disclosure or any other source, obtain a copy of the Boston Celtics Limited
Partnership fiancial statements and notes (NYSE ticker symbol is BOS). For any of the issues facing
the Renegades in this case, determine how the Celtics accquanidatisclose, those issues.

2. How should the accounting treatment given to an issue by a NBA, NFL, or major league baseball
franchisee compare with the proper treatment by the Renegades? In other words, what is the industry
for comparison purposes? Is it professional sports or is it a spgwifit such as hockey?

3. Provide your answers for the questions that M&&anaguchi raised?

4. Assume that you are Jennifer SteinwayAsel Williams. What answers and/or guidance would you
give Heidi in response to the issues she has raised?
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ROWE POTTERY WORKS, INC.

Brian W. Mayhew, Assistant Professor
Georgia State University, Atlanta, Georgia

Gary G. Mayhew, Controller
Rowe Pottery Works, Inc., Cambridge, Wisconsin

At the end of 1996, Rowe Pottery Works, Inc. (RPW) had been losing money for over two and a half years
(see table 1).This case challenges students to identify and evaluate alternatives that lead to Rowe's return
to profitability.RPW's pottery operation is the main source of the losses.The pottery operation provides
a majority of the company's revenue leading the company to depend heavily upon its success. Attempts to
control costs have reduced but not eliminated the continued losses. The losses perplex the company's
president as he believes there is a strong market for RPW's products.

Management recently hired a new controller but is skeptical whether or not an accountant can help turn the
company around. The previous controller told the president on numerous occasions: "I just report the results."”
Nonetheless, the president hopes the new controller can help find a way to return the company to profitability.

COMPANY HISTORY

Jim and Tina Rowe purchased a historic blacksmith shop in 1975. They turned it into an antique shop and
soon discovered there was quite a demand for 19th-century salt-glazed pottery. Jim studied art in college
and was familiar with the salt-glazed technique. He and Tina began producing handmade salt-glazed pot-
tery and selling it in their store. As demand grew, the Rowe’s began selling their pottery to gift shops across
the country. Today RPW sells more salt-glazed pottery than any other producer in the country.

RPW also operates a retail store and a wholesale decorative ironworks business. The focus of this case
is on RPW's salt-glazed pottery business. Information about the store and iron works has been removed
from the financial data presented.

THE PRODUCT

The company’s main product is salt-glazed pottery. Skilled artisans hand-make a majority of the pottery at

a potter’s wheel. After forming, workers allow the pieces to air dry, then add a protective glaze and deco-

ration before firing the pieces in a kiln. Salt added during the firing process produces a blue and gray color

with unique “kiln” spots of brown and orange. The decorative and useful pottery is dishwasher,

microwave, and oven safe. Products include crocks, plates, mugs, lamps and Christmas ornaments.
Artists decorate the pottery with traditional cobalt blue glaze prior to firing. Simple standard designs

such as hearts, stars and blueberries adorn the pieces. Hand decorating also allows the production of cus-
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tomized potteryFor example, throughout the wedding season, customized wedding crocks decorated with
the names of the bride and groom and their wedding date enjoy steady demand.

RPWalso sells pottery especially designed for the Christmas sédsmiholiday line includes plates
and crocks decorated with painted Christmas scenes and symbols, as well as Christmas ornangents and fi
ures.The company prides itself in developing a few unique pieces each Christmas seasaaRiB\/’
date stamp their work to ensure authenticity and enhance collectibility

PRODUCTION

Overview of the production process:

Step 1. Workers combine clay with water and ice in atamixer

Step 2. Potters form each piece on a poterheel.

Step 3. Each piece is dried at room temperature for 24—48 hours.

Step 4. Decorators apply decorative paint as well as a protective glaze.

Step 5. After a brief drying period, workers stack the pieces onto a cart to be placed into one of-the com
pany’s two kilns.

Step 6. Workers wheel a cart full of pottery into a kil.supervisor thenfés the kiln to approximately
2,000 degrees after which the kiln must cool back to room temperature before removing the cart.

Step 7. After a brief inspection, pieces are ready to be shipped to the customer

Employees mix clay daily for use as the main ingredient in the potteeyprice of clay purchased
from RPWS5 network of suppliers has been stable over the pasydiars and is expected to remain stable
into the future.

Skilled potters provide the key value added labbe company currently employs six full-time pot
ters and one part-time pott€dn average each potter currently produces product worth approximately
$6,000 in sales per week, although individuals vary in their skills and capgmioximately half the
week potters concentrate on forming pieces at a (®itdreel. The remainder of the week is dedicated to
less skilled tasks such as attaching handles to mugs and making covers for the crocks. Potters cannot work
much overtime due too the physically demanding forming process. Management has observed a decrease
in quality when potters work more than eight hours per day

It takes approximately six months to train an artist tectizely use the pott&s wheel—longer if the
artist has had little or no prior training. RP@¥ys the potters relatively well, and many have been
employed by the company for a number of years. Occasionally potters leave to branch out on their own or
to work for one of RPW smaller competitor§he company is currently aware of two former potters who
may be willing to return to the company under the right terms.

Decorators apply a glaze and painted designs on the pottery after it is aif Hequhinting process
requires a certain amount of artistic skill. But, decorators need much less training thanTiwttemsn
pany has more than enough decorators to maintain current production volume. In some instances, the
decorators have helped the potters by placing handles on mugs and by making crock covers.

After decorating, the pottery is loaded onto @éacart and rolled into a kiln forriing. During the
process, the kiln heats the pottery to approximately 2,000 de@tedg-six hours after placing a cart in
a kiln, it can be rolled out and immediately replaced by another full cart (®#Wour carts—two for
each kiln).The cart can not be removed until the pottery has cooled—removing it earlier can cause break
age.The fring process requires attention by a skilled technician duringrdtesitk hours of the process.
Upon completion of theriing and cooling process a kiln automatically shufstéch kiln fring (i.e., a
full cart) produces pottery worth approximately $10,000 in sales.
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PRODUCTION SCHEDULING

The company sophisticated computer system schedules production based upon promised delivery date.
Upon receipt of an ordethe sales clerk enters the order into the computer system along with a promised
delivery date.The computer then allocates production based upon the items ordered and the promised
delivery date. For example, the computer system schedules a crock to start production two weeks before
the promised delivery date because a crock takes two weets tinfbugh the production process includ

ing shipping.

The production department sticks closely to the schedule generated by the computerTdyestem.
department follows the schedule in order to maintain relatively low levels of invemt@yproduction
department experienced lajoffrom late-December through January each of the last three Yéars.
workers view the layd$ as a disincentive to build extra inventory that then could be used to impose a
longer layof.

All departments work 6:00 a.m. to 3:30 p.m. Monday throUighrsday and 6:00 a.m. to 10:00 a.m.
on Friday There is little overtime although some departments (e.g., shipping) work overtime during the
Holiday season. Generally the culture that has evolved discourages overtime.

The workers do not belong to a union and have a good relationship withsRR&Wagement.
However recently the workers have expressed concern aboutniduecial condition of the company
Management has not attempted to hide the fact the company has been losinglireneelyave been no
significant wage increases over the last two years due to the losses.

SALES AND DISTRIBUTION

The company sells its products to retail gift shops throughout the United States. It markets to these retail
ers through showrooms maintained at a fedediint wholesale trade shows and a wholesale catalogue.
The two main trade shows occur in mid-January and midApproximately 30% of the comparsysales
result from its participation in these shows. Retailers ordering from the catalogue make up an additional
60% of salesA small group of commissioned sales representatives generates the remaining sales.
RPWreceives orders from gift shops throughout the .y@ales are heaviest prior to the holiday sea
son with a smaller spike during the summer wedding seaAstypical gift shop places an order for $300
to $1,000 worth of pottery when it runs out of invent@&kops order two to three times a y&PWusu
ally delivers within 8-12 weeks of receiving an ord@rders received during the Holiday season take the
longest to fi.
Management has received few shipping related customer compldietsompany ships via UPS or
alternate ground carrideach order includes a 6% shipping and packagingyehgtistorically this chage
has been sfitient to cover shipping cos&spproximately 1% of pottery breaks during deliverile com
pany has developed a packaging technique using cardboard boxes and foam to guard against breakage.
Sales clerks enter all sales into the commngmputer system at the time of orddre sales clerks
assign a delivery date at this time based on their judgietdily report showing the amount of inven
tory scheduled for production for each of the next ten weeks provides a basis for the sales clerks
judgments. Seedire 1.

FIGURE 1

TYPICAL PRODUCTION SCHEDULE
(AMOUNTS IN SALES DOLLARS)

Week 1 2 3 4 5
Backlog $40,200 $38,550 $39,905 $34,335 $26,879
Week 6 7 8 9 10+

Backlog $21,126 $12,841 $5,463 $3,248 $1,382
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RPW'’s gift shop customers have expressed strong support for the compraddct. Howevethere
have been some complaints about RPY&fusal to accept orders for Christmas delivery after October 15
each yearCustomers also complain about the length of time between when an order is placed and when
it is received.

Most gift shops report strong demand for the com@apsoduct at current pricesn attempt to raise
prices in 1993 resulted in a sigodint number of complaints and a reduction in dem@hd.company
responded by returning prices to previous levels. Prices since 1994 have only increased slightly

The company has only a few direct competitdisey are all much smaller than RPMbwever in a
broader context the company competes with a wide range of companies and products in the gift and home
decorating markets. In addition, the company indirectly competes with local artists throughout the coun
try. Overall, competition does impose some limits on the nature of the products the company can
effectively market and its pricing strategy

THE ACCOUNTING SYSTEM

RPWrelies on a fairly sophisticated accounting system. RB¥igns each product a standard cost based
upon estimated material, labor and overhead costs. Material costs account for about 10% of the total stan
dard costThe remaining 90% represents labor and overhead.

The kiln represents a sigriéint fiked cost to the companiWanagement also considers a siguaifit
portion of its labor costs (80%) to badd. Potters and decorators take a long time to train and manage
ment is very careful not to lay fofhese important employees more than once a atimiting the
number of layds management reduces the risk that these skilled employees will leave the céxa@any
result, labor costs act more likedd costs.

The pottery contains relatively few variable coMariable costs include the costs of all materials
(i.e., clay and glaze) and approximately 20% of overhead ddsts.emainder of overhead costs do not
vary with production levels.

RPW\values pottery inventory at standard cost. It tracks variances argkshibem to cost of goods
sold throughout the yedrable 1 lists the costs of goods sold for each of the lass&mi-annual periods
broken down into standard costs and total varian€he. company has been actively cutting costs.
Evidence of this reduction can be seen in the reduced variances and production costs vegretieds.

A NEW KILN

RPW s considering purchasing a new kiln. It currently operates two kilns, each of which can process
$10,000 worth of pottery perrifng. The company received a quote of $500,000 for the materials to build

a new kiln and the space to house it. Costs to erect the kiln, build the necessary additional spaee, and pre
pare it for production are projected at an additional $2500@@w kiln will take one year to prepare for
production.

RPWwill have to fhance the kiln with debfhe company current interest rate is 10% (2% over
prime). RPW5 bank is reluctant to make such agéailoan given RPV¥' current fiancial position.
However the bank believes it may be able to put together a group of area bankente fihe kiln with a
13% fixed rate loan requiring annual payments owear fiears. RPVé¢stimates its required rate of return
at 15% for this project.

The expected life of a kiln is seven years after which a major overhaul will be necégsaddn and
additional space will be essentially worthless without the major ovefsauming the kiln is fed twice
a week, 50 weeks a yeavrith an averagering producing $10,000 worth of product (in sales dollars), the
kiln would increase sales capacity $1,000,008e company expects it could sell half of this increase in
the frst year with additional increases of $100,000 per year afterward.d3BWates the cost to produce
goods with a new kiln excluding depreciation at 45% of sales. Current marketing related costs average
20% of sales. RPWXpects marketing expense to remain 20% on the additional sales because variable sell
ing expenses will increase, budd marketing expense will be spread over more gadissinistrative and
general expenses should be eeted by adding a new Kiln.
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QUESTIONS

Main Questions: How can Rowe Pott&¥prks, Inc. stop its current losses and return to fatmifity? How
can the new controller help RPk&turn to protiability?

The following question may help in identifying RP3\6ptions.
1. Explain the variance included in cost of goods s@éltiat are potential causes of this variance?

2. Which cause(s) of the variances you listed in question 1 seems most likely given the information
included in the case?

3. Calculate the production costs for each period.

4. The number of pieces produced each period are listed in talMea?.inferences can you make about
fixed and variable costs based upon production costs and the number of pieces produced each period?

5. Evaluate the purchase of a new kiln.

6. Should the company purchase a new kiln? Do you think the bank shwarddi purchasing a new
kiln? Do you think the bank will fiance a new kiln?

7. What other options does the company have to improve itdgiitify? Evaluate these options and
compare them to purchasing a new KiMhat option makes the most sense?

8. What constraints does the company currently face in attempting to improve its productivity? How can
the company mitigate these constraints?

TABLE 1

ROWE POTTERY WORKS, INC.
INCOME STATEMENT

Jan.—June July-Dec. Jan.—June July—-Dec. Jan.-June

1996 1995 1995 1994 1994
Pottery Sales $732,900 $900,277 $ 701,924 $896,883 $ 732,332
Cost of Goods Sold
Standard Cost 402,654 471,571 406,452 482,806 417,227
Variance 50,393 71,808 74,048 77,215 139,038
453,047 543,379 480,500 560,021 556,265
Gross Profi 279,853 356,398 221,424 336,862 176,067

Selling General and
Administrative

Marketing Expense 178,800 174,400 161,539 190,800 150,600

Administration Expense 101,500 103,200 99,600 102,300 101,100
Expense

General Expense 44,700 45,300 46,430 44,350 41,780

325,000 322,900 307,569 337,450 293,480

Interest Expense 54,200 53,000 47,000 40,000 37,000

Net Income (loss) $(99,347)  $(19,002) $(133,145) $(40,588) $(154,413)

Semiannual data is provided rather than quarterly or annual data because the cofingtaanyd second
quarters were very similar as were the compaittyird and forth quarters. Semiannual data captures sea
sonal diference between thadt and second halves of the year in a concise manner
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TABLE 2
INVENT ORY AND PRODUCTION

6/30/96 12/31/95 6/30/95 12/31/94  6/30/94 12/31/93

Inventory
WIP $ 86,060 $ 49,505 $ 60,050 $22,777 $30,107 $ 33,679
Finished 71,241 52,003 63,927 64,865 57,692 67,237
Total 157,301 101,508 123,977 87,642 87,799 100,916
Pieces Produced 34,334 38,262 36,284 39,352 33,455 n/a

Pieces produced represent the number of pieces made during the six month period.
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INDIANA CHEMICAL ARGENTINA, S.A. (ICASA)

Juan M. Rivera, Professor
University of Notre Dame, Notre Dame, Indiana

Douglas K. Osthimer, Partner
Kruggel, Lawton & Company, LLC, South Bend, Indiana

THE PARENT COMPANY. BRIEF HISTORY AND BACKGROUND

Indiana Chemical, Inc. (ICl) is a privately owned business engaged in the production, distribution and sale
of oil-based liquid pigments for the general industrial market in the United States. Prior to starting this
company in1968, Charles (Chuck) Honeywell, a chemical engineer, had worked five years in coatings and
dying processes in the paint industry. Mr. Honeywell is still the sole stockholder of the corporation, which

is located in South Bend, Indiana. In addition to producing chemical pigments, Indiana Chemical, Inc. is
an exclusive distributor of vegetable-based powder pigments that are manufactured by two separate and
unrelated companies located in the eastern U.S.

ICI has its only manufacturing facility on 10 acres of a 25 acre site located in South Bend, Indiana. The
facility occupies approximately 90,000 square feet that comprise production area, raw material storage,
finished goods storage, maintenance, quality control, and general administration. The production area
houses several small reactors and revolving tanks with a combined capacity to produce 300,000 pounds of
chemical pigments annually. All of the bulk stored oils and solvents are in properly diked above-ground
storage tanks. The entire facility is securely fenced with night lighting and 24-hour manned security staff.

ICI employs 100 people, 80 in the production process and 20 in sales, finance and administration. The
current general manager, Shelton Miles, a corporate lawyer by profession, has been with the company for
approximately ten years. Other key members of the company’s directorship are the owner, Charles
Honeywell, who is in charge of production; Michael Still, director of finance; and Bob Pendergast, director
of sales and development. Annual sales of the company were $19 million in the most recent year, and the
business has an outstanding loan of $2.9 million with a local bank. A summary of ICI's audited Financial
Statements and selected Footnotes for 1996 and 1995 are presé&tbedule 1

ICI'S ARGENTINE BUSINESS VENTURE

Chuck Honeywell and Shelton Miles, owner and general director, respectively, of Indiana Chemical, Inc.,
were attending an industry sales convention in Orlando, Florida in mid-February of 1996. During their
flight to Orlando, they went back to their thoughts and conversations about expanding sales of chemical
and organic pigments abroad. The market for their products in the US had become very competitive, highly
saturated and there was always the increasing concerns of environmental hazards and clean air requirements
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associated with their manufacturing process. Up to then, their company had sporadically exported small
shipments to Mexico and Brazil at good gias, but they felt it was time to embark in a stronger sales
effort abroad.

It was then only by coincidence that Luis PereArgentine-born, U.S.-citizen and alleged businessman
entered the picture. He was introduced to Chuck and Shelton by Fritz von Bertrand, one sal&sl’
representatives who lived in Miami and was Luis Psragighbor and bowling pal. MPerez related that
he camefrom avery prominentfamily in Argentinathathadbeenin thetextile industry He wasamechanical
engineer who left his native country during the “troubled years,” relocatsigrfiGermany and then in
Miami where he had married and resided for the pastyars. He then talked about the very attractive
business and economic conditionsAirgentina, where irdition had been reigned in, the peso was at par
with the U.S. dollar and the government was pretty serious about privatizing state enterprises. On top of
that, the implementation of Mercosur as a free-trade zone afigegtina, Brazil, Uruguay and Paraguay
would increase the opportunities for successful business ventures in the area.

Luis expressed his eagerness to go back and do business foAlGeéiriina. He was a promoter and
a salesman and he stated that he did not need, nor was he seeking, a salaried position. He only needed
reimbursements for expenses and his compensation would be taken as a partial ownership of the new
business. Fritz von Bertrand, his friend at ICI, vouched for his credibility

Not having any contact whatsoever witlgentina, the company had no way to verify Latatements
concerning his familg history and could only conduct a credit check on his Miami addrbesieport
contained nothing to alert the company to any character defects or criminal befhhgia@ompany
advised him that it would consider his proposal very seriously and encouraged him to refer potential
customers to the company as a goodwill gesture of his ability to “open” matktts two weeks of the
initial meeting in Orlando, Luis proved himself by bringing approximately $6,200 in cash sales from two
customers, one in Costa Rica and the othérgentina.There was another sales prospect in Nicaragua,
but that did not materialize because of that coumtgconomic and monetary instability and the
unwillingness of the customer to provide an irrevocable letter of cidtibugh all these transactions,

Luis did not request any commission or bonus for the recorded sales.

SubsequentlyLuis Perez felt that it was time to embark on $Giforts in Argentina, where he had
many business relations and was ready to settle Gdwls, in May of 1996, Indiana Chemical, Inc.
provided him with funds for his initial trips and expenses aimed to start a new business unit in Buenos
Aires and thus attend to the promising market.

