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PREFACE

This revised edition of The Controller’s Function is a complete operations
reference manual for the corporate controller. Within these pages the reader
will find a comprehensive discussion of how to manage all major aspects of
the controller’s job, including strategic and annual planning, financial
reporting, and managing all aspects of the accounting department, as well
as peripheral issues such as the fast close, electronic data interchange, best
practices, a wide array of controls to help deal with the Sarbanes-Oxley
Act, software selection and implementation, and financial analysis—and
much, much more.

This book was written in response to the growing realization that the
controller is no longer being called on just to process accounting transac-
tions and issue financial statements, tasks requiring detailed technical
knowledge but no considerable management or analysis skill. Instead, the
modern controller must exhibit additional mastery of a multitude of man-
agement skills, so that the accounting department runs in an efficient and
effective manner, offers a detailed analysis of financial statement results,
recommends improvements, and monitors the activities of other depart-
ments and perhaps even manages the computer systems in a smaller organi-
zation. This book gives considerable attention to the most recent advances
in all these new areas of responsibility, so that the controller will be fully
capable of installing and using them to improve his or her company’s level
of competitive advantage. Included in our coverage of these advances are
the use of electronic spreadsheets for financial analysis, shared services
computing applications, target costing, disaster recovery planning, activity-
based costing, outsourcing, information systems security, and software
package integration.

In addition to these more advanced categories, the book also includes
such bread-and-butter topics as cash management, internal control systems
and fraud prevention, accounts receivable collections, inventory valuation,

XV



Xvi Preface

budgeting, taxes, insurance, and capital budgeting. Because basic and
advanced accounting management topics are combined in one volume, the
reader has access to the complete reference for mastering the controller’s
function.

Centennial, Colorado
November 2004
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THE CONTROLLER’S JOB

Today’s corporation operates in an increasingly complex environment,
where there are far too many activities for a chief executive officer (CEO)
to keep track of. To an increasing degree, this monitoring function falls on
the shoulders of the controller, who must keep the CEO apprised of the per-
formance of all departments, product sales, costs and profits, control issues
in a variety of transaction processing systems, and the impact of new gov-
ernment taxes and other regulations on the conduct of the business. Thus,
the controller can reasonably be compared to the ship’s navigator, who
warns the captain of current or foreseeable problems in the shoals of the
business environment that lie ahead and on all sides. In this chapter, we
explore the main functions of the controller, how they have changed over
time, what kind of background a controller should have, and the role of eth-
ics in the conduct of the job.

HISTORY OF THE CONTROLLER’S FUNCTION

The controller was originally nothing more than a bookkeeper. This person’s
role was to accurately record all transactions passing through the accounting
department, transactions primarily related to the payment of suppliers, the
billing of customers, and/or the handling of cash. The controller was also
required to issue periodic financial statements, which were just that—no
supporting footnotes, executive summaries, or other types of analysis were
expected or required. The traditional career path leading to this position was
through the clerical ranks, so that the person in the controller’s job was inti-
mately familiar with how to manage the transaction flow and could be relied
on to keep the same old systems running forever.
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The function changed with the advent of computers, since accounting
was one of the first company departments to adopt automation. The con-
troller was now required to have more than a passing knowledge of com-
puter systems, including how to select, install, and operate them. The
controller even became the manager of the management information sys-
tems (MIS) department for many smaller companies, since the accounting
department was the main beneficiary of computers. This was also a dis-
tinctly different job requirement, which led to the hiring of more college-
level people into the position. By doing so, many companies sidestepped
the traditional advancement method that no longer yielded controllers with
a die-hard attitude toward maintaining the old accounting systems. Instead,
now controllers were willing to modify their systems to make the best use
of the new computer software, which brought about some improvements in
departmental efficiency.

In the 1970s and 1980s, CEOs became more concerned with the effi-
ciency of all company departments, including the accounting function.
Supported by the efforts of many consulting gurus, such as Michael Ham-
mer (author of Reengineering the Corporation), increasing pressure came
to bear on controllers to find new ways to run their departments in order to
wring out all possible inefficiencies. This trend forced out many old-line
controllers who were uncomfortable with new systems, but brought in a
new breed of heavily educated controllers, many of them with advanced
educations and consulting experience, who streamlined many transactional
systems and began to reach outside of the accounting department to other
areas of the company to provide a profit center and other specialized forms
of financial analysis.

Since the turn of the century, the focus has progressed along the same
trend line we saw established in the last two decades, which is for the con-
troller to manage the accounting department’s costs and efficiencies as
tightly as possible, while also using a great deal of process and financial
analysis skill to assist all parts of the corporation in many ways. Over the
course of one century, the controller’s function has risen from one of senior
clerk to one of the most advanced, highly educated, and useful positions in
the entire corporate structure.

MAIN JOB FUNCTIONS

The controller has a number of distinct job functions. The first four are
ones that can be ascribed to any manager in any department. The last two
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are more specialized, and do not refer to management skill. The six func-
tions are:

1. Planning. The controller is responsible for determining who does
the work, what work is to be done, and the timing of work completion
in the accounting department, especially in regard to the timely pro-
cessing of transactions and the issuance of accurate financial state-
ments. This also extends to the budget, where the controller guides
the budgeting process through other departments.

2. Organizing. The controller is responsible for obtaining and keeping
the services of experienced and well-trained accounting personnel;
this is by far the most important organizational task. This also
involves obtaining sufficient floor space, office equipment, and com-
puter hardware and software to complete all assigned work.

3. Directing. The controller is responsible for ensuring that all employees
in the department work together in an orderly manner to achieve the con-
troller’s plans.

4. Measuring. The controller is responsible for measuring the perfor-
mance of all key aspects of the department to ensure that performance
matches or exceeds standards and that errors are caught and corrected.

5. Financial analysis. The controller is responsible for the review,
interpretation, and generation of recommendations related to corpo-
rate financial performance. This requires excellent communication
skills (both written and oral), so that the controller’s information is
properly and effectively conveyed to the other members of the man-
agement team.

6. Process analysis. The controller is responsible for periodically
reviewing and evaluating the performance of each major process that
is involved in the completion of transactions, with the dual (and some-
times conflicting) objectives of maintaining tight financial controls
over processes while also running them in a cost-effective and effi-
cient manner.

The successful controller in years past would be concerned only with the
first four of these job functions; the recent expansion of the controller’s job
description calls for the addition of the last two items.

JOB DESCRIPTION

The controller has one of the most complex job descriptions of all com-
pany managers, because there are so many functional areas for which he or



4 The Controller’s Job

she is responsible. This section provides a detailed job description that is
sorted by general category in alphabetical order. The controller’s responsi-
bilities are:

Auditing

* The scheduling and management of periodic internal audits, as well
as the preparation of resulting audit reports and the communication of
findings and recommendations to management and the board of
directors.

* The preparation of work papers for the external auditors and the ren-
dering of any additional assistance needed by them to complete the
annual audit.

Budgeting

* The coordination of the annual budgeting process, including mainte-
nance of the company budget, and the transfer of final budget informa-
tion into the financial statements.

Control Systems

* The establishment of a sufficiently broad set of controls to give man-
agement assurance that transactions are processed properly.

Cost Accounting

* The coordination of periodic physical inventory counts.

* The periodic analysis and allocation of costs based on activity-based
costing pools and allocation methods.

* The continual cost review of products currently under development,
using the principles of target costing.

* The periodic compilation and evaluation of inventory costs.

Financial Analysis

* The periodic comparison of actual to budgeted results and the communi-
cation of variances to management, along with recommendations for
improvement.

* The continuing review of revenue and expense trends and the commu-
nication of adverse trend results to management, along with recom-
mendations for improvement.
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* The periodic compilation of business cycle forecasting statistics and
the communication of this information to management, along with pre-
dictions related to the impact on company operations.

* The periodic calculation of a standard set of ratios for corporate finan-
cial performance and the formulation of management recommenda-
tions based on the results.

Financial Statements

» The preparation of all periodic financial statements, as well as their
accompanying footnotes.

* The preparation of an interpretive analysis of the financial statements.

» The preparation and distribution of recurring and one-time management
reports.

Fixed Assets

* The annual audit of fixed assets to ensure that all recorded assets are
present.

* The periodic recording of fixed assets in the financial records and their
proper recording under the correct asset categories and depreciation
methods.

* The proper analysis of all capital expenditure requests.

Policies and Procedures

* The creation and maintenance of all policies and procedures related to
the control of company assets and the proper completion of financial
transactions.

* The training of department personnel in the use of accounting policies
and procedures.

* The modification of existing policies and procedures to match the
requirements of government regulations.

Process Analysis

* The periodic review of all processes involving financial analysis, to see
if they can be completed with better controls, lower costs, or greater
speed.
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Record Keeping

* The proper indexing, storage, and retrieval of all accounting documents.

* The orderly planning for and scheduling of document destruction, in
accordance with the corporate document retention policy.

Tax Preparation

* The timely preparation and filing of tax returns, as well as the supervision
of all matters relating to corporate taxation, such as conducting an effec-
tive tax management program, and both providing and enforcing policies
and procedures related to the compliance of all corporate personnel with
applicable government tax laws.

Transaction Processing

* The timely completion of all accounting transactions at the intervals
and in the manner specified in the accounting policies and procedures
manual.

* The proper completion of all transactions authorized by the board of
directors or in accordance with the terms of all authorized contracts.

* The proper approval of those transactions requiring them, in accor-
dance with company policy.

This list may appear overwhelming, but just because the controller is
responsible for all of the listed areas does not mean that this person must
actually do each one. Instead, the controller is mostly involved in the six
job functions noted in the preceding section; in other words, the controller
primarily manages the work of other people and ensures that they complete
most of the tasks just listed. In particular, a controller can rely on the ser-
vices of assistant controllers who are responsible for smaller portions of
the accounting department.

JOB QUALIFICATIONS

To undertake the job description just described, the controller should have
a number of qualifications, which are outlined in this section. Although
not all controllers will possess these skills, it is most important to have
those related to transaction processing and the production of accurate
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financial statements, for these two areas remain the core of the accounting
function. The key job qualifications are:

* Analysis of information. The controller must be sufficiently comfort-

able with financial information to readily understand the meaning of a
variety of ratios and trends and what they portend for a company.

Communication ability. A key component of the controller’s function
is compiling information and communicating it to management. If the
compiling part of the job goes well, but management does not under-
stand its implications, then the controller must improve his or her com-
munication skills in order to better impart financial information to the
management team.

Company and industry knowledge. No accounting system is com-
pletely “plain vanilla,” because the companies and industries in which it
operates have a sufficient number of quirks to require some variation
from the typical accounting system. Accordingly, the controller must
have a good knowledge of both company and industry operations in order
to know how they impact the operations of the accounting department.

* Management skill. 'The controller presumably will have a staff and, if

so, will have considerable control over the productivity of that group.
Accordingly, the controller must have an excellent knowledge of the
planning, organizational, directing, and measurement functions needed
to manage the accounting department.

Provision of timely and cost-effective services. The controller must
run the accounting department as if it were a profit center, so that the
most efficient methods are used to complete each task and the attention
of the department is focused squarely on the most urgent tasks.
Technical knowledge. Creating an accurate financial statement, espe-
cially one for a publicly held company, requires a considerable knowl-
edge of accounting rules and regulations. Accordingly, a controller
should be thoroughly versed in all generally accepted accounting prin-
ciples (GAAP).

ORGANIZATIONAL STRUCTURE OF
THE ACCOUNTING DEPARTMENT

The controller does not operate alone to complete all the tasks outlined
through the last few sections. On the contrary, quite a large accounting staff
may complete the bulk of the work. In this section, we review the structure
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of the typical accounting department, and the tasks completed by each part
of it.

The controller is usually helped by one or more assistant controllers who
are assigned different sets of tasks. For example, one may be in charge of the
more technically difficult general ledger, tax reporting, financial analysis,
cost accounting, and financial reporting tasks, while another covers the
major transactions, which are accounts payable, accounts receivable, payroll,
and cash application. For smaller organizations, there may also be managers
for the human resources and MIS functions who are at the assistant control-
ler level and who also report to the controller. Below these managers are a
number of subcategories, staffed either by clerks or degreed accountants,
who are responsible for specific tasks. These subcategories are:

* Cost accounting. This position is filled by a degreed accountant who
conducts job or process costing and verifies the inventory valuation.

* Financial analysis. This position is filled by a degreed accountant
who compiles both standard and special-request analysis reports.

* Financial reporting. This position is filled by either a degreed
accountant or a senior-level bookkeeper who prepares the financial
statements and accompanying footnotes, as well as other periodic
reports for public consumption if the company is publicly held.

* General ledger accounting. Frequently combined with the financial
reporting function, this is staffed by similar personnel, and is involved
with the review and recording of journal entries and summary entries
for subsidiary journals.

* Payroll processing. This position is filled by clerks who calculate
pay levels and hours worked and generate payments to employees.

 Tax form preparation and filing. This position is filled by a degreed
accountant, frequently with tax experience in a public accounting back-
ground, who completes and files all government tax forms.

e Transaction processing. This position is filled by clerks (usually com-
prising the bulk of all department headcount) who process all accounts
payable, accounts receivable, and cash application transactions in accor-
dance with rigidly defined procedures.

In a smaller company, the controller may also inherit all the finance and
office management functions, which means that some of the staff will be
responsible for analyzing and monitoring customer credit, investing funds,
supervising risk management, monitoring the phone system, and arranging
for the repair of office equipment. Conversely, a larger company will not
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only separate these added functions, but may also move the financial analy-
sis function under the control of the chief financial officer. Thus, the exact
layout of the accounting department will depend to a large extent on the
size of the company and the presence of other managers.

There can be several levels of controller within a company. The corporate
controller is located at the corporate headquarters, while each division may
have its own controller. There will likely be plant controllers at each loca-
tion, as well. In most organizations, the controller reports directly to the
most senior on-site executive. For example, the plant controller reports to
the plant manager, the division controller reports to the division manager,
and the corporate controller reports to the chief financial officer or presi-
dent. All three levels of controllership noted here have many of the same
functional responsibilities that the corporate controller has on a company-
wide basis.

The corporate controller must decide if accounting operations through
all company locations are to be centralized, decentralized, or occupy a
position somewhere in between. Many controllers favor centralization,
because they can more tightly manage the function and have fewer worries
about accounting control issues arising at some far-off company location.
However, not all aspects of the accounting function are so amenable to cen-
tralization. Some of the reasons why decentralization should at least be
considered as an option are:

* The local organization and retention of accounting information avoids
some excuses for inactivity or poor performance because “the report
was late” or “the report was wrong.”

* The information sent to a central location often is duplicated at the
local site; that duplication can be avoided by processing it locally.

* The information can be processed more rapidly locally because there is
less transit time involved. However, in this day of digital data transmis-
sion, most information can be sent to a central location with hardly any
delay.

The widespread distribution of accounting responsibility in the field
allows a company to more quickly train promising accounting manag-
ers and evaluate them for promotion.

* The presence of a local accountant can assist in the rapid investigation
and resolution of problems that would be impossible from a central
location.
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Offsetting these arguments in favor of decentralization are a number of
factors in favor of centralization. The primary reasoning behind the bulk of
the pro-centralization approach is that the efficient use of employees to
complete a high volume of transactions will keep accounting costs down to
a bare minimum. The reasons are:

* The accounting staff can be shifted between tasks to meet peak work-
loads.

* The use of centralized transaction processing may have a sufficient
amount of volume to justify the use of expensive computer hardware
and software that will considerably improve efficiency, though it
would be cost-prohibitive for a smaller division to use.

* The use of a centralized staff may allow for the added expense of a tai-
lored training program for accountants that will increase their effi-
ciency, but which would be too expensive to create for the smaller
numbers of accountants at a single division location.

* The use of a centralized operation may allow for the hiring of more
experienced (and expensive) accounting personnel who can do a better
job of managing the department.

Thus, the controller has arguments for using either approach to organizing
the department. If a company has a highly diversified group of divisions,
then their transactions, chart of accounts, and processes may differ so wildly
from each other that it makes no sense to centralize the accounting depart-
ment. However, a company with cookie-cutter divisions that are essentially
identical in their operating characteristics may be ideal for accounting cen-
tralization. In many cases, though, the correct method is to opt for a slightly
more expensive middle ground, using a centralized transaction processing
organization, but also paying for a small local staff that can process excep-
tion transactions, investigate variance problems on behalf of the central orga-
nization, and also be a training ground for junior accounting managers from
the central accounting office.

ETHICS

The controller is in the uniquely difficult position of having a significant
impact on the level of ethics practiced throughout a company. If the control-
ler tends to wink at monetary indiscretions or alter the timing or amount of
accruals or other transactions in order to influence reported financial results,
then this attitude gradually will percolate down through the organization,
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until management suddenly finds that the entire company is rife with ethical
problems of all kinds. The alternative approach is for the controller to adopt
a methodical and rigorous approach to ethical problems, as is outlined in this
section.

The first step by the controller is to convince the management team, and
the president in particular, that the company must adopt a written ethical
standard and force the rest of the organization to adhere to it through regular
audits. Once the code of ethics and all related standards of conduct are com-
plete, the management team as a whole must present them to employees and
continue to reiterate, both by example and communication, that these princi-
ples are a significant foundation underlying all company operations.

Using these preliminary guidelines, the controller can then expand the
concept and promulgate a series of additional guidelines in specific areas
related to accounting. Some of them are:

 Attaining annual business plan objectives

* Compliance with Securities and Exchange Commission (SEC) and other
securities laws and regulations

* Employee discrimination

* Gifts and payments of money for no return consideration
* Leave for military or other federal service

* Meals and entertainment expense reporting

* Period-end accounting adjustments

* Political contributions

* Preservation of assets

* Restrictive trade practices

* Use of the company car

* Workplace safety

Only by adhering closely to these ethical guidelines, and by clearly com-
municating to the accounting staff that they are the corporate law, will the
controller alter the mind-set of the company as a whole (and the accounting
department in particular) in the direction of using the highest possible ethi-
cal standards.
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INTERNAL CONTROL

Perhaps the most important function of the controller is to create and main-
tain the corporate financial control system. Doing so involves documenting
the existing control structure, eliminating redundant controls, and adding
new controls to cover potential risks arising out of new business situations.
In order to properly assess risks, the controller must have a firm grasp of
the general types of fraud and how to prevent them. This knowledge should
extend to legally required controls over assets, such as those listed in the
Foreign Corrupt Practices Act and the Sarbanes-Oxley Act. This chapter
provides an overview of these topics.

BASIC ELEMENTS

Many policies and procedures have been established to achieve the specific
objectives of an organization. This set of procedures is called the internal
control structure. Technically, appropriate control procedures apply to
every function, to every activity of the enterprise. The emphasis in this
chapter is on those controls relevant to a proper recording of transactions
(income, expenses, assets, liabilities, and net worth) and the proper report-
ing thereof, together with safeguarding the assets of the business. The
applicable control objectives, discussed later in this chapter, are a basic
concern of the controller.

The controller should be aware of the various types of controls that must
be interlinked to create a control system that adequately safeguards the
company assets: accounting controls, administrative controls, and primary
operational controls.

12
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Accounting controls are defined as the plan of organization and all
methods and procedures that are concerned with the safeguarding of assets
and the reliability of the financial records. They generally include such
controls as the systems of authorization and approval; separation of duties
concerned with record-keeping and accounting reports from those con-
cerned with operations or asset custody; physical controls over assets; and
internal auditing. It was these controls with which historically the indepen-
dent accountant was primarily concerned.

Administrative controls comprise the plan of organization and all meth-
ods and procedures that relate to operational efficiency and adherence to
managerial policies and that usually are concerned only indirectly with the
financial records. Included would be such controls as statistical analyses,
time and motion studies, performance reports, employee training programs,
and quality control.

Primary operational control concerns the establishment of policy and
basic guidelines by which an enterprise will be directed as a means of
achieving the business objectives.

Given the recent broadening of the traditional definition of controls, and
the various statements on the subject, it facilitates discussion if the internal
control structure of an entity is divided in two parts:

1. Control environment
2. Accounting systems

Control Environment

A company’s control environment is the corporate atmosphere in which the
accounting (and other) controls exist and in which the financial statements
are prepared. It reflects management’s commitment to an effective system
of internal control. The control segment has recently been given increased
importance in general analysis of controls. It represents the collective effort
of many factors, including:

* Management philosophy and operating style. This factor concerns
“the tone at the top” and includes a broad range of topics that influence
the control environment, including:

o Emphasis on meeting profit goals, targets, or budgets
o Basic attitude about risk taking
o Attitude about the need for controls

o Attitude about the importance and sanctity of the financial state-
ments, both internal and published
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* Organization structure. How are the organizing, planning, directing,

and controlling of operations handled? On a decentralized basis? Does
strong central control exist? Does one person or do a few individuals
dominate the company?

Functioning of the board of directors and the board committees. Does
the board exert influence or largely follow the dictates of the CEO?
Does it examine or discuss important policies and procedures? Does an
audit committee composed of outside directors exist? Does it oversee
accounting policies and procedures, including controls? Does it meet
independently with the outside auditors and with internal auditors?

Methods of assigning authority and responsibility. Are policy matters
such as ethical standards, conflicts of interest, and competitive response
discussed?

Management control methods. This category involves the heart of
operational control—how management delegates authority to others and
effectively supervises all company activities—and includes:

o The planning system, both short and long term

o The measurement system, comparing actual with planned perfor-
mance, and communication of the results to appropriate individuals

o The methods of taking timely and corrective action to bring actual
performance at least to budgeted levels

o The methods of developing procedures, modifying systems, and
monitoring systems and procedures

The existence and effectiveness of an internal audit function. Included
in the audit function are the proper authority, organization structure
and status, properly qualified personnel, and adequate resources.

Personnel policies and procedures. This category includes policies
and procedures for hiring, training, evaluating, promoting, and compen-
sating personnel so that a proper and adequate corps of employees is
available and permitted to carry out their assigned responsibilities.

e Influence of external factors. Although external influences are

largely outside the control of an organization, how management moni-
tors and deals with outside influences, such as legislative and regula-
tory bodies, international events, and economic trends, and how it
complies with the requirements, is germane to accomplishing the com-
pany’s objectives.
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How management copes with these factors reveals the overall attitude of the
board of directors and top management concerning ethics and the signifi-
cance of proper controls. Anyone searching for fraud could use these control
elements to narrow the search area; for example, if a department had a poor
attitude toward controls, then an auditor might consider that department to
be a high-risk area.

Controllers, as chief accounting officers, should understand how these
various factors actually operate in their areas of responsibility; that is to
say, it is one thing to have written policies and procedures, but another to
know that they are followed. Management may give lip service to certain
policies, but act in ways that condone departures from the standard. In the
control environment, the controller’s attention should be on the same mat-
ters that would warrant examination by an independent auditor.

As the internal control structure becomes more widely discussed among
management members, many operating managers regard the matter as pri-
marily a financial or accounting concern and not theirs. Because many
evaluations have been made by either internal auditors or independent
accountants, managers sense no direct tie-in to corporate governance and
the achievement of the corporate objectives, such as profitability, growth,
and adherence to ethical standards. What is needed, and what is occurring
in many companies, is the education of operating management about their
role in the control system.

One company, in an effort to educate all department managers, held a
series of one-day seminars for the professional and management staff of the
organization. In these meetings, the business objectives for each depart-
ment were stated by the departmental vice president and supplemented by
group discussion. The “control mechanisms,” or actions required to accom-
plish each department’s objectives, were reviewed for their effectiveness.
The relationship of the elements of internal control to the attainment of
departmental objectives was appraised.

Although the elements may differ by organization, the example com-
pany covered these control segments as meaningful to its operating
management1 :

* Organization controls: Personnel standards, a plan of organization, and
the corporate culture

» System development and change controls

* Authorization and reporting controls; planning and budgeting; account-
ability

* Accounting system controls
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» Safeguarding controls: Protection of assets and avoidance of uninten-
tional risks

* Management supervisory controls: Supervision and management infor-
mation

* Documentation controls: Formal policies and procedures; systems doc-
umentation

The objective of the approach was to involve all of management in the edu-
cational process and make use of the company’s control system to attain
departmental objectives.

Accounting System

Another element of the internal control structure is the accounting system.
The proper direction of the accounting system is one of the principal respon-
sibilities of the controller. An effective accounting system encompasses
those principles, methods, and procedures, as well as those records, that will:

¢ Identify properly and record all valid transactions

* Describe the transactions on a timely basis and in sufficient detail to
permit proper classification of transactions for financial reporting

* Determine the time period in which the transactions occurred so as to
permit recording in the proper accounting period

* Measure the value of the transaction in a manner that permits record-
ing of the proper monetary value in the financial statements

* Permit proper presentation of the transactions and related required dis-
closures in the financial statements

Appraising the Control System

With the apparent rise in inappropriate activity by some businesspeople,
such as issuance of fraudulent financial statements, kickbacks, and bribery,
the adequacy of the control systems takes on increased importance. Yet such
a determination usually cannot be done quickly or easily. An analytical and
detailed approach probably is desirable. Some representative actions in the
area of procedure, some essential elements in the control system, and a sug-
gested assignment of responsibility for different phases of control are dis-
cussed in the next few sections.
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There are two fundamental steps to be taken by management in evaluating
internal controls. First, management must identify the principal activities,
risks, and exposures in each operating component of the business and define
the control objectives related to those activities. Second, management must
describe, perhaps by flowcharts, and understand the various systems used to
process transactions, safeguard assets, and prepare the financial reports.
Management then uses this information to evaluate the system, giving partic-
ular attention to possible significant weaknesses, in order to ascertain that
the system provides reasonable assurance that the control objective can be
achieved.

Identifying the Activities, Risks, and Control Objectives

One way to identify a company’s principal activities and control objectives
is to separate the typical company into four basic operating components
and define the control objectives of the various activities in each component.
Suggested components are sales, production or service, finance, and admin-
istration. Examples of control objectives are:

* Sales control objectives. That correct billings are produced for
shipped products or services rendered, customer credit is checked prior
to approving orders, and customer returns are approved

* Production or service control objectives. That minimal scrap occurs
as products are created, the correct quantities of products are pro-
duced, and pilferage is kept to a minimum

* Finance control objectives. That cash receipts are deposited on the
day of receipt, petty cash is issued only with proper authorization, and
bad debts are properly authorized before being removed from the
receivables ledger

* Administration control objectives. That office equipment is purchased
only with the proper authorization, vacations are taken only with previ-
ous authorization, and hiring occurs only after proper authorization

Another approach is to identify types of transactions common to most busi-
nesses. Each transaction flow is a grouping of related events, and the focus
is on whether appropriate control exists over each step in the transaction
through the processing system. Some suggested transaction cycles are the
revenue cycle, production cycle, payments cycle, and time cycle (economic
events caused by time, such as an interest accrual). In any event, whatever
approach is used results in the identification of major functions and the
control objectives for each.
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In reviewing operations, transactions, or cycles, the possibility of loss or
risk (or error in the financial statements) should be considered in an effort
to minimize theft, for example, and to provide early warning of other
potential loss, including:

e Loss or destruction of assets

e Fraud or embezzlement

* Statutory sanctions or violations

e Excessive costs or insufficient revenues

* Unacceptable accounting

* Erroneous recording

» Expropriation

Understanding Control Systems

Accounting transactions should be clearly flowcharted, so that they can be
studied for possible weaknesses by the controller’s staff. This review involves
a businessperson’s perspective of what should be done, a consideration of
things that can go wrong, and a recognition of the accounts that would be
affected. Any issues concerning the control of those transactions should be
documented.

When reviewing the flowcharts for control weaknesses, five general con-
trol objectives should be kept in mind:

1.

Authorization. Was the transaction authorized by management? This
could be evidenced in a general way by establishing related policies,
contract authorization limits, investment limits, standard price lists, and
so on. Or, in a given situation, a specific authorization may be needed.

Recording. Transactions should be recorded in the proper account, at
the proper time (proper cutoff), with the proper description. No ficti-
tious transactions should be recorded, and erroneous material or incom-
plete descriptions should be avoided.

Safeguarding. Physical assets should not be under the physical cus-
tody of those responsible for related record-keeping functions. Access
to the assets should be restricted to certain designated individuals.

Reconciliation. Periodic reconciliations of physical assets to records,
or control accounts, should be made. Some examples are bank recon-
ciliations, securities inventories and physical inventories of raw mate-
rial, and work in process and finished goods to control accounts.
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5. Valuation. Provision should be made for assurances that the assets
are properly valued in accordance with generally accepted accounting
principles—and that the adjustments are made.

CONTROLS TO USE IN YOUR BUSINESS

This section describes over 140 controls that can be used throughout a
company’s accounting systems. They are organized first by their appear-
ance on the balance sheet (e.g., cash controls first, investments controls
second, etc.), followed by controls for revenue and then for a number of
miscellaneous topics, including foreign exchange, hedges, and leases. Not
all are recommended for installation; on the contrary, the controller should
pick and choose from this list based on the requirements of corporate
requirements, keeping in mind the cost-effectiveness of each control. The
controls list follows.

Cash?

1. Control check stock. This is a key control. All check stock must be
locked up when not in use. Otherwise, it is a simple matter for some-
one to take a check from the bottom of a check stack (where its loss
will not be noticed for some time), forge a signature on it, and cash it.
The key or combination to the lock must be kept in a safe place, or
else this control will be worthless.

2. Control signature plates. This is a key control. Many companies use
either signature plates or stamps to imprint an authorized signature on a
check, thereby saving the time otherwise required of a manager to sign
checks. If someone obtains access to a signature plate and some check
stock, he or she can easily pay him- or herself the contents of the entire
corporate bank account. The best control is to lock up signature plates
in a different storage location from the check stock, so a perpetrator
would be required to break into two separate locations in order to carry
out a really thorough check fraud.

3. Separate responsibility for the cash receipt and bank reconciliation
functions. If a person has access to both the cash receipt and bank
reconciliation functions, it is much easier to commit fraud by altering
the amount of incoming receipts, and then pocketing the difference.
To avoid this, each function should be handled by different people
within the organization.
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4. Perform bank reconciliations. Although widely practiced and cer-
tainly necessary, bank reconciliations are not preventive controls, and
so this step should be implemented after the control of check stock
and signature plates. Bank reconciliations are most effective when
completed each day; this can be done by accessing the daily log of
cash transactions through the company bank’s Internet site. By staying
up-to-date on reconciliations, evidence of fraudulent check activity
can be discovered more quickly, allowing for faster remedial action.

5. Reconcile petty cash. There tends to be a high incidence of fraud
related to petty cash boxes, since money can be removed from them
more easily. To reduce the incidence of these occurrences, unscheduled
petty cash box reconciliations can be initiated, which may catch perpe-
trators before they have covered their actions with a false paper trail.
This control can be strengthened by targeting those petty cash boxes that
have experienced unusually high levels of cash replenishment requests.

6. Require that bank reconciliations be completed by people independent
of the cash receipts and disbursement functions. The bank reconcili-
ation is intended to be a check on the activities of those accounting
personnel handling incoming and outgoing cash, so it makes little
sense to have the same people review their own activities by complet-
ing the reconciliation. Instead, it should be done by someone in an
entirely different part of the department, and preferably by a senior
person with a proven record of reliability.

7. Regquire that petty cash vouchers be filled out in ink. Anyone main-
taining a petty cash box can easily alter a voucher previously submit-
ted as part of a legitimate transaction and remove cash from the petty
cash box to match the altered voucher. To avoid this, all vouchers
should be completed in ink. To be extra careful, users should be
required to write the amount of any cash transactions on vouchers in
words instead of numbers (e.g., “fifty-two dollars” instead of
“52.00”), since numbers can be modified more easily than words.

8. Compare the check register to the actual check number sequence.
With prenumbered checks, the check numbers listed in the computer’s
check register should be compared to those on the checks. If a check
were to be removed from the check stock, then this action would
become apparent when the check number on the check stock no
longer matches the check number in the computer system.

If the check stock is on a continuous sheet, as is used for sheet-fed dot-
matrix printers, then the more likely way for a perpetrator to steal checks
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would be to detach them from the top or bottom of the stack of check stock.
In this case, the problem can be detected by keeping separate track of the last
check number used, as well as of the last check number on the bottom of the
stack. Unfortunately, many accounting clerks keep such a list of check num-
bers used with the check stock, so a perpetrator can easily alter the last num-
ber listed on the sheet while stealing checks at the same time. For this
reason, the list of check numbers used should be kept in a separate location.

1. Review uncashed checks. All checks that have not been cashed
within 90 days of their check dates should be reviewed. In a few
cases, it may be possible to cancel the checks, thereby increasing the
available cash balance. This review can also highlight checks that
have gone astray. By placing stop payment orders on these checks,
the company can keep them from being cashed by other parties,
while new checks can be issued to the proper recipients.

2. Route incoming cash payments through a lockbox. Having custom-
ers send payments directly to a bank lockbox eliminates a number of
control points within a company, since it no longer has to physically
handle any forms of cash. Some payments will inevitably still be
mailed directly to the company, but the proportion of these payments
will drop if customers are promptly asked to send future payments to
the lockbox address.

3. Verify amount of cash discounts taken. A cash receipts person can
falsely report that customers are taking the maximum amount of early
payment discounts when they have not actually done so and can
pocket the amount of the false discount. This can be detected by
requiring that photocopies of all incoming checks be made and then
tracing payments on which discounts have been taken back to the cop-
ies of the checks. This is a less common problem area, because it
requires a perpetrator to have access to both the receipts and pay-
ments aspects of the accounting operation, and so is a less necessary
control point.

Investments

Transfers between Available-for-Sale and Trading Investments

1. Require board approval of substantial changes in investment account
designations. Management can modify the amount of reported gains
or losses on investments by shifting investment designations from the
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“available-for-sale” investment portfolio to the “trading” portfolio. If
the gain or loss on such a change in designation is significant, the
board of directors should be notified in advance of the reason for the
change and its impact on the level of earnings.

Investments: Transfers of Debt Securities among Portfolios

1. Impose investment limits. When investing its excess funds, a company

should have a policy that requires it to invest only certain amounts in
particular investment categories or vehicles. For example, only the first
$100,000 of funds are insured through a bank account, so excess fund-
ing beyond this amount can be shifted elsewhere. As another example,
the board of directors may feel that there is too much risk in junk bond
investments and so will place a general prohibition on this type of
investment. These sorts of policies can be programmed into a treasury
workstation, so that the system will automatically flag investments that
fall outside a company’s preset investment parameters.

2. Require authorizations to shift funds among accounts. A person

who is attempting to fraudulently shift funds out of a company’s
accounts must have approval authorization on file with one of the
company’s investment banks to transfer money out to a noncompany
account. This type of authorization can be strictly controlled through
signatory agreements with the banks. It is also possible to impose
strict controls over the transfer of funds between company accounts,
since a fraudulent person may uncover a loophole in the control sys-
tem whereby a particular bank has not been warned not to allow fund
transfers outside of a preset range of company accounts, and then shift
all funds to that account and thence to an outside account.

Investments: Equity Method of Accounting

1. Verify consistent use of the same income tax rate for equity method

transactions. GAAP allows the assumed use of tax rates for either
dividend payments or capital gains to record gains from equity
method transactions. This use can result in improperly switching
between different tax rates on successive equity method transactions
in order to meet short-term profitability goals. A simple control over
this problem is to periodically review the calculation of journal
entries in the income tax expense account to see if tax rate usage has
been consistent.
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Require approval of the assumed tax rate used for equity method
transactions. As noted in the preceding control, GAAP allows a
range of possible tax rates for equity method transactions, which can
result in improperly altering tax rates to meet profitability goals. To
avoid this problem, the general ledger accountant should be required
to obtain management approval of any journal entries involving the
income tax expense account.

. Require auditor review and approval of excess purchase price alloca-

tions to investee assets. If the amount of an investment exceeds the
investee’s book value, GAAP requires that as much of the excess
investment as possible be allocated to any investee assets for which the
fair value exceeds the book value. When this occurs, the incremental
value assigned must also be amortized, which will reduce the recorded
amount of the investment. Thus, the investor will have an incentive to
allocate the minimum amount to assets, if not entirely forgo the alloca-
tion process. Having independent auditors review and approve informal
asset allocations, as well as the related amortization calculations, can
ensure that a reasonable valuation and resulting amortization of asset
values will occur.

4. Add to the monthly closing schedule the amortization of purchase price

allocations to investee assets. If the purchase price of an investment
exceeds the book value of the investee and the equity method of
accounting is being used, an informal amortization calculation is usu-
ally kept that is not integrated into the usual asset depreciation schedule.
Because it is maintained separately, there is a strong possibility that this
additional amortization will be forgotten and not periodically included
in the financial statements. To avoid the problem, the amortization entry
should be noted in the formal closing procedure. Also, the amortization
should be set up as a recurring journal entry in the general ledger,
although inclusion in the procedure is still necessary to ensure that the
recurring amortization entry continues to be checked for accuracy.

Obtain independent verification of the fair value of investee land assets
to which investor goodwill has been allocated. GAAP requires that
the maximum possible amount of excess investment over an investee’s
book value be assigned to identifiable assets, which are then amortized.
By assigning an excessive amount of the investment to land assets,
which are not amortized, a company can incorrectly retain a high
reported level of investment. Requiring independent verification of the
fair value of the land assets is an effective method for ensuring that the
correct amount of amortization is entered in the general ledger each
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month. It is also useful to include in the month-end closing procedure a
requirement to obtain a fair value estimate of any new allocation to
investee land and compare it to the amount of excess investment infor-
mally assigned to the land asset group, thereby formalizing the process.

Prepaid Expenses

1. Reconcile all prepaid expense accounts as part of the month-end clos-

ing process. By conducting a careful review of all prepaid accounts
once a month, it becomes readily apparent which prepaid items should
be converted to an expense. The result of this review should be a
spreadsheet that itemizes the nature of each prepaid item in each
account. Since this can be a time-consuming process involving some
investigative work, it is best to review prepaid expense accounts shortly
before the end of the month, so that a thorough review can be con-
ducted without being cut short by the time pressures imposed by the
usual closing process.

Review all employee advances with the payroll and payables staffs at
least once a month. A common occurrence is for an employee to
claim hardship prior to a company-required trip and request a travel
advance. Alternatively, an advance may be paid when an employee
claims that he or she cannot make it to the next payroll check. What-
ever the reason for these advances, they will be recorded in an
employee advances account, where they can sometimes be forgotten.
The best way to ensure repayment is a continual periodic review,
either with the accounts payable staff who process employee expense
reports (against which travel advances should be netted) or the payroll
staff (who deducts pay advances from future paychecks).

. Require approval of all advance payments to employees. The sim-

plest way to reduce the burden of tracking employee advances is not
to make them in the first place. The best approach is to require man-
agement approval of any advances, no matter how small they may be.

Receivables

1. Confirm payment terms with customers. Receivable collections can

be particularly difficult when the sales staff has established side
agreements with customers that alter payment terms—especially
when the sales staff does not communicate these new terms to the col-
lections department. The existence of these deals can be discovered
by confirming payment terms at the time of invoice creation with
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selected customers and then working with the sales manager to repri-
mand those sales staff members who have authorized special terms
without notifying anyone else in the company.

2. Require approval of bad debt write-offs. A common form of fraud is
for a collections person to write off an invoice as a bad debt and then
pocket the customer payment when it arrives. Companies can avoid
this situation by requiring management approval of all bad debt write-
offs (although staff members usually are allowed to write off small
balances as an efficiency measure). Management should be particu-
larly wary when a large proportion of bad debt requests come from
the same collections person, indicating a possible fraud pattern.

3. Regquire approval of credits. Credits against invoices can be required
for other reasons than bad debts—incorrect pricing or quantities
delivered, incorrect payment terms, and so on. In these cases, man-
agement approval should be required not only to detect the presence
of false credit claims, but also to spot patterns indicating some under-
lying problem requiring correction, such as inaccurate order picking
in the warehouse.

4. Match invoiced quantities to the shipping log. 1t is useful to spot-
check the quantities invoiced to the quantities listed on the shipping
log. Doing so allows for the detection of fraud in the billing depart-
ment caused by invoicing for too many units, with accounting staff
members pocketing the difference when it arrives. This is a rare form
of fraud, since it generally requires collaboration between billing and
cash receipts staff members, and so the control is needed only where
the fraud risk clearly exists.

5. Verify invoice pricing. The billing department can commit fraud by
issuing fake invoices to customers at improperly high prices and then
pocketing the difference between the regular and inflated prices when
the customer check arrives. Having someone compare the pricing on
invoices to a standard price list before invoices are mailed can spot
this issue. As was the case for the last control, this form of fraud is
possible only when there is a risk of collaboration between billing and
cash receipts staff members, so the control is needed only when the
fraud risk is present.

Inventory in Transit

1. Audit shipment terms. Certain types of shipment terms will require
that a company shipping goods must retain inventory on its books for
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some period of time after the goods have physically left the company
or that a receiving company record inventory on its books prior to its
arrival at the receiving dock. Although in practice most companies
will record inventory only when it is physically present, this is techni-
cally incorrect under certain shipment terms. Consequently, a com-
pany should perform a periodic audit of shipment terms used to see if
there are any deliveries requiring different inventory treatment. The
simplest approach is to mandate no delivery terms under which a
company is financially responsible for transportation costs.

2. Audit the receiving dock. A significant problem from a record-keeping

perspective is that the receiving staff may not have time to enter a newly
received delivery into the corporate computer system, so the accounting
and purchasing staffs have no idea that the items have been received.
Accordingly, items sitting in the receiving area should be compared reg-
ularly to the inventory database to see if they have been recorded. Sup-
plier billings also can be compared to the inventory database to see if
items billed by suppliers are not listed as having been received.

Reject all purchases that are not preapproved. A major flaw in the
purchasing systems of many companies is that all supplier deliveries
are accepted at the receiving dock, irrespective of the presence of
authorizing paperwork. Many of these deliveries are verbally autho-
rized orders from employees throughout the company, and often these
employees are not authorized to make such purchases or are not aware
that they are buying items at high prices. This problem can be elimi-
nated by enforcing a rule that all items received must have a corre-
sponding purchase order on file that has been authorized by the
purchasing department. By doing so, the purchasing staff can verify
that there is a need for each item requisitioned and that it is bought at
a reasonable price from a certified supplier.

Inventory Accounting

1. Conduct inventory audits. 1f no one ever checks the accuracy of the

inventory, it will gradually vary from the book inventory, as an accumu-
lation of errors builds up over time. To counteract this problem, sched-
ule a complete recount of the inventory from time to time or an ongoing
cycle count of small portions of the inventory each day. Whichever
method is used, it is important to conduct research in regard to why
errors are occurring, and attempt to fix the underlying problems.
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. Control access to bill of material and inventory records. The files
containing bills of material and inventory records should be accessi-
ble to only a very small number of well-trained employees. By limit-
ing access in this way, the risk of inadvertent or deliberate changes to
these valuable records will be minimized. The security system should
also store the keystrokes and user access codes for anyone who has
accessed these records, in case evidence is needed to prove that fraud-
ulent activities have occurred.

. Keep bill of material accuracy levels at a minimum of 98%. The
bills of material are critical for determining the value of inventory as
it moves through the work-in-process stages of production and even-
tually arrives in the finished goods area, since they itemize every pos-
sible component that comprises each product. These records should
be regularly compared to actual product components to verify that
they are correct, and their accuracy should be tracked.

. Pick from stock based on bills of material. ~An excellent control over
material costs is to require the use of bills of material for each item
manufactured and then require that parts be picked from the raw
materials stock for the production of these items based on the quanti-
ties listed in the bills of material. By doing so, a reviewer can hone in
on those warehouse issuances that were not authorized through a bill
of material, since there is no objective reason why these issuances
should have taken place.

. Require approval to sign out inventory beyond amounts on pick
list. If a standard pick list is used to take raw materials from the ware-
house for production purposes, then this should be the standard autho-
rization for inventory removal. If production staff members require any
additional inventory, they should go to the warehouse gate and request
it, and the resulting distribution should be logged out of the warehouse.
Furthermore, any inventory that is left over after production is com-
pleted should be sent back to the warehouse and logged in. By using
this approach, the cost accountant can tell if there are errors in the bills
of material that are used to create pick lists, since any extra inventory
requisitions or warehouse returns probably represent errors in the bills.

. Require transaction forms for scrap and rework transactions. A star-
tling amount of materials and associated direct labor can be lost through
the scrapping of production or its occasional rework. This tends to be a
difficult item to control, since scrap and rework can occur at many
points in the production process. Nonetheless, the manufacturing staff
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should be well trained in the use of transaction forms that record these
actions, so that the inventory records will remain accurate.

Restrict warehouse access to designated personnel. Without access
restrictions, the company warehouse is like a large store with no
prices—just take all you want. This does not necessarily mean that
employees are taking items from stock for personal use, but they may
be removing excessive inventory quantities for production purposes,
which leads to a cluttered production floor. Also, this leaves the pur-
chasing staff with the almost impossible chore of trying to determine
what is in stock and what needs to be bought for immediate manufac-
turing needs. Consequently, a mandatory control over inventory is to
fence it in and closely restrict access to it.

Segregate customer-owned inventory. If customers supply a company
with some parts that are used when constructing products for them, it
becomes very easy for this inventory to be mingled with the company’s
own inventory, resulting in a false increase in its inventory valuation.
Although it is certainly possible to assign customer-specific inventory
codes to these inventory items in order to clearly identify them, a more
easily discernible control is to physically segregate these goods in a dif-
ferent part of the warehouse.

Inventory Valuation

1. Audit inventory material costs. Inventory costs are usually either

assigned through a standard costing procedure or as part of some inven-
tory layering concept, such as LIFO (last in, first out) or FIFO (first in,
first out). In the case of standard costs, assigned costs should be com-
pared regularly to the actual cost of materials purchased to see if any
standard costs should be updated to bring them more in line with actual
costs incurred. If it is company policy to update standard costs only at
lengthy intervals, then it should be verified that the variance between
actual and standard costs is being written off to the cost of goods sold.

If inventory layering is used to store inventory costs, then the costs
in the most recently used layers should be periodically audited, trac-
ing inventory costs back to specific supplier invoices.

2. Audit production setup cost calculations. 1f production setup costs

are included in inventory unit costs, there is a possibility of substantial
costing errors if the assumed number of units produced in a production
run is incorrect. For example, if the cost of a production setup is $1,000
and the production run is 1,000 units, then the setup cost should be $1
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per unit. However, if someone wanted to artificially increase the cost of
inventory in order to create a jump in profits, the assumed production
run size could be reduced. In the example, if the production run
assumption were dropped to 100 units, the cost per unit would increase
tenfold to $10. A reasonable control over this problem is to regularly
review setup cost calculations. An early warning indicator of this prob-
lem is to run a report comparing setup costs over time for each product
to see if there are any sudden changes in costs. Also, access to the com-
puter file storing this information should be strictly limited.

Compare unextended product costs to those for prior periods. Product
costs of all types can change for a variety of reasons. An easy way to
spot these changes is to create and regularly review a report that com-
pares the unextended cost of each product to its cost in a prior period.
Any significant changes can then be traced back to the underlying cost-
ing information to see exactly what caused each change. The main
problem with this control is that many less expensive accounting sys-
tems do not retain historical inventory records. If so, the information
should be exported to an electronic spreadsheet or separate database
once a month, where historical records can then be kept.

Review sorted list of extended product costs in declining dollar order.
This report is more commonly available than the historical tracking
report noted in the last numbered point, but contains less information.
The report lists the extended cost of all inventory on hand for each
inventory item, sorted in declining order of cost. By scanning the
report, items that have unusually large or small valuations can be spot-
ted readily. However, finding these items requires some knowledge of
what costs were in previous periods. Also, a lengthy inventory list
makes the efficient location of costing problems difficult. Thus, from a
control perspective, this report is inferior to the unextended historical
cost comparison report.

Control updates to bill of material and labor routing costs. The key
sources of costing information are the bill of materials and labor rout-
ing records for each product. It is easy to make a few modifications to
these records in order to substantially alter inventory costs. To prevent
such changes from occurring, impose strict security access to these
records. If the accounting software has a change tracking feature that
stores data about who made changes and what changes were made,
then be sure to use this feature. If used, periodically print a report (if
available) detailing all changes made to the records and scan it for
evidence of unauthorized access.
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Review inventory for obsolete items. The single largest cause of
inventory valuation errors is the presence of large amounts of obsolete
inventory. To avoid this problem, periodically print a report that lists
which inventory items have not been used recently, including the
extended cost of these items. A more accurate variation is to print a
report itemizing all inventory items for which there are no current
production requirements (possible only if a material requirements
planning system is in place). Alternatively, a report that compares the
amount of inventory on hand to annual historical usage of each item
can be used. With this information, schedule regular meetings with
the materials manager to determine what inventory items should be
scrapped, sold off, or returned to suppliers.

Review inventory layering calculations. Most inventory layering
systems are maintained automatically through a computer system and
cannot be altered. In these cases, there is no need to verify the layer-
ing calculations. However, if the layering information is manually
maintained, schedule periodic reviews of the underlying calculations
to ensure proper cost layering. These reviews usually involve tracing
costs back to specific supplier invoices. However, supplier invoices
also should be traced forward to the layering calculations, since it is
quite possible that invoices have been excluded from the calculations.
Also verify consistency in the allocation of freight costs to inventory
items in the layering calculations.

