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RISK-REPORTING IMPROVEMENT OPPORTUNITIES

The results of our study suggest that there are a number of opportunities
to improve the nature and extent of risk information provided to
the board. Without the information they need and desire, boards
are left to sort through a series of reports and try to make educated
predictions about the risks. We asked board members to identify the
types of information that they need to perform their oversight role.
As Figure 5 shows, 70% reported it would be either extremely or very
beneficial to receive more information about strategic business risks.
By comparison, only 30% reported that it would be either extremely
or very beneficial to receive more information about compliance risks.
These results further suggest the need to integrate business strategies
into the risk management process.

In addition, more than 50% of the respondents believe more information
about emerging risks, risk impact, risk response, or risk likelihood
would be very or extremely beneficial. These responses suggest that
boards desire more information that will help them understand the
significant organizational risks and related responses.

Pressure on the boards of directors of publicly traded companies
to perform increased oversight in the area of risk management will
continue to rise. Boards and senior management should become
more proactive in asserting the board’s role for ERM oversight and
determining the appropriate risk-reporting information. Our study
examined the current status of risk management—specifically,
how companies report risk information to the board. Using the four
components of COSO’s Strengthening Enterprise Risk Management
for Strategic Advantage as a framework for the study, we found that
there is significant opportunity to strengthen risk management and

Figure 5 Risk Reporting Improvement Opportunities
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the linkage to organizational strategy. Overall, the results suggest that
boards do not receive sufficient information about risk management
processes and residual risk exposures to effectively and efficiently
perform their oversight duties as stakeholders expect. Interestingly, the
respondents’ collective perceptions suggest that many boards possibly
are not fully aware of what they “do not know.” Accordingly, there
is a great opportunity for risk managers to continue evolving ERM
processes to help boards perform their oversight role more effectively.e
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One challenge in developing a portfolio perspective of risks is that
each business segment may have different approaches to defining and
measuring risks that suit their individual business models but inhibit
ERM. Refining risk management processes and consistency in applying
across business units should enable organizations to report on a more
integrated set of risks. Similarly, integrating risk reporting across risk
types, such as strategic risks, operational risks, or compliance risks,
ensures that resources are distributed properly and helps boards
understand the interconnectivity of risks across risk types (e.g.,
strategic risks often correlate with operational or compliance risks).

COSO ITEM 1V: BE APPRISED

OF THE MOST SIGNIFICANT RISKS

Effective oversight requires that boards understand inherent risks,
including their associated likelihoods and impacts, as well as the
associated processes and costs for responding to them. Figure 4
shows that almost 94% of our respondents receive a description of
the potential risks, but the percentage of respondents receiving key
measures about the risk exposure ranges from 72% who receive
estimates of potential impact to financial results to 9% who receive
benchmarks about key competitors’ exposure to the potential risk.

Figure &: Risk Information Reported to Boards of Directors
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Overall, these results suggest that risk-information reporting is in its

early stages because the most common information is descriptions of

risks and responses and financial impacts. As Figure 4 shows:

*  47% receive estimates of impact to key performance indicators,

* 9% receive benchmark data on key competitors’ exposure to
risks, and

* 9% receive residual risk estimates (inherent risks adjusted for
impacts of risk responses).

It is unclear how boards are able to consider the appropriateness
of risk responses without understanding how risks impact key
performance indicators (KPIs) or the residual risks after accounting
for risk responses. Further, as the risk management processes continue
to mature, we believe that boards will need to better understand
the impact on KPIs. This perspective is similar to the NACD’s first
principle, which states: “Understand the company’s key drivers
of success.” Without understanding the effects of potential risks on
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business drivers, organizations will have a difficult time understanding
interactions between risks that impact similar business activities.
Also, boards will need a better understanding of the industry and key
competitors’ exposures to similar risks to determine when a company
should investigate partnerships for risk-response strategies.

An NACD principle for effective oversight is to “Encourage a
dynamic and constructive risk dialogue between management and
the board, including a willingness to challenge assumptions.” This
principle indicates that the board should use its collective experience
to assess underlying assumptions and understand the range of potential
residual risk exposures. We focus on sensitivity analysis information
as a potential method for senior management to use to initiate these
discussions with the board about underlying assumptions, yet we found
that 47.6 % of the respondents do not receive any sensitivity analysis
or possess an understanding of how different business scenarios may
impact risk estimates. We believe that for boards to exercise their over-
sight responsibility fully, they should be more aware of the potential
changes in risk estimates that are the result of differing assumptions
and changes in the anticipated scenarios.

The NACD principles also suggest that boards should “Consider
emerging and interrelated risks: What’s around the next corner?”
The focus on emerging risks is intended to provide management
and boards with time to consider and refine potential responses. Of
our respondents, 56.5% do not specifically consider these emerging
risks—i.e., they treat them like all other risks. One concern with this
approach is that emerging risks often are considered to have a lower
likelihood, which probably prevents them from being significant
enough to reach the board.



Table 2: Discussion Between Management and BOD
about Risk Management Practices

What information about the risk management process does management provide to the board?

Risk identification framework/methodology
Risk likelihood and impact estimation approach
Risk-prioritization approach/methodology

about risk information and reporting, informal discussions about risk
appetites may be occurring. Without a formal written risk-appetite
statement, however, the organization may be inconsistent in its
communications with various stakeholders about the types and levels
of acceptable risks.

COSO ITEM II: UNDERSTAND PRACTICES

Because the board provides oversight for risk management, it needs
to understand management’s process enough to assess and respond
to significant risks. To develop this understanding, the board can
periodically discuss—and challenge—the major assumptions and
underlying procedures management uses to develop and implement
its ERM process. If management is unable to effectively communicate
its process for assessing and responding to significant risks, the board
has no other choice but to infer what the processes might have been
or, worse yet, assume that the processes were effective when in reality
they were not.

Effective boards should understand how a company identifies and
manages risk. For example, did the company identify subprime
mortgage risks within the banking industry but manage it improperly?
Or were the processes not effective at identifying the significant risks
and raising them to the board’s attention? Additionally, the board would
need to understand how management developed the estimates of risk
likelihood or potential impact. Some risk types often can be quantified
and modeled, but others are difficult to quantify and thus assessed
more subjectively. Understanding the varying precision across risk-
estimation procedures should impact the board’s confidence about the
reliability of the risk information and the set of strategic actions that
management should pursue.

We also believe that the board should be concerned about management’s
risk-prioritization approach because it typically sees only the most
significant risks. Prioritization often involves assessing the likelihood
and impact for identified risks, yet organizations use other approaches
as well. Boards should understand how significant risks are assessed,
prioritized, and filtered before they reach them. Further, are risks
assessed or prioritized differently across risk categories—strategic,
operational, reporting, compliance, etc.? The board should have a
process for identifying and assessing emerging risks or possible crisis-
oriented risks that have a large potential impact but low likelihood of
occurring.

