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restricted trust. Many derivatives contracts have a clause that an entity
might have to actually post collateral by transferring some of its liquid
assets into a restricted trust to protect the provider of the derivative!
Such a requirement can arise for a vari- ety of reasons, including
interest rate fluctuations or if the credit standing of the organization
declines. These clauses protect the other party in the derivatives
contract, so it can be a startling surprise for your entity if this were to
occur. In today’s economy, this isn’t unusual.

CFOs and controllers don’t have to be derivatives experts, but they
do have to know the risks. The four most common risks —two of which
I already mentioned —are:

1. Counterparty/credit risk: The entity on the other side of the
transaction is unable to fulfill its obligation.

2. Basis risk: The interest rate that an entity is trying to hedge
doesn’t track exactly with the derivative, so the entity may not get the
full benefit that it’s anticipating.

3. Termination risk: Under certain circumstances, the counterparty
may be able to terminate the swap when you need it most. It’s important
to understand the termination conditions and how the termination costs
will be calculated.

4. Credit downgrades. There are consequences of a credit
downgrade or default of either party.

These four risks illustrate the need for a derivatives policy, the
primary component of which would require hiring a qualified
derivatives advisor. You can find a qualified derivatives advisor
by issuing a request for proposal (RFP) asking for professional
qualifications, experience, and a list of their prior and current clients.
When hiring an advisor, don’t seek the opinion of their underwriter or
banker —they aren’t independent parties.

ELEMENTSOFA POLICY

A basic derivatives policy should address several situations:

1. To avoid potential conflicts of interest, the policy should specify
that the organization’s banker or under- writer should not also be the
financial advisor on the derivatives transaction. Unbelievably, there are
some derivatives policies that specifically state that the deriva- tive
provider must be the underwriter. Obviously, the underwriter must
have had significant influence in the drafting!

2. The derivatives policy should specify how the company will
acquire the derivative, including options such as negotiated bids,
competitive bids, or a combination of the two. Many see the current
pricing of derivatives as a bit of a proverbial black box (not easily
understood). A new development that should assist in this process will
result from Section 721-774 of the Dodd-Frank Act, which gives the
Commodity Futures Trading Commission (CFTC) or the Securities
& Exchange Commission (SEC) authority to determine which swaps
must be cleared through a registered clearinghouse. Ideally, as a
consequence, this will result in more transparent pricing of derivatives
and facilitate the monitoring of systemic risk.

3. Termination terms include the circumstances under which either
party can terminate the derivative and how to calculate the termination

payment. There should be a stipulation that an independent third party
calculates the termination cost.

4. If either or both parties have unsatisfactory credit ratings, there
may be a need for marketable securities to be posted as collateral with
a third party to help ensure the performance of the swap contract terms.
To minimize credit risk, the parties to the contract should have to post
collateral with a third party. This clause should also address potential
subsequent downgrades in credit ratings. Is the posting of collateral
something that the orga- nization is financially capable of doing?
Furthermore, how might this impact operations?

5. When performing due diligence, the organization should research
whether a swap provider is currently or has formerly been involved in
swap-related litigation.

6. Prior to entering into the swap, the organization should attempt
to determine if the risks associated with this transaction will adversely
affect its ability to issue additional debt or its credit rating.

7. The policy should state that derivatives can only be used for risk
management (hedging) purposes and not, for example, speculating on
interest rate movements.

8. Entering into a derivatives transaction is a material contractual
obligation that the governing board of directors or a finance
subcommittee should vote on. Unless management is experienced
in the derivatives area, the company should hire a qualified and
independent financial advisor to evaluate the financial and legal aspects
of the derivative proposals.

9. The independent financial advisor should provide a written report
thoroughly informing the governing body of the risks associated with
issuing derivatives and then, if possible, quantify the organization’s
financial exposure based on these potential risks.

CONSTANTLY EVOLVING

While the Dodd-Frank financial reform legislation creates a
division within the Federal Reserve designed to protect consumers,
it isn’t a substitute for individual and organi- zational prudence and
due diligence. The Dodd-Frank Act increases the transparency of
complex financial products, including the oversight of swaps and other
derivatives, for example, but many changes in this law won’t be fully
enacted until 2015.