Verify the calculation and allocation of overhead cost pools. Overhead
costs are usually assigned to inventory as the result of a manually
derived summarization and allocation of overhead costs. This can be a
lengthy calculation, subject to error. The best control over this process
is a standard procedure that clearly defines which costs to include in
the pools and precisely how these costs are to be allocated. In addition,
regularly review the types of costs included in the calculations, verify
that the correct proportions of these costs are included, and ensure that
the costs are being correctly allocated to inventory. A further control is
to track the total amount of overhead accumulated in each reporting
period; any sudden change in the amount may indicate an error in the
overhead cost summarization.

Fixed Assets

1.

Ensure that fixed asset purchases have appropriate prior authoriza-
tion. A company with a capital-intensive infrastructure may find that
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its most important controls are over the authorization of funds for new
or replacement capital projects. Depending on the potential amount of
funding involved, these controls may include a complete net present
value (NPV) review of the cash flows associated with each prospec-
tive investment, as well as multilayered approvals that reach all the
way up to the board of directors. A truly comprehensive control sys-
tem will also include a postcompletion review that compares the orig-
inal cash flow estimates to those actually achieved, not only to see if a
better estimation process can be used in the future, but also to see if
any deliberate misrepresentation of estimates was initially made.

Compare capital investment projections to actual results. Managers
have been known to make overly optimistic projections in order to
make favorable cases for asset acquisitions. This issue can be miti-
gated by conducting regular reviews of the results of asset acquisi-
tions in comparison to initial predictions and then tracing these
findings back to the initiating managers. This approach can also be
used at various milestones during the asset construction to ensure that
costs incurred match original projections.

Verify that correct depreciation calculations are being made. Incorrect
depreciation calculations do not pose any potential loss of assets, but
erroneous calculations can result in an embarrassing adjustment to the
previously reported financial results at some point in the future. This
control should include a comparison of capitalized items to the official
corporate capitalization limit, in order to ensure that items are not
being inappropriately capitalized and depreciated. The control should
also include a review of the asset categories in which each individual
asset has been recorded, in order to ensure that an asset has not been
misclassified and therefore incorrectly depreciated.

Verify the fair value assumptions on dissimilar asset exchanges.
Accounting rules allow for the recording of a gain or loss on the
exchange of dissimilar assets. Because this calculation is based on the
fair value of the assets involved (which is not already clearly stated in
the accounting records), the possibility exists for someone to artificially
create an asset fair value that will result in a gain or loss. This situation
can be avoided by having an outside appraiser review the fair value
assumptions used in this type of transaction.

Ensure that capital construction projects are not delayed for account-
ing reasons. Accounting rules require the capitalization of the interest
expense associated with the construction of certain types of assets. By
artificially delaying the completion date of an asset, or by delaying the
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official completion date for accounting purposes, the time period over
which interest expense can be ascribed to a project and capitalized as
part of its cost can be extended improperly, thereby reducing the over-
all corporate interest expense and increasing profits. This problem can
be avoided by personally reviewing the physical status of construction
projects in relation to planning documents, such as Gantt charts, and
determining the validity of reasons for delays in completion.

Verify that fixed asset disposals are properly authorized. A company
does not want to have a fire sale of its assets taking place without any
member of the management team knowing about it. Consequently, the
sale of assets should be properly authorized prior to any sale transac-
tion being initiated, if only to ensure that the eventual price paid by the
buyer is a reasonable one.

Verify that all changes in asset retirement obligation assumptions are
authorized. A company can artificially increase its short-term prof-
itability by altering the assumed amount of future cash flows associ-
ated with its asset retirement obligations. Since downward revisions
to these assumptions will be reflected in the current period’s income
statement as a gain, any changes to these assumptions should be
approved prior to implementation.

Verify that cash receipts from asset sales are properly handled.
Employees may sell a company’s assets, pocket the proceeds, and report
to the company that the asset was actually scrapped. This control issue
can be reduced by requiring that a bill of sale or receipt from a scrapping
company accompany the file for every asset that has been disposed of.

Verify that fixed assets are being utilized. Many fixed assets are
parked in a corner and neglected, with no thought to their being prof-
itably sold off. To see if this problem is occurring, the accounting staff
should conduct a periodic review of all fixed assets, which should
include a visual inspection and discussion with employees to see if
assets are no longer in use.

Test for asset impairment. In a variety of circumstances, the net book
value of an asset should be reduced to its fair value, which can result in
significant reductions in the recorded value of an asset. This test
requires a significant knowledge of the types of markets in which a
company operates, the regulations to which it is subject, and the need
for its products within those markets. Consequently, only a knowledge-
able person who is at least at the level of a controller should be relied
on to detect the presence of assets whose values are likely to have been
impaired.
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Intangible Assets

1.

Verify that excess acquisition purchase costs are fully allocated to
intangible assets. Companies have a major incentive to park the
excess amount of acquisition purchase costs greater than the fair val-
ues of the tangible assets purchased in the goodwill account. By doing
so, they avoid extra depreciation or amortization expenses (subject to
periodic impairment tests), but also avoid GAAP rules to shift this
excess amount to other types of intangible assets that can be amor-
tized. Thus, perhaps the major control point resulting from an acquisi-
tion is ensuring that all intangible assets acquired as part of an
acquisition are fully valued, leaving the minimum possible amount to
be charged to the goodwill account.

Current Liabilities

1.

Include an accrual review in the closing procedure for bonuses, com-
missions, property taxes, royalties, sick time, vacation time, unpaid
wages, and warranty claims. There are many possible expenses for
which an accrual is needed, given the size and repetitive nature of
some expenses. This control is designed to force a continual review of
every possible current liability as part of the standard monthly closing
procedure, so that no key accruals are missed.

Review accrual accounts for un-reversed entries. Some accruals, such
as unpaid wage accruals and commission accruals, are supposed to be
reversed in the following period, when the actual expense is incurred.
However, if an accountant forgets to properly set up a journal entry for
automatic reversal in the next period, a company will find itself having
recorded too large an expense. A simple control point is to include in the
period-end closing procedure a review of all accounts in which accrual
entries are made, to ensure that all reversals have been completed.

Create standard entries for reversing journal entries. As a continua-
tion of the last control point, an easy way to avoid problems with
accrual journal entries that are supposed to be reversed is to create
boilerplate journal entry formats in the accounting system that are
preconfigured to be reversed automatically in the next period. As long
as these standard formats are used, there will never be an unreversed
journal entry.

Include a standard review of customer advances in the closing proce-
dure. 1If a company regularly deals with a large number of customer
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deposits, there is a significant risk that the deposits will not be recog-
nized as revenue in conjunction with the completion of any related
services or product sales. This problem can be avoided by requiring a
periodic review of the status of each deposit as part of the period-end
closing procedure.

. Include an accrual review in the closing procedure for income taxes

payable. A common practice is to accrue for income taxes only on a
quarterly basis, when estimated taxes are due. The trouble is that this
process results in the exclusion of a substantial expense from all
monthly financial statements that do not fall at the end of each report-
ing quarter and so tends to skew the reported results of those months.
By including in the closing procedure a line item requiring the
accrual of an income tax liability, the accounting staff is forced to
address this issue every time financial statements are issued.

. Maintain historical expense information about warranty claims both

for ongoing product sales and new product introductions. If a com-
pany creates a warranty expense accrual for a new product based on
its standard claim rate for existing products, the warranty expense will
probably be underaccrued for the initial introductory period of the
product, since more product problems will arise early in a product
launch that are corrected in later models. A good control over this
underreporting is to track warranty expenses separately for new
model introductions and ongoing sales, so a reasonable basis of infor-
mation can be used for each type of accrual.

. Match the final monthly payroll pay date to the last day of the month.

The unpaid wage accrual can be significant when employee pay dates
differ substantially from the last day of the reporting period. This
problem can be partially resolved by setting the last (or only) pay date
of the month on the last day of the month and by paying employees
through that date, which eliminates the need for any wage accrual.
This control is most effective for salaried employees, who are typi-
cally paid through the pay date. There is usually a cutoff for hourly
employees that is several days prior to the pay date, so some wage
accrual would still be necessary for these employees.

. Automate the period-end cutoff. A common closing activity is to

compare the receiving department’s receiving log for the few days
near period-end to the supplier invoices logged in during that period,
to see if there are any receipts for which there are no supplier
invoices. This is a slow and error-prone activity. A good alternative is
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to use the computer system to locate missing invoices automatically.
The key requirements are a purchase order system covering all signif-
icant purchases, as well as rapid updating of the inventory database by
the warehouse staff when items are received. If these features exist, a
batch program can be written linking the purchase order, inventory,
and accounting databases and comparing inventory receipts to received
invoices. If no invoice exists, the program calculates the price of the
missing invoice based on the purchase order. It then creates a report
for the accounting staff itemizing all receipts for which there are no
invoices and calculating the price of the missing invoices. This report
can be used as the basis for a journal entry at month-end to record
missing invoices.

9. Create a standard checklist of recurring supplier invoices to include
in the month-end cutoff. A number of invoices arrive after month-end
that are related to services and for which an accrual should be made.
The easiest way to be assured of making these accruals is to create a
list of recurring invoices, with their approximate amounts, and use it
as a check-off list during the closing process. If the invoice has not yet
arrived, then accrue for the standard amount shown on the list.

10. Automate or sidestep the matching process. The most common way
to establish the need for a payment to a supplier is to compare an
incoming supplier invoice to the authorizing purchase order and to
receiving documentation to ensure that the item billed has been
accepted. If both these sources of information agree with the invoice,
then the accounts payable staff can proceed with payment. The trouble
is that this process is terribly inefficient and highly error-prone. There
are three ways to improve this critical control point:

o Use matching automation software. Most high-end accounting
software packages offer an automated matching system that auto-
matically compares all three documents and highlights mismatches
for further review. The trouble is that this software is expensive,
requires linked computer databases for accounting, purchasing, and
the warehouse, and also still requires manual labor to reconcile any
mismatches it locates.

o Authorize payments at the receiving point. This advanced concept
requires the presence of a computer terminal at the receiving dock.
Upon receipt of a shipment, the receiving staff authorizes payment by
accessing the purchase order in the computer system that relates to the
receipt and checking off those items received. The computer system
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then schedules a payment without any supplier invoice. This approach
is theoretically the most efficient way to control the payables process,
but requires considerable custom programming, as well as training of
the receiving staff.

o Shift payments to procurement cards. A large proportion of all pur-
chases are too small to require any matching process, since the labor
expended exceeds the value of the control. Instead, create a procure-
ment card system and encourage employees to make purchases with
the cards, up to a maximum limit. This program greatly reduces the
number of transactions requiring matching, thereby focusing the
attention of the accounts payable staff on just those transactions
most likely to contain errors of a significant dollar value.

Contingencies

1.

Include an assessment of contingent debt guarantees in the closing
procedure. Companies tend not to review debt guarantees on a regu-
lar basis, so the sudden failure of the obligor to pay can come as a
considerable surprise, resulting in the recognition of a large debt obli-
gation. This control is designed to force a regular review of any debt
guarantees as part of the regular monthly closing schedule.

Include an assessment of debt covenant violations in the closing
procedure. It is not at all uncommon for a company to be unaware
of debt covenant violations until informed of them by the lender,
resulting in the immediate acceleration of debt into the short-term
debt category. This problem can be avoided by including a covenant
review in the regular monthly closing schedule.

Include an assessment of debt covenant violations in the budgeting
process and interim financial planning. Debt covenant violations
are sometimes inadvertently caused by specific finance-related activi-
ties that could have been avoided if management had been aware of
the impact of their actions. These problems can sometimes be avoided
by including a covenant violation review in the budgeting procedure.

Include an assessment of all contingency reserves in the monthly clos-
ing procedure. Contingency reserves tend to be set up once and for-
gotten, although the underlying contingencies may change in size over
time. A reasonable control is to require a periodic review of the size of
all reserves in the monthly closing procedure as a standard line item,
thereby repeatedly bringing the issue to management’s attention.
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Debt: General

1.

Require evidence of intent and ability to recategorize debt from short
term to long term. If a company shifts the classification of its short-
term debt to the long-term debt category, this can mislead investors
and creditors in regard to the company’s short-term obligations. A
good control is to require evidence supporting the reporting shift,
such as a board motion to take on replacement long-term debt, plus a
signed long-term loan to pay off the short-term debt. This documenta-
tion should be attached to the journal entry that shifts short-term debt
into the long-term debt category.

Require approval of the terms of all new borrowing agreements. A
senior corporate manager should be assigned the task of reviewing
all prospective debt instruments to verify that their interest rate, col-
lateral, and other requirements are not excessively onerous or con-
flict with the terms of existing debt agreements. It may also be
useful from time to time to see if a lending institution has inappro-
priate ties to the company, such as partial or full ownership in its
stock by the person responsible for obtaining debt agreements.

Require supervisory approval of all borrowings and repayments. As
was the case with the preceding control point, high-level supervisory
approval is required for all debt instruments—except this time it is
for final approval of each debt commitment. If the debt to be acquired
is extremely large, it may be useful to have a policy requiring
approval by the board of directors, just to be sure that there is full
agreement at all levels of the organization regarding the nature of the
debt commitment. To be a more useful control, this signing require-
ment should be communicated to the lender, so that it does not inad-
vertently accept a debt agreement that has not been signed by the
proper person.

Investigate the reasoning for revenue recognition related to attached
rights that is not recognized ratably. When a value is assigned to an
attached right, the debit is to a discount account that will be ratably rec-
ognized as interest expense over the term of the debt; however, the
credit will be to an unearned revenue account for which the potential
exists to recognize revenue much sooner, thereby creating a split in the
timing of revenue and expense recognition. Whenever revenue recogni-
tion related to this credit is not calculated on a ratable basis (which
would create an approximate match between revenue and expense rec-
ognition), the calculation should first be approved by a manager.
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5. Gain management approval of the initial debt entry related to debt

issued in exchange for property. It is quite possible that the stated
interest rate on any debt issued in exchange for property will not
match the fair market rate at the time of the transaction. Since the
stated rate can be used to value the debt transaction unless the rate is
not considered to be fair, this can lead to some abuse in asset valua-
tion. For example, if the stated rate is below the market rate and is still
used to record the property acquisition transaction, the present value
of the debt will be higher, resulting in a larger asset valuation. If the
asset is depreciated over a longer period than would be the interest
expense that would otherwise be recognized if the higher market
interest were used, then a company has effectively shifted expense
recognition into the future and increased its profits in the short term.
Consequently, management approval of the interest rate used to value
the acquisition should be obtained, and a justification for the interest
rate used should be attached to the journal entry.

Include a task for debt issuance cost capitalization in the bond estab-
lishment procedure. There should be a standard procedure describing
each step in the recording of an initial bond issuance. The procedure
should include a requirement to capitalize and ratably amortize all
debt issuance costs. Otherwise, these costs will be expensed at the
beginning of the debt issuance, rather than being linked to the benefits
of the incurred debt over the life of the debt.

Require written and approved justification for the interest rate used to
value debt. When the stated interest rate on debt varies significantly
from the market rate of interest, GAAP requires that the debt be val-
ued using the market rate. However, the exact amount of this market
rate is subject to interpretation, which has an impact on the amount of
interest expense recognized. Requiring justification for and approval
of the rate used introduces some rigor to the process.

Debt: Effective Interest Method

1. Include in the month-end closing procedure a task to record interest

expense on any bonds for which interest payments do not correspond
to the closing date. The payment of interest to bond holders is a nat-
ural trigger for the recording of interest expense, but there is no such
trigger when there is no payment. To enforce the proper recording not
only of unpaid interest expense but also of any amortization on related
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bond discounts or premiums, a specific task should be included in the
closing procedure, as well as a required sign-off on the task.

Debt: Extinguishment

1. Include in the debt procedure a line item to charge unamortized dis-
counts or premiums to expense proportionate to the amount of any
extinguished debt. The general ledger accountant may not remember
to write off any unamortized discount or premium when debt is extin-
guished, so the debt extinguishment procedure should include a line
item requiring that this task be addressed. Otherwise, expense recog-
nition potentially could be delayed until the original payment date of
the debt, which may be many years in the future.

2. Report to the board of directors the repayment status of all debt.
GAAP requires that all unamortized discounts and premiums be rec-
ognized in the current period if there is no reasonable chance that the
debt will be repaid. Since this acceleration has a significant impact
on reported earnings in the current period, there may be some unwill-
ingness to classify debt as unable to be paid. By requiring a standard
report to the board of directors regarding the status of debt repay-
ments at each of its meetings, the board can decide on its own when
amortization must be accelerated and can force management to do so.

Convertible

1. Verify the market value of equity on conversion dates when the market
value method is used. 1f a company uses the market value method to
record the conversion of debt to equity, it is possible to influence the
gain or loss recorded, depending on fluctuations in the stock price
from day to day. Accordingly, the market price of the stock should be
independently matched to the date on which the conversion took
place. Also, it is possible to include in the conversion procedure a fill-
in blank where the stock price can be noted, dated, and initialed. This
approach makes it much easier to trace transactions, and also holds
accountants responsible for their entries.

2. Verify the market value of equity on debt retirement dates when offset-
ting equity entries are being reversed. When a convertible bond is
issued with its equity conversion feature already in the money, the
intrinsic value of the equity portion of the bond must be credited to
the additional paid-in capital account. If the bond is later retired, the
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equity portion of the bond must then be removed from the additional
paid-in capital account its intrinsic value on the date of the retirement.
Any difference between the original and final intrinsic values is
charged to either a gain or loss on the extinguishment of debt. The
presence of a potential gain or loss on extinguishment makes it more
likely for manipulation to occur in both the timing and the calculation
of the extinguishment transaction. To ensure that the proper equity
value is used, match the date of the debt retirement to the equity valu-
ation on that date. Also, include the correct retirement calculation in
the corporate accounting procedures manual to ensure that it is han-
dled properly.

Include a review of accrued interest expense on all recently converted
debt. If the terms of a company’s bond agreements state that bond
holders must forfeit accrued interest on converted debt, then there will
be a temptation to also avoid recording this accrual on the books as an
expense, as is required by GAAP. Consequently, the formal procedure
used to convert debt to equity should include a line item for the gen-
eral ledger accountant to record this accrued interest expense and also
require a signature on the procedure to ensure its completion.

Verify expense calculations associated with any sweetened conversion
offers. GAAP requires the recognition of a debt conversion expense
associated with any completed conversion from bonds to equity, in the
incremental amount of the net increase in fair value of stock obtained
through a sweetened conversion offer. Since this results in an added
expense, there will be a tendency simply to process the total conversion
and not recognize the incremental expense, which could be substantial.
Accordingly, a copy of the relevant portions of the original bond agree-
ment should be attached to any journal entry that records a conversion
to equity, which provides documentation of the initial conversion
price. When the calculation is verified by an internal auditor or senior
accounting person, this provides documentation of the initial baseline
conversion price.

Legal Capital and Capital Stock

1.

Independent substantiation must be obtained to verify the valuation
of stock issued in exchange for goods and services received. When
stock is swapped for goods or services, the stock is valued at the fair
value of the goods or services. Since the offsetting debit is to an
expense, the amount of this valuation can have a major impact on
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reported profit levels. This control is designed to force the accounting
staff to go through the steps of obtaining outside verification of the
fair value at which they have chosen to record the transaction.

Stock Subscriptions

1. Periodically compare employee-authorized payroll deductions to actual
deductions. 1f a company’s stock is performing well, it is quite possi-
ble that employees will complain if the amount of payroll deductions
being taken from their paychecks to pay for the stock have been too
low, were ignored, or were started significantly later than the authoriza-
tion date of the deduction, since employees will be losing money on the
appreciation of their stock if any of these problems have arisen. If
employees can prove their case, this may even result in the company
compensating them for the lost stock appreciation. Consequently, a
periodic comparison of authorized to actual deductions ensures that
there is no room for complaints by employees over this issue.

Retained Earnings

1. Password protect the retained earnings account. Although there are
a few instances when the retained earnings account can be rightfully
altered under GAAP, it is best to control access to the account with
password protection, thereby forcing accounting adjustments into the
current period, where they can be more clearly seen as a component
of the income statement. Adjustments to the retained earnings account
should be authorized by the controller only after being personally
reviewed, and possibly also approved by the external auditors.

Dividends

1. Require board approval of the fair value justification for all assets
used in property dividends. Because recognition of the difference
between the fair and book value of assets being distributed can have a
major impact on reported earning levels, the board should be made
fully aware of the justification for any asset fair values departing sig-
nificantly from book value and the impact the resulting gain or loss
will have on reported earnings.

2. Obtain board approval of a specific date range within which divi-
dends are to be declared each year. This control is designed to keep
the board of directors from deliberately altering reported financial
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results through the timing of dividend declarations. For example, the
board can declare either property or scrip dividends on specific dates
that are designed to result in gains or losses (for property dividends)
or changes in debt levels (for scrip dividends). The same problem
applies when dividends are declared for shares of employee stock
option plans (ESOPs), because the dividends for unallocated ESOP
shares are charged to compensation expense in the current period.

Treasury Stock

1. Regquire the use of a separate additional paid-in capital account for
treasury stock transactions. If treasury stock is resold to investors at
a loss, the loss is first charged to any remaining gains from previous
treasury stock sales, with remaining losses being offset against the
retained earnings account. Since a reduction in the retained earnings
balance can be construed as a reduced level of financial performance,
there is an incentive to charge these losses elsewhere. A typical ploy
is to charge the losses to the general additional paid-in capital
account, which usually contains a much larger balance than the addi-
tional paid-in capital account for treasury stock. By creating the sepa-
rate additional paid-in capital account for treasury stock and requiring
its use in all treasury stock procedures, it is much less likely that trea-
sury stock losses will be diverted away from the retained earnings
account.

2. Require board approval of all stock repurchases conducted under
greenmail situations. A normal treasury stock transaction has no
impact on expenses, but a greenmail situation does, since the difference
between the market price and usually much higher price paid must be
charged to expense. It is clearly in the interests of a company not to
record this incremental expense, since it can result in a massive reduc-
tion in profits during the period when the payment is made. Conse-
quently, the board should be made aware of the expense consequences
when it approves a greenmail stock repurchase.

Stock Appreciation Rights (SAR)

1. Include SAR compensation expense accruals in the standard closing
procedure. A company could delay or ignore any changes in the
value of SAR grants to its employees, thereby avoiding the recogni-
tion of any associated compensation expense. This problem can be
avoided by including the accrual as a standard action item in the
monthly closing procedure. The issue can also be highlighted by
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including it as a footnote attached to the financial statements, thereby
requiring periodic updating of the footnote information.

Use a standard stock valuation form when calculating SAR compen-
sation expense. A company can use a variety of methods for deter-
mining the market value of company stock as part of its recognition of
compensation expense, especially when the shares are not publicly
traded. This can give rise to different methods being used over time,
depending on which one results in the smallest compensation expense
recognition. The best way to avoid this problem is to create a standard
calculation form which forces the use of a single calculation format
for all SAR-related compensation expense calculations.

Options

1.

Review the assumptions used to determine the compensation cost for
options. 'The most common formula used to develop the compensa-
tion cost associated with stock option grants under the SFAS (Statement
of Financial Accounting Standards) 123 approach is the Black-Scholes
formula, which requires the input of a number of assumptions in order
to generate a compensation cost. Even small changes in these assump-
tions can result in a significant change in compensation costs, so there
is a risk of formula manipulation in order to alter reported financial
results. In particular, compensation expenses can be reduced by reduc-
ing the assumed stock volatility or the assumed life of an option or by
increasing the assumed risk-free interest rate or dividend yield. A peri-
odic review of these assumptions, particularly in comparison to the
assumptions used for prior calculations, can spot significant or clearly
incorrect assumptions.

Verify that option grant extensions are measured on the date of
authorization. When the term of an option grant is extended, the
compensation expense must be recognized under the terms of APB
(Accounting Principles Board) 25 (if that approach is being used) on
the extension date if there is an unrecognized difference between the
market and exercise prices of the stock. This rule can give rise to
some variation in the date on which the measurement is made, in the
hope that the market price of the stock will drop, thereby resulting in
a lower compensation expense. By creating a procedure that clearly
requires the calculation to be made on the date of authorization, this
problem can be eliminated.

Use a consistent fair market value estimation method. 1f a company is
using the terms of APB 25 as the basis for recognizing compensation
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expense, then it must compare the fair market value of the stock on the
option grant date to the exercise price, and charge the difference to
compensation expense if the exercise price is lower than the market
price. If a company is privately held, it may be difficult to determine
the fair market value of the stock, which can result in reduced fair value
estimates in order to avoid recognizing any compensation expense. A
consistent valuation estimation methodology should be required so a
company does not alter its valuation formula every time options are
granted.

Include a reestimation of option forfeitures step in the closing
procedure. If a company uses SFAS 123 to record its option-related
compensation expense, it should regularly review its estimate of how
many options will be forfeited and adjust the compensation expense
accordingly to match any revisions in estimate. This can be accom-
plished most easily by including the step in the closing procedure, so
the review can be ignored less easily.

Revenue Recognition

1.

Compare the shipping log and shipping documents to invoices issued
at period-end. This control is designed to spot billings on transac-
tions not completed until after the reporting period had closed. An
invoice dated within a reporting period whose associated shipping
documentation shows the transaction as having occurred later is clear
evidence of improper revenue reporting. If invoices are based on ser-
vices instead of goods provided, then invoices can be matched to ser-
vice reports or time sheets instead.

Issue financial statements within one day of the period-end. By
eliminating the gap between the end of the reporting period and the
issuance of financial statements, it is impossible for anyone to create
additional invoices for goods shipping subsequent to the period-end,
thereby automatically eliminating any cutoff problems.

Compare customer-requested delivery dates to actual shipment dates. If
customer order information is loaded into the accounting computer sys-
tem, run a comparison of the dates on which customers have requested
delivery to the dates on which orders were actually shipped. If there is
an ongoing tendency to make shipments substantially early, there may
be a problem with trying to create revenue by making early shipments.
Of particular interest is when there is a surge of early shipments in
months when revenues would otherwise have been low, indicating a
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clear intention to increase revenues by avoiding customer-mandated
shipment dates. It may be possible to program the computer system to
not allow the recording of deliveries if the entered delivery date is prior
to the customer-requested delivery date, thereby effectively blocking
early revenue recognition.

. Compare invoice dates to the recurring revenue database. In cases
where a company obtains a recurring revenue stream by billing cus-
tomers periodically for maintenance or subscription services, there
can be a temptation to create early billings in order to record revenue
somewhat sooner. For example, a billing on a 12-month subscription
could be issued after 11 months, thereby accelerating revenue recog-
nition by 1 month. This issue can be spotted by comparing the total of
recurring billings in a month to the total amount of recurring revenue
for that period as compiled from the corporate database of customers
with recurring revenue. Alternatively, the recurring billing dates for a
small sample of customers can be compared to the dates on which
invoices were actually issued.

. Identify shipments of product samples in the shipping log. A product
that is shipped with no intention of being billed is probably a product
sample being sent to a prospective customer, marketing agency, and
so on. These should be noted as product samples in the shipping log,
and the internal audit staff should verify that each of them was prop-
erly authorized, preferably with a signed document.

. Verify that a signed acknowledgment of bill and hold transaction has
been received for every related transaction. If a company uses bill
and hold transactions, then this control is absolutely mandatory. By
ensuring that customers have agreed in advance to be billed for items
to be kept in the company’s warehouse, the controller can be assured
of being in compliance with the strict GAAP rules applying to these
transactions. Also, a continual verification of this paperwork will keep
managers from incorrectly inflating revenues by issuing false bill and
hold transactions.

. Confirm signed acknowledgment of bill and hold transactions with
customers. 1If a company begins to match bill and hold acknowledg-
ment letters to invoices issued to customers (see last control), the log-
ical reaction of any person who wants to fraudulently continue issuing
bill and hold invoices is to create dummy acknowledgments. Conse-
quently, it is useful to contact the persons who allegedly signed the
acknowledgements to verify that they actually did so.
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Do not accept any product returns without an authorization number.
Customers will sometimes try to return products if there is no justifi-
cation required, thereby clearing out their inventories at the expense
of the company. This can be avoided by requiring a return authoriza-
tion number, which must be provided by the company in advance and
prominently noted on any returned goods. If the number is not shown,
the receiving department is required to reject the shipment.

Compare related company addresses and names to customer list.
Comparing the list of company subsidiaries to the customer list enables
the determination of whether any intercompany sales have occurred
and if these transactions have all been appropriately backed out of the
financial statements. Because employees at one subsidiary may con-
ceal this relationship by using a false company name or address, the
same information at all the other subsidiaries must be verified by
matching subsidiary names and addresses to their supplier lists, as it is
possible that the receiving companies are not trying to hide the inter-
company sales information.

Revenue: Barter

1.

Require a written business case for all barter transactions. Require
the creation of a business case detailing why a barter transaction is
required and what type of accounting should be used for it. The case
should be approved by a senior-level manager before any associated
entry is made in the general ledger. The case should be attached to the
associated journal entry and filed. This approach makes it less likely
that sham barter swap transactions will be created.

Revenue: Cash Payments to Customers

1.

Verify that cash-back payments to customers are charged to sales.
Compare the customer list to the cash disbursements register to high-
light all cash payments made to customers. Investigate each one and
verify that the revenue account was debited in those instances where
cash-back payments were made. This should not apply to the return of
overpayments made by customers to the company.

Revenue: Recording Transactions at Gross or Net

1.

Create a revenue accounting procedure to specify the treatment of
gross or net transactions. When a company deals with both gross and
net revenue transactions on a regular basis, there should be a procedure
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that clearly defines for the accounting staff the situations under which
revenues shall be treated on a gross or net basis. This reduces the need
for internal audit reviews (see next control) to detect revenue account-
ing problems after the fact.

Review the revenue accounting for potential pass-through transac-
tions. In situations where there is either an extremely high cost of
goods sold (indicating a possible pass-through transaction) or where
there is no clear evidence of the company acting as principal, taking
title to goods, or accepting risk of ownership, the internal audit staff
should review the appropriateness of the transaction.

Trace commission payments back to underlying sale transactions.
Keep a list of all business partners who pay the company commissions,
and run a periodic search on all payments made by them to the com-
pany. The internal audit staff can then trace these payments back to the
underlying sales made by the company and verify that they were
recorded at net, rather than at gross.

Revenue: Long-Term Construction Contracts

1.

Compare declared percentage of completion to estimated work required
to complete projects. A very common way to record excessive reve-
nue on a construction project is to falsely state that the percentage of
completion is greater than the actual figure, thereby allowing the com-
pany to record a greater proportion of revenues in the current period.
Although difficult to verify with any precision, a reasonable control is
to match the declared percentage of completion to a percentage of the
actual hours worked, divided by the total estimated number of hours
worked. The two percentages should match.

Ensure that project expenses are charged to the correct account. A
common problem with revenue recognition under the percentage of
completion method is that extra expenses may be erroneously or
falsely loaded into a project’s general ledger account, which can then
be used as the justification for the recognition of additional revenue
related to that project. Auditing expenses in active project accounts
can spot these problems.

Promptly close project accounts once projects are completed. It is not
a difficult matter to store project-related expenses incorrectly in the
wrong accounts, and may be done fraudulently in order to avoid recog-
nizing losses related to excessive amounts of expenses being incurred
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on specific projects. This problem can be resolved by promptly closing
general ledger project accounts once the related projects are complete.
Closing project accounts can be included in the month-end closing pro-
cedure, thereby ensuring that this problem will be addressed on a regu-
lar basis.

Control access to general ledger accounts. Employees are less likely
to shift expenses between general ledger construction accounts if they
are unable to access the accounts, or if they have no way of reopening
closed accounts. This can be achieved by tightly restricting account
access and especially access to the closed or open status flag for each
account.

Compare the dates on supplier invoices in the construction-in-progress
account to the project start date. Since precontract costs must be
charged to expense, there is a temptation to hold these supplier invoices
until after the project contract has been signed, so they can be stored in
the construction-in-progress account instead as an asset. To detect this
problem, examine a selection of invoiced expenses in the account to
see if any are dated prior to the project’s contract date.

Review journal entries shifting expenses into construction-in-progress
accounts. Since precontract costs must be charged to expense, there
is a temptation to increase short-term profits by shifting these expenses
into the construction-in-progress account with a journal entry. To
spot this problem, review all journal entries adding expenses to the
construction-in-progress account.

Consistently aggregate expenses into overhead accounts and charge
them to individual projects. Different overhead expenses could be
charged to various projects or the same pool of overhead costs could
be applied inconsistently to the accounts, thereby effectively shifting
expenses to those projects that would result in the greatest revenue
increase under the percentage of completion revenue recognition
method. To avoid this problem, periodically verify that the same
expenses are being consistently charged to overhead cost pools over
time and that the same allocation method is used to shift these
expenses from the overhead cost pools to project accounts.

Exclude the cost of unused materials from cost-to-cost percentage of
completion calculations. Typically, at the beginning of a project, more
materials than are initially needed are purchased. This increases the
amount of recognizable revenue early in a project when the cost-to-cost
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percentage of completion method is used. To avoid this problem,
remove all unused materials from the calculation.

9. Compare the percentage of revenues recognized to expenses recog-
nized. When revenues associated with a project are recognized, a
second entry must be made to shift costs from the construction-in-
progress account to the cost of goods sold. If this second entry is
missed for any reason, profits will be unusually high. To spot this
problem, compare the amount of recognized revenue to recognized
expenses for each project and verify that it matches the most recent
gross profit estimate for the project. If the percentage is higher, some
expenses probably have not been recognized.

10. Review prospective project issues with the construction manager. A
common fraud involving project accounting is to shift the timing and
amount of recognized losses on projects. These losses can be delayed
in order to make the current period’s results look better or can be
made excessively large or small in order to meet reporting targets.
Although it is quite difficult to ascertain if the size of a loss is correct,
it is possible to guess when a loss should be recognized. By having
regular discussions with a project’s construction manager regarding
ongoing and upcoming project-related issues, it is possible to see
when significant unbudgeted costs are to be incurred, thereby giving
some insight into the need for loss recognition.

11. Watch for expense loading on cost-plus contracts. When a company
is guaranteed by the customer to pay for all expenses incurred, there
exists a temptation to load extra expenses into an account. These
expense additions can be spotted by looking for charges from suppli-
ers whose costs are not normally charged to a specific type of contract,
as well as by looking for expense types that increase significantly over
expenses incurred in previous periods, and by investigating any jour-
nal entries that increase expense levels.

Revenue: Service Activities

1. Review underlying contract terms for all proportional performance
revenue calculations. The proportional performance method is the
most aggressive service revenue calculation method, in that revenues
can be recognized earlier than with most other revenue recognition
methods. For this control, trace each revenue-creation journal entry
back to the related service contract and verify that collection is rea-
sonably assured and that billings are not tied to specific actions.
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If either of these cases holds true, other more conservative revenue
recognition methods must be used that may reduce the amount of rev-
enue recognized.

Regularly review service contracts for potential losses. Losses on
service contracts must be recognized as expenses immediately, even if
the losses are only estimated. Since there is a natural reluctance to
recognize losses in advance of the actual event, a good control is to
include a standard review of estimated losses on service contracts as
part of the monthly closing process.

Revenue Recognition When Collection Is Uncertain

1.

Verify that the correct gross margin percentage is used for the recog-
nition of gross margins upon the receipt of cash. The gross margins
associated with installment sales should be deferred until the related
cash payments are received from customers. This margin typically is
aggregated for all sales within a specific time period and used for all
receipts related to that time period. If the gross margin percentage for
a different period were to be incorrectly used to recognize gross
margin dollars, there would be an impact on the reported level of
profitability. The best control over this issue is a procedure clearly
stating how to calculate, track, and apply gross margins when cash is
received. A secondary control is a regular review of all calculations
made to recognized gross margins.

Revenue Recognition When Right of Return Exists

1.

Include a sales return allowance calculation in the standard closing
procedure. By requiring someone to address the issue of return
allowances as part of every period-end close, there is a much greater
chance that the allowance amount will be verified against actual
returns, resulting in an accurate return allowance.

Verify the amount of the return allowance against actual experience.
Examine the basis for a specific returns allowance amount being
recorded, comparing it to actual experience with the same or similar
products in the recent past. However, this is an after-the-fact control
that must be repeated regularly to ensure that allowance levels are
reasonable.

Review the condition of returned inventory. Sales returns tend not to
be in pristine condition, so a company must record a write-down to their
fair value at the time of the return. However, the warehouse staff tends
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to place them back in stock without any consideration of condition,
resulting in the overstatement of finished goods inventory. A good con-
trol is to have all sales returns set to one side for review, after which
they are either shifted back to stock at full value, thrown away, donated,
or reclassified as used stock and assigned a reduced inventory value.

Accounting for Leases: Lessee

1. Verify existence of leased assets. A leasing agency could continue to
charge a company for lease payments even after the underlying asset
has been returned or a fraudulent employee could sell off or take cus-
tody of an asset, leaving the company to continue making the lease
payments. In either case, the assets listed on lease invoices should be
traced periodically to the actual assets.

2. Verify correct depreciation period for assets acquired under a capital
lease. Under a capital lease, the lessee must depreciate the assets
acquired under the terms of the lease. If the asset were to be recorded
in the fixed assets tracking module of the accounting system in the
normal manner, this is likely to result in a system-designated depreci-
ation period. Such a depreciation period is acceptable if the capital
lease involves a transfer of ownership. However, if the lessor retains
ownership at the end of the lease, the depreciation period must be lim-
ited to the lease term. Using a shorter depreciation period will increase
the periodic depreciation expense, so this issue has an impact on earn-
ings. Consequently, verification of the depreciation period should be a
standard review item in the month-end closing procedure.

3. Ensure that the financial analysis staff is aware of all scheduled lease
payments. If a company uses leases for a large part of its financing
needs, lease payments may comprise a significant part of its cash flow
planning. If so, the person responsible for the cash forecast should be
kept aware of the stream of required lease payments for all leases, as
well as any changes in those payments, and any guaranteed residual
values that must be paid to the lessor at the end of a lease. This can be
accomplished most easily by requiring the legal department to send a
copy of each signed lease document to the accounting department,
where the leases can be summarized for cash planning purposes.

Accounting for Leases: Lessor

1. Include in the annual accounting activity calendar a review of residual
asset values. The lessor is required by GAAP to conduct at least an
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annual review of the residual value of all leased assets and to adjust
those valuations downward if there appear to be permanent valuation
reductions. Any such adjustment will result in the recognition of a loss,
so there is a natural tendency to avoid or delay this step. By including it
in the standard schedule of activities, the accounting staff is more likely
to conduct it.

Lease Terminations

1. Match the date of the lease termination notification to the recognition

of any losses associated with the termination. Management can alter
the timing of losses related to lease terminations by recognizing the
losses later than the date of the termination notification. This control
requires that the losses be recognized in the period of notification.
The control is best included in a standard review procedure, to ensure
that it is consistently followed and enforced.

Hedges

1. Include in the hedging procedure a requirement for full documenta-

tion of each hedge. Hedging transactions are allowed under GAAP
only if they are fully documented at the inception of the hedge. Com-
pliance can be ensured by including the documentation requirement in
an accounting procedure for creating hedges.

. Include in the closing procedure a requirement to review the effec-

tiveness of any fair value hedges. GAAP requires that hedging
transactions be accounted for as fair value hedges only if a hedging
relationship regularly produces offsets to fair value changes. Because
this review must be conducted on at least a quarterly basis and every
time financial statements are issued, including the requirement in the
closing procedure is an effective way to ensure compliance with
GAAP.

Compare hedging effectiveness assessments to the corporate policy
setting forth effectiveness ranges. GAAP does not specify the
exact amount by which hedging instruments and hedged items must
offset each other in order to be deemed highly effective, so a corpo-
rate policy should be established to create such a standard. This con-
trol is intended to ensure that the policy is followed when making
effectiveness assessments. Comparison to the corporate policy should
be included in the assessment procedure.
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Include in the monthly financial statement procedure a review of the
recoverability of cash flow hedge losses. GAAP requires that a non-
recoverable cash flow hedge loss be shifted in the current period from
other comprehensive income to earnings. Because this can only result
in a reduced level of earnings, accounting personnel tend not to con-
duct the review. Including the step in the monthly procedure is a good
way to ensure prompt loss recognition.

Include in the monthly financial statement procedure a review of the
likely occurrence of forecasted cash flow transactions. GAAP requires
that any accumulated gain or loss recorded in other comprehensive
income be shifted into earnings as soon as it becomes probable that the
forecasted cash flow transaction will not take place. Including a stan-
dard periodic review of forecasted transactions in the monthly proce-
dure is a good way to ensure prompt inclusion of accumulated gains or
losses in earnings.

Translation of Foreign Currency: Financial Statements

1.

Gain external auditor approval of any changes in translation method.
A key difference between the current rate and remeasurement methods
of translation is that translation adjustments under the current rate
method are placed in the balance sheet, whereas adjustments under the
remeasurement method are recognized on the income statement as
gains or losses. The accounting staff could be tempted to shift between
the two methods in order to show specific financial results on the cor-
porate income statement. For example, if there were a translation gain,
the remeasurement method likely would be used in order to recognize
it on the income statement. This problem is especially likely when the
criteria for using one method over the other could be construed either
way. The best way to avoid this problem is to have a disinterested third
party (i.e., the auditors) approve any change in method over what was
used in the preceding year.

Require management approval of calculations for the status of infla-
tionary economies. It is possible to alter the translation method based
on the inflationary status of a foreign economy, possibly resulting in the
recognition (or not) of translation gains or losses on the income state-
ment. If an accountant were inclined to shift the translation method, a
defensible basis for doing so is the inflationary status of the economy in
which a foreign entity does business. The inflationary status could be
altered either by using incorrect inflation data or shifting the beginning
and ending dates of the calculation to correspond to inflation data more
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in line with the required result. This issue can be resolved by requiring
management or internal audit reviews of these calculations, especially
when a change in inflationary status has occurred recently.

Translation of Foreign Currency: Transactions

1. Verify that all gains and losses on incomplete currency transactions are
updated in the periodic financial statements. If there have been
unusually large fluctuations in the exchange rates of those currencies in
which a company has outstanding transactions, there may be a tempta-
tion to avoid recording any interim gains or losses prior to settlement of
the transactions, on the grounds that the temporary fluctuations will
even out prior to settlement. However, this ongoing delay in recogni-
tion of gains and losses not only misstates financial statements, but also
can build over time into much larger gains or losses, which can come as
quite a shock to the users of the financial statements when the changes
are eventually recognized. Accordingly, the standard checklist for com-
pleting financial statements should itemize the recognition of interim
gains and losses on incomplete foreign exchange transactions.

ELEMENTS OF INTERNAL ACCOUNTING CONTROL

Seven basic elements are necessary to meet the broad objectives of good
internal accounting control—objectives that include safeguarding the assets
against loss arising from intentional (fraud) or unintentional errors and pro-
ducing reliable financial records for internal use and for external reporting
purposes. These elements are:

1. Competent and trustworthy personnel, with clearly defined lines of
authority and responsibility. People are the most important ingredi-
ent in a control system. If employees are competent and trustworthy,
then reliable financial statements can result even though other control
elements are missing. Incompetent and dishonest personnel, even
given a theoretically good system of controls, will produce worthless
statements. Thus, a proper evaluation of employees is paramount.

2. Adequate separation of duties. To prevent intentional or uninten-
tional errors, several separations are desirable:

o Separation of operating responsibility from financial record keep-
ing. In those instances where an operating department maintains its
own records and prepares its own financial reports, there is a temp-
tation to biased data to report improved performance. Grouping of
the financial records under a controller is desirable.
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o Separation of custody of the assets. Separation of accounting from
custody is done to protect the company against defalcation. Thus the
separation of custody of cash from maintenance of the accounts
receivable is desirable to reduce the possibility of converting cash to
personal use and adjusting the customer account by a fictitious credit.

o Separation of the authorization of transactions from the custody of
any related assets. For example, the person authorizing the pay-
ment of an invoice should not sign the check that pays the bill.

o Separation of duties within the accounting function. Those main-
taining the general ledger should be separated from those handling
the subsidiary ledger, or those handling cash journals should be sep-
arated from those handling sales journals.

3. Proper procedures for authorization of transactions. ~ Authorizations
may be general or specific, depending on management desires. Man-
agement may give general approval for sales to customers, given a
certain credit approval. Or management may desire to approve each
contract above a given amount, say $10 million.

4. Adequate records and documents. The documents must provide rea-
sonable assurance that the transaction is properly recorded and that
the asset is controlled. Thus purchase orders, receiving reports, and
vendor invoices should exist.

5. Proper physical control over both assets and records. Properly con-
trolled warehouses, safety deposit vaults, and fireproof safes are exam-
ples of physical control. Proper safeguard of records against destruction
or other loss is necessary.

6. Proper procedures for adequate record keeping. Procedures to
assure the proper recording of all transactions—such as procedure
manuals—may be desirable.

7. A staff that can provide independent verifications. The existence of
an internal audit staff, or other means of checking, may be helpful.

LEVELS OF CONTROLS

In reviewing internal controls, the greatest amount of time usually is spent
in analyzing and evaluating the very detailed controls that exist. And per-
haps this is the way it should be. However, given the responsibilities of
the board of directors and top management, the ultimate purpose of the
system is to aid in meeting the business goals and objectives. Hence the
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control system to be reviewed should include all levels of planning and
related control. All these levels can be included in three groups:

1.

Strategic. Board of directors and top management, who plan and
control:

o Organizational structure

o Corporate goals and objectives

o Long-range planning procedures

o Marketing policy decision making

o Management policy decision making
o Financial policy decision making

Tactical. Board of directors and senior management, who plan and
control:

o Annual profit plans

o Executive—personnel policies (inventories, replacement)
o Capital expenditures

o Annual research and development plan

Operational, where planning and control involves:

o Credit approval practices

o Treatment of uncollectible accounts
o Billing procedure

o Purchasing procedure

o Salary and wage authorization

o Pension plan performance

Consideration has to be given to which of the controls in a company should
be handled at each level and, further, which should require corporate-level
(as opposed to divisional) review and approval.

RESPONSIBILITY FOR PROPER INTERNAL CONTROLS

Who should be responsible for the existence of proper controls? Several
groups will likely have specific responsibilities. Some suggested areas of
responsibility for several management levels, and for independent public
accountants, are outlined.
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* Role of the board of directors. The board of directors is responsible
for general, nondetailed oversight and the monitoring of management.
The board of directors must:

o Understand in a general way how the financial-accounting recording
system works.

o Satisty itself, perhaps through the audit committee, that an adequate
system of internal control exists.

o Ascertain that the system is effective and sufficient to the proper safe-
guarding of assets, issuance of correct final reports, and compliance
with federal or state regulation.

o Determine that a carefully prepared code of ethics exists to govern
the conduct of the corporate employees.

o Assume ultimate responsibility for monitoring the compliance of
management and other employees with the rules of corporate gover-
nance and for taking appropriate action for violations.

FRAUD

The word “fraud” is used synonymously with “defalcation,” “embezzle-
ment,” and “swindle.” For the purposes of this discussion, fraud is an infen-
tional financial misstatement or the misappropriation of funds. Fraud is not
an unintentional mistake, such as an incorrect accounting estimate, the
application of a cost to an incorrect account, or a lost inventory tag during a
physical count.

LR T3

Common Types

Fraud is a complex subject. Different types of individuals and different
activities may be involved. Some of the types of fraud are management
fraud, employee fraud, computer fraud, and financial reporting fraud. The
controller may be curious about commonly occurring kinds of fraud. A few
of the more common kinds are listed next. This list should not be consid-
ered complete, because the types of fraud are limited only by the imagina-
tion of the perpetrator. (For an ongoing listing of fraud cases, refer to the
“Round Table” department of the Internal Auditor, the journal of the Insti-
tute of Internal Auditors.)

* Generate bills from nonexistent companies. Employees can bill the
company for services from a nonexistent company. This is easy if the
accounts payable staff does not review services for completion or mate-
rials for receipt. The fraud is detected by auditing billing approvals.
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Also, the auditor can review the numerical sequence of invoices
received from the supplier to see if most of the supplier’s invoices are
going to the company.

* Use telephones. Employees can use the company’s phone lines for
personal calls. The fraud is detected by reviewing the phone bills for
numbers called.

* Pay personal bills. Employees can have the company pay their own bills
for them, or have the company pay for items that were ordered for them
employees through the company. The fraud is detected by auditing bills
received and can be prevented only by rigorous approvals of all expenses.

» Alter approved expense amounts. Employees can alter expense
reports after supervisors have approved the reports. The fraud is diffi-
cult to detect, but auditors may be able to find altered or erased num-
bers on those reports. This type of fraud can be prevented by routing
expense reports directly to the accounts payable department after the
supervisors approve them, so that the employees who originally sub-
mitted the reports do not have further access to the documents.

* Rig bids between purchasers and suppliers. Buyers can be influ-
enced to accept high bids in exchange for kickbacks from suppliers.
The fraud is detected by comparing winning bid amounts to market
rates, and by reviewing the number of bids rejected due to spurious
causes. For example, cheaper bids can be thrown out by marking the
bid receipt date as being later than the posted due date (and can be
audited by comparing the bidder sign-in date in the visitor log to the
date posted on the bid by the purchasing department).