Our results found that 15% do not receive any information from
management about the organization’s risk management practices,
which suggests that the board has not requested the information or
that management has chosen not to provide it. In either case, the board
is viewing information about organizational risks without the facts
needed to understand the precision of the measurements. As Table 2
shows, from two-thirds to half of our respondents receive information
about risk-identification frameworks, risk likelihood and impact
estimation approach, or risk-prioritization methods. Only 30% receive

65.9%
51.9%
49.6%

information about all three areas of the risk management process.
These results suggest that the board receives limited information about
the process, which hampers its ability to oversee risk management
effectively. For example, the risk-identification process should
define key risk management terms to ensure that all members of the
organization are considering the same issues. Without such definitions,
risks might not be detected or reported sufficiently across levels of
management in addition to the board.

COSO ITEM III: REVIEW PORTOLOIO RISKS

Considering and managing risks from a portfolio perspective should
aid organizations in developing an integrated view of risk management.
The portfolio perspective compares assessed risks collectively to
overall risk appetite as opposed to considering each risk uniquely.
Given that our results reveal that only 12% of respondents discuss
formal risk-appetite statements, we believe that boards probably are
not considering risks from a portfolio perspective across the enterprise,
which leads to an inability to realize the full benefits of an effective
ERM process. Within our results, we found insights suggesting that
organizations are working toward integrating their risk management
reports and developing an enterprise view of risk management.

Our results also suggest that boards generally perceive that risk
information is timely, with more than 60% reporting that they
discuss business risks either monthly or quarterly. Such discussion
is a starting point toward moving to a portfolio perspective, but this
perspective requires integration of all business units and all risk types,
including strategic risk, compliance risk, operational risk, etc. As
risk management matures, being able to examine risks in relation to
each other is critical in order to assess whether resources have been
allocated in the most efficient way when managing risks. Figure 3
indicates that organizations fully integrate risk information across
business units (64%) more frequently than across risk types (34%).

Figure 3: Level of Integration of Risk Information Presented to the Board
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two-thirds of the board members rated the risk information they receive
as effective for understanding risk and risk management processes as
well as for performing their risk-oversight role. This result suggests a
potential gap between the perspective of board members and oversight
organizations (COSO and NACD) about the roles and responsibilities
associated with organizational oversight. Accordingly, our results
suggest a need for greater definition of board roles and stakeholders’
expectations and for increased training of boards and organizations on
what constitutes effective risk management oversight and processes.

BOARD PERCEPTIONS

One primary responsibility of boards is to provide risk oversight,
but their ability to perform this function is limited by the quality of
information they receive. We asked board members to assess the
general attributes of the risk information and to assess the usefulness
of that information.

As Figure 1 shows, respondents report that the attributes of risk
information are of sufficient quality, with more than 70% considering
the risk information timely and relevant. When considering reliability
and completeness of the information, we find a slight reduction in
board members’ perceptions. Follow-up discussions with board
members who did not participate in the survey suggest that one
possible reason for this perception is that current risk information
generally may be too focused on compliance and operational risks and
not focused enough on corporate strategy. We believe that these results
highlight the importance of communication between boards and senior
management about the appropriate information for them to receive.
Within the NACD principles of effective oversight, the importance
of communication between the board and senior management is to
ensure that the board receives the needed risk information and is able
to process it effectively.

Figure 1: Board Member Perceptions of Risk Information
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Overall, board members perceive that current risk-reporting
information is allowing them to perform their oversight role adequately.
We found that more than two-thirds of board members agree that
the risk information aids the board (allows the board to perform its
oversight role, understand and agree on critical risks, and understand
the risk management process), which is a higher percentage than
we might otherwise expect given the current economic climate and
elevated reporting of business failures. In addition, other surveys in
the area of ERM suggest that many organizations are still working to
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develop and evolve their ERM processes. Collectively, these results
indicate that boards might need to assist management more actively in
linking risk information with critical business drivers to identify where
they are and are not receiving the appropriate information.

COSOITEMI: DISCUSS RISK MANAGEMENT PHILOSOPHY
AND APPETITE

To strengthen the risk management process, the first component of
COSO’s structure is for the board and management to develop a shared
understanding of the organization’s risk philosophy and appetite. It is
critical to align expectations because the board’s role is to provide the
stakeholders’ view to management, and, without the discussions, the
potential exists for management to stray from stakeholder preferences.
Similarly, the NACD defines one of its principles for effective
oversight as: “Work with management to understand and agree on the
types (and format) of risk information the Board requires.” Although
the specific NACD principle may be more operational, we believe
the reporting information provides a basis for discussion about the
philosophy and risk appetite.

Based on the COSO component and the related NACD principle, we
surveyed board members about the effectiveness of risk discussions
between the board and senior management regarding two critically
important aspects of risk management: (1) defining the board’s role
and information it requires to perform its oversight duties and (2)
developing risk-appetite statements that define specific risk tolerances.
We found that 72% of the respondents indicate that management and
the board have formally discussed the risk information the board
should receive (see Figure 2). This result suggests that the board and
management have initiated dialogue about how to integrate the board’s
expertise and oversight responsibilities within the ERM process.

Figure 2 Management and Board Discussion of Risk Philosophy
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We also examined the effectiveness of discussions between boards
and senior management based on the existence of risk-appetite
definitions. COSO describes the risk-appetite statements as including
four elements: existing risk profile, risk capacity, risk tolerance,
and desired level of risk. Only 12% indicate that management has
developed and shared a formal risk-appetite statement with the board.
This finding suggests that evaluating a specific risk might be difficult
for management, particularly ascertaining whether it is aligned with
stakeholder expectations. Based on the high level of respondents
indicating general discussions between the board and management
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company has not or cannot share the information about activities
related to risk identification, estimation, or prioritization. Better
understanding of these processes may enable boards to use the
information they are provided and assist organizations to develop
robust processes that capture critical risks.

Organizations are moving toward an enterprise view of risk
management by integrating risks across business units and
risk types. Integrating risks is critical to ensure appropriate
prioritization and use of limited resources. Without defined risk
appetites, however, organizations must continue to examine each

Boards are not sufficiently informed regarding key risks and
potential responses. Risk impact information is focused on short-
term financial results and does not identify the impact to potential
business drivers. Similarly, risk information is focused internally.
Management does not use the information to consider the impact
on key competitors or industry partners who may be able to assist
in resourcing potential responses. In addition, risk-response
information fails to consistently provide insights into costs and
does not generally define the residual risk that an organization
may encounter.

risk individually as opposed to using a portfolio approach. The most surprising result from our study, however, is that more than

Table 1: Risk Information Respondents

Industry Analysis Size (by revenue) Analysis

Financial Services 27% Greater than 85 billion 16%
High Tech 15% Between 51 billion and 55 billion 29%
Healthcare 12% Between $500 million and $1 billion 19%
Manufacturing 1% Between $250 million and $500 million 14%
Other 35% Less than $250 million 22%
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How Boards

of Directors Perceive Risk
Management Information

BY BRIAN BALLOU, PH.D.; DAN L. HEITGER, PH.D.; AND DALE STOEL, PH.D.

With risk management becoming a greater area of focus for BOARDS of DIRECTORS, both
C0S0 and the NACD have released white papersintended to help companies improve risk
management processes and better facilitate cooperation between senior management

and the BOARD in managing risk.