INDIANA CHEMICAL ARGENTINA, S.A. INITIAL PHASE

Luis Perez was invitedrft to ICI's corporate headquarters in South Bend, Indiana, where he was shown
the facilities and was introduced to key administrators and persdvinige. meeting with the Directorship
of the companylLuis was instructed to contact potential customers to start taking orders for the chemical
pigments line as soon as feasible. He was provided with a list obtained frémméhnigan Chamber of
Commerce in Buenadsires, with about 30 fins that were in the paint, solvent, textile and plastic industries
as potential customers. MPerez asserted that he already had done some homework and had contacted two
or three of his old business buddies in BueAimes with sales tagets in mind. He told the Board of
Directors that he would work on setting up shop as soon as he arrived in Birespbut that he needed
full support and company representation from Indiana Chemical, Inc. in order to do a good job.

In a Board of Directors meeting, Luis was given ample powers of attorney and casnmpangsentation
to charter an é&fiate of ICI inArgentinaAfter the powertof-attorney papers were notarized and validated
by theArgentine consulate in Chicago, Luis Perez was ready to relocate with his family to Biresps
Argentina. Before departing from South Bend, he reiterated that there was no need for him to have an
assigned salary as long as the company provided funds for his moving expenses and the start-up costs of
theArgentine diliate.

Funding for Mr Perez reallocation and businessganizational expenditures were made through
direct personal checks or wire transfers to Luis in both Bu&ites and Miami. In BuenoAires, Luis
found a combination &ite and storage facility that rented for $5,000 a month. He hired some local lawyers
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to register Indiana Chemicargentina, S.A. (ICASA) as a fully ownedfidifite of Indiana Chemical, Inc.

of Indiana. He also hired the professional services éfrgantine PublidAccountant, FlavidVeber who

would do the compilation and reporting of ICASAocal transactions based on documentation that Mr
Luis Perez would provide on a monthly bagihecking account for Indiana Chemiéalgentina with

Luis Perez as the only authorized signatory was opened bydviez himself in Banco Latino at a branch
conveniently close to thefades of ICASA. MrPerez also hired a secretary and two salespeople who were
to start with the company in July August of 1996The sales employees were to double-up as delivery
and account collection people since the expected initial level of operations did not call for additional
personnel. Between May and Julyiis made payments to buy a delivery truck and also purchased a desk
computer a copy machine, a laser printer fax machine and foe furniture for the nevArgentine
corporationThe transmittals of cash to fund all these expenditures agetezflorSchedule 2 Luis Perez
provided receipts and documentation for all these pre-operation expenditures, as &tbdduale 3

some of which represented his personal travel and moving expenses from Miami to Arenos

INDIANA CHEMICAL ARGENTINA. BUSINESS CONDITIONS AND INITIAL SALES

Shelton Miles, the General Manager of ICI in Indiana, was present for the ribbon-cutting ceremonies
signaling the start of operations of I€gfiliate in Buenogires in mid-August. During this visit Shelton
metAlberto Marino, one of Luisfriends, who owned Coltex, S.A., a company that produced textiles for
the apparel industry iArgentina. Coltex was already using vegetable-based pigments and was ready to
place purchase orders of this product with Indiana Chemficgéntina if a constant supply could
be guaranteed. MMarino had already tested the product and had found it of excellent quality for the
coloring of the textile materials that his company produced. Shelton assured him that the supply would be
no problem since Indiana Chemical, Inc. was the exclusive distributdored®, a patented ganic
pigment produced in the USA.

During the following months of 1996, ICI kept pumping funds and shipping inventMyrtd‘c,® pig-
ment to ICASAfor sale to Coltex, S.A. and other smaller customefg gentina.Schedule 4reports the
dollar value of cash and inventory channeled to Indiana Chefrigahtina from September to December
of 1996. In total, there were $396,419 of fresh new resources syphoned ouArtgahigne unit between
September and December of 1996.

AFFILIA TE'S REPORT. MIXED RESULTS AND LIMITED ACCOUNTABILITY

During the fist months of operation, tiagentine unit of Indiana Chemical showed a lot of promise but
not encouraging results. Luis Perez, its mandgest asking for inventory shipments with the promise
of future sales, always @guing that theArgentine customers expected not only a diverse spectrum of
pigments, but also continuity in thef of merchandise from ICMWhen called to supply information
about purchase orders, bank statements, sales collections, or expense repPasgaMrecame evasive
and apologetic. He said that MRlavioWeber the external accountant hired to keep the books, was behind
in processing the information that Mterez had supplied to him.

Luis Perez frequently referred to the way business operations were conduatgehitina. He ajued
that, as was common in many Lafimerican countries, businesses do not record all their transactions in
the “official” company accounts. For instance, he explained, even though there was a secretary and two
salesmen working in thefdfate, only the secretary was kept on the payiidie other two employees
were being paid “under the table”, @s it was called iArgentina, were “in the black.” He related that
everybody played the tax evasion gamairigentina. Employees preferred to be paietioé-records so as
to avoid tax and social security withholdings. Luis added that he was inclined to continue with this practice
because it helped thefidiite to save on worker compensation and other employee-related expenses. He
added that there were many other service expenses that were not to be recorded, under the same principle
of “tax avoidance.”

The management of Indiana Chemical, Inc. in South Bend was increasingly concerned because the
importation of US pigment products inrdogentina was an oneroudaif, as they had already experienced.
First, there were freight and insurance expenditures for the material transported in special containers.
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Secondly there were 14% import duties and a 3% statistical tax applied on the CIF (cost, insurance and
freight) value of the imported produdthirdly, the value added tax &) system in the country had been
adjusted in 1991 to prevent tax evasibinus, a pre-payment ®AT and income taxes was required before
the imported merchandise could be introducedAngentina.The prepayment is equivalent to 30% of the
merchandise' total landed cost, and an additional 3% on landed cost is a prepayment for the expected
income tax.The corporation can recoup those taxes only when it has sales, at which timeV&AR1%
is computed and collected by the venddre 3% prepaid income tax is compensated as a credit to the
companys Argentine income tax for the year

All the funds and merchandise remitted to ICABArgentina had been reported in I€Hccounting
books as part of the inventorgs shown in therfeancial statements iBchedule 1 The prepaidVAT tax
credits from the imported merchandise were kept in a separate current asset account.

After insisting for several weeks for thedincial statements of ICASA, these were faxed to ICI in
South Bend in the middle of March 1997 by. MlavioWeber the external public accountant retained by
the afiliate in Argentina.These statements and their selected Footnotes are folBehédule 5 Mr.
Weber reiterated that not all the actual transactions of the business were actually recorded, but only those
that had been submitted with proper documentation byLMs Perez. Since he had been retained for a
compilation and minimal review service, and not as an external gutit@ould not provide an opinion
on the completeness and reasonableness ofntiiecfal accounts of ICASA, nor on the administrative
effectiveness of its managemeAtso in March, upon Sheltog’insistence, Luis faxed a list of typical
actual monthly expenses incurred in thigliafe. These are reported @chedule 6

INDIANA CHEMICAL ARGENTINA. SECOND PHASE: 1997.
ACCOUNTING AND MANAGEMENT NIGHTMARES

At the beginning of 1997 some sales of pigment inventofydentina started to materialize. Unfortunately

the cash @iw to ICI headquarters was only a trickle compared to the infusion of more funds that the
Argentine unit demanded and received, as evidenced from remittances lisketientule 7 Sales of
vegetable-based pigments to Coltex S.A. stabilized at an average of $30,000 per month, and there were
other small sales of chemical-based pigments that oscillated between $10,000 and $15,000 monthly
Unfortunately the terms of credit extended to customers were normally 90 days, #rdéhéna diliate

was still hungry for cash from ICI. Chuck Honeywell in South Bend was constantly asking Luis Perez
when the additional sales, and more importanllg cashing of prior sales would materialize.

In January of 1997, Luis Perez conveyed assurances of good business prospects with two new
customers that he had taken away from the competition. One of them was a manufacturer of plastic
components who used chemical pigments on a big sthaie.business had made lab tests of thesICI’
product line with excellent results and had placed an order for $125,000 of the pigments shipped by ICI
as part of the October 2 dispatch (see ExhibiThe merchandise had arrived in BueAa®s and Luis
informed ICI that all duties and taxes had been paid and delivery to the customer was aboufte start.
$125,000 sales order represented a two-month demand for the interested client and the only inconvenience
was that Indiana Chemicatgentina had to keep the inventory and do partial weekly deliveries during the
span of two months. On account of this expected inventory movement, Luis Perez had gone ahead and
bought a used forklift to facilitate product deliveries. He had purchased the forklift without any
consultation with the comparsy’headquarters, but again, it was not th&t fime that he had made
decisions on his own. On account of all this, Luis requested more funds from ICI in Indiana.

The other prospective client was a pharmaceutical company in Bégasshat needed the chemical
pigments to coat pills and tablets that they were producidggdentina.This company had requested
specially formulated pigments that had been shipped from the p@ht in Indiana on December 2, 1996.

The CIF cost of this material was $85,845 and the sales price was $205,000. In January 1997, Luis advised
ICI that the material had arrived in Buerises and he needed about $70,000 to prepayAfie import

duties and other customs cpes.The customer was going to need this material in March. In addition, he
had to pay $30,000 for the forklift that he had purchased. ICI reluctantly agreed to send more cash to Luis
Perez — as the list dBchedule? referred to earlier shows — in the hopes of tying up long-term sales
contracts with those nedrgentine customers.
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When the 1996 fiancial statements of Indiana Chemigagentina arrived in IC§ headquarters in
mid-March of 1997, there were big concerns from both the directors of the company and the mpany’
external auditorsThe reported numbers from ICAS#d not match with its counterpagtaccounts at ICI.

The fhancial statements of tegentine diliate were not really audited becauseAhgentine CR signing

them had been hired to do only the record keeping and reporting on behalPof¢in¢ine unit. Flavio
Weber the local external accountant, asserted that he had recorded those transactions for.viduish Mr
Perez had submitted proper and valid documentation, and nothing else. He was awarétbantime
affiliate had other transactions that were unreported, or “in the black,” but that was a choice taken by Mr
Perez. In one instance related to the lift truck thatPdrez claimed he had purchased for $30,000, there
was really no invoice to support that acquisition and the asset was missing from's@athce sheet.

Additionally, more worrisome management problems began to surface in mid-March of 1997.
Mr. Perez related to Shelton Miles, the general manager of ICI, that the $125,000 sale of pigments to the
plastic company in Buendsres was made in Januabut the customer was delinquent in making tre fi
$40,000 payment as originally agreed. Luis Perez had to cover up the problem and had remitted $40,000
to ICI using his own personal fundehe customer had become evasive and unwilling to discuss further
payments with Luis Perez. In addition, the $205,000 promised sales to the pharmaceutical company had
been suspendedfter the pharmaceutical business tested the material shipped to them, they found out that
the chemical specdations were not those that they had requested. Consequbatiywere reluctant
to accept the merchandise without its proper reformulation to comply with their written caiisif.

Luis claimed that he had advised KHuality control department at headquarters about those detailed
speciftations. Howeverthere was no evidence of a fax or any other document to substantiate Luis’
statement. It would be very costly to reformulate the chemical pigments using somebadfaeiléges

in BuenosAires, and bringing the product back to South Bend was out of the question.

Given all these new developments, Chuck Honeywell instructed Shelton Miles to go down to Buenos
Aires to sort things out and initiate corrective action. Since some issues invobmcldl matters, Shelton
decided to take along a junior accountant from their locaAl &Rlitors, and a trip tArgentina took place
in April, 1997. Upon arrival in BuendSires onApril 14th, Shelton Miles, the general managerd Frank
Martinez, the junior accountant from the ACfrm in South Bend took two dérent approaches to the
Indiana ChemicaArgentina situation. Shelton was to concentrate on visiting the customers and try to salvage
any business relations for future sales. Frank Martinez was to do some forensic accounting on the operations
and controls — or the lack thereof — of thigentine diliate and its general manageuis Perez.

Sheltons meeting with the representatives of the pharmaceutical companymamhfhat they were
not willing to accept any pigment products without proper reformulation to comply with their requested
speciftations. According to Luis, the imported inventory was at the customs agent pending some
paperwork after he had paid the import duties and other taxes required for its release. Regarding the other
major customerthe plastic manufacturingiin that supposedly owed $125,000 to ICASA, Luis was very
opposed to Shelton visiting them. Luis related that he had to use a lot of diplomacy and sales tact to assure
collection, but that they should pay pretty soon. Furthermore, Luis explained to Shelton that because the
sales to new customers had not progressed as expected, he was not generating enough cash to sustain the
operations irArgentina.There were always the “special commissions” to customs inspectors to get the
merchandise processed rapidly at the Port of BuAires, plus promotional expenses to seek sales, and
trips to the interior of the country to try to open new markets. He advised SheltorfabiethatApril
he would cancel the lease contract on tlie@fnd storage facility to save expenses. He had already given
an indefinite leave to his secretary and the two salesmen, and he was doing what he could to keep expenses
to a minimumThe bulk of the inventory of thefdfate had been transferred to a warehouse owned by his
friend,Alberto Marino of Coltex, S.A., the one company that remained a loyal custom®complained
to Shelton that ICI headquarters had not come through with guamktfing to propel ICASAnto a more
prominent presence #rgentina. He said that oftentimes he had to use his own personal funds to pay for
the companys expenses and that ICI should compensate him with stock in lieu of the salary that he never
received. Luis complained that there was barely one penny left in the companif account.

Frank Martinez inquiries painted a dérent pictureAfter visiting ICASASs facilities and fiding an
empty warehouse and a scantily equippdidt®f Frank found the location Afberto Marinos warehouse
facility. There Frank found the inventory of imported pigments that belonged to ICASA, although the people
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in chage at that storage building did not allow him to take a detailed physical édauBé&nco Latino,
Frank Martinez found out that ICAS#ad not one, but two checking accounts, and the balance of both at
April 15th amounted to $27,530. He also visited at length with FMJgber the Argentine accountant
who had kept the books for ICASA. Mieber revealed that he had recorded invoiced sales of $84,515
for the frst three months of 1997 ending on March 31st, and that did not include the sale of $125,000 to
a plastic manufacturing company because Rérez had not provided the corresponding invoice. He had
not recorded operating expenses for that period other than the rent and the sesatagywhich were
$2,500 and $1,650 per month, respectivlizile he knew that the rent of the leased facilities was $5,000
per month, Luis had apparently arranged for the landlord to invoice the company only $2,500 to thus help
the owner save some income taxes. Wieber recorded on the books only what could be substantiated
with valid tax-supported documentatiédmother example was the delivery van, which he had not recorded
in ICASA's reported assets because the invoice had been issued in the name of Luis Perez and not the
companys. For all practical purposes, Mterez was the owner of that van and its special equipment.

Mr. Weber acknowledged that Luis had supplied him with a list of expenditures forsthgutarter
of 1997 that had been allegedly paid with the comgafuyids at Banco Latino. Howeyédhere was no
supporting documentation to record and classify these expenditures which apparently included advances
to custom agents, purchases of supplies and several miscellaneous expenses. Frank Martinez annotated the
total amounts paid, which were $52,405, $45,172 and $41,284 for the months of ,Jaebiargry and
March of 1997, respectivellso, by discerning the type of accounts that the amounts were tentatively
allocated to, Frank could sum the estimated expenses of each month as follows: $15,364 fqr January
$22,41 for February and $15,793 for March. He was nevertheless intrigued when he observed items like
the following in the list of business expenditures:

Travel and Entertainment Expenses:

Date Description Amount
01/13 AmazonTours $1,270
01/21 Casino Club Hotel 1,546
02/04 Airplane tickets 989
02/07 Marriott USA 582
03/01 Unclassifed 444

TOTAL $4,831
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Miscellaneous Expenses:

Date Description Amount
01/21 General expenses $ 1,388
02/28 American Express (no details) 3,662
03/15 American Express (no details) 6,164

TOTAL $11,214

When Luis was confronted with Fraskfindings over a dinner meeting in Buerores, he became
ostensibly upset and responded that “he was not a crook” and that he had given a lot of his time and
resources to make Indiana Chemical stronger in the long-run in BA@essAfterwards, Shelton and
Frank met alone to assess the whole situation and they both concurred that there was enough evidence to
relieve Luis Perez from his management responsibilities and, upon lasgensel, to initiate a criminal
process against him.

The revocation of Luis Perezpowers-of-attorney papers, duly legalized and notarized, were received
in BuenogAires promptly after Shelton Miles had contacted and hired gagentine lawyers to work on
the caseThe initial documents of a criminal process for fraud, defalcation and misrepresentation were
filed at theArgentine courts, and at the end of that week, on Frigfayl 18th, Mr. Perez was presented
with the oficial forms stripping him of his powaf-attorney representation of Indiana Chemical and citing
him to appear in courf.hat was the last time that Indiana Chemical, Inc. heard fronbLbils Perez.

FURTHER DEVELOPMENTS

After Mr. FlavioWeber was advised of MPerez dismissal, he was more willing to share whatever limited
financial information he had orldiabout ICASAs operations. Flavio haddid the monthly tax declaration
forms with theArgentine fscal authorities and could camfi that as ofApril 15th the company had
$82,520 in PrepaidalueAddedTax credits, which could be recovered through future salagentina. He
also said that MiPerez kept custody of the compangales register and checkbook, though no additional
sales had been recorded after Frank Martmnéwst visit a few days earlieHe knew that a check for
$15,000 had been received in February for sales to a plastic manufacturing cdrngakyealized that
the $15,000 deposit was the one shown on the bank statergmil d#th. At this point Banco Latino had
already been advised that Nirerez was no longer representing the compam/ the accounts of ICASA
had been closed after cashing the $27,000 balance availabf@ibh5th. All the regular customers had
been contacted too. Flavileber was also aware that Luis Perez had withdrawn $20,000 and $40,000
from the bank in January and Febryaegpectivelyand had notiéd him that those funds were to pay for
business expenses and that he would later bring the supporting documentatiowéb®dwhich never
occurred.

When Frank Martinez went to Coltexpremises to try to recover ICASAnventoryAlberto Marino
refused to deliver any of it. He said that he needed to use those pigments in his textile manufacturing
operations, plus he had lent money and a lift truck to Luis to help him during ISASg times. Luis
had borrowed $40,000 in December to pay some dutie¥Aifslassociated with imported merchandise,
though Mr Marino did not have a signed document from Luis because he had done this solely on good
faith and because of their long friendship. Miarino felt that this was just like lending money to ICASA
or Indiana Chemical, Inc. and he claimed to have a valid right against the inventory under his ttustody
then became evident that Nirerez had never purchased a lift truck, and that recovering the inventory from
Mr. Marino’s warehouse would need the intervention of the appropriate authdtititeshe help of the
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police department, a notary public prepared ditiaf list of the companyg’ inventory stored at Coltex.
Assigning the CIF cost and import duties to each inventory item, Indiana Chemical arrived at a total of
$233,183 of vegetable-base pigment inventories at the facilities owned bjakino. On the next dan

court order forced MiMarino to release the inventory to Shelton Miles who then found an alternate storage
space for it in Buenao&ires. Howeverthe chemical pigments that had been shipped in December for the
pharmaceutical manufacturer were nowhere to be fodmdt. turned out, that inventory was still held at

the customs warehouse in the Port of Buegkioss, because MPerez had never paid the corresponding
VATs and import duties necessary to clear customs and take legal possession of the merchandise.
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QUESTIONS

Financial Accounting Issues:

1. Was the amount of expenditures incurred by Indiana Chesigahtina, S.A. during the months of
May toAugust, 1996 (Schedule 3) appropriately clasdifin the fhancial statements of thafitiite
at December 31, 1996 (Schedule 5)?

2. Do you consider it appropriate to report, as part of Inventories, the remittances of cash (Schedules 2
and 4, Panel B) and merchandise (Schedule 4, Parleat Indiana Chemical, Inc. (ICI) had sent to
its afiliate inArgentina, as explained in the footnote to §3ihancial statements (Schedule 1)?
What other accounting reporting options could ICI have followed?