* Submit multiple expense receipts. Employees can submit credit card
receipts in one month for reimbursement and then submit the actual
receipt for reimbursement in a different month. The fraud is detected
by comparing expense reports that were submitted over a period of
several months.

* Cancel reimbursed education. Employees can cancel classes that
have been paid for by the company and pocket the proceeds (or have
the classes paid for by a second party, such as the Veteran’s Adminis-
tration, and keep the overpayment). The fraud is detected by getting
permission to review the college’s financial records for each employee.
The fraud still can occur if the company only pays on proof of comple-
tion of a class, because a second party can pay for the class.

* Sell company assets. Employees can sell company assets right off the
company premises and have the check made out and delivered to them.
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The fraud is detected by frequent reviews of fixed assets records to
actual assets. Prevention can be difficult if a high-level person is the
perpetrator.

While the controller has an interest in preventing any type of fraud, this
chapter discusses the two kinds with which he or she should be especially
concerned: management fraud and financial reporting fraud.

Some Causes

If a controller is aware of the circumstances that encourage fraud, he or she
may be more sensitive to signs that it has occurred. In most circumstances,
and certainly when collusion is involved, there is no way to guarantee the
absence of fraud. But there is reason to conclude that fraud results from a
combination of pressures on the individual officer or employee and the cir-
cumstances that allow the act to occur. The conditions that lay the founda-
tions for fraud include:

e Poor internal controls or a poor internal control environment
o Management does not punish or prosecute offenders
o Management does not set an example of high ethical standards
o Management does not stress the need for strong controls
o Management has not published rules governing ethical conduct
o Highly placed executives are seen as lavish spenders on business trips
o The CEO approves heavy business expenditures by his staff despite
restrictive policies and procedures
 Existence of heavy financial pressures on individuals
o Heavy personal indebtedness

o Socially unacceptable behavior (e.g., gambling, use of drugs or
alcohol)

o Extravagant means of living

o High inflation rates not accompanied by adequate adjustment in com-
pensation

e Other sources of pressure

o Unreasonable profit goals for the company, or for a division or
subsidiary

o High rate of management personnel turnover

o Management operating and financial decisions dominated by a very
aggressive individual

o The company is part of a declining industry
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e Contributing conditions
o Inadequate hiring practices (e.g., lack of reference checks)
o Deteriorating living environment
o Undesirable personal traits
o Unsatisfactory home life

Note that some of the above signs are difficult to detect.

Management Override

The responsibility for an effective internal control system rests with man-
agement. Yet some of the most widely publicized cases of improper activ-
ity are those that were carried on by a limited number of business managers
themselves. These are the cases that are among the most difficult to detect.

Quite often fraud committed by senior management is more subtle than
the “ordinary ways,” for it involves management override. This condition
occurs when executives with sufficient real or apparent authority cause sub-
ordinates to conceal or record transactions improperly, or cause documents
to be processed outside of the established procedure. These executives are
in a position to override the controls. Such actions may result in a material
misstatement of financial results or condition and/or a defrauding of the
company. The controller, along with the independent accountants and inter-
nal auditors, should be alert to, or assess the risks of, such a possibility.
Management override probably would not occur under normal circum-
stances, but these conditions might tempt some managers:

* Management compensation is directly and substantially affected by
operating results, and those results tend to be erratic.

* The management of the business unit is under extreme pressure to
achieve specified earnings.

* The operating unit is in an industry experiencing a large number of
business failures.

* The organization has been sold and the management will benefit from
the price, which is related to operating results and financial condition.

Some of the areas where management override is more common include:

* Reserve estimates. Inventory reserves, reserves for doubtful accounts, tax
accruals, and litigation reserves, among others, may be understated in
order to increase profits.

* Depreciation allowances. Depreciation rates on machinery and equip-
ment might be changed.
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Sales. Advance sales may be billed, or shipments may be made ahead
of schedule.

Cost of sales. Cost of sales may be understated, thus providing higher
margins (and possibly later inventory losses).

Deferring expenses. Current expenses may be capitalized on one pre-
text or another, to be written off over a period of time.

AUDITING FOR FRAUD

Auditing for fraud, especially for small-scale fraud, is like looking for the
proverbial needle in the haystack. There are several reasons why it is so dif-
ficult to find:

Too many transactions. The auditor typically reviews only a small
number of transactions. If fraud is only being committed with one
transaction out of many, the odds of finding the fraud are slim.

Ineffective use of audit time. Looking for fraud is very time-consum-
ing. There are hundreds, if not thousands, of ways to remove company
assets illegally, and tracking down all possibilities will fill the work
schedule of any internal audit staff.

* Audits have time limits. Like all well-run projects, fraud audits have

specific time boundaries; once the completion date is reached, the
audit team moves on to another audit. Since fraud audits can take con-
siderable periods of time to uncover issues, there may not be time
available to detect a suspected fraud situation.

Trend analysis is not sufficient. Smaller cases of fraud will not be
highlighted by analyzing expense levels over time, because the small
surges in expense levels will not appear significant.

Perpetrators know the procedures. Those who are committing frauds
may not only know the procedures being circumvented, but also may be
in charge of the procedures. If so, the frauds may be cleverly concealed,
because the criminal parties are experts in the control procedures. The
auditor, on the other hand, is not trained primarily in fraud detection, but
in evaluating overall systems of controls and reporting. Thus, in terms
of training or ability, the perpetrator may outclass the auditor.

Fraud is hard to recognize. Fraud is difficult to detect even when look-
ing at it. The perpetrator probably has taken a great deal of time to carry
out the fraud and has either eliminated or reduced all traces of the crime.
For example, when conducting an audit, how many auditors will follow
up on missing documentation? The reason for the missing documentation
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may be simple misfiling, but it may also be deliberate misplacement to
cover a fraud situation.

These points are not designed to make the auditor despair of ever uncover-
ing a fraud; doing so is difficult, but not impossible. The question is: What
tools can be used to hone in quickly on likely fraud situations? These sug-
gestions may help:

Watch the environment. As stated several times in this chapter, the
environment is a key factor. If management has a low regard for con-
trols, that attitude may rub off on employees. If management uses the
company for personal gain, then other employees may feel that it is
acceptable for them to do so as well. Of course, the environment may
be worse in one area; if so, then the auditor’s fraud search should nar-
row to that area.

Watch the controls. If control over an area is concentrated in one per-
son’s job, then the opportunity for fraud has been presented to that
employee. The auditor should not only review such situations, but also
recommend splitting responsibilities in order to remove any temptation
from the employee.

Watch employee lifestyles. Some perpetrators flaunt their wealth and
bring their gains back to the workplace in the form of fancy automo-
biles or new clothes. We are not suggesting that the auditor review the
parking lot each day, but an inquiring person might want to know why
an accounting clerk is driving an expensive sports car.

Be available. Fraud can be surprisingly well-known among employ-
ees. For the auditor to be told about such situations by employees,
availability is crucial. Consequently, the successful fraud auditor is the
one who talks to auditees frequently, is available at audit sites, and is
known for protecting sources.

NOTES

IPaul G. Makosz and Bruce W. McCuaig, Gulf Canada Resources, “Is Everything under Con-
trol? A New Approach to Corporate Governance,” Financial Executive (January/February
1990): 26.

2Adapted with permission from the Controls sections of all chapters in Bragg, GAAP Imple-
mentation Guide, John Wiley & Sons, 2004.
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PLANNING AND THE STRATEGIC PLAN

This chapter discusses the various elements of the strategic plan and pro-
vides an overview of the planning process. It reviews some of the basic
questions raised in the planning process and considers the elements of
strategic planning, for example, constructing a mission statement, factors
to consider when picking objectives and strategies, and possible ways to
manage the planning process. The next two chapters examine the strategic
plan by looking at the qualified long-range plan and the annual plan.

STRATEGIC PLAN OVERVIEW

Strategic planning begins with the present and extends as far into the future
as useful for planning purposes. The purpose of strategic planning is to set
the company guidelines and policies that serve as the basis for the next ech-
elon of plans, the development plan and the operations plan. The strategic
plan focuses on the needs, dangers, and opportunities facing the company.
It identifies the key decisions that must be made and usually sets guidelines
and deadlines for making them. The process guides the company in deci-
sions about the current generation of products as well as the next and
succeeding generations of products and markets. This thinking and com-
municating process helps ensure that the plans and decisions of the various
units are moving the company to the same agreed-on objectives.
The plan must contain these six elements:

1. A statement of purpose. lIdentifying the purpose of the plan gives the
reader the reason for the action required. It sets forth the objective.
The purpose of the strategic plan may be broad, but as the plans

63
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become more detailed, so also must the reasons for proposed action
become more specific.

2. Actions to take. The purpose of formulating a plan is to take action,
and the plan must stipulate what kind of action need be taken. Again,
the more detailed the purpose, the more specific must be the action—
from general terms in the strategic plan to minute details in a segment of
an operating plan.

3. Resources to use. The basic task of management is to use all
resources wisely. A firm’s resources include not only funds but also
people, plant and equipment, technical know-how, and other propri-
etary knowledge. Plans must indicate which resources are needed, and
whether they are on hand or must be acquired, to avoid a conflicting
assignment or a less than optimal use of these resources.

4. Goals to meet. The goals define the level of accomplishment expected
from the action taken. Goals answer the question: What is to result
from the activity?

5. Time schedules to follow. Progress toward goals must be measured
not only in degree of achievement but also in time.

6. Assumptions made. The important underlying conditions on which
the plan depends must be made known to those who approve the rec-
ommendations. If these conditions do not come to pass, then the
responsible executive must be made aware of this situation at planned
checkpoints so that corrective action, including changes in plans, may
be made.

Much planning is done using the most likely set of events in the assump-
tions. This set of events may be called the most probable scenario. Yet a
company must be prepared if these events do not take place. Hence alterna-
tive plans are also necessary. Thus management must be made aware of
financial results should certain possible but less likely occurrences happen.
Financial management must have some sense of the maximum financing
needs should events proceed differently from expected. Given these condi-
tions, some managements prepare supplemental financial plans to give a
reasonable range of possibilities. Although the emphasis may be on the
most probable case, sufficient analysis should be done on the alternate sce-
narios so that the full financial implications are understood.

The strategic plan is usually communicated to the board of directors in
summary form, and typically includes these areas:

e Comparison to the prior year plan
* The major planning assumptions
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* The growth strategy

* Business goals

* Perceived strengths, weaknesses, opportunities, problems, and threats
* Profit plans for the existing business

* Programs and strategies for new business development

* Financial summaries of major factors, trends, and return on assets

Remember to keep in mind, while reading about the nuts and bolts of the
planning process, that it is difficult to encourage long-term thinking and
planning, because most companies reward their employees based on short-
term results. Thus, long-term planning will not work without long-term
incentive plans. Also, strategic planning still involves largely unquantifi-
able factors such as experience, instinct, guesswork, and luck. Finally,
beware that most long-range plans involve too much quantification of
rough guesses and estimates. A good plan does not require detail down to
the nth degree!

SYSTEM OF PLANS

This section discusses how the various types of plans work together. But
first some planning terminology is defined. A plan is a predetermined
course of action. A strategic plan is the company’s formal plan for achiev-
ing its objectives with policies, strategies, and detailed actions. The pro-
cess of thinking ahead, of making a judgment on a course of action for
which consideration has been given to the feasible alternatives, is the plan-
ning process.
An integrated planning structure has three components:

1. At the summit, or vertex, is the strategic plan. It seeks to outline in
general terms the characteristics and objectives of the firm. As
detailed later in this chapter, the plan should include a clear statement
of the company’s basic purpose (“Business Mission”), a set of objec-
tives to accomplish this purpose (“Developing Long-Range Objec-
tives”), and a detailed list of strategies needed to meet the objectives
(“Developing Long-Range Strategies”). The plan should also include
a statement of assumptions needed to match the goals, such as an
assumed continuing increase in the national gross national product or
inflation rate throughout the planning period.
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2. Stemming from the strategic plan is the development plan, which con-
cerns itself with the development of new products, services, and mar-
kets. It works toward:

o Establishing those conditions that foster the creation of new prod-
ucts and markets.

o Gathering pertinent data to identify those fields with the highest
potential return on the corporate resources. This effort also involves
establishing the procedures needed to identify areas of less desirable
growth.

o Determining resource requirements and the scheduling needed to

implement the program as it passes into normal operations.
The development plan includes a divestment plan for selling, merg-
ing, or shutting down parts of the business. It also includes a diversi-
fication plan for developing new products for new markets, by
internal development, merger, or acquisition.

3. Also proceeding from the strategic plan is the operations plan, which
focuses largely on the existing generation of products and existing
markets. It is detailed in nature and specifies plans by individual func-
tion, which in essence becomes the annual plan.

PLANNING CYCLE

A company’s planning cycle is typically an interactive process and roughly
follows this path:

* Set tentative goals and objectives.

* Analyze expected internal and external environments in which it
expects to operate for the planning period.

* Make assumptions about this environment and the company’s current
posture.

* Conduct a market analysis to determine or confirm the most effective
marketing method.

* Devise a marketing plan (taking into account the new products and
markets, and status of existing markets and products) for each year of
the planning cycle.

» Create a market support plan by year (sales strategy, required staff,
advertising and sales promotion, etc.).

* Develop sales estimates by year, product, territory, and salesperson,
based on the market support plan.
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Complete the related organization and manpower needs throughout the
rest of the company, based on the sales estimate, and itemize the costs
by monthly planning period.

Develop fixed assets (facilities) plans by year of need and amount of
expenditure.

Develop the financial plan (cash, cash generation, income and finan-
cial condition, time-phased).

Reach conclusions as to whether the plan is satisfactory. If not, the iter-
ative process may begin again until an acceptable plan is developed.

Approve the strategic plan. Once done, the appropriate sections serve
as the basis for developing a detailed annual plan.

An important part of the planning cycle is the environmental analysis since

it is

the foundation of the company’s strategic direction. The company’s

environment has two aspects:

1.

The external environment. The external environment consists of
influences outside the company that are or will be dominant factors in
its activities. The factors can include:

o Economic. The stage of the business cycle, level of general busi-
ness activity, entrance of new competitors, stage in the industry
cycle, and foreign exchange rates.

o Technical. New products of the same type or of a different kind
that serve the same need, new processes, and new capital equipment.

o Political. Legislation affecting the product/activity, court deci-
sions relating to interpretation of the laws, and administrative
actions affecting the enforcement of the law.

o Social. Social mores change, and what may be acceptable in one
country may be unacceptable in another.

The internal environment. The internal environment consists of
those forces inside the company that will be significant forces in just
how it will function. These factors should be considered:

o Company strengths and weaknesses. This involves: (a) knowing
the functions and areas in which the company performs well,
(b) understanding how its strengths compare with those of compet-
itors, and (c) reaching conclusions on whether its strong points
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may be improved and its weaknesses overcome. Some of the indi-
cators to examine are:

Product acceptability

Share of the market

Marketing posture

Proprietary product status
Manufacturing costs

Quality control

Product deliverability

Patent status

Research and development success
Raw material sources

Foreign market status

Plant capacity

Financial strength

Judgment and skill of the management
Flexibility and capacity to change

o The success factors. It is vital to know what particular attributes
are responsible for the company’s success. It may be such character-
istics as good quality control, quick response time to sales orders,
personality of the representatives, solid engineering, and so on.

o Status of each product in each market segment. Included in this
grouping might be:

Understanding the life-cycle stage of each product (embryonic,
growth, mature, declining)

Understanding each business segment as to market share and
growth rate, according to the Boston Consulting Group matrix, as
either:

* A star: high market share, high growth rate

* A cash cow: high market share, low growth rate, significant gen-
erator of cash

* A wild cat: low market share, high growth rate; probably a cash
user until the product is more developed

* A dog: low market share, low growth; a candidate for divestment

Those who know the market and the product must be able to reach objec-
tive decisions about each. Knowledge of these internal and external fac-
tors is important in deciding on the corporate mission and the strategy
needed to reach the corporate objectives.
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PLANNING ROLES

The CEO is responsible to the board of directors for the strategic plans of the
company; therefore, the CEO is the chief long-range planner. However, the
long-range planning process must involve most members of management.
Accordingly, who does the planning will depend on the company’s circum-
stances. The planning could involve only the CEQO; or the chief executive and
his or her staff; or a committee composed of representatives of each major
discipline or each major operating group; or even a separate permanent plan-
ning department that would provide leadership and coordination of the pro-
cess, with adequate support from the chief line and staff officers.
Which of these options it will be hinges on several factors, including:

* The stage of evolution of planning in the company. If the planning is
informal and sporadic, the chances are that the chief executive will be
the chief planner, with limited assistance from others.

* The attitude of the CEO. This may determine the breadth or depth of
the planning activity. Support from this source is a must for effective
planning.

* The size of the company. Generally, the larger the company, the more
likely it is to make formal long-range plans.

* The nature of the company’s markets. Military suppliers, for exam-
ple, often do more planning than consumer goods manufacturers.

In general, a balanced planning group containing several disciplines is
desirable; these disciplines should include marketing, engineering, finance,
human resources, and research. Regardless of background, the prime requi-
sites of the individual planner are flexibility and creativity.

The controller’s role is obvious in the later stages of converting strate-
gies into financial terms for the planning period. However, there is also
work to be done in the earlier phases of strategic planning in these areas:

* The corporate mission. The mission is determined based on a thor-
ough knowledge of the company’s strengths and weaknesses and a host
of subjective opinions. If erroneous financial or economic assumptions
are used, then the controller should disclose them and provide alterna-
tive suggestions.

* The corporate long-range objectives. The controller should make any
analysis for long-range objectives based on financial facts or calculations.

* Developing strategies. The controller should conduct the financial
analysis related to some of the strategies. Areas to analyze would include
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profit impact of alternative choices or relative to cost effectiveness, unre-
alistic earnings estimates of proposed acquisitions, unduly optimistic
economic assumptions, an excessive inflation rate, or cost estimates that
are too low.

PLANNING TIMING AND THE PLANNING PERIOD

To achieve a sound strategic or short-term plan on a reasonably timely
basis, it is desirable to prepare a calendar of events. With respect to the
strategic plan, this may be issued at the time of the chief executive’s
announcement of the annual strategic planning effort. A sample calendar of
events is outlined below. In this instance, the cycle for the strategic plan is
separated from the short-range planning cycle, in order to distribute more
evenly the time spent in the planning effort. The key plan dates are:

May 31 Issuance of general guidelines by the CEO to division heads and other
interested parties

July 31 Receipt of division plans by chief planning officer

September 30 Completion of review and analysis of division plans by corporate staff

October 31 Preparation of consolidated and corporate position

November 30 Review with top management and board of directors

Although the dates cited indicate the latest acceptable time for comple-
tion of the activity, there is in fact continuous communication between the
corporate and division planners, and often the financial officer will devise
alternative scenarios that are needed for the long-term financial plans.

Strategic planning is sometimes referred to as long-range planning. But
just how far ahead should a company plan? What are some of the factors to
be considered in selecting the proper period for which to plan? Each busi-
ness has characteristics that must be identified in determining the time
period of planning. Obviously, a company should plan ahead only so far as is
useful. Surveys on this subject indicate that among companies that do long-
range planning, the most common period is five years, although the trend is
toward a greater distance into the future.

Some of the factors that serve as a guide in selecting the proper planning
time span are:

* Lead time for product development. This includes the length of time
from the data for a new product until the design, manufacture, and dis-
tribution are completed. One company may take three months, whereas
another may require several years.
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* Life span of the product. The probable period before a product is
considered obsolete will be a factor.

* Market development time. This period will vary tremendously, from
several years for a complicated industrial product to perhaps only sev-
eral weeks for, say, women’s fashions.

e Development time for raw materials and components. Some extractive
industries, such as iron ore mining and oil drilling, may require a decade
of advance planning. Wood products companies may consider a period
beyond the life expectancy of their current management.

 Time for construction of physical facilities. For many plants, a mini-
mum of two years for design and construction of a plant and its equip-
ment is needed.

* Payout period for capital investment. The period over which the
investment in capital equipment will be recovered must be weighed.
Payoff may vary from several months in a highly speculative and prof-
itable field (i.e., certain chemicals) to perhaps more than a decade (for
some utilities). Thought must be given to conditions that will prevail
during this payout period to focus on the probability of recovering the
investment and earning an adequate return on it.

Many companies find it practical to update the strategic plan on an annual
basis. In effect, one year is dropped and a new one is added. Each year, as
new perceptions of the business or new opportunities or threats emerge, the
new factors are studied and incorporated into the planning process and
resultant plan. However, changes in the conditions should not be the excuse
for revision of the plan when, over and above those changes, the operating
group is not achieving its goals. The impact of the deviation and expected
year-end (or other period) result can be identified and reported to manage-
ment without changing the plan.

BUSINESS MISSION

One of the principal tasks of top management is to formulate the basic pur-
poses of the company. Doing this requires a great deal of thinking as to
what the business is all about. It is this mission statement that serves as the
guideline for strategic planning.

How should the mission statement be formulated? In smaller companies
it tends to depend largely on the thinking and values of the CEO. But in
larger companies it is done more effectively by consultation and exchange
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of ideas among the management (although the CEO still has an important
voice). Why? Because any basic change in the nature of the business can
have ramifications for the operating methods, the interrelationship of peo-
ple, and use of skills.

There is no uniform content in mission statements, which vary from
lofty statements of principle, representing the values of the CEO, to very
detailed and concrete guidelines. Excess detail may be counterproductive,
and vague statements may not be useful in formulating objectives and strat-
egies. A middle ground best serves the purpose.

What factors are important to the survival and growth of the company?
The next subjects, which can be identified and/or refined by the planning
meetings, should be considered when creating a mission statement:

* Product or product line
e Market and market share
* Profitability on sales, assets, and/or shareholders’ equity

* Growth in sales, market share, specific product lines, earnings, earn-
ings per share, jobs, and/or markets served

* Research and development (R&D)
* Productivity or efficiency

* Flexibility in R&D methods, meeting customer delivery needs, and/or
responding to competitive actions

e Company image
* Observance of a code of conduct
* Development of the managerial pool

Based on a consideration of these factors, here are three examples of com-
pany mission statements:

1. To be the predominant supplier of electronics countermeasures to the
U.S. Air Force

2. To assist our clients in achieving cost-effective employee benefit plans
through the effective marketing of innovative and specially designed
concepts intended to reflect the strengths of the client company

3. To maintain a viable, growing business by designing, developing,
manufacturing, and marketing custom engineered products and ser-
vices to meet the needs of selected utility and construction companies

Keep in mind that the principal application of a mission statement is to
serve as a guide to policy decisions, to provide direction. Accordingly, it
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should be quite specific, not a lofty statement of admirable purpose. Also,
careful designation may be important; that is, whether the product/service
is defined in broad terms or more narrowly described. The wording of the
statement can be significant. Thus, a statement that company Y is in the
communications business might have quite a different impact from a state-
ment that it is in a narrower business line, such as newspapers, television,
and/or radio. And the mission generally should include the scope of oper-
ations. Although the mission will identify the line of business, the scope
will delineate the market (e.g., the United States rather than worldwide).

A realistic statement of purpose probably will be influenced by these
three factors:

1. The basic competence and characteristics of the company (e.g., skill
of the management, capital resources, operational capabilities, physi-
cal assets, geographical locations, availability of skilled personnel,
raw material sources, etc.).

2. The expectations of those who have something at stake in the firm:
management, shareholders, creditors, employees, suppliers, and cus-
tomers. The relative weight of each group’s influence will help shape
the relative importance of different elements of the mission.

3. The expected future external environment (e.g., regulation, social
trends, inflation rates, and the stage of the business cycle).

DEVELOPING LONG-RANGE OBJECTIVES

Once the business mission has been determined, the long-term objectives
must be established. The establishment of objectives is an interactive pro-
cess, closely coupled with the determination of strategies. One influences
the other. In any event, experience shows that satisfactory long-term objec-
tives must be:

* Suitable. An objective should support the basic purposes and mis-
sions of the company. Achieving the objective should move the enter-
prise in the direction of meeting its purpose.

* Feasible. Objectives should be achievable. Setting an unrealistic goal
serves no useful purpose. Any objective should be established giving
recognition to the expected environment: competitive actions, techni-
cal achievements, political feasibility, and so on.

* Compatible. Each objective should be compatible with the other objec-
tives. For example, the objective for product A or strategic business unit
X should be in harmony with the objectives for the overall organization.
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* Measurable. Actual results should be measurable against planned
results over a specified time span. Thus, if the objective is “to attain a
sales level of $100 million by the year 2007,” then attainment is readily
identifiable. Objectives may be quantified in dollars, units, cost, rate, or
percentage. Only when the objective is stated in concrete terms and for
specified periods of time can its attainment be measured objectively.

Flexible. Objectives should not be easily changed; nor should they be
immovable. When major unforeseen contingencies occur, objectives
should be changed to more realistic ones.

* Motivating. Another important characteristic of a proper objective is
its motivating power. An objective should not be so easily achieved
that it is certain of attainment. Nor should it be too difficult to accom-
plish. It should be set at such a level that those to be judged by it gener-
ally agree it can be reached. Thus, those who are to meet an objective
should have a voice in setting it. The management members involved
should regard it as a commitment to be met with adequate effort.

In practice, most companies have only a few long-term planning objectives.
In theory, however, goals or objectives could be set for every function and
every department in the business. Typically, many of the objectives are
financially expressed and relate to sales volume, profitability, and market
share. But measures may be developed for any number of factors that need
change: labor content, share of minorities in the workforce, skill diversifi-
cation in the engineering or research staff, labor turnover rates, productiv-
ity, R&D expenditures, and so on. Exhibit 3.1 provides some illustrative
long-term objectives for the company as a whole.

Achieve by Year

Objective 20X0 20X5
Aggregate sales volume (millions) $560 $1,200
Percent of non-U.S. sales 20% 25%
Percent of new products 15% 30%
Operating profit (% of sales) 17% 22%
Rate of return:

On total assets 10% 12%

On net worth 19% 25%
Earnings per share $2.50 $4.25
Price/earnings ratio 11x 15x
Labor content in products 25% 22%
Minorities as % of work force 10% 12%

EXHIBIT 3.1 SAMPLE COMPANY LONG-TERM OBJECTIVES
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Those involved in setting company objectives should realize that major
objectives are closely related to subobjectives. Thus, the return on share-
holders’ equity must be supported by a proper gross margin objective and
asset turnover objective and a satisfactory leverage factor. The margin
objective in turn should allow for a product mix objective, a sales volume
objective, and, perhaps, a productivity increase goal.

Setting realistic long-term objectives is not as simple as having one
executive, the CEQ, or a group, dictate a figure or goal. To be sure, the pro-
cess might commence with suggestions from those sources; but it is more
satisfactory to have some identifiable points of reference recognizable by
those who must meet the objective. What are these? How can they be deter-
mined? Some of the ways to make that determination are:

* Use past performance, with trend exploration. In some instances, use
last year’s performance and adjust for experienced improvement. This
method must be used with caution, since previous performance levels
may be quite poor in relation to the rest of the industry; using such pre-
vious performance as a future goal may set the company at a competi-
tive disadvantage.

* Adjust past performance for the impact of expected forces. Recognition
is given to the result of expected changes, both internal and external,
such as product obsolescence, government regulations, new product
developments, competitive actions, industry sales forecasts, and so on.

* Analyze competitors. Using 10K reports from competitors, analyses
can be made of competitive performance. Return on assets, gross mar-
gin percentage, sales volume trends, funds spent on R&D, selling
expenses, individual competitor data, and group data can be used as a
basis for calculating desired performance on some measurable item.

* Employ environmental, situational, and strategic analyses. In the
analytical study of operations, certain comparative relationships will
become evident. The impact of expanding the more productive or
effective ones can be judged or calculated on such matters as sales vol-
ume (e.g., the impact of advertising, or the use of a certain channel of
distribution, changing prices). The best methods used in one area
might be applied to other areas. In turn, these actions could affect the
objective.

DEVELOPING LONG-RANGE STRATEGIES

After the basic mission and long-range planning objectives have been
determined, the next step is to search out those strategies best able to
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achieve the objectives. As used herein, the word “strategy” means the way,
or means, by which the company deploys its human and financial resources
and its physical assets to achieve the business purpose.

A great deal has been written about identifying and evaluating strategies.
However, the process is largely an art, and developing a successful strategy
often involves a great deal of luck. In strategic planning the emphasis usually
is on products, markets, and marketing. In developing successful strategies,
the company’s creative talents should be enlisted to suggest the most inge-
nious and comprehensive strategies possible. This development task may be
assigned to gifted individuals or groups in marketing, planning, or other
departments who have a reasonable knowledge of the operations. Sources
that may provide clues for potential alternative strategies include:

* A review of company reports and records

* Observation and discussion of the company’s operations, including its
known or alleged strengths and weaknesses

* A review of competitive or comparable businesses

* Discussion of the situation and alternatives with people who are familiar
with the industry and the company or who have encountered similar
problems, such as consultants, educators, members of boards of direc-
tors, and think tanks

After the list of alternative strategies has been developed, it should be
screened by knowledgeable people (perhaps the CEO and other members
of top management) to eliminate the impractical strategies. Then the
remaining strategies should be evaluated on both a qualitative and quantita-
tive basis. Qualitative factors include the impact on other product lines or
organizational units or on the corporate image. Quantitative measures may
include contribution margin, cost effectiveness, return on assets, market
share, and operating profit.

This art of determining the strategy requires a good insight into the com-
pany’s strengths and weaknesses, good judgment and intuition, and a will-
ingness to examine some new ideas.

Specifically, strategy development demands:

* Comprehending the current status of the business and where continu-
ance of the same policies and strategies will take it. This involves iden-
tifying such factors as:

o Major products
o Major markets
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o Important strengths and weaknesses of the company as compared to
the competition

o Current major strategies

o Knowing the economic contribution (e.g., cash flow and operating
profit) of the various segments by product, market, and profit center

* Understanding the company objectives and how they may differ from
results of continuing the present activity

* Recognizing some of the strategies that may or could be involved in
the strategic planning, and selecting the practical ones for study

o Product strategies. Product design, new product development,
adding new products by purchase or acquisition, product obsoles-
cence, life cycle of products

o Market strategies. Adding or dropping markets, changing distri-
bution channels, methods of sales, prices, terms of sale, delivery
methods, advertising media, promotional methods

o Manufacturing strategies. Plant locations, subcontracting, foreign
sources, manufacturing techniques, material content, quality control

o R&D strategies. University affiliations, joint ventures, licensing,
purchase of rights

o Financial strategies. Inventory financing, credit terms, debt struc-
ture, employee stock option plans, stock issues, control systems, the
planning system, inflation hedging, foreign exchange practices,
leasing instead of purchasing fixed assets

o Human resource strategies. Organization structure, style of man-
agement, decentralization, downsizing, recruitment policies, train-
ing programs, wage and salary levels, executive replacement

* Evaluating the proposed individual strategies and judging how they
will assist in meeting the business objective

Some alternative strategies may be deduced from the list of the basic types of
strategies. The next list provides a few specific illustrations of strategies
undertaken. What strategies must be employed or changed obviously depends
on the problems to be overcome. The strategies appear in typical groupings of
product strategies, market strategies, and operating efficiency.

Products

* Change the style of packaging to appeal to middle-age customers.
* Change packaging to smaller quantities to attract elderly singles.
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* Add a related product that would use the same distribution channel and
methods as the other products.

* Drop line Y, which provides no contribution margin.
* Modify the product so it will serve a function not now recognized.
 Consider private brands in the Southeast.

Markets and Marketing

* Enter the growing European market through a joint venture.

* Change prices to meet the competition of the R chain.

* Increase local advertising to cover TV in markets W, X, and Y.

* Change from sales representatives to agents in the Northwest territory.

* Reduce the promotional effort on product T in the marketplace because
of its declining stage in the life cycle.

Operating Efficiency
* Switch to the just-in-time inventory control method in Los Angeles
and San Francisco.
e Establish a warehouse in Denver.
e Enforce terms of sale in order to increase receivables turnover.

* Dispose of the Kansas City subsidiary because of losses and the lack of
growth prospects.

¢ Sell the Chicago office building. In the current inflated market, reduce
space requirements, and move to a less expensive location.



4

LONG-RANGE FINANCIAL PLAN

Chapter 3 provided an overview of strategic planning. In this chapter the
strategic plan becomes more specific through numerical examples as the
next topics, which are segments of the long-range plan, are examined:

* Trend of revenues and profits

 Capital investments

* Cash flows and financing requirements

* Key statistics

 Risk analysis

* Breakdown by business unit/product line/geography
* Financial position

LAYOUT AND PURPOSE

The elements of the business plan that were described in Chapter 3 did not
address the means by which the plan could be achieved. Targets were set, but
there was no discussion of how the company would get from its current situ-
ation to the new targets. The long-range plan shows anticipated growth rates
from the present to the targets, as well as the capital expenditures and capital
requirements needed. The plan is backed up by a set of key statistics that
indicate changes in such areas as coverage of loan covenants and liquidity.
The long-range plan also includes an in-depth risk analysis. The risk of
significant revenue and profit changes are listed, along with probabilities of
the changes occurring. From this analysis it is possible to infer the risk of the
corporation’s not meeting its goals and to gain a general idea of the risk of
financial loss that the company is willing to undertake to achieve its goals.

79
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Task Long-Range Plan Annual Plan
Lists costs by individual account No Yes
Includes subsidiary budgets (purchasing, labor, etc.) No Yes
Used for monthly comparison to actual results No Yes
Has cash budget Yes Yes
Has P&L and balance sheet budgets Yes Yes

EXHIBIT 4.1 DIFFERENCES BETWEEN THE ANNUAL AND LONG-RANGE PLANS

Finally, the plan should include subsidiary plans that categorize pro-
jected sales and profits by strategic business units, product lines, and geo-
graphical regions, helping to determine where the greatest risks and
opportunities lie in the plan.

The long-range plan differs significantly from the annual plan (as
described in Chapter 5). The differences are noted in Exhibit 4.1.

After examining the exhibit, the reader may conclude that the long-range
plan is not as large or detailed as the annual plan; that is a correct assess-
ment. The long-range plan deals with long-term needs and key statistics
and does not concern itself with low-level detailed costs. The plan is meant
to be easily modified for what-if analysis, and a relatively small model with
linked graphics is best for that purpose.

The purpose of the long-range plan is to give management a rough-cut
analysis of whether its business plan is achievable and of the risks and
funding involved. Also, the long-range plan can be discussed with investors
in order to bolster the stock price. Finally, the plan is used to assist lenders
in determining the risk involved in lending to the company.

In the absence of a chief financial officer (CFO), the controller is
responsible for the long-range plan. The plan quantifies the goals and strat-
egies enumerated in the business plan, and numerical analysis logically
falls into the realm of the controller. However, input into the long-range
plan must come from all departments. For example, all departments must
submit capital requests. The sales department must contribute minimum/
maximum expected revenue figures by product. The engineering depart-
ment must contribute estimated margin information by product.

TRENDS OF REVENUES AND PROFITS

The business plan will itemize a target sales level to be reached by a speci-
fied date, or an average growth rate. The long-range plan must specify the
anticipated growth by individual year. This growth does not have to be a
steady trend line from year to year. Instead, the plan should tie revenue levels
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to new products coming onto the market, new business units being created,
or new geographical areas being reached.

Similarly, the trend of profits should be tied to the anticipated costs of
creating new products, capital expenditures, marketing campaigns, or other
growth-related costs.

The format of this section of the plan should be graphical, with numeri-
cal backup if needed. Exhibits 4.2 and 4.3 show examples of such graphs.
Each example shows both actual revenues and profits for the last few years
of operations as well as projections through the period of the business plan.

CAPITAL INVESTMENTS

The long-range plan should include a listing of capital investments
required to attain the revenue and profit objectives. The investment amount
should also include working capital requirements (cash invested in receiv-
ables and inventories, less the amount of accounts payable). There is a
growing trend in industry toward eliminating working capital by shrinking
inventories and receivables. If the company plans to pursue such a strategy,
that goal should be built into the business plan, since it will have a signifi-
cant impact on capital requirements.

Actual I I Plan I

Dollars

0 1 1 1 0
2004 2005 2006 2007 2008 2009 2010 2011
Years

EXHIBIT 4.2 HI-TECH CORPORATION 2004-2011 STRATEGIC PLAN CONSOLIDATED
NET SALES (DOLLARS IN BILLIONS)
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EXHIBIT 4.3 HI-TECH CORPORATION CONSOLIDATED NET INCOME BY STRATEGIC
BUSINESS UNIT 2004-2011 STRATEGIC PLAN (DOLLARS IN MILLIONS)

Capital requirements should be listed by product, business unit, or geo-

graphical area, so that management can easily determine the costs associ-
ated with launching a new product or business unit or selling into a new
geographical area. Exhibit 4.4 presents a typical capital plan.

Capital requirements are especially useful when determining returns on

investment and strategy risks, as discussed in the “Risk Analysis” section
of this chapter.

New Technology
Company 20XX-20YB
Strategic Plan

Aircraft Product A

Assembly Line $34.1
Assembly Building 17.2
Working Capital 43.0

Total 94.3

Communications Product B

Assembly Line 11.0
Assembly Building 14.1
Working Capital 293

Total $54.4

ExHIBIT 4.4 CAPITAL REQUIREMENTS (DOLLARS IN MILLIONS)
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CASH FLOWS AND FINANCING REQUIREMENTS

The long-range plan should include cash requirements for each year of the
plan. This is one of the most crucial parts of the long-range plan, for man-
agement must know about the risk of future indebtedness as well as the need
to issue stock or bonds. If stock is issued, then management must be aware
of the projected impact on earnings per share (an increased number of shares
outstanding will water down the earnings per share in the absence of addi-
tional earnings). In addition, management must be aware of the company’s
projected debt/equity mix, because this will affect the cost of capital.

If future indebtedness is more than management is comfortable with, then
the capital requirements part of the long-range plan can be reviewed to deter-
mine where the requirements are coming from. For example, if $150 million
of additional debt or equity is required over the course of the long-range plan
and capital requirements are as shown in Exhibit 4.4, then management may
want to review the benefits of Aircraft Product A in great detail, since that
product is responsible for the majority of capital requirements.

Product profitability assumptions are a key component of projected cash
flows; the strategic plan should contain assumptions regarding expected
competition that may reduce margins and internal quality or other initia-
tives that may increase margins. Exhibit 4.5 shows earnings per share under

20 T T T T T 20
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Sl |\ Em A
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EXHIBIT 4.5 HI-TECH CORPORATION EARNINGS PER SHARE: THREE SCENARIOS,
2004-2011, STRATEGIC PLAN
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Plan Year
Present Year
(Indicated Final) 2007 2008 2009 2010 2011
Cash Flows for Operating Activities
Net earnings $176 212 163 318 445 $627
Depreciation and amortization 174 214 244 240 250 200
Deferred taxes, etc. 4 4 — — —
Working capital provided by operations 354 430 407 558 695 827
Increase (decrease) in operating-related working capital items _255 149 (221) (7) (55) (45)
Net cash flows from operating activities _ 99 281 628 551 640 872
Cash Flows from (Used by) Investing Activities
Equity interest (Corp. X) — — — — (800)
Capital expenditures (118) (420) (100) (50) (50) (50)
Proceeds from asset sales and retirements 1 — 20 — —
Net cash flows used in investing activities (117 (420) (80) (50) (50) (850)
Cash Flows from (Used by) Financing Activities
Dividends to shareholders (52) (53) (53) (58) (58) (63)
Changed (reduction) in short-term bank debt 116 (135) (200) (150) —
Additions to long-term debt — 500 — — —
Reduction in long-term debt _@n (42) (50) (250) (240) (350)
Net cash flows from (used by) financing activities _ 43 270 (303) (458) (298) (413)
Increase (decrease) in cash and cash equivalents 25 131 245 43 292 (391)
Cash and equivalents at beginning of year 172 197 328 573 616 908
Cash and equivalents at end of year $197 328 573 616 908 $517

EXHIBIT 4.6  HI-TECH CORPORATION STATEMENT OF CONSOLIDATED CASH FLOWS 2004—2008 STRATEGIC PLAN (DOLLARS IN MILLIONS)
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several scenarios. This kind of chart is very useful to management, because
decisions regarding addition or elimination of products will directly affect
earnings per share. Exhibit 4.6 shows a simple calculation of cash flows for
a long-range plan.

RISK ANALYSIS

The long-range plan should include an in-depth assessment of the risks that
will occur as a result of the business plan. The commentary should include
some or all of these topics:

Competitive response. Competitors will have a response to any
new product introduction or expansion into a new geographical area.
The response may be price cuts, lawsuits, or lobbying for govern-
ment regulation.

Capital cost overruns. Construction projects have been known to
exceed their budgets. A worst-case scenario could help management
anticipate funding requirements.

Nationalization of facilities. Some countries have a history of nation-
alizing certain industries with little or no compensation to the previous
owners of expropriated facilities. If management becomes aware of
such a problem, then it may wish to relocate its new facilities.

Ecological costs. Some companies, notably in the asbestos and tobacco
industries, have been targets of lawsuits due to products that were later
found to be unsafe. In addition, any product or process that has signifi-
cant chemical waste by-products should be brought to the attention of
management, since resulting lawsuits or government fines could destroy
any profits from sale of the product.

Sales fluctuations. Sales projections are sometimes inaccurate. Man-
agement should be aware of the worst- and best-case scenarios. The
worst case may result in significant losses to the company, and the best
case may require construction of additional production facilities.

Raw material scarcity. Some raw materials are in short supply (com-
puter chips) or are tightly controlled by the producer (oil by OPEC in
the 1970s). If so, sales projections may fall short due to the company’s
inability to produce enough product to meet demand.

Deterioration of margins. Competing products may come onto the
market that will cause margins to deteriorate due to price cuts. The
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company should make some attempt to identify this risk from both
national and international competitors and derive a likely range of
margin percentage reductions to factor into the long-range plan.

» Technological advances. Advances in technology may make a prod-
uct obsolete (e.g., as slide rules were made obsolete by calculators).
Although these advances may be hard to predict, trade literature pre-
sents news of experimental technology that may allow the company to
forecast a decline in its market. For example, the movie video rental
market is projected to decline as on-demand movie rentals become
available through cable television companies.

The risk assessment section is among the most crucial parts of the long-
range plan. Some of this information can be researched during the con-
struction of the business plan (see Chapter 3), but the long-range plan
attempts to quantify the cost associated with each of the factors just noted.
Armed with this information, management can then alter the business plan
as necessary both to reduce the company’s risk to an acceptable level and to
maximize its profits.

BREAKDOWN BY BUSINESS UNIT/PRODUCT
LINE/GEOGRAPHY

The long-range plan should include capital expenditure, revenue, margin,
and profit breakdowns so that management can determine where it can
expect its greatest returns as well as its greatest risk of loss. Typical
detailed breakdowns include these areas:

* Business unit. The business plan frequently categorizes sales and prof-
its by business unit. A breakdown of this kind may highlight projected
problems in specific business units that management can correct.

* Product line. The business plan may include the rollout of a new
product. If so, a summary of the costs associated with the new product
(e.g., marketing, advertising, R&D, and capital costs) should be listed.
An attached commentary should include an assessment of minimum/
maximum/expected sales levels, probability of capital cost overruns,
and possible competitive responses to introduction of the new product.

* Geography. The business plan may include expansion into geographi-
cal areas. If so, the cost of advertising and marketing campaigns should
be itemized. If the areas are in other countries, the company may have
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to build production facilities in those locations; if so, the capital cost
should also be included. Finally, the working capital cost of the expan-
sion should be included. The breakdown should utilize all of these
“hard” numbers in a summary that includes risk assessments of such
factors as nationalization of facilities, minimum/maximum/expected
sales levels, and possible capital cost overruns.

FINANCIAL POSITION

The long-range plan should include a profit and loss statement as well as a
balance sheet for each year of the long-range plan. This information is not
just for internal use. Lenders want this information to determine corporate
risk when approving loans; investors want this information to determine
their investment positions with the company.

The long-range plan should simply extend the typical profit and loss
(P&L) and balance sheet through the number of years covered by the plan.
Exhibits 4.7 through 4.9 provide examples of those statements.

Some companies include a statement of financial highlights with their
standard financial statements. The highlights usually include estimates of
projected backlogs, sales, earnings, a few key expenses, and the return on
assets or equity. Exhibit 4.10 shows an example of a financial highlights state-
ment. Finally, the projected earnings per share and the projected net earnings
are the items of most concern to investors. As such, they are commonly
graphed to draw the attention of investors to them. Exhibits 4.11 and 4.12
provide examples of graphed earnings per share and projected net earnings.
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Actual At Plan Year-End
12/31/06
12/31/05  (Indicated Final) 2007 2008 2009 2010 2011
Assets
Current Assets
Cash and equivalents $ 172 197 328 573 616 908 $ 517
Receivables 576 614 640 510 550 650 600
Inventories 1,037 1,320 1,400 1,200 1,300 1,200 1,200
Prepaid items 46 44 40 40 40 40 40
Total 1,831 2,175 2,408 2,323 2,506 2,798 2,357
Long-term Assets
Minority interests (Corp. X) — e — — — — 800
Property, plant and equipment 2,407 2,522 2,942 3,022 3,072 3,122 3,172
Less: accumulated depreciation and amortization 792 _ 966 1,180 1,404 1,644 1,894 2,094
Net 1,615 1,556 1,762 1,618 1,428 1,228 1,878
Other assets 75 _ 80 80 80 80 80 80
Total 1,690 1,636 1,842 1,698 1,508 1,308 1,958
Total Assets $3,521 3,811 4,250 4,021 4,014 4,106 $4,315

EXHIBIT 4.7 HI-TECH CORPORATION STATEMENT OF CONSOLIDATED FINANCIAL POSITION AT YEAR-END 2007-2011

STRATEGIC PLAN (DOLLARS IN MILLIONS)
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Actual At Plan Year-End
12/31/06
12/31/05 (Indicated Final) 2007 2008 2009 2010 2011
Liabilities and Equity
Current Liabilities
Notes payable to banks $ 319 435 300 100 — — $ —
Current portion of long-term 21 21 — 50 50 50 50
debt
Accounts payable 563 590 610 540 590 500 500
Accrued items 187 212 200 160 170 190 170
Income tax payable 17 34 43 37 65 90 100
Other current liabilities __ 26 27 28 15 20 20 25
Total $1,133 1,319 1,181 902 895 850 $ 845
Long-term Obligations
Senior debt—existing $ 863 842 800 750 500 300 $ —
Senior debt—new — — 500 500 500 450 400
Other long-term obligations 142 _140 110 110 110 120 120
Total $1,005 982 1,410 1,360 1,110 870 $ 520
Deferred Income Taxes
Shareholders’ equity $ 47 __ 50 40 30 20 10 $ 10
Paid-in capital $ 310 310 310 310 310 310 310
Retained earnings 1,026 1,150 1,309 1,419 1,679 2,066 2,630
Total equity $1,336 1,460 1,619 1,729 1,989 2,376 $2,940
Total Liabilities and Equity $3,521 3,811 4,250 4,021 4,014 4,106 $4,315

EXHIBIT 4.8 THE HI-TECH CORPORATION STATEMENT OF CONSOLIDATED FINANCIAL POSITION AT YEAR-END 2007 -2011

STRATEGIC PLAN (DOLLARS IN MILLIONS)
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Actual Plan Year
This Year

Item Past Year (Indicated Final) 2007 2008 2009 2010 2011
Net sales $5,052 5,500 6,000 5,700 6,400 7,000 $8,000
Operating costs

Manufacturing $4,461 4,815 5,204 4,995 5,420 5,791 $6,544
Marketing 40 41 39 40 42 46 52
Research and development 50 55 120 114 128 140 160
General and administrative 41 39 37 38 42 43 44
Total $4,592 4,950 5,400 5,187 5,632 6,020 $6,800
Operating margin $ 460 _ 550 600 513 768 980 $1,200
Other expenses

Interest expense $ 181 223 200 190 180 100 $ 50
Other (net) 111 _ 15 15 (10) 10 10 10
Total $ 292 238 215 180 190 110 $ 60
Earnings before income $ 168 312 385 333 578 870 $1,140
taxes

Income taxes 72 _136 173 170 260 425 513
Net earnings $ 96 176 212 163 318 445 $ 627

EXHIBIT 4.9 THE HI-TECH CORPORATION STATEMENT OF CONSOLIDATED EARNINGS 2007-2011 STRATEGIC

PLAN (DOLLARS IN MILLIONS)
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Actual Plan Year
This Year

Item Past Year (Indicated Final) 2007 2008 2009 2010 2011
New orders $ 3,800 3,600 2,500 8,470 6,400 7,500 $ 8,200
Sales backlog (year-end) 5,650 3,750 250 3,020 3,020 3,520 3,720
Net sales (consolidated) 5,052 5,500 6,000 5,700 6,400 7,000 8,000
Net earnings

Amount 96 176 212 163 318 445 627

Percentage of sales 1.9% 3.2% 3.5% 2.9% 5.0% 6.4% 7.8%

Per share 3.09 5.66 6.79 5.22 10.16 14.22 20.00
Capital expenditures 115 115 420 100 50 50 50
Research and development expense 50 55 60 57 64 69 70
Book value per share (year-end) $ 43.03 46.93 51.87 55.38 63.57 7591 $ 93.78
Return on average equity—(%) 7.45% 12.59% 13.78%  9.74% 17.11%  20.39%  23.59%
No common shares outstanding (thousands)—year-end 31,050 31,110 31,210 31,220 31,290 31,300 31,350

EXHIBIT 4.10 THE HI-TECH CORPORATION FINANCIAL HIGHLIGHTS 2007 —-2011 STRATEGIC PLAN (DOLLARS IN MILLIONS

EXCEPT PER SHARE)
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ANNUAL PLAN

The purpose of this chapter is to explain the budgeting procedure and how the
many subsidiary plans interlock to form the complete budget. Because the
capital budgeting process is a complex part of the overall budget, it is dis-
cussed in Chapter 14. After an overview of the planning process, we give spe-
cial emphasis to the sales planning process, since the accuracy of that budget
determines the accuracy of the rest of a company’s final budget. Finally, we
describe a basic tool in evaluating a budget’s reasonableness—the break-even
analysis. The description includes the impact of changes in sales mix, sales
price, and product cost on a company’s break-even level.