A Survey or current directors or publicly traded companies examines the type and
quality of risk information they receive from management.

organizations struggle to compete in the
emerging real-time global marketplace of the
S 21st Century, boards of directors for publicly
traded companies face rising pressure to
increase oversight in risk management. The Securities & Exchange
Commission (SEC) recently expanded the requirements by calling
for organizations to disclose the board’s involvement in oversight
for risk management.l In addition, multiple stock exchanges,
including the New York Stock Exchange, added risk management
governance requirements for boards of directors of listed companies.
Such requirements and other mechanisms, including workshops and
“colleges” for board members, have led boards to recognize the need
to play a greater role in risk management. Auditors are also concerned.
The KPMG Audit Committee Institute’s 2010 Public Company Audit
Committee Member Survey indicated that audit committee members’
top concern was risk management, specifically the issues surrounding
velocity of risk events and the link between strategy and risk.2
The increased need for the board to oversee enterprise risk management
(ERM) raises the question of how to best perform this role. To help
boards strengthen their involvement, the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) and the National
Association of Corporate Directors (NACD) released some white
papers. COSO released Effective Enterprise Risk Oversight: The
Role of the Board of Directors and Strengthening Enterprise Risk
Management for Strategic Advantage, which provides four key areas
where “senior management can work with its board of directors to
enhance risk oversight and strategic value.”3 The report of the NACD
Blue Ribbon Commission, Risk Governance: Balancing Risk and
Reward, identifies 10 principles of effective risk oversight. They
include general business-oriented principles (i.e., understanding the
company’s key drivers of success) and principles focused specifically
on internal risk management practices (i.e., periodically assess the
board’s risk-oversight processes) 4.
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RISK INFORMATION SURVEY AND RESPONDENTS

The NACD principles of effective oversight and COSO’s key

areas of board/management integration share many similarities and

clearly focus on the need for communication and improved reporting
on enterprise risks. As these white papers provide principles and
guidance only, the question remains regarding how well board
members, particularly those of publicly traded companies, believe
their organizations are implementing the guidance from NACD and

COSO as well as the quality of the risk information they are receiving.

To find out, we designed a survey to understand the current state of

risk-reporting activities in such a way that results could be interpreted

using the four key areas in COSO’s Strengthening Enterprise Risk

Management for Strategic Advantage and NACD’s related principles.

The results indicate how board members perceive the nature and

extent of the risk management information that they receive from

management.

Because prior research suggests that risk oversight is generally a

function of the audit committee, we partnered with KPMG’s Audit

Committee Institute (ACI) to create and administer to its members a

unique survey focused on risk information. The 125 respondents (all

members of ACI) are current directors of publicly traded organizations
and represent a wide set of business sizes and a variety of industries

(see Table 1).

Our survey found wide disparity in the types and perceived quality

of information regarding organizational risks. Key highlights

include:

*  Few organizations have developed risk-appetite statements
successfully. These statements provide guidance on the types
and levels of risk that an organization will undertake, and the
statements provide a method to align stakeholder perspectives
with internal management decisions.

*  Boards have limited information about the actual ERM
practices —either the board does not request the information, or the



We believe our modified approach can be justified in two ways.
First, it explicitly recognizes the importance of having transfer prices
that comply with tax law. Country regulations limit the range of
transfer prices that autonomous division managers may charge while
still satisfying the arm’s-length standard. Pricing at capacity correctly
emphasizes that compliance with international tax regulations takes
precedence over unconstrained managerial autonomy.

The second justification addresses the issue of the firm’s economic
efficiency. The management accounting theoretical approach relies
on a short-term differential costing model to determine whether
goods should be purchased internally or externally, but it ignores the
strategic question of whether the firm should be a supplier in the first
place.8 Market-based transfer prices offer the company more guidance
on its use of capital in the long term because goods transferred at
prices competitive with the market will better reflect each division’s
contribution to the company’s overall profitability. This occurs as
each division seeks its most favorable supplier. An internal seller
cannot gain a market advantage through the use of short-term pricing
strategies based on differential costs alone. Market prices thus provide
a better indication of long-term optimal use of investment capital.

Globalization of world markets calls for changes in the way
that managers set transfer prices. It is no longer sufficient that they
understand the economic effects of intracompany transfers on the
division and the company. Rather, tax law becomes the driver for
pricing internal transfers. As long as management accounting relies
on a theoretical economic model, it ignores these issues and fails to
appropriately guide multinational managers. Now that host countries
aggressively enforce arm’slength standards, division managers and
support staff must recognize the need for compliance, regardless of
the most favorable price for short-term profits. A modified approach
that treats all international transfers as if the selling division were at
full capacity accomplishes this objective in a straightforward way. e

Laurel Adams, Ph.D., is a visiting assistant professor of economics
at Northern Illinois University in DeKalb, Ill. She can be reached at
(815) 753-6971 or ladams5@niu.edu.

Ralph Drtina, Ph.D., is professor of accounting and management at
the Crummer Graduate School of Rollins College in Winter Park, Fla.
You can contact him at (407) 6462344 or rdrtina@rollins.edu.
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Table 4;: Less than Capacity, Noncomparable Circumstances

Management Accounting Approach

Tax Law Approach

Profits to the Selling Unit Transfer Price: $800 Transfer Price: $950
Differential Cost: S650 Differential Cost: $650
Profit; %150 Profit: $£300
Profits to the Buying Unit Outside Option: $1,000 QOutside Option: $1,000
Inside Option: $800 Inside Option: $950
Profit: $200 Profit: $50
Table 5: Comparing the Approaches
Transfer Price Does the
Under Transfer Theoretical
Comparability Management Price Approach
Capacity of Accounting Under Satisfy
Utilization Circumstances Theory Tax Law Tax Law?
Under Capacity Idential =Market Price Market Price No
Mot Identical <Market Price Market Price ' [+]
-Avoided Cost
Market Price Mo
-Avoided Risk
At Capacity Identical Market Price Market Price Yes
Mot Identical =Market Price Market Price Yas
-Avoided Cost
Market Price No
-Avoided Risk

circumstances other than capacity utilization: differences in contractual
terms or product strategies, as mentioned earlier. Adjustments arising
from these differences can serve two purposes: to help the firm shift
profits to countries with a lower tax burden and to justify a lower
transfer price, thereby encouraging internal purchases. Again, this
potential to adjust for risk permits a wider range of prices allowable
under tax law than would be seen with the traditional approach.

The following example relies on previous assumptions. As in case
2, there is underutilized capacity, and the selling and buying units
agree on a transfer price of $800. This price is used for the traditional
approach. It results in a profit being split: $150 to the seller and $200
to the buyer. Yet $800 does not satisfy the arm’s-length standard for
tax regulations. Drawing from case 3, where the buyer incurs a cost
of $50 for added contract risk, the transfer price for the legislative
approach is $950 ($1,000 — $50). The result is a profit of $300 to the
seller and $50 to the buyer. The buyer’s $50 profit is unrelated to the
seller’s underutilization of capacity. Nonetheless, this profit shift arises
from a lower transfer price, so it can be used to encourage a buying
division to purchase internally when undercapacity exists. (See Table
4 for the breakdown.)
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SOME RECOMMENDATIONS

We began this discussion by posing one question: Does the
management accounting theoretical approach provide a transfer price
that satisfies international tax law? The answer depends on the firm’s
level of capacity utilization. When the selling division is working
under capacity, transfer prices recommended by the management
accounting approach fail to satisfy tax law. Yet when the seller is
working at capacity, both approaches can produce consistent results
as long as economic circumstances are identical. As shown in Table
5, the theoretical approach fails to comply with tax law in four of six
situations.