Entering into these contracts should never be done lightly. A sound
derivatives policy should be in place to protect an organization, and it
should be updated periodically to keep pace with new and increasingly
complex, constantly evolving financial instruments. @ SF

* Ann Galligan Kelley, CPA, isan associate professor of accountancy and the
director of the Business Sudies Program at Providence College in Providence,
R.I. You can reach Ann at (401) 865-2656 or akelley@providence.edu.
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had to do. They fell for Wall Street’s oblique financial vehicles, and in  hospitals, and corporations have suffered a similar fate when they
2009 Harvard paid $497.6 million to investment banks to terminate an  terminated their swaps, though likely on a smaller scale. Investment
interest rate swap on $1.1 billion of debtan effective penalty or interest ~ bankers can present a swap as a terrific solution, but swaps can be
rate of nearly 50%. In addition, Harvard agreed to pay $425 million to  difficult and expensive to terminate.

offset an additional $764 million in swaps over a period of 30-40 years. It also pays to read the fine print. If you don’t, you might have to tell
Harvard University wasn’t alone in suffering this fate. Many colleges,  senior management that you have to place cash and investments in a
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2. Interest rate caps can limit exposure to interest rate volatility.
For example, an organization with variable rate debt may be willing
to tolerate interest rate increases up to a certain level or believe that
interest rates will remain low. But the organization may want to limit
its interest rate risk by purchasing an interest rate cap, which ensures
that the organization won’t pay an interest rate exceeding the rate
prescribed in the cap.

3. Basis swaps manage or change the “basis” on which variable
interest rates are calculated. These are more commonly associated
with revenue bonds where an organization’s income may depend
on a particular interest rate index, yet the debt the organization has
issued is based on a different index. For example, if revenues are
based on the prime interest rate but the inter- est expense that must
be paid is a function of London Interbank Offered Rate (LIBOR), and
the traditional correlations between these two indices digress, a basis
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swap will protect the entity from market dislocations. Companies use
LIBOR to determine the price of many financial derivatives, including
interest rate swaps. This is the average short-term deposit rate that
banks participating in the London money market exchange offer each
other.

4. Rate locks are based on interest rate swaps and used to hedge,
or “lock in,” an interest rate for an upcoming bond issue. These are
really nothing more than institutional versions of an interest rate lock
fee that someone might pay to lock in an interest rate when applying
for a home mortgage.

THE RISKS

Would you want to have to go to senior management to tell them that
you had to pay millions of dollars to ter- minate an existing derivatives
contract? That’s exactly what Harvard University financial managers
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Why a good

derivatives policy
could protect your job

BY ANN GALLIGAN KELLEY, CPA

Warren Buffett describes derivatives
as “instruments of mass destruction.”

With this warning from Buffett, don’t be lulled into
complacency by the recently approved 2,315-page Dodd-
Frank Wall Street Reform and Consumer Protection Act.
Thislegislationstrivestoincrease the transparencyinthe
pricing and trading of derivatives. CFOs and controllers,
however, should still ensure that their organization has
a comprehensive, up-to-date derivatives policy to not
only protect the organization from derivative risks,
but also the CFOs and controllers from criticism for not
adequately informing management of the unforeseen
risks.

Even if your organization doesn’t use derivatives
currently, it’s your responsibility as a financial manager
to know the risks and advantages of having a compre-
hensive derivatives policy in place. Your organization
will then be prepared when the next Wall Street
investment banker proposes the next exotic product to

8 seruycwrne e

senior management using derivatives.

WHY ARE ORGANIZATIONSUSING DERIVATIVES?

Companies use derivatives in a number of ways. For the most part,
they can be beneficial when used correctly. The next time you fly
Southwest Airlines, the fuel for that jet may have been hedged using
futures contracts, a type of derivative. Hence, when you bought your
ticket six months in advance, Southwest wasn’t at risk if fuel prices
spiked upward. Derivatives can also help a farmer who wants to lock
in a price for his crop while it’s still in the field and not risk taking a
lower price when the crop goes to market.

Many companies are now using derivatives to convert variable
rate debt to fixed rate debt to lock in the existing low interest rates.
Companies are also using interest rate caps to limit exposure to
potential interest rate volatility. Interest rate swaps have been around
for years and are actually quite prevalent in the governmental and non-
profit world. According to the Bank for International Settlements’

June 2010 report, “The total notional value of interest rate derivatives
including swaps reached nearly $450 trillion as of June 30, 2010.”
Although management should be aware of all facts, entities often enter
into these longterm risky contracts without fully understanding the
potential risks and implications. That’s why it’s important that policies
and procedures be in place before even considering derivatives.

The most common types of interest rate derivatives include interest
rate swaps, interest rate caps, basis swaps, and rate locks. Let’s take a
look at each type.