SYSTEM OF PLANS

At the highest level, the annual budget is the method by which the company
implements its long-range plan. The goals set forth in the long-range plan
are used as the basis for the annual budget, given such restrictions as funding
limitations, legal issues, and general economic conditions. In the budgeting
process, revenues, costs, levels of operations, facilities, financial resources,
and personnel are all considered and interrelated. The appropriateness of lev-
els and types of costs and expenses are analyzed and interrelated, and model-
ing is used to predict the financial impact of alternative operating decisions.
Thus budgeting is an iterative process that aids the manager in revising plans
until an acceptable one is reached.
The budget contains these subsidiary budgets:

* Sales budget. The sales forecast is the starting point in budget prepa-
ration. Exhibit 5.1 shows an abbreviated sales budget.

93
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Annual Plan

Product No. of Units Unit Selling Price Total Sales
R 20,000 $33.00 $660,000
S 30,000 54.50 1,635,000
T 50,000 21.25 1,062,500
U 5,000 78.50 392,500
Total 105,000 $3,750,000
EXHIBIT 5.1 SALES BUDGET
Product Product Product Product
Description R S T U
Quantity required for sale 20,000 30,000 50,000 5,000
Desired ending inventory 5,000 5,000 10,000 500
Total requirements 25,000 35,000 60,000 5,500
Less:
Beginning inventory 3,000 2,000 8,000 1,000
Required production 22,000 33,000 52,000 4,500

EXHIBIT 5.2 PRODUCTION BUDGET

* Production budget.

Once the tentative estimate of sales has been agreed

on, the next step is a determination of the quantities of finished goods that
must be produced to meet both the sales and inventory requirements.
Exhibit 5.2 illustrates this calculation of units to be produced.

* Purchases budget.

After the levels of production have been set, the

next job to be undertaken is the sometimes laborious task of determin-
ing the quantities of raw material needed to meet the production and
inventory requirements. This function is, first, a matter of extending
the units of production times the units of each raw material needed, as

shown in Exhibit 5.3.

Then, after usage has been calculated, the value of needed purchases,
in light of existing inventories, can be set. The dollar value is deter-
mined on the basis of expected unit cost prices that may be furnished by

Finished Product

Raw Material R S T Total Unit Requirements
AA 11,000 33,000 — 9,000 53,000
BB 22,000 — 52,000 9,000 83,000
CcC 11,000 66,000 104,000 4,500 185,500

EXHIBIT 5.3 UNIT PURCHASING REQUIREMENTS BASED ON PRODUCTION BUDGET
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Requirements
Less: Quantity
Ending Beginning to Be Unit  Purchases
Raw Material Production Inventory  Total Inventory Purchased Price  Budget
AA 53,000 2,000 55,000 3,000 52,000 $4.00 $208,000
BB 83,000 5,000 88,000 10,000 78,000 2.00 156,000
CcC 185,500 20,000 205,500 20,000 185,000 1.00 185,500
Total $549,500

EXHIBIT 5.4 PURCHASES BUDGET

the purchasing department. The purchases budget is constructed basi-
cally in the format shown in Exhibit 5.4.

Very often it is necessary to group purchases by class of material
rather than to enumerate each individual type of material. In particular,
this practice is used where unit prices are small.

* Labor budget.

Another budget dependent on the production budget is

that of direct labor. The accuracy of this budget is highly dependent on
the accuracy of the labor routings (detailed analyses of the labor
needed to build a product) for each product. Also, if a product’s bill of
materials is not accurate, then more labor is required to assemble the
product, thereby affecting the labor budget. Finally, the labor content
of the labor routing is strongly influenced by the assumed length of the
production run, which in turn is dependent on the equipment setup
time. Because the controller probably is not qualified to evaluate the
accuracy of a labor routing, it would be wise to bring together a team
of experienced engineers to regularly review the setup times and
assumed length of production runs for accuracy. The budget is com-
puted as shown in Exhibit 5.5.

* Manufacturing expense budget.

Total manufacturing expenses for

the expected production level must be ascertained on the basis of the

Total Direct Labor Budget
Standard Labor Standard (at $6 per Standard
Product Quantity Hours per Unit Labor Hours Labor Hour)
R 22,000 1.0 22,000 $132,000
S 33,000 2.5 82,500 495,000
T 52,000 .5 26,000 156,000
U 4,500 2.5 11,250 67,500
Total 141,750 $850,500
EXHIBIT 5.5 LABOR BUDGET
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Description Amount
Indirect labor $125,000
Payroll taxes and insurance (40%) 50,000
Provision for vacation wages 43,250
Utilities 52,000
Supplies 25,000
Repairs and maintenance 67,000
Depreciation 47,000
Property taxes 10,000
Property insurance 6,000
Total $425,250

EXHIBIT 5.6 MANUFACTURING EXPENSE BUDGET

activity of each type of expense and/or each department or cost center.
The final estimate, arbitrarily assumed to be 50% of direct labor for
this overly simplified illustration, is summarized in Exhibit 5.6. A more
accurate budget would have elements that varied with production vol-
ume; for example, variable expenses such as supplies would have a dif-
ferent budget depending on the amount of product produced. Some
companies also use a step-type budget in which new, predetermined
budgets are used for different levels of production activity.

Inventory budget. All information necessary to calculate the invest-
ment in inventories is now available. The value of the finished inven-
tory is computed as demonstrated in Exhibit 5.7. A similar procedure is
followed with respect to raw materials, supplies, and work in process.
The total value of inventories is then summarized as in Exhibit 5.8.

Seven steps should be taken in budgeting the major individual items of
materials and supplies:

Step 1. Determine the physical units of material required for each item

of goods to be produced during the budget period.

Product Quantity Unit Cost Total Sales
R 5,000 $14.00 $70,000

S 5,000 28.50 142,500

T 10,000 8.50 85,000

U 500 35.50 17,750
Total $315,250

EXHIBIT 5.7 COMPUTATION OF FINISHED GOODS INVENTORY
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Step 3.

Step 4.

Step 5.

Step 6.
Step 7.
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Statement of Estimated Ending Inventories as of December 31, 20XX

Raw materials $38,000
Supplies and parts 4,000
Work in process 97,500
Finished goods 315,250

Total $454,750

EXHIBIT 5.8 INVENTORY BUDGET

Accumulate these into total physical units of each material item
required for the entire production program.

Determine for each item of material the quantity that should be on
hand periodically to enable the production program to run smoothly
with a reasonable margin of safety. The calculation of the minimum
quantity on hand should include the size of the most economic
order quantity.

Deduct material inventories that are expected to be on hand at the
beginning of the budget period to ascertain the total quantities to
be purchased.

Develop a purchase program that will ensure that the quantities
will be on hand at the time they are needed. The purchase program
must pay attention to such factors as economical size of orders,
economy of transportation, and margin of safety against delays.

Test the resulting budget inventories by standard turnover rates.

Translate the inventory and purchase requirements into dollars by
applying the expected prices of materials to budgeted quantities.

The inventory of goods actually in the process of production
between stocking points can be estimated best by applying stan-
dard turnover rates to budgeted production. Control over the
work-in-process inventories can be exercised by a continuous
check of turnover rates. Where the production capacity of indi-
vidual processes, departments, or plants is found to be excessive,
the processes, departments, or plants should be subjected to
individual investigation.

The budget of finished goods inventory must be based on the
sales budget. If, for example, it is expected that 500 units of item
A will be sold during the budget period, it must be ascertained
what number of units must be kept in stock to support such a sales
program. When reviewing inventories for control purposes, it is
not wise to control based on the total inventory amount, since the
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inventory levels of individual stock items are bound to be either
too high or too low. Each major inventory must be reviewed sepa-
rately for reasonableness.

Selling, general, and administrative budget. Through detailed bud-
geting and summary by individual departments, the other expenses of
the business are estimated. They are summarized in Exhibit 5.9, which
shows an administrative-type budget. This budget assumes relatively
fixed costs and is useful when the expense level should not be influ-
enced by day-to-day sales levels, but rather by long-term output
(depending on the industry, some sales may take a year to close), and
is composed primarily of personnel costs. General and administrative
expenses can be judged based on either their comparison to the previ-
ous year’s expenses, their relationship to sales as a percentage, or a
comparison with the industry average.

* Research and development budget. The R&D budget differs from the

other budgets because the amount of funds allocated to it can be a very
subjective issue. Funding can be based on these criteria:

o The amount of funds available
o The budgets of current R&D projects

o The R&D activities of competitors, and the company’s need to
match competitive R&D expenditures

o The need for R&D in the strategic plan

General and

Items Selling Expense Administrative Expense Financial Expense
Salaries—executives $74,000 $90,000 $—
Salaries—salespeople 198,000 — —
Commissions—agents 17,500 — —
Fringe benefits 108,800 36,000 —
Advertising space 50,000 — —
Bad debts — 10,000 —
Traveling expenses 220,000 9,500 —
Rent 12,000 3,000 —
Supplies 21,000 7,000 —
Interest expense — — 1,900
Discount on sales — — 18,000

Total $701,300 $155,500 $19,900

EXHIBIT 5.9  SELLING, GENERAL, AND ADMINISTRATIVE BUDGET
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Capital Expenditures Budget for the Year Ending December 31, 20XX

Buildings $120,000
Machinery and equipment 132,500
Total $252,500

EXHIBIT 5.10 CAPITAL ASSETS BUDGET

Once the total R&D amount has been allocated, the funds must
be allocated to individual projects, and the controller should help
create budgets for the individual projects.

* Capital assets budget. Exhibit 5.10 shows a budget for capital expen-
ditures based on a detailed review of facility requirements and the avail-
ability of cash.

* Cost of goods sold budget. The requisite information is now avail-
able to prepare a tentative statement of income and expense. First, of
course, the statement of estimated cost of goods sold is computed, as
shown in Exhibit 5.11.

* Cash budget. 'This is a projection of the anticipated cash receipts and
disbursements and the resulting cash balance. A cash budget is used
for a number of reasons:

o To point out peaks or seasonal fluctuations in business activity that
necessitate larger investments in inventories and receivables

Statement of Estimated Cost of Goods Sold

Raw materials

Inventory, January 1, 20X5 $52,000
Add: purchases (Figure 5.4) 549,500
Total available 601,500

Less: inventory, December 31, 20X5 38,000
Transfer to work in process 563,500
Direct labor (Figure 5.5) 850,500
Manufacturing expense (Figure 5.6) 425,250
Total charges to cost of production 1,839,250

Add: work in process, January 1, 20XX 97,500
Total 1,936,750

Less: work in process, December 31, 20XX 97,500
Transfer to finished goods 1,839,250
Add: finished goods inventory, January 1, 20XX 202,500
Total 2,041,740

Less: finished goods inventory, December 31, 20XX (Figure 5.8) 315,250
Estimated cost of goods sold $1,726,500

EXHIBIT 5.11 COST OF GOODS SOLD BUDGET
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o To indicate the time and extent of funds needed to meet maturing
obligations, tax payments, and dividend or interest payments

o To assist in planning for growth, including the required funds for
capital investments and working capital

o To indicate well in advance of needs the extent and duration of
funds required from outside sources and thus permit the securing of
more advantageous loan terms

o To determine the extent and duration of funds available for investment
o To plan the reduction of bonded indebtedness or other loans

o To permit the company to take advantage of cash discounts, thereby
increasing its earnings
The cash budget is created by projecting each cost element
involving cash. It is very useful for controlling cash flow by com-
paring actual and forecasted performance. Exhibit 5.12 shows a
cash budget.

The sources of cash receipts are collections on account, cash sales, royal-
ties, rent, dividends, sale of assets, sale of investments, and new financing.
These items can be predicted with reasonable accuracy. Usually the most
important recurring sources are collections on account and cash sales. Expe-
rience and a knowledge of trends will indicate what share of total sales prob-
ably will be for cash. For example, assume that an analysis of collection
experience for June sales reveals the collection data shown in Exhibit 5.13.

If next year’s sales in June could be expected to fall into the same pat-
tern, then application of the percentages to estimated June credit sales
would determine the probable monthly distribution of collections. The same
analysis applied to each month of the year would result in a reasonably reli-
able basis for collection forecasting. These experience factors must be mod-
ified not only by trends developed over time, but also by the estimate of
general business conditions as reflected in collections, as well as contem-
plated changes in terms of sale or other credit policies.

If a complete operating budget is available, the controller should have
little trouble in assembling the data into an estimate of cash disbursements.
The usual cash disbursements in a company consist of payroll, materials,
taxes, dividends, traveling expenses, other operating expenses, interest,
purchases of equipment, and retirement of stock.

The cash budget plays a vital role in the budgeting process, because it is
a check on the entire budgeting program. If the operating budget goals are
achieved, the results will be reflected in the cash position. Failure to
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Item Year Total
Cash and cash equivalents at beginning of period $1,330,000
Cash receipts
From operations:
Collections on account 47,946,000
Cash sales 1,730,000
Interest receivable 205,000
Insurance proceeds 360,000
Miscellaneous 240,000
Total from operations 50,481,000
From other activities:
Common stock issue 2,000,000
Short-term borrowings 4,725,000
Long-term debt issue 1,000,000
Total from other activities 7,725,000
Total cash receipts 58,206,000
Total cash available 59,536,000
Cash disbursements
For operations:
Accounts payable and accrued items 24,089,000
Payrolls 13,700,000
Interest 2,170,000
Federal and state income taxes 7,185,000
Total from operations 47,144,000
For other activities:
Repayment on long-term debt 3,496,000
Dividends 2,600,000
Capital expenditures 3,500,000
Total for other activities 9,596,000
Total cash disbursements $56,740,000
Cash and cash equivalents at end of period $2,796,000

EXHIBIT 5.12 CASH BUDGET

Description

% of Total Credit Sales

Collected in June
July
August
September
October
Cash discounts
Bad debt losses
Total

2.1
85.3
8.9
2.8
3

.5

.1

100.0

EXHIBIT 5.13  DISTRIBUTION OF BAD DEBT LOSSES
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Net Sales (Exhibit 5.1)

Cost of goods sold (Exhibit 5.11)

Gross profit

Operating expenses:
Advertising and selling (Exhibit 5.9)
General and administrative (Exhibit 5.9)

Total operating expenses
Operating profit
Other income—discount on purchases

Other expenses
Interest expense (Exhibit 5.9)
Discount on sales (Exhibit 5.9)

Profit before income taxes
Income taxes (40%)
Net income

$3,750,000

1,726,500
2,023,500

701,300

155,500
856,800

1,166,700
5,000

1,171,700

1,900

18,000
19,900

1,151,800

460,720
$691,080

EXHIBIT 5.14  STATEMENT OF PLANNED INCOME AND EXPENSE

sources of cash.

The subsidiary budgets converge, or roll up, into a set of planned financial

statements, described next.

» The statement of planned income and expense.
sample statement of income and expense. In practice, this statement
might be detailed by product lines, territories, or channels of distribution.

Exhibit 5.14 shows a

The statement of planned sources and uses of cash. Exhibit 5.15 pre-
sents a sample statement of sources and uses of cash. This statement is
extremely useful in determining the viability of a company. If the con-
troller sees that more cash is required than is being generated by oper-
ations for several future periods, then the budget may need further
enhancement to boost cash flow.

Cash balance, December 31, 20XX
Estimated cash receipts:
Collections on accounts receivable
Proceeds from sale of common stock
Proceeds from notes payable
Total estimated receipts
Total cash available

EXHIBIT 5.15  STATEMENT OF PLANNED SOURCES AND USES OF CASH

$460,000

4,222,500
$4,682,500
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Estimated cash disbursements:

Accounts payable—materials and supplies

Accounts payable—other
Notes payable

Salaries and wages
Accrued income taxes
Items—other

Interest expense
Dividends

Capital assets

Total estimated disbursements
Estimated cash balance, December 31, 20XX

$580,600
428,000
300,000
1,330,000
785,050
202,050
1,900
210,000
252,500

4,090,100
$592,400

EXHIBIT 5.15  STATEMENT OF PLANNED SOURCES AND USES OF CASH (ConTINUED)

* The statement of planned financial position.

The final effect of all

the planning is reflected in the statement of planned financial position
at the close of the budget period. Usually such a statement is prepared
in comparative form with the actual or expected position at the begin-
ning of the budget period as well as at the close. Exhibit 5.16 and 5.17
illustrate the statement and the related statement of retained earnings.

Assets

Actual
December 31, 20XX

Estimated
December 31, 20XX

Current assets
Cash
Accounts receivable
Less: Reserve for doubtful accounts
Inventories:
Raw material
Supplies
Work in process
Finished goods
Prepaid items
Total current assets
Fixed assets
Land
Buildings
Machinery & equipment
Total
Less: Reserve for depreciation
Total assets

$250,000

15,000

$52,000
4,000
97,500
202,500

$25,000
375,000
625,000
$1,025,000
210,000

$460,000

235,000

356,000

3,000

$1,054,000

815,000

$592,400
$322,500

20,000 302,500

$38,000
4,000
97,500

315,250 454,750

3,000
$1,352,650

$25,000
495,000

757,500

$1,277,500
257,000 1,020,500

EXHIBIT 5.16  STATEMENT OF PLANNED FINANCIAL POSITION

$1,869,000 $2,373,150
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Assets

Actual Estimated
December 31, 20XX December 31, 20XX

Liabilities and Shareholder’s Equity

Current liabilities

Accounts payable $60,000 $80,400
Notes payable 300,000 50,000
Accrued salaries and wages 30,000 55,000
Accrued income taxes 370,400 46,070
Accrued items—other 28,000 80,000
Total current liabilities $788,400 $311,470
Ownership equity
Common stock $250,000 $350,000
Capital contributed for common stock 500,000 900,000
in excess of par value
Retained earnings 330,600 811,680
Total ownership equity $1,080,600 $2,061,680
Total liabilities and shareholders’ equity $1,869,000 $2,373,150

EXHIBIT 5.16  STATEMENT OF PLANNED FINANCIAL POSITION (ConTiNuED)

Balance, December 31, 20XX $330,600
Add: Estimated net income for the year 20XX 691,080

Total $1,021,680
Less: Dividends to be paid in 20XX 210,000
Estimated balance, December 31, 20XX $811,680

EXHIBIT 5.17 STATEMENT OF PLANNED RETAINED EARNINGS

ANNUAL PLANNING CYCLE

This section provides an overview of the process of developing an annual
planning cycle in a company with several operating divisions.

First, the company management issues specific guidelines concerning
the plan to the operating divisions and the corporate executives involved.
The guidelines are intended to ensure that:

* Actions taken during the year will be consistent with corporate policy
and strategy as decided in the strategic plan.

* The financial assumptions will be consistent and realistic (e.g., tax
rates, inflation rates, capital expenditure levels).
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When received, the division plans are consolidated to form the total com-
pany picture. The division plans are prepared by function (i.e., sales, facili-
ties, human resources, etc.). Then the consolidated plan, and that of each
division, is evaluated in the corporate office. Some reiteration may be nec-
essary to arrive at an acceptable plan. In fact, after each of the detailed bud-
gets is prepared by the accounting staff, the figures are compared with past
experience and tested by checking significant relationships. Discussions are
held with the functional supervisors or department heads to clarify any
seemingly out-of-line condition.

When the overall picture is judged satisfactory at top management and
board of director levels, the division is notified of the approved plan. How-
ever, when the plan is presented to the board of directors for approval, it
should include summaries of key statistics, major assumptions, and risk
assessments.

Once the budget is approved, the business enters a new phase. The bud-
get must be attained, so the budget becomes a control tool. For this pur-
pose, actual operating results of the period are compared with the budget.
Variances are analyzed, and corrective action is taken wherever necessary.
Quite often, economic and competitive pressures force the company’s
results away from its plan; if so, the budget must be revised.

ROLE OF THE CONTROLLER

The controller plays a major role in assisting management in the plan
development phases. He or she must:

* Provide the basic financial guidelines by which the plan should be con-
structed, including:

o Allowable capital commitments

o Tax rates, including those on income, sales, and property

o Bases for estimating accounts payable, inventory levels, receivables,
and so on

o Interest expense rates

o Guidance on accounting practices to be used

* Provide the format for all major financial statements, including sup-
porting detail statements, so that appropriate analysis may be made.
This is necessary to permit the analysis of data and consolidation of
the financials.
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* Analyze segments of the plan for reliability and reasonableness of
information.

* Analyze areas that appear questionable, in a financial sense, so that
suggestions can be made for improving profitability.

* Consolidate the financials to form the company’s overall financial
position.

» Evaluate the overall plan against targets or financial measures, and
recommend changes where appropriate.

* Summarize all important aspects of the plan for presentation to top
management for approval.

SALES PLANNING: THE BASE OF ALL BUSINESS PLANS

The sales plan is the foundation of the entire system of plans: production
plan, marketing plan, R&D plan, administrative expense plan, facilities
plan, working capital plan, and financing plan. In order to create adequate
subsidiary plans, companies must develop the best possible sales plan.

Sales managers often view the market as made up of three parts and esti-
mate sales in accordance with this view:

1. Sales of existing products and/or services to existing customers
2. Sales of existing products and/or service to new customers
3. Sales of new products to existing as well as new customers

All of these sales may be necessary to avoid a natural decline in sales
over a period of time and to reach the long-term corporate sales objective.

STEPS IN DEVELOPING THE NEAR-TERM SALES PLAN

The seven planning steps listed are typical when industry estimates of
future sales levels are available or when some useful external data may be
reliable and when the involved executives are accustomed to being pro-
vided with relevant sales and gross profit analyses.

Step 1. The sales manager requires the following starting information in
order to develop the sales plan:

o Worksheets in the proper format for providing the sales estimate, by
month and by product or salesperson, for the planning year

o Sales performance for the last year by salesperson in monetary and
physical units
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o Industry data on expected next-year total sales

o Any other analyses based on external information, developed by the
market research department or economist or the controller, giving a
clue to expected business conditions for the coming plan year

o Any other data the sales manager needs to help in developing sales
estimates

o Analyses giving the estimated sales impact of planned sales promo-
tions, and reasons for the cause or precise location of below-plan
performance in the sales area

Step 2. The sales executive provides a detailed (e.g., by product, sales-
person, or territory) estimate of sales for the planning year. Ide-
ally, the sales manager will do this with the advice of the sales
staff. When doing so, the sales manager will advise the sales
staff on such issues as the percent sales increase expected, the
estimated impact of promotional campaigns, and the actions of
competitors.

Step 3. At the top executive level, the estimates are consolidated and
company totals determined. Exhibit 5.18 shows a summarized
sales plan.

Step 4. Executive management discusses the proposed sales level in
terms of its reasonableness.

Step 5. When the sales budget is tentatively approved (an iterative pro-
cess), the data are provided to other functional executives to
develop their segments of the annual plan. Several iterations can
take place, based on such issues as adjustments for capacity,
competitive actions, and the possible lack of raw materials, until
an operating plan is agreed on.

Quarter

Sales Territory ~ This Year Total 1 2 3 4
West $212,400  $230,000  $46,000  $63,720  $79,040  $41,240
Rockies 75,000 78,750 15,750 23,620 31,500 7,880
Southwest 134,600 150,750 37,690 45,200 45,200 22,660
Central Plains 53,400 56,100 14,000 16,900 16,900 8,300
Middle West 171,300 186,700 33,600 65,300 50,000 37,800
Southeast 91,400 95,100 19,000 28,500 21,000 26,600

Total $738,100  $797,400  $166,040  $243,240  $243,640  $144,480

EXHIBIT 5.18 SALES PLAN BY TERRITORY



108 Annual Plan

Step 6. The operating budget and capital budget, together with the
related financial statements, are consolidated and tested for
financial acceptability. Further iteration may be necessary if
financial concerns arise.

Step 7. When the board of directors approves the plan, an executive is
held responsible for each segment of the plan.

METHODS FOR DETERMINING THE SALES FORECAST

The methods used to arrive at the sales forecast in the sales plan will influ-
ence the quality of the information. Weight must be given to both internal
and external factors. External factors, such as general economic conditions,
industry trends, total market potential, and competitive reactions, are beyond
the company’s control, but may greatly affect the sales potential. Internal fac-
tors—conditions within the company—include production capacity, product
quality, sales experience and history, special advertising programs, and pric-
ing policy.

This section discusses some of the more common methods of estimating
sales. What system is used may depend on several related factors:

* Time. The time span available and the frequency of the data

* Resources needed or available. Human resources, computers, finan-
cial sophistication, and cost

* Data input. What data are needed, and the consistency, availability,
and variability of that data

* Output. Reliability, extent of detail, capability of the forecasting
method for detecting trend changes, and capability of revealing direc-
tion changes that have taken place

The most commonly used forecasting techniques are described next.

Statistical Methods

Basically, a statistical technique is applied to a series of relevant numbers
to arrive at a forecast of sales for the industry or company. Then this fore-
cast is modified by the expected impact of sales efforts, promotional cam-
paigns, and so on, to arrive at a sales plan for the company. Among these
techniques are:

» Time series analysis. Using the least-squares method, an existing
series of values is converted into a trend and extrapolated for a future
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time period. The analysis account for cyclical movements and seasonal
patterns to arrive at the forecast.

* Correlation. A series is located with which the company’s sales, or
sales of a particular product line, seem to correlate or move sympathet-
ically. The annual product sales are plotted against the index and,
based on the leading factor, calculated for the planning period.

Judgmental Methods (Nonstatistical)

The judgmental method involves gathering estimates from several groups.
Sometimes, for example, estimates of salespeople are used. The sales staff
members are supplied with actual unit and dollar sales for the past few
years and create estimates based on that information and their personal
knowledge of their territories and customers. This method has the advan-
tage of using knowledgeable people as well as letting them have a say in
creating the forecast. Yet sales personnel tend to provide optimistic fore-
casts, they may not give weight to broad economic indicators, and their
estimates may be deliberately reduced if compensation is based on the quo-
tas that will be derived from the sales forecast.

Additionally, customer surveys may be made. Sales staff members can ask
customers for purchase estimates for the upcoming year. Such surveys are
used when other methods of forecasting are not reliable. They are useful
when the number of customers is small, so that a few make up a large pro-
portion of the company’s business. However, the method is time consum-
ing, and users may be uncooperative.

Finally, executive opinion composites can be developed. The executive
staff is familiar with the industry and company sales picture. In this method,
estimates are secured from a group of executives and then the opinions are
combined. However, if the executives really do not know the market, then
their opinions are just guesses, based on few facts.

Other Methods

For some types of products, the total market is well known. In addition
to the industry total unit volume and/or dollar volume, the rate of
growth has been calculated and often the estimated sales for the next
year or two have been determined—perhaps by the industry associa-
tion. In any event, the planner knows what share of the market the com-
pany has secured in the past. This market share is then adjusted for the
estimated impact of special sales promotions, or estimated competitive
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activity is applied to the projected total market to arrive at the company
portion of the estimated industry sales for the coming year.

The end-use analysis technique depends on having a sound estimate of
the total end-use market for which products the company’s articles serve as
component parts or elements. To use the automotive industry as an example,
if the expected unit sales of automobiles are known or have been estimated,
then the supplier company can estimate its probable sales during the plan-
ning period for its product. This market, plus the estimated replacement
business, can be combined to arrive at sales expectations. This method bears
a close relationship to the customer survey procedure.

The product-line analysis makes use of the fact that often major prod-
ucts are sold through different channels of distribution or methods of sales
than other products, and the sales and sales effort may be managed by prod-
uct line. Under these circumstances, a company’s internal sales analyses by
product, subanalyzed by territory, may be the starting point of determining
the sales estimate, supplemented by some other techniques to arrive at the
sales plan.

The market simulation technique involves the use of a computer and the
construction of a mathematical model of the market. Modifying input for
the different factors that influence the market permits the calculation of
various sales estimates.

These three groups of indicators are of practical value in creating market
forecasts.

1. Leading indicators. These are series that usually reach peaks or
troughs before general economic activity. Some leading indicators are:

o Length of the average workweek. Employers find it more economi-
cal to increase the number of hours worked each week before hiring
additional employees. These longer workweeks may lead to an
upturn of one or more months, or they may coincide with the change.

o Number of unemployment claims. The number of persons who
sign up for jobless benefits reflects the change in present or antici-
pated business activity. The fewer who sign up, the better. This
index usually turns up before a turning point in economic activity.

o Gain in new orders for consumer goods. When new orders are
received, materials and supplies are purchased, workers are hired,
and output increases. Recoveries have occurred as much as four
months after gains in new orders.

o Increase in stock prices. A rise in the Standard & Poor’s Corpora-
tion index of 500 companies usually indicates higher actual and
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expected profits. Advances in the stock market have preceded
improvements in business activity by three to eight months.

o Number of new housing starts. Several months pass from the time
a building permit is issued until construction begins. Gains in build-
ing permits issued have led business upturns by 0 to 10 months.

o Number of new orders for plant and equipment. When such orders
are received, construction and manufacturing activity increases.
These signals have preceded economic upturns by as much as six
months, but also have trailed such change by up to nine months.

o Net change in inventories. As companies expect an increase in
sales, they tend to build their stocks of inventory on hand. This
index has led business recoveries by zero to eight months.

Coincident indicators. These are series that tend to move with aggre-
gate economic activity. Some coincident indicators are the number of
employees on the nonagricultural payroll, personal income, and manu-
facturing and trade sales.

Lagging indicators. These are series that reach turning points after
the aggregate economic activity has already turned. Some lagging indi-
cators are the ratio of consumer credit to personal income, the prime
rate charged by banks, and the average duration of unemployment.

Many sales forecasting professionals do a good job of predicting domestic
sales, but have difficulty with international projections. Some of the rea-
sons for less than sensational sales results in the global marketplace

If a

include:

Inadequate market research. Marketing executives sometimes think
that the experience in one market is automatically transferable to others.
Tendency to overstandardization. Instead of encouraging some local
innovation, some salespeople think the same product or packaging
applies to all markets.

Inflexibility in the entire marketing program. The same programs are
forced on every business unit. Yet experience has shown that some
facets are unacceptable in local markets. Although some central guid-
ance is desirable, forced adoption, without listening to local argu-
ments, destroys local enthusiasm.

Lack of adequate follow-up. Although there may be impressive kickoff
programs, momentum is lost because local progress is not monitored.

company is alert to the advantages of globalization and is desirous of

taking advantage of economies of scale in marketing, manufacturing,
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R&D, distribution, and purchasing, it needs to avoid the deficiencies men-
tioned above.

USEFUL SOURCES FOR FORECASTING INFORMATION

No definitive set of general economic indicators will tell the forecasting
staff what sales will be in the upcoming period. However, some indicators
are used as components of corporate forecasting models. The controller
should be aware of external sources of sales forecasting data in case some
of this information is to be used in the company’s forecasting model.

A partial listing of information sources follows.

1. Government Sources

o Department of Commerce

o Bureau of Economic Analysis

o Department of Labor (Bureau of Labor Statistics)
o Department of Agriculture

o Bureau of Mines

o U.S. Government Printing Office

2. Commercial Banks (economic forecasting departments)
3. Other Sources

o Trade associations

o State governments

o Federal Reserve Board

o Universities (economics departments and schools of business)
o Financial services providing economic data for pay

o Business magazines, such as Forbes, Fortune, Business Week, and
Management Accounting

o Libraries

BREAK-EVEN CHART

The profit structure of a company is often presented in the familiar break-even
chart form. Management uses this chart to understand the interrelationship of
cost, profit, and volume. Exhibit 5.19 is based on these assumptions: Prices
will remain unchanged; fixed costs will remain the same up to the maximum
capacity of the plant; variable costs will vary in direct ratio to volume; and
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Thousands of Dollars

Sales Income
Profit Graph on Monthly Basis $118,820
Coke By-Products

100
Total Costs
Before Income
Vil Tax $96,751

|
Break-Even Point :
49.9% of Capacity or |

228,043 lbs. per Month Variable Mfg. Costs

$74,829

Total Fixed Costs—$21,922
/ (Mfg.—$13,554; Operating—$8,368)

Fixed Mfg. Costs—$13,554

25 50 75 100
Percentage of Plant Capacity

EXHIBIT 5.19 BREAK-EVEN CHART [LLUSTRATING INTERRELATIONSHIP OF COSTS,
VOLUME, AND PROFIT

income taxes will be 50% of all income before taxes. The exhibit clearly pre-
sents this information for management:
* Fixed costs of the business are $450,000 monthly.

* Under present tax laws, and with present facilities, the maximum net
profit is $25,000 per month or $300,000 per year.
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e At present prices, a monthly sales volume of $100,000, or 50,000
units, is required to break even. This makes no provision for dividends
to the stockholders.

* To realize a new profit of $10,000 per month will require a sales vol-
ume of $140,000 per month.

* Plant capacity expressed in sales dollars under existing prices and pro-
cesses is $200,000 per month.

Net profit is measured by the vertical line between sales income and
income taxes. Income taxes have been figured only from the break-even
point.

It is not necessary to draw a chart to find the break-even point of a busi-
ness. That point can be calculated using this calculation:

aggregate fixed expense
ratio of variable income to sales

Break-even point =

Controllers who determine an overall break-even point for the company
and then determine the break-even point by product lines may be confused
by the fact that the sum of the individual break-even points usually does not
equal the overall break-even point. The reason for this is that the overall
break-even point has been based on a specific volume mix of product sales.
The individual break-even points of the various product lines must be
weighted for their proportion of total sales in order to add up to the com-
pany’s break-even point.

Controllers can use a break-even analysis to determine the following
information.

Selecting the most profitable products. Use the analysis to determine the
marginal profit of the company’s various products, so that the most profit is
garnered. However, controllers must also factor in the cost of receivables
and inventories that may be needed for some products and not for others.

The minimum selling price. The minimum selling price is the variable
cost. Such costs set the floor, and anything above this floor is making a
contribution toward fixed expenses.

Unit costs at different volume levels. Suppose, for example, that manage-
ment desires to know what the unit cost would be at various sales volume
levels, with prices remaining fixed. Assume that the selling price is $2 per
unit. What would be the unit cost were the sales to be increased to
$240,000? The current sales consist of 50,000 units and that the current
unit cost is $2.40, consisting of $0.80 of fixed costs and $1.60 of variable
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Unit
Marginal Pounds of Marginal
Income X per Lb. Profit per
Product Selling Price Variable Cost Contribution of Product Lb. of X
1 $2.00 $1.00 $1.00 5 $2.00
2 2.50 1.50 1.00 3 3.33
3 4.00 2.50 1.50 .5 3.00
4 3.00 1.00 2.00 1.5 1.33
5 5.00 2.50 2.50 2.0 1.25

EXHIBIT 5.20 MARGINAL PROFIT PER POUND OF PRODUCT

costs. The proposed volume is 120,000 units ($240,000/$2). The new unit
cost would be:

= fixed costs + present variable unit cost

proposed unit volume

= 340000 , 45 69
120, 000
= $1.933
At a sales volume of $240,000, the unit cost is $1.933.

Advisability of plant expansion. The break-even analysis is most useful
in pointing out the risks associated with a plant expansion. The analysis
will show the additional amount of base-level sales required to cover the
cost of the new facility, as well as the maximum profit that can be obtained
by using all of the productive capacity of the new facility. As a result of this
analysis, management may become more interested in outsourcing produc-
tion or expanding in smaller stages.

Most profitable use of scarce materials. Assume, for example, that only
a part of the required inventory is available for a chemical common to five
products. How should the chemical X be distributed, considering only the
greatest net profit to the company? It is assumed that rates of production
are about the same and that all products are manufactured with the same
facilities. The solution is evident from the example in Exhibit 5.20.

Product 2 yields the greatest profit per pound of X and these require-
ments should be met first, all other factors being equal.

CHANGES IN THE SALES MIXTURE

Most companies have a variety of product lines, each making a different
contribution toward fixed expenses. Changes in the break-even point as well
as the operating profit can result from shifts in the mixture of products sold,
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Marginal Income over

Sales Variable Costs
Product % Amount Variable Costs Amount % of Net Sales

A 40.00 $4,000.00 $2,600.00 $1,400.00 35.00
B 50.00 5,000.00 4,000.00 1,000.00 20.00
C 10.00 1,000.00 875.00 125.00 12.50
Total 100.00 $10,000.00 $7,475.00 2,525.00 25.25
Fixed Costs 1,200.00

Operating Profit $1,325.00

EXHIBIT 5.21 IMPACT OF A CHANGE IN SALES MIX ON PROFITS

even though the sales prices are unchanged and the total dollar sales volume
meets expectations. Such results can occur also from changes in distribution
channels or sales to different classes of customers if the rearrangement
affects the contribution of the product over and above variable costs. Actu-
ally, when a break-even chart is used, an underlying assumption is that the
proportion of each product sold, or sales through each channel of distribu-
tion, is unchanged. Very often this does not happen; the proportionate drop
is not the same for all products. The higher-priced lines, for example, may
decline much more rapidly than others. Such changes must be recognized in
evaluating the data.

The effect of a change in sales mixture is illustrated in the calculations
shown in Exhibit 5.21. Assume the following proportion of sales among
three products, the indicated variable costs, fixed costs, and profit.

The break-even point can be calculated as:

$1,200
2525

If, however, sales increase on the higher-margin items, the break-even
point would decrease. Such a change is illustrated in Exhibit 5.22.

= $4,752

Marginal Income over

Sales Variable Costs
Product % Amount Variable Costs Amount % of Net Sales

A 60.00 $6,000.00 $3,900.00 $2,100.00 35.00
B 35.00 3,500.00 2,800.00 700.00 20.00
C 5.00 500.00 437.50 62.50 12.50
Total 100.00 $10,000.00 $7,137.50 2,862.00 28.625
Fixed Costs 1,200.00

Operating Profit $1,662.50

EXHIBIT 5.22  IMPACT OF CHANGE IN SALES MIX ON BREAK-EVEN POINT
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The break-even point can be calculated in this way:
$1,200
28625

This break-even point has dropped by $560 as a result of the changes in
sales mixture.

= $4,162

CHANGES IN THE SALES PRICE

It should be clear that a change in selling price affects the break-even point
and the relationship between income and variable costs. The controller
should also be aware that a change in selling price may have an even
greater effect on marginal income than a corresponding percentage increase
in variable costs. For example, in Exhibit 5.23, a 10% drop in selling prices
is equivalent to an 11.1% increase in variable costs in regard to the break-
even point and marginal income.

Sales were reduced by 10% of $50,000 to a level of $45,000. As variable
costs were not changed, these costs as a percent of sales are 44.44%, an
increase of 11.1%. Computing the revised variable cost as a percent of net
sales based on the original $50,000 of sales produces a variable cost of
$22,222. This is 11.1% higher than the original variable cost.

CHANGES IN THE COST

An increase or decrease in the amount of fixed cost changes the operating
profit by a like amount, while the break-even point is changed by a like per-
centage. To illustrate, assume a case where fixed costs are reduced by $10,000,
or 33.3%. Exhibit 5.24 shows the operating profit and break-even points.

In the example, with a reduction of $10,000 in fixed costs, the operating
profit naturally increased by a like amount. Moreover, fixed costs were

With a 10% Equivalent
Present Reduction Increase in
Selling Prices in Sales Price Variable Costs
Sales $50,000 100.00  $45,000 100.00 $50,000 100.00
Variable costs 20,000 40.00 20,000 44.44 22,222 44.44
Marginal income 30,000 60.00 25,000 55.56 27,778 55.56
Fixed costs 15,000 30.00 15,000 33.33 15,000 30.00
Operating profit 15,000 30.00 10,000 22.23 12,778 25.56
Break-even volume $25,000 $27,000 $27,000

EXHIBIT 5.23  IMPACT OF PRICE CHANGE ON BREAK-EVEN VOLUME
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Fixed Costs Reduced by

Present $10,000

Amount % of Net Sales Amount % of Net Sales
Net sales $200,000 100 $200,000 100
Variable costs 120,000 _60 120,000 _60
Marginal income 80,000 40 80,000 40
Fixed costs 30,000 _15 20,000 _10
Operating profit 50,000 25 60,000 30
Break-even sales $75,000 $50,000

EXHIBIT 5.24 IMPACT OF COST CHANGES ON BREAK-EVEN SALES

reduced by 33.3%, so the break-even point declined by 33.3%, from a
$75,000 sales volume to $50,000.

This calculation assumes that no change would take place in variable
costs, but in practice a change in fixed costs may be accompanied by a
change in the variable. For example, installation of a labor-saving device
may increase depreciation and maintenance charges and decrease direct
labor costs and related payroll charges. If an increase in fixed costs is being
discussed, the probability of an increased sales volume should be reviewed.
Furthermore, alternatives should be examined, such as subcontracting or
renting of space and equipment in lieu of purchasing. The acquisition of
permanent assets will decrease the firm’s ability to adjust its costs to lower
levels should a reduced sales volume ever necessitate such action. Opportu-
nities for the reduction of fixed expenses should not be overlooked in any
attempt to reduce costs. A lowering of fixed costs increases the margin at
any sales level, and, by reducing the break-even point, the company is able
to withstand a greater drop in income before losses appear.

Changes in unit variable costs or expenses also affect the break-even
point. Most cost reduction programs center around this category, because
here a great many possibilities are open for cost reduction. For example,
changes in the type of material used, the purchase price of material, or the
amount of scrap or waste can affect variable costs. Changes in manufactur-
ing processes, hourly labor rates, plant layout, or employee training meth-
ods, or the introduction of incentive payments can all affect the labor costs.
General economic conditions may influence the ability of a firm to reduce
variable costs. Very often the reduced sales volume permits more effective
maintenance of equipment in the shutdown periods. Then, too, in such peri-
ods the labor turnover rate and material prices are usually reduced. Of
course, such conditions may force sales price reductions, which negatively
affect the company’s profits.



SALES

Sales management is a dynamic area, constantly facing new problems. The
controller has a great impact on the resolution of these problems. An exten-
sive review of sales and distribution costs can help sales executives make
prudent decisions consistent with the company’s goals.

This chapter discusses the controller’s role in relation to the sales depart-
ment, as well as typical kinds of analyses to apply to sales, the applicability
of standards to the sales staff, issues regarding product pricing, and reports
that are useful for describing the performance of sales revenue, margins,
and costs.

ROLE OF THE CONTROLLER

The controller’s skills are useful in sales accounting and analysis to assist
marketing executives in these areas:

* Problems of product. The initial selection of the product or consider-
ation of changes in the line, sizes, and colors generally should be based
on the collective judgment of the sales manager (for marketing consid-
erations), the manufacturing executive (production problems), and the
controller (cost considerations). The controller should be able to indi-
cate the probable margin on the product, as well as the effect of vol-
ume on the margin or the effect of changes in quality, composition, and
manufacturing processes on the cost to make or sell. In the continuing
review of sales trends, the controller may be able to identify unfavor-
able trends that could require a redirection of the sales effort or a
change in the product.

119
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Sales

Problems of price. In many companies, pricing procedures are not
reviewed on a periodic basis. The pricing procedure may not be
responsive to increased costs. Although cost is not the only determin-
ing factor, it must be considered in maximizing the return on invest-
ment. The controller must be able to provide all the available cost
information. Total costs, marginal or differential costs, out-of-pocket
costs, and cost differences must be considered in developing the price
structure. This is true for competitive bids or for establishing price lists
for the usual type of sale.

An analysis of sales volume and related prices may reveal that unfa-
vorable variances often result from salespeople having too much
authority in setting prices. Obviously, as production costs change, the
information should be communicated to the sales executives for con-
sideration of appropriate price changes. Also, assistance should be pro-
vided in setting volume price breaks for different sizes of orders.

Problems of distribution. The controller creates and reviews statis-
tics for unfavorable trends. The controller should also research differ-
ences in the selling cost through different channels of distribution, as
well as in different customer accounts and sizes of orders. Controller
input is needed on such issues as:

o The minimum order size to accept

o Restriction of the sales effort on large volume accounts that pur-
chase only low-margin products

o Desirability of servicing particular types of accounts through job-
bers, telephone solicitation, mail order, and so on

o Discontinuance of aggressive sales efforts on accounts where annual
sales volume is too low

o The best location for branch warehouses

Problems relating to the method of sale. The controller can assist the
sales manager by providing information on historical costs and prepar-
ing alternative cost scenarios for various selling methods. For example,
such analyses can include the impact of distributing samples, using
various advertising programs, and costs of market tests.

Problems of organization. Because the sales management function is
dynamic, organizational changes are necessary to satisfy the new require-
ments. In making these changes, information related to potential sales
by product or territory may assist in reassigning or hiring new sales-
people.
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* Problems of planning and control. The controller can be active in
any of these areas:

o Sales budgets and quotas. Detailed records about the distribution
of sales by territory, product, and customer, coupled with the sales
manager’s knowledge of product changes and trends, provide basic
information necessary in an intelligent setting of sales budgets, quo-
tas, and standards. The controller also may provide services in con-
nection with forecasting and market studies.

o Distribution expense budget and standards. A history of past
expenses as recorded in the accounting department provides much-
needed data in setting budgets and standards for the measurement
and control of the selling effort.

o Periodic income and expense statements. These can be by terri-
tory, commodity, method of sale, customer, salesperson, or operat-
ing division. Increasing levels of detail can spotlight specific levels
of weakness.

o Special analyses to reveal performance problems. Typical special
reports cover sales incentive plans (to see which plan will motivate the
staff to sell the most profitable products), branch office and warehouse
expenses, customer development expense, and salesperson’s compen-
sation in comparison with sales garnered and the industry pay struc-
ture. The controller also has the responsibility to see that adequate
procedures are followed and that the sales planning and control is
sound from a financial viewpoint.

SALES ANALYSIS

The evidence is unmistakably clear in any business that average sales reve-
nue and expense information is not sufficient. Such general information is
of little value in making key marketing decisions and directing sales
efforts. The data must be specific and directly related to the problem under
examination.

Types of Sales Analyses Needed

There are many types of sales analysis. Some analyses chart past sales per-
formance, while others involve determining trends in comparison with past
periods and/or the relationship to budget, gross profit, selling expense, or
net profit. Analyses may be expressed in physical units or dollar volume.
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Typical analyses are by product, territory, channel of distribution, method
of sale, customer, size of order, terms of sale, organization, and salesperson.
These analyses may be developed not merely with regard to sales, but from
gross profit to profit after direct selling expense or ultimately to the net
profit of the segment being measured. Other analyses related to unrealized
sales may be useful, such as unfilled orders, cancellations, and lost sales.

The controller may find that the sales manager can use certain of these
analyses monthly or periodically—for example, sales by territory, by prod-
uct lines, or by salesperson. Other analyses may be made only for a special
investigation, when it is expected that the tabulation will reveal out-of-line
conditions. In any event, it is the controller’s responsibility to design and
install procedures and records in such a fashion (e.g., by reorganizing the
chart of accounts) that the maximum information is made available with a
minimum of effort. It is axiomatic that in many situations, the faster a
company gets its information, the better its competitive position.

Deductions from Sales

In any analysis of sales, the importance of sales deductions should not be
overlooked. Although reviews may relate to net sales, the clue to substan-
dard profits may lie in the deductions—high freight cost, special allow-
ances, or discounts. These factors may reveal why unit prices appear too
low. In particular, it may be helpful to prepare an analysis of deductions by
responsibility: the manufacturing division, for defective products; the traf-
fic department, for erroneous freight allowances; and the sales division,
for allowances to retain customer goodwill.

Typical Conditions Found by Sales Analyses

Many businesses find that a large proportion of the sales volume is done in
a small share of the product line. Likewise, a small proportion of the cus-
tomers will provide the bulk of the business. Such conditions reflect the
fact that only a small part of the selling effort is responsible for most of the
business. This information may prove useful in permitting the concentra-
tion of sales effort and the consequent reduction in selling expenses or
redeployment of the sales staff to different customers or territories. When
product analysis reveals unsatisfactory conditions, a simplification of the
product line may be indicated. Although the line may not be limited only to
volume items, many sales managers are beginning to realize that not all
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varieties need be carried. Smart executives will let their competitors have
the odd sizes or odd colors and concentrate on the more profitable articles.
The controller can use the drill-down technique to pinpoint specific
areas that cause problems. For example, the controller notes that sales are
$20,000 lower than expected in the period. By drilling down to the next
level of detail, the problem is more clearly defined as being caused by the
Northeast region. By drilling down to the next level of detail, the controller
finds that salesperson X in the Northeast region has fallen far short of the
sales goal. Even further detail may show which specific items in the prod-
uct line are not being sold by salesperson X. This kind of analysis allows
the sales manager to correct the low sales problem with specific actions.