To overcome the shortcomings revealed in Table 5, the theoretical
approach to teaching international transfer pricing should be modified.
Specifically, we recommend that all transfer prices be set as if the firm
were operating at full capacity, independently of the actual level. In
the simplest case, that of identical circumstances, the transfer price
will equal the seller’s market price. This situation offers an equivalent
to the arm’s-length standard, which satisfies tax regulation. The more
complex cases involve differences in economic circumstances between
internal and external transactions.



Table 2: Less than Capacity, Identical Circumstances

Ma nagement ﬁocounting Approach

Tax Law Approach

Profits to the Selling Unit Transfer Price: £800 Transfer Price: $1,000
Differential Cost: $650 Differential Cost; $650
Profit; $150 Profit: $350
Profits to the Buying Unit Outside Option: $1,000 QOutside Option: $1,000
Inside Option: $800 Inside Option: $1,000
Profit: $200 Profit: $0

Table 3: At Capacity, Noncomparable Circumstances

Ma nagement ﬁocounting Approach

Tax Law Approach

Profits to the Selling Unit Transfer Price: £1,000 Transfer Price: $950
Differential Cost: $650 Differential Cost; $650
Profit: $350 Profit: $300
Profits to the Buying Unit Outside Option: $1,000 Outside Option: $1,000
Inside Option: $1,000 Inside Option: $950
Profit: $0 Profit: $50

between its differential cost and the market price. This will encourage
an inside purchase by the buying unit, which gains from any price
under $1,000. The seller benefits by any price exceeding its differential
cost of $650. Yet a transfer price that covers only differential cost will
not usually satisfy international tax regulations because taxable profit
would be zero, which is inconsistent with the presumption of profits
under the arm’s-length standard.

The transfer price under the traditional approach allocates the $350
profit between the buying and selling units. In this case, the traditional
approach to teaching violates the arm’s-length standard required to
comply with tax legislation—even when the transfer price exceeds
differential cost—because tax law requires that the transfer price be
set equal to the market price of $1,000.

To illustrate, consider the following comparison: The acceptable
price using the traditional approach lies within the range of $650 to
$1,000. For our purposes, we presume the buyer and seller agree on
a transfer price of $800. Tax law, however, requires use of the market
price of $1,000 to satisfy the arm’s-length standard. All profits from the
sale are assigned to the selling unit, whereas management accounting
divides profit between the two divisions (see Table 2).

Case 3: At Capacity, Noncomparable Circumstances

Noncomparable circumstances occur when economic conditions
surrounding an internal sale differ from those of an outside sale.
Sometimes these differences are captured in the accounting system and
thus become part of the price negotiation between buying and selling
units. For example, the seller might incur lower costs for bad debts,
marketing, or product delivery if the sale is made to an affiliate. The
seller could then reduce the transfer price by some or all of the savings.

The issue we address here differs: It is the cost of risk the seller
might incur or avoid by selling internally. These items would be more
difficult to identify on the seller’s income statement. Probabilistic in
nature, they may not be recognized until much later. For example, by

selling inside, a production unit could face differences in contractual
terms, inventory levels, product strategies, or currency risk. Given this
uncertainty, these risks might not be reflected in a negotiated transfer
price. Nonetheless, such differences can be used for tax purposes in
determining the arm’s-length price. In general, this potential to adjust
for risk permits a wider range of prices than used under the traditional
approach, where emphasis is on reported costs. Consequently, the tax-
compliant transfer price may be lower than the market price because
of differences in economic circumstances.

The following example shows how adjustments for risk can cause
the transfer price under the traditional approach to diverge from that of
tax law. Assume the same circumstances for the traditional approach:
transfer price of $1,000 and differential cost of $650. Further assume
that the buyer incurs a cost of $50 for added risk depending on whether
the seller will fulfill the contract in a timely manner. As a result, the
buyer shares in the profit, and the seller has less taxable income.
Managers can make use of noncomparable circumstances to shift
profit from a high-tax to a low-tax jurisdiction while still satisfying the
arm’s-length standard (see Table 3).

Case 4: Less than Capacity, Noncomparable Circumstances

Companies can also adjust for noncomparable economic
circumstances when operating below capacity, but adjustments arising
from underutilization of capacity generally do not qualify under tax
law. To create a baseline for comparability, a firm would have to
gather detailed information about its competitors’ pricing as it relates
to their capacity utilization, even though such sensitive firm-specific
information is not generally available. Thus, it would be impractical
to make capacity utilization adjustments that would satisfy tax
authorities.

Nonetheless, other types of adjustments can be used to reconcile
a transfer price with tax requirements. As discussed in case 3, tax
law allows transfer-price differences based on avoidable costs, such
as bad debts. It also permits adjustments for risk based on economic
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Table 1: At Capacity, ldentical Circumstances

Manngamant Aecnunting Approach

Tax Law Approach

Profits to the Selling Unit Transfer Price: £1,000 Transfer Price: $1,000
Differential Cost: $650 Differential Cost: $650
Profit: $350 Profit: $350
Profits to the Buying Unit Outside Option: $1,000 Outside Option: $1,000
Inside Option: $1,000 Inside Option: $1,000
Profit: $0 Profit: §0

Development, had passed such legislation. As a result, multinational
tax managers identify transfer pricing as one of the most important
international tax issues that they face.6 The spread of transfer-pricing
legislation is best understood against the backdrop of multinationals
that aggressively seek to minimize their global tax positions by
relocating profits, where possible, to low-tax jurisdictions. In response,
the national tax authorities have attempted to counter this cross-border
tax-rate arbitrage by limiting permissible transfer prices.

Virtually all tax authorities with transfer-pricing rules have adopted
the arm’s-length standard. Conceptually, this standard reflects the
price that would have been charged if the individual affiliates were
independent parties trading under normal commercial conditions.
Therefore, the arm’s-length standard creates a bench-mark that firms
can usually satisfy by adopting the market price as their transfer
price. The arm’s-length standard further presumes that the corporate
unit selling the product to its affiliate should earn a profit. That is,
companies operating under normal commercial circumstances would
be expected to charge a price sufficient to recover costs and to earn a
markup.

Tax authorities further recognize that economic circumstances
surrounding a firm’s internal transactions may vary from those attached
to broadly comparable transactions between independent parties, so-
called uncontrolled transactions. As a consequence, tax legislation
generally permits price adjustments to reflect significant variations in
risks, functions, assets, contractual terms, or product strategies, any of
which could cause prices to deviate from those in broadly comparable
uncontrolled transactions. As such, any adjustments to market
prices that are made to determine the transfer price should be based
on identifiable and quantifiable material differences. For example,
if a firm does not incur actual costs arising from dissimilarities in
marketing or transportation when making interdivisional transfers,
or it avoids potential costs because of variations in product strategy
or contractual terms, these cost reductions may be accounted for in
setting the transfer price 7 .