1. Interest rate swaps synthetically convert variable rate debt to
fixed rate and vice versa. For example, if a university can efficiently
issue variable rate debt but would prefer not to be exposed to potential
future interest rate increases, the university could enter into an interest
rate swap with another group, called a counterparty, to effectively
convert its variable rate debt to “synthetic” fixed rate debt.




i.e., close the loop. Does the incentive produce the desired results? In
particular, did customer service improve; i.e., did returns decrease by
5%? If so, the control system functioned appropriately. If not, what
modifications need to be made? Perhaps a 5% reduction in returns
isn’t possible or the bonus wasn’t large enough to incentivize the
employees. Closing the loop with an evaluation of the results is crucial
for the long-term efficacy of management control systems.

Corporate Governance: A Necessity

The customer service example focuses on result controls, but result
controls alone aren’t sufficient to align the interests of employees with
those of other organizational stakeholders. High-quality corporate
governance helps assure shareholders that executives make choices
to maximize owners’ interests when creating management control
systems. Further, for management control systems to work efficiently,
it’s necessary for the board of directors to be actively involved in
establishing the tone and culture of the organization through strong
corporate governance practices.

For example, Kinross, a global mining company founded in 1993,
clearly states that its board of directors is “ultimately responsible for
the supervision and coaching of the management...[and] should have
responsibility for the selection, appointment, monitoring, evaluation
and, if necessary, the replacement of CEO and other executives.” The
board also ensures that the “CEO and executives cre- ate and maintain
a culture of integrity throughout the Kinross organization.” Academic
accounting research sug- gests that strong leadership, starting with
the board of directors, can improve the alignment of the goals of
stakeholders and workers as mentioned in Kinross’s statement (see
Figure 2).

Three themes seem to be particularly important for establishing
strong boards of directors and, thus, good corporate governance and
management control systems:

1. The independence of the board, 2. The attentiveness of the board,
and 3. The quality of the audit committee.

Independence of the Board: The independence of the board of
directors (based on both the number and percentage of independent
members) is improved if the board is composed of members outside
the management of the organization. Further, separating the chairman
of the board and the chief executive officer improves the ability
of the board to act in the best interests of external stakeholders. In
general, boards that are more independent are tied to higher-quality
earnings, more-thorough disclosures about strategic information, and
additional details regarding executive compensation practices. These
results likely are attrib- utable to the willingness of independent board
members to scrutinize the results of the organization and consider
alterna- tive modes of operation.

figure 2: Aligning Stakeholder Goals

SHAREHOLDERS/OWNERS
TOP EXECUTIVE OFFICERS
MANAGERS/EMPLOYEES

Attentivenessof the Boar d: Boards that are more active set the tone
for the orga- nization. Perhaps by meeting more frequently, the internal
management of the organization receives the message that someone
is monitoring its activities and will act to prevent abuses. Board
attentiveness is generally measured by the number of board meetings
held per year. It’s reasonable that a board that meets more fre- quently
is more engaged. This increased engagement may allow the board to
bring new insights to the management of the firm. Research by Nikos
Vafeas published in the Journal of Financial Economics documented
that an increase in the frequency of board meetings improved firm
operating performance.

Quality of the Audit Committee: The quality of the audit
committee is crucial to maintaining an environment of corporate
control. For example, the audit committee for Coca-Cola Enterprises
is in charge of oversight of the Enterprise Risk Management process
that monitors and manages key business risks. Three characteristics
are important to improve the quality of the audit committee:

O Independence, O Expertise, and O Diligence or involvement
in monitoring. The percentage of outside directors on the
committeegenerally represents the independence of the audit
committee. Professional certification in accounting or finance or
previous employment experience in accounting or finance denote
financial expertise. Further, it’s important that an audit committee
meet frequently so it can continually monitor the activities of the
organization and be alerted to potential problem behaviors. Finally,
the size of the audit committee is important as well. Perhaps larger
committees are more effective because they have more members to
think about potential corporate governance problems.

It’s critical for the executives, management, and employees to
understand that the board’s primary focus is ensuring investors’
interests. According to Merchant and Van der Stede, good
governance—and, thus, management control systems—“depend
on managers building a culture of integrity that involves an open
and candid rela- tionship with their engaged and supportive, but
challenging, boards.” Independent boards that are involved regularly
and are willing to challengemanagement establish the groundwork for
the entire organization.