Other Uses of Sales Analysis

The controller can perform many simple sales analyses to guide the sales
effort. Here are a few:

* Sales planning and setting of quotas. Past experience is a factor.

* Inventory control. 'To plan inventories properly, a business should be
familiar with past sales and probable future trends in terms of seasonal
fluctuations and type of product.

* Setting sales standards. Past experience is a factor.
* Enhancing the distribution of sales effort. The company may be con-
centrating its effort in too restrictive an area. Consideration of poten-
tial sales, competitive conditions, and cost factors may dictate a wider
coverage. Alternatively, analysis might reveal that the territory is not
being covered fully.
Enhancing the sales effort on products. A study of sales and the
potentials may reveal the restriction of sales effort to certain products,
resulting in the neglect of other and more profitable ones. Also, a com-
parison of sales by product with previous periods will reveal trends.
Enhancing the sales effort in terms of customers. ~ Analysis of consumer
buying trends should reveal information about the types of merchandise
purchased by each customer. Also, comparison with the sales of a similar
period for the previous year will reveal whether the company is making
headway in securing the maximum amount of profitable business from
the customer. Analysis by customer account, coupled with other infor-
mation and discussions with the sales manager, will show certain
accounts that cannot possibly provide a profitable volume, even if devel-
oped. Such analysis may permit greater utilization of the sales effort
elsewhere.
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Sales and Gross Profit Analysis

Sales efforts should be directed and focused on profitable volume. To
accomplish this, sales executives must be provided with all the facts related
to profit. Therefore, analyses of sales must include a detailed analysis of
gross profit. For example, a salesperson’s report should indicate the com-
parative gross profit by periods as well as sales. Although high gross profit
does not necessarily signify a high net profit (because the selling costs may
be excessive), it is an indicator.

Variations in gross profit may result from changes in the selling price,
product sales mixture, returns, or volume, largely controlled by the sales
executive, or from changes in manufacturing efficiency, controlled by the
production executive. These facts should be recognized when reviewing
changes in gross profit. The causes of variances should be divided into
those that are the responsibility of the sales executive and of the production
executive. The best measure of sales performance will be standard gross
profit. When the standard eliminates the manufacturing efficiency factor,
then the sales department is responsible for the result, as well as the volume
variance.

SALES STANDARDS

A standard is a scientifically developed measure of performance. The most
widely used sales standard is the quota, which is the amount of dollar or
physical volume of sales assigned to a sales unit. The quota may involve
other considerations, such as gross profit, new customers, collections, or
traveling expenses, thereby representing a composite standard of perfor-
mance. Often sales standards are not appreciated by sales managers, who
are of the opinion that standards substitute impersonal statistics for sales
leadership. However, sales standards reveal weaknesses in performance,
are a basis for rewarding merit, and set a stimulating goal for each salesper-
son to achieve. There are three primary requirements in developing tools
for the sales executive:

1. Sales standards are the result of careful investigation and analysis of
past performance, taking into consideration expected future conditions.
Sales standards represent the opinion of those best qualified to judge
what constitutes satisfactory performance. Judgment about detailed
operations must rest largely with the sales executives. Opinions about
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expected general business conditions should represent the combined
judgment of the executive staff, including the chief executive, the sales
manager, and the controller.

2. Sales standards must be fair and reasonable measures of performance.
Nothing will be so destructive to morale as a sales quota, or any other
standard, set much too high. Experience shows that such standards
will be ignored. The standards must be attainable by the caliber of
salesperson the company expects to be representative of its sales staff.

3. Sales standards will need revision from time to time. Because sales
conditions change frequently, the measuring stick must change to
keep pace.

The sales representative should be thoroughly informed about the method
of arriving at the quota and convinced that the amount of assigned sales is
justified according to the existing conditions. Then, and only then, will the
salesperson exert all efforts to meet the quota.

Sales representatives react to sales quotas, as with all standards, some-
what differently, particularly at first. Some are stimulated to their highest
efficiency, whereas others are discouraged. Some sales executives place
considerable emphasis on recognizing this human element in setting their
quotas.

The objection sometimes raised—that efforts are lessened after quotas
are reached—is seldom valid if performance is properly rewarded. The
chief difficulty arises when quotas are exceeded as a result of some fortu-
itous circumstance in which the sales representative has had no part or for
which the representative’s share of the credit is uncertain. The solution here
rests with extreme fairness in handling individual cases and with the devel-
opment of confidence in the knowledge and integrity of sales executives.

Hlustrations of Sales Standards

Sales standards may be expressed in terms of effort, results, or the relation
of effort to result. For example, a salesperson may be required to make 3
calls a day or 15 calls a week. If the calls are made, the standard is met.
Again, as a result of these calls, 10 orders must be received for every 15
calls made. Another standard is simply to secure a certain dollar volume
from a given territory, regardless of the number of calls made or the per-
centage of orders per call.
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Although the applicability of sales standards to various industries and
types of trading concerns may differ, the controller may consider discuss-
ing the next standards with the sales manager:

* Standards of effort

o Number of calls made per period

o Number of calls made on prospective customers

o Number of dealers and agencies to be established

o Number of units of sales promotional effort to be used

* Standards of results

o Percentage of prospects to whom sales are to be made

o Number of customers to whom new articles are to be introduced or
sold

o Number of new customers to be secured

o Amount of dollar volume to be secured

o Number of physical units to be sold

o Amount of gross profit to be secured

o Amount of profit to be secured

o Amount to be sold to individual customers

o Dollar or physical volume of individual products to be sold
o Percentage of gross profit to be returned

o Average size of order to be secured

o Relation of sales deductions to gross sales

* Standards expressing relationship of effort and result

o Number of orders to be received per call made
o Number of new customers to be secured per call made on prospects

o Number of inquiries or orders to be received per unit or per dollar of
sales promotional effort expended

o Relation of individual direct selling expense items to volume or
gross profit

o Relation of sales administration or supervision costs to volume or
gross profit

Revision of Sales Standards

Some standards of sales performance can be set with a high degree of
exactness. The number of calls a salesperson should make, the percentage
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of prospects to whom sales should be made, and the physical units that
should be sold to each customer are illustrative of performance measures
that frequently lend themselves to accurate measurements. However, many
factors in sales performance are so governed by conditions beyond the con-
trol of the salespeople that the standards must be revised promptly to meet
important changes in such conditions. Where a salesperson is given some
latitude in price setting, the gross profit may vary with competitive condi-
tions beyond his or her control. Strikes, droughts, and floods may suddenly
affect the sales possibilities in a particular territory. If the sales standards
are to be effective measures of sales performance, they must be revised
promptly as conditions change. Careless measurement of performance
soon leads to discouragement, resentment, and disinterest in the task.

SALES REPORTS

It is the function of the controller to furnish the sales executives with the
sales facts. However, it is one thing to furnish the information and another to
see that it is understood and acted on. To ensure the necessary understand-
ing, the controller must adapt the report to the reader. Information for the
needs of the chief executive will be different from that for the sales manager,
and reports for subordinate sales executives will differ even more. The
extent of the information required and the form of presentation will depend
on the capabilities of the individual, the individual’s responsibilities, the
type of organization, and the philosophy of sales management.

Some sales managers can use vast amounts of statistical data effectively,
whereas others prefer summaries. Accordingly, the controller should offer
to develop reports to meet individual requirements. The use of charts,
graphs, and summaries will greatly enhance the communication of the sales
data to sales management. In many instances, a narrative report citing the
significant issues or problems is the most effective tool. Depending on the
seriousness of the problem, or where major actions are being recom-
mended, a meeting may be in order. It is up to the controller to make sure
that the information provided is understood and can be properly used.

The matters that may be included in a sales report may cover any of
these items:

* Actual sales performance, with month or year-to-date figures
* Budgeted sales for both the period and year-to-date

* Comparison of actual sales by firm with industry figures, including
percentages of the total
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* Analysis of variances between budgeted and actual sales and reasons
for differences

 Sale—cost relationships, such as cost per order received

 Sales standards—comparison of actual and quota sales by salesperson
 Unit sales price data

* Gross profit data

These data may be expressed in physical units or in dollars. Aside from
actual or standard sales performance, some may relate to orders, cancella-
tions, returns, or lost sales.

Top sales executives should receive information in summary fashion. For
example, a comparison of actual and planned sales by product line or terri-
tory is appropriate information for the sales manager. Trend reports that
show increasing or declining sales by major category are useful. Also, an
orders-on-hand report gives the sales manager information about the likely
short-term direction of sales. Exhibit 6.1 shows such a chart.

For control purposes, the performance of each segment of the sales orga-
nization should be made known to the supervisor responsible. It follows,
therefore, that reporting must be available for each division, district, area,
branch, and salesperson. As reports relate to increasingly lower levels of
management, such information can become massive in extent. To avoid
lengthy reports, the controller can use “exception” reports. This method
eliminates data where performance was satisfactory and details only that
which did not reach acceptable levels. Such a report could list only those
salespeople who were 5% or more under budget, or only those customers
on whom a loss was realized. These reports can use direct costs only or can
also include allocated overhead costs. Exhibit 6.2 presents an exception
report for salespeople.

Orders on Hand

Order on Orders Orders Orders Sales Value
Description Hand, 6/30/XX  Received Canceled Delivered  Units in$
Vehicles
Type A 50 25 5 10 60 120.0
Type B 100 — 5 20 75 262.5
Type C 150 50 — 5 195 838.5
Type D 60 10 — 5 65 97.5

EXHIBIT 6.1 REPORT ON SALES ORDER ACTIVITY
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Description Actual Sales Under Budget Amount %
Performance satisfactory $827,432 $112,610 15.8
Under budget performance
Abernathy 32,016 1,760 5.2
Bristol 17,433 1,390 7.4
Caldwell 19,811 1,320 6.2
Fischer 24,033 1,470 5.8
Gordon 8,995 480 5.1
Inch 27,666 1,820 6.2
Long 4,277 600 12.3
Mather 39,474 3,800 8.8
Owens 43,189 4,400 9.6
Subtotal 216,894 17,040 79
District total $1,044,326 $95,570 9.2

EXHIBIT 6.2 EXCEPTION REPORT—SALESPERSON PERFORMANCE

PRODUCT PRICING

In the field of product pricing, the controller can exert some preventive
accounting control by bringing facts to bear on the problem before unwise
decisions are made. This control activity is closely related to profit plan-
ning: The influence of prices on company profits is obvious, and the best
controls on costs and expenses will not succeed in producing a profit if sell-
ing prices are set incorrectly. The controller can perform these product
pricing functions:

» Help establish a pricing policy that will be consistent with the corporate

objectives.

* Provide unit cost analysis as one factor in price setting.

* Project the effect on earnings of proposed price changes and alternatives.

* Gather pertinent information on competitive price activity.

* Analyze the historical data on prices and volumes to substantiate prob-
able trends as they may influence proposed price changes.

* Determine for management the influence on profits of changes in
price, product mix, sales volume, and so on.

Cost Basis for Pricing

Over the long term, no company can sell all or most of its products at less
than cost; therefore, adequate cost information is indispensable. In the
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short term, the role played by the cost factors depends on the circum-
stances. For example, if the product is built to order, then costs will be
more important. Furthermore, if competition is weak or if the company is a
price leader, then cost information will play a larger role than if the oppo-
site situations exist.

The question then arises: What kinds of costs are required? For different
purposes, different types of costs may be desirable. One type of cost may
be suitable for a short-range decision and quite another type for long-term
purposes. Moreover, for pricing, the usual historical cost approach may not
meet the requirement. In short, the controller should be aware of the several
costing methods and the limitations of each and select that concept most
suited to the purpose at hand.

Before reviewing several alternative costing techniques, some general
observations are useful. First, prices relate to the future. Therefore, costs to
be used in determining prices must be prospective. Recognition should be
given to cost levels expected to prevail in the period under review. Proba-
ble raw material and labor costs should be considered. Prospective changes
in process ought to be reflected in cost estimates.

Obviously, inflation must be considered, and the best available informa-
tion should be obtained to recognize what future rates of inflation can be
expected. In this forecasting, the controller should utilize, to the extent
practicable, the modern scientific tools of statistical sampling, simulation
methods, decision analysis techniques, and price-level analysis. Consider-
ation should also be given to the replacement cost of the productive capac-
ity or capital assets. Prices must provide for the future replacement of these
productive assets at the projected costs.

The controller should assist in determining the sales price that will pro-
duce the greatest net profit over a long period of time. Too high a profit
over the short term may invite competition or governmental regulation.
The basic procedure is for the controller to secure from the sales manager
the probable number of units that can be sold at various price levels. Then
the unit cost and total cost at the corresponding production levels are cal-
culated. Then the volume at which the greatest total profit is secured can
be determined.

Finally, all costs related to a product should be considered, not merely the
cost to manufacture. It defeats the purpose of developing a comprehensive
and detailed costing study if manufacturing costs are carefully calculated but
selling or other expenses are applied as an overall percent without regard to
the direct expense and effort specifically applicable to the product.
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Although many costing methods are in use, four approaches warrant
discussion:

1.

Total cost method. Under this concept the cost of the product is
determined, and to this figure is added the desired profit margin. Such
a calculation is shown in Exhibit 6.3. The total cost method has the
advantage of being easy to calculate and being able to recover all
costs. However, it does not distinguish between direct costs and total
costs (critical for short-term pricing decisions), and ignores the possi-
bility of using even higher prices to achieve a greater return.

Direct cost method. This approach recognizes only the incremental
costs of a product. These are the costs directly associated with the
product that would not be incurred if the product were not manufac-
tured or sold. Any selling price received above this floor represents a
contribution to fixed expenses. Applying this principle to Product A
described under the total cost method produces the information shown
in Exhibit 6.4.

If the product must be sold for the incremental costs or less, then the
company would not earn less profit, and might possibly earn a higher
profit, by not manufacturing and selling the product. Full consider-
ation must be given, however, to lost business if the withdrawal of the
product would cause the loss of other business.

This costing method is of most use when additional sales may be
made at reduced prices (e.g., to private brand business), when idle
plant capacity can be utilized only at reduced prices, and when these
added sales do not create problems in the regular marketplace.

Product A Unit Cost
and Selling Price

Cost and expenses

Raw material $10.00
Direct labor 4.00
Manufacturing overhead 6.00
Total manufacturing cost 20.00
Research and development expense (10% of manufacturing cost) 2.00
Selling and advertising expense (20% of manufacturing cost) 4.00
General and administrative expense (10% of manufacturing overhead) .60
Total cost 26.60
Desired profit margin (25% of total cost) 6.65
Proposed selling price $33.25

EXHIBIT 6.3 THE TOTAL COST METHOD
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Product A Unit Cost
and Selling Price

Cost and expenses

Raw material $10.00
Direct labor 4.00
Variable manufacturing expense 1.50
Variable selling expense 1.50
Variable administrative expense .30
Total variable or incremental cost 17.30

Fixed expense applicable to the product 2.50
Total direct costs $19.80

EXHIBIT 6.4 THE DIRECT COST METHOD

Marginal costs are used for short-term decisions only, because
they do not include long-term fixed costs that are an important factor
in the viability of a product’s long-term profitability. The great dan-
ger is the tendency to secure a larger and larger volume of sales on an
incremental basis, with an ultimate deteriorating effect in the market
and a large share of business that does not return its proper share of
all costs. Furthermore, under such conditions there is no profit from
the products that are priced only to cover their costs.

3. Return on assets method. This method maximizes the return on assets
employed. It gives attention to the capital invested in manufacturing or
sales facilities or working capital. This formula may be used to calcu-
late the sales price required to produce a return on assets employed:

cost + (desired % return X fixed assets)
annual sales volume in units
1 — (desired % return)(variable assets as % of sales volume)

unit price =

In the formula, cost represents the total cost of manufacturing, selling,
administrative, and research expenses. The percent return represents that
rate desired on assets employed. The fixed assets represent plant and equip-
ment. The variable assets represent the current assets that are a function of
volume and prices. Applying some assumptions, a unit price of Product A
may be calculated in this manner:

$2,660,000 + (.20 x $300,000)
100, 000
1- (.20 x .30)

_ $2,720,000/(100,000 units)
1-.06
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= 2720 $28.936
94

The proof is computed in this way:

Income and costs

Sales (1,000,000 units at $28.936) $2,893,600

Costs 2,660,000
Income before taxes $233,600

Assets employed

Variable (30% of $2,893,600) $868,080

Fixed 300,000
Total assets employed $1,168,080

20% return on assets employed of $1,168,080 $233,600

In a multiproduct company, there is a problem with allocating capi-
tal employed to the various product lines. This problem can be solved
by allocating assets to the product lines. Exhibit 6.5 shows some
methods of prorating assets to product lines.

Target cost method. This method is considerably different from the
other costing methods. Target costing means that the new product
design team determines the price at which the product must sell and
then designs a product with a cost to fit that price level. The controller
must be involved in the initial cost determination before the product is
produced, to ensure that planned costs allow for an adequate profit
margin. The controller will also be involved in later cost studies to see
if actual costs match the planned costs.

The discussion on product pricing has to do principally with establishing
prices for unrelated customers under competitive conditions. A special
aspect of product pricing relates to international transfer prices—the value

Item Possible Bases

Cash In ratio to total product cost

Accounts receivable In ratio to sales, adjusted for significant differences in terms of sale
Raw material In ratio to actual or expected usage

Work-in-process In ratio to actual or expected usage

Finished goods In ratio to cost of manufacture

Fixed assets In ratio to conversion costs (labor and variable manufacturing

overhead) or labor hours

EXHIBIT 6.5 METHODS USED TO ALLOCATE CORPORATE ASSETS TO PRODUCT LINE
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assigned to goods or services produced in one country for the use or benefit
of a related company in another country.

Transfer prices, which should be reflected in the sales plans and planned
net income of both the producing and receiving companies, probably
should be established through the joint efforts of the sales executive and a
member of the controller’s department. This is the case due to complicated
IRS regulations that relate to actual or expected costs, capital employed,
functions performed by each party, and the risks involved. Proper cost
accounting is essential.

The setting of product prices is complex and includes the evaluation of
many variables. It is the task of the controller to provide all pertinent facts
for management’s judgment. The various costing methods must be consid-
ered and the most appropriate applied to each company’s unique set of cir-
cumstances. In addition to the applicable costs, other factors in setting
product prices should be summarized for management’s review:

* Return on invested capital or assets employed
* Assets employed and turnover

* Percent of plant capacity utilized

* Percent of product line for each product

* Percent of market

» Competition pricing and percent of market
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DISTRIBUTION EXPENSES

The costs of getting the manufactured products to the customer have
become relatively more significant in recent years, as the cost of manufac-
turing products generally has declined. In fact, for some companies, the
total costs of distribution of the products are in excess of the production or
procurement costs.

Although in most companies more effort has been directed toward analy-
sis and control of production costs, the costs of distribution have either not
been available in usable form or not been communicated to marketing man-
agement for decision making. Executives responsible for distribution of the
products must be made aware of the cost components to effectively plan and
carry out a proper distribution system effort. The controller must develop
the control mechanisms, secure the facts and interpret them, and communi-
cate the information to the marketing executives. To be effective, the mar-
keting executive must understand the accounting control information and
use it to develop better marketing plans. The increasing costs of distribution
can be controlled and even reduced if the controller works with the sales and
marketing management to develop the necessary control techniques.

Any controller who tackles distribution cost control will find that the
problems usually are much more complex than those relating to production
costs. First, the psychological factors require more consideration. In selling,
the attitudes of the buyer and the salesperson are variable, and competitive
reaction cannot be overlooked. This is in sharp contrast to production, where
the worker is generally the only human element. Moreover, in marketing
activities, the methods are more flexible and more numerous than in produc-
tion, and several agencies or channels of distribution may be used. Such con-
ditions make the activities more difficult to standardize than production

135
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activities. Also, the constant changes in method of sale or channel of distri-
bution are factors that make it harder to secure basic information. Even when
the information is secured, great care must be taken in its interpretation.
Where indirect or allocated costs are significant, the analyses may require a
more relative marginal or incremental cost approach.

The bulk of this chapter covers the detailed analysis and control of distri-
bution costs.

ROLE OF THE SALES MANAGER

The sales manager is responsible for the requisite sales volume of the right
products and the planning and control of distribution costs. These may seem
like two diametrically opposed objectives. However, the situation is a prob-
lem of balance; if more money is spent for the distribution effort, what does
the business receive in return? Usually the sales manager is under pressure
to increase sales while reducing selling expenses. Thus, he or she must know
whether distribution costs are really too high, and if they are too high, just
where: What salesperson? What territory? What expense? The sales effort
must be guided carefully, and this can be done only if the correct accounting
information comes from the controller. The sales manager must have an
intelligent analysis of distribution costs as a basis from which to work.

ANALYZING DISTRIBUTION COSTS

There are several ways to analyze distribution costs:

* By the nature of the expense or object of expenditure. This informa-
tion is recorded in the general ledger and can easily be converted into
trends in raw expenses or expenses as a percentage of revenue. How-
ever, the controller must dig deeper in order to tell the sales manager
why certain expenses are too high, who is responsible for the excess
costs, and what can be done to improve the situation.

* By contribution margin. The contribution margin is calculated by
deducting from sales income those direct costs incurred in obtaining
that segment of the sales income being analyzed. The expenses not
deducted from revenues in computing the contribution margins are
those not changed by the decision under review. The contribution
margin is used for short-term tactical decisions, but is not good for
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long-term decisions, because it does not factor in the recovery of total
costs, which includes overhead. This approach has several advantages:

o Measurement of the immediate gain to the company’s overall profit
by the transaction under review

o Facilitation of management’s decision because those costs to be
changed are already separated from costs not affected

o Avoidance of errors and controversy that arise due to cost allocations

o Simplicity of application, since direct costs are identifiable more
readily than total costs, including the necessary allocations

o Ease of data collection

* By functions or functional operations performed. This kind of analy-
sis requires five steps:

o Establish the functional operations to be measured, such as sales
calls, shipments from the warehouse, and circular mailings.

o Segregate the costs of the functions for measurement, either through
specific accounts in the general ledger or through allocations.

o Establish units of measurement of functional service. For example,
the pounds of shipments might be the measure of the shipping
expense, or the number of the salespeople’s calls might serve as one
measurement of direct field selling expense.

o Calculate a unit cost of operation by dividing the total controllable
functional cost by the number of units.

o Take corrective action if significant cost variances occur.

* By matching revenues to functions. This analysis matches expenses
with related revenues, so the controller can demonstrate the results of a
specific distribution effort. This kind of analysis requires cost distribu-
tions for direct and indirect costs. Direct costs are fairly obvious, but
indirect costs are exceedingly difficult to spread among the various
cost objects. The controller would be wise to spend a considerable
amount of time subdividing the indirect costs into smaller pieces and
using different allocation bases to apportion the costs in a logical man-
ner among the cost objects. The degree of sophistication of the alloca-
tion may depend on whether the analysis is short range or long range.
All costs must be included for long-range analysis, so all allocated
costs must be identified. If decisions are of limited scope and for a
short period, such as the sale to a private brand customer for the next
year, then perhaps only direct expenses ought to be considered.
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The sales manager can more effectively manage the sales function with this
information.

ANALYZING BY APPLICATION

Years of experience with distribution cost analysis have proven its value.
Although the degree of refinement may vary in different companies, the
general approach can be described in this way:

* Determine which type of analysis is required for a particular situation,
such as an analysis by method of delivery.

* Classify distribution costs according to those that are direct and indirect.

e Select and apply the allocation bases to the indirect expenses. This
includes a segregation and proper treatment of variable, as opposed to
fixed, costs.

* Prepare the analysis and commentary for the appropriate executive. Four
steps must be taken to arrive at significant cost and profit relationships:

1. Determine the gross profit by segment.

2. Accumulate the direct expense by segment, and deduct this from
gross profit to arrive at the profit after direct expense.

3. Prorate the indirect expense to arrive at the final net profit.

4. Prepare the necessary subanalyses to pinpoint the conditions need-
ing correction.

The next sections discuss the steps required to perform detailed analyses
by territory, product, customer, and size of order.

Analysis by Territory

A territory is any geographical area used by a company for sales planning,
direction, or analysis. Where goods are sold greatly affects net profit, because
there are striking differences between territories in terms of sales potential,
gross margins, and net profit. If goods are sold free on board (FOB) a central
point and at the same price, then the gross profit is unchanged. However, if
the product is sold on a delivered price basis, then the gross margin is differ-
ent because of transportation charges. Also, the total distribution costs
(including marketing and selling) are different in different territories. The
cost to sell in densely populated New York is different from the cost to sell in
western Texas. Because of these dissimilar conditions, executives must have
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an analysis of distribution costs by territory. Such information permits the
sales manager to rearrange the sales effort where necessary and to direct the
sales effort into the most profitable areas.

Analysis by territory applies when a large geographical area is covered.
Thus, a manufacturer covering a national market would greatly benefit
from such an analysis, whereas a retail store probably would not. Exactly
what type of territorial analysis needs to be made depends on the problem
and the type of organization. If a territorial sales executive is responsible
for costs and results, then a complete analysis by this responsibility area is
desirable. If the question is one of the cost to sell in a small town versus a
city, such a segregation must be made.

Once the points of weakness are discovered through analysis, correction
action must be taken. Some possibilities are:

» Reorganize territories to allow efforts to be more in line with potentials.

» Rearrange territory boundaries to reduce selling expenses and secure
better customer coverage.

* Shift salespeople to different areas.
* Increase emphasis on neglected lines or customers in the territory.

* Change the method of sale or channel of distribution (e.g., switch from
a salesperson to an agent).

* Change the warehouse locations in the territory.
* Eliminate unprofitable territories.

* Change the advertising policy or expenditure in the territory.

Analysis by Product

In today’s economy, the design, style, or type of product a firm sells may
change constantly. Hence every company is sooner or later faced with the
problem of what products it should sell. Will the firm sell the best or the
cheapest line? Will it promote the use of a new plastic? Should it introduce
a silent airplane motor? The answer to questions like these is twofold. First,
through market analysis, a determination must be made about what the cus-
tomers want and what price they will pay. Then, through cost analysis, it
must be determined whether the company can make and sell the article at a
profit. Therefore, an analysis by products is desirable.

Many firms, in order to increase sales volume, often add new products to
the line. Sometimes these new products fit into the line and permit certain
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economies. Often, however, the different products require new services in
varying degree. For this reason, too, an analysis by product is necessary to
determine the cost to sell, as well as the net profit.

Generally speaking, the sales effort should be directed toward those prod-
ucts with the greatest net profit possibilities, and cost analysis is necessary to
know just which products these are. This is not to say that a company should
drop a low-margin item; it may be contributing more than out-of-pocket
costs, or it may be necessary for customer convenience. Furthermore, there
may be little possibility of selling a high-margin item to a customer. For
example, there may be no chance of selling any quantity of a high-profit glue
instead of a low-margin paint product to a paint manufacturer. There are
more factors in selling than merely cost considerations, but such conditions
must be watched and held within reasonable limits. Distribution cost analyses
by commodity, then, are of use in the direction of the sales effort.

In making product cost analyses, many controllers may find that the net
profit on an entire line of products is not great enough, or even that losses
are being sustained. When such conditions are revealed, usually steps are
taken to increase that margin because the firm may not be in a position to
drop an entire line. This is but another way of saying that analysis is a
means of controlling costs, because the manufacturing or distribution costs
may be too high.

Finally, product cost analyses help to set selling prices when the company
is in a position to use cost as a major price-setting guide. Such analyses are
desirable in conjunction with determining maximum price differentials to par-
ticular customers.

It is self-evident to most controllers that a product analysis of distribu-
tion costs should be made when the characteristics of the commodity or the
methods of distribution are such that a uniform basis of allocation is not
indicative of the effort or cost to sell. In this case, pounds or units of sale or
sales dollars may be a fair measure of selling expense. However, such an
apportionment is inaccurate or misleading in a number of circumstances:

 [f there are differences in the time or amount of sales effort required.
Product A, which sells for $0.60 each, may require about three times
the effort of product V, which sells at $0.30 each. Neither sales dollars
nor units would be a fair basis. Perhaps one product would require a
higher degree of technical assistance and more frequent callbacks when
compared with another. Again, specialty salespeople may merchandise
one product, and general-line salespeople may handle another. All such
circumstances result in different costs to sell, and should be so reflected
in the analyses.
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* [f there are differences in the method of sale. Obviously, if one prod-
uct is sold exclusively by mail order and another by salespeople, the
selling cost cannot be prorated on a sales dollar or unit basis.

e [f there are differences in the size of the order. When one product is
sold in 10-pound lots and another is sold in tank cars, many of the dis-
tribution costs can be different.

e [f there are differences in channels of distribution. One product may
be sold directly to retailers, whereas another is distributed through
wholesalers. Here, also, there is a difference in distribution costs.

The analysis by product ordinarily reveals areas of weakness where some
correction action can be taken, such as:

* Shifting the emphasis of the sales effort to more profitable lines or
bringing effort in line with sales potential

* Adjusting sales prices
* Eliminating certain unprofitable lines, package sizes, colors, and so on

* Adding new product lines related to the family, with consequent shar-
ing of the fixed distribution expense

* Changing the method of sale or channel of distribution
* Changing the type, amount, and emphasis of advertising
» Revising packaging, design, quality, and so on

Analysis by Customer

It costs more to sell to some types of customers than to others and more to
one customer within a type than to another. Some customers require more
services, such as warehousing, delivery, or financing. Some customers
insist on different pricing, particularly when different size orders or annual
purchases are factors. Again, the types of products sold to some classes of
customers differ from others. All these are reasons why analyses by cus-
tomers are necessary to measure the difference in net profit. Aside from use
in the direction of sales effort, these analyses serve in setting prices and
controlling distribution costs.

In most firms the analyses by customers will not be continuous. The
sales manager may be interested in whether money is being made on a par-
ticular account, or changes may be contemplated only on certain groups of
accounts. On these occasions, special analyses can be made.

Although analyses may be made by individual customers, particularly
when there are a few high-volume accounts, by and large the analyses will
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relate to certain groups or categories. The two basic factors in selecting the
classification to be used are the amount of distribution services required (the
primary reason for differences in distribution costs) and the practicality of
segregating the distribution costs. Classifications that have proved useful
include:

* Amount of annual purchases

* Size of orders

* Location

* Frequency of salespeople’s calls

* Type of agent (retailer, wholesaler, or jobber)
* Credit rating of customers

In making an analysis by classification of customer, one approach is to
gather all customers in the applicable group and determine total costs for
that group. This approach may be time-consuming. Another method involves
a sampling procedure, wherein representative customers in each category
are selected and the cost of servicing them is determined. A modification of
this approach is to make a thoroughly detailed analysis in some areas and a
sample run in other areas.

Because relatively few distribution cost items can be charged directly to
customers, allocations must be made. Statistical data from various reports
will be necessary, such as the number of calls made to customers, the time
spent with customers, or the number of orders.

Occasionally a decision must be made about whether business with a spe-
cific customer should be continued or whether the method of sale to the cus-
tomer ought to be changed. For example, changing the selling method from
field calls to a phone basis may result in retaining valuable business while
securing a contribution margin in line with normal operating requirements.

An analysis by customer provides information of great value to the sales
manager. It gives a clear view of the number of accounts in various volume
brackets and the average value of orders. In using this information for cor-
rective action, consideration must be given to the production volume needed
to cover fixed production costs. The information will furnish facts for execu-
tive discussion regarding these issues:

* Discontinuance of certain customer groups
e Price adjustments

* Need for higher margins for certain groups
* Changes in the method of sale
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Analysis by Size of Order

Another analysis is by size of order. One of the causes of high distribution
costs and unprofitable sales is the small order—not because it is small but
because the revenue is not high enough to cover all the related transaction
costs and still make a profit. There are many instances when small orders
cannot be discontinued; however, corrective action can be taken to bring
the problem under control. The controller’s first step is to get the facts
through an analysis of distribution costs by size of order.

The problem is naturally more important in some companies than in oth-
ers, especially when the order-handling costs are relatively large or fixed.

The procedure for analyzing distribution costs by size or order is similar
to that for other analyses. It involves segregating order-handling costs into
fixed costs and variable costs. In this case, certain costs will be recognized
as fixed for all sizes of orders, others will vary with the money volume, and
still others will vary with physical volume. Five steps must be followed:

1. Determine the size of the order groups to be studied (e.g., below $25,
$26 to $50, etc.).

2. Classify the costs according to those that vary with the size of the
order (e.g., packing), those that are uniform for orders of all sizes
(e.g., accounts receivable bookkeeping), and those that must be con-
sidered as general overhead (e.g., advertising and supervision costs).

3. Identify the factors that govern the amount of the variable expense
applicable to orders of different sizes (e.g., dollar value, weight, or
handling size).

4. Apply the factors of variability to the variable expenses and add the
uniform costs, thereby arriving at a direct cost of orders by sizes.

5. Apply the overhead costs by some suitable factor, such as hundred-
weight or dollar value, to arrive at the total order cost.

Other Analysis Issues

Other analyses may also prove useful:

* By channel of distribution. This analysis is useful where a choice in
channel of distribution may be made in order to direct sales into the
most profitable channel. The analysis needs to be made from time to
time as cost trends change.

* By method of sale. The same comments as in the case of analysis by
channels of distribution are applicable.
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* By salesperson. Such analysis measures the salesperson’s performance
in terms of profit and to better direct salespeople in their activities.

* By organization or operating division. This analysis is useful when
there are separate selling divisions. It is used to measure performance
of the divisional executive. Examples are analyses by departments in a
department store, by stores in a retail chain store company, and by
branches in a manufacturing organization.

In making recommendations based on the distribution cost analysis,
before the decision is reached, every possible effect on every activity of
the business must be considered. When deciding whether a certain terri-
tory must be dropped, the net effect on profit, the change in factory vol-
ume with the same fixed expense, and the resulting differences in unit cost
must be considered.

SETTING THE DISTRIBUTION BUDGET

The advertising and sales promotion expense often is planned and con-
trolled on a project basis. Some boards of directors prefer to approve these
projects in a manner similar to capital budget requests. The reasons for this
kind of approval are varied. For many companies—retail stores or consumer
goods producers like Procter & Gamble or Coca-Cola Inc., for example—
advertising and promotion is a major expenditure. Moreover, it is difficult
to measure the effectiveness of advertising or sales promotion programs,
and the results of the program may be less immediate and less direct than
other types of marketing effort, such as direct selling. Finally, unlike other
selling efforts, advertising sales promotion is usually organized as a sepa-
rate department or as an outside agency.

The purpose of advertising varies in different circumstances. Although
the general purpose is to support the broad marketing objectives, more spe-
cific goals include:

* Educating consumers in the use of the product or service
* Reducing the cost of other selling efforts

* Increasing sales

e Establishing or maintaining trademarks or brand names
* Developing new markets

* Meeting or outdoing competition

* Maintaining prices

* Introducing new products or services



Setting the Distribution Budget 145

* Creating favorable public opinion
* Avoiding unfavorable legislation

Two methods are used to establish an advertising sales promotion budget.

1. The lump-sum appropriation method. This method entails authoriz-
ing the expenditure for advertising and sales promotions related to
some factor. Its advantage is simplicity. Although it lacks a scientific
basis, there may be a perceived long-term relationship between adver-
tising expenditures and the sales level. Under this plan the total amount
to be spent could be based on:

o A percentage of planned or budgeted sales

o A percentage of the prior year sales or perhaps an average of several
past years

o A fixed amount per unit of product expected to be sold
o An arbitrary percentage increase over the prior year’s expenditure

o A percentage of gross profit on the product for the prior year or the
planning year

o A percentage of net income of the prior year or planning year

2. The estimated amount required to attain certain objectives. Under
this method, strategies and tactics are determined so that the relevant
costs for each tactic can be estimated to derive a total cost for the
year. In some cases the marginal or gross profit from the additional
units estimated to be sold can be compared with the advertising
expense to determine if the project seems to make financial sense.
This can be done on an incremental advertising expense and quantity
basis to ascertain at which point, if any, the incremental unit advertis-
ing cost exceeds the incremental marginal profit after all direct costs.
Exhibit 7.1 shows such an analysis.

The controller must know that the business is being operated efficiently, and
this requires measuring sticks: standards. A complete analysis of past opera-
tions must be the starting point. By this analysis it may be determined that
1,000 calls have been made by salespeople in a given territory, at a cost of $5
per call, and with certain sales results. But the questions of how many calls
should have been made by the sales staff and what the cost per call should
have been are left unanswered. These answers must be ascertained if effec-
tive control of the sales effort is to be exercised. It may be known that 1,000
orders have been handled at a clerical cost of $0.50 per order, but what
would the cost have been if the clerical work had been directed efficiently?
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Additional Estimated Incremental Unit
Incremental Units Marginal Unit Increment
Incremental  Advertising  Estimated Unit Advertising  (Decrement) Total
Block Expense to Be Sold Income Cost to Profit Margin
1 $0 20,000 $1.00 $— $1.00 $20,000
2 25,000 30,000 1.20 .83 37 11,100
3 25,000 70,000 1.30 .36 .94 65,800
4 25,000 50,000 .90 .50 .40 20,000
5 25,000 50,000 .80 .50 .30 15,000
6 25,000 30,000 .70 .83 -13 -3,900
7 25,000 30,000 .60 .83 -.23 -6,900
8 25,000 20,000 .50 1.25 -.75 -15,000
9 25,000 10,000 40 2.50 -2.10 -21,000

EXHIBIT 7.1 INCREMENTAL ADVERTISING EXPENSE AND PROFIT MARGIN

In brief, standards by which to judge the distribution performance and signal
its weaknesses are needed.

It would be foolish to contend that all distribution activities can be
highly standardized. In fact, it is never possible to standardize production
activities completely. However, it is possible to establish standards for a
large number of distribution activities. After all, if no one is competent to
judge what distribution effort is necessary to secure certain results and
what it will cost to do it, then management is indeed in a helpless position.

If many cost and performance factors are not under constant control, the
executive’s profit goal is almost certain to be unmet. But such control
implies standards. Warehouse labor hours never appear too high in the
absolute; they become too high only when measured against what they
should be under the circumstances—that is, only when a standard is
applied.

Distribution cost standards may be either of a general nature or in units
that measure individual performance. Cost standards that are of a general
nature are:

* Selling cost as a percentage of net sales
* Cost per dollar of gross profit

 Cost per unit sold

 Cost per sales transaction

* Cost per order received

* Cost per customer account
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These standards are useful indicators of trends for the entire distribution
effort and also can be applied to individual products, territories, branches,
or departments.

However, these general standards do not necessarily indicate points of
weakness in terms of individual responsibility. If costs are to be controlled,
the performance of the individual must be measured. Consequently, the
controller must set standards for controllable costs of individual cost items
or functions. For example, standards in the warehouse could be the cost per
item handled or cost per shipment. Standards for the direct sales force
could be the cost per mile traveled or cost per day.

Five Steps to Set Distribution Standards

Step 1. Classify the costs according to functions and activities expres-
sive of individual responsibility. The cost of such major func-
tions as direct selling, advertising, transportation, warehousing,
credit and collection, and financing can be separated in most
businesses and subjected to individual study and control. The
costs of the major functions should be further classified by indi-
vidual activities that make up the functional service. For exam-
ple, the credit and collection costs may be separated into credit
approvals, posting charges, posting credits, and writing collec-
tion letters.

Step 2. Select units or bases of measurement through which the stan-
dards can be expressed. The measure may apply to the effort
used, to cost, to results achieved, or to the relationship of these
factors. For example, salespeople are each expected to make a
certain number of sales calls per day. The sales call constitutes a
measure of effort used. The cost of writing orders in the order
department can be measured in terms of the number of orders or
order lines written. This number is a measure of costs, and the
unit of measurement is the order or order line. Salespeople are
expected to produce a certain number of orders or to secure a
certain number of new accounts. This number is a measure of
results, and the units of measurement are orders and new
accounts. Finally, salespeople may be required to hold their
direct costs to within 8% of their sales volume. Here the mea-
surement is in terms of the relationship of particular costs to the
results in the sales volumes, and the basis of measurement is the
ratio of one to the other.
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Although such specific units of measurement are not avail-
able for all distribution activities, some basis must be selected
before the standards can be applied. Where specific units are not
available, more inclusive or composite bases must be used. For
example, the entire credit and collection cost may be measured
by the number of accounts carried, or the entire advertising cost
may be measured by its ratio to dollar sales volume.

Step 3. Analyze past experience relative to the cost of the functions and
the specific activities involved with a view to selecting the best
experience and the best procedure. Doing this may involve
intensive study of individual methods of operation similar to that
employed in the development of production standards.

Step 4. Consider the effect on costs of expected changes in external con-
ditions and of the planned sales program. If increased sales
resistance is expected, an estimate must be made about its effect
on such costs as advertising and direct selling. If the program
calls for a lengthening of the installment credit period, the effect
on the financing cost must be estimated.

Step 5. Summarize the judgment of those executives whose experience
and training qualify them to judge the measures of satisfactory
performance.

The standards that are finally set will cover a variety of warehouse func-
tions. Thus a standard cost might be applied to the warehousing function
as a whole. Within this general function many individual cost standards
may be applied that relate to specific activities, such as clerical costs of
order handling and physical assembling.

Keep in mind that different standards must be set for different territories,
products, channels of distribution, classes of customers, departments, and so
on, wherein different conditions prevail.

Additional Information Needed to Use Standards

To use standards effectively, a company must regularly record and store
information about items quite dissimilar from the usual accounting infor-
mation. These data are illustrative of the items to be recorded:

* Analyses of sales in physical units

* Number of sales transactions classified in terms of size, hour of day,
and so on
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Number of quotations made

Number of orders classified in terms of size, period in which received,
and so on

Number of order lines written

Average number of salespeople

Number of salesperson-days

Number of calls on old and new customers
Number of days salespeople travel
Number of miles salespeople travel

Average number of customers classified with regard to location,
annual volume, and so on

Number of labor hours of salespeople, advertising and display people,
warehouse workers, truck drivers, delivery personnel, maintenance
workers, and clerical workers

Number of returns and allowances classified in terms of cause

Number of units of advertising space or time used in the various
advertising media

Number of advertising pieces mailed: letters, circulars, folders, calen-
dars, and so on

Number of pieces of advertising material distributed: window cards,
store displays, inserts, and so on

Number of samples distributed

Number of demonstrations performed
Number of inquiries received

Number of new customers secured

Number of shipments

Analyses of shipments in physical units
Dollar value of shipments

Number of ton-miles units of shipping
Number of deliveries

Number of parcels delivered

Number of miles of truck operation

Number of shipping claims handled

Physical volume of goods handled in warehouses
Average size of physical inventory carried
Rates of turnover in dollars and physical units
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* Average number of accounts carried

* Number of invoices

* Number of invoice lines

* Number of remittances received

* Number of credit letters sent

* Average number of days accounts are outstanding
* Average amount of receivables carried

* Number of mail pieces handled

* Number of postings

* Number of letters written

Many of these items must be further classified by territories, commodities,
and departments to supply the full information needed.

Such information will be useful for many purposes in the direction of
distribution activity, but it is essential to a program of standards. In the
past, many firms have neglected to accumulate and use such information. It
is not uncommon to find a company that has the most exacting records of a
production machine, such as its purchase date, cost, working hours, idle
hours, and maintenance cost. However, that same firm may have been
employing a salesperson whose total cost has greatly exceeded the cost and
maintenance of the machine, but about whom little detailed information has
been kept. The salesperson’s activity report can provide some of these data.

In many firms the distribution data are entirely too meager. More infor-
mation must be collected if the distribution program is to be directed wisely.
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DIRECT MATERIALS AND LABOR

The cost of a product is split among direct materials and labor, overhead,
distribution, and general and administrative costs. All of these costs can
contribute a significant amount to the total cost of a product, but direct
materials and labor traditionally have been the largest cost elements for
most products. Thus, the controller should be mindful of any control sys-
tems that will allow tight monitoring of these costs.

Controlling direct materials and labor costs is the subject of this chapter.
In addition, there are many references in the text to the impact of just-in-
time (JIT) systems on cost controls, which call into question the need for
some traditional (and extensive!) control systems, such as those used for
direct labor tracking. This chapter also includes a discussion of the deleteri-
ous effects on production results of several traditional variance reports, and
why these results occur.

OBJECTIVES

A manufacturing cost accounting system is an integral part of the total
management information system. In analyzing costing systems, the con-
troller must recognize the purpose of the manufacturing cost accounting
system and relate it to production or operating management problems. The
objectives must be clearly defined if the system is to be utilized effectively.
Fundamental purposes of a cost system may vary in importance from one
organization to another; however, they may be summarized in this way:

* For control of costs. Control of costs is a primary use of manufacturing
cost accounting and cost analysis. The major elements of costs—Iabor,
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material, and manufacturing expenses—must be segregated by product,
by type of cost, and by responsibility. For example, the actual number of
parts used in the assembly of an airplane section, such as a wing, may be
compared to the bill for materials and correction action taken when
appropriate.

* For planning and performance measurement. Closely related to cost
control is the use of cost data for effective planning and performance
measurement. Some of the same information used for cost control pur-
poses may be used for the planning of manufacturing operations. For
example, the standards used for cost control of manufacturing expenses
can be used to plan these expenses for future periods with due consid-
eration to past experience relative to established standards. Cost analy-
sis can be utilized, as part of the planning process, to determine the
probable effect of different courses of action. Again, a comparison of
manufacturing costs versus purchasing a particular part or component
can be made to help with make-or-buy decisions. The use of cost analy-
sis would extend to many facets of the total planning process.

* For price setting. A critical reason for supplying cost data is to estab-
lish selling prices. The manufactured cost of a product is not necessar-
ily the sole determinant in setting prices, since the desired gross
margin and the price acceptable to the market are also significant fac-
tors. As more companies realize that direct labor and materials are rel-
atively fixed costs, management will concentrate on designing the
product to fit a specific price, cost, and gross margin; the controller
should be included in this process to advise management in regard to
indirect and direct costs.

* For inventory valuation. One of the key objectives of a costing sys-
tem is the determination of a product unit cost and the valuation of
inventories. Inventory valuation is also a prerequisite to an accurate
determination of the cost of goods sold in the statement of income and
expense. The manufacturing cost system should recognize this fact
and include sufficient cost details to accomplish this purpose.

ROLE OF THE CONTROLLER

A fundamental responsibility of the controller in the product cost area is to
ensure that the manufacturing cost systems have been established to serve
the needs and requirements of the production executives. The controller is
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the fact finder regarding costs and is responsible for seeing that factory man-
agement is furnished with sufficient cost information on a timely basis and
in a proper format to effect control and planning. It is imperative that the cost
data be accurate and that production management be provided with a clear
interpretation of the facts. Merely presenting the facts is not enough; the cost
information must be communicated in an understandable manner, because
many production executives are not fully aware of the ramifications. The
controller should develop educational techniques to aid the factory manage-
ment in the utilization of cost data for effective decision making. A sound
cost philosophy must be adopted at all levels of responsibility. The control-
ler’s staff should have a thorough understanding of the factory operations
and how the products are manufactured and should be able to relate the cost
figures to various products. Doing this takes extra effort and cooperation
between the controller’s staff and the operating personnel.

To carry out this responsibility and serve production management prop-
erly, the controller must be assured that the right cost system has been
designed and adequate implementing procedures have been developed to
accumulate and record the cost information. The cost system must be flexi-
ble so that changes can be made as the needs of factory management vary.
A common change to the costing system includes provision for additional
cost information in special circumstances or during alternative cost analy-
ses. As variances are analyzed and out-of-line conditions are reported, pro-
duction managers can change methods or vary their cost information
requirements. Emphasis should be placed on areas requiring improvement;
less time should be devoted to on-standard operations.

Unfortunately, under a just-in-time system, manufacturing managers
need feedback regarding costs far more frequently than on a monthly basis.
JIT products are manufactured with little or no wait time, and consequently
can be produced in periods much shorter than was the case under the line
manufacturing concept. Therefore, if a cost problem occurred, such as too
many direct labor hours required to finish a part, then the formal account-
ing system would not tell the line managers until well after the problem had
happened.

Fortunately, JIT principles stress the need to shrink inventories and
emphasize overall cleanliness, thereby making manufacturing problems
highly visible without any product costing reports. A subset of JIT is cellu-
lar (group) manufacturing, in which equipment is generally arranged in a
horseshoe shape, and one employee uses those machines to make one part,
taking the piece from machine to machine. Consequently, there is little or
no work-in-process (WIP) to track, and any scrapped parts are immediately
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visible to management, because they cannot be hidden in piles of WIP.
Based on this kind of manufacturing concept, line managers can do without
reports, except for daily production reports concerning actual quantities
versus budgeted quantities that meet quality standards.

Just-in-time manufacturing places the controller in the unique position
of looking for something to report on. Because direct labor and materials
costs are now largely fixed, the controller’s emphasis should switch to
planning the costs of new products and tracking planned costs versus actual
costs. As the JIT manufacturing environment tends to have small cost vari-
ances, the controller should question the amount of effort to be invested in
tracking direct labor and materials variances versus the benefit of collect-
ing the data.