The rise of transfer-pricing legislation, associated penalties, and
aggressive transfer-pricing audit environments may impose high costs
for companies that fail to comply. Penalties in the United States can
reach 40% of lost tax revenues, and they can go up to 100% in the
United Kingdom. This makes it even more essential for companies to
comply with legislative requirements when setting transfer prices. It
also suggests that management accountants, managers of international
divisions, and students entering the business world would benefit by
understanding the transfer-price limits imposed by tax regulation.
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THEORETICAL APPROACH MEETS NEW PRICING
LEGISLATION

The management accounting approach relies primarily on the
selling division’s use of capacity to determine the appropriate
transfer price. It may also include price adjustments for cost savings
that arise from inside sales. The tax regulation approach adds two
more dimensions: the comparability of a broader set of economic
circumstances between transactions occurring inside the firm versus
outside and the presumption of profits. The result is four distinct
scenarios for calculating transfer prices. In this section, we compare
transfer prices under the management accounting theoretical approach
with those under the tax legislation approach. The main issue we
examine is whether the management accounting approach results in
transfer prices that satisfy international tax law.

Case 1: At Capacity, Identical Circumstances

We begin with the simplest case. The selling division is operating
at capacity, and there are readily available substitute products in the
marketplace. We further assume that the seller’s cost is the same
regardless of whether the sale is made internally or to an outside buyer.
For purposes of illustration, the seller’s external price is $1,000, and its
differential cost is $650. Assume the buying unit can purchase from an
outside supplier for the same price of $1,000.

Under the management accounting theoretical approach, the
seller sets a minimum transfer price of $1,000, which is equal to its
differential cost, $650, plus its opportunity cost of losing the outside
sale, $350 ($1,000 — $650). The minimum transfer price is determined
by the selling unit’s next best option: the outside price of $1,000. The
maximum transfer price is determined by the buying unit’s outside
option of $1,000. Thus, the maximum and minimum prices are equal,
and, if the buyer decides to source the goods internally, the transfer
price is $1,000.

Because this case assumes that there are no differences in economic
circumstances between inside and outside transactions, the market
price of $1,000 is consistent with the arm’s-length standard. The
transfer price under both approaches is the market price of $1,000, and
the theoretical model satisfies the arm’s-length standard required for
tax compliance. We summarize this result in Table 1.

Case 2: Less than Capacity, Identical Circumstances

Now consider what happens if conditions are the same as in the
previous example except the selling division is operating at less than
capacity. Again the seller’s outside price is $1,000, and its differential
cost is $650. Assume that the buyer’s outside price is still $1,000. An
internal sale will increase corporate profits by $350, which is equal
to the outside price less the seller’s differential cost ($1,000 — $650).
Using the theoretical approach, the seller will likely set its transfer price



Some authors note that the correct transfer price when the seller is
operating under capacity should be set equal to differential cost alone.1
This will result in the best use of resources by the firm. Nonetheless,
with autonomous divisions, sellers may need some profit to have an
incentive to sell internally.

Naturally, the minimum price the selling division would accept is
differential cost, whereas a higher price offers the incentive to sell
internally.” The maximum price the buying division would pay equals
the best available outside market price. These maximum and minimum
amounts establish a transfer-price range that allocates corporate
savings between the buying and selling units, thereby preserving their
decision autonomy.

Seller Is Operating at Full Capacity. Setting the transfer price
when the seller is at capacity depends on each division’s next best
option. Because the seller is at capacity, the minimum price it would
accept on an internal transfer is the price it charges the outside market.
The maximum amount the buyer would pay is its best price from an
outside supplier. If the seller’s price is comparable to the outside price,
a transfer between the buyer and seller will leave each party in the
same position as if they had transacted with outside parties.

A transfer price might also be adjusted for cost savings when goods
are sourced internally. For example, the seller could reduce costs by
avoiding marketing or delivery activities or by eliminating bad debt
expense. Such savings reduce the differential cost and increase profit
on the internal sale. Under these conditions, the seller may pass some

or all of the associated savings to the buyer. Even when the seller is
operating at capacity, the buyer and seller could agree upon a transfer
price that is lower than the next best price either could attain in the
market.

The framework for transfer-pricing discussions becomes more
complex when examined in an international context. Even when text
material is geared for a Master of Business Administration (MBA)
education, transfer pricing is taught in a domestic context that largely
ignores the consequence of differing tax rates between the seller’s and
buyer’s host jurisdictions. The importance of these differences is rarely
discussed. For example, Michael Maher et al. and Jerold Zimmerman
each give a short illustration of tax consequences.3 Anthony Atkinson
et al. briefly mention international transfer pricing in a sidebar.4 The
most comprehensive discussion is by Robert N. Anthony and Vijay
Govindarajan in a more advanced text sometimes used for MBA-level
management accounting.5 None of these authors, however, reconciles
the traditional economic model with legislative requirements.

AN OVERVIEW OF TRANSFER-PRICING LEGISLATION

Over the past decade, the number of countries passing and enforcing
transfer-pricing legislation has grown exponentially. In 1994, only
two tax authorities, the United States and Australia, had enacted
transfer-pricing legislation. By 2009, at least 49 countries, including
most countries in the Organisation for Economic Co-operation and
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Multinational Transfer Pricing: ‘
Management Accounting
Theory versus Practice

BY LAUREL ADAMS, PH.D., AND RALPH DRTINA, PH.D.

Management accounting has traditionally used a theoretical, economics-based
approach for determining transfer prices. Nevertheless, international tax law requires
that transfer prices be based on an ARM’S-Length Standard. This article compares
the consequence or setting transfer price under these two approaches, which are
dependent on whether the selling division is operating at or below full capacity. To
ensure that tax compliance obligations are considered when establishing transfer
prices, we recommend that the theoretical approach be modified such that there is no
adjustment for capacity utilization. This represents a significant shift in the traditional

approach to teaching transfer pricing.

anagers of multinational companies are increasingly

concerned about issues surrounding transfer pricing, in

no small measure because of the world -wide growth

of transfer-pricing legislation. Of particular concern is
whether the management accounting theoretical approach addresses
the most salient issue that managers face in today’s global trade
environment: Does their transfer price comply with the arm’s-length
standard needed to satisfy tax law?

International transfer prices create opportunities for multinational
firms to shift profits between divisions located in high-tax countries
to those in low-tax countries. In so doing, they seek to minimize tax
payments and thus increase corporate profits and shareholder value.
The prevalence of this practice has not been lost on tax authorities, as
evidenced by the increasing number of countries enacting regulations
to capture an appropriate share of corporate income. As such,
multinational managers need to set transfer prices that are consistent
with host-jurisdiction tax requirements.

The traditional management accounting approach to transfer
pricing has several different facets. Foremost is economic efficiency.
The decision framework focuses on whether intermediate products
should be purchased inside or outside the corporate entity to maximize
profits. A second issue is the selection of a transfer price, a process
complicated by decentralized organizations that grant managers the
right to set prices, which in turn affects their performance evaluations
and rewards. The theoretical approach seen in management accounting
often skirts these profit-shifting incentives. Moreover, it completely
ignores the arm’s-length requirement of tax regulators.