3. Reconstruct, as best as you can given the circumstances described in the case, a balance sheet of
Indiana Chemicalrgentina, S.A. as d&pril 1, 1997.

4. Estimate the amount of resources (cost of inventories and cash funds) that Luis Perez might have
illegally appropriated from Indiana Chemidgigentina, S.A. during the time of his tenure as
general manager of thatgentine diliate.

5. Estimate the amount of losses that Indiana Chemical, Inc. would report for the year ending on
December 31, 1997, which originate from the operations éfrgentine diliate.

Auditing and Control Issues:

1. What should Indiana Chemical, Inc. have done before entrusting funds taisPerez for the start
of operations irArgentina?

2. What internal control weaknesses can you detect in the process of remitting cash and merchandise to
Mr. Perez and th&rgentine diliate?What would you have done tifently?

3. What criticism can you advance to Indiana Chemical, Inc. for tiadial recording and reporting
shortcomings uncovered in #sgentine diliate?What would you have done téfently?

Do you suspect that the company is in violation of the Foreign Corrupt Prati®es

5. Arethereanycontingentiabilities thatIndianaChemicalArgentina,S.A. or its parentcompanyindiana
Chemical, Inc. would be subject to? If so, could you identify and quantify them? How would you
disclose them?

6. Should Midwest Bank, with an outstanding loan receivable from Indiana Chemical, Inc., be concerned
about the recent developments in the compatwgentine unit?

7. Would you endorse the practice of keeping transactidrit@books to save taxes, as &rgentine
manager of the fifiate predicated?

International Accounting and Taxation Issues:
Which other avenues or options could Indiana Chemical, Inc. have taken to do busirgssitima?

2. How does the value added tax systenfedifrom the tax system currently used in the U.S.?
3. Do the fhancial statements of Indiana Chemitajentina, S.A. have to be translated into U.S. dollars?
4. Do you know of any U.S. Federal Government programs or mechanisms to protect or reimburse U.S.

corporations from losses derived from business operations in foreign countries?

5. What would be your fial recommendation to Indiana Chemical, Inc. in regards to the current state
of affairs of itsArgentine diliate?
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SCHEDULE 1
INDIANA CHEMICAL, INC.
BALANCE SHEETS
DECEMBER 31, 1996AND 1995

ASSETS

(Numbers in U.S. $000)

CurrentAssets
Cash

Marketable Equity Securitigdvailable for Sale
(net of allowance for unrealized gains of $43 and $29
for 1996 and 1995, respectively)

Accounts Receivable (net of allowance for doubtful accounts:
$75 in 1996 and 1995)

Inventories (Note 1)
Refundable Incom&axes
Deferred Incom&axes
Prepaid Expenses
Total CurrentAssets
Property Plant and Equipment
Land
Buildings and Improvements
Machinery and Equipment
Transportation Equipment
Furniture and Fixtures
Total Cost
LessAccumulated Depreciation
Net PropertyPlant and Equipment
OtherAssets
CashValue of Life Insurance (note 2)

Total Assets

1996 1995
$ 50 $ 13
38€ 350
2,45( 2,325
3,35( 2,810
10€ —

15 8

165 36
$6,52: $5642
$ 13t $ 135
2,85( 2,850
3,60( 3,400
1,65( 1,575
465 440
8,70( 8,400
4,33t 4,154
4,36¢ 4,246
50C 500
$11,387  $10,388
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SCHEDULE 1 (cont.)
INDIANA CHEMICAL, INC.
BALANCE SHEETS
DECEMBER 31, 1996AND 1995

LIABILITIES AND EQUITY

Current Liabilities 1996 1995
Accounts Payable $ 1,58( $ 752
Current Maturity of Long-&rm Debt (note 3) 2,90( —
Salaries anilVages Payable 85 78
PropertyTaxes Payable 95 80
Other Current Liabilities 65 75

Total Current Liabilities $ 4,72¢ $ 985

Long-Term Debt — $ 3,360

Shareholders Equity
Common Stock, $10 par value: 50,000 shares
authorized and 20,000 outstanding $ 200 $ 200
Retained Earnings 6,41¢ 5,814
Net Unrealized Gain on Marketable Securities 43 29

Total Shareholders Equity $ 6,66 $ 6,043
Total Liabilities and Equity $11,387 $10,388
INDIANA CHEMICAL, INC.
STATEMENT OF RETAINED EARNINGS
FOR THE YEARS ENDED DECEMBER 31, 1996AND 1995
1996 1995

Balance, Beginning of théear $ 5,81« $ 4,900

Income (Loss) for th¥ear 60% 914

Balance, End of th¥ear $ 6,41¢ $ 5,814
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SCHEDULE 1 (cont.)

INDIANA CHEMICAL, INC.
INCOME STATEMENTS

FOR THE YEARS ENDED ON DECEMBER 31, 1996AND 1995

(Numbers in US $000)
Sales
Cost of Goods Sold
Materials

Direct Labor

Manufacturing Overhead

Gross Profi
Operating Expenses
Selling
General and\dministrative
Total
Income (Loss) from Operations
Other Income:
Investment Income
Gain on Sale of Fixedssets
Total Other Income
Income Before Provision for Inconl@axes
Provision for Incom&axes

NET INCOME

1996 1995
$19,27¢  $19,520
12,10( 11,900
1,26C 1,275
1,32( 1,300
14,68( 14,475
$ 459  $ 5,045
$1,75C  $ 1,860
2,15( 2,100
3,90( 3,960
$ 695  $1,085
$ 43 $ 50
28 7

71 57

$ 766  $ 1,142
161 228

$ 605 $ 914
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SCHEDULE 1 (cont.)

INDIANA CHEMICAL, INC.
SELECTED NOTES TO THE FINANCIAL STATEMENT

Note 1. Signifcant Accounting Policies

Foreign Division— The company commenced doing businesgiigentina in 1996Activity in the
country has been concentrated on developing a customer base and assessing thescootgatisl in
the market. No signifiant sales have been generated since operations Gdgma.is inventory at this
location of approximately $519,000, which is included in the compawoyal inventorySales for 1996
were $40,970 and expenses were $68,900 resulting in an operating loss of $27,930.

Marketable Securities— The company adoptedASB Statement No. 16, Accounting for Certain
Investments and Debt and Equity Securities, which requires marketable securities to be accounted for
at fair value.The company classifs its marketable debt and equity securities as “held to maturity” if

it has the positive intent and ability to hold the securities to matAtitgther marketable debt and equity
securities are classfil as “available for sale.” Securities classifas “available for sale” are carried in

the fnancial statements at fair value. Realized gains and losses, determined usirsi-ithefifst-out

(FIFO) method, are included in earnings; unrealized holding gains and losses are reported as a separate
component of shareholdeexjuity Securities classéd as held to maturity are carried at amortized cost.

Inventories— Inventories are valued using the lower of cost (determined on the lasstiouti (LIFO)
method) or market.

Note 2. Cashvalue of Life Insurance

The company is the owner and beciefiy of two life insurance policies on the owndftr. Charles
Honeywell, where the total cash surrender value is $500,000.

Note 3. Long-Term Debt
Long-Term Debt consists of the following at December 31, 1996 and 1995:

1996 1995
Note Payable to Midwest Bank at prime with a borrowing
limit of $4,000,000The borrowing is secured with accounts
receivable, inventoryequipment, and real estaléis note is
due December 1, 1997 $2,900,000 $3,360,000
Current Maturities 2,900,000 —

Long-Term Debt — 3,360,000
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ACCT.
VENDOR

Total in May 1996

14
15
16
17
18
19
20

Total in June, 1996

21
22
23
24

Total in July 1996

25
26

Total inAugust, 1996
Total Remittances

SCHEDULE 2

INDIANA CHEMICAL, INC.
LIST OF CASH REMITT ANCES TO SET UP THE OPERATIONS
OF INDIANA CHEMICAL ARGENTINA, S.A.
MAY — AUGUST, 1996

DATE VOUCHER# AMOUNT CREDIT EXPLANATION
5/2/96 18484 $ 2,500 Cash Check to Luis
5/3/96 18534 2,500 Cash Western Union Cash
5/6/96 18753 800 Cash Check to Luis
5/7/96 19548 5,000 Cash Check to Luis
5/8/96 19549 2,000 Cash Check to Luis

5/10/96 20095 5,000 Cash Western Union Cash

5/13/96 20093 7,000 Cash Wired to Buenogires

5/15/96 20094 5,000 Cash Wired to Buenogires

5/17/96 20218 5,000 Cash Check to Luis

5/20/96 20217 5,000 Cash Check to Luis

5/23/96 21332 1,742 Cash Check to Luis

5/127/96 21972 1,428 Cash Check to Luis

5/31/96 22890 5,000 Cash Wired to Buenogires

$47,970
6/3/96 22819 $ 1,000 Cash Check to Luis
6/7/96 23118 3,500 Cash Check to Luis

6/10/96 23805 2,000 Cash Check to Luis

6/12/96 23995 10,000 Cash Wired to Buenogires

6/17/96 24463 5,000 Cash Check to Luis

6/21/96 25008 9,310 Cash Check to Luis

6/28/96 25193 1,430 Cash Wired to Buenogires

$32,240
7/8/96 25451 $ 3,722 Cash Wired to Buenogires

7/16/96 25541 1,223 Cash Wired to Buenogires

7/22/96 25586 2,000 Cash Check to Luis

7/29/96 25734 4,300 Cash Check to Luis

$11,245
8/5/96 25832 2,500 Cash Check to Luis
8/12/96 25994 3,000 Cash Check to Luis
$ 5,500

$96,955
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Year 1996

May 7, 8
May 10
May 20
May 23
May 5
June 10
June 3
July 3
July 15
July 20
July 31
July 25
Aug 3
Aug 1
Aug. 15
Aug. 7
Aug. 15
Aug. 15
Aug. 15
Aug. 15

SCHEDULE 3

INDIANA CHEMICAL ARGENTINA, S.A.
PRE-OPERATIONAL EXPENDITURES*
FOR THE PERIOD OF MAY TO AUGUST, 1996

Concept

Lawyers’fees to incorporate businessAirgentina
Lawyers’fees for power of attorney to Luis
Purchase of delivery van

Travel expenses Miami — South Bend visit
Travel expenses Miami -Argentina — Miami
Special equipment and shelves for van
Guarantee deposit on leased facility

June rent of dfce warehouse

Purchase of dite equipment

Purchase of difce furniture

August and September rent of facilities
Purchase of'V set for personal use

Shelving and remodeling focde and warehouse space
Relocating expenses in B.A.

Air fare Miami — B.A. for family

Guarantee deposit for phone and utilities
Business entertainment

Advertisement in local newspaper

Air cargo of personal é&cts Miami — B.A.
Other incidentals

Total Expenditures

‘Documentation to support these expenditures was provided by Luis Perez.

Amount

$ 5,000
800
25,000
1,430
2,500
2,300
5,000
5,000
10,000
9,310
10,000
890
3,500
3,170
2,223
1,250
2,366
720
3,880
2,616

$96,955
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_Date
9/3/96
9/11/96
9/21/96
9/28/96
10/2/96
10/7/96
10/14/96
11/5/96
11/18/96
12/2/96

Total

_Date
9/5/96
9/15/96
10/11/96
10/21/96
11/14/96
11/22/96
12/1/96
12/18/96

Total

SCHEDULE 4

INDIANA CHEMICAL, INC.

SEPTEMBER — DECEMBER, 1996

Voucher

29192
29826
60416
60418

8926
31194
31195
32453
32454

8738

Amount
$ 8,331
18,719
24,991
5,227
90,183
8,261
4,164
2,643
8,916
85,845
$257,280

A. INVENT ORY SHIPMENTS TO INDIANA CHEMICAL-ARGENTINA

Account Concept
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost
Inventory CIF cost

B. CASH REMITT ANCES TO INDIANA CHEMICAL-ARGENTINA
SEPTEMBER — DECEMBER, 1996

Voucher
33,021
33,076

333,095
33,11
33,214
33,222
33,218
33,375

Amount
$ 8,858
11,815
5,722
6,845
6,655
9,244
48,000
42,000
$139,139

Account Concept
Cash Wired to B.A.
Cash Wired to B.A.
Cash Western Union-Cash
Cash Wired to B.A.
Cash Wired to B.A.
Cash Wired to B.A.
Cash Wired to B.A.
Cash Wired to B.A.
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SCHEDULE 5

INDIANA CHEMICAL ARGENTINA, S. A.
BALANCE SHEET
AT DECEMBER 31, 1996
(IN PESOS)**

ASSETS
CurrentAssets

Cash and Banks

Accounts Receivable (Net of Ps 1,200 allowance for doubtful accounts)
Imported Inventories (note 1)

In transit — Merchandise (note 1)

Advances to Custorgent

Credits for Pre-PaifATs (note 1)

Total CurrentAssets
Non-current assets

Furniture and Fixtures

Leased Property Improvements
Office Equipment

Deferred Oganizational Expenditures

Total Cost
Accumulated Depreciation adnortization

Net Non-CurrenAssets
OtherAssets

Guaranteed Deposit for Leased Property
Total Assets

“The exchange rate is thegentine peso is one to one: Ps. $U.S. 1.

Ps. 7,930
26,950
163,300
124,140
14,370
75,310

Ps.412,000

Ps. 9,310
3,500
10,000
5,000

Ps. 27,810

5,560

Ps. 22,250

5,000

Ps.439,250
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SCHEDULE 5 (cont.)
INDIANA CHEMICAL ARGENTINA, S.A.
BALANCE SHEET
AT DECEMBER 31, 1996

LIABILITIES AND EQUITY

Liabilities
Accounts Payable, ICI — Inventories Ps.287,440
Accounts Payable, ICI — Remittances 158,140
Other Liabilities 6,060
Total Liabilities Ps.451,640
ShareholdersEquity
Common Stock, $10 Pafalue: 5000
SharedAuthorized and 1,500 Outstanding Ps. 15,000
Accrued Losses (27,930)
Total Shareholder€quity Ps. (12,390)

Total Liabilities and Owners’ Equity Ps.439,250
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SCHEDULE 5 (cont.)

INDIANA CHEMICAL ARGENTINA, S.A.
INCOME STATEMENT
FOR THE FIVE MONTHS ENDING ON DECEMBER 31, 1996

(IN PESOS)

Sales Ps. 40,970

Cost of Goods Sold 22,770
Gross Profi Ps. 18,200

Operating Expenses (**)

Marketing Expenses 16,750

Administration Expenses 29,230

Financing Expenses 150

Total Expenses Ps. 46,130

Net (Loss) Ps. (27,930)

(In Pesos) Total Marketing Administration Financing

Professional Fees Ps. 5,80( Ps. 5,800

Depreciation anédmortization 5,56( 5,560

Rent 15,00( Ps. 7,500 7,500

Advertising 2,38( 2,380

Insurance 1,26( 1,260

Salaries antlVages 6,00( 6,000

Travel and Entertainment 8,85( 6,870 1,980

Utilities

Bank Chages 15C Ps. 150

Miscellaneous 1,13( — 1,130 —

Ps. 46,13 Ps. 16,75C Ps. 29,230 Ps. 150

“Analysis of Operating Expenses:
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SCHEDULE 5 (cont.)

INDIANA CHEMICAL ARGENTINA, S.A.
SELECTED NOTES TO THE FINANCIAL STATEMENTS
FOR THE PERIOD ENDING ON DECEMBER 31,1996

Note 1. Signifcant Accounting Policies.
Valuation Basics

The fihancial statements of Indiana Chemiéafjentina, S.A. are prepared and reported according to
Technical Resolutions No. 8 and 9 of #Argentine Federation of Institutes of Professional Economists, in
accordance with resolution No. 5/88 of the General InspectifioeCif the Republic chrgentina.

By decree No. 316/95 of the Executiveficd of the Republic oArgentina efective onAugust
15, 1995, all the control agencies of the Federal Government should not ataepiafistatements of
corporations that are prepared under restatement methods based on price indexation or any other monetary
adjustments for infition. In compliance with this ordinance, theaficial statements of Indiana Chemical
Argentina, S.A. hereby reported have not been re-expressed in units of camggatibe pesos or otherwise
adjusted for infition.

Inventories and PrepalalueAddedTaxes

The inventories reported are stated at acquisition cost at BA@ess which includes the import duties
and standard taxes added to the cost, insurance and freight to bring Argentina.The in-transit inven
tories are valued only at the cost, insurance and freight (CIF) incurred to import thegentina, based
on the documentation received from Indiana Chemical, Inc. of the USA.
The pre-paid value added tax represents the assessment of this tax on the imported landed cost of the
merchandise. It is equivalent to 30% of the total landed césgintina and is paid before the merchandise
can clear customs at the port of BueAass. These pre-paitfATs can only be recouped through sales of
the afected merchandise thus transferring the tax burden torthlecfistomerThe VAT in Argentina is
currently set at a 21% of the sale price of the product or service being sold.
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SCHEDULE 6

INDIANA CHEMICAL ARGENTINA, S.A.
TYPICAL MONTHLY OPERATIONAL EXPENSES*
DECEMBER, 1997

Transfer

Wired to Buenogires
Wired to Bueno#ires
Wired to Buenog\ires
Wired to Buenodires
Wired to Buenodiires
Wired to Buenog\ires
Wired to Banco Latino

Wired to Buenod\ires

(IN PESOS)

Concept Amount
Rent of Ofice andWarehouse Facility Ps. 5,000
Professionalccounting Fees to Mieber 900
Payroll and Compensation to Employees 6,650
Insurance on Inventory and Facilities 450
Insurance on Delivery Equipment 325
Cellular Phone Monthly Rental 50
Phone and Utilities 800
Other Miscellaneous 825

Total Monthly Expenses Ps. 15,000

SCHEDULE 7
INDIANA CHEMICAL, INC.
CASH REMITT ANCES TO ICASA — ARGENTINA IN 1997
Vendor Date Voucher Amount Account
L. Perez 01/10/97 32148 $ 69,809 Cash
L. Perez 01/31/97 32157 52,521 Cash
L. Perez 02/13/97 33004 20,125 Cash
L. Perez 02/28/97 33075 20,000 Cash
L. Perez 03/17/97 33111 61,912 Cash
L. Perez 03/31/97 33221 32,039 Cash
L. Perez 04/04/97 33302 4,000 Cash
L. Perez 04/15/97 33415 8,579 Cash
Total $268,985

‘Based on information provided by Mruis Perez.
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REENGINEERING ACCOUNTING SYSTEMS AT CUMMINS ENGINE

Ted R. Compton, Professor
Ohio University, Athens, Ohio

Leon B. Hoshower, Professor
Ohio University, Athens, Ohio

Wayne H. Draeger, Vice President
Cummins Engine Company, Inc., Columbus, Indiana

For Cummins Engine Corporation, a Fortune 500 manufacturer of diesel engines and power generation
equipment, the mid to late 1990s were excellent years. Sales exceeded $5 billion for the first time in their
history, with each segment contributing to overall sales growth. Net income was high and stable. These
prosperous times are in marked contrast with their struggles during the prior decade.

Faced with stiff foreign competition in the early 1980s, Cummins Engine witnessed a gradual decline
in its traditional markets for much of the decade. As these markets declined, Cummins embraced the motto
of “doing more with less.” By the late 1980s, Cummins reduced its existing workforce by about 8,000
employees.

In the late 1980s, Cummins began to reinvent itself as it undertook strategies to increase market shares
and develop a more competitive cost structure. The reengineering of its manufacturing processes was
a major factor in its ability to control and reduce its manufacturing costs. With improving market shares
and a more competitive cost structure, Cummins Engine was on its way to becoming a world-class
organization.