Another area in which the controller can profitably invest time-tracking
information is the number of items that increase a product’s cycle time, or
the non—value-added cost of producing a product. Management can then
work to reduce the frequency of these items, thereby reducing the costs
associated with them. Some such items are:

* Number of material moves
* Number of part numbers used by the company
* Number of setups required to build a product

* Number of products sold by the company, including the number of
options offered

e Number of product distribution locations used
* Number of engineering change notices
* Number of parts reworked

Also, if a process is value-added, the controller can initiate an operational
audit to find any bottlenecks, thereby improving the capacity of the pro-
cess. For example, engineering a custom product is clearly value-added;
internal auditors could recommend new hardware or software for design-
ing the product to allow the engineering department to design twice as
many products with the same number of staff.

Under JIT, the controller should be careful not to report several tradi-
tional performance measures:

* Machine efficiency. 1If there is a report on machine efficiency, line
managers will be encouraged to create an excessive amount of WIP in
order to keep their machines running at maximum utilization.

* Purchase price variances. If there is a report on purchase price vari-
ances, the materials staff will be encouraged to purchase large quantities
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of raw materials in order to get volume discounts, thereby bloating
inventory.

* Head count. 1If there is a report on head count, the manufacturing
manager will be encouraged to hire untrained contract workers, who
may produce more scrap than full-time, better-trained employees.

Scrap factor. If the firm includes a scrap factor into a product’s stan-
dard cost, line managers will take no corrective action unless scrap
exceeds the budgeted level, thereby incorporating scrap into the pro-
duction process.

* Labor variances. If there is a report on labor variances, accountants
will expend considerable labor in an area that has relatively fixed costs
and not put time into areas that require more analysis.

Standard cost overhead absorption. If there is a report on standard
cost overhead absorption, management will be encouraged to overpro-
duce to absorb more overhead than was actually expended, thereby
increasing profits, increasing inventory, and reducing available cash.

TYPES OF COST SYSTEMS

Experience in determining costs in various industries has given rise to sev-
eral types of cost systems that suit the various kinds of manufacturing
activities. A traditional costing system known as a job order system nor-
mally is used for manufacturing products to a specific customer order or
unique product. For example, the assembly or fabrication operations of a
particular job or contract are collected in a separate job order number.
Another widely used costing system is known as a process cost system.
This system assigns costs to a cost center rather than to a particular job. All
the production costs of a department are collected, and the departmental
cost per unit is determined by dividing the total departmental costs by the
number of units processed through the department. Process cost systems
are used more commonly in food processing, oil refining, flour milling,
paint manufacturing, and so on.

No two cost accounting systems are identical. Many factors determine
the kind of system to use, such as product mix, plant location, product
diversity, number of specific customer orders, and complexity of the manu-
facturing process. It may be advisable to combine certain characteristics of
both types of systems in certain situations. For example, in a steel mill the
primary system may be a process cost system; however, minor activities,
such as maintenance, may be on a job cost basis. The controller should
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thoroughly analyze all operations to determine the system that best satisfies
all needs.

The controller should be aware of two issues currently affecting the job
order and process costing systems:

1. JIT manufacturing systems allow the controller to reduce or eliminate the
record keeping needed for job cost reporting. Because JIT tends to elimi-
nate variances on the shop floor by eliminating the WIP that used to mask
problems, there are few cost variances for the cost accountant to accumu-
late in a job cost report. Therefore, the time needed to accumulate infor-
mation for job costing may no longer be worth the increase in accuracy
derived from it, and the controller should consider using the initial
planned job cost as the actual job cost.

2. One of the primary differences between process and job shop costing
systems is the presence (job shop) or absence (process flow) of WIP.
Since installing a JIT manufacturing system inherently implies reduc-
ing or eliminating WIP, a JIT job shop costing system may not vary
that much from a process costing system.

MEASURING DIRECT MATERIAL COSTS

The term “direct material” refers to material that can be definitely or specifi-
cally charged to a particular product, process, or job and that becomes a com-
ponent part of the finished product. The definition must be applied in a
practical way, for if the material cannot be conveniently charged as direct or
if it is an insignificant item of cost, it probably would be classified as “indi-
rect material” and allocated with other manufacturing expenses to the product
on some logical basis. Direct material also should include the cost of packing
supplies necessary to deliver the goods to the customer, as well as any normal
losses due to scrap, evaporation, spoilage, or shrinkage. Excessive amounts
of scrap should be expensed or charged to the overhead account.

In its broadest sense, material planning and control is simply the provid-
ing of the required quantity and quality of material at the required time and
place in the manufacturing process. By implication, the material secured
must not be excessive in amount, and it must be fully accounted for and
used as intended. The extent of material planning and control is broad and
should cover many areas, such as plans and specifications; purchasing;
receiving and handling; inventories; usage; and scrap, waste, and salvage.
In each of these phases, the controller has certain responsibilities and can
make contributions toward an efficient operation.
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Because material is such a large cost item in most manufacturing con-
cerns, effective utilization is an important factor in the financial success or
failure of the business. Proper planning and control of materials with the
related adequate accounting has advantages in that it:

* Reduces inefficient use or waste of materials

* Reduces production delays by reason of lack of materials

* Reduces the risk from theft or fraud

* Reduces the investment in inventories

» Reduces the required investment in storage facilities

* Provides more accurate interim financial statements

* Assists buyers through a better-coordinated buying program
* Provides a basis for proper product pricing

* Provides more accurate inventory values

CONTROLLING DIRECT MATERIAL COSTS

Before describing direct material cost controls, those costs must be defined.
Direct material costs include the invoice price for the direct material, the
inbound freight cost, sales taxes and duties, and the cost of delivery pallets
or other freight containers. Any discounts should be taken from the mate-
rial cost, while licensing or royalty payments should be added to the cost.

With respect to materials, as with other costs, control in its simplest
form involves the comparison of actual performance with a measuring
stick—standard performance—and the prompt rectification of adverse
trends. However, it is not simply a matter of saying “350 yards of material
were used, and the standard quantity is only 325” or “The standard price is
$10.25 but the actual cost to the company was $13.60 each.” Many other
refinements are involved: The standards must be reviewed and better meth-
ods found, or checks and controls must be exercised before the cost is
incurred. The central theme, however, is still the use of a standard as a
point of measurement.

Although the application of controls will vary in different firms, some
of the considerations that must be handled by the controller are described
in the next sections.

Purchasing and Receiving

* Establishment and maintenance of internal checks to ensure that mate-
rials paid for are received and used for the purposes intended. Since
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some purchases are now received on a just-in-time basis, the controller
may find that materials are now paid for based on the amount of pro-
duction manufactured by the company in a given period, instead of a
large quantity of paperwork associated with a large number of small-
quantity receipts.

* Audit of purchasing procedures to ascertain that bids are received
where applicable. A JIT manufacturing system uses a small number of
long-term suppliers, however, so the controller may find that bids are
restricted to providers of such services as janitorial duties and copier
repairs.

e Comparative studies of prices paid for commodities with industry
prices or indexes.

* Measurement of price trends on raw materials. Many JIT supplier con-
tracts call for price decreases by suppliers at set intervals; the control-
ler should be aware of the terms of these contracts and audit the timing
and amount of the changes.

* Determination of price variances on current purchases through com-
parison of actual and standard costs. This determination may involve
purchases at the time of ordering or at the time of receipt. The same
approach may be used in a review of current purchase orders to advise
management in advance about the effect on standard costs. In a JIT
environment, most part costs would be contractually set with a small
number of suppliers, so the controller would examine prices charged
for any variations from the agreed-on rates.

Material Usage

* Comparison of actual and standard quantities used in production. A
variance may indicate an incorrect quantity on the product’s bill of
materials, misplaced parts, pilferage, or incorrect part quantities
recorded in inventory.

* Preparation of standard cost formulas, to emphasize major cost items
and as a part of a cost reduction program.

* Preparation of reports on spoilage, scrap, and waste compared with
standard. In a JIT environment, no scrap is allowed for and certainly
none is included in the budget as a standard.

* Calculation of costs to make versus costs to buy.

This list suggests only some of the methods available to the controller in
dealing with material cost control.
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CONTROLLING DIRECT MATERIAL QUANTITIES

Standards of material usage may be established by at least three procedures:

1. By engineering studies to determine the best kind and quality of mate-
rial, taking into account the product design requirements and production
methods

2. By an analysis of past experience for the same or similar operations

3. By making test runs under controlled conditions

Although a combination of these methods may be used, best practice usually
dictates that engineering studies should be made. To the theoretical loss
must be added a provision for those other unavoidable losses that are
impractical to eliminate. In this decision, past experience will play a part.
Past performance alone, of course, is not desirable in that certain known
wastes may be perpetuated. This engineering study, combined with a few
test runs, should give fairly reliable standards.

Quantity standards are based on certain production methods and product
specifications. It would be expected, therefore, that quantity standards
should be modified as these other factors change, if such changes affect
material usage. For the measuring stick to be an effective control tool, it
must relate to the function being measured. However, the adjustment need
not be carried through as a change in inventory value, unless it is significant.

In the best material quantity control scheme, the firm knows in advance
how much material should be used on the job, frequently secures informa-
tion about how actual performance compares with standard during the
progress of the work, and takes corrective action where necessary. The
supervisor responsible for the use of materials, as well as his or her superior,
should be aware of these facts. At the lowest supervisory level, details of
each operation and process should be in the hands of those who can control
usage. At higher levels, of course, only overall results need to be known.

The method to be used in comparing the actual and the standard usage
will differ in each company, depending on several conditions. Some of the
more important factors that will influence the controller in applying control
procedures to material usage are:

* The production method in use
* The type and value of the materials

* The degree to which cost reports are utilized by management for cost
control purposes
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One of the most important considerations is the nature of the production
process. In a job order or lot system, such as an assembly operation in an
aircraft plant, where a definite quantity is to be produced, the procedure is
quite simple. A production order is issued, and a bill of material or “stan-
dard requisition” states the exact quantity of material needed to complete
the order. If parts are spoiled or lost, it then becomes necessary to secure
replacements by means of a nonstandard or excess usage requisition. Usu-
ally the foreman must approve this request, and, consequently, the excess
usage can be identified immediately.

If production is on a continuous process basis, then a periodic compari-
son can be made of material used in relation to the finished product. Cor-
rective action may not be as quick here, but measures can be taken to avoid
future losses.

Just as the production process is a vital factor in determining the cost
accounting plan, so also it is a consideration in the method of detecting
material losses. If losses are to be localized, then inspections must be made
at selected points in the manufacturing process. At these various stations,
the rejected material can be counted or weighed and costed if necessary.
When there are several distinct steps in the manufacturing process, the con-
troller may have to persuade the production group of the need and desir-
ability to establish count stations for control purposes. Once these stations
are established, the accountant’s chief contribution is to summarize and
report the losses over standard.

Another factor in the method of reporting material usage is the type and
value of the item itself. A cardinal principal in cost control is to place pri-
mary emphasis on high-volume items. Hence valuable airplane motors, for
example, would be identified by serial number and otherwise accurately
accounted for. Items with less unit value, or not readily segregated, might
be controlled through less accurate periodic reporting.

Management often is not directly interested in dollar cost for control
purposes, but only in physical units. There are no differences in the princi-
ples involved, only in the applications. Under these conditions, the control-
ler should see that management is informed of losses in terms of physical
units. In this case, the cost report would be merely a summary of the losses.
Experience shows, however, that as the controller gives an accounting in
dollars, other members of management will become more cost conscious.

A variation on using quantity standards and materials variation reporting
is JIT variance reporting. One of the cornerstones of the JIT concept is that
only what is needed is ordered. What is used is not wasted, and there should
be no materials variances. Of course, even at world-class JIT practitioners
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such as Motorola and Toyota, there is scrap; however, there is much less than
would be found at a non-JIT company. Consequently, the controller must
examine the cost of collecting the variance information against its value in
correcting a small number of scrap causes. The conclusion may be that JIT
does not require much materials variance reporting, if any.

In comparing actual and standard material costs, the use of price stan-
dards permits the segregation of variances as a result of excess usage from
those incurred by reason of price changes. By and large, however, the mate-
rial price standards used for inventory valuation cannot be considered as a
satisfactory guide in measuring the performance of the purchasing depart-
ment. Prices of materials are affected by so many factors outside the busi-
ness that the standards represent merely a measure of what prices are being
paid compared with what was expected to be paid.

A review of price variances may, however, reveal some informative data.
Exceedingly high prices may reveal special purchases for quick delivery
because someone had not properly scheduled purchases. Or higher prices
may reveal shipment via express when freight shipments would have been
satisfactory. Again, the lowest-cost supplier may not be utilized because of
the advantages of excellent quality control methods in place at a competing
shop. The total cost of production and the impact on the marketplace need to
be considered—not merely the purchase price of the specific item. A general
guide for controllers is that the exact cause for any price variance must be
ascertained before valid conclusions can be drawn.

One negative result of recording a purchase price variance is that the
purchasing department may forgo close supplier relationships in order to
get the lowest part cost through the bidding process. Part bidding is the
nemesis of close supplier parings (a cornerstone of JIT), because suppliers
know they will be kicked off the supplier list, no matter how good their
delivery or quality, unless they bid the lowest cost.

In practice, the responsibility for setting price standards varies. Some-
times the cost department assumes this responsibility on the basis of a
review of past prices. In other cases the purchasing staff gives an estimate
of expected prices that is subject to a thorough and analytical check by the
accounting staff. Probably the most satisfactory setup is through the com-
bined effort of these two departments.

Where products are costly and relatively few in number, the controller
may find it useful to provide management periodically with both the
changes in standard prices and an indication about the effect of price
changes on the standard cost of the product. Such statements may stimulate
thinking about material substitutions in processes or specifications.
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MEASURING DIRECT LABOR COSTS

Labor accounting and control are important. As automation and the use of
robots become more prevalent, what was once called direct labor may no
longer be important. But labor is still a significant cost. Likewise, those
costs that are closely related to labor costs have grown by leaps and bounds:
costs for longer vacations, more adequate health and welfare plans, pension
plans, and increased social security taxes. These fringe benefit costs now
approximate 40% to 50% of many payrolls. For all these reasons, the cost
of labor is an important cost factor.
The objectives of labor accounting are twofold:

1. A prompt and accurate determination of the amount of wages due the
employee

2. The analysis and determination of labor costs in such manner as may
be needed by management (e.g., by product, operation, department, or
category of labor) for planning and control purposes

The advent of JIT manufacturing systems has called into question the need
for reporting the direct labor utilization variance. This variance revolves
around the amount of a product that is produced with a given amount of
labor; thus, a positive labor utilization variance can be achieved by produc-
ing more product than may be needed. An underlying principle of JIT is
that only as much as is needed is produced, so JIT and labor utilization
variance reporting are inherently at odds with each other. If JIT has been
installed, then the controller should consider eliminating this type of vari-
ance reporting.

CONTROLLING DIRECT LABOR COSTS

As with direct materials cost controls, direct labor costs must be defined
before considering controls. Direct labor is that labor which can be specifi-
cally identified with providing a service, completing a project, or building a
product. Such costs include assembly, inspection, processing, and packag-
ing. When accounting for a large project, direct labor typically will include
many types of labor that fall into the overhead classification in other forms
of production; this is because nearly all positions, such as janitorial and
maintenance, can be directly associated with the project. Nonproductive
time that cannot be associated with a specific service, product, or project
will become part of overhead. For example, break time for an employee
who is working on one product can logically be assigned to that product;
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however, clean-up time for a factory that produced multiple products should
be assigned to overhead.

The cost of labor has a number of components, and these are assigned to
either direct labor cost or overhead cost. The governing criteria in assigning
a cost to either direct labor or overhead is that a labor cost component
should be assigned to direct labor if the cost is incurred because the com-
pany uses direct labor to produce a service, product, or project. In other
words, most employee benefits will not be incurred unless direct labor is
performed, and therefore those costs must fall into direct labor. Typical
employee benefit costs that fall into this category are:

* Productivity bonuses (both individual and group)

* Social Security

* Cost of living allowances

* Health insurance

* Group life insurance

* Holiday pay

* Vacation pay

* Pension costs

* Worker’s compensation insurance costs

* Unemployment insurance compensation (state and federal)

The assignment of these costs to direct labor or overhead will vary depend-
ing on the situations of individual firms, so the controller should consult
with the company’s external auditors for an opinion on this matter.

In controlling direct labor costs, as with most manufacturing costs, the
ultimate responsibility must rest with the line supervision. Yet line supervi-
sors must be given assistance in measuring performance, and certain other
policing or restraining functions must be exercised. Herein lie the primary
duties of the controller’s organization. Among the means at the disposal of
the chief accounting executive in labor control are:

* Institute procedures to limit the number of employees placed on the
payroll to that called for by the production plan.

* Provide preplanning information for use in determining standard labor
crews by calculating required standard person-hours for the production
program.

* Report hourly, daily, or weekly standard and actual labor performance.
This reporting would not be necessary in a JIT environment.
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* Institute procedures for accurate distribution of actual labor costs, includ-
ing significant labor classifications to provide informative labor cost
analyses. This reporting would not be necessary in a JIT environment.

* Provide data on past experience with respect to the establishment of
standards. This reporting would not be necessary in a JIT environment.

* Keep adequate records on labor standards and be on the alert for nec-
essary revisions.

* Furnish other supplementary labor reports, such as:
o Hours and cost of overtime premium, for control of overtime.

o Cost of call-in pay for time not worked to measure efficiency of
those responsible for call-in by union seniority.

o Comparative contract costs (old vs. new union contracts).

o Average hours worked per week, average take-home pay, and simi-
lar data for labor negotiations.

o Detailed analysis of labor costs over or under standard. This report-
ing would not be necessary in a JIT environment.

o Statistical data on labor turnover, length of service, and training
costs.

o Union time—cost of time spent on union business.

A JIT manufacturing environment creates significant changes in direct
labor costs that the controller should be aware of. When a manufacturing
facility changes from an assembly line to manufacturing cells, the labor
efficiency level drops because machine setups become more frequent. A
major JIT technique is to reduce setup time to minimal levels, but even the
small setup times required for cellular manufacturing require more labor
time than the zero setup times used in long assembly-line production runs.
Consequently, if management is contemplating switching to cellular manu-
facturing, the controller should expect an increase in the labor hours bud-
get. Also, if the labor cost does not increase, the controller should see if the
engineering staff has changed the labor routings (standard hours required to
produce a product itemized by skills required and department) to increase
the number of expected setup times.

The following discussion on labor standards does not apply to a JIT man-
ufacturing environment, especially one that uses cellular (i.e., “group’) man-
ufacturing layouts. Labor utilization standards can be improved by
increasing the amount of production for a set level of labor, and this is con-
sidered to be good in an assembly line environment. Under JIT, however,
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producing large quantities of parts is not considered acceptable; under JIT,
good performance is producing the exact quantity of parts that are needed,
and doing so with quality that is within present tolerance levels. Once the
correct quantity of parts is produced, the direct labor staff stops production;
this creates unfavorable labor utilization variances. Therefore, measuring a
JIT production facility with a labor utilization variance would work against
the intent of JIT, since the production manager would be encouraged to pro-
duce more parts than needed and would not be mindful of the part quality.

The improvement of labor performance and the parallel reduction and
control of costs require labor standards—operating time standards and the
related cost standards. Setting labor performance standards is a highly ana-
lytical job that requires a technical background of the production processes
as well as a knowledge of time study methods. This may be the responsibil-
ity of a standards department, industrial engineering department, or cost
control department. Occasionally it is under the jurisdiction of the control-
ler. Establishment of the standard operation time requires a determination
of the time needed to complete each operation when working under stan-
dard conditions. Hence this study embodies working conditions, including
the material control plan, the production planning and scheduling proce-
dure, and layout of equipment and facilities. After all these factors are con-
sidered, a standard can be set by the engineers.

In using time standards for measuring labor performance, the accounting
staff must work closely with the industrial engineers or those responsible
for setting the standards. The related cost standards must be consistent; the
accumulation of cost information must consider how the standards were set
and how the variances are analyzed.

Generally, performance standards are not revised until a change of
method or process occurs. Because standards serve as the basis of control,
the accounting staff should be on the alert for changes put into effect in the
factory but not reported for standard revision. If the revised process
requires more time, the production staff usually will make quite certain that
their measuring stick is modified. However, if the new process requires less
time, it is understandable that the change might not be reported promptly.
Each supervisor naturally desires to make the best possible showing. The
prompt reporting of time reductions might be stimulated through a periodic
review of changes in standard labor hours or costs. In other words, the cur-
rent labor performance of actual hours compared with a standard should be
but one measure of performance; another measure is standard time reduc-
tions, also compared with a goal for the year.

It should be the responsibility of the controller to see that the standards
are changed as the process changes to report true performance. If a wage
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incentive system is related to these standards, the need for adjusting pro-
cess changes is emphasized. An analysis of variances, whether favorable or
unfavorable, will often serve to indicate revisions not yet reported.

Although standard revisions often are made for control purposes, it may
not be practical or desirable to change product cost standards. The differ-
ences may be treated as cost variances until they are of sufficient magni-
tude to warrant a cost revision.

Effective labor control through the use of standards requires frequent
reporting of actual and standard performance. Furthermore, the variance
report must be by responsibility. For this reason the report on performance
is prepared for each foreman as well as for the plant superintendent. The
report may or may not be expressed in terms of dollars. It may compare
person-hours or units of production instead of monetary units, but it always
does compare actual and standard performance.

In a JIT environment, the manufacturing departments are tightly inter-
locked with minimal WIP between each department to hide problems
caused by reduced manpower. In other words, if an area is understaffed,
then downstream workstations will quickly run short of work. Conse-
quently, the most critical direct labor measure in a JIT environment is a
report of absent personnel, delivered promptly to the production managers
at the start of the workday, so they can reshuffle staff members to cover all
departments and contact the missing personnel.

Generally speaking, labor rates paid by a company are determined by
external factors. The rate standard used is usually that normally paid for the
job or classification as set by collective bargaining. If standards are set
under this policy, no significant variances should develop because of base
rates paid. Some rate variances, however, may be created and are controlla-
ble by management. Some of these reasons, which should be set out for
corrective action, include:

* Overtime in excess of that provided in the standard
* Use of higher-rated classifications on the job

e Failure to place staff members on incentive pay, such as additional
payments when objectives are achieved

* Use of a crew mixture that is different from the standard (more higher
classifications and fewer of the lower, or vice versa)

The application of the standard labor rate to the job poses no great problem.
Usually the accounting department applies the labor rate after securing the
rates from the personnel department. Where overtime is contemplated in the
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standard, it is necessary, of course, to consult with production to determine
the probable extent of overtime for the capacity at which the standard is set.

Labor requirements can be preplanned in some firms. The degree to
which this preplanning takes place depends on the industry and particular
conditions within the individual firm. Are business conditions sufficiently
stable so that some reasonably accurate planning can be done? Can the
sales department indicate with reasonable accuracy what the requirements
will be over the short run? A useful preplanning application might be a
machine shop where thousands of parts are made. If production require-
ments are known, the standard hours worked necessary can be calculated
and converted to manpower. The standard hours worked may be stored in a
computer by skills required and by department (i.e., a labor routing). After
evaluating the particular production job, an experienced efficiency factor
may be determined. Thus if 12,320 standard hours worked are needed for
the planned production but an efficiency rate of only 80% is expected, then
15,400 actual hours worked must be scheduled. This requires a crew of 385
employees (at 40 hours per week for one week). This can be further refined
by skills, or an analysis can be made of the economics of authorizing over-
time. Steps should be taken to ensure that only the required number is
authorized on the payroll for this production. As the requirements change,
the standard person-hours should be reevaluated.

In a material requirements planning (MRP) environment, labor routings
must be at least 95% accurate, and the firm must adhere strictly to a master
production schedule. If the controller works in such an environment, then
labor requirements can easily be predicted by multiplying the related labor
routings by the unit types and quantities shown on the master schedule.

Wage Incentive Plans

In an effort to increase efficiency, a number of companies have introduced
wage incentive plans, with good results. The controller is involved through
the payroll department, which must calculate the monetary effect of such a
plan. The controller’s responsibilities for the system are best left to author-
ities on the subject. One facet of an incentive plan, however, is germane to
the costing process and should be discussed. When an incentive wage plan
is introduced into an operation already on a standard cost basis, a problem
arises about the relationship between the standard performance level at
which incentive earnings commence and the standard performance level
used for costing purposes. Moreover, what effect should the wage incentive
plan have on the standard labor cost and standard manufacturing expense of
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the product? To cite a specific situation, a company may be willing to pay
an incentive to labor for performance that is lower than that assumed in the
cost standard (but much higher than actual experience). If such a bonus is
excluded from the cost standard, the labor cost at the cost standard level
will be understated. Further, there may be no offsetting savings in manufac-
turing expenses since the costs are incurred to secure performance at a
lower level than the cost standard. These statements assume, of course, that
the existing cost standard represents efficient performance even under
incentive conditions. If, however, the effect of the incentive plan is to
increase sustained production levels well above those contemplated in the
cost standards, it may be that the product will be overcosted by using cur-
rent cost standards and that these standards are no longer applicable. How
should the cost standards be set in relation to the incentive plan?

In reviewing the plan, several generalizations may be made. First, there
is no necessary relationship between standards for incentive purposes and
standards for costing purposes. The former are intended to stimulate
effort, whereas the latter are used to determine what the labor cost of the
product should be. One is a problem in personnel management, whereas
the other is strictly an accounting problem. With such dissimilar objec-
tives, the levels of performance could logically be quite different.

Then, too, the matter of labor costing for statement purposes should be
differentiated from labor control. As we have seen, labor control may
involve nonfinancial terms—pieces per hour, pounds per hours worked,
and so on. Labor control can be accomplished through the use of quantita-
tive standards. Even if costs are used, the measuring stick for control need
not be the same as for product costing. Control is centered on variations
from performance standards and not on product cost variations.

A thorough consideration of the problem results in the conclusion that
labor standards for costing purposes should be based on normal expecta-
tions from the operation of a wage incentive system under standard opera-
tion conditions. The expected earnings under the bonus plan should be
reflected in the standard unit cost of the product. It does not necessarily
follow that the product standard cost will be higher than that used before
introduction of the incentive plan. It may mean, however, that the direct
labor cost will be higher by reason of bonus payments. Yet because of
increased production and material savings, the total unit standard manufac-
turing cost should be lower.
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TARGET COSTING

The main point of this chapter has been to control production costs after a
product design reaches the factory floor. However, by this time the compo-
nents being used in the product have already been fixed and the design is
one that must be produced using specific manufacturing methods. By the
time a product reaches production, there really is not a great deal that the
controller (or anyone else) can do to reduce product costs beyond a few
percentage points that can be garnered from the extra efficiencies already
noted in this chapter. A better approach that attacks costs before the design
is finished is called target costing.

In essence, target costing requires many departments to become involved
in the design stage, where they work together to create products that meet
specific target costs that will create tolerable margins at predetermined
product price points. If a product design cannot attain its target cost, then it
is shelved. The methodology starts with a review of the market to see what
prices are being charged by competing products, or what prices customers
think they would pay if a new product design were to be sold. Then the
accounting staff backs out a company-standard profit margin from the sale
price, which leaves the target cost. This cost actually may be a range of
costs, since the sales and marketing staff may conclude that the product
price will drop over time as competition increases, which will require a
matching drop in costs if margins are to be maintained.

The target cost then goes to the design group, which includes not just
the usual engineers but also a cost accountant and representatives from the
production, marketing, and purchasing staffs. This group then breaks down
the target cost further and assigns a target cost to subcomponents of the
product; each of these costs is then worked on by a subgroup of the design
team. All members of the groups pitch in to determine new ways to meet
their cost targets, such as new production methods or the use of a small
number of parts that can be purchased in sufficiently high volume to result
in lower per-unit part prices from suppliers. The design team will go
through a number of milestone reviews to see if it is coming close to its
target cost. The team must prove in each succeeding review that it is com-
ing closer to the target, or else the project will be canceled. For example, if
the team can come within 12% of its target cost during the first milestone
review, then the project is allowed to continue to the next milestone, where
the team must be within 9% of its goal, and so on. This rigorous approach
keeps the project on track and avoids any sudden surprises.
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The role of the cost accountant is to continually recompile the cost of the
product as it passes through its various design milestones (which may be a
great deal of work if the product has a large number of component parts)
and to feed this information back to the design team, which uses it to spot
high-cost parts that will be subject to further design work. In addition, the
cost accountant must continue to review product costs after the completed
design is released to production, so that management can see if the
designed cost is the same as the manufactured cost. This subsequent analy-
sis should not just be a simple variance that gives management no clue
regarding why costs have changed; instead, it should specifically note what
internal processes or external part prices are causing the variances. Finally,
there may be plans to continually reduce product costs over time, in which
case the cost accountant will be responsible for tracking the progress of
cost reductions and notifying management of specific problems in achiev-
ing these goals.
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OVERHEAD

The indirect manufacturing expenses, or overhead costs, of a manufacturing
operation have increased significantly as business has become more com-
plex and as the utilization of more sophisticated machinery and equipment
has become more prevalent. As the investment in computer-controlled
machinery has increased, improving productivity and reducing direct labor
hours, the control of depreciation expense, power costs, machine repairs
and maintenance, and similar items has received a greater emphasis by
management.

Manufacturing overhead has several distinguishing characteristics com-
pared with the direct manufacturing costs of material and labor. It includes
a wide variety of expenses, such as depreciation, property taxes, insurance,
fringe benefit costs, indirect labor, supplies, power and other utilities, cler-
ical costs, maintenance and repairs, and other costs that cannot be associ-
ated directly with a process or job. These types of costs behave differently
from direct costs, as the volume of production varies. Some will fluctuate
proportionately as production increases or decreases, and some will remain
constant or fixed and will not be sensitive to the change in the number of
units produced. Some costs may be semivariable and fixed for a particular
volume level; however, they may vary with volume, but not absolutely pro-
portionately with volume, and probably can be segregated into their fixed
and variable components.

In the midst of this plethora of fixed, variable, and semivariable costs,
the controller must control costs as well as account for costs by process or
job. This chapter provides an overview of how the controller can manage
these tasks.

171
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NEED FOR OVERHEAD CONTROLS

The diverse types of expenses in overhead and divided responsibility con-
cerning their management may contribute to the incurrence of excessive
costs. Furthermore, the fact that many cost elements seem to be quite small
in terms of consumption or cost per unit often encourages neglect of proper
control. For example, it is natural to increase clerical help as required when
volume increases to higher levels, but there is a reluctance and usually a
delay in eliminating such help when no longer needed. The reduced
requirement must be forecasted and anticipated and appropriate actions
taken in a timely manner. Numerous expenses of small-unit-cost items in
the aggregate can make the company less competitive: excessive hours
worked for maintenance, use of special forms or supplies when standard
items would be sufficient, personal use of supplies, or indiscriminate use of
communications and reproduction facilities. All types of overhead expenses
must be evaluated and controls established to achieve cost reduction wher-
ever possible.

Although these factors may complicate the control of manufacturing
overhead, the basic approach to this control is fundamentally the same as
that applying to direct costs: the setting of budgets or standards, the mea-
surement of actual performance against those standards, and the taking of
corrective action when those responsible for meeting budgets or standards
repeatedly fail to reach the goal.

Standards may change at different volume levels; in other words, they must
have sufficient flexibility to adjust to the level of operations under which the
supervisor is working. To this extent the setting and application of overhead
standards may differ from the procedure used in the control of direct material
and direct labor. Also, the controller can use activity-based costing (ABC) to
assign costs to products (or other cost elements, i.e., production departments
or customers). Activity-based costing is a process that summarizes costs, allo-
cates those costs to activities, and then charges the fully costed activities to
those products or processes that use the activities. This approach is better than
the traditional method of assigning a uniform overhead rate to all production,
because using ABC results in more accurate product costing.

RESPONSIBILITIES OF THE CONTROLLER

In formulating and reporting on overhead information, the controller
should heed these suggestions to make the information more useful to the
manufacturing executive:
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Base the budget (or other standard) on technical data that are sound
from a manufacturing viewpoint and should be agreed to in advance by
the manufacturing manager. As manufacturing processes change, the
standards must change. Adoption of just-in-time (JIT) techniques may
require, for example, a different alignment of cost centers. Further,
with the increased use of robots or other types of mechanization, direct
labor will play a less important role, while manufacturing expense
(through higher depreciation charged, perhaps more indirect labor,
higher repairs and maintenance, and power) will become relatively
more significant.

Give manufacturing department supervisors, who will do the actual
planning and control of expenses, the opportunity to fully understand
the system, including the manner in which the budget expense structure
is developed, and to generally concur in the fairness of the system.

The account classifications must be practical, the cost departments
should follow the manufacturing organization structure, and the alloca-
tion methods must permit the proper valuation of inventories as well as
proper control of expense.

Allocate the manufacturing costs as accurately as possible, so that the
manufacturing executive can determine the expense of various prod-
ucts and processes. This topic is covered in more detail later in the
“Activity-Based Costing: An Introduction” section.

Where a budgeting process is operational, procedures must be in place
that facilitate the preparation of the planning budget in an effective and
timely manner (by provision of adequate forms, instructions, sched-
ules, etc.).

Where flexible budgets are in use, either identify or assist in the identi-
fication of the fixed and variable portions of costs.

Determine that the costing methods provide reliable and acceptable
accumulation and allocation by cost object and that variances are prop-
erly analyzed.

Work with industrial engineers who will provide the technical data
required for the development of standards, such as manpower needs,
power requirements, expected downtime, and maintenance requirements.

Work with the manufacturing executive to develop information collec-
tion procedures for assigning costs to activities and tracking product
usage of those activities if an activity-based costing system is in place.
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ACCOUNT CLASSIFICATIONS

One requirement for adequate cost control or accurate cost determination is
the proper classification of accounts. Control must be exercised at the
source, and as costs are controlled by individuals, the primary classification of
accounts must be by individual responsibility. Determining responsibility
generally requires a breakdown of expenses by factory departments: either
productive departments or service departments, such as maintenance, power,
or the tool crib. Sometimes, however, it becomes necessary to divide the
expense classification more finely to secure a proper control or costing of
products—to determine actual expenses and expense standards by cost cen-
ter. This decision about the degree of refinement will depend largely on
whether improved product costs result or whether better expense control
can be achieved.

A cost center, which is ordinarily the most minute division of costs, is
determined on one of two bases:

1. One or more similar or identical machines

2. The performance of a single operation or group of similar or related
operations in the manufacturing process

The separation of operations or functions is essential because a foreman may
have more than one type of machine or operation in his or her department—
all of which affect costs. One product may require the use of expensive
machinery, and another may need only some simple hand operations. The
segregation by cost center will reveal this cost difference. Different overhead
rates are needed to reflect differences in services or machines required.

If the controller chooses to install an ABC system, then a very different
kind of cost breakdown will be required. The ABC method collects costs
by activities rather than by department. For example, under ABC, informa-
tion might be collected about the costs associated with engineering change
orders rather than the cost of the entire engineering department. If manage-
ment decides that it wants both ABC and departmental cost information,
then the controller must record the information twice—once by department
and again by activity.

The accounts that are capitalized into the overhead account are well
defined by generally accepted accounting practice (GAAP) and are pre-
sented in Exhibit 9.1.
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Description Capitalize Expense
Advertising expenses XXX
Costs of strikes XXX
Depreciation and cost depletion XXX

Factory administration expenses XXX

General & administrative expenses related to overall operations XXX
Income taxes XXX
Indirect labor and production supervisory wages XXX

Indirect materials and supplies XXX

Interest XXX
Maintenance XXX

Marketing expenses XXX
Officers’ salaries related to production services XXX

Other distribution expenses XXX
Pension contribution related to past service costs XXX
Production employee’s benefits XXX

Quality control and inspection XXX

Rent XXX

Repair expenses XXX

Research and experimental expenses XXX
Rework labor, scrap, and spoilage XXX XXX
Salaries of officers related to overall operations XXX
Selling expenses XXX
Taxes other than income taxes related to production assets XXX

Tools and equipment not capitalized XXX

Utilities XXX

EXHIBIT 9.1 ALLOCATION OF COSTS TO EXPENSES OR CAPITAL ACCOUNTS
Source: Adapted from Coopers & Lybrand LLP, Analysis: Tax Reform Act of 1986, New York:
1986, p. 176.

Most of the debate surrounding the content of the overhead cost pool is
about the segments of inventory to which the overhead should be applied.
Overhead is not normally applied to raw materials, but arguments have
been presented in favor of these two issues:

1. Inbound transportation costs. Where the cost of getting the goods to
the factory site is identifiable with particular material or lots, the cost
may properly be added to the raw material. If such allocation is
impractical, it may be considered part of the manufacturing overhead.

2. Purchasing department expense. The cost of this department gener-
ally would continue at the same level from period to period regardless
of receipts, so allocating the cost to raw materials would not be a proper
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matching of expenses with effort expended. The cost may be more
properly treated as manufacturing overhead.

The overall discussion of overhead issues will become less important as
more companies adopt just-in-time inventory systems. As inventories
shrink, there will be only small quantities of work-in-process or finished
goods on hand, so most overhead costs will flow directly to the income
statement.

FIXED AND VARIABLE COSTS

Another step in controlling manufacturing overhead is the segregation of
costs into two groups: fixed or variable. Variable costs increase or decrease
in direct proportion to the volume of work. Control is exercised by keeping
the expense within the limits determined for the particular level of activity.
Fixed costs do not vary with activity but remain much the same over a rela-
tively short period of time. Control over this kind of expense rests with the
executives who determine policy with respect to plant investment, inven-
tory level, and size of organization. Failure to distinguish between these
two types of expenses can result in failure to control overhead. This is
because the controller cannot tell whether increased costs result from
higher unit fixed costs as a result of lower volume or from failure to keep
variable costs within proper bounds.

The segregation of fixed and variable expenses permits the adoption of
the flexible budget, which is a budget that allows expenses to vary with the
activity level of the department involved. The opposite kind of budget is the
fixed budget, which is planned for a fixed activity level. Activity rarely
stays at one level in practice, so fixed budgets are of little use if the volume
level changes.

Another classification of manufacturing expenses is the semivariable
expense. This expense varies with the volume of production, but not in
direct proportion to that volume. Two techniques are available to control
these expenses. One method is to determine for each semivariable expense
in each department just what the costs should be at various operating levels.
For example, if the expected range is between 60% and 90% of capacity,
costs should be budgeted at every 5% level (i.e., 65%, 70%, 75%). The
budget applicable to the actual volume level would be selected and interpo-
lated between the 5% ranges if necessary. Then actual costs would be com-
pared to the budget and corrective action taken.

Another method of applying budgetary control to semivariable expenses
is to resolve them into their fixed and variable portions and treat each
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accordingly. The fixed portion could be considered the necessary expense
at the lower level of the expected volume, and the difference between this
and the higher level could be treated as variable.

A good starting point in determining the fixed and variable components
of costs is past experience. This review should encompass not only total
costs but also various measures of activity. It is necessary to determine how
much costs vary, as well as the best tool or factor for measuring activity.
For example, past activity may be related to standard direct labor hours,
actual direct labor hours, or units of production. Review of past experience
must be supplemented by good judgment in applying the data to future
periods. Changes in wage rates, material costs, or supervisory staff, for
example, must be considered in modifying the data for standard purposes.

Examples of fixed costs include:

* Costs fixed by general management decisions
o Depreciation on buildings and machinery
o Real and personal property taxes
o Insurance (property and liability)
o Salaries of production executives
o Patent amortization

* Costs fixed by production executive decisions
o Salaries of factory supervisory staff
o Factory administrative expense
o Safety expenses

Examples of variable costs include:

* Royalties on units produced
* Small tool expense

e Supplies

* Testing expense

 Salvage expense

Examples of semivariable costs (i.e., those costs that contain both fixed and
variable elements) include:

* Repairs and maintenance

* Factory office salaries and expense
* Payroll taxes and insurance

e Utilities
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The illustrative separation of the fixed and variable elements of a manufac-
turing expense by a simple method is shown next. Three assumptions for
the example are:

1. At a level of 50% of normal capacity, the maintenance department
expense is $80,000 per month, whereas experience shows that at a
level of 80% of capacity, the cost is $128,000.

2. The variable factor, or measuring stick, is standard hours of produc-
tion worked.

3. At an 80% capacity, the standard hours worked are 160,000.

The variable costs are $48,000, and the variable budget allowance is $0.80
per standard hour worked, calculated as follows:

Capacity
% Normal Activity Standard Hours Worked Cost
80% 160,000 $128,000
50% 100,000 80,000
Variable 60,000 $48,000
Unit variable cost $0.80

($48,000/60,000)

On such a budget structure, the maintenance department allowance for a
month of 120,000 standard hours of production worked will be:

Fixed portion $80,000
Variable ($0.80 x 120,000 - 100,000) 16,000
Total $96,000

Note that the variable allowance is granted only for standard hours
worked in excess of what was considered the lowest probable level of activ-
ity. However, the entire cost might be treated as variable within the same
budget (120,000 x $0.80 = $96,000).

Graphic Determination of Fixed and Variable Costs

The use of only a few points to determine the variable expense is of limited
value, because only a few levels are considered. If more accuracy is desired,
another convenient approach is to use a scatter chart. For example, assume
that the data in Exhibit 9.2 on personnel department costs are available.
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Month Factory Standard Hours Worked Total Departmental Costs
January 20,000 12,200
February 16,000 10,600
March 13,000 9,400
April 14,000 9,800
May 17,000 10,400
June 19,000 12,000
July 21,000 12,400
August 23,000 12,600
September 25,000 13,600
October 22,000 12,200
November 18,000 11,800
December 19,000 11,600

EXHIBIT 9.2 COMPARISON OF COSTS TO STANDARD HOURS WORKED
ACTIVITY MEASURE

These numbers are then plotted on a chart as in Exhibit 9.3 The vertical
axis represents the dollar costs, and the horizontal axis represents the factor
of variability—standard hours worked in the illustration. After the points
are plotted, a line of best fit may be drawn by inspection, in such a manner
that half of the points are above it and half of the points are below it. Any
highly variant items should be disregarded. For a higher degree of refine-
ment, the method of least squares may be used. The least-squares method is
a mathematical technique that derives a line of best fit with more precision
than can be achieved by visually plotting the line.

Standard Hours Worked
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10,000 *
/
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EXHIBIT 9.3 GRAPHIC DETERMINATION OF FIXED AND VARIABLE COSTS
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The point at which the line of best fit intersects the vertical axis indicates
the fixed cost that might be expected if the plant were in an operating con-
dition but producing nothing. The total cost of any level of activity is deter-
mined by reading the chart. For example, at a level of 25,000 standard
hours worked, the budget expense would be $13,400. This cost is made up
of $5,500 fixed and $7,900 variable elements. The variable rate is $0.316
per standard hour worked.

The slope of the line on the chart indicates the degree of variability.
Thus, a horizontal line represents a fixed cost, whereas a line that goes
through the point of origin indicates a completely variable cost. Sometimes,
in constructing a chart, the points show no tendency to arrange themselves
along a line. If this situation exists, either cost control has been absent or a
poor choice has been made about the factor of variability. Another factor
should be tested to ascertain the cause.

A significant consideration in the control of manufacturing overhead
expense through the analysis of variances is the level of activity selected in
setting the standard costs. Although it has no direct bearing on the planning
and control of the manufacturing expenses of each individual department, it
does have an impact on the statement of income and expenses, as well as on
the statement of financial position. As for the income statement, it is desirable
to identify the amount of manufacturing expense absorbed by or allocated to
the manufactured product, with the excess expense identified as variance
from the standard cost. This variance or excess cost ordinarily should be clas-
sified as to cause. As for the statement of financial position, the normal activ-
ity level has a direct impact on inventory valuation and, consequently, on the
cost-of-goods-sold element of the income statement, in that it helps to deter-
mine the standard product cost. It should be obvious that the fixed element of
unit product costs is greatly influenced by the total quantity of production
assumed. Management must clearly understand the significance of the level
selected, because in large part it determines the volume variance.

Generally speaking, there are three levels on which fixed standard manu-
facturing overhead may be set:

1. The expected sales volume for the year, or other period, when the
standards are to be applied. All costs are adjusted from year to year.
Consequently, certain cost comparisons are difficult to make. Further-
more, the resulting statements fail to give management what may be
considered the most useful information about volume costs. Standard
costs would be higher in low-volume years, when lower prices might
be needed to get more business, and lower in high-volume years,
when the increased demand presumably would tend toward higher
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prices. Another weakness is that the estimate of sales used as a basis
would not be accurate in many cases.

2. Practical plant capacity, representing the volume at which a plant
could produce if there were no lack of orders.  Practical plant capacity
as a basis tends to give the lowest cost. This capacity level can be mis-
leading because sales volume will not average this level. Generally
there are always large unfavorable variances, the unabsorbed expense.

3. The normal or average sales volume, herein defined as normal capacity.
This capacity is the utilization of the plant that is necessary to meet the
average sales demand over the period of a business cycle or at least long
enough to level out cyclical and seasonal influences. This basis permits
stabilization of costs and the recognition of long-term trends in sales.
Each basis has advantages and disadvantages, but normal capacity
seems to be the most desirable under ordinary circumstances.

Where one unit is manufactured, normal capacity can be stated in
the quantity of this unit. In those cases where many products are avail-
able, it is usually necessary to select a common unit for the denomina-
tor. Productive hours are a practical measure. If the normal productive
hours for all departments or cost centers are known, the sum of these
will represent the total for the plan. The total fixed costs divided by
the productive hours at normal capacity results in the standard fixed
cost per productive hour.

Volume variances can also cause costing problems in an ABC environ-
ment. Activity costs are derived by dividing estimated volumes of activity
drivers into activity cost pools to derive costs for individual activities. If the
estimated volume of an activity driver deviates excessively from the actual
amount, then the activity cost applied to a product may significantly alter
the product’s ABC cost. For example, there are estimated to be 1,000 mate-
rial moves associated with a product in a month, and the total cost of those
moves in a month is $10,000, which is $10 per move. If the actual number
of moves associated with the product is 2,000, then the cost per move that
is applied to product costs is off by $5 per move. However, if the ABC sys-
tem collects actual activity driver volume information for every accounting
period, then the volume variance will not occur.

COST ALLOCATION

This section discusses traditional cost allocation systems, the need for activity-
based costing, problems with the ABC model, and ways to report ABC infor-
mation to management. Also, an ABC installation, ABC software models,
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analyzing non—value-added processes, and converting indirect costs to direct
costs are briefly outlined. The ABC topic is much larger than this abbrevi-
ated discussion, so readers who wish to implement such a system should
consult one of the many books available on the subject.

Traditional Cost Allocation

A traditional cost allocation system seeks to assign all indirect production
costs to cost objects. Where possible, the indirect costs are assigned based
on the use of those costs by the cost objects. If no usage relationship can be
established, then the indirect costs will be assigned based on some broad
allocation measure.

A cost is considered indirect if it cannot be directly assigned to a cost
object with minimal effort. For example, one firm may consider an engi-
neer’s salary to be indirect if she works on numerous projects at once. How-
ever, another firm might expand additional effort to track that engineer’s
time, so that the salary cost can be directly assigned to cost objects. In the
first case, the salary is considered an indirect cost. In the second case, the
salary is considered a direct cost. Examples of costs that are generally con-
sidered to be indirect are repairs and maintenance, utilities, and depreciation.

A cost object is the item being measured. For example, the controller
may wish to find the cost of a product, a department, or a geographical
sales region. Each can be a cost object, because the controller must accu-
mulate a different, discrete set of cost information about each item.

The method for allocating costs is the overhead rate. This is a constant
rate per unit of the application base. For example, the total amount to be
allocated is $100,000, and the allocation base is units of production. If
10,000 units are expected to be produced, then $10 will be allocated for
each unit produced. These overhead rates are usually determined at the
beginning of the year in order to avoid seasonal fluctuations in the rate and
to avoid the extra work needed to recalculate the rate for each accounting
period. The overhead rate estimate is based on the projected amount of
indirect cost divided by the expected volume of the allocation base. Since
the rate is based on two estimates, it is obvious that incorrect overhead
rates are fairly common. If the controller deems the overhead rate to be
materially incorrect, then a midyear correction is appropriate. For lesser
cases of under- or overabsorbed overhead, the variance should be factored
into the current period’s financial statements.

The base selected should be the one that best allocates costs. However,
the “best” method is a matter of opinion in many cases, so that indirect
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labor is frequently misapplied. For those organizations with a large amount
of indirect costs, an incorrect allocation base can have serious repercus-
sions on product costing. For example, a cost that is reported too low may
cause management to take steps to increase sales of that item, when it
should be emphasizing the sales of other, more profitable products.

A typical allocation process follows:

* Accumulate costs for all production cost centers and service cost centers.
An example of a product cost center is a sheet metal bending department.
An example of a service cost center is a maintenance department.

* Assign the cost of all service cost centers to the production cost cen-
ters. For example, the maintenance department fills out time sheets
that indicate that 30% of its labor and parts costs were used in main-
taining the sheet metal bending department. If the maintenance depart-
ment’s total assigned cost is $100,000, then $30,000 of the $100,000
will be charged to the sheet metal bending department.