We compared transfer prices based on today’s theory-based model
with those seen in global business practices to determine whether

1058 v0

management accounting offers transfer pricing that satisfies tax law.
We found that the transfer price from the theoretical model is not
always consistent with the arm’s-length standard, particularly when
the firm operates at less than full capacity. In this article, we offer
suggestions to improve the traditional model and put it squarely in
compliance with the global standard.

INSIDE SELLING: THE TRADITIONAL APPROACH

Corporate divisionalization is the context for establishing
decentralized transfer-pricing policies. With divisionalization, the
business entity is divided into subunits that are responsible for
meeting individual profit goals. This system confers autonomy
on division managers, who act in their own interests and set
interdivisional prices designed to maximize their division’s profits.
Ideally, the decentralization of decision making and the motivated
self-interests of each division manager will increase overall corporate
profit. Yet the perfect outcome is not always achievable, and transfer
prices designed to preserve division-manager autonomy may fail to
maximize corporate profits. Corporate-level managers then may have
to intervene to decide whether a transfer should be made and, if so, to
set an appropriate price.

Management accounting courses teach that transfer prices are
determined based on the selling division’s use of capacity. The basic
guideline for setting price is the seller’s differential cost plus its
opportunity costs of not selling outside. Again, this general rule will
depend on how much the seller has available. To illustrate this, let’s
look at two common scenarios.

Seller Is Operating Under Capacity. When operating under
capacity, the seller’s opportunity cost as a result of lost profits is zero.



* In addition to purchasing hardware, nearly half the entities also
lease it.

* More than half the respondents don’t limit their hardware
purchases to a predetermined brand or type of hardware.

Tracking

* There appears to be significant variation in how assets are tracked,
with some respondents using accounting systems, IT databases, or
spreadsheets.

* Nearly one-third of the entities responding stated that they don’t
track IT assets.

* Tracking assets in a database doesn’t ensure that they’re tracked
after acquisition or that the physical locations of the devices are
known.

Retirement

* More than half the respondents said they replace their technology
assets within three to five years.

* Nearly one-third noted that replacement is based more on
functionality, usability, and usefulness rather than on a predetermined
or set schedule.

* Many organizations use multiple retirement strategies, including
redeploying, destroying, discarding, recycling, selling, and
donating.

ACALLTOACTION FOR MANAGEMENT ACCOUNTANTS

Here are some recommendations that can benefit your organization
as it implements policies, processes, and tools to strengthen technology
asset management in a way that lowers TCO and the ability to protect
assets.

1. It’s important for management accountants to understand that
capitalization limits based on acquisition costs, although practical,
may keep the technology from being tracked by the accounting
function. Therefore, capitalization limits should be reduced, if not
eliminated. Using the TCO model, you’ll find that expenditures
related to technology assets over their lifetime will far exceed most
capitalization thresholds.

_—

Organizations should implement written standards for the types
and brands of hardware and software that are allowed to be purchased
and added to the company’s net-work. This can reduce the number of
software applications in the organization and can create opportunities
for earning volume discounts on pooled purchases.

Finally, companies should install network tools or disable certain
PC functions to prevent employees from adding software to the
network without proper testing.

2. With the TCO model in mind, management accountants should
implement processes and tools that allow them to track all technology
assets and their associated costs from procurement through retirement.

Tools should be installed that let the IT function manage desktops
centrally. These tools will facilitate troubleshooting and problem
resolution, allow for PCs to be powered down to conserve electricity,
and block unapproved applications from being installed.

3. Organizations should begin retiring software applications that are
redundant or that have been installed illegally (without licenses). Also,
they should look to migrate applications from the desktop to server
and “cloud” environments. As assets are retired, organizations should
remove data completely before allowing the hardware to leave their
control.

By taking into consideration these calls to action, management
accountants and other financial professionals can proactively manage
IT assets. In so doing, they’ll feel more confident that the asset, its
software, and its data are safeguarded and that their organization will
enjoy a noticeable reduction in total cost of ownership. e SF

Matthew Mouritsen, Ph.D., is an associate professor of accounting at
Weber State University in Ogden, Utah, and a former team leader of Asset
Management for a regional bank. Matt is also a member of IMA’s Salt Lake
Chapter. You can reach him at (801) 626-8151 or mmouritsen@weber.edu.
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According to the study, more than half the respondents didn’t do this
(see Table 7), which suggests that these organizations are operating at
a level that’s “unmanaged” or “somewhat managed” when it comes to
asset management processes.

Tracking. Nearly 60% of the respondents declared that they use
technology asset management software. This suggests that they’re
tracking the assets, at least in a database. But it wasn’t clear whether
the assets are entered into the database at acquisition and then retired
from the system after disposal. It also wasn’t clear if a physical
tracking of the technology assets was occurring because nearly one-
third of respondents revealed that assets aren’t tracked throughout their
life cycle (see Table 8). More than two-thirds of respondents shared
that they track assets in various ways, with some using accounting
systems, IT databases, or spreadsheets. Tracking IT assets in a database
may indicate only that an entity knows what it acquired but may not
demonstrate that it knows where the assets are, who’s using them, or
when or how they were retired. The survey responses suggest that
these organizations aren’t using the tools needed to achieve a lower
TCO at a “locked and well-managed” level.

Retirement. When technology assets need to be replaced, whether
because of diminished usefulness or breakage, companies employ a
variety of approaches to determine when to retire them. For example,
organizations responding to the survey stated that they replace
hardware in one specific year or over a range of years.

When asked about the replacement cycle for hard-ware, 54%
of survey respondents indicated that they do so within three to five
years. Onethird said that they choose a specific year for replacement.
Another third of the respondents indicated a replacement cycle based
on system requirements, usability, and usefulness rather than on a time
limit. Yet most of these entities noted that they replace technology
“when it breaks.” This could suggest that productivity among users is
important and that organizations want to keep assets fairly current. It
could also suggest that entities understand that aging hardware impacts
TCO because it’s more susceptible to downtime and higher support
costs. Like-wise, replacing hardware based on usefulness may mean
that these entities know that replacing devices is time-consuming and
disruptive. Strong asset management tools can pinpoint which assets
are due to be replaced and where they’re located, thus speeding up the
replacement process.

Regarding how organizations retire technology assets, the entities
in the study employed multiple strategies (see Table 9). Clearly, leased
assets are intended to be returned to the leasing company, but purchased
assets are destroyed, discarded, donated, recycled, redeployed, or sold.
Regardless of how they’re handled, a key issue here is that software and
data that reside on hardware must be removed prior to the hardware’s
disposal. If this isn’t done properly, it can present a significant risk
to the entity. Many respondents revealed that, for this reason, they
redeploy hardware within their organizations. Redeploying hardware
instead of acquiring new hardware is an efficient use of resources and
can prevent unnecessary purchases and delays in installing custom
components and applications. Many entities declared that they donate
old hardware. Though that’s admirable, I'd urge caution because
the receiving organization may not be able to use the hardware: The
recipient may, for instance, find that it’s too expensive to support or
that it doesn’t integrate with its current infrastructure.

WHAT CAN WE LEARN?