Using the lessons learned from the reengineering of its manufacturing processes, the Finance group
was now ready to redesign the accounting and finance areas. Probably the greatest challenge facing the
accounting and finance areas was changing the culture of an organization that had a deep-rooted penchant
for maintaining the status quo. It was preoccupied with transaction processing and not very responsive to
users’ needs. By using outside consultants and by borrowing the best practices of selected U.S. and
Japanese companies, Cummins Engine began to move from a command/control paradigm, which features
an “I make the rules; you follow them” attitude, to a new paradigm that embraced teamwork, cooperation,
and customer service.

DEVELOPING GOALS AND STRATEGIES FOR THE REENGINEERING PROJECT

Before embarking on such an ambitious undertaking, a Finance Leadership Team (FLT) was formed. This
team’s main purpose was to oversee the reengineering project as it progressed from the drawing board
to full implementation. Membership on the FLT was drawn from its worldwide finance organization with
representation from MIS and important user groups.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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The FLT’s first act was to develop the following goals for the reengineering project:

» Make our work more valuable to Cummins Engine
» Make our work more meaningful to us
» Reduce the cost of Cummirfghancial operations over time and thus make Cummins Engine stronger

As these goals indicate, much emphasis was placed upon the value added aspects of accounting and
finance and upon job enrichmefhe issue of job security was addressed.later

The concept of Business Partnering became the basic theme for its reengineering undertaking. In
essence, its accounting $tadshed to be perceived as valuable members of the management team rather
than being perceived as bean counters. In the current structure, Cummins Engine was spending about 60%
to 70% of its accounting fefrts with transaction processing, about 20% to 30% of fitsstefwith control
and risk management, and about 10% to 20% of fisstefwith decision supports. Its strategy was clear
If it were to become an fefctive business partndt needed to redirect its resources while reducing costs
as illustrated in Figure 1.

FIGURE 1

STRATEGY OF REDIRECTING ACCOUNTING
AND FINANCE COSTS

Decision Support
10% to 20%

Control and Risk

Management

20% to 40% Decision Support
20% to 30%
Control and Risk
Management

Transaction Processing 20% to 30%

60% to 70%

Transaction Processing
30% to 40%

This meant that the accounting amtafice function would be a smaller arattér oganization that
would efectively lever technologyAs shown in Figure 2 on p. 3, Cummins Engine is nfeht from
other companies contemplating a move from a high labor intensive accountingaarae fsystem to a
high technologylow labor syster.

This illustration was used by GregoryHrackett at a presentation at the Ohio Council of the IMgil 19, 1996.
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FIGURE 2

EFFECTIVEL Y LEVERAGED TECHNOLOGY IN
ACCOUNTING AND FINANCE AREAS:
SOURCES OFEXPENSES

Average Company World Class Companies

Labor
30%

Systems
50%

As shown in Figure 1 on p. 2, the reduction of transaction processing costs must be Cumjoms’
thrust.Accordingly, the FII’s first initiative was to perform extensive benchmarking in order to determine
the world’s best practices for each of its transaction processes. Cummins would then adopt these best prac
tices and standardize them throughout tlgaizationThis would require the consolidation of transaction
processing to one site in each major geographic ahéaresulting consolidation of data would increase
its ease of access by Cumminatious user group3.his would result in:

» Higher quality decisions than other ganizations
 Faster decisions than other ganizations
» Standardization of Best Practicefor major decision processes

SELLING THE REENGINEERING WITHIN THE ACCOUNTING AND FINANCE AREA

A major responsibility of the HLwas gaining acceptance of the reengineering project by the various
accounting andtiance operating groups. Probably the most important element of selling the idea was the
unequivocal endorsement by top managemBme FLT developed a worldwide educational campaign
using high quality videos, pamphlets, and presentations whose focus was the liketg bétiefiprogram

to various operating unithis educational campaign becamteetionately known as the “road shéw
Through a series of 77 meetings held with small groups worldwide, the program was discussed with
Cummins’900 accounting andrfance personnel.

CUMMINS’ REDESIGN MODEL

Cummins’model for afecting change is shown in Figure 3 on pTHe block in the center of the exhibit,
Financial Structure/Information Systems, represents the essence or heart of their accountiamesd fi
function that are its duties and the processes employed to accomplish its work.
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FIGURE 3
CUMMINS’ SYSTEMS REDESIGN MODEL

Leadership
Transaction Financial Structure/ Business
Processing <> Information Systems D — Linkage

)

Organization

The outputs of accounting anddince$ work is shown by the blocks on both the right and left sides
of the exhibit.These are the products that are seen by accountingremdds customers, the users of
financial information at Cummin3ransaction Processing, shown on the left, is the traditional output of
accounting, such as pay checks, tax returns, and general ledger information. Business Linkage, shown on
the right, are thoserfancial outputs that aid in the management of Cumnfimsse include:

* budgeting and planning
* providing management with readily accessible data for decision support
* redesigning or streamlining of operations.

The two-way arrows between the Financial Structure/Information Systems block and its two output
blocks denote that thenfincial function should not produce the output thééemsmportant. But rather
it should produce the output that @astomers deenmportant. This relationship between information
provider and information user parallels both the demand-pull manufacturing philpssplvell as the
total quality management (TQM) philosophy of letting the customenalgfiality These two-way arrows
also signify that accounting anchdinces output will change periodically as its customeezds and as
reporting requirements change.

The top block of the exhibit represents the executive leadership of accountingaemoe fias well as
the executive leadership of Cummins its@€tie structure and daily operations of accounting arahéie
will ultimately reflect the attitudes and views of its leaders. If its leaders are preoccupied with command
and control, a traditional function of accounting, the operations, structure, and output of accounting will
ultimately refect this view This would result in an emphasis on rigid procedures and multiple internal
controls, with transaction processing amficial safeguards as its major output.

In contrast, if the leadershgpattitude is that accounting andaince should be a partner with the other
operations of Cummins, then the daily operations of accounting aadcé will also redlct this.
Transaction processing will be de-emphasized and more resources will be devoted to decision support and
to providing its customers with readily available information. In fact, leadessaifitude will determine
whether accounting andhfince views the other functions at Cummins as a mob to be controlled and over
seen or as customers to be served. In the situation where the other functions are viewed as customers,
controls would be relaxed an@fible to facilitate, rather than strangle, the operations of other functions.

The bottom block represents th@anizational structure of accounting anthfice This includes the
resources devoted to accountmgarious tasks and the skills and training of its.sfef transaction pro
cessing is streamlined, resources currently devoted to it can be transferred to the business linkage
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functions. Simultaneoushas the job requirements of accounting andrfce personnel change, the skills
required to perform these new tasks will change, thus requiring retraining of curreandtaéw hiring
criteria for new stdf

The Achilles Heel at each site was the issue of job secuitipough the job security issues were
different at each location, Cummins Engine was committed to reengineering the accounting process with
no forced reduction of their workforcat sites where reengineering@fts were to take place, a three to
five year human resource schedule was developed. It detailed which jobs would be eliminated and how
and where the resulting displaced workers would be absorbed in other areas of the cohgpaans
action processing sfafvould be reduced by attrition, retirements, and voluntary transfers to other
operating functions, and by retraining st fill the business linkage jobs that would be created. Many
employees remembered Cummif’ced staff reductions of the '80s when Cummins was unpabfe.
Well-planned and orderly improvements now could improve Cummieli’being and avert harsh, hasty
staf reduction in the future. Cummins Engiggdlan to retain individuals whose jobs were being elimi
nated was the cornerstone of its educational program.

BENCHMARKING EFFOR TS AT CUMMINS ENGINE

Benchmarking played a sigriéint role in the reengineeringf@ts at Cummins Engine. Beginning in

1992, Cummins Engine participated in a major benchmarking program with companies slabaas

Ford, Motorola, Hewlett-Packard and several Japaness. fiResults of the benchmarkingdpefs revealed

that Cummins Engine was in the middle of the pack in terms of its total accounting related costs as a
percentage of sales, averaging around 2% of SEthesbest practice companies reduced their accounting
and fnance costs to about 1% of sal€kis became the ultimate goal for Cummins Engifable |
summarizes the benchmarking results of four major accounting applications.

TABLE |

AVERAGE TRANSACTION PROCESSING COST OF PARTICIP ATING
COMPANIES FOR SELECTED ACCOUNTING FUNCTIONS

Accounts Invoicing and General
Payable Collections Payroll Ledger
Average for Lage
Companies $8.00 $16.00 $6.00 $1.10
Average for Shared
Service 4.44 7.80 2.77 34
Average for
Cummins Engine 3.17 7.16 2.18 .06
Best Practice $ .80 $ 5.60 $ .72 $ .12

As shown inTable I, Cummins benchmarked the cost of four of its transaction processes against the
costs of other lge companies, shared services, and the veoblest practiceglthough Cumminstosts
are all below those of the average of othagdaztompanies and those of shared services, they were gener
ally above those of the best practices. Cummins interpreted this as meaning that its current practices were
better than average, but there was much room for improvement. In paytitsutarsts of processing of
accounts payable were about four times greater and its costs of processing payroll were about three times
greater than those of best practices. Consequénthgs these two areas that Cummins chose initially for
reengineering.
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GETTING ORGANIZED FOR REENGINEERING

In January 1994, a project team, consisting of corporditeeadind operating unit personnel who had a
strong commitment to “business partnering,” was assembled angedhaith reengineering accounts
payable processind.his team was assisted by part-time personnel and outside consultants as required.
Being consistent with the corporate leadershiphilosophy of de-emphasizing transaction processing
while increasing opportunities for business linkage (or partnership), the project teamiding goal was

to decrease processing costs by 75% while seeking opportunities to improve and support the operations of
Cummins’other business functions.

The project team knew that the best practiganizations processed their accounts payable at a single
location. The task force realized that a central location of purchasing information could provide better
information for supplier management and could ultimately be integrated with Cunanting’ procure
ment process, thus dramatically reducing total procurement Tostse two auxiliary benésibecame the
“business linkage” portion of this reengineering endealMoe task force also studied the possibility of
integrating Cummins’employee payments, such as reimbursement of moving expenses, with its
redesigned accounts payable process. So the new accounts payable process would be designed with these
possible benef in mind.

Thus the task force decided to centralize the accounts payable processing at its corporate headquarters
in Columbus, Indianalhe data from Cummin&0 various sites across the U.S., which currently process
their own accounts payable independentiguld be transmitted to Columbus. Howeesch independent
site currently processed and stored its accounts payable data in slightlsndifvaysThis posed a major
obstacleThe process would have to be standardized at all 50 Shestask force realized that forced
standardization would create three major problems. First, employees at the sites could fear the loss of their
jobs as their work is transferred to corporate headquaftsk#g the site employees to cooperate with
such a project is like asking condemned prisoners to build their owioldsaSecond, the various sites
could resent interference from corporate headquarters, resulting in non-cooperation or passive resistance.
Third, the various sites often employedeliént systems to accommodate their own unique situations and
service their own data requirements.

THE REENGINEERING PROCESS

Because of the enormity of the project, the task force decided to implement the new system at a few
selected pilot sites initiallyThis allowed the task force to use the experiences of the pilot sitesn® refi

the new system, test the technologguge the ganization$ culture and readiness, and estimate imple
mentation costsWith pitfalls charted and shortcomings addressed, the task force would be in a good
position to transfer the new system to other siths.reengineering of accounts payable consisted of four
phases: baselining, vision, design, and implementation.

Baselining Phase— During the baselining phase, the project teagoal was to study the legacy (current)
accounts payable system through analysis @ivdharts, operating procedures and interviews with
customersThe legacy system, which was built around an IBM mainframe running IMS, had proven to
be inflexible, very costlyand somewhat labor intensivit. the completion of the baselining phase, the
project team arrived at the following conclusions:

» The reengineering of the accounts payable process would include invoicing and cash disbursement
systems.

» The current accounts payable systems were highly integrated with purchasing and inventory

» Report writing was dffcult and ad hoc information requests required the assistance of additional
systems personnel.

» The current process had a transaction cost of $4.00 per invoice and was highly labor intensive.

» The volume of transactions was likely to double from 25,000 transactions per month to 50,000 per
month in the near future.
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Vision Phase— The vision phase took approximately two months and resulted in a basic framework with
enough specifity to enable the design of the new process to b&yith. the aid of outside consultants,

the project team conferred with the $tfid user groups of each of the sites to explain the popudls

and to enlist their supporthe stafs at the various sites were asked to rethink their “unique” information
needs and were expected to give up their non-essential needs for the sake of the project, tHoewever
accounts payable processing systems would be designed to meet eacmaiéetritical information
needsThe vision for the new accounts payable was as follows:

» Extensive use of standardized EDI (electronic data interchange) procedures

» Greater linkage with existing purchasing operating systems

» Use of a client server computing system that would enhance the timeliness, godlitglevance of its

data processing activities

Outsourcing of non-value-added functions such as printing checks and selected data entry activities

» Redesigning the process measurements used to assefisigmecgfand déctiveness of the new system.
This involved the extensive use of statistical quality control techniques.

The Design Phase— During this phase, the project team attempted to synthesize the design requirements
into a cohesive and focused information framework. It was important for the project team to be practical
and to consider constraints such as available resources and techiblglesign phase provided the
project team with the physical details of each of the systeorthponents, such as reports, data, and con
trols. After the physical speciations of the new system had been clearlynddfithe project teashext

major consideration was software selectibme following criteria were used during software selection:

 The new accounts payable software must be compatible with existing Cummins Enginessystem’
architecture.

» The new accounts payable software would not be neadét the source code level. Due to time-con
straints and cost, the project team felt that most of their time &ort gfould be directed at developing
a custom interface link for the new software and the existing legacy system.

» The new software must be competitively priced with reasonable licensing standards that allow for future
growth.

» The new software should support an open database format that would allow easy access to data.

Whenever possible, EDI standards were chosen as a common interface between client ahdiserver
allowed the accounts payable system to interface with other groups throughougahization with
a well-defned common set of EDI standards that maintained the integrity of the data and provided an
adequate system of internal contréls.an example, the payroll department was able to make payments
to employees for relocation expenses by creating an invoice for each employee expense Nuwesser
invoices were fed as vendor invoices with immediate terms and used electronic funds transfer (EFT) to
transfer the money to the employee checking account.

Just after implementation, about 70% of the invoices had to be converted into an EDI format.
Substantial cost savings were realized by outsourcing this very expensive data entry \pittiassvo
to three years most invoice and payment processing will be done with EDI techriblegyroviding
additional benefs from reduced data entry costs and the reduction of data input errors.

Table 3 below contrasts some of the important features of the new accounts payable system and the
legacy system.



AICPA Case Development Program Case No. 8-07: Reengineerind\ccounting Systems at Cummins Engine8

TABLE 3

COMPARISON OF IMPOR TANT DESIGN CHARACTERISTICS
OF THE LEGACY AND NEW SYSTEMS

Feature Legacy System New Process

Software Mainframe IMS Oracle Client/server

Invoice processing Manual 80% EDI

Cash disbursement Locally produced checks EFT, Wire, Checks all
produced dtsite

Data timeliness Updated monthly Real-time

Reporting Mainframe based FOCUS | GUI, End-user application

Implementation Phase— The activities that take place during a sysgemmiplementation, which is often

called the “action” phase, vary widely from project to project. It is important to note that the nature of the
activities performed and the sequence in which the activities are executed cannot be standardized. It is in
that context that the discussion below presents an overview of the major implementation activities and
issues that took place during the implementation of the new accounts payable system.

Throughout the process, the project team felt that communication was a key to dealing with resistance
to change. Consequentiye task force held biweekly departmental lunches with employees and monthly
meetings with senior management and made several mass mailings to vendordart &mlefep both
users and employees informed about the bisnafid the progress of the project.

Target completion dates were established for all facets of the project. Strict adherence to the dates
meant that the project team was “under the gun” to go ahead with implementation without being absolutely
sure the correct procedures were being followed. More foresight in establishing an implementation sched
ule or more #xibility with completion dates would have helped in dealing with that issue.

During the testing phase, parallel computer systems were Tisedpurpose of the testing was to
(1) detect all errors and problems and make needed adjustments and corrections and (2) demonstrate to all
concerned that all components functioned together smoothly as a viable system.

The ability to process an increasing number of transactions with a smaller accounts pagaime or
tion was one of the stated goals of the reengineering profeetproject teans’ goal was to reduce the
number of employees required for this work by 88%stated earliejob security became an overriding
issue during the project. Properly addressing this issue was critical to the success of the project. It is clear
that the size of the ganization would be decreased drastically over the nexi/&ars. Employees whose
positions were eliminated were given opportunities for jobs in other parts ofgheization, absorbed
through normal attrition, or through normal job changégssome locations, the project team worked
closely with union representatives as to the status of the implementation &nd stadngements. In the
end a few people did leave the accounts payable area because they felt that they did not want the challenge
of dealing with a new accounts payable system.

Cummins began the process of retraining personnel early in the implementation phase with a series of
formalized classroom training sessions, group training sessions, agd arf@wunt of on-the-job-training.
However Cummins Engine did encounter some seriousistaproblems because of a tremendous short
age of capable client server developers and analysts. Cummins dealt with this problem by using some
creative stdfng and recruiting arrangements.

By the middle of 1998, the company was heavily immersed in its implementation program and had
completed 30% of its planned EDI applicatiols the implementation progressed, transaction processing
costs decreased. For instance, the cost of paying a vendor declined from $3.17 per payment to $2.25
per payment. Cumminshanagement feels codént that when the planned EDI applications are 80%
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implemented, the cost to pay a vendor will drop to $1.65 per payifigstincreased use of EDI will
accelerate when a new version of the OrAélaystem becomes available in mid 1999. Cummins believes
that its cost will ultimately drop to $1.05 per payment as it increases the use of EDI and the new process
is implemented in more of its operating units.

IMPLEMENT ATION PROBLEMS

The implementation phase has experienced its share of problems. In 1996, the executive management
of Cummins promised thenfancial markets that it would decrease its G&®A1% of sales, its product
coverage expense by 1%, and its R&D by 1%, thus improving Cumaviesll proft magin by 3% of

sales. In contrast to managemsrtedictions, the actual costs of both G&#Ad product coverage have
increased as a percentage of sales. Furthermore, these costs are higher than those of coumpeiins’

tors and other benchmarked companies.

Based on managememntpredicted cost reductions, one individual has increased his holdings in
Cummins to between 10% and 15% of Cummingstanding stocklhis major shareholder is concerned
about the trend in Cumminsbst structure and has become increasingly insistent that Cummins Engine
reduce its costdAs a major shareholder he may have the power to force a change in top management
personnel if his demands are not met.

One way of cutting G&Acosts in the short run is to curtail spending on the reengineering of the
accounting system. HoweveEummins Engine recognizes that such short term cost cutting actions can
seriously undermine its ability to decrease transaction processing costs in the future. Cummins needs to
balance the demand of its disgruntled shareholder for immediate cost reductions with its ability to make
long term cost reductions.

There are several major issues resulting from the reengineering that have caused relations with the
union to be adversarial at times. None of these issues were anticipated in the planning stage. One issue is
whether the redesigned jobs are union or non-union positions. Once a position was established as a union
job, the rigid union rules greatly reduced manageradigibility to staf the redesigned positions with
the most qualiBd candidate§.he union contract stipulated that the most senior employees who could pass
the basic tests had to be selected for the newly created positions.

The second issue was that the union required that overtime work be divided equally among a broad
group of employeesThis resulted in employees working in unfamiliar situations in which they were
not fully trained Another problem was Cummingiability to deal quickly with job performance issues.