Following the ideas of agency theory, management control
systems and corporate governance mechanisms developed to align
the behaviors of employees and management to the interests of
shareholders. Gabrielle O’Donovan addressed this in the 2003 article
“A Board Culture of Corporate Governance” in Corporate Governance
International Journal. She defined corporate governance as “an
internal system encompassing policies, processes and people, which
serves the needs of shareholders and other stakeholders, by directing
and controlling management activities with good business savvy,
objectivity and integrity.” This definition implies that management
control systems and the overriding governance systems shouldn’t only
direct the activities of the employees but should also result in good
business practices to meet the goals of all stakeholders. @ s

* Rebecca Toppe Shortridge, CPA, Ph.D., is the Gaylen and Joanne Larson
Professor of Accountancy at Northern llinois University. You can reach her at
shortridge@niu.edu.

* Shaokun Carol Yu, CPA, Ph.D., isan assistant professor of accountancy at
Northern Illinois University and a member of the Chicago Chapter of IMA®.
You can contact her at shaokunyu@niu.edu.
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2. Developing systems to encourage compliance with the desired
results, and

3. Evaluating the results and taking actions, if needed, to improve
performance.

Identify the Goal: Arguably the most important starting point for
achieving organizational success is identifying what the organization
is trying to achieve and then clearly expressing that goal to the team.
Without an understanding of the objective, it’s impossible to develop
a strategy or management control system to achieve the objective.
It’s also important for the goal to evolve over time as the business
objectives change. In the case of the tomato farm, the goal was to
harvest tomatoes so that 75% were consumable. As another example,
IBM originally focused on producing mainframe computers. This
goal was communicated to the public and to employees, and Big Blue
developed a tremendous reputation. But with advances in technology,
including the advent of desktop computers, IBM started losing out to
its competitors. Eventually, the organization realized that it need- ed to
change its strategy and convey the new approach from the top down to
continue to thrive as a highquality organization.

Encour age Compliance: While clearly defining the goal is critical,
developing systems to encourage achievement of the goal usually
poses the most significant challenge. In a 1999 Fortune magazine
article titled “Why CEOs Fail,” Ram Charan and Geoffrey Colvin
documented that 70% of corporate failures occur because of poor
execution, not because of bad strategy. Management control systems
are important to successful execution of goals.

According to Management Control Systems: Performance
Measurement, Evaluation and Incentives by Kenneth Merchant and
Wim Van der Stede, result controls (which tend to be preventative
in nature) may be appropriate for encouraging compliance. If
designed well, result controls define the owners’ and managements’
expectations of employees and encourage employees to achieve the
desired outcome. Result controls are focused on motivating employees
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to perform. In the tomato example, paying workers by the number
of tomatoes harvested is a result control. For result controls to be
effective, the desired outcome has to be defined clearly.

Evaluate the System: The final process involves closing the loop
by evaluating the results of the organization and modifying the control
system, if necessary, to improve organizational results going forward.
Specifically, leaders of entities must assess if the control systems were
effective at obtaining the desired results. In the case of the tomato farm,
the owner might ask if the tomato harvest met expectations. A more
general question might be, “Did the company meet its profit forecast?”
If the answer is “no,” management needs to examine why the goals
weren’t met. Perhaps the tomato harvest was unsuccessful because of
weather, or perhaps it was unsuccessful because the workers didn’t
apply themselves diligently. In the latter case, how can the result
control be modified to maximize effort going forward?

A Key Components Example

As an illustration of the components of the control system and the
evaluation process, suppose that an organi- zation wants to improve
customer service. Improving customer service can be interpreted
many ways and is dif- ficult to measure. It’s important, therefore, for
management to explicitly define what it means by improving customer
service and how it will measure improvement. For example, it probably
isn’t enough to assess an improvement in customer service by broadly
asking cus- tomers what they feel. Their feelings are difficult to
measure. But if improving customer service is defined as reducing the
number of products returned, an improve- ment in customer service can
be measured directly. After defining the goal clearly, the organization
should develop relevant targets and rewards. If the number of returns
declines by 5%, all employees involved could receive a bonus. This
incentive plan encourages employees to comply with organizational
goals by rewarding them for achieving a specific target.

As a final step, management should evaluate the incentive system,



effort put forth performing labor-intensive tasks. Thus, the workers
realize that they receive 10 $ per hour regardless of their level of effort
and decide to move slowly and take frequent breaks; after all, there’s
no incentive to work at a brisk pace. How could the farmer prevent this
problem? Perhaps it can be solved simply by telling the workers what’s
expected of them. After the farmer explains his expectations clearly,
the productivity of the workers improves for a short time.

Despite the fact that the farmer clearly conveyed his expectations to
the employees, however, they still seem to move slowly.