Based on the results I just described, we can draw several
key conclusions about the asset management practices of those
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Table 7: Entities that Allow Only
Predetermined Brands/Types of IT Assets

INDUSTRY TYPE NUMEER NO YES

Communications 3 50.0% 50.0%
Construction 1 0.0% 100.0%
Education 50 56.0% A44.0%
Energy/Utilities 5 0.0% 100.0%
Financial Services 13 25.0% 75.0%
Government 8 100.0% 0.0%
Healthcare 8 12.5% 87.5%
Hospitality & Lodging 3 0.0% 100.0%
Professional Services 4 80.0% 20.0%
Overall Responses 98 52.0% 48.0%

Table 8: How Assets Are Tracked

TRACKING 5YSTEM RESPOMNSES PERCENT
Fixed-asset system 12 18.5%
IT database 1 16.9%
Excel 12 18.5%
Tags 3 1.7%
Other 2 3.1%
Manually 2 31%
Mot tracked ry 32.2%

Table 9: Methods Used to Retire IT Assets

METHOD NUMBER OF RESPONSES*
Auction/Sell/Give to employees 27
Auction/Sell to public 17
Destroy 13
Discard 56
Donate 43
Recycle 10
Redeploy/Hand down 48

*Includes multipls responses.

organizations that responded to the survey. The conclusions are
organized by each phase of the life cycle of IT assets.

Acquisition

o A large number (90.8%) of entities employ some type of
capitalization limit.

* There’s a large disparity in materiality thresholds (capitalization
limits).



Table 4: Technology Asset Acquisition Methods

EXPENSE UNDER THRESHOLD,

EXPENSE ALL HARDWARE

CAPITALIZE OVER THRESHOLD

CAPITALIZE ALL HARDWARE  ALSO LEASE HARDWARE

Mumber of Entities 3 29

6 28

% of Entities 3.1%

leasing (see Table 4). Nearly 91% of the respondents employed some
type of capitalization limit or materiality threshold to determine which
assets are expensed and which are capitalized in the accounting system.
Of note, about 25% of the entities indicated that they don’t have a
capitalization limit, that it was unknown, or that it was determined at
the corporate level but not communicated throughout the organization.
Table 5 lists the range of capitalization limits among the entities that

Table 5: Material Thresholds
(Capitalization Limits)

90.8%

6.1% 18.6%

responded to the survey, with 75% of the organizations falling within
the $1,000 to $5,000 range.

From the numbers, it’s clear that there’s a large disparity in
thresholds. In most cases, the acquisition cost of many technology
assets doesn’t exceed these limits. Gartner’s $972 estimated cost of
a PC’s hardware would have been considered material in only 17%
of entities in the study. In other words, certain technology assets are
determined to be immaterial on acquisition. By quantifying technology
using the TCO model, however, many of these same assets would
exceed the established capitalization limits, thus making them material
in dollar value. If they are considered material, you could anticipate that
accounting functions would be more likely to track them throughout
their life cycle. If assets are tracked, then they’re more likely to be

CAPITALIZATION ~ NUMEER OF protected and managed, so their TCO may be reduced (compared to
LIMITS RESPONSES  MEAN MEDIAN MODE  assets that aren’t tracked or managed).
100 1 In addition to purchasing hardware, nearly half the entities in
£500 12 the study also lease it (see Table 6). Leasing hardware has distinct
51 000 19 advantages in terms of warranties aligning with usage periods, and
! it offers a predictable refresh cycle. Leased hardware typically
$1,500 b doesn’t get recorded in accounting systems, yet it should be tracked
£2,000 1 to determine its location and so, too, should any components that are
$2.500 3 £3179 £1.750 £1.000 added to the devices. If leased assets can’t be located, the process of
- ! ' ' returning hardware to the leasing company at the end of the lease is
$3,000 ! obviously more challenging. Not returning leased assets can trigger
$5,000 17 expensive lease buyouts.
$10,000 4 To lower TCO, specifically end-user-related activities, support, and
$25.000 3 purchasing costs (such as through volume discounts), organizations
. need to stick with a certain brand or type of hardware, particularly
Total 6 a brand that has been tested within the entity’s IT infrastructure.
Table 6: Who Leases Hardware and for How Long
INDUSTRY TYPE NUMEBER DON'T LEASE HARDWARE LEASE HARDWARE NUMEER OF ENTITIES THAT LEASE
Communications ] 83.3% 16.7% 1
Construction 1 100.0% 0.0% 0
Education 50 52.0% 48.0% 24
Ernergy/Utilities 5 100.0% 0.0% 0
Financial Services 13 B4.6% 15.4% ?
Government 87.5% 12.5% 1
Healthcare 100.0% 0.0% 0
Haspitality & Ladging 100.0% 0.0% 0
Professional Services 4 100.0% 0.0% 0
Owverall Responses 98 52.0% 48.0% 28
Length of Lease 2 Years 3 Years 4 Years 5 Years
Parcent 36% 85.7% 7.1% 3.6%
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Table 2: Asset Management Reduces TCO

PC (DESKTOP ENVIRONMENT) DIRECT COSTS EMD-USER COSTS TOTAL COST OF OWNERSHIP SAVINGS
Unmanaged (per year) §2,038 $3.757 §5,795
Locked and Well-Managed (per year) 51,724 £1,586 $3.310 $2,485 (42.9%)

Sowrce: Garfner Research

support costs also are reduced, particularly when technical specialists
are dispatched to solve software problems. Gartner estimates a single
PC’s hardware costs to be $972. Yet, in an unmanaged environment,
TCO across a four-year life cycle of a PC is estimated at more than
$23,000, making the $972 equal to only 4.2% of TCO.

SAFEGUARDING ASSETS

When considering how to safeguard technology assets, organizations
should seek to manage hardware, software, and data as material assets.
According to IT research group International Data Corporation (IDC),
281 exabytes of data were created worldwide in 2007; that’s 281
billion gigabytes. In 2009, it was anticipated that more data would be
created in one year than in all previous years. Indeed, according to
IDC, more than 750 exabytes of data were created in 2009. By the end
of 2010, growth shot up to 1,203 exabytes, a 60.4% increase from the
year before. Of note, in 2007, before the latest proliferation of data,
IDC argued that “organizations—including businesses of all sizes,
agencies, governments and associations—will be responsible for the
security, privacy, reliability and compliance of at least 85% of the
information.”

Clearly, the data that customers and employees create resides
on hardware devices that must be managed by the organizations
that control them. According to Section 404 of the Sarbanes-Oxley
Act of 2002, management has a responsibility “for establishing and
maintaining an adequate internal control structure and procedures.”
Not only can effective asset management help safeguard assets and
lower the cost of owning technology, but now it’s also required by law.

In 1999, the Governmental Accounting Standards Board
(GASB) issued Statement No. 34, “Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local
Governments.” It requires state and local governments to prepare basic
financial statements, including capital assets and their cost allocation
information. (For the federal government, the requirements became
effective in 2001.) In their November 2001 article in the Journal of
Accountancy, “How to Implement GASB No. 34,” Bruce Chase and
Laura Triggs wrote this about the asset management system of the city
of Alexandria, Va.:

“To make the conversion, it’s essential to determine early whether
a government’s capital asset system can provide the necessary
information and, if not, what additional steps are required to capture
it. Fortunately for Alexandria, its existing asset management system
had provided the information needed for the conversion. Also, the city
had raised its capitalization threshold to $5,000 from $1,000, which
substantially reduced the number of items to be tracked. As part of the
implementation process, therefore, it’s worthwhile for governments to
review their capitalization policy.”