The normal time for settling a performance issue with the union was about three months — far too long
to be efective. Howeverperhaps the most perplexing union issue facing the project team was that some
workers’allegiance was to the uniondi and to the “customers” lagthis was a direct contradiction of

the Business Linkage Model that was the centerpiece of the reengineering project.

To date, the Cummins management team is asking the union for a supplement to the contract to address
the above issueAt this time it appears the union will not agree, but the issues are still being negotiated.

SUMMARY

The experiences learned from the reengineerifagtefat Cummins Engine can provide valuable insights
for both practitioners and academiciafds.the Cummins Engine case illustrates, advances in information
technology have made a sigo#ht impact on the way companies are performing many of their aecount
ing activities As Cummins Engine nears the completion of the reengineering of its new accounts payable
systems, the results look promising. Processing costs per invoice transaction are rapidly approaching the
benchmark of the best practice compaatyor rates are down, and user satisfaction is increasing.

The Cummins case illustrates that human resources issues, not techa@diely to be the major
stumbling block during reengineering engagements. Firms nmdstifeative ways to deal with job secu
rity issues and union work ruleét the same time, &fctive use of technology has made creative
organizations very dependent on personnel who have certain AkHisugh not everyone is an advocate
of reengineering, the Cummins case does indicate, if a well-conceived approach to reengineering is
followed, tremendous bentfican be realized.
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ACCOUNTING INFORMA TION SYSTEM QUESTIONS

1. Cummins’goal is to decrease its transaction processing &ggiendix | outlines the major processes
of a typical accounts payable system. Such systems usually include a purchase requisition form and a
search for the best quality/price supplier; a receiving report which requires the number of units
received to be counted before moving the materials to inventory; materials are later removed from
inventory as needed by the manufacturing process; later the purchase requisition and the receiving
report are matched with the supplgmvoice to generate a voucher; the voucher is then processed
which produces a check and the remittance advice; the check and a copy of the remittance advice are
mailed to the supplier; a copy of the remittance advice is attached to the voucher/invoice/receiving
report/purchase requisition to show that the bill has been paid. In the above system, identify the non-
value-added activities that could be eliminatédsuming that Cummins uses a Jkventory/
manufacturing system, how would you reengineer the accounts payable system?

2. What are the benéfiof using manufacturing philosophies (just-in-timf@M, demand-pullABM, and
ABC) to develop the information systems and accounting processes? How or when do these techniques
tend to work in harmony? Explain.

Human Resource Management

3. Job security was of great importance to the employees of Cummins. How can management deal with
the job security and union issues discussed in this case?

Stockholder Relations

4. Itis apparent that in its quest to deal with the short-term cost-cutting concerns of the disgruntled stock
holder Cummins may be jeopardizing its overall reengineerifagtsf How should management deal
with this issue?

Auditing Issues

5. What special concerns will auditors have concerning the reengineering process of Cummins when con
ducting the yeaend audit? EDI and EFare major components of the modern-day reengineered
accounts payable system. It requires that two or more trading partners agree to use atspelEfd
data format to conduct routine business transactions. HonEeRérand EFTpresents numerous audit
and control implicationdVhat types are the resulting audit and control implications (both positive and
negative) from the extensive reliance on EDI and EFT?



AICPA Case Development Program Case No. 8-07: Reengineering\ccounting Systems at Cummins Enginell

APPENDIX I*
Major Processes in Original Accounts Payable System

Originator initiates requirement

Purchasing makes purchase decisions including
price/schedule arrangements

Supplier ships, sending shipment information to the receiving
point andAccounts Payable

Gains approval from Purchasing/originator for payment

Processes payment and sends funds to supplier

Accounts Payable transmits information to Genkealger

* This illustration was used by GregoryHracket at a presentation at the Ohio Council of the IMzil 19, 1996.
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EVALUATING THE VALUATION ALLOWANCE

Christine Czekai Bauman, Assistant Professor
The University of Wisconsin, Milwaukee, Wisconsin

John W. Gribble, Partner
PricewaterhouseCoopers, Jersey City, New Jersey

Terry D. Warfield, Associate Professor
The University of Wisconsin, Madison, Wisconsin

Brett Jones is a senior accountant with the accounting firm of BGW. On a recent audit engagement, Brett
was assigned the task of evaluating the deferred tax accounting for Packer Inc. The company, founded in
1962, is a large heavy machinery manufacturer. Packer’s balance sheet at December 31, 1997 includes a
deferred tax asset of approximately $22 million related to net future deductible temporary differences.
However, realization of the deferred tax asset is dependent upon profitable operations in the U.S. and
abroad, and future reversals of existing temporary differences. Although realization is not assured, Packer
management in the past has been pretty sure that such benefits will be realized through the reduction of
future taxable income. Management has carefully considered various factors in assessing the probability
of realizing these deferred tax benefits.

Brett recalls the complexity surrounding the judgmental nature of accounting for deferred taxes
under generally accepted accounting principles. Under Statement of Financial Accounting Standard
No. 109 (FAS 109), Packer could be required to record a deferred tax asset for future deductible amounts
and carry-forwards and record a valuation allowance, if it is likely that the tax asset will not be realized.
Brett also recalls that FAS 109 provides some examples of negative evidence to support recording
a valuation allowance, and positive evidence to avoid recording a valuation allowance. If assessed
in an unbiased fashion, reliance on such evidence should result in a valuation allowance that is
representationally faithful to the uncertainty of the underlying deferred tax asset.

Discussion with Packer Inc.’s President, Mike Holm, reveals the following information about the
Company. Packer has never lost deferred Federal tax benefits due to the expiration of a U.S. net operating
loss carry-forward. Post-retirement benefits become tax deductions over periods up to 50 years. Packer
has the ability to utilize tax planning, such as capitalization of research and experimentation costs for tax
purposes, so that Packer does not have, and does not expect to generate in the near future, any significant
U.S. Federal tax net operating loss carry-forwards. Based on this information and the following selected
financial information for Packer Inc., Brett must decide how to advise Packer Inc. on the accounting for
its deferred taxes.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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Packer, Inc. — Selected Financial Highlights

PackerInc.

Consolidated Statement of Income

Years Ended December JDollars in thousands)

Income Statements

Sales and Revenues
Other Income

Total Revenues

Cost and Expenses

Cost of Sales

Selling, Generalddministrative Expense
Interest expense

Depreciation expense

Amortization

Other deductions

Total Costs and Expenses
Pre-Tax Income
Tax Expense

Net Income

1997

$150,66¢
25,16z

$175,82¢

126,53¢
13,51¢
5,30z
8,554
3,467
1,67¢

159,05
$ 16,77¢
2,84¢

$ 13,93-

1996

$134,76!
20,19

$154,95:

117,22
12,23«
5,432
7,124
3,127
1,46(

146,59¢
$ 8,35¢
2,69¢

$ 5,65¢

1995

$119,686
18,533
$138,219

106,422
11,532
5,674
6,576
2,865
2,575

135,644
$ 2,575
110

$ 2,465
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Packer, Inc.
Consolidated Balance Sheet
(Dollars in thousands)

Assets

Cash

Other marketable securities
Receivables — Net
Inventories

Contracts in Progress

Net Equipment — Leases
Deferred Incomd&axes

Net Real Estate, Plants, afodols
SpecialTools
IntangibleAssets
OtherAsset

Total Assets

Liabilities

Accounts Payable

Notes Payable

U.S., Foreign and other Incoriiaxes
Non-Pension Post-retirement Betefi
Pensions

Other Liabilities

Total Liabilities

Common Stocks
Additional Paid-in Capital
Retained Earnings
OtherAdjustments

Total Equity

Total Liabilities and Equity

1997
$ 11,04¢
5,59¢
68,72(
11,53(
2,46¢
27,70:
21,97¢
29,56¢
8,171
11,89¢
21,39:
$220,07!

$ 11,89¢
83,32:
3,232
41,59t
6,84:
46,88
$193,77:

1,31C

13,87
12,18¢
—1,07¢
26,29:

$220,07!

1996
$ 10,939
5,137
63,055
10,128
2,265
30,062
20,377
27,221
7,559
11,914
20,626
$209,283

$11,635
73,730
2,721
40,018
14,353
42,868

$185,325

1,294

13,149
1,786
7,729

23,958

$209,283
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Note 1 — Signifcant Accounting Policies

Depreciation andAmortization
Depreciation is provided generally on a straight-line basis.

Inventories
Inventories are stated generally at cost, which is not in excess of nTdr&etost of substantially all
U.S. inventories is determined by the last-irstfout (LIFO) method.

Note 6 — United States, Fagign, and Otherlncome Taxes — Defered and Payable

(Dollars in thousands) 1997 1996
Tax Expense — Current
u.s. $1,43: $1,030
Foreign 254 614
Total Payable 1,68¢ 1,644
Deferred
uU.S. 1,02: 942
Foreign 13€ 109
Total 1,15¢ 1,051
Total Tax Expense $2,84¢ $2,695

Deferred income tax assets and liabilities in 1997 and 19@&€tréfle impact of temporary thfences
between the amounts of assets and liabilities faniiial reporting purposes and the bases of such assets
and liabilities as measured by tax laws.

Realization of the net deferred tax assets is dependent on future reversals of existing taxable temporary
differences and future taxable income exclusive of reversing temportereddes and carry-forwards.
Although realization is not assured, management believes that it is more likely than not that the net
deferred tax assets will be realiz&€tde amount of net deferred tax assets considered realizable, hawelckr
be reduced in the near term if actual future taxable income is lower than estimated, or if theferameedif
in the timing or amount of future reversals of existing temporary taxaleeatiCesAnnual tax provisions
include amounts considered ficiient to pay tax assessments that may result from examination of prior
years tax returns; howeyéhe amount ultimately paid upon resolution of issues raised niay iterially
from the amount accrued@ihe alternative minimum tax credit can be carried forward initelfy. The U.S.
state net operating loss will expire in the years 1999-2012 if not utilized; howesgpstantial portion
will not expire until after the year 200Zhe foreign tax credit carry-forwards will expire in the years
2002-2012 if not utilized.
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Deferred tax assets and liabilities and the temporafgrdifces and carry-forwards which give rise to
them are shown as follows:

1997 1996
(Dollars in thousands)

Assets  Liabilities Assets Liabilities

Pensions and Other

Post-employment Bené&di $22,450 $21,300
Policy andwarranties 2,085 1,981
Depreciation $ 5,034 $ 4,903
Capitalized R & D 571 780
AMT and State NOICarry-forwards 1,178 1,055
Foreign Credit Carry-forwards 537 130
Other 9,803 13,964 8,506 11,338
Sub-Total 36,624 $18,998 33,752 16,241
ValuationAllowance (14,649 (13,375
Total Deferredlax Amounts $21,975 _$18,998 $20,377 _$16,241

Supplementaty Information — Selected Financial Data (unaudited)
(Dollars in millions)

For the years ended December 31,
1997 1996 1995 1994 1993 1992 1991 1990 1989 1988

Net Sales $176 $155 $138 $132 $123 $125 $127 $124 $115 $116

Net Income (loss) $14  $6 $2 ($23) ($5) (%2 $4 $5 ($7) ($9)
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Basic Requirements: Use the fiancial information that follows to prepare responses to the following
requirements.

1. Compute the following for Packer for 1997: (a) return on assets, (b) return on é@juigbt to equity
ratio. Note:You should use average assets and equity (based on 1997 and 1996 data) when they are used
in the denominator of ROAnd ROE.

2. Describe brieff how the sources of deferred taxes, as revealed in the tax footnote, arise farlRacker

3. Reconstruct the journal entries to record the increase in the gross deferred tax asset and valuation
allowance at December 31, 1997.

4. Assume that Packer tax rate on all income is currently 35%. How would Pdskéeferred taxes,
income and fiancial position be dcted if the tax rate was reduced to 30%?

5. Some disagreement has arisen about the valuation allowance currently recorded foiriRadWiee

Holm suggests that the valuation allowance could have ranged anywhere between 20% and 60% of the
gross deferred tax asset. Packer Management has asked you to prepare an analysis for them related to their
proposal to record an allowance of 60% of the deferred tax asset. Prepare a memorandum to Mike Holm that
addresses whether recording a valuation allowance of 60% of their deferred tax asset could be supported
by generally accepted accounting principles. Use information from the following analyses to provide support
for your recommendation:

a. Consider the impact of a 60% valuation allowance on Packeported fiancial position (recast your
analysis in No. 1, assuming Packer records a 60% valuation allowance).

b. Reference the guidance found in the accounting literature. For the requirements for this part, be certain
to reference the appropriate accounting literature to support your position and attach a copy of the relevant
paragraphs from the Standard.

c. Examine the tax disclosures of two companies that have recorded a deferred tax asset. Document
whether these companies recorded a valuation allowance and the magnitude of the allowance relative to
the deferred tax ass&that evidence did the companies provide to support the valuation allowance? Is the
evidence provided consistent with the valuation allowance reco¥iagir why not?

Advanced Requirements

1. Packers management may be motivated to record either a high or a low valuation allowance. Based
upon your answers to No. 5 above, please explain Paaketivation for recording a (a) high valuation
allowance and (b) low valuation allowance.

2. Packer Inc. has asked Brett Jones and the othEasBGEWto develop RS 109 tax planning strategies
for the frm. Describe two tax planning strategies that Packer coultMiiset.guidelines must the tax planning
strategy follow?
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DOW CORNING CORPORATION:
SILICONE BREAST IMPLANT PRODUCT LIABILITY (A)

Kathryn J. Wilkicki, Assistant Professor of Accountancy
Providence College, Providence, Rhode Island

Maureen L. Craig, Corporate Area Controller
Dow Corning Corporation, Midland, Michigan

Spencer Tillinghast hung up the phone and sighed. Christmas was only a few weeks away and the winter
of 1991 had, so far, been mild. However, his employer, Dow Corning Corporation (DCC), was faced with
another disappointment with respect to the silicone breast implant product. The legal department had just
informed him that a judge awarded a sizable amount to another woman who had sued for leakage of sili-
cone breast implants. This time, the award was $7.3 million!

Spencer had been a controller at Dow Corning in Midland, Michigan for the past ten years, starting
at the company in 1981. As the controller, he had the responsibility to make final decisions about several
financial reporting issues to prepare the annual report to the company’s bondholders. In addition, it was
his responsibility to work with the external auditors at Price Waterhouse. Since this last lawsuit had
resulted in an adverse verdict against DCC, he anticipated recording a liability and writing a footnote to
the financial statements to explain the outcome of the litigation. His more immediate problem was how to
report other claims that were already pending, and other unasserted claims that he anticipated might
materialize when news of the judgment broke. At this point, the lawyers would be involved with filing
appeals. He was not sure whether they would be able to assess possible losses under future claims.

BACKGROUND

Dow Corning Corporation was incorporated in 1943 as a joint venture of Corning Glass (now Corning
Incorporated) and Dow Chemical to develop, produce and market silicones. Corning, Inc. provided the
silicone technology and Dow Chemical provided the manufacturing processes. Silicone is a man-made
product that is formed from quartz rock, a form of silica. Dow Corning purchases the raw material, sili-
con, from various domestic and foreign producers. The chemical properties of the material (i.e., electrical
insulating properties, resistance to extreme temperatures, resistance to aging, water repellency and lubri-
cating characteristics) allowed its use in a broad spectrum of products, from lubricants, to implants for
reconstructive surgery, to semiconductors. In 1991, Dow Corning manufactured and sold more than 4,500
silicone-based products to 45,000 customers worldwide, and was considered a leader in the industry.
About 1% of total sales in 1991 came from the silicone breast implant product.

Dow Corning’s production facilities are located in several states including Indiana, Kentucky,
Michigan, and North Carolina, and several countries around the world. Midland, Michigan is the site of
its corporate headquarters. In 1991, Dow Corning employed 8,300 people.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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Dow Corning began production of silicone breast implants during the IB&®groduct was used for
cancer patients for reconstructivegeny and for cosmetic purposes for breast augmentation. In 1983, the
United States Food and Drégiministration (FDA) recommended further study on the use of implants,
and in 1984, Dow Corning lost a $1.5 million judgment to a woman who sued the company for its breast
implant productThe court records were sealed.

In 1990, a federal judge criticized Dow Corning for withholding health and safety information about
the silicone implantsThe FDAheld hearings during 1990 and 1991 to gather further information about
safety and difcacy of the silicone breast implant product. Dow Corning submitted 30,000 pages-of infor
mation to the FDAJuring July 1991 that included 30 years of safety studiethat time, Dow Corning
decided to continue to sell the product to meet market demand.

On January 6, 1992, the FDa&ked silicone manufacturers and medical practitioners to halt the sale
and use of silicone breast implants, pending further sidoyw Corning voluntarily suspended shipment
of the product. Finallyduring 1992, the Board of Directors replaced L.A. Reed as President and Chief
Executive Oficer and appointed Keith McKennon, formerly of Dow Chemical, to the post of Chairman of
the Board and CEO. MMcKennon took Dow Corning out the implant business in 1992.

LIABILITY VALUATION AND DISCLOSURE
Year Ended December31, 1991

For the year ended December 31, 1991, the company reported the $7.3 million judgment in a footnote to
the financial statements without accruing any liability for the [@&&. disclosure read:

Post trial motions have beetefi, and appeal of the verdict is anticipa&cumber of claims

and lawsuits have recently beeledi related to the breast implant business, including several
styled as class actions, concerning which the Company has only had the opportunity to make a
preliminary assessment. Based on the Compgadrigtorical experience with this type of litiga

tion and managemest'present assessment of the merits of pending claims, management
believes that the disposition of matters which are pending or which may reasonably be antici
pated to be asserted will not have a material advefset &n the Compang’consolidated
financial position.

A $25 million chage to earnings was recorded in the income statement to cover implant inventories,
dedicated equipment and other costs including those associated witmoan8afety of the product (see
financial statements). On December 31, 1991, about 125 cases were pending.

Year Ended December31, 1992

During the fist quarter of 1992, twenty class action lawsuits wéé iin Federal District Courts for breast
implant products liability By year end, this total reached thirty-six, and nine class action suits were
brought in various state courts. In a Pennsylvania Federal District Court, a lawsuit claimed monetary dam
ages of more than $75,000 for each pldin@ther district court actions claimed $50,000 in compensatory
damages and $50,000 in punitive damages for each gdlaintdade CountyFlorida, a state class action
claimed $500 million in damages for the class.

At the same time, by the end of 1992, individual lawsuits numbered 3,600. Individual claims ranged
from $100,000 to approximately $140,000,000. Pldstdlaimed speciéd ailments, including auto
immune disease, joint swelling and chronic fatigue. Many of the lawsuits were consolidated for case
management in federal and state courts. In addition, Dow Corning commenced a program to pay up to
$1,200 per patient to cover the costs of removing implants from patients who wanted the procedure but
could not afford the sugery.

The Company believed that insurance would cover a substantial portion of indemnity and defense
costs related to the breast implant lawsuits. Howelarending on the insurance policy language, and the
type of damages (i.e., compensatory or punitive), the damages may or may not have been covered in
whole, or in partAs of the end of 1992, the Company had $250 million or more in insurance coverage
with respect to lawsuitsléd.
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The Company decided to report a $69 million geaio income; $24 million related to litigation and
$45 million related to discontinued implant producis.the same time, the Company had reserves
recorded in other current liabilities of $46.2 million on the balance sheet (net of accrued insurance pro
ceeds) At December 31, 1992, the Company had accrued approximately $300 million in anticipated
insurance proceeds tofedt these breast implant reservétie 1992 contingency footnote read (in part)
as follows:

Although there are similarities among the cases, there are dis@ulifes which can signifi

cantly afect the cost of defending and disposing of each case, and many cases are at such a
preliminary state that the Company has not yet been able to obtain information relevant to the
evaluation of each case. For these same reasons, the amounts involved in prior dispositions of
breast implant cases are not necessarily indicative of the amounts that may be required to dis
pose of such cases in the futurae Company is vigorously defending this litigation asserting,
among other defenses, that there is no causal connection between silicone breast implants and
the allegations by the plairfsfin these cases.