* Assign the total cost of the production cost centers to the cost objects
produced in those centers. For example, if half of the sheet metal
bending department’s time is spent producing bird feeders, then half
of that department’s total cost is assigned to the total production of
bird feeders.

Sometimes service centers perform work for other service centers. When
this happens, costs may be assigned from one service center to another.
The reader should consult a cost accounting textbook for examples of the
step-down allocation method. Service centers invariably have “leftover”
costs that cannot be directly assigned elsewhere. An example of this is the
salary of the supervisor, who is not directly involved in providing a service
to a cost object. In such cases, the controller can use many bases to allo-
cate the costs-to-cost objects. For example, common allocation bases are
the number of people, labor hours, labor dollars, machine hours, square
footage, volume of transactions (e.g., number of material moves, parts
ordered, engineering change orders), and total revenues/costs (e.g., based
on total revenue or expenses dollars).

Activity-Based Costing: An Introduction

Traditional cost accounting systems apply overhead to products based on
the amount of direct labor they use. When direct labor was a significant
proportion of the value being added to a product, this did not skew product
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costs significantly. However, as direct labor was gradually replaced by
automation, the direct labor component dropped while overhead costs
increased. As a result, many businesses find that their overhead rates are at
300% or more of their direct labor costs. Consequently, a slight change in a
product’s direct labor charge yields a significant product cost variation as
the applied overhead amount swings dramatically up or down.

To combat this overhead application problem, several companies began
to apply overhead based on other, more relevant, factors than direct labor.
This resulted in multiple overhead rates being used at one time, and
required additional data collection for the different overhead application
bases. Eventually, activity-based costing was invented. ABC is not a direct
offshoot of the multiple overhead rate system. Instead, it assumes that costs
are assigned based on resources consumed, so that resource costs are iden-
tified and then assigned to products based on their use of those resources.
The ABC information is then accumulated into reports by product, cus-
tomer, geographic region, or other reporting entities.

An ABC system requires a large amount of data collection. Cost data
must be accumulated in ways that usually are not the same as the traditional
by-department chart of accounts system. The controller must therefore
recombine costs into “cost pools.” In addition, the ABC system must derive
a cost for various activities, and then the use of those activities by the
reporting entity (products, customers, geographic regions, etc.) must be
measured. This data collection either is handled on a project basis, so that
ABC costs are derived only once, or built into a new costing system that
either supersedes or exists beside the traditional costing system. Also, the
ABC system must be designed carefully so that the data collection is not
too burdensome. The ABC team should keep the number of cost pools and
activity measures to a minimum. Once an ABC system is operational, the
ABC team can analyze the model’s accuracy and selectively add or delete
items requiring data collection.

The information derived from an ABC model can be used to provide
product cost information, inventory valuations, and control non—value-
added costs. One of its greatest benefits is to assist management in deter-
mining the true costs of products that are otherwise buried in overhead and
misapplied elsewhere. As a result, management has better gross margin
information and can use that information to add or delete products or
options more intelligently. If the ABC information is not presented to man-
agement, then its benefits will not be significant.

The information provided by the traditional costing system may conflict
with the information provided by the ABC system. If, for example,
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management bonuses are calculated based on the results of the traditional
system, then the ABC results may be ignored. Also, if a company has several
divisions and ABC is not implemented in all of them, then the corporate con-
troller will have incomplete comparative costing information. As a result,
management action based on cost comparisons would not be possible.

Developing an ABC Model

For the purposes of this discussion, assume that costs are being accumu-
lated only to report on product costs. To develop an ABC model, these
eight steps must be completed:

1. Identify activities. This step has the following components:

o Define the boundaries of the project. An ABC analysis can involve
all aspects of the company, but completing such a project may take
too long to retain management’s interest. Instead, the ABC project
leader should consider a small, important target area for the initial
ABC analysis and then expand the process at a later date. For exam-
ple, the initial project could include the engineering and materials
departments, but exclude marketing.

o Document process flows. List all activities within each target area.
This information is usually recorded on a flowchart. Activities may
cross over department boundaries. For example, the materials order-
ing process begins with the bill of materials in the engineering
department before it moves to the materials department, where the
actual ordering occurs. The flowcharts should be reviewed with key
personnel from the areas being studied, so that flaws in the model
can be corrected.

2. Identify all direct costs. Traditional costing methods already track
direct costs in some detail, so this is an easy step if there are existing
costing systems in place. If not, then identify the direct labor and
materials costs that are associated with individual products. Accurate
labor routings and bills of material are needed for proper direct cost
identification. If there is an existing material requirements planning
(MRP) system in place, then routings and bills of material should
already be available.

3. Assign indirect costs to cost pools.  Use the flowcharts developed dur-
ing the first step to identify logical clusters of costs. This can be a very
time-consuming step, for the costs in the general ledger are organized
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to support a traditional costing system, not an activity-based system
that requires a different chart of accounts. As a result, many general
ledger accounts will have to be subdivided into smaller pieces that are
then summarized into cost pools. A sample list of cost pools that a
manufacturing company might use includes:

o Accounts payable

o Depreciation

o Maintenance labor

o Material movement

o Plant management

o Production control

o Purchasing

o Quality control

o Receiving

o Rework

o Scrap

o Utilities

Identify output measures. Use the flowcharts developed during the
first step to identify activities that consume costs. These activities
measure the frequency and volume of demand placed on an activity
by the product or service being produced. For example, every time a
product is moved, costs are incurred for the labor of the forklift driver
and depreciation expense for the forklift. Other examples of output
measures are:

o Number of parts

o Number of suppliers

o Number of units reworked

o Number of material moves

o Number of purchase orders

o Number of customer orders

o Number of engineering change requests

Collect output measures. Most companies use ABC on a project
basis, so that output measures are collected only once. Such companies
assume that output measures do not vary significantly in the short term
and thus rely on ABC information for which the foundation data was
collected only once. The alternative, and more accurate, approach is to
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collect the output measure information for each reporting period.
Doing so requires information collection systems for items that were
not previously tracked. Some output measures are difficult to track, so
management must commit in advance to the extra time and cost of
doing so.

. Calculate activity costs. Divide the output measures into the cost
pools to derive activity costs. For example, an output measure may be
that 210 invoices were paid by accounts payable in a period. The cost
of the accounts payable labor for that period was $1,672, so the cost
per accounts payable activity (paying the invoice) was $7.96.

. Calculate product costs. There are several layers of costs to add to a
product under the ABC model:

o Add direct costs. These are the direct labor and material costs that
are directly attributable to a product, and usually are derived from
labor routings and bills of material.

o Add activity costs. Add the costs of all costed activities to the
product cost. For example, if 32 invoices were paid in order to pro-
duce a product, then the cost of the payables activity for that product
(using the $7.96 amount from the previous example) would be
$7.96 multiplied 32 times, or $254.72.

o Add other cost pools. Other costs can be added from cost pools for
areas such as marketing and general and administrative expenses. For
example, if costs by geographic region are desired, then advertising
costs can be subdivided by region and added to the total cost of prod-
ucts sold in each region.

. Use the information. Review product costs based on the traditional
costing system versus the new costing system. An ABC review will
highlight costs that would otherwise have been lost in the total over-
head cost. Typical management actions to reduce the overhead cost
include:

o Reduce the number of product options. The cost of designing,
scheduling, and building product options is located in overhead and
can be reduced by cutting the number of product options.

o Reduce the number of parts used. The cost of designing, “sourc-
ing” (the process of identifying and obtaining parts from a source or
supplier), and purchasing parts is located in overhead and can be
reduced by cutting the number of product options.

o Reduce the number of material moves. The cost of moving parts is
located in the materials department part of the overhead cost and can
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be reduced by cutting the number of material moves (which also cuts
the cycle time!).

o Reduce the number of engineering change requests. The cost of
redesigning parts, sourcing new suppliers, and expediting purchases
is located in the overhead cost and can be reduced by cutting the
number of engineering change requests.

o Reduce the number of suppliers. The cost of sourcing and qualify-
ing new suppliers is located in the materials department portion of the
overhead cost and can be reduced by cutting the number of suppliers.

Note that the list of possible management actions is identical to the activi-
ties used in the ABC model. The ABC model is designed in this manner to
focus attention on activities in the production cycle. If management reduces
the number of activities, then not only is the “traditional” overhead cost
reduced, but also the production cycle time is slashed.

Special issues may arise when developing an ABC model, or the control-
ler may decide to extend an existing ABC model to cover additional activi-
ties. Examples of these special situations are the use of ABC in the
budgeting process, converting indirect costs to direct costs, and implement-
ing a bill of activities. The next list may help the controller to deal with
special ABC problems as well as to enhance existing ABC applications.

* Convert indirect costs to direct costs. If indirect costs can be con-
verted to direct costs, then product costs will be more accurate. One
area for such improvement is converting to a cellular manufacturing
arrangement from an assembly-line arrangement. Product costing for
an assembly line can be inaccurate because many product types may
pass through specific workstations or departments. As a result, costs
are accumulated by workstation or department and then assigned to
products based on labor hours or machine hours. In a cellular manufac-
turing environment, a small number of products are built by a small
number of workers using a cluster of workstations that are reserved for
producing that set of products. Consequently, costs are more easily
assigned to products, and the costs of those grouped workstations can
be considered direct instead of indirect.

* Purchase an ABC software package. Many companies build ABC
systems that are separate from their traditional accounting systems.
Another approach to building ABC systems is to use the alphanumeric
fields sometimes provided with general ledger packages to store output
measures for each reporting period.
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* Review non—value-added processes. The controller can add a function

to the process review phase of ABC, and review the process flowcharts
for value-added versus non—value-added activities. A value-added activity
converts resources into products or services. A non—value-added activity
can be eliminated with no reduction in a product’s or service’s functional-
ity or quality. This added step allows the controller to target non—value-
added processes for elimination. The non—value-added processes can be
ranked in importance by the time or cost required for each one. Armed
with that information, management can then prioritize the processes for
elimination or reduction. Examples of non—value-added activities are:

o Inspection
o Rework
o Moving
o Storage

o Queue time

A value-added analysis also notes the company’s value-added activi-
ties. The controller can highlight this information and encourage an
engineering team to reduce or eliminate any bottlenecks in those opera-
tions. This action increases the company’s production capacity.

Implement a bill of activities. To create an online ABC system, the
company should create a bill of activities (BOA) that is similar to the
bill of materials (BOM) already used for its products. The BOA lists
the types and quantities of activities used during the production of a
product. Management can focus on the BOA to discern the primary
sources of activity-based costs and act to reduce those costs. Also, the
BOA is needed to roll up activity costs for each period’s cost reports,
just as the BOM is used to roll up direct costs for each product.

Using ABC for budgeting. Activity-based costing is rarely used for
budgeting, but if the controller wishes to use it, then BOAs and BOMs
should be used as the foundation data for standard costs. Multiplying
the planned production quantities by the activity costs found in the bills
of activity and direct costs found in the bills of lading will yield the bulk
of all anticipated manufacturing costs for the budget period. The appro-
priate management use of budgeted activity costs is to target reductions
in the use of activities by various products, as well as to reduce the cost
of those activities. For example, the cost of paying a supplier invoice for
a part used by the company’s product can be reduced by either (1) auto-
mating the activity to reduce its cost, or (2) reducing the product’s use of



190 Overhead

the activity, such as by reducing the number of suppliers, reducing the
number of parts used in the product, or grouping invoices and only pay-
ing the supplier on a monthly basis.

CONTROLLING OVERHEAD

The basic approach in controlling overhead is to set standards of perfor-
mance and operate within the limits of these standards. Two avenues may
be followed to accomplish this objective: One involves the preplanning or
preventive approach; the other, the after-the-fact approach of reporting
unfavorable trends and performance.

Preplanning can be accomplished on many items of manufacturing over-
head expense in somewhat the same fashion as discussed in connection
with direct labor. For example, the crews for indirect labor can be planned
just as well as the crews for direct labor. The preplanning approach will be
useful where a substantial dollar cost is involved for purchase of supplies
or repair materials. It may be desirable to maintain a record of purchase
commitments, by responsibility, for these accounts. Each purchase requisi-
tion, for example, might require the approval of the budget department.
When the budget limit is reached, then no further purchases would be per-
mitted except with the approval of much higher authority. Again, where
stores or stock requisitions are the source of charges, the department man-
ager may be kept informed periodically of the cumulative monthly cost,
and steps may be taken to stop further issues, except in emergencies, as the
budget limit is approached. By providing this kind of information, the con-
troller will be able to find ways and means of assisting the department
operating executives to keep within budget limits.

The other policing function of control is the reporting of unfavorable
trends and performance. Doing this involves an analysis of expense vari-
ances. Here the problem is somewhat different from direct labor or material
because of the different levels of activity. Thus, the variance due to busi-
ness volume must be isolated from that controllable by the departmental
SUpEervisors.

Volume variance, regardless of cause, must be segregated from the con-
trollable variances. Volume variance is defined as the difference between
budgeted expense for current activity and the standard cost for the same
level. It arises because production is above or below normal activity and
affects primarily the fixed costs of the business. The variance can be caused
by seasonal or calendar factors, such as the varying numbers of days in
each month.
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The controllable variances may be defined as the difference between the
budget at the current activity level and actual expenses. They must be set
out for each cost center and analyzed in such detail that the supervisor
knows exactly what caused the condition. At least two general categories
can be recognized. The first is the rate of spending variance; this variance
arises because more or less than standard was spent for each machine hour,
operating hour, or standard labor hour. This variance must be isolated for
each cost element of production expense. An analysis of the variance on
indirect labor, for example, may indicate what share of the excess cost is
due to (1) overtime, (2) an excess number of workers, or (3) use of higher-
rated workers than standard. The analysis may be detailed to show the
excess by craft and by shift. As another example, suppliers may be ana-
lyzed to show the cause of variance as (1) too large a quantity of certain
items, (2) a different material or quality being used, or (3) higher prices
than anticipated.

Another general type of controllable variance is the efficiency variance.
This variance represents the difference between actual hours used in pro-
duction and the standard hours allowed for the same volume. Such a loss
involves all elements of overhead. The controller should analyze the
causes, usually with the assistance of production personnel. The lost pro-
duction might be due to mechanical failure, poor or insufficient material, or
inefficient labor. Such an analysis points out weaknesses and paves the way
for corrective action by the line executives.

The accounting staff must be prepared to analyze overhead variances
quickly and accurately to keep the manufacturing supervision and manage-
ment informed. The variance analysis should focus on overhead losses or
gains for which unit supervision is responsible and include such features as:

» The expenditure or rate variance for each cost element as an over- or
under-the-budget condition for the reporting period and year to date.
The budgeted amount for controllable expenses may be calculated by
multiplying the operating hours by the standard rate per cost element
and compared to the actual.

* The departmental variance related to the level of production.

* The amount of fixed costs, even though the particular supervisor may
not be responsible for the incurrence.

* Interpretative comments about areas for corrective action, trends, and
reasons for any negative variances.

It is not sufficient merely to render a budget report to the manufacturing
supervisors; this group must be informed about the reasons for the variances.
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A continuous follow-up must also be undertaken to see that any unfavorable
conditions are corrected. This follow-up may take the form of reviewing and
analyzing weekly or even daily reports. Abnormal conditions such as excess
training, overtime, absenteeism, and excessive usage of supplies must be iso-
lated and brought to the attention of the responsible individuals who can take
remedial action. Other data available, such as repair records, material and
supplies usage reports, and personnel statistics records (e.g., turnover and
attendance), also may be useful in determining variances.

One of the purposes of budgetary control is to maintain expenses within
the limits of income. To this end, common factors of variability are stan-
dard labor hours or standard machine hours—bases affected by the quantity
of approved production. If manufacturing difficulties are encountered, the
budget allowance of all departments on such a basis would be reduced. The
maintenance foreman, for example, may tell the controller that he should
not be penalized in his budget because production was inefficient or that
plans once set cannot be changed constantly because production does not
come up to expectations. Such a situation may be resolved in one of at least
two ways: (1) the forecast standard hours could be used as the basis for the
variable allowance, or (2) the maintenance foreman could be informed reg-
ularly if production, and therefore the standard budget allowance, will be
lower than anticipated. The first suggestion departs somewhat from the
income-producing sources but does permit a budget allowance within the
limits of income and does not require constant changes of labor force over
a very short period. The second suggestion allows for more coordination
between departments.

An important consideration is not how flexibility is introduced into the
standard or budget but rather that it is introduced. Whether charts or tables
are used to determine the allowable budget on a more or less automatic
basis or whether the budget is adjusted monthly or quarterly on the basis
of special review in relation to business volume is not essential. Either
method can be employed successfully. The goal is to secure an adequate
measuring stick that also keeps expenses at the proper level in relation to
activity or income.

Many manufacturing executives in particular industries know from
observation that certain expense relationships are the key to a profitable
operation. Their experience has led to the use of a number of standards or
standard relationships for manufactured expenses. These ratios usually are
collected and distributed by industry trade associations or magazines
devoted to the affairs of specific industries. Exhibit 9.4 presents some com-
parisons often used.
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Item As Related to

Total manufacturing expenses Total direct labor costs
Total direct costs

Indirect labor expense Total standard direct labor
Per direct labor hour
Per actual direct labor hour
Per machine hour
Total manufacturing expense

Repair and maintenance expense Per machine hour
Power Per operating hour
Supplies Per hour worked
Shipping and receiving Per ton handled
Downtime expense Per operating hour

EXHIBIT 9.4 OPERATIONAL STANDARDS USED TO TRACK EXPENSES

PRODUCTION REPORTS

The supervisory staff of the production organization extends over several
levels of authority and responsibility from the assistant foreman, foreman,
general foreman, division head, plant superintendent, and so on, up to the
vice president of manufacturing. Likewise, the matters of the supervisory
staff controls involve materials, labor, and overhead, and each of these sub-
jects has special aspects to be reported on. It is obvious, then, that produc-
tion reports must cover a wide field of subject matter. Effective production
control is possible only when the production executives are aware of the
necessary facts related to the plant operations, and the further the executive
is from the actual production, the more he or she must rely on reports. As a
result, a system of reports has been developed in most industrial organiza-
tions for presenting the pertinent facts on the production activities.

Recent developments in computer systems permit an improved monitor-
ing of operations, allowing much information to be available on a real-time
basis. With the advent of personal computers, interesting combination
reports consisting of commentary, charts, and graphs are now possible.

The number of variance reports that are used by manufacturing manage-
ment will decline as cellular manufacturing becomes the standard form of
production. Since cellular manufacturing uses minimal work-in-process
(WIP), month-end variance reports from the accounting department will
arrive far too late for the information to be useful. For example, if a
machine produces a part out of specification, then a production worker
operating in a cellular layout will immediately detect the problem, because
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the part will not be hidden in a pile of WIP. Consequently, management can
detect and correct the problem immediately without the need for a report.

Because reports will differ by industry and company, no standardized
reports can be used for business in general. However, they may be divided
into two general categories according to their purpose: (1) control reports
and (2) summary reports. As the name implies, control reports are issued
primarily to highlight substandard performance so that corrective action
may be taken promptly. These reports deal with performance at the occur-
rence level and are usually detailed in nature and frequent in issuance.
Summary reports show the results of performance over a longer period of
time, such as a month, and are an overall recapitulation of performance.
They serve to keep corporate executives aware of factory performance and
are, in effect, a summary of the control reports.

The reports may cover these subjects, among others:

* Material. Inventories, spoilage and waste, unit standard costs, mate-
rial consumed, and actual versus standard usage

* Labor. Total payroll, unit output per hour worked, total production in
units, average hourly labor rates, overtime hours and costs, bonus
costs, and turnover

* Overhead. Actual versus budgeted costs, idle facilities, maintenance
costs, supplies used, the cost of union business, and subcontracted
repairs

In a production environment that has adopted just-in-time manufacturing
systems, reports will no longer include standards, because JIT assumes that
most cost improvements can be managed in the design phase, not in the
production phase, and that collecting variance information costs more in
effort than is gained in tangible results. Thus, a set of JIT reports would
include these items not related to standards:

* Inventory turnover

 Unit output per hour worked

* Total production in units

e Staff turnover

* Actual purchased costs versus planned costs
* Inventory accuracy

* Bill of material accuracy

* Bill of activities accuracy
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Production executives will make good use of data bearing on their opera-
tions provided three fundamental rules are followed:

1. Reports should be expressed in the language of the executive who is
to use them and in the form preferred by him or her (e.g., charts,
graphs, or commentary).

2. Reports should be submitted promptly enough to serve the purpose
intended. Control reports are of little value if issued too late to take cor-
rective action.

3. The form and content of the reports should be in keeping with the
responsibility of the executive receiving them. Midlevel executives
are interested in details, whereas higher executives are interested in
departmental summaries, trends, and relationships.
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GENERAL AND ADMINISTRATIVE
EXPENSES

The category of expenses known as general and administrative (G&A)
expense relates primarily to the costs of the various top management func-
tions at the headquarters level having to do with overall policy determina-
tion and direction of the business. This chapter discusses the accounts
included in the G&A category, allocation of cost, and G&A cost control.

FUNCTIONS INVOLVED

The typical medium- to large-size company would include the cost of these
departments in the G& A expense category:

* Office of the chairman of the board
* Office of the president
* Financial organization:
o Office of the chief financial officer
o Office of the controller
Accounting department
Tax department
Financial planning and control department
Financial information systems

o Office of the treasurer
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o Cash administration
Risk management
Retirement plan investments

o Office of the chief internal auditor
Financial auditing
Systems auditing
Special reviews

* Legal department:

o Office of the vice president—Iegal
Office of the corporate secretary
Litigation
SEC relations
Patents and trademarks
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 Corporate offices for the direction and control of these major functions:

o Marketing

o Manufacturing

o Research and development

o Human resources

o Management information systems
o Public relations

o Strategic planning

To the extent that the purpose of these departments or organizational units

ACCOUNTING FOR AND ALLOCATING
ADMINISTRATIVE EXPENSES

have to do with overall policy determination, planning, direction, and control,
they probably would be classified as G&A in the annual report to shareholders.
Comparable expenses at the division or subsidiary level might or might not be
so classified (although the methods of planning and control would be similar to
those for the corporate activity).

The controller is responsible for developing and maintaining an accounting
system that serves, among others, these purposes:

* Permits the reporting of expenses for external purposes in accordance

with generally accepted accounting principles

* Allows the accumulation of costs by natural category in such a way as

to facilitate planning and control
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* Accumulates costs on a “responsibility” basis so that a specific indi-
vidual may be assigned responsibility for the planning and control of
the costs

* Where appropriate, permits the allocation of expenses on some accept-
able basis, such as benefits received, to cost objects—which might
include divisions or cost centers or products that use the service

* Gives due weight to internal control concerns

Methods of allocation, and when costs should be allocated, are of special
concern in the planning and control of assets. A basic tenet for responsibil-
ity accounting is that expenses should not be allocated to a department
unless the supervisor can exercise control over such costs. If such control is
present, then these allocation methods are possible:

* Allocate costs based on the amount of the resource consumed by the
cost center receiving the service. For example, if a division uses a
financial analyst’s time to evaluate a prospective acquisition, then that
analyst’s time should be charged to the applicable division.

* Allocate costs using a common activity base, but only if the direct
charge method is not feasible. Costs can be charged based on many
activity bases, such as sales, assets employed, payroll, number of new
hires, square feet used, and the number of purchase orders issued. It is
desirable to have a number of cost pools that are allocated using a
number of different activity bases, as long as costing accuracy is mate-
rially improved by expending the extra effort on record keeping.

* Allocate variances between standard and actual costs to the same cost
centers using the same allocation bases that were used for the initial
allocation. The variances can be allocated in proportion to the costs
allocated previously using standard rates.

Allocations should not be performed based on ability to bear the cost
(e.g., the most profitable division is charged with most of the expenses),
since excessive charges to profitable divisions can hide their true finan-
cial condition and can have a counterproductive effect on management
behavior.

If supervisors have no control over the costs that are allocated to them,
then the allocated costs should be separated from the revenues and cossts for
which they are responsible, especially if profit goals and bonuses are
involved. Otherwise, managers will have no incentive to achieve their tar-
geted goals when imposed allocated costs cuts into their targets.
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“UNIQUE” EXPENSES

This section examines those expenses that are in some ways unique to
headquarters or central unit activities and that are not found charged to
most departments.

Charitable contributions. In most companies, charitable contributions
are approved by the board of directors as a separate budget item. Therefore,
this approved list, sometimes plus an approval allowance for contingencies,
is the basis for planning and control. It presents no special problem. There
will be instances where a specific contribution is for the benefit of a divi-
sion or subsidiary, and may be charged to it.

Incentive pay. Many companies have established incentive pay systems
for the officers and top management, accruing the estimated expense in the
G&A category (office of the chairman). Since the formula is known, the
anticipated expenses can be planned and accrued on the basis of the expected
relevant factors.

Audit fees. The cost of the annual audit by the independent accountants
can be estimated, included in the planned expenses, and accrued. In many
instances, the share attributable to the separate subordinate units of the
entity can be charged to them and included in their budgets.

Legal fees. If certain litigation is under way or imminent, the cost can be
estimated and accrued. Based on past history, if other litigation is likely, a
contingency provision might be made. Again, if the legal costs relate to a
particular organizational unit (and not the corporate entity as a whole), then
the provision for the accrual and budget may be made in that unit.

Interest expense and income taxes. Interest expense, being directly
related to borrowed funds, is kept within limits through the control of busi-
ness indebtedness. Control of interest-bearing obligations affects control of
interest expense. When the financial budget of the company has been estab-
lished, the amount of interest expense can be calculated on the basis of pre-
dicted borrowings, payments, and similar facts.

There are very few control problems in connection with income taxes.
The first requirement is to establish a proper tax plan to minimize tax pay-
ments, to estimate monthly the amount due, and to make the proper accru-
als in accordance with generally accepted accounting practice. Another
function of the controller is to review carefully methods and transactions,
securing tax counsel where necessary, to comply with all technicalities and
thus secure the greatest tax advantage. Other than this, the controller’s
responsibilities relate to keeping the required records and substantiating
data to support tax claims, advising on capital gain and loss transactions,
and arranging the capital structure, as well as the investments, to secure the
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maximum benefits under the tax laws. Quite aside from the tax problems of
the individual company, the chief accounting officer can actively promote
equitable tax laws directly or through associations.

Corporate expenses. Numerous corporate expenses must be assigned to
particular executives for control purposes—for example, state and federal
capital stock taxes, franchise taxes, fees of fiscal agents, stock transfer taxes,
and fidelity bonds and insurance. There is no particular problem of control.

Excess facility costs. Occasionally some companies find themselves in
possession of distribution or production facilities that are too large for their
production or storage needs. Usually the facilities were built or acquired
without a sound analysis of the potential demand for the company’s prod-
ucts or because of other errors in executive judgment. Whatever the reason,
it is unwise to burden the current manufacturing or distribution operations
with the charge. The costs often are carried as a separate administrative
expense until the property can be disposed of. The continuing expenses
usually consist of depreciation, taxes, insurance, and a certain amount of
maintenance. It is a relatively simple matter to estimate the cost and estab-
lish a budget to cover it. Management generally should be alert either to
dispose of the property on favorable terms or to rent it.

Bad debt losses. Another item of expense peculiar to the financial group is
bad debt loss. Obviously this loss is not the sole criterion of the efficiency of
the credit department. Any bad debt losses could be eliminated either by
making only cash sales or by restricting credit sales only to the financially
strongest firms. Such a policy would drive business to competitors who are
willing to take reasonable credit risks. Any discussion of bad debt losses
must therefore assume that a company is competitive from the standpoint of
extending credit. Under such circumstances, there are some measuring sticks
to be applied to loss experience over a period of time. These include:

* Percentage of bad debt losses to total sales. This criterion is to be used
where the cash sales are relatively insignificant. Such a basis avoids the
necessity of segregating cash and credit sales if solely for this purpose.

e Percentage of bad debt losses to total net credit sales.

If warranted, these bases can be refined through a segregation by different
classes of customers, methods or terms of sales, or different territories.
Control of the expense, of course, rests on effectively policing accounts
receivable to discover evidence of slow payments.

Other income and expense. Most business firms have various items of
income and expense that are of a nonoperating nature. The income may
include interest income, royalties, rental income, dividends received, and
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income from sales of scrap. The expenses include loss on the sale of fixed
assets and sales discounts. Based on past experience and knowledge about
projected changes, reasonable estimates of these elements of income and
expense can be made. Otherwise, control of a limited nature is exercised
through the judgment of the official to whom the accounts are assigned.

CONTROLLING COSTS

Accounting costs also can be controlled through standards of performance
and cost. These standards can be applied to many office functions, just as
they have been applied to manufacturing and sales functions. They are not
applicable to all accounting activities and do not give the same degree of
accuracy as in the factory. But in many offices, the possible cost savings for
certain clerical activities are sufficient to justify the effort of establishing
the standards. The application of setting standards to the measurement of
clerical work is a six-step process.

1. Preliminary observation and analysis. This step is fundamental in
securing the necessary overall understanding of the problem and in
selecting those areas of activity that may lend themselves to standard-
ization. Also, it assists in eliminating any obvious weakness in routine.

2. Selection of functions on which standards are to be set. Standards should
be set only on those activities sufficient in volume to justify standards.

3. Determination of the unit of work. A unit must be selected in which
the standard may be expressed. This unit will depend on the degree of
specialization and the volume of work.

4. Determination of the best method and setting of the standard. Time
and motion studies can be applied to office work, with sufficient
allowance being given for fatigue and personal needs.

5. Testing of the standard. After the standard has been set, it should be
tested to see that it is practical.

6. Final application. Application involves using the standard and pre-
paring simple reports that the supervisor and the individual worker
can see. It also requires a full explanation to the employee.

Exhibit 10.1 shows some accounting and clerical functions that lend them-
selves to standardization and the units of work that may be used to measure
performance.

In addition to performance standards, unit cost activities can be applied to
measure an individual function or overall activity. Thus, applying cost standards
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Function Unit of Standard Measurement
Order handling Number of orders handled
Mail handling Number of pieces handled
Billing Number of invoice lines

Check writing Number of checks written
Posting Number of postings

Filing Number of pieces filed

Typing Number of lines typed
Customer statements Number of statements

Order writing Number of order lines

EXHIBIT 10.1 ACCOUNTING AND CLERICAL FUNCTIONS
SUBJECT TO MEASUREMENT

to credit and collection functions may involve various functions and units
of measurement depending on the extent of mechanization, as shown in

Exhibit 10.2.

Functional Activity

Unit Cost Standard

Credit investigation and approval

Credit correspondence records and files

Preparing invoices

Entire accounts receivable records, including
posting of charges and credits and preparation
of customers’ statements

Posting charges

Preparing customers’ statements

Posting credits

Calculating commissions on cash collected
Making street collections

Window collections

Cost per sales order
Cost per account sold
Cost per credit sales transaction
Cost per sales order
Cost per letter

Cost per account sold
Cost per invoice line
Cost per item

Cost per invoice

Cost per order line

Cost per order

Cost per account

Cost per sales order
Cost per sales transaction
Cost per invoice

Cost per shipment

Cost per statement

Cost per account sold
Cost per remittance
Cost per account sold
Cost per remittance
Cost per customer

Cost per dollar collected
Cost per collection

EXHIBIT 10.2 ACCOUNTING ACTIVITIES AND RELATED COST STANDARDS
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Salary Level Gross Margin Revenue Required
$40,000 90% $44,444
$40,000 80% $50,000
$40,000 70% $57,143
$40,000 60% $66,667
$40,000 50% $80,000
$40,000 40% $100,000
$40,000 30% $133,333
$40,000 20% $200,000
$40,000 10% $400,000

EXHIBIT 10.3 REVENUES NEEDED TO SUPPORT SPECIFIC COSTS

The potential savings that may be realized throughout a company via the
reduction of G&A expenses are usually not as great as those in the factory
or sales operations. This is natural because the major expenses of a busi-
ness are concentrated in the two functions of production and distribution.
However, depending on the size of the gross margin percentage, it is far
more effective to reduce costs to increase profits than to increase revenues
to increase profits.

Exhibit 10.3 shows the revenues required to cover the cost of a person
with a $40,000 salary. The exhibit shows that it is very much in the interest
of a low-margin company to work hard to reduce G&A expenses to a bare
minimum in order to enhance its net profits.
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CASH AND INVESTMENTS

Most business executives have long been aware of the need for cash. Sup-
plier bills must be paid in cash. Payrolls must be met with cash. Recently
the ability of the company to generate adequate cash has assumed more
importance. Witness the attention to leveraged buyouts and other proposed
mergers or acquisitions.

Sound cash management is a basic financial function. Although it is usu-
ally the responsibility of the senior financial officer, the controller has an
important role to play. This chapter reviews phases of cash management
that the controller either handles or has a direct interest in.

OBJECTIVES OF CASH MANAGEMENT

Cash is a particularly vulnerable asset because, without proper controls, it
is easily concealed and readily negotiable. Cash management has these
objectives:

* Provide adequate cash for both short- and long-term operations

» Utilize company funds effectively at all times

* Establish accountability for cash receipts and provide adequate safe-
guards until the funds are placed in the company depository

* Establish controls to ensure that disbursements are made only for
approved and legitimate purposes

* Maintain adequate bank balances to support proper commercial bank
relations

* Maintain adequate cash records

204
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ROLE OF THE CONTROLLER

With respect to cash management, a cooperative relationship should exist
between the controller and the treasurer. Duties and responsibilities will
vary, depending on the type and size of the company. The treasury staff has
custody of cash funds and administers the bank accounts. The treasurer is
responsible for maintaining good relations with banks and other investors,
providing the timely interest and principal payments on debt, and investing
the excess cash. In addition, the treasurer usually has responsibility for
cash receipts and disbursement procedures.

The controller may have four responsibilities related to cash in companies
large enough for separate treasury and controllership functions:

1. Develop the cash forecasts.

2. Review the internal controls system with respect to both receipts and
disbursements to assure its adequacy and effectiveness.

3. Reconcile all bank accounts.
4. Prepare periodic cash reports.

The controller often performs these investment functions:

* Ascertains that the proper accounting principles are applied in valuing
and recording investments

* Ensures that the proper detail records are maintained to provide proper
accountability for investments

* Determines that the proper reports are issued to measure performance
and otherwise provide the accounting information needed to properly
oversee the management of investments

* Performs such reviews as are required to ascertain that an adequate
internal control system exists for the protection of investments

* Periodically ensures the existence of investments by taking a physical
inventory of evidence of their ownership

CASH COLLECTIONS

One of the primary objectives of financial management is the conservation
and effective utilization of cash. From the cash collection viewpoint, there
are two phases of control: the acceleration of collections and proper inter-
nal control of collections.



206 Cash and Investments
Acceleration of Cash Receipts

Two methods are commonly used to speed up the collection of receivables:
the lockbox system and area concentration banking.

The lockbox system involves establishing depository accounts in the vari-
ous geographical areas of significant cash collections so that remittances
from customers will take less time in transit—preferably not more than one
day. Customers mail remittances to the company at a locked post office box
in the region served by the bank. The bank collects the remittances and
deposits the proceeds to the account of the company. Funds in excess of
those required to cover costs are periodically transferred to company head-
quarters. The bank mails supporting documents accompanying remittances
to the company. Collections are thus accelerated through reduction in transit
time, with resulting lower credit exposure. Arrangements must be made,
however, for proper control of credit information.

Under the system of area concentration banking, local company units col-
lect remittances and deposit them in the local bank. The in-house finance
staff then moves the funds from the local bank, usually by wire transfers, to a
few area or regional concentration banks. Funds in excess of compensating
balances are automatically transferred by wire to the company’s banking
headquarters. This technique reduces in-transit time.

Although checks are the predominant means of collecting accounts
receivable, an increasing amount of business is handled through electronic
funds transfer (EFT). Moreover, there are various combinations of methods
and instruments that speed collections.

CASH DISBURSEMENTS

The controller should maintain careful control over the timing of disburse-
ments to ensure that bills are paid only as they are due and not before. In
such a manner, cash can be conserved for temporary investment.

Another consideration in payment scheduling is the conscious use of the
cash float. By recognizing in-transit items and the fact that ordinarily bank
balances are greater than book balances because of checks not cleared,
book balances of cash may be planned at lower levels. The incoming float
may be balanced against the outgoing payments.

The relationship between the time a check is released to the payee and the
time it clears the bank (i.e., the disbursement float) contains three elements:

1. The time needed for the check to travel by mail or other delivery from
the issuer to the payee
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2. The time required by the payee to process the check

3. The period required by the banking system to clear the check (i.e., the
time from the deposit by the payee to the time the item is charged to
the issuer’s account)

In controlling this float, it is often helpful to trace the time interval of
large checks to estimate the proper allowance for the time period required
for checks to clear. Many banks now offer online access to their databases
of cleared check information, so the controller knows the exact amount of
cleared checks.

The controller can also maintain a zero balance account. With this sys-
tem, the clearing account is kept at a zero balance. When checks are pre-
sented for payment, the bank is authorized to transfer funds from the
corporate general account to cover the items. Payment may be made by
draft. Comparable arrangements can be made for the treasurer to make wire
transfers to the zero bank account on notification of the items being pre-
sented for payment. Zero bank balance arrangements can facilitate control
of payments through one or a limited number of accounts. Such a system
may facilitate a quick check of the corporate cash position.

Automatic balance accounts use the same account for receipts and dis-
bursements. When the account is above a specified maximum level, the
excess funds are transferred to the central bank account; conversely, when the
balance drops below a minimum level, the bank may call for replenishment.

INVESTMENT OF SHORT-TERM FUNDS

In most companies, surplus or excess funds not needed for operating pur-
poses or for compensating bank balances are available for investment. Pru-
dent use of these funds can add to income. Although the financial officer will
direct the investment of those funds, the controller should be concerned with
adequate investment reporting and control.

Criteria for Selecting Investments

Given the opportunity for earning additional income from temporary
excess funds, there are five criteria to be considered when selecting an
investment vehicle.

1. Safety of principle. A primary objective should be to avoid instru-
ments that might risk loss of the investment.
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2. Price stability. If the company is suddenly called on to liquidate the
security to acquire funds, price stability would be important in avoid-
ing a significant loss.

3. Marketability. The money manager must consider whether the secu-
rity can be sold, if required, rather easily and quite quickly.

4. Maturity. Funds may be invested until the demand for cash arises—
perhaps as reflected in the cash forecast. Hence maturities should relate
to prospective cash needs. Temporary investments usually involve matu-
rities of a day or two to as much as a year.

5. Yield. The financial officer of course is interested in optimizing the
earnings or securing at least a comparative return on the investment
and is thus interested in the yield. This is not necessarily the most
important criterion, because low-risk, high-liquidity investments will
not provide the highest yield.

The importance attached to each of these factors will depend on manage-

ment philosophy, condition of the market, and inclinations of the investing
person. Is the investor conservatively inclined or not? Of course, restrictions
placed on the operation will influence the weighting of each. Exhibit 11.1
shows an example of short-term investment guidelines.

Objective: To invest excess cash in only top-quality short-term investments, for optimum
total return, commensurate with corporate liquidity requirements.

Liquidity: Liquidity shall be provided by minimum and maximum limits:

1. Atleast $80 million shall be invested in overnight investments and in negotia-
ble marketable obligations of major U.S. issuers.

2. No more than 50% of the total portfolio shall be invested in time deposits or
other investments with a lack of liquidity, such as commercial paper, for
which only the dealer and issuer make a market.

Diversification: Diversification shall be provided through a limit on each nongovernment
issuer (as listed next). These are general limits, and in each case quality review may result

in elimination of a lower limit for the issuer. Overnight or repurchase investments must
meet quality criteria but are not subject to limits on the amount invested.

1. U.S. Government and agencies—no limit.

2. Domestic bank certificates of deposit, time deposits and banker’s acceptan-
ces—$30 million limit for banks with capital accounts in excess of $800 mil-
lion (top 10 banks); $20 million for banks with capital accounts of $350 to
$800 million (second 11 banks); $5 million for all other banks with capital
accounts in excess of $250 million (11 banks).

3. U.S. dollar (or fully hedged foreign currency) obligations of foreign banks,
each with capital accounts exceeding $500 million—limited to $15 million
each for Canadian banks and $10 million each for other foreign banks, sub-
ject to an aggregate limit of $75 million for non-Canadian foreign banks.

EXHIBIT 11.1 GUIDELINES FOR SHORT-TERM INVESTMENTS
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4. Domestic commercial paper with P-1/A-1 rating only—$20 million limit for
issuers with long-term senior debt rating of Aa or better; $10 million for issu-
ers with a debt rating of A; and $10 million for commercial bank-holding
companies with capital accounts in excess of $500 million, within the overall
limit of the flagship bank described in 2 above.

5. Foreign commercial paper unconditionally guaranteed by a prime U.S. issuer
and fully hedged, subject to the guarantor’s issuer limit described in 4 above.

6. Obligations of savings and loan associations, each with capital accounts
exceeding $250 million—limited to $10 million each.

Operating procedure: Payments shall be made only against delivery of a security to a
custodian bank. Securities shall be delivered from custody only against payment. Due

bills by a bank will be accepted for delivery only under exceptional conditions. No due
bills issued by a dealer will be accepted.

Maturity limits: The average maturity of the entire fund shall be limited to an average of

two years.
The maximum maturity for each category is

U.S. government 5 years
Municipal obligations 2 years
Bank CDs, and banker’s 1 year
acceptances
Bank time deposits 90 days
Commercial paper 270 days

EXHIBIT 11.1 GUIDELINES FOR SHORT-TERM INVESTMENTS (CONTINUED)

Marketable Securities

A company generally invests in marketable securities for two reasons. One
is to profitably employ available cash that would otherwise be idle in order
to provide a return to the company while it is awaiting opportunities to
reinvest in the business (e.g., receivables, inventory, fixed assets, etc.).
These temporary investments are usually in bank certificates of deposit,
treasury notes, stocks, and so on. Since they are easily convertible to cash,
they are called cash equivalents. As such they are considered current assets
of the company. A second reason is that an enterprise may choose to invest
excess cash in opportunities that offer a higher rate of return than an invest-
ment in the company’s normal product lines. Sometimes these alternatives
involve the purchase of high-interest, long-term bonds, both government
and corporate. Sometimes they involve the acquisition of equity securities
representing an interest in other businesses. These investments are also in
marketable securities, but since the intent is to maintain the investment for
the long term, these assets are not current assets of the company and should
not be reported as such.

Is an investment a short-term investment or a more permanent one? This
distinction is based on the intent of management. If the intention is to convert
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the investment into cash during the operating cycle (defined as up to one
year), then it is considered a temporary investment. Most temporary invest-
ments also have a ready market and so are called marketable securities. A
temporary marketable security is a current asset and therefore part of working
capital. It is important that the permanent investments not be included in cur-
rent assets, thereby overstating working capital. Such misclassifications can
result in serious errors in cash planning and financing strategies. All current
marketable securities are to be valued for balance sheet purposes at the lower
of cost (the price paid for the security plus other expenses incidental to the
acquisition, such as brokerage fees or taxes), or market value as of the balance
sheet date (the amount that the security could probably be sold for).

ACCOUNTING FOR RECORDS OF INVESTMENT

A systematic manner of recording information relative to the purchase or
sale of investments is required. In addition to the data required for lower of
cost or market valuations, detailed records are necessary to provide the
information needed to manage the portfolio, as well as to establish and sup-
port gains or losses for tax purposes.

In some cases the file of invoices or statements from the broker may be
sufficient. Indeed, these documents are the source of much information.
Generally, however, the controller should establish a control account for
investments in securities and support it with a securities ledger. This ledger
should contain certain information:

* Stock ledger information:
o Description of the issue: name, type, par value, certificate numbers
o Dividend dates

o Record of purchase: date, number of shares, price, commission, tax,
total cost, broker

o Date and amount of dividends received

o Record of sale or disposition: date, broker, number of shares, sale or
call price, commission, and net proceeds

o Dividends in arrears
o Loss or gain

* Bonded ledger information:

o Description of issue: name, interest rate, maturity date, interest
dates, serial numbers, tax position
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o Record of purchase: date, broker, price, accrued interest, commission,
tax, total cost, maturity value

o Date and amount of interest received
o Amortization of premium or discount

o Record of disposition: date, broker, redemption or sale price,
accrued interest, commission, net proceeds

o Loss or gain

Reports on Cash and Investments

In some companies a simple daily cash report is prepared for the CEO and
treasurer. It summarizes the cash receipts and cash disbursements, as well
as balances of major banks. Exhibit 11.2 provides an example. From the
control viewpoint, it is desirable to know how collections and disburse-
ments compare with estimates. Exhibit 11.3 shows such information. In
addition to comparing actual and forecasted cash activity, it is also useful
periodically to compare book balances with those required to meet the ser-
vice charges or compensating balance requirements of the company’s
banks. Such a report compares the “object” balance with actual book and
actual bank balances. This type of report provides effective cash utilization
by recording the absence of excessive balances and by keeping bank bal-
ances adequate to fairly compensate the financial institution. Exhibit 11.4
shows such a report.

Daily Cash Report
as of the Close of Business, June 16, 20XX

Balance, June 15, 20XX $135,300
Receipts 10,200
Total 145,500
Disbursements 15,300
Balance, June 16, 20XX $130,200
Bank Balances, etc.
National City Bank $65,900
Commerce National Bank 22,100
Ohio Trust Company 30,500
Total 118,500
Petty Cash and Payroll Funds 11,700
Total $130,200

EXHIBIT 11.2 DAILY CASH REPORT
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Weekly Cash Report
for the Week Ended November 16, 20XX

Month to Date

Description Actual Estimated
Beginning cash balance $32,511 $32,510
Cash Receipts
Government 18,310 18,000
Wholesale 67,730 65,500
Retail 21,100 23,400
Total 107,410 106,900
Cash Disbursements
Accounts payable—expenses 12,860 12,300
Payrolls 37,010 36,900
Material purchases 19,340 14,300
Federal taxes 8,640 8,920
Capital expenditures 39,990 40,190
Other 2,030 2,000
Total 119,870 114,610
Ending cash balance $19,781 $24,800
Estimated month-end balance $30,000

EXHIBIT 11.3 COMPARISON OF ACTUAL AND ESTIMATED CASH ACTIVITY

The activity in investments for most industrial firms normally will be
quite limited, and few reports need be prepared. Periodic reports to man-
agement should include the name of each security, cost, current market
value, effective yield, and any dividends received. For the overall portfolio,

Quarterly Report on Bank Balances

Actual per (Over) Under Balances per

Bank Book Objective  Objective Bank Statement
Chase Manhattan $17,440 $17,800 $360 $19,120
Morgan Guaranty 16,850 16,500 (350) 17,180
Bank of America 14,310 15,700 1,390 15,810
National Bank of Commerce 2,890 3,000 110 3,020
Other local 490 — (490) 520

Total cash in banks-U.S. 51,980 53,000 1,020 55,650
Subsidiaries—foreign 8,190 7,000 (1,190) 8,600
Cash funds 760 750 (10) —

Total cash $60,930 $60,750 $(180) $64,250

EXHIBIT 11.4 ACTUAL AND OBJECTIVE BANK BALANCES
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Number of Market Purchase Rate of  Total Dividends

Security Shares Value Price Return for YTD
ABC Corporation 500 $37,000 $31,000 5.2% $800
Atlas Construction 100 2,400 2,400 6.3 75
National Co. 1,000 30,000 31,000 6.5 1,000
USA Corporation 1,000 65,500 64,000 7.8 2,000
JPC Corporation 100 1,900 1,875 7.5 70
Security Co. 500 42,000 38,000 5.3 1,000

Total or average $178,800 $168,275 6.5% $4,945

EXHIBIT 11.5 REPORT ON INVESTMENT POSITION

the controller should report on the overall cost, market value, and rate of
return. Exhibit 11.5 shows a typical report on investment position.

CASH AND INVESTMENT CONTROLS

Cash enters a firm through these sources: mail receipts, over-the-counter
cash sales, sales or collections made by salespeople or solicitors, and over-
the-counter collections on account. Naturally, all businesses have other
cash transactions of a less routine nature, such as from the sale of fixed
assets, that may be handled by the officers or require special procedures.
Most of the cash problems center on the transactions listed in Exhibit 11.3
because the more unusual or less voluminous cash receipts are readily sus-
ceptible to a simple check.

Regardless of the source of cash, the principle of internal check forms
the very basis for the prevention of errors or fraud. Such a system involves
the separation of the actual handling of cash from the records relating to
cash. It requires that the work of one employee be supplemented by the
work of another. Certain results must always agree. For example, the daily
cash deposit must be the same as the charge to the cash control account.
This automatic checking of the work of one employee by another clearly
discourages fraud and locates errors. Under such conditions, any pecula-
tions generally are restricted to cases of carelessness or collusion.

The system of internal control must be designed for each organization.
However, some general suggestions will be helpful to the controller in
reviewing the situation in his or her own company:

* All receipts of cash through the mails should be recorded in advance of
transfer to the cashier. Periodically these records should be traced to
the deposit slip.
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* All receipts should be deposited intact daily. This procedure might also
require a duplicate deposit slip to be sent by the bank or person making
the deposit (other than the cashier) to an independent department, for
use in subsequent audits.

Responsibility for the handling of cash should be clearly defined.