At issue here is the change in capitalization threshold. In its 2001
GASB Statement No. 34 implementation guide, the Massachusetts
Department of Revenue declared: “If the government’s objective
is only to control its capital asset inventory for financial reporting
purposes, then the minimum requirements are acceptable. This policy
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decision will result in higher Capital Asset thresholds and not require
the government to count assets that do not meet the capitalization
thresholds.”

By raising capitalization thresholds and not counting assets,
organizations (governments and businesses) are neglecting to
manage, track, or control assets, such as computers, that have critical
and valuable data stored on them—and thus are missing out on the
opportunity to lower TCO and to safeguard these assets. In “Do You
Know Where Your Computers Are?” we noted that most companies
set a threshold for hardware in the range of $1,000 to $5,000. Specific
thresholds are usually based on the acquisition cost, which may
include only 20% of the total cost of the technology asset. There
are many hardware components, including data storage devices,
that can be purchased for less than those thresholds. In that case, a
company’s accounting department may be unaware of the acquisitions.
If the accounting department isn’t tracking the hardware, then the IT
department will need to.

UNDERSTANDING ASSET MANAGEMENT PRACTICES

In 2010, seeking to further understand the types of asset
management practices that organizations are utilizing, I conducted
my own study. I contacted the accounting departments of 100 entities,
sent them questionnaires, and received usable responses from 98. The
organizations represented a broad range of industries: communications,
construction, education, energy/utilities, financial  services,
government, healthcare, hospitality/lodging, and professional services
(accounting). Educational entities, representing higher education,
private trade schools, public school districts, and charter schools, gave
nearly half the responses (see Table 3 for a breakdown of the company
sizes). The study focused on policies and practices utilized throughout
the life cycle of technology assets— namely the acquisition, tracking,
and retirement functions within asset management. I based the scope
of the questions primarily on hardware assets rather than on software
applications. Here’s what I discovered.

Table 3: Survey Organizations by Employee Count

NUMBER OF EMPLOYEES

CATEGORY COUNT MEAN MEDLAN MODE
Less than 100 24
100 to 1,000 30

598 230 20K

Moge than 10

Unreported 18

Acquisition. As expected, the entities in the study acquire computer
hardware using three main methods: expensing, capitalizing, and



Table 1: Components of TCO

Hardware, Software, and Facilities

Hardware

Hardware Maimenanoe

Software & Maintenance

IT Software
Data Center Allpcation
Electricity, eic

IT Operations

Tier 1 (Technical Suppon)
Tier 2 (Technical Suppart)
Tier 3 (Technical Support)

Security

Desktiop Management

Administration

Administration
Management

GARTNER'S TOTAL COST OF OWNERSHIP

User Training

DIRECT CO5TS

1] 'Ir.-_'|||‘|:‘1|;

Dispasal

End-User Costs

Training

Fiing

INDIRECT

COSTS

Dawentime

hardware over its lifetime by nearly 43% (see Table 2). Gartner’s cost
estimates also show that enduser (indirect) costs can range from nearly
48% to 65% of TCO. In 2008, Gartner had altered its TCO model and
began utilizing four levels of IT asset management that all have an
impact on how much organizations spend on technology annually. The
terms of Gartner’s new TCO model are defined next.

Unmanaged: Users can install applications and change settings; few
to no management tools are being used.

Somewhat managed: Some management tools are implemented, but
processes and policies aren’t fully developed.

Moderately managed: There are tools and good processes and
policies in place; users can install software or change critical settings.

Locked and well-managed: There are tools and good processes and
policies in place; users can’t install software or change critical settings.

As you can see, when the levels advance beyond “unmanaged,” each
requires more investment in tools, processes, and policies to ensure
greater control of IT assets and their end-users. One key assumption
in the Gartner model is based on an organization having about half
as many software applications in a “locked and well-managed”
environment compared to one that’s “unmanaged.” This is achieved
through the implementation of (1) policies that deter the purchase of
redundant applications, (2) processes that move applications away
from the desktop and into server or browser environments, and (3)
tools that block users from installing their own applications. Instituting
these changes significantly reduces costs in terms of time spent fixing—
or helping to fix— applications, training, and downtime. Centralized
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Based on consent from The Institute of Management
Accountants, we will be republishing martials appering
in IMA's magazine (Strategic Finance) .

Is Your Organization
Managing or Mangling
Its Technology Assets?

BY MATTHEW MOURITSEN

With the amount of valuable data that resides on computer hardware ever increasing
and the cost of technology-related activities remaining a significant component of
information technology (IT) budgets, organizations need to consider several vital points
when setting policies and establishing procedures for managing technology. In the
January2007issueofStrategicFinance,anarticlebyRonManoandme titled “Do YouKnow
Where Your Computers Are?” posed the following question: “Are companies tracking
these (technology) assets?” We simply stated that “many aren’t.” Now I’ll explore that
question and its answer in this article by revealing the results of a survey that asked
various entities to disclose their current technology asset management practices.
These results and supporting research form the basis of several recommendations that
may help your organization better manage and safeguard technology assets and lower
total cost of ownership (TCO).
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TOTAL COST OF OWNERSHIP

The cost of acquiring technology assets is only one element of their
total cost. Take Apple’s iPad, for example.

Business and technology analyst Jack Gold stated in his March
4, 2011, article, “iPad 2: Apple’s Missed Business Opportunity,” on
VentureBeat.com that “while the enduser sees a price tag of $500 to
$800 per device, they are often unaware of the true cost of deploying
an iPad into the organization. This TCO is a direct result of what
companies must do that individuals don’t have to. They have to pay

for infrastructure, deployments, device management and technical
support.”

The TCO model includes both direct and indirect costs. Table
1 shows how Gartner, the IT research group that popularized the
management accounting term in the technology area in 1987, described
the components of TCO in its 2010 research article, “Desktop Total
Cost of Ownership: 2011 Update.”

According to Gartner, effective asset management can cut the
total costs related to the acquisition, support, and disposal of desktop



Enhancing
Communication with
Members and Society

The Saudi Organization for Certified Public Accountants
(SOCPA) has exerted efforts to enhance communication
with its members in particular and society in general. Ates-
timony of this endeavor is SOCPA organizing the Second
Saudi Finance Professionals Forum held recently under
the patronage of H.E. the Minister of Commerce and In-
dustry and Chairman of SOCPA’s Board of Directors Dr.
Tawfiqg Al Rabiah. The forum witnessed wide participation
of SOCPA members and other finance professionals. The
forum addressed topical issues that were presented by
more than twenty expert speakers from the Kingdom and
abroad. The forum was a good op-
portunity for our members to net-
work among each other, as well
as with the business community.

SOCPA has also paid attention to
the promotion of social network-
ing with its members. It organized
several social gatherings with the Dr. Ahmad
most recent gathering that took Almeghames
place in Riyadh under the patron-
age of H.E. the Minister of Com-
merce and Industry. Many of our
members as well as members of
SOCPA's board and technical committees attended the
gathering where the participants enjoyed the friendly
gathering. o

Secretary General
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