DEFERRED TAX ASSETSAND LIABILITIES

In 1992, DCC adopted 35 No. 109 Accounting for Incom&axes, and added $16.4 million to income
by reporting a cumulative fefct of a change in accounting principle.

<< (OO~

By Christmas 1993, Spencer felt ovbelmed. He stad at a memo &m top management that lay
on his deskAlthough the Company was still expecting many of the costs to beddweinsurance,
management wanted his opinion about whetheretmid additional liabilities and elated insurance
recoveries. In fact, management thought that it might beogppte to epott the liabilities and eceiv
ables on a pFsent-value basis.

Dow Corning had been named ih,800 individual lawsuits and 41 class action lawsuits fealst
implant pooduct liability. Accoding to the mostacent information im the legal depament, moe claims
were anticipated to be made in the figutn addition, apprximately 2,800 women had made use of the
$1,200 eimbursement pgram to have the implantemoved. Several companies thateveamed as
defendants in the lawsuits, along with Dow Corning,enaonsidering the establishment of a settlement
fund to pay pending and futiclaims. This fund would total agpimately $4 billion with Dow Corning’
shae to be apprximately half that amount.

DISCUSSION QUESTIONS
1. Should Dow Corning have continued to sell silicone implants until 1992?

2. Comment about Dow Cornirgy'policy for contingent liabilities related to silicone implant product
liability litigation in 1992 under the provisions of 88 No. 5,Accounting for Contingencies and SAB
92, Accounting and Disclosas elating to Loss Contingencies

3. Comment about Dow Cornirgy’policy for recording insurance recoveries related to lawsuits for
silicone breast implants in 1992.

4. How should contingent liabilities and insurance recoveries be reported for 19937

5. Why do you think that Dow Corning elected “cumulativéeef of a change in principle” rather than
“retroactive restatement of income for prior years” for deferred income taxes in 1992 under the provi
sions of SRS No. 109,Accounting for Incomeake®

6. How should deferred taxes be reported in 1993? Consider temporanemties related to product
liability litigation.
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DOW CORNING CORPORATION:
SILICONE BREAST IMPLANT PRODUCT LIABILITY (B)

In 1994, Dow Corning entered into a settlement agreement to contribute $2.02 billion to a $4.2 billion pool
to cover claimsThe company deposited $42.5 million into a trust in 1994, and no further deposits have
been made since.

By December 31, 1994, deferred tax assets reported on the balance sheet reached $435.6 million, after
adjusting for a $1 million valuation allowance (current $252.9 million and long-term $182.7 million). $288
million of the total was related to litigation accruals for implant product liability

On May 15, 1995, Dow Corningdd for protection under Chaptet df the U.S. Bankruptcy Code
because it was (a) not satesfiwith the rate of progress toward resolving breast implant litigation outside
the 1994 Settlement, (b) was not satdfivith the rate of progress toward achieving commitments from
certain of the Companyinsurers relative to insurance recovery and (c) was concerned by the uncertainty
associated with the Cowsttonclusions relative to the 1994 Settlement.

As of December 31, 1995, 19,000 individual lawsuits had b&shdlong with 46 class action law
suits. In addition, the Company received $71.4 million in insurance recoveries in 1994 and $163.5 million
in 1995.

DISCUSSION QUESTIONS

1. What is the appropriate accounting treatment for Chagdteedganization, according to SCI®-7,
Financial Repoting By Entities In Reganization Under the Baniptcy Code

2. Explain the proper reporting of contingent liabilities and insurance recoveries for the year ended
December 31, 1995.

3. Comment about Dow Cornirgjtreatment of deferred tax assets as of December 31, 1994.
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DOW CORNING CORPORATION:
SILICONE BREAST IMPLANT PRODUCT LIABILITY (C)

Corning, Inc. and@he Dow Chemical Company are each 50% owners in Dow Corning. Until Dow Corning
filed for bankruptcy protection in 1995, the shareholdgaoizations “. . . have adopted a handgoture”

to Dow Corning (Driscoll et al. 1995). Finallyn 1995, Corning, Inc. anthe Dow Chemical Company
both recorded chges against income to writef difieir equity in the joint venture.

Corning, Inc.

Corning, Inc. management recorded an af&rchage of $365.5 million to write-éfits investment in
Dow Corning in the second quarter of 1995 (see income statement and related notes that follow).
Management also decided to discontinue recognition of equity earnings from Dow Corning. Information
about this write-dfwas described in the “Investments” footnote to tharicial statements. In 1994 and
1993, Corning recognized equity losses from Dow Corning losses of $2.8 million and $144.5 million,
respectively

Corning, Inc. is also a defendant in two types of cases related to the silicone breast implant product.
First, persons claiming injury from the silicone implant product have sued Corning, Inc. as individuals or
in class actions. By December 31, 1995, Corning had been nanted®0 state and federal tort lawsuits,
although several state courts have dismissed Corning from over 6,400 tort cases. Second, shareholder law
suits have been instituted under federal securities lawgjingathat Corning, Inc. misrepresented and
omitted material facts related to Dow Cornmgilicone-gel breast implant business. Corning, Inc. has not
accrued any losses related to either of these categories of lawsuits.

The Dow Chemical Company

The Dow Chemical Company recorded a pretaxg#hagainst income of $330 million to writef-dfs
investment in Dow Corning in the second quarter of 1995, and will not recognize its share in equity earn
ings while Dow Corning remains under Chaptkr(dee income statement and related notes that follow).

In 1993 and 1994, Dow Chemical recorded its 50% share of Dow Campraduct liability losses, net

of expected insurance recoveries, which resulted in @etlwdr$192 million for 1993 and $70 million in
1994 against income.

As is the case with Corning, Inc., Dow Chemical is also a defendant in product liability cases. More
that 13,000 implant lawsuits have bededidirectly against Dow Chemical. In 1993, a federal judge ruled
that Dow Chemical was not liable for claimed defects in breast implants manufactured by Dow Corning,
although laws in some states may give rise to claims against Dow Chemical under negligence theories.
Several state product liability cases remain. Management feels that there is only a remote probability of a
loss under breast implant litigation and has not recorded any contingent liabilities for product liability
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CORNING INCORPORATED AND SUBSIDIARY COMPANIES
CONSOLIDATED STATEMENTS OF INCOME
(in millions, except pershare amounts)

1994 1993
1995 Restated Restated

Revenues

Net Sales $5,313.1 $4,770.5 $4,004.8

Royalty, Interest and Dividend Income 33.0 28.7 29.9

5,346.1 4,799.2 4,034.7

Deductions

Cost of Sales 3,386.0 3,060.9 2,597.0

Selling, General anddministrative Expenses 1,093.5 871.7 774.0

Research and Development Expenses 179.7 176.9 173.1

Provision for Restructuring and Other Special @Qkar 67.0 82.3 207.0

Interest Expense 117.8 110.4 88.2

Other, Net 36.2 37.5 38.7
Income Beforélaxes on Income 465.9 459.5 156.7
Taxes on Income 154.7 170.1 35.3
Income Before Minority Interest and Equity Earnings 311.2 289.4 121.4
Minority Interest in Earnings of Subsidiaries (66.8 (50.7 (16.6)
Dividends on Convertible Preferred Securities of Subsidiary (3.7 (6.1
Equity in Earnings (Losses) #sociated Companies:

Other than Dow Corning Corporation 66.5 51.5 24.5

Dow Corning Corporation (348.0 (2.8 (144.5)

Net Income (Loss)
(Per Common Share, ($0.23)/1995; $1.32/1994; ($0.09)/19%3)(50.8) $ 281.3 $ (15.2)

WeightedAverage Shares Outstanding $ 2266 $ 211.8 $ 192.0

EXCERPT FROM NOTES TO FINANCIAL STATEMENTS

Corporate Investments

Dow Corning is expected toldi a reoganization plan with the Federal Bankruptcy Court in th& fi

half of 1996; howeverthe plan is not expected to be approved by the creditors and the Court for some
time.As such, Corning continues to believe that it is impossible to predict if and when Dow Corning will
successfully emge from Chapter 1l proceedings.
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THE DOW CHEMICAL COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(in millions, except for per share amounts)

Net Sales

Operating Costs and Expenses
Cost of Sales

Insurance and Finance Company Operations, Pretax Income (61)

Research and Development Expenses
Promotion and\dvertising Expenses
Selling andAdministrative Expenses
Amortization of Intangibles

Total Operating Costs and Expenses
Operating Income

Other Income (Expense)

Equity in Earnings (Losses) of 20%-50% Owned Companies 70

Interest Expense amdmortization of Debt Discount
Interest Income and Foreign Exchange — Net
Net Gain (Loss) on Investments

Sundry Income (Expense)— net

Total Other Income (Expense)

Income Before Provision foraxes on Income
and Minority Interests
Provision forTaxes on Income
Minority Interests'Share in Income
Preferred Stock Dividends

Income From Continuing Operations
Discontinued Operations
Income from Pharmaceutical Businesses,
Net of Taxes on Income
Gain on Sale of Pharmaceutical Businesses,
Net of Taxes on Income

Net IncomeAvailable for Common Stockholders

Average Common Shares Outstanding

Earnings per Common Share from Continuing Operations
Earnings per Common Share

Common Stock Dividends Declared per Share

1994 1993
1995 Restated Restated
$20,200 $16,742 $15,052
13,337 12,131 11,370
(40) (98)
808 783 786
416 411 367
1,771 1,594 1,485
38 43 68
16,309 14,922 13,978
3,891 1,820 1,074
29 (127)
(434) (362) (413)
289 98 140
(330) (42) 592
43 83 (8)
362 (194) 184
3,529 1,626 1,258
1,442 654 514
196 200 171
7 7 7
1,884 765 566
18 166 71
169 - -
$2,071 $931 $637
268.2 276.1 273.6
$7.03 $2.77 $2.07
$7.72 $3.37 $2.33
$2.90 $2.60 $2.60
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EXCERPT FROM NOTES TO FINANCIAL STATEMENTS
Commitments and Contingent Liabilities

The Companyg maximum exposure for breast implant product liability claims against Dow
Corning is limited to its investment in Dow Corning which, after the second quartgechar
noted above, is zerds a result, any future chlggs by Dow Corning related to such claims or
as a result of the Chaptet proceeding would not have an adverse impact on the Comspany’
consolidated fiancial statements. . . .

It is the opinion of the Comparg/ianagement that the possibility is remote that plesimtil

prevail on the theory that the Company should be liable in the breast implant litigation because
of its shareholder relationship with Dow Cornifidgne Company management believes that
there is no merit to plainfg’ claims that the Company is liable for alleged defects in Dow
Cornings silicone products because of the Comparalleged direct participation in the
development of those products, and the Company intends to contest those claims vigorously
Management believes that the possibility is remote that a resolution of fdaditiéct partici

pation claims, including the vigorous defense against those claims, would have a material
adverse impact on the Compasyihancial position or cashofivs.

DISCUSSION QUESTIONS

1. According to generally accepted accounting principles, how should sharehotgarizations,
Corning, Inc. and Dow Chemical Compa@agcount for the product liability litigation against its joint
venture, Dow Corning?

2. Comment about the accounting treatment that Corning, Inc. and Dow Chemical did adopt with respect
to Dow Cornings$ product liability litigation.

3. Do you think that shareholders will prevail in their lawsuits against the shareh@édaizations®hy
or why not?
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NOVARTIS A.G.

Jack Gray, Professor
Michigan State University, East Lansing, Michigan

Mark Matthews, Partner
PriceWaterhouseCoopers, Detroit, Michigan

In May 1996, Malcolm Cheetham, director of finance, needed a document to explain how Novartis would
do its budgeting for 1997. Cheetham felt that the companies would need considerable lead time in devel-
oping budgets for 1997. All financial systems would be new to the organization. Even developing
beginning unit balance sheets would be difficult.

CREATING A NEW COMPANY

Novartis began business on December 23, 1996, as a merger of Sandoz and Ciba. The financial press
reported it as merger of equals. Before the merger, Ciba’s total revenues were $17.5 billion and Sandoz’s
were $13 billion. Former Sandoz shareholders received 55% of the shares of Novartis and former Ciba
shareholders received 45%.

A three-page addendum to the merger agreement spelled out the management principles that the new
company would apply. Among other things, the management principles addendum specified the group
(corporate) management structure, the role of the sectorial (eight major business lines) companies, and the
role of country presidents (regional organization). The addendum with the management principles is an
appendix to this case.

Sandoz and Ciba had different management systems. The new company had to decide whether to
adopt the system of one of the predecessor organizations or to develop a new system for the new global
company. Resolving some of these differences through the management principles addendum required
considerable negotiation effort.

Both companies had long successful histories. Ciba traced its founding to 1758 and Sandoz to 1866.
Both had grown through mergers and internal product development. Ciba’s notable recent acquisitions
included a minority interest in Insite Vision (1991). Ciba purchased Ricky Contact Lenses and the lens
business of Triton Diagnostics (1992). Ciba acquired a 49.9% interest in Chiron Corporation, a large
biotechnology firm (1994). Two of Sandoz’s important acquisitions were Northrup King & Company in
Minneapolis (1976) and Gerber Products Company, a leading provider of infant and baby foods (1994).

Acquisitions were only a part of corporate strategy. In June, 1995, Sandoz spun off its specialty chem-
icals subsidiary as Clariant in order to focus on pharmaceuticals and nutrition. After the merger, Novartis
spun off the former Ciba’s chemical operations so that it could focus on its chosen product lines. It also

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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divested Master Builders (main product cement blocks) and McClaren Engineering (environmental con
trol systems).
The new company wasganized into eight sectors according to product lifibs. sectors are:

* Pharmaceuticals
» Consumer Health
» Generics
» CIBA Vision
e Crop Protection
» Seeds
» Animal Health
 Nutrition
The Management Discussion afudalysis section of the 1996 annual report for Novartis said:

The forward looking meyer of two equally strong world-class companies with an outstanding
strategic fi enabled Novartis to gain worldwide leadership positions in Life Sciences —health
care, agribusiness, and nutritiothe commitment to innovation and an impressive lead in
emepging technologies constitute the basis for solid and sustainable gietiuill benefi

from broader marketing reach as well as from the great potential for productivity gain.

At the time of the meyer, Ciba was the 10th Igest drug company in the world. Sandoz ranked 12th.
Novartis was the lgiest health food producer in Europe and a global leader in medical infant and baby
nutrition. Novartis was number one in crop protection in the world with almost double the share of the next
largest produceiThey were number two in seeds and animal health.

The size of the companies drew attention of regulatdigialfs around the world. Most important
were the European Commission and the United States Fé&dsial Commission, each of whom required
concessions for their approval of the gerThe European Commission required that Novartis grant non-
exclusive two-year licenses for production and sale of Samaethoprene, the active ingredient in cat
and dog #a-control productsThey also asked Novartis to use itsuefice with Chiron to grant non-
exclusive licenses for its viagen gene-therapy patents.

The Federalrade Commission required Sandoz to sell some of its important crop protection business
in the United States — principally its strong corn herbicide product line.

Dr. Marc Moret, president of Sandoz, was quoted as saying, “Novartis will be a dynamic and forceful
industry leaderbased on a foundation of strong commitment and our common cultural heritage.”

The companies, both based in Basel, Switzerland, hé&statit oganizational and reporting struc
tures. Novartismanagement was aware that culturafedénces created problems in the 1995gmer
of the Swedish andmerican pharmaceutical companies, Pharmacia and Upjbieir. meged company
settled on a new matrix ganizational structure with three major markets and three pharmaceutical prod
uct centersA survey of employees in January 1997 showed that fewer people responded positively to the
statement, “l understand the structure and principles of Pharmacia and Upjohn,” than had in May 1996.

THE CIBA MANAGEMENT CONTROL SYSTEM

Ciba had strong Swiss/German roots and was a highly centralized company with most management func
tions performed either at corporate headquarters orge t@yuntry aganizations. Corporate headquarters

and the country ganizations had lge groups that provided common services to the operating units.
Operating units were evaluated based on direct contribution and littte ves made to allocate central
services costs to the various lines of busin@$ss oiganization structure provided limited line-of-
business information.
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In 1983, Ciba-Geigy used a matrixganizatiort. (The company later adopted the name Ciba.) One
side of the matrix was seven product divisions (divided into a total of 41 strategic businesg laits).
other side of the matrix was 120 group companies responsible for acsgeci§raphical area. In &
countries there were multiple group companies. Many group companies had responsibility for sales and
production and the lger group companies also controlled their own research and development.

At the time of their meayer in 1971, Ciba and Geigy chose accounting methods that they thought best
presented their true economic picturbey felt that the meger would reduce resistance to new account
ing methods since the ngar required some changes anyvildhey decided to use current cost accounting
for fixed assets and inventoridéey felt that current cost isolatedctitious profts” resulting from sub
tracting historical costs from current revenues in the income statement.

They also used direct costing that included only variable production costs in inventory and cost of
goods sold. Fixed production costs were ghdrdirectly to the income statemenhey preferred direct
costing because prtdivaried more directly with saleslso, net income cannot be manipulated by build
ing or depleting inventories as it can be in full costing.

For divisions, Ciba measured division performance by contribution and a contribution-based perfor
mance factorAll of a division’s variable expenses were subtracted from revenue to give divisional
maiginal contributionTransfer prices were of little sigrifince since local management was evaluated on
direct costs alone. Fixed costs, variances and other income and expenses of the division were subtracted
to give a divisional contribution before services. Company employment policies made direct [abdr a fi
cost. Contribution before services eefied all revenues and expenses that originated in the division.
Finally, the costs of any corporate services that were clearly originated in the unit and that could-be objec
tively measured were subtracted to reach the divisioontribution after services.

In addition to calculating each divisiencontribution, Ciba calculated a performance factor for each
division. The performance factor was the divis®rontribution after services divided by the average
assets directly employed (at their current cost) multiplied byri@.result was multiplied by ten so that
the number would not be confused with a return on investmiatperformance factor was not calculated
for group companies because many did not control all of the factors that went into the performance factor

Finally, Ciba calculated a return on assets to measure the economic performance of its divisions.
numerator of the return on assets calculations took the divisional contribution after services, subtracted
allocations of indirect function expenses and taxes and added back interest éXpeynteen divided the
numerator by the total divisional assets plus an allocation of corporate assets. Each division had medium
and long-range fiancial tagets for return on assets and its performance faCiba felt this was the most
important measure of overall performance.

Ciba did similar analyses for group companies and individual products.

THE SANDOZ MANAGEMENT CONTROL SYSTEM

Prior to 1990, Sandoz had arganization structure similar to Cilsa’During the late 1980s, howeyer
Sandoz decided to break up itglacountry and headquarters operations into a line of business structure.
“Sandoz 90" became the acronym for this action, which createdganination that had relatively few
functions at corporate headquarters and the majority of costs and functions operating at the business
segment levelTransfer prices were debated frequently and designed to provide a reasongbieomar

local market sales. Sandsezhanagement felt the new structure facilitated its ability to react to changing
market conditions and divest its heritage — the specialty chemical business.

Based on the Ciba-Geigy Case written by Kenethlerchant and published by the Harvard Business School, Boston, 1984.
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Sandoz managed seven operating divisions from its headquarters in Basel, Switzerland:
* Pharmaceuticals
e Crop Protection
» Seed
* Nutrition
e Specialty Chemicals (which was spuifi @ Clariant)
e Master Builders (main product cement blocks)
» McClaren Engineering (environmental control systems)

There were a number of regional companies that provided services to companies located in their
region. For example, the holding company in Néwk provided legal, federal tax, insurance, hedging,
and cash management services to the United States and Canadian opAratioslty, the NewYork
holding company prepared consolidatedficial statements based on U.S. generally accepted accounting
principles.