The functions of receiving cash and disbursing cash should be separate.

The handling of cash should be separate from cash record mainte-
nance. Cashiers should not have access to these records.

Tellers, agents, and field representatives should be required to give
receipts, while retaining a duplicate.

* Bank reconciliations should not be made by those handling cash or
keeping the records. Similarly, a third party should mail statements to
customers, including the check-off against the ledger accounts. A third
party may also summarize cash records.

* All employees handling cash or cash records should be required to take
a periodic vacation, and someone else should handle the job during
such absence. Also, at unannounced times, employees should be
shifted to other jobs to detect or prevent collusion.

* All employees handling cash or cash records should be adequately
bonded.

* Mechanical and other protective devices should be used where applica-
ble to give added means of checking cash transactions—cash registers,
the tape being read by a third party; duplicate sales slips; daily cash
blotters.

* Where practical, cash sales should be verified by means of inventory
records and periodic physical inventories.

Common Methods of Misappropriating Cash

These common methods of misappropriating cash can be a guide to the
controller in designing control systems.

* Mail receipts:

o Lapping, diverting cash, and reporting it some time after it has been
collected; usually funds received from one account are credited
against another account from which cash has been diverted earlier.

o Borrowing funds temporarily, without falsifying any records, or
simply not recording all cash received.

o Overstating discounts and allowances.
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o Charging off a customer’s account as a bad debt and pocketing the
cash.

o Withholding miscellaneous income, such as insurance refunds.

* Over-the-counter sales:
o Failing to report all sales and pocketing the cash.
o Under adding the sales slip and pocketing the difference.
o Falsely representing the refunds or expenditures.
o Registering a smaller amount than the true amount of the sale.
o Pocketing cash overages.
* Collections by salespeople:
o Conversion of checks made to cash.
o Failure to report sales.
o Overstating amounts of trade-ins.
* Disbursements:
o Preparing false vouchers or presenting vouchers for payment twice.
o Raising the amount on checks after they have been signed.
o Cashing unclaimed payroll or dividend checks.
o Altering petty cash vouchers.

o Forging checks and destroying them when received from the bank—
substituting other canceled checks or charge slips.

Where adequate internal control is used, most of these practices cannot be
carried on without collusion.

In addition to the segregation of duties that has been described, certain
other practices may be adopted to further deter any would-be embezzler.
One of these tools is the surprise audit by the internal auditor and by public
accountants. Another is the prompt follow-up of past-due accounts. Proper
instructions to customers about where checks should be mailed, and a spe-
cific request that they be made payable to the company, and not to any indi-
vidual, also will help. Bonding of all employees, with a detailed check of
references, is a measure of protection. Special checking of unusual receipts
of a miscellaneous nature will tend to discourage irregularities.

Controlling Disbursements

Once the cash has been deposited in the bank, it would seem that the major
problem of safeguarding the cash has been solved. Indeed, it is quite true that
control of cash disbursements is a relatively simple matter, if a few rules are
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followed. After the supplier’s invoice has been approved for payment, the
next step usually is the preparation of the check for executive signature. If all
disbursements are subject to this top review, how can any problem exist? Yet
it is at this point that the greatest danger is met. Any controller who has had
to sign numerous checks knows that it is an irksome task—the review to
ascertain that receiving reports are attached, the checking of payee against
the invoice, and the comparison of amounts. Because it is such a monoto-
nous chore, it is often done in a perfunctory manner. Yet this operation is
essential to the control of disbursements. There are too many instances
where false documents and vouchers used a second time have been the
means of securing executive signatures. Prevention of this practice demands
careful review before signing checks, as well as other safeguards. Those who
sign the checks must adopt a questioning attitude on every transaction that
appears doubtful or is not fully understood. Indeed, the review of documents
attached to checks often will bring to light foolish expenditures and weak-
nesses in other procedures.

The opportunities for improper or incorrect use of funds are so great that
the need for proper safeguards in the cash disbursement function cannot be
overemphasized. These suggestions may be of use in determining safe-
guards:

* Except for petty cash transactions, all disbursements should be made
by check.

* All checks should be prenumbered, and all numbers accounted for as
either used or void. Use of preprinted check stock can be avoided com-
pletely by using unnumbered check stock that is numbered during
printing by the computer system. The computer printer can even print
the authorized signature onto the check (although this raises concerns
about access to the computer system instead of the check stock).

» All general disbursement checks for amounts in excess of $1,000
should require two signatures. Signature cards should be updated regu-
larly, so that people who leave the firm or move on to other positions in
the company are not authorized to sign checks.

* Responsibility for cash receipts should be divorced from responsibil-
ity for cash disbursements. The cash functions should be split among
several staff members. For example, the person who opens the mail
should not be the person who applies payments against receivables
records. Also, the person who approves payables for payment should
not be the person who creates checks. The person who performs the
bank reconciliation should not be involved with other cash activities.
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* All persons signing checks or approving disbursements should be ade-
quately bonded.

* Bank reconciliations should be made by those who do not sign checks
Or approve payments.

The keeping of cash records should be entirely separate from the han-
dling of cash disbursements.

Properly approved invoices and other required supporting documents
should be a prerequisite to making every disbursement.

* Checks for reimbursement of imprest funds and payrolls should be
made payable to the individual and not to the company or bearer.

After payment has been made, all supporting documents should be
perforated or otherwise mutilated or marked “paid” to prevent reuse.
Mechanical devices such as check writers should be used to the extent
practical.

* Annual vacations or shifts in jobs should be enforced for those handling
disbursements.

Approval of vouchers for payment usually should be done by those not
responsible for disbursing.

Special authorizations for interbank transfers should be required, and a
clearing account for bank transfers should be maintained.

All petty cash vouchers should be written in ink or typewritten.

* It may be desirable to periodically and independently verify the bona
fide existence of the regularly used suppliers of recurring services,
such as janitorial services, lawyers, and consultants.

* Have the company create a file of all checks created, and send it (pref-
erably daily) to its bank. The bank then matches presented checks
against the check file to see if any checks are unauthorized. The bank
can also reverse the process by making available a list of each day’s
cleared checks, which the company can then reconcile to its list of
printed checks.

Secure the check stock and review it regularly. Anyone can create a
check to him- or herself with stolen check stock.

* Purchase check stock that has been treated with special chemicals that
deface checks if they are chemically tampered with or photocopied.

Bank Reconciliations

An important phase of internal control is the reconciling of the balance on
the bank statement with the balance recorded on the company’s books. If
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properly done, the task is much more than a listing of outstanding checks,
deposits in transit, and unrecorded bank charges. For example, the deposits
and disbursements as shown on the bank statement should be reconciled
with those on the books. Also, endorsements should be compared with the
payee and the payee should be checked against the record. Bank reconcilia-
tions should be handled by someone independent of any cash receipts or
disbursements activities. The job can be handled by the controller or may
be performed by the bank itself. Particular attention should be paid to out-
standing checks of the preceding printing and to deposits at the end of the
month to detect kiting—issued without a corresponding decrease in the
company'’s cash balance.

Petty Cash Funds

Most businesses must make some small disbursements. To meet these
needs, petty cash funds are established that operate on an imprest fund
basis, so that balances are fixed. At any time the cash plus the unreim-
bursed vouchers should equal the amount of the fund. Numerous funds of
this type may be necessary in the branch offices or at each plant. A proce-
dure should be provided to include limits on individual disbursements
through this channel, proper approvals, and so on. If it is practicable, the
person handling cash receipts or disbursements should not handle petty
cash. Other safeguards would include surprise cash counts, immediate can-
cellation of all petty cash slips after payment, and careful scrutiny of reim-
bursements. Although the fund may be small, very considerable sums can
be expended. The controller should not neglect checking this activity.

Investments

Many corporations contract with a major bank to serve as custodian of the
securities, to make payment on incoming delivery, and to receive funds on
outgoing delivery. The form of contract should provide maximum safe-
guards to the company.

Because opportunities for fraud exist, given the availability of telephonic
transactions and the wire transfer of funds, care must be exercised in the
form and nature of confirmation secured and the internal controls used in
authorizing payment.
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RECEIVABLES

Accounts receivable are an important item in the balance sheets of most
business concerns and must be carefully controlled to avoid excessive work-
ing capital requirements. Proper procedures and adequate safeguards on
these accounts are essential not only to the continued success of the enter-
prise but also to satisfactory customer relationships. Control of accounts
receivable begins before the agreement to ship the merchandise, continues
through the preparation and issuance of the billing, and ends with the collec-
tion of all sums due. The procedure is closely related to cash receipts control
and inventory control, acting as the link between the two. This chapter intro-
duces ways to measure, manage, and control the receivables function.

FUNCTIONS OF THE CREDIT DEPARTMENT

The credit manager should assist in stimulating business through a wise
extension of credit and also keep bad debt losses at a reasonably low level.
The credit manager is also responsible for collecting receivables. In detail,
the credit department’s tasks are to:

* Establish credit policies. This involves such questions as the class of
risk to accept, rigidity of credit term enforcement, and adjustment pol-
icies to be followed.

e Investigate credit. This requires a continuous procedure for securing
and analyzing information concerning the responsibility of present and
prospective customers. Information about customers can be collected
from:

o Commercial credit reporting agencies, such as Dun & Bradstreet

219
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o Trade references supplied by the customer

o Banks that hold a customer’s loans, investments, and checking
accounts

o Collection agencies

o The SEC’s reports on any companies that issue stock or bonds to the
public

o The annual financial report files of the stock exchanges for those
companies they list for trade

» Approve credit. This requires a procedure by which the credit depart-

ment definitely approves new customers and regularly reviews the
credit of old ones.

Establish credit limits. Usually approval is limited to a certain amount,
and a plan must be designed to check the extension of credit at this point
or at least to notify the proper authority when the limit is reached. In
addition, there will be situations when credit terms should not be
granted, but the sale can still be made. In these cases, the company can
either sell for cash or have backup guarantees by an individual, a second
corporation, or a standby letter of credit.

Enforce discount terms. Customers frequently take discounts offered
for prompt payment after the time allowed. A policy must be estab-
lished and a procedure designed for the enforcement of the discount
terms.

Collect receivables. Definite collection steps must be arranged for slow
and delinquent accounts. This involves schedules of collection letters,
follow-up procedures, and suspension of accounts from approved lists. In
addition, the collections staff should be updated regularly on special col-
lection techniques (i.e., attention-getting telegrams) and sent to trade
association meetings to swap information with collection personnel from
other companies.

* Adjust credit. This involves settlement of accounts, participation in

creditors’ committees, and representation in receivership and bank-
ruptcy proceedings. Also, responsibility for writing off bad accounts
must begin with the credit departments, although final approval may
be required from the treasurer or controller, in the interest of sound
internal accounting control.

* Maintain credit records. Files, reports, and ratings must be main-

tained as part of the credit analysis and collection effort.
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* Manage the collection process. These items contribute to a tightly
managed collections process:

o Rapid billings. Quick billings lead to shorter days’ receivables
outstanding, whereas extremely delayed billings may be difficult to
collect.

o Rapid cash application. The job of the collections clerk is greatly
facilitated when cash receipt information is quickly updated and for-
warded to the collections staff. This avoids unnecessary calls on sup-
posedly delinquent accounts that have actually already been paid.

o Tickler file. This file informs the collections clerk of the need to
call customers on specific dates.

o Confirmation letters. When a collection agreement is compli-
cated, it is best to summarize the agreement terms in a letter and
send it to the customer immediately, so there will be no confusion
regarding payment.

* Measure the collection process. Understanding of the collection
department’s performance must be gained not only through quantita-
tive measures, such as days’ sales outstanding (DSO) and the percent-
age of overdue invoices. A review of bad-debt write-offs will indicate
other problems, such as the reasons why credit was granted to cus-
tomers who later defaulted. If these problems are tracked and cor-
rected, then the volume of collection items will decline, thereby
enhancing the quantitative performance measures.

An in-depth knowledge of the business may reveal reasons for large receiv-
ables balances that have nothing to do with high-risk customer accounts.
For example, the DSO can be skewed by one very large invoice or by a
large cluster of billings that occur at one time, such as at month-end. Also,
a factoring arrangement may cause an abnormally low DSO.

The credit analyst typically makes credit decisions with the assistance of

customer financial statements. When doing so, these are the items to look for:

* Ratios. These ratios show where cash is being tied up in a customer’s
organization, thereby not allowing cash availability for debt payments:

o Days’ sales outstanding. 1If the customer’s DSO is greater than its
days of selling terms plus a third, then too much cash is tied up in
receivables.

o Quick ratio. If the customer’s quick ratio falls below 2 to 1, then
the ability to pay may be hindered.
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o Inventory turnover. 1If the customer’s inventory turns are worse than
the industry norm, then too much cash is being tied up in inventory. The
presence of obsolete inventory is sometimes indicated by low inventory
turns accompanied by a good current ratio (since the excessive inventory
appears in the numerator of the current ratio calculation). Alternatively,
if a company has good inventory turns but a poor current ratio, it may
have too little working capital to support the level of business being
transacted (called over-trading); if so, look for high debt levels or call
the customer’s bank for information. This type of company is a danger-
ous trading partner, for its heavy debt load may cause it to crash quickly
if its level of business drops.

o Debt ratio. 1If the customer’s total liabilities are greater than 100%
of equity, then the equity cushion available for payments to credi-
tors is too small.

* Seasonality. Typically a company’s books are closed during the
slowest time of the year, when inventories are at their lowest, receiv-
ables have been collected, and debt has been paid down. If a company
chooses to have its year-end in a different month from other companies
in its industry, its key ratios may vary dramatically from industry
norms, even though it may operate in a similar manner.

e Trends. If possible, the credit analyst should obtain the last three
annual financial statements from key customers, and look for these
danger signs that indicate where cash is being used and is therefore not
available for payments:

o Decrease in inventory turnover.

o Increase in the collection period.

o Increase in the ratio of total liabilities to equity.

o Increase in the rate of working capital turnover. This is when sales
increase, but the amount of working capital remains the same. Debt is
usually substituted for the needed working capital, which increases
fixed costs and therefore the risk to the creditor.

SHORTENING THE RECEIVABLES CYCLE

The cash manager is interested in getting cash payments into the company
bank accounts as quickly as possible. The credit manager and the account-
ing department require transaction data that permit application of the pay-
ment to the proper account and invoice. Hence, cash acceleration procedures
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must address both of these concerns. These methods are used to accelerate
collections.

Lockbox. A lockbox is a post office box opened in the name of the
seller but accessed and serviced by a remittance processor. Banks and
others who process the remittances usually do so in a manner and at
the time of day that allows funds to be more readily available to the
depositor. Lockboxes offer these advantages over processing deposits
at the premises of the seller:

o Faster availability of the funds.

o Greater security over the remittance.

o Reduced processing costs.

o Greater reliability in deposit processing.

o Greater reliability in capturing necessary remittance data. Image pro-
cessing involves capturing the image of the check and temporarily stor-
ing it in digital form. This enables the bank to immediately dispatch
the check for clearing, while it uses the image to complete its work.

Wire transfer. This is a series of telegraphic messages between two
banks, usually through a Federal Reserve bank, wherein the sending
bank instructs the Federal Reserve bank to charge the account of the
receiving bank and advises the receiving bank of the transfer.

* ACH (automatic clearinghouse) transfer. This system, operating under

the auspices of the National Automatic Clearing House Association, is a
method for the commercial banks to exchange electronic payments
without the high cost of Federal Reserve wires. In most instances the
payroll initiates a payment for credit to the bank account of the payee.

Depository transfer check (DTC). Under this system, a bank prepares
a DTC check on behalf of its customer against the customer’s deposi-
tory account in another bank. It is a means of getting funds from
depository accounts into concentration accounts more quickly.

Preauthorized draft (PAD). This is a draft drawn by the payee
against the bank account of the payor. The method often is used by
insurance companies or other lenders where the payment is fixed and
repetitive. The payor must authorize its bank to honor the draft, which
may be in either electronic or paper form.

Accelerating the cash collections is one means of reducing the receivables.
In fact, if sales personnel are involved in collections, an incentive based on
customer payment habits might be considered. However, the amount of funds



224 Receivables

tied up in receivables may result in part from antiquated or slow procedures
in the order and billing process and not in the collection cycle. A detailed
review of the procedures from receipt of the customer order, through ship-
ment, to cash collection might be helpful in spotting areas for improvement.
For example, in a typical manufacturing company, each step in the proce-
dures from receipt of the customer order until final collection should be stud-
ied for means of expediting. Thus, these events ought to be analyzed for
means of speeding up the process:

* Order receipt steps, such as processing the customer order from receipt
in the mailroom or order department to the sales department

* Order processing steps in the sales department, such as separation of
stock orders from custom orders

* Credit approval steps, such as the segregation of orders to be expedited
and the separation of orders for known creditworthy customers

* Order shipping procedures, such as reviews by the shipper of a credit
hold list prior to shipping product

* Order paperwork flow from the shipping department to the billing
department

* Invoice preparation and mailing procedures

Given the advent of the microcomputer and the development of related
software that integrates the financial system, the many advantages of a sim-
ple computerized system should be considered. For example, billings and
month-end statements may be sent out more promptly. The more quickly
invoices are sent out, the more quickly they are paid. Invoices should always
be mailed within one day of the shipment date. Moreover, up-fo-date records
make management information more accurate. Customers may be incor-
rectly dunned for overdue payments, when funds may have already been
received but not recorded. If records are not updated by the clerical staff, a
computer system will not prevent this problem but it will make the process
easier. Also, billings can be sent by electronic data interchange (EDI). EDI
allows the company to send invoices electronically to a central computer
clearinghouse, where the invoice is electronically stored. Customers access
the clearinghouse by modem and receive the invoice electronically.

RESERVE FOR DOUBTFUL ACCOUNTS

The accounts receivable investment includes providing a reserve for esti-
mated doubtful accounts. This may be accomplished in one of two ways
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when actual sales are made. First, a percentage of monthly sales (or credit
sales) can be set aside based on past experience. Second, the accounts
receivable aging and reserve should be reviewed for any probable uncollect-
ible accounts. When dealing with the long-term business plan, the estimated
percent of sales is the method most commonly employed.

RECEIVABLES FRAUD AND CONTROL

The controller’s first experience with fraud may be the review of “what
went wrong” following the loss of assets. To avoid this problem, we pro-
vide a list of typical receivables frauds that the controller can prepare for
through proper control systems, which are also mentioned. With proper
controls, it should be much more difficult to perpetrate many of the frauds
listed below.

Receivables Fraud

These examples should not be considered the only possible types of receiv-
ables fraud; dishonest people will continue to derive new methods of remov-
ing money from a company. Thus the controller must remain watchful.

* Ship materials to a false address and do not issue an invoice. Collusion
is usually required, with one person in accounting and one person in
the shipping department.

* Issue an invoice to a customer at a high price and record an invoice for the
company’s records at a lower price; when payment is received, the
employee pockets the difference between the price paid and the price
recorded. To do this, an employee must have control over the billing and
cash receipts functions.

Increase receivable balances with bogus transactions in order to pro-
cure loans secured against receivables. This can be accomplished by
one billings person.

* Write off artificial discounts and adjustments; when full payment
comes in, pocket the difference between the discounts and the full pay-
ment. To do this, an employee must have control over the billing and
cash receipts functions.

Write off receivables as bad debts; when full payment comes in, pocket
the written-off amount. To do this, an employee must have control over
the billing and cash receipts functions.
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There is a risk that some deliveries to customers will not be billed to them.
Further, even though an invoice is prepared, the customer may be billed for an
incorrect amount because of differences in the quantity shipped, price, or
extensions. The controller must institute proper procedures to ensure that
such risks are minimized. These procedures may be useful in controlling
these receivables problems:

* Compare source information. Invoices to customers are compared to
prenumbered shipping memos by an independent party. This compari-
son includes both the quantity and the description of goods shipped,
and all shipping memo numbers must be accounted for.

* Audit prices and extensions. Prices appearing on invoices are inde-
pendently checked against established price lists, and all extensions
and footings are checked.

* Compare detail to summary records. Periodically, the detail of the
accounts receivable is checked against the general ledger total and rec-
onciled, preferably by an internal auditor or other independent party.

* Confirm balances. Surprise mailings of monthly statements and con-
firmation requests should be made by third parties.

» Segregate duties. All handling of cash should be segregated from the
maintenance of receivable records.

* Review special adjustments. All special adjustments for discounts,
returns, or allowances should have special approval.

* Review bad debts. A special record should be kept of all bad debts
written off, and a follow-up should be made on those items to mini-
mize the danger of collections being received and not recorded.

* Mail invoices separately. Invoices may be mailed to customers by a
separate unit.
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INVENTORY

Inventory can be one of the largest dollar items listed on the balance
sheet. It can be the cause of large and unexpected adjustments in the year-
end financial statements, due to unexpected amounts of obsolete and
missing stock. In fact, supporters of just-in-time (JIT) manufacturing sys-
tems consider inventory to be a liability, since it is expensive in terms of
insurance, storage space, moving costs, obsolescence, shrinkage, tracking
costs, and working capital. Under the JIT system, minimal inventory
reduces all of the above costs. Because minimal inventory and highly
accurate inventory records are critical under any manufacturing system,
this chapter focuses on installing inventory tracking systems, which can
then be used to pinpoint inventory problems and lead to smaller invento-
ries. In addition, this chapter discusses the valuation of inventories, the
physical inventory procedure, and inventory fraud.

INVENTORY MANAGEMENT SYSTEMS

Inventory management systems are a topic of considerable debate, as JIT
systems gradually supplant material requirements planning (MRP) and var-
ious reorder point systems. This section examines:

* The turnover statistic, which is the most universally used benchmark
for analyzing the performance of an inventory management system

* Overviews of each management system, as well as the advantages and
disadvantages of each one

* The cost of carrying inventories, as well as where responsibility for
inventory systems should lie

227
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Turnover

Turnover is the most universal measure of the manufacturing system’s effi-
ciency in using inventory. It is derived by dividing the usage factor by the
average inventory. For example, the turnover of various inventories can be
determined:

* Finished goods. Cost of goods sold/average inventory of finished goods

» Work-in-process. Cost of goods completed/average inventory of work-
in-process

* Raw materials. Materials placed in process/average inventory of raw
materials

* Supplies. Cost of supplies used/average supply inventory

The result is the number of “turns,” usually measured in turns per year.
Turnover statistics must be analyzed with caution, for several factors can
cause the same result. A slow turnover can indicate overinvestment in
inventories, obsolete stock, or declining sales. A very high turnover can
indicate improved utilization through conversion to a JIT or MRP system,
or it may be caused by keeping an excessively small amount of stock on
hand, resulting in lost sales or increased costs due to fractional buying.

The purpose of business is turning a profit, not turning inventory. Evalu-
ating a company’s performance based on a turnover is not wise without
more detailed information. If turnover is used to evaluate the performance
of a new manufacturing system, such as MRP or JIT, then it is useful. If it is
used to compare performance between accounting periods, it is useful as an
indicator of underlying problems or improvements that must be researched
further to determine the exact causes of any changes in the statistic.

Reorder Points

When there are known requirements, MRP and JIT systems will indicate
when materials need to be ordered, and inventories can be planned accord-
ingly. When there is greater uncertainty, as in job-lot work, estimates of the
volume level must be made, and a provision for error, through the use of
safety stock, may be used. The reorder point is then calculated by multiply-
ing the anticipated lead time in weeks by the estimated demand in units per
week, plus a safety stock quantity. Reorder point systems tend to result in
excess inventories and obsolete materials, because parts will be ordered
automatically even though the need for them may be declining. Typical
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turnover rates to be expected are three to six turns, although this statistic
varies widely by industry.

At the time the stock level reaches the reorder point, a requisition is
issued for additional inventory. Some of the more widely used means of
signaling the time to reorder include:

* Minimum—maximum system. This method is used in connection with
the inventory record. The minimum quantity level is the reorder point;
the maximum level is the minimum quantity plus the economical order
size.

* Reserve stock method. Under this system, the stock is divided into
two parts: one for immediate use and one as a reserve. When use of the
reserve is begun, additional stock is reordered. This system may
involve two bins (one with the reserve stock) or one bin with the
reserve stock identified (e.g., in a separate bay).

Visual check system. When a manager with direct knowledge of the
business activity checks the stock level, he or she can judge when to
reorder.

* Reservation method. This method recognizes the available stock as
well as the physical stock. Available stock is defined as stock on order,
plus physical stock, less the unfilled requirement. The reorder point is
based on the available stock rather than the physical stock.

Material Requirements Planning

Inventory is handled differently under the material requirements planning
system. An MRP system schedules production through a master schedule.
The system then multiplies the master schedule quantities by the bills of
material for each item on the schedule to determine the gross part require-
ments for production needs. The gross requirements are then reduced by
unallocated parts currently in stock to derive the list of parts to be ordered.
The to-be-ordered list is grouped into convenient lot sizes, and the parts are
ordered. Typical turnover rates to be expected are 6 to 15 turns, although
this statistic will vary widely by industry.

The MRP system improves inventory turns and brings order into unsys-
tematic manufacturing systems by requiring high data accuracy levels.
However, it can require considerable computer processing time. Also, an
MRP system is designed to work with long setup times, long production
runs, long cycle times, and accepts scrapped parts; a JIT system, on the
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other hand, works toward short setups, short production runs, short cycle
times, and zero scrapped parts. Finally, an MRP system results in excess
inventory, since orders are placed for standard lot sizes rather than for the
exact amounts required.

Just-in-Time Systems

A just-in-time system involves many changes to a typical manufacturing
system, which result in vastly reduced inventories. Turnover rates can be as
high as 80, though 20 turns is more typical; this statistic will vary widely
by industry. Some of the changes are described below.

Purchasing. A traditional system processes bids from many suppli-
ers, takes the lowest bid, and orders in bulk, leaving leftover parts in
the warehouse for future use. A JIT system uses a small number of
long-term suppliers and orders only as much as is immediately needed,
so that no extra parts are stored in the warehouse; suppliers deliver
parts directly to the assembly area. There is no room for defective parts
in a JIT system, so supplier quality systems are tested by company
terms to ensure that parts will be delivered within specifications.

Delivery. A traditional system builds to stock and released finished
goods as orders are received. A JIT system closely links its production
schedule to suppliers’ delivery schedules, thereby reducing its finished
goods stocking requirements.

Manufacturing. A traditional system produces long runs of one product
before shutting down, resting the equipment, and producing another long
run. A JIT system works to reduce setup times, so that (ultimately) it is
economical to produce one item in a production run. Also, machines are
rearranged into clusters called manufacturing cells, so that small jobs
move rapidly through a common routing over several types of machines;
this process reduces work-in-process (WIP) inventories. It also improves
quality, since one worker is responsible for the part through several pro-
duction steps and can spot quality problems quickly, before many parts
are produced. Kanbans are authorization cards that allow a worker to
produce a set amount of parts for an upstream workstation, thereby con-
trolling the amount of WIP in the system.

Warehousing. A traditional system receives supplier parts, stocks the
parts, and issues them to the assembly floor based on a pick list. A JIT
system avoids the warehouse entirely and sends the parts directly to
the assembly floor.
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Quality. A traditional system accepts a set percentage of defective
products and overproduces to allow for the variance. A JIT system
uses statistical process control to identify upward or downward trends
in variances, thereby predicting when a process will exceed its within-
specification boundaries. In addition, supplier quality systems are
closely tracked to ensure that received products are free of defects.

Inspection. A traditional system inspects products after they have
been produced and eliminates or reworks any defective products. A JIT
system builds quality into the process, so that no inspection staff is
needed.

Cycle time. A traditional system has a long cycle time, because parts
sit in the warehouse before being kitted (removed from storage and
clustered together for use in a production run), where they sit again,
and between manufacturing workstations, where they sit in piles of
WIP. A JIT system sends received parts directly from the receiving
dock to the assembly area, where WIP is reduced by using manufactur-
ing cells and kanbans.

* Accounts payable. A traditional system will not pay a supplier until

an invoice is received and matched to receiving documentation from
the receiving department. Under a JIT system, suppliers are paid based
on how many units the manufacturer produces in each period; the num-
ber of parts that must have been received is calculated by multiplying
the number of parts in the finished product by the quantity of the prod-
uct that was produced. The traditional system would not work in a JIT
environment, since an immense amount of paperwork would be needed
to process the increased number of small-volume receipts.

Working capital. A traditional system requires working capital for
inventories. Some JIT systems are now approaching negative working
capital levels, because their inventory requirements are so low. This
challenge allows the company to invest its cash flow more profitably in
other activities.

Cost accounting. A traditional system records variances on the shop
floor, which are then summarized and reported back to the manufactur-
ing managers by a cost accountant. A JIT system emphasizes cycle
time, and recording cost information during production slows down
cycle time. Also, JIT systems function with so little WIP that quality
problems become obvious and can be corrected well before the cost
accountant can summarize variance information and send it back to the
manufacturing staff for corrective action. Thus, a JIT system uses min-
imal variance reporting.
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* Product/Costs. A traditional system measures variances caused by the
manufacturing facility that affect the cost of a product. The JIT system
has removed most variances from the manufacturing system, so the cost
accountant’s focus becomes setting a target cost during the design stage
and assigning targeted subsidiary part costs to suppliers. The cost
accountant then reports on variances caused by suppliers not meeting
their cost targets.

A JIT system’s biggest problem is replacing the existing system; it is so
radically different that the existing system may come to a complete stop
before the new system is properly implemented, thereby losing valuable
production time. This problem is avoided by implementing the JIT system
from the delivery end of the process and working backward toward the
receiving function. Also, some JIT concepts, such as manufacturing cells,
can be implemented and fitted into an existing system without unduly
affecting production performance. As for its advantages, JIT systems
require minimal computing power and working capital, and can create
products with far less cycle time than any other system.

Cost of Carrying Inventories

The cost of carrying inventories is significant. First, working capital is
required to pay for inventory; the interest cost of working capital is easily cal-
culated when money is borrowed to obtain inventory or working capital. Inter-
est may also be imputed by using a rate commensurate with the return on
investment in other alternatives. Also, when funds are used to purchase inven-
tory, the money is no longer available for other, possibly more worthwhile,
projects. Other inventory costs also must be recognized, such as insurance,
taxes, warehousing, storage and handling, pilferage, spoilage, and obsoles-
cence. The total of these costs can easily range from 25% to 40% of the inven-
tory value on an annual basis.

Inventory also causes a product’s cycle time to increase. The total cycle
time is the time required to build a product; reducing the cycle time increases
the firm’s speed to market, so that customer orders can be handled more rap-
idly. When parts must be received, moved into storage, kitted, and then moved
to the assembly area for production, critical time is added to the production
process. Just-in-time systems move the inventory straight from the receiving
dock to the production floor, thereby reducing the cycle time drastically.

Responsibility for Inventory

The responsibility for inventory may generally be assigned as follows, with
variations based on the company’s organizational structure and products.
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Manufacturing-related inventories, such as raw materials, manufacturing
supplies, and work-in-process, should be the responsibility of the chief manu-
facturing executive, so that the position has complete command over the
materials needed to manufacture the finished product. Sales-related invento-
ries, such as finished goods, can be the responsibility of either the chief man-
ufacturing executive or the sales executive. A better job of estimating sales
requirements will result from assigning these inventories to the sales execu-
tive. Moreover, the sales executive will pay greater attention to disposing of
obsolete or slow-moving items.

Regardless of who is assigned the responsibility, the assignment must be
clear, so that inventories are kept at manageable levels. There must also be
full coordination among the purchasing, engineering, and production func-
tions, so that parts are purchased only as needed and based on accurate bills
of material. The controller is rarely responsible for the inventory but should
be responsible for related internal control issues and inventory valuation
methods.

INVENTORY TRACKING

If perpetual inventory records are maintained with high accuracy, then no
physical inventory need be conducted. An increasing number of companies
are turning to the perpetual inventory method for these reasons:

* Avoid wasted time. Staff time is not utilized efficiently during the
physical inventory process, because staff members could be involved
in other activities. Also, the production facility is shut down, allowing
no revenue-generating products to be manufactured.

e Improve product delivery performance and reduce freight costs.
High inventory record accuracy allows companies to promise shipments
to customers with greater confidence, because products can be built
without delays due to missing parts. Also, rush charges for missing parts
are avoided.

* Achieve higher accuracy with ongoing counts. Inventory counts
should be done by the experts—the warehouse staff—and should be
done at their leisure, which will ensure higher count accuracy. If a
complete plant-wide physical inventory is performed, accuracy drops
due to counts by less experienced nonwarehouse staff and the short
time frame required to complete the count.

* Avoid year-end surprises. Many companies have been unpleasantly
surprised by unexpected changes in inventory levels at year-end. These
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surprises can be avoided by constantly monitoring inventory levels
with a perpetual inventory system.

Use data to reduce inventory and cut costs. The transaction history
that is a by-product of a perpetual inventory system allows the materi-
als manager to make informed decisions regarding deletions of parts
from stock. This is of value to the controller, since cash requirements
for additional inventory are reduced and can be enhanced as inventory
is sold back to suppliers. As inventory is reduced, the staff needed to
track it and the insurance needed to cover it can both be reduced,
thereby improving the company’s cash flow a second time.

A physical inventory can be eliminated if accurate perpetual inventory
records are available. Many steps are required to implement a perpetual
inventory system, requiring considerable effort. The controller should eval-
uate the company’s resources prior to embarking on this process and adjust
those resources accordingly in order to complete the project. In addition,
the controller must realize that, once high accuracy levels are achieved,
continued monitoring is needed to maintain those levels.

The 17 steps needed to implement an accurate perpetual inventory sys-
tem are:

Step 1. Select and install inventory tracking software. The primary

requirements for inventory tracking software are that it:

o Track transactions. One of the primary uses of a perpetual inven-
tory system is the ability to list the frequency of product usage,
which allows the materials manager to increase or reduce selected
inventory quantities.

o Update records immediately. The perpetual inventory data must
always be up-to-date, because production planners must know what
is in stock and because cycle counters must have access to accurate
data. Batch updating of records is not acceptable.

o Report inventory records by location. Cycle counters need inven-
tory records sorted by location in order to count the inventory most
efficiently.

Step 2. Test inventory tracking software. The software installation

team should create a set of typical records in the new software,
and perform a series of transactions to ensure that the software
functions properly. In addition, create a large number of records
and perform the transaction again, to see if the response time of
the system drops significantly. If the software appears to function
properly, continue to the next step. Otherwise, fix the problems
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with the software supplier’s assistance, or acquire a different
software package.

Train the warehouse staff. The warehouse staff should receive
software training immediately before using the system, so that
they do not forget how to operate the software. Enter a set of test
records into the software, and have the staff simulate all com-
mon inventory transactions, such as receipts, picks, and cycle
count adjustments.

Revise rack layout. It is much easier to move racks prior to
installing a perpetual inventory system, because no inventory
locations must be changed on the computer system. Create
aisles that are wide enough for forklift operation, and cluster
small parts racks together for easier parts picking.

Create rack locations. A typical rack location is, for example,
A-01-B-01. This location code means:

A =Aisle A
01 =Rack 1
B = Level B (numbered from the bottom to the top)

01 = Partition 1 (optional—subsection of a rack)

As one progresses down an aisle, the rack numbers should
progress in ascending sequence, with the odd rack numbers on
the left and the even numbers on the right. This layout allows an
inventory picker to move down the center of the aisle, effi-
ciently pulling items based on sequential location codes.

Lock the warehouse. One of the main causes of record inaccu-
racy is removal of items from the warehouse by outside staff.
To stop such removal, all entrances to the warehouse must be
locked. Only warehouse personnel should be allowed access to
the warehouse. All other personnel entering the warehouse
should be accompanied by a member of the warehouse staff to
prevent the removal of inventory.

Consolidate parts. To reduce the labor of counting the same
item in multiple locations, common parts should be grouped in
one location.

Assign part numbers. Several experienced personnel should
verify all part numbers. A mislabeled part is as useless as a
missing part, since the computer database will not show that it
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exists. Mislabeled parts also affect the inventory cost; for exam-
ple, a mislabeled engine is more expensive than the item repre-
sented by its incorrect part number, which identifies it as, say, a
spark plug.

Verify units of measure. Several experienced personnel should
verify all units of measure. Unless the software allows multiple
units of measure, the entire organization must adhere to one
unit of measure for each item. For example, the warehouse may
desire tape to be counted in rolls, but the engineering depart-
ment would rather create bills of material with tape measured in
inches instead of fractions of rolls.

Pack the parts. Parts should be packed into containers, then
the containers should be sealed and labeled with the part num-
ber, unit of measure, and total quantity stored inside. A few
parts should be left free for ready use. Containers should be
opened only when additional stock is needed. This method
allows cycle counters to verify inventory balances rapidly.

Count items. Items should be counted when there is no signifi-
cant activity in the warehouse, such as during a weekend. Elabo-
rate cross-checking of the counts, as would be done during a
year-end physical inventory, is not necessary. It is more impor-
tant to have the perpetual inventory operational before ware-
house activity increases again; any errors in the data will quickly
be detected during cycle counts and flushed out of the database.
The counts must include the part number, location, and quantity.

Enter data into computer. An experienced data entry person
should input the location, part number, and quantity into the
computer. Once the data are input, another person should cross-
check the entered data against the original data for errors.

Quick-check the data. Have the data scanned for errors. If all
part numbers have the same number of digits, then items that are
too long or short should be looked for. Location codes should be
reviewed to see if inventory is stored in nonexistent racks. Units
of measure should match the part being described. For example,
is it logical to have a pint of steel in stock? Also, if item costs
are available, a list of extended costs should be printed. Exces-
sive costs typically point to incorrect units of measure. For
example, a cost of $1 per box of nails will become $500 in the
inventory report if nails are listed as individual units.
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Step 14. Initiate cycle counts. Have a portion of the inventory list,
sorted by location, printed out. Using the report, have selected
staff members count blocks of the inventory on a continuous
basis. They should look for accurate part numbers, units of
measure, locations, and quantities. The counts can concentrate
on high-value or high-use items, but the entire stock should be
reviewed regularly. The most important part of this step is to
examine why mistakes occur. If a cycle counter finds an error,
the cause of the error must be investigated and then corrected,
so that the mistake will not occur again.

Step 15. Initiate inventory audits. The inventory should be audited
frequently, perhaps as much as once a week. This allows the
controller to track changes in the inventory accuracy level and
initiate changes if the accuracy drops below acceptable levels.
In addition, frequent audits are an indirect means of telling the
staff that inventory accuracy is important and must be main-
tained. The minimum acceptable accuracy level is 95%, with
an error being a mistaken part number, unit of measure, quan-
tity, or location. This accuracy level is needed to ensure accu-
rate inventory costing as well as to assist the materials
department in planning future inventory purchases. In addi-
tion, a tolerance level must be established when calculating
the inventory accuracy. For example, if the computer record of
a box of screws yields a quantity of 100 and the actual count
reveals a quantity of 105, then the record is accurate if the tol-
erance is 5% but inaccurate if the tolerance is 1%. The maxi-
mum tolerance should be 5%, and this figure could be reduced
for high-value or high-use items.

Step 16. Post results. Inventory accuracy is a team project, and the
warehouse staff members feel more involved if the audit results
are posted against the results of previous audits.

Step 17. Reward staff members. Accurate inventories save a company
thousands of dollars in many ways. Therefore, it is cost-effective
to encourage staff members to maintain and improve the accu-
racy with periodic bonuses based on reaching higher levels of
accuracy with tighter tolerances.

These are the basic steps needed to implement an accurate perpetual inven-
tory system. However, several special cases require additional steps. Some
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of the more common cases are:

* Customer-owned inventory. Customer-owned inventory cannot be
valued, since the company does not own it. There are different solu-
tions for different companies. For example, the company can avoid
assigning a cost to the part, can assign different part numbers to a part
based on who owns it, or can segregate the materials in an uncounted
area. In these cases, care must be taken when assigning several part
numbers to the same part, for engineering drawings and bills of mate-
rial usually list only one part number for a part.

» Consignment inventory. One technique used by materials depart-
ments to improve the production process is to turn over some items to
suppliers, who then have title to their own inventory in the production
area. Because it is owned by suppliers, it should not be costed. To
avoid incorrect costing, this consignment inventory should be stored in
clearly marked areas and should not appear in the inventory database.

* Materials at supplier locations. Company-owned materials are some-
times kept at supplier or customer locations. These items can constitute
a large unseen part of the inventory and can easily escape an otherwise
rigorous inventory tracking system. It is the responsibility of the materi-
als department to track this inventory, using a special location code for
the off-site location and verifying the item quantities with the customer
or supplier as part of the cycle count and periodic audit process.

* Floor stock. Floor stock is defined as the fasteners kept on the shop
floor to assemble product. These items are typically kept in uncounted
bins and replenished from the warehouse as the bins empty. The easi-
est way to deal with this material on the computer system is to avoid it.
Floor stock is generally not expensive, and therefore has no significant
impact on the accuracy of the financial statements if they are expensed
instead of being capitalized into inventory. Also, the cost to count floor
stock may not be worth the additional level of record accuracy in the
perpetual inventory.

* Another approach to floor stock is to return as much of it as possible to
the warehouse. A close review of floor stock turnover typically reveals
that some of it turns slowly. If so, those items can be returned to stock
and later requisitioned back to the shop floor as needed. This technique
reduces the amount of uncounted floor stock.

* Work-in-process. Work-in-process (WIP) must be tracked in the per-
petual inventory system, because it can be large enough to have a sig-
nificant impact on the financial statements. The easiest approach to
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this problem is to utilize cell manufacturing to reduce WIP in the
manufacturing process—if it is not there, it does not have to be counted.
However, because cell manufacturing is beyond the job scope of most
controllers, encouraging data collection at each job station on the
assembly floor may be more appropriate.

Data collection is difficult outside of the warehouse, where the staff is usu-
ally less well trained in data entry methods. Several methods are possible,
based on the controller’s level of confidence in the staff’s ability to enter
data. One method is to have each manufacturing station log in those items
entering its area and log out those items leaving its area. This is a time-
consuming process that can move faster with bar coding.

A different method could work if bills of material are accurate. Then the
progress of jobs through the shop can be tracked by simply logging in the
stage of job completion. If the inventory tracking software is sophisticated
enough, the WIP cost is calculated by comparing the job’s reported stage of
completion to the bill of materials.

PHYSICAL INVENTORY PROCEDURE

The physical inventory is a manual count of all inventory on hand and is
used to obtain an inventory valuation for the period-end financials. Many
companies still use physical inventories; even those that have converted to
perpetual systems may find that sections of the inventory located outside of
the warehouse, such as WIP, require a periodic physical count. Companies
using such advanced systems as manufacturing cells may still require a
physical count of WIP, unless all production is allowed to flow through the
manufacturing process and into finished goods prior to conducting the count.

Preplanning the inventory is critical. Follow these steps to ease the count-
ing process:

Use trained personnel. The inventory counters should all be experi-
enced warehouse personnel, because they are familiar with the parts, as
well as their related part numbers and units of measure. Front-office staff
members have no place in the counting process, because they do not
know the parts, part numbers, or units of measure.

Use “dead time.” It is difficult to count while production operations are
occurring. Consequently, using weekend or evening time will hasten the
counting process.

Clean up in advance. A messy counting area means that the counting
team must find the stock before counting it; time can be saved by organizing
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the inventory in advance, clearly labeling part numbers and units of mea-
sure, and cleaning the counting areas.

Train the staff. The physical inventory teams must be trained in count-
ing procedures, as well as proper cutoff procedures and completion of
forms. The training may require detailed written instructions.

Cutoffs. Items received after the cutoff period must be marked “do not
count” and segregated. Items shipped must leave the dock by the cutoff
period, or they will be included in inventory. No parts will move in or
out of the warehouse while the count is being performed.

Assign the staff. Allocate inventory locations to specific counting teams.

Organize. The counting process involves the warehouse staff, the cost
accountant(s), and the accounting staff. They must be tightly organized
to achieve an accurate physical count. Because of the many departments
involved, a person with significant experience and authority must lead
the effort.

Create an inventory tag form. The tag is used to record the inventory
count for each item and should include fields for the part number,
description, location, unit of measure, counter’s signature, and last job
performed (if it is a WIP item). The tags must be prenumbered.

The counting process should include eight steps:

Step 1. Notify the auditors. The auditors must be notified of the time
and place of the physical inventory. An audit team will test
counts, observe the procedure generally, and trace the counts to
the inventory summary.

Step 2. Assign counting teams to areas. These areas should be counted:
o Central warehouse
o Receiving inspection
o Staging (kitting) areas
o Finished goods area
o Work-in-process areas
o Shipping area

o Outside storage (e.g., in trailer storage or company-owned
inventory located at other companies)

o Rework areas

o Packaging materials
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Equally important, the following items should rot be counted:
o Tools and equipment

o Material handling containers

o Written-off inventory

o Maintenance equipment

o Office supplies

o Departmental expense items (e.g., glue, solder, and tape)

o Consignment inventory

Count all areas. A prenumbered inventory tag should be
attached to each area that has been counted, in order to prove that
the count was completed. The tag should be a two-part form, so
that one copy can be removed and used to summarize the inven-
tory. The count is usually conducted by two-person teams, with
one counting and the other recording the information.

Review counted areas. The counted areas should be reviewed
for missing or duplicate counts, and counts should be spot-
checked for correct quantities, part numbers, and units of mea-
sure. High dollar-value items should be 100% checked.

Control tags. All tags should be collected; missing or dupli-
cate tag numbers should be looked for; any problems should be
resolved before summarizing the information in the next step.

Summarize tags. The tag information should be into the com-
puter or recorded manually on a summary sheet. The summary
sheet should include all of the information contained on the
tags. The summary report, whether automated or manual,
should include space to mark down the market value of each
item, so that the cost of each item can be marked to the lower of
cost or market for financial statement reporting purposes.

Look for discrepancies. Problems can be unearthed with any
of these techniques:

o Compare the physical inventory records with perpetual
records (if such records are kept).

o Review the extended costs for excessively large dollar values.
Often incorrect units of measure are the source of these errors.

o Review the unit counts for excessively high counts. Once
again, incorrect units of measure may be the culprit.
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o Compare expensive items in the inventory to the summary, to
ensure that the correct quantities are recorded, and that their
costs appear reasonable.

Step 8. Review the cutoff. Even with an excellent inventory count,
the inventory can be severely misstated if inventory is
included or excluded without a corresponding sale or liability
entry in the accounting records. Receiving and shipping
records for several days before and after the inventory count
should be reviewed, and an accounting entry for each transac-
tion should be verified.

INVENTORY VALUATION

The selection of the method to value has a significant impact on the
reported earnings and financial condition of a company. Since the inventory
is among the largest of the current assets, the method of valuing inventories
is a very important factor in determining both the results from operations
and the firm’s financial condition.

The primary objective in choosing a cost basis for valuing inventories is
to select that method that, under the circumstances, will most satisfactorily
reflect the income of the period. In many instances, the units sold are not
identifiable with the specific cost of the item, or such application is
impractical. For this reason, a variety of cost applications have been devel-
oped that recognize differences in the relationship of costs to selling prices
under various conditions. For example, the last in, first out (LIFO) method
may be applicable where sales prices are promptly affected by changes in
reproduction costs. Circumstances of the individual company or industry
must govern, but uniform methods within the industry will permit useful
comparisons.

Inventory Valuation Methods
The more common inventory valuation methods are:

e Identified or specific costs. Under this method, purchases are not com-
mingled but are kept separate. The issue or sale is priced at the exact cost
of the specific item. Such a system is not widely adopted because it
requires too much physical attention and accounting detail. It is some-
times used in costing perishable stock or nonstandard units that have been
purchased for a specific job.
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First-in, first-out (FIFO). This method is often known as the original
cost method. It assumes that items first received are first issued. To
illustrate the operation, assume an opening inventory of 50 units at $10
each, receipts on January 11 of 10 units at a cost of $15, and issues on
January 3 and 12 of 40 units each. The issue on January 3 would be
costed at $10 per unit, leaving a balance of 10 units at $10 each. The
issue of January 12 would be priced in this way:

10 units at $10 each $100
30 units at $15 each 450
Total $550

The requisition must be priced on two bases since two different
acquisitions were issued.

Simple arithmetic average cost. The average is computed by dividing
the total unit prices for the inventory on hand by the number of such
prices, without regard to the quantities to which the prices relate. It is
mathematically unsound.

Weighted average cost. This procedure involves the determination
after each receipt of the total quantity and value on hand. The total
units are divided into the total value to secure an average unit cost. All
issues are priced at this average cost until the next receipt, when the
new average is computed. The unit price must be carried out to suffi-
cient decimal places to retain accuracy.

Disadvantages of this method include the detailed calculations necessary
and the length of time taken to reflect recent purchases in the average. It
has the advantage of stabilizing costs when prices fluctuate.

* Moving average cost. 'This method uses an average price of a conve-

nient period of time, such as three or six months. It is a variation of the
weighted average method. The effect of price fluctuations is minimized.

* Monthly average cost. The total beginning inventory and the receipts

for the month are divided into the aggregate cost to determine an aver-
age. This average is then applied to the issues for the period. The
method has the advantage of eliminating some clerical work. The dis-
advantage is that the requisitions cannot be costed for the month until
the new average cost is determined. Sometimes this disadvantage is
avoided by using the previous monthly average.

Standard cost. As the name imp