The farmer decides to pay the workers based on the number of
tomatoes harvested, giving the workers an incentive to work efficiently.
By utilizing a piecemeal rate, the owner provides an incentive for the
workers to harvest more tomatoes and thus improve the owner’s value.

Even in this simple environment, it’s difficult to write a contract
that induces employees to act in the owner’s best interests. Because
the workers are paid based on the number of tomatoes harvested, they
have an incentive to pick rotten tomatoes and tomatoes that aren’t
ripe. This behavior is again in conflict with the farmer’s best inter-
ests because he prefers that the tomatoes that aren’t ripe remain on the
vine until they are usable. The owner might revisit the initial incentive
contract by relying on accounting data. For example, the owner could
use accounting information to determine that he wil%I earn a sufficient
profit if 75% of the tomatoes harvested by workers are usable. Thus, the
owner amends the contract to include an incentive based on workers
harvesting a certain number of tomatoes that are picked appropriately.

Figure 1: Components of Management Control Systems
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Components of Control Systems

The discussion of the tomato farm highlights three critical
components of management control systems (see Figure 1):

1. dentifying the goal(s) of the organization and conveying it to
management and workers,
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The Evolution and Growth of
Corporate Control Systems

BY REBECCA TOPPE SHORTRIDGE, CPA, AND SHAOKUN CAROL YU, CPA

The roots of control systems, including corporate governance and management control,
stretch back hundreds of years to the move from agrarian societies to industrial
economies. Today, control systems might be defined as a group of principles and
processes that result in an environment that encourages executives, managers, and
employees to focus on value creation for company owners and other stakeholders.
Gaining an appreciation of the origins of these systems through simple examples
illustrates the importance of these practices to even the most basic organizational
structures and points out a critical link to modern corporate governance. Regardless
of the complexity of the organization or product, a few keys are critical to establishing
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effective controls.

need for control systems grew out of corporations
e that allowed owners to be separated from the
operations of the businesses they owned. When

commerce systems first started to evolve, they primarily involved
laborers who became efficient at producing specific products. Laborers
traded their wares with others, frequently relying on bartering. As
economies grew and technology evolved, organizations developed that
used large numbers of workers and mass production systems. Owners
of such organizations couldn’t observe the actions of management
and other employees directly, which resulted in conflicts between
the owners’ desires to maximize wealth and the employees’ desires
to fulfill their individual needs. Therefore, contracts between owners
and employees became necessary. But establishing contracts for each
manager, worker, and supplier was burdensome. Ultimately, firms
emerged when owners entered into several contracts to form a system
of relationships under their direction, reducing the need to continually
negotiate new contracts and resulting in a more efficient business
world.

A Simple Example

Increased efficiency led to new problems as the decisionmaking
rights of management and employees expanded and owners
increasingly became removed from the dayto-day activities of the
business. As a simple example, assume a tomato farmer owns and
farms one small field. Because the business is small, the farmer plows
the field, plants the crops, tends the crops, and harvests the tomatoes
when they are ripe. The farmer’s profits are primarily dependent on his
work ethic and knowledge of tomatoes, so he works diligently. As time
passes, the farmer learns the key to producing tomatoes efficiently.
Because he has an entrepreneurial spirit, the farmer decides that he
can increase his profits by buying additional fields and hiring workers
to perform labor-intensive tasks. The farmer purchases four additional
fields and agrees to pay each worker 10 $ an hour. The farmer believes
that most people have a strong work ethic, so he freely moves around
all of the fields without overseeing the day-to-day operations.

The workers are interested in maximizing their wealth. Under a-
10$ per-hour pay structure, this might not include maximizing the




Improvement:
Continuous Quest

has been on a
quest for continu-
ous improvement

of its performance to keep up and interact with devel-
opments facing the profession, both locally and inter-
nationally. The recent transformation of the (SOCPA)
fellowship exam of paper/pencil to computer-based
exam is a testimony to this quest. The implementa-
tion of the computer-based exam which took place last
month was very successful. This implementation is the
first that has been taken by an accounting association
in the Arab world and is consistent with the practice
applied by world’s leading professional associations.
In the context of the process of continuous improve-
ment, SOCPA currently reviews
the (CPA) Regulations in light
of the experience over the past
twenty years in order to build on
strengths and avoid weaknesses.
SOCPA also has asked its mem-
bers to present their suggestions
in this area. Proposals on (CPA)
Regulations will be then raised to
the relevant authorities. Dr. Ahmad
Almeghames

It is apparent that the quest of im-
provement has become a neces- Secretary General
sity, not luxury especially in light

of the today’s fast changing and

dynamic business environment.
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