The primary measure offancial performance for the operating divisions were earnings before inter
est and taxes, return on sales, and return on net assets. Becausega#rizat@nal structure, corporate
chages and allocations were much less sigaift than at Ciba.

THE NOVARTIS MANAGEMENT CONTROL SYSTEM

Group (corporate) management supervises four divisions: Health Agnibusiness, Nutrition, and
Corporate services.

The Health Care division includes four sectors: Pharmaceuticals, Consumer HealWis©inaand
GenericsTheAgribusiness division includes the Crop Protectidnimal Health and Seeds sectorse
Nutrition division includes Gerber and other health nutrition units.

In selected countries or regions, country presidents promote corporate image, support attainment of
country objectives, and fefiently perform certain central tasks. For example, when more than one divi
sion operates in a countrne country presidents arrangeaficing, manage foreign exchange, and take
care of legal matters, taxes and insurance.

While both Sandoz and Ciba had activities in the various sectors, their strengths varied. For example
Sandoz was stronger in seeds and Ciba was stronger in crop protection. Corporate managers decided exec
utive placement, but it naturally followed the strength of the sector

The primary measures ohéincial performance of the business sectors are earnings before interest and
taxes and return on net assets. Management is also concerned with return on sales aad. cash fl
Companies are expected to achieve leading position in their market and business segments.

Accounting defiitions, budgeting and reporting practices follow Internatidwwabunting Standards.

Cost of goods sold uses full costing and includes variances and inventory feritResfearch and devel
opment is expensed as incurred.

The Group (corporate management) gearcompanies with operating interest calculated by -multi
plying average net current assets used during the period times a countrg sgtecifst rate. Net current
assets is the current assets minus all non-interest-bearing liabilities. (The intergstozimbe either
positive or negative). In a similar manndre Group chaes companies with an operating income tax.
Operating income tax is the company earnings before interest and taxes minus operating interest multi
plied by an operating tax rate for each country

All foreign exchange gains and losses are reported at the corporate level.

Late in 1996, Novartis began the multi-year process ofjegizing the businesses into legal entities
aligned with the Management Principles agreed to in thgendt also began implementing a database
system for all units. For therdt half of 1997, the biggest management reporting challenge was prepara
tion of a combined budget and subsequeamritial reporting. Determining the consolidated opening
balance sheet required considerabfereprimarily due to the need to assign Ciba central accounts to the
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business segments. Business segment leaders wanted no part of costs thelgailymeed and refused

to accept arbitrary unjustifd assignment of costs. Legal entities bore no relation to business segments.
The financial reporting experts in Novartis were adept at budgeting and reporting on a legal entity basis
and had to think about how togamnize a budget around these “virtual” business segments.

CASE QUESTIONS

1. Go to http://mwwwnovartis.com, click on “InvestorsWhat has been the trend of operating results-com
pared to 1996 results? Prepare a brief summary

Compare the ganizational structures of Ciba, Sandoz, and Novartis.
Compare the fiancial performance measures of Ciba, Sandoz, and Novartis.
How does the Novartis system compare to the old systems of Ciba and Sandoz?

a > wbd

It's May 1996 and you have just been named the directonafdial reporting and budgets for
Novartis. Prepare a list and brief discussion of the major reporting issues that would have to be included
in the 1997 budget instructions. (Dbforget about the importance of return on asset measures and the
need to get the Business Sector leaders to agree to their opening net asset position.)
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APPENDIX
Novartis AG Case

Management Principles

1. GROUP MANAGEMENT STRUCTURE

The management structure of the Novartis Group consists of a Group Executive Committee whose mem
bers are the Heads of the four operational Divisions and the Heads of the three main functions under the
authority of the President, Head of the Executive Commifiee legally autonomous sectorial companies
report to their respective Divisional Hedthe management structure is independent of the legal structure
of the Group, the latter being governed by tax and fuioels dbnsiderations.

Within the competence settled in therms of reference of Novartis Inc., it is the responsibility of the
Group Executive Committee to:

» Develop strategies for the Group
» Decide on implementation of these strategies
» Supervise, support and verify their implementation

* Procure and optimally allocate the resources requiradndes, management capacity), according to
agreed strategies

» Set and monitor Group principles and strategies, particularly in the areas of executive persanoe], fi
technology safety and environmental protection, and external relations

Furthermore, in all Novartis companies, the Group Executive Committee:
» Participates in the selection and evaluation of executives for functional positions

e Maintains and increases the know-how and competence of all persons in positions of functional
responsibility

e Intervenes in important cases
In some countries, the Group Executive Committee is supported by the local presidgatiaiabion.

2. STRATEGIC MANAGEMENT

Strategic management within the Novartis Group consists mainly of setting clear long term objectives and
ensuring their attainment.
The basic principles of strategic management are to:

» Review the business portfolio periodically (namely about once a year) in order to strengthen core
businesses

» Maintain entrepreneurial options by a continuous review of strategic objectives and\itanespect
to planning, the following applies:
—The common planning horizon isvdi years (longer where necessary)
— The strategic plan is updated annually (tceetfchanges in the environment)
—A fundamental revision of the plans is carried out in case of signtfideviations or necessary
realignments
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» Set focus and priorities:
— Clearly define objectives and priorities
— Concentrate &rts on these priorities
— Proceed step by step in a manageable fashion

 Closely link plan and action:
— Derive annual objectives, action programmes and budgets from the strategic plans
— Regularly review progress in achieving objectives

In addition it is ensured that relevant internal and external developments are reported and presented
clearly

3. FINANCIAL MANAGEMENT

Funds procurement and allocation are carried out at the Group level in accordance with the strategic
objectives.
The objectives of Grouprfancial management are:

» To minimize fhancing costs and to optimize market capitalization.
The Group function Finance is therefore responsible for:
— Proposals relating to theéincing structure
— Financial results, taking into account tax planning
— Financing of companies in the Novartis Group
— Forex exchange risk management of Group level
— Central administration ofrfancial resources

» To ensure that business performance of the Group is reported and presented clearly through
—Appropriate task and responsibility oriented Group reporting
— Group controlling which supervises and monitors progress against the sectorizlasucthfistrate
gies, action programmes and budgets, and prepares reports for the Group Executive Committee

4. MANAGEMENT RESOURCESAND GROUP PERSONNEL POLICY

Basic principles of personnel policy especially regarding executives are established at Group level.

The individual companies implement the Group personnel policy and supplement it based on their
specift local requirements. In general, they also have their own personnel function.

The promotion and compensation if executives are based primarily on performance against objectives,
their eforts, initiatives and @xibility.

The human resources function of Group Management is igelafitop management and expatriates’
compensation policy worldwide as well as executive personnel in Switzerland.

Novartis Group Executive Committee implements dactive management development policy with
the following goals:

» To develop and provide quaéfi executive personnel

» To develop executive and junior executive talent optimally in accordance with the needs of-the indi
vidual as well as the company

It is therefore the responsibility of the Group function Management Development to:
» Define duties and coordinate overall management development within the Novartis Group
» Assess the extent and quality of the Greugtecutive resources
» Prepare proposals for appropriate development of executive personnel to ensure competitiveness
* Promote company-to-company and country-to-country job rotation, particularly of junior executives
» Design and operate the Group Management Development Centre
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5. ROLE OF GROUP TECHNOLOGY

The function Groufechnology caries out assignments from both Group Executive Committee as well as
from divisional or sectorial companies. It serves exclusively the Novartis Group.

e Group responsibilities of Groupechnology are to:
— Develop Group principles and standards in accordance with the state of the art
— Chair technology-oriented committees such as “Oekologie und Sicherheits-Ausschuss” (OSA),
Researcidvisory Board (RAB),TechnologyAdvisory Board (RAB)

» Group assignments are:
— Technical and safety-oriented audits in the sectorial companies
— Other assignments decided case by case by the Group Executive Committee

The unit has to provide its services on a break-even level.

6. ROLE OF CH-SERVICES

The function “CH-Services” carries out assignments from both Group Executive Committee as well as
from divisional or sectorial companies, when the following conditions are realized:

* It is impracticable to assign infrastructure tasks to a Division/Sector
» Economics of scale or corporate clout can be gained
“CH-Services” task is to provide support, such as:

Multidivisional works infrastructure

» Engineering services

Information systems

Patents and brand names
» Purchasing and transportation
¢ Personnel administration

“CH-Services” must chge out their services at competitive rates to be negotiadtezyy must be
profitable or at least break even. In certain cases outsourcing will be considered. CH-Services serve exclu
sively the Novartis Group.

7. ROLE OF SECTORIAL COMPANIES

As legally and operationally autonomous entities, the sectorial companies are responsible for the success
ful management of their business within their industries. In partjdhley are responsible for products/
markets, sales and prsfiThey manage the following business functions:

* Research and development

* Production and purchasing

» Marketing and sales

* Human resources and administration.

The main objective of companies is to achieve a leading position in their markets and business
segments and to secure long term growth through innovation and optimum use of the Group ré&beurces.
success of the companies is measured rigntial ratios (EBIT/RONA) and the degree to which they
attain strategic objectives given by Group Management.
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The companies are responsible for all operating management tasks not explicitly reserved for Group
Management, CH-Services, Grotigchnology or the presidentialgamization in the countries. In partic
ular, it is the task of each company to:

» Develop strategic plans for submission to the Group Executive Committee
» Develop action plans to implement their strategies including acquisition and divestment programmes

e Maintain entrepreneurial options by continuous review of strategic objectives in light of external
developments

» Ensure, through their own controlling function, that the status of the entire division is reported-and pre
sented fairly and clearly

» Enhance management development to provide young executive talent for the sectorial company and
the Group

» Manage the difiated companies of the division
e Cooperate with all departments on Group level for optimum utilization of Group resources
e Guarantee the required level of environmental protection and safety in their operating units worldwide

It is the prerogative of the Group Executive Committee to determine the legal structure of-the divi
sional companies and sectorial companies and tHdiatfs as well as theimfancing.

8. PRESIDENTIAL ORGANIZATION IN COUNTRIES

In selected countries or regions, a Country President represents the Group Executive Committee internally
and externally

The main objectives of a presidentiafjanization are to promote the image, to support the attainment
of objectives in the country and tdiefently perform certain central tasks.

The responsibilities of each Country President are adapted to the local conditions by Group Manage
ment. His tasks are, in general, to:

» Represent the Group externally and support the companies in contacts with authorities and other external
relations

» Represent the Group externally and support the companies in contacts with authorities and other external
relations

» Perform supradivisional tasks within Group guidelines for all companies, such as:
— Financing (short and long-term), foreign exchange management
— Services in areas such as legal matters, taxes and insurance, and — if applicable — local pension and
other employee benefichemes, real estate management as well as patent and trade marks
— Management development and salary administration for selected executives
— Monitoring requirements in theefd of environmental protection and safety
— Monitoring external developments, particularly with respect to new risks and opportunities
— Omanizing board and coordination meetings
—Auditing
— Local emegency management

e Monitor compliance with Group guidelines and limits of authority and supplement these according to
country-specifi requirements in selected areas such as environmental protection ancseeafeiyting,
information technologyhuman resources, external relations, legal and auditing

» Represent the country or region at corporate level

* Monitor for Group Management the implementation of strategies in the country based on key
benchmarks
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e Support the companies in assuming their responsibilities:
—Adaptation of strategy and key objectives to country-spepdssibilities and limitations (priorities,
timing)
— Identification, evaluation and execution of acquisitions
—Timely assessment of capital expenditure projects/plans/budgets from an overall perspective

In countries without a Country President structure, some of these tasks may be assigned to one of the
Group companies as a service function.
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NEW FASB STATEMENT, LET'S CHANGE THE CONTRACT

Hamid Pourjalali, Professor
University of Hawaii at Manoa, Honolulu, Hawaii*

James Hasselman, Partner
PricewaterhouseCoopers, Honolulu, Hawaii*

David Roberts clenched his fingers tightly, trying desperately to stop his hands from trembling. He always
dreaded being summoned into the office of Alice Halston, the chief financial officer of Sheridan Finance,
Inc. He nervously waited for the secretary to announce that Alice would see him.

As the newest member of the Sheridan accounting staff, David seemed to be in a state of perpetual
anxiety. The struggle to prove himself as more than just a naive rookie never ended. He was very grateful
to be an accountant at one of the most profitable financial institutions in the Northwestern United States.
The company had earned a prestigious place among small scale, public lending institutions. The key to
Sheridan’s success was the company’s willingness to back many emerging biotechnology companies
which later became highly lucrative enterprises. David was determined not to do anything to jeopardize
his position in the company.

“David, Ms. Halston will see you now,” the secretary announced.

David rose and entered Alice’s office.

Alice greeted David cordially as he entered the room.

“I've been looking over the balance sheet for September 30, 1998 and | noticed that the value of
our total assets increased by approximately 4.5 percent and our total liabilities have increased about 4.7
percent. According to the accounting records, the value of the securities pledged as collateral on our loan
to Genoma Ltd. is recognized as an asset and our obligation to return the collateral to Genoma in the future
is recognized as a liability,” Alice stated.

David tried frantically to remember the details of the transactions that had involved Genoma, a lead-
ing manufacturer of molecular biology research equipment. He remembered that Genoma had applied for
a loan a couple of years ago and received approximately $150 million in order to develop a new machine
that could speed up the process of amino acid sequence identification and replication at least three-fold.
The implications of such a device would be tremendous for Genoma. A device that speeded up the task
of cloning the structure of amino acids, the building blocks of proteins, would enable scientists to artifi-
cially construct proteins that certain individuals could not produce naturally such as insulin, growth
hormones, or estrogen. These proteins could then be produced in much greater quantities in less than half
the time. In addition, the device could speed up the process of identifying the structure of other human
proteins whose amino acid sequences are currently unknown. This information would be crucial to the

*We wish to thank Ms. Kristi L. Arakaki for her help in developing the story and Ms. Frances Giriffin for her editorial help.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.
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development of more fefctive treatment strategies for many types of diseases. Genoma seemed likely to
succeed in manufacturing such a valuable scientfil.

In order to secure the borrowed funds, Genoma had transferred to Sheridan about $150 million worth
of stocks from each offfe different pharmaceutical companies to serve as collaldraltransaction was
considered a secured borrowing, or repurchase transaction (repo).

“The transferred securities were pledged against the funds loaned to GeAdioe,explained.
“Genoma still maintains the right and obligation to repurchase those securities frohusisGenoma
retains efective control over these asset®¥¥hy have we recognized the securities in our balance sheet
account®Ve have a secured borrowing situation or a repo transa@temlid not actually purchase the
stocks, right?” she inquired.

“The new SRS 125 issued byASB requires us to recognize the securities we have acquired even
though we did not actually purchase these assets,” David replied. “The new standard prescribes three con
ditions that must be met in order to consider assets pledged under a borrowing agreement to have
effectively been purchasedhis transaction meets only two of these conditions. First, the assets must be
out of reach of the transferor (thetGenoma) and the transfésocreditors. Second, the transferor must
not impose any restrictions upon the use of the assets by the transferseugth8tieridan)hird, the
transferor must not retain a right and obligation to repurchase the transferred assets,” David stated. “Our
transaction with Genoma satesithe fist two conditions since we have legally taken title to the shares
and we are free to repledge or sell the assets if we so choose. Hdveeagise Genoma is contractually
bound to repurchase the securities at the end of the contract, the third condition is viblasedhe
pledging transaction is not a purchase transaction.”

“Of course notWe agree that the securities were not acquired through an actual purchase. So why are
the securities recorded on our book&#ite persisted.

“SFAS 125 further states that certain assets acquired as collateral must still be recognized by the
acquiring companyAlthough we do not have absolute control over the stocks, since we are bound to give
them back, the new standard now demands that we record the value of securities received as a pledge for
our financing as an asset, and our obligation to return them as a ljailibyr balance sheet. In the eyes
of FASB, we still have enough control over the stocks to warrant recognition of the assets, accompanied
by disclosure that the stocks have been pledged by Genoma.”

“This is terrible!” Alice announced. “Recognizing the value of the stocks will wreak havoc on
our financial ratios. Our return-on-asseuiie will decrease by 4.4 percent (from 0.068 percent to 0.065
percent). Investors may assume that we are operating fiessngly since the total asset denominator in
that ratio will be infaited. More important]your liability shown in the balance sheet has increased by
almost 5 percent, causing current and potential investors to assume we have less |gjtiditg any
thing we can do to derecognize the securities?” she asked.

“I'm afraid not,” David replied cautiouslyOur contract with Genoma meets both of the standard’
conditions requiring recognition of the transferred assets by the lending company

“What conditions are thoseZlice inquired.

“The first condition is that the secured party (our company) is permitted by contract or custom to sell
or repledge the collaterathe second condition is that the borrowing comp&gnoma, is not entitled to
redeem or repurchase the collateral on short notice unless we agree to the repurchase. In other words,
Genoma can neither substitute other collateral for the stocks it has already pledged to us nor can Genoma
terminate the contract at willthe second condition prohibits Genoma from redeeming or repurchasing
the collateral on short notice should we pledge the stocks to anotheBmadyise our contract includes
these two conditions, we have enough control over the assets to record their value on our books,” David
reported.

Alice sat pensively for a moment. Sudderiigr face brightened. “Why ddnive simply alter our
contract with Genoma?” she declared.¢dbuld grant Genoma the nominal right to substitute securities
for the securities they have already pledged.”

*If collateral is transferred to the secured patig custodial arrangement is commonly referred to as a pledge. Secured parties
sometimes are permitted to sell or repledge (or otherwise transfer) collateral held under aAptaddang to the SKS 125,
the accounting for collateral by the debtor (or obligor) and the secured party depends on whether the secured party has taken
control over the collateral and on the rights and obligations that result from the collateral arrangement.



AICPA Case Development Program Case No. 8-11: New FRASBStatement, Let’Change the Contradil 3

“I'm sorry, but | dont see the advantage in doing that,” David said, looking puzzled. “If Genoma
substitutes securities that we have already repledged, that would hurt our covwipamyl have addi
tional costs to replace the securities. Essentially will not have the ability to repledge any similar
securities and that will increase our cost of obtainingrfting.”

“That’s true,”Alice replied. “Howeverwe could also alter the contract in such a way as to entitle
us to impose a severe penalty upon Genoma should they attempt to substitute sdtifiieancial
consequence of substituting could be so harsh as to certainly discourage Genoma from ever acting upon
this right. By changing the contract in this fashion, we will not be subject to the AB® standard.

We could then derecognize the securities because we would no longer featieee€ontrol over our
collateral securities Alice announced enthusiastically

“Changing the contract would be arfegtive loophole out of SKS 125 compliance,” David said
uneasily “But wouldn't that be . .well . . .unethicalVe are still maintaining the same amount of control
over the securities. It might be misleading to shareholders and creditors usingaaaiafi statements.

We maintain the right to pledge, sell, and otherwise tdfirafin the use of the securities. Dodghat right
require us to report the value of the assets on the balance sheet?”

“Ethics are important, but we have to keep our investors content. Recognition will force us to assume
a liability and will damage our ratios, which have alreadfesefl a great deal due to the state-wide reces
sion,” Alice said sternly

David was gripped with feaAs an accountant he was well aware of his duty to portrayrthedial
status of the company in the most honest and realistic light posé&#)eéhis immediate supervisor was
persuading him to “get around” &8B standardwhile he was not very sure if this action would violate
his duty he felt very uneasy

“There could be some legal repercussions if we carry out this plan,” David warnedréWwiot being
completely straightforward withrfancial statement users if we derecognize the assets.”

“There’s nothing to worry aboutAlice assured him. “\W have not violated anyASB standard. On
the contrarywe are in complete complianéehe SIAS mentioned nothing about allowing a penalty-free
substitution of the securities. Do you think Genoma will be receptive to new contract terms?”

“I'm confident that Genoma will be eager to support the chaftgeenew SAS also conftts with
Genomas interestsThe new standard forced Genoma to reclassify the securities as pledged collateral.
They are probably not anxious to call attention to the restrictions and limitations imposed upon-the secu
rities as a result of pledging,” David informed.her

“That’'s good news,Alice said cheerily“l will call our attorney this afternoon and ask him to -con
struct a draft of the new contract, including the changes regarding the terms of security substitution.”
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QUESTIONS

1. Consider the statement ohdéincial condition (balance sheet) and statements of operation (income
statement) for Sheridan Financial Corporation, provided in the next pages. Evaluafecthef e¢he
disclosure of “securities received under repurchase agreements,” and “obligation to return them.”
Speciftally answer the following questions:

¢ |n what statement can thefadft be observed?

 |s Ms. Halston right when she says that tharicial ratios of the corporation have been changed for
the worse? If so, is it a change in substance or in form?

» What other ratios have beeffiegtted by the change in thA&B statement? Do these changes provide
a better picture of the corporation or a worse picture?

2. Do you think that the change in the FORM of the contract to continue not to recognize “securities
received under repurchase agreements,” and “obligation to return them,” is appropriate? Is it legal?
Do you think that the change is unethical, as David implied?

3. If you were David, what would be younél decision?ould you go along witilice Halstons plan
to change the contract or would you try to continue reporting both the pledged securities and the obli
gation to return them?

4. There are at least two schools of thought regarding providing information to the market. One group
suggests that whether the company provides information regarding its contracts or not, the market
(and market players) is (are) sophisticated enough to recognize the underlying ecofeminaf &fe
contracts and cannot be fooleéthe other group suggests that the market and its players could be
fooled. Do you believe that the market value of tha fivould be dected by the inclusion or exelu
sion of the additional assets and additional liabilities as required by paragraph ¥&sof 2
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SHERIDAN FINANCIAL CORPORATION
STATEMENTS OF FINANCIAL CONDITION

(Dollars in thousands)

Assets:

Cash

Securities received under repurchase agreements

Investments held to maturity (market value of approximately $14,612
at September 30, 1998 and $14,613 at September 30, 1997)

Investments available for sale, at market

Mortgage-backed securities, held to maturity (market value of approximately

$10,946 at September 30, 1998 anil,$32 at September 30, 1997)
Mortgage-backed securities available for sale, at market
Loans receivable, net
Mortgage loans held for sale (market value of approximately $93,443
at September 30, 1998 and $105,980 at September 30, 1997)
Other interest earning assets
Office properties and equipment, net
Accrued interest receivable
Mortgage servicing rights
Prepaid expenses and other assets
Total Assets

Liabilities and Stockholder&quity

Liabilities:

Deposits

Obligation to return borrowed securities

Advances from Federal Home Loan Bank

Company obligated mandatorily redeemable trust preferred securities
of subsidiary trust holding solely junior subordinated deferrable
interest debentures of the Company

Interest payable (primarily on deposits and advances from Federal
Home Loan Bank)

Advance payments by borrowers for taxes and insurance

Accrued expenses and other liabilities

Total Liabilities

StockholdersEquity:

ClassA Common Stock, $.01 par valukuthorized shares — 30,000,000;

issued and outstanding shares — 13,923,022 at September 30, 1998 and

9,257,098 at September 30, 1997
Class B Common Stock, $.01 par valdethorized shares — 3,000,000;

issued and outstanding shares — 285,958 at September 30, 1998 and

275,685 at September 30, 1997
Additional paid-in capital
Retained earnings
Other accumulated comprehensive income, net of tax
Total stockholderstquity

Total liabilities and stockholdersquity

September30, September30,
1998 1997
(Unaudited)
$ 13,168 $ 10,571
130,000 -
14,497 14,494
8,168 10,166
10,882 11,352
84,403 108,919
2,579,433 1,661,381
92,224 104,342
63,098 33,599
8,682 7,371
22,743 16,261
5,030 4,783
20,813 18,582
$3,053,14: $2,001,821
$1,368,483 $1,082,329
130,000 -
1,261,466 671,484
116,000 116,000
5,770 3,844
6,434 10,688
19,373 17,853
$2,907,52¢ $1,902,198
139 92
3 3
131,149 86,679
13,632 11,988
692 861
145,61¢ 99,623
$3,053,14: $2,001,821
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SHERIDAN FINANCIAL CORPORATION
STATEMENTS OF OPERATION
(Dollars in thousands, except earnings per share)

YEAR ENDED SEPTEMBER 30,

(Unaudited)
1998 1997
Interest Income:
Interest and Fees on Loans $36,893 $16,616
Interest on Mortgage-Backed Securities 2,192 1,309
Interest on Shortdrm Investments 420 467
Interest and Dividends on Longeiim Investments and Other Earnissets 1,945 1,099
Total Interest Income 41,450 19,491
Interest Expense:
Interest on Deposits 17,584 8,882
Interest on Borrowings 11,591 3,505
Preferred Dividends ofrust Subsidiary 2,908 28
Total Interest Expense 32,083 12,415
Net Interest Income Before Provision for Loan Losses 9,367 7,076
Provision for Loan Losses 650 250
Net Interest IncomAfter Provision for Loan Losses 8,717 6,826
Non-Interest Income:
Service Fees, Net 452 575
Gain (loss) on Sale of Loans and Mortgage-Backed Securities 1,115 (12)
Other T 36
Total Non-Interest Income 1,644 600
Non-Interest Expenses:
Employee Compensation and Betsefi 2,480 1,915
Occupancy and Equipment 886 886
Insurance 255 361
Professional Fees — Legal aAdcounting 622 222
Other Operating Expenses 2,782 1,421
Total Non-Interest Expenses 7,025 4,805
Income Before Incom&axes and Preferred Stock Dividends 3,336 2,621
IncomeTaxes 1,361 1,022
Net Income Before Preferred Stock Dividends 1,975 1,599
Preferred Stock Dividends 332 672
Net IncomeAfter Preferred Stock Dividends $ 1,643 $ 927
Earnings Per Share
Basic $ 0.13 $ 0.14
Diluted $ 0.12 $ 0.13

WeightedAverage Number of Common Shafesumed Outstanding

During the Period:
Basic 13,012 6,807

Diluted 14,042 7,958
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DRAIN-A-GAIN, INC.

Keith A. Moreland, Associate Professor
The University of Michigan-Flint

Barbara A. Waddington, Assistant Professor
The University of Michigan-Flint

Thomas B. Lillie, Principal
Lewis & Knopf PC, Flint, Michigan

INTRODUCTION

Trevor Andrews has been employed as a staff accountant by Murawa & Company, CPAs for slightly more
than one year. He has worked on a variety of small and medium-sized manufacturing and service com-
panies during that time. He recently learned of his next audit assignment — Drain-A-Gain, Inc., which
operates in a unique industry.

BACKGROUND ON DRAIN-A-GAIN

Drain-A-Gain provides sewer and drain cleaning services to residential and commercial customers. Pete
Craigson started the company 25 years ago in Peoria, lllinois and subsequently opened operations in
Moline, Rockford, and Springfield. Each of these areas is served by a small office employing a group of
drain cleaners, customer service representatives, and dispatchers.

Drain-A-Gain has been consistently profitable over that period. Mr. Craigson attributes the company’s
success to the inherent demand for the service and Drain-A-Gain’s market strength. In his view, it is a
simple truism that drains become clogged and need to be cleared. Through advertising and by focusing on
fast, reliable service, Drain-A-Gain has been able to build strong name recognition and a solid reputation
for service quality over the years.

TREVOR'S ASSIGNMENTS ON THE AUDIT

Trevor’s assignments on this audit include substantive tests of sales and cash receipts, payroll, and other
operating expenses. His audit objectives generally relate to testing the validity (existence), completeness,

and accuracy of these recorded amounts. For the most part, Trevor will examine documents and records
related to these transactions and perform analytical review procedures. Because revenues and service
employee wages are closely related and recorded in the same records (e.g., weekly activity reports

discussed below), most of this testing is performed simultaneously.

Copyright 1999 by the American Institute of Certified Public Accountants (AICBAgs developed and distributed under the AICPA Case
Development Program are intended for use in higher education for instructional purposes antyare not for application in practice.
Permission is granted to photocopy any case(s) for classroom teaching purposes only. All other rights are reserved. ThighatCPA ne
approves nor endorses this case or any solution provided herein or subsequently developed.



AICPA Case Development Program Case No. 8-12: Drain-A-Gain, Inc. O 2

TREVOR’S DISCUSSIONSWITH CLIENT PERSONNELAND REVIEW
OF WORKING PAPERS

In discussions with client personnel and reviewing the internal control and audit planning working papers
from this and the prior yearaudits,Trevor learned the following about Drain-A-Gardperations:

Potential customers call and describe their situation to an hourlyepsidmer sefice representative
(CSR). Every call is listed in a phone log.

The CSR informs the potential customer of the services Drain-A-Gé@msofnd its guarantees

for prompt (within two hours) and high quality servidde promptness guarantee is backed up by a

10 percent discount if the service employee arrives up to one hour late and a 30 percent discount
if more than one hour lat&he quality guarantee is backed up by a promise to retum amyi related
problems that re-occur within 90 days.

If the CSR verbally “closes” the sale, the customer is informed of the pricing structure and terms of pay
ment (cash, credit card, or check for commercial customers without established credit and for all
residential customers). Job information, including the time of the customer call and promised arrival
time, is inputted into the cliest'sales system and a job ticket is prinfedhourly-rate dispatcher then

assigns the job to the “next available” service employee (generally via cellular phone or two-way radio).

The assigned service employee performs the job and bills/settles the account with the customer as
described abovelhe billed amount would also include any drain cleaning products that the service
employee may have also sold to the customer

The service employee phones thiéoaf at the completion of the job, and reports the type of job, revenue,
and form of payment to the dispatchEhis information is recorded in the Sales Jourmhke service
employee then receives the next job assignment from the dispdittes end of the dayhe service
employee submits all cash, checks, credit card receipts, and sales invoices to the accountant (or dis
patcher in small dftes where one person serves both rolls).

At the end of each day the accountant reconciles the information recorded in the Sales Journal to the
invoices and payments received from the service employees and resolvesaaenatis The sales
information is sent daily to the mainfiak.

Within a few days after a completed job, a “service courtesy call” is made to ask for the cisstomer
perception of the comparsyperformance. Customers are asked to rate overall service quality as “very
good,” “good,” “fair,” or “poor” and then are questioned regarding speitéims they liked and did not

like about Drain-A-Gairs services. Information received from the customer is recorded in a “customer
comment log.”

Most service employees are compensated on a “commission” Basysteceive compensation equal to

42 percent of revenues generated, broken down into two compoHeeds. are commission wages €on

sisting of 30 percent of revenue generated and a tax-free expense reimbursement of 12 percent of
revenue generated. If a customer receives a “promptness” or mail-insert coupon discount, the service
employee receives 42 percent on the non-discounted price, so long as the actions of the service employee
did not cause the “promptness” discount.

Employees pay virtually all of their own business expenses. Key employee business expenses include
the cost of owning and operating the service vehicle, tools, and uniforms.

Service employees also receive a 15 percent commission on sales of any drain cleaning products.

The sales and payroll reporting system generates weekly activity reports, which summarize revenues
generated and compensation for each employee fiog dby dayand company-wide.
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e Advertising is a key non-employee-compensation operating exp¥eew Pages directories are
the primary advertising medium. Recentlyy Peoria and Rockfordyellow Pages advertising
costs increased because compeVatiow Pages directories have egenl. CurrentlyDrain-A-Gain is
placing ads in both competing directories in order to ensure that name visibility to all prospective
customers. Other advertising dollars are spent on billboards and “mail box ins§eeddcus of the
advertising message in all media is fast service (within two hours) and guaranteed quality of service.

THE PRE-AUDIT PLANNING MEETING

Trevor was fortunate to be invited to attend the pre-audit meeting witiCidigson, the Drain-A-Gain
president; Simon Kellythe Murawa partner; and Brad Stephens, the Murawa mariageng this
meeting,Trevor listened to MrCraigson re-articulate Drain-A-Gasnbusiness strateght was apparent
that Mr. Craigson was very proud of his compatie service it provides to customers, and the treatment
of its employees.

Drain-A-Gain competes on the basis of qualigliability, and timeliness of service, as.Miraigson
believes that customers insist on these service attributes. F-ingheelieves that price is not a key issue
if these attributes are provided because most customers simply want a messy problem solvetiguickly
often refers to the “dinner party with the boss mentality” where the stereotypical customer has a clogged
drain at 4:00 and a dinner party scheduled at 8:00. Customers are concerned less with cost than with “How
fast can you get here?”

Mr. Craigson emphasized the importance of training both CSRs and service employees. He believes
the company programs ably instruct CSRs on how to obtain a commitment from the customer (close
a sale) by being informative about the service to be provided. Service employee training, which is
primarily on-the-job with an experienced employee, is directed at having the new employee running inde
pendently within three weeksThis focus on knowledgeable, well-trained employees enables
Drain-A-Gain to gain high customer satisfaction.

In addition, Mr Craigson believes that service employees are motivated by money and that Drain-A-
Gain can maximize the compensation it is able to pay service employees when pay is tied to output (jobs
performed and revenue generatéd$o, Mr. Craigson talked about the importance of personal responsi
bility and taking pride in one’ work, which he believes is refted in the compars’approach to
compensation and warranty work. For example, if a problem re-occurs during the warranty period, the
employee who originally performed the job either (1) is responsible for returning to solve the problem, or
if not available, (2) transfers the commission to the employee who performs the “re-Wuk,"service
employees are directly responsible for the quality of their work.

Finally, Mr. Craigson mentioned that growth without an acquisition fecdif. The Company is in the
top two in size in each of its four markets. Increasing market share in these four metropolitan areas has
become increasingly di€ult. Furthey none of these cities is growing rapidije stated that he always is
willing to seriously consider expansion into other medium-sized Midwestern cities.

NEW ASSURANCE SERVICES

Recently Trevor has heard a lot about new assurance services. Murawa & Companyeitiénsiness
performance measurement assurance services as a potential growth area ifor. ffrevior recently
attended a two-day workshop where fstfcountants received guidance on analyzing cliewingial
statements from a business perspective. Participants were encouraged to commit tirf@tahdief
“routine” compliance-type engagements to activities that enabled them to obtain a good understanding of
the clients business, its strategies, and procesgas, it is hoped, will enable Murawa & Company to
provide business measurement services to many of its clients.
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GENERAL QUESTIONS ONASSURANCE SERVICES

[These general questions are based, to a great extent, on the primary references listed in the bibliography
above.]

1. Define assurance services that might be performed byAal@éntify three types of these services.

2. Why do you think thémerican Institute of C&s has placed signdant emphasis on developingA&P
abilities to perform assurance services?

3.In general, describe the advantages and challenges Agri@xpanding into assurance services from
traditional audit, accounting and tax services?

4. Describe business performance measurement assurance services. Compare and contrast these services
to traditional audit and review services.

5. Performance measurement systems in clientsfiwill vary greatly in the degree of sophistication.
Describe the nature of services that?A€Ran perform for clientriins that have/do not have perfor
mance measurement systems.

6. In an engagement to develop, improve, and/or report on a sltamnginess performance measurement
system, identifiation of key performance measures is crucial. Describe the steps thatAttendCP
client might go through to identify these performance measwhbat would you expect the specifi
role of the CR to be (e.g.ijdentifier and designeof business measurement system vefaositator
of the process involving client personnel)? Explain.

7. To be an déctive consultant and to provide business measurement services AttreuSPknow the
client’s businessWhat actions may a staéiccountant working in a @Pfirm take to gain an under
standing of the clientriin’s operation, industry and environment?
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8.

CPAs who perform audits of Hancial statements need to be miefit in accounting andrfancial
reporting and in the processes of testing and attest®floait proftiencies must a @erforming per
formance measurement assurance services possess?

QUESTIONS RELATED TO DRAIN-A-GAIN

1.

Based on the information th@tevor gathered in the pre-audit meeting and review of the working
papers, describe Drain-A-Gasnbusiness strategy and keys to its operating success.

For each of following key business areas, identify smenifasures of activities that will contribute
to successful execution of Drain-A-Ganstrategy and thus would be included in the performance
measurement system.

e Service QualityTimeliness, and Quantity
Advertising, Marketing, and Sales
Production Output

Growth/Expansion of the Business
Personnel/Human Resource Management

Data collection is a key component of any performance measurement ssteme that Drain-A-

Gain wants to collect data about théigsicy of the alternativ&¥ellow Pages directories and other
advertising media. Howevethey are concerned that customers may become annoyed by questions
from CSRs about how they became aware of Drain-A-Gain.

(a) Devise a plan for Drain-A-Gain to collect information about the advertising source of each poten
tial customer phone call without making direct inquiry of the customer

(b) What factors should Drain-A-Gain consider before implementing such a plan?
(c) How would information on advertising medidiefcy be used?

. Assume that the percentage of customer calls turned into a sales ordeféctaree€ourteous manner

has been identdd as the most important performance measure for customer service representatives.
Identify how CSRs currently are compensated and Yrikflelop an alternative compensation scheme
that may be more aligned with managengntain objective for these employees.

. Draft a letter to MrCraigson at Drain-A-Gain proposing services to develop a business measurement

systemThe letter should make reference to the genesis of the idea to propose these services (the audit),
a description of your understanding of Drain-A-Gsioperating strategg description of the services

to be performed (with a few examples), the extent of client involvement in the project, and the benefi
that Drain-A-Gain can expedt/ith regard to the last point, the proposal letter should be responsive to
items the client (MrCraigson) believes are important to Drain-A-Gasuccess by suggesting perfor

mance measures directly related to those items. (Whalizéd, the letter would be signed by Simon

Kelly, the Murawa & Company partngr

Questions 6 through 9 refer to gathering data and constructing performance measures for Drain-A-Gain,
using a relational database.

6.

Drain-A-Gain currently has a computerized general ledger system to caolkeatiél information and
separate systems to collect operational information. Implementing performance measures will greatly
increase the amount of operational information Drain-A-Gain needs to collect. Discuss the advantages
and disadvantages of extending the separate collection of operating information versus implementing a
relational database that would collect all information in one common system.

. lIdentify the major events that occur in Drain-A-Gairesidential drain cleaning business (Hiritere

are no accounts receivable). Use the Event-Relationship format or other database approach to diagram
the revenue cycle. Next, suppose that two of the most important performance measureslidgntifi
top management afalesAbility andSewrice Quality Sales ability is measured by the percent of calls
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turned into sales by a customer service representative. Service quality is measured by the percent
of jobs that require rework and phone survey information that rates overall service quality as very
good, good, fair or poo¥What information should be collected in the database to enable management
to analyze these major performance measures?

8. Drain-A-Gain is a 24-hour a day business. Management schedules employees on an ad hoc basis
(scheduling more customer service representatives, dispatchers and service employees when they
believe they are typically busier). How could the information gathered in the database for question 7
above be used to enhance the scheduling process?

9. Referring to question 3, how could you implement your advertising plan in a database structure?
Be sure to include how you wouldgamize the information to compare costs of advertising per source.
Also, suppose the marketing manager thinks there may be a price war in certain markets. How could
you link the database tafi information that may help answer this question?
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