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Accounting Information Systems


CHAPTER 11
THE EXPENDITURE CYCLE: 
PURCHASING AND CASH DISBURSEMENTS

SUGGESTED ANSWERS TO DISCUSSION QUESTIONS
11.1
There are several reasons why accountants should be involved in decisions about investing in IT and not leave such decisions solely to IS professionals. First, the economic merits of proposed IT investments need to be subjected to the same kind of detailed analysis as any other major capital investment (e.g., plant expansions). Accountants are skilled in making such analyses. Second, the operational feasibility of IT investments must also be evaluated. How will the investment affect daily operating procedures? Will the system be able to adapt as the company changes the nature of its operations? As one of the major users of the information system, accountants need to participate in these analyses. Third, at what stage of the life cycle is the proposed system? In other words, will the system soon become obsolete? Fourth, what are the risks that either employees or customers will be unhappy with the new system? Finally, what is the long-run viability of the proposed supplier? Here again accountants can make a valuable contribution by analyzing the long-run economic viability of proposed vendors.

11.2
The Vendor Managed Inventory (VMI) is essentially Electronic Data Interchange (EDI) where the retailer has given their vendor access rights to their point-of-sale (POS) system.  Some of the potential advantages and disadvantages of moving to a VMI are:

Advantages:

Lower cost – retailers are able to essentially “outsource” their inventory management to their vendors.

Potentially reduced lost sales – provided that the vendors are able to meet product demand.

More accurate forecasts – since vendors have more data from the retailers, they are able to more accurately forecast and meet demand for their products.

Disadvantages:

Cost – the retailers and vendors must expend the resources necessary to acquire the technology and incur the costs of changing the organization to a VMI arrangement.

Security – The vendors have significant access to retailer data.  The retailer puts one of their most valuable assets, their sales data, in the hands of their vendors.   Such access opens the door to a myriad of data and system security issues such as data alteration and deletion, unauthorized access to non-sales related data, inadvertent loss of data or even corporate espionage.

Over supply – the vendor could ship more inventory than the retailer needs to meet demand.

Controls:

The following are a list of potential controls that could be implemented to monitor VMI systems:

1. At least at first and then periodically thereafter, the retailer should monitor inventory levels to determine whether the vendor is sending enough inventory to prevent stock outs but not too much inventory that is slow to sell.

2. Analyze inventory costs.  If VMI is working, then overall inventory costs should decline.

3. Intrusion detection systems to determine if the vendor has compromised the security of the retailer’s system.
4. Unauthorized access attempts to non-VMI related areas of the retailer’s system.

11.3
Since the primary benefit of procurement cards is to give employee’s the ability to make small non-inventory purchases necessary for their area of responsibility be it office supplies, computer or office equipment, meals and/or travel expenses, a formal approval process for all purchases would negate the benefit of the procurement card.  Therefore, the controls for procurement cards should be focus on the initial issuance of the card and subsequent reviews and audits of purchases made by employees entrusted with procurement cards.  Employees receiving cards must be properly trained in their proper use and in the procurement card controls implemented by the organization.  If employees know that any purchase they make can be the subject of subsequent review and audit, they are more likely to make legitimate purchases.  Subsequent reviews and audits must also require proper documentation related to each purchase made with the procurement card.  During procurement card training, it should be emphasized that employees will be required to produce original receipts or other formal documentation for all items purchased.  
11.4
This question should generate significant discussion and allow the instructor to counsel students on personal debt, credit cards, interest, and the personal problems that debt can cause.  Many people do not keep their credit card receipts as evidence by receipts left at the “pay-at-the-pump” gas stations.  If consumers do not keep their receipts, how do they know whether their credit card bill is accurate?  Thus, consumers should verify each charge on their bill to each receipt.  In addition, credit card bill should be reviewed for accurate refunds for returned merchandise or cancelled services.  Instructors may also want to talk to students about running up a large balance on their credit cards and then only making the minimum payments.  Students should be warned about identify theft and the dangers of paying for goods and services with credit cards through un-protected channels.
11.5
A firm’s use of technology to improve its expenditure cycle activities (inbound logistics) can help suppliers to improve their outbound logistics (shipping) in several ways. For example, if a company adopts the use of bar-coding or RFID (radio frequency identification) tags to expedite the handling of inventory, its vendors can streamline their shipments by adopting similar technology. In addition, EDI can be used by vendors to notify customers that shipments are on their way, so that the customer’s warehouse receiving function can be prepared. EDI and satellite technology also enable both the supplier and customer to track the status and location of all shipments in transit. By using shipping companies whose trucks are equipped with data terminals linked to satellites, it is possible to track the exact location and to redirect trucks in case of an urgent need in another location.  Truck drivers also can be directed to certain loading docks that would be available for unloading thereby shortening truck turnaround time. 


Customers have an incentive to share innovations with their suppliers because this may both further improve the efficiency of the customer’s inbound logistics activities and also enable suppliers to lower prices. 

11.6
This question should generate good discussion on inventory management, anticipating demand, and vendor relations.  The primary risk of minimizing or eliminating inventory is the risk of not being able to meet demand.  If a business does not have enough inventory on-hand or not be able to acquire enough inventory to meet demand, then the business is likely to lose sales to competitors who do have enough inventory to meet demand.  In addition, at a basic level, if a business carries insufficient inventory or no inventory, why would a customer buy from them? Could a customer simply bypass the business and go directly to the manufacturer and presumably eliminate the markup of the intermediary? 
11.7
 This question should generate significant discussion on business practices, vendor relations, non-compete agreements with employees, and business ethics.  The primary issue here is conflict of interest.  If a purchasing manager owns a business that supplies goods to his employer, how does the employer know that they are receiving the best quality goods for the lowest prices?  By allowing a purchasing manager to own an independent company that supplies his employer, the employer is in effect dis-aligning the interests of the purchasing manager with the interests of the employer in that the higher the prices the supply company charges the more money the purchasing manager makes and the less money the higher the costs that employer pays for goods and services.  The employer may find some comfort if the purchasing manager’s supply business is reviewed or audited by some independent organization, however, independent rating organizations cannot audit every transaction.  Since the purchasing manager has intimate knowledge of the employer’s operations and cost structure, he has the ability to structure transactions that could conceal purchases that were favorable to the purchasing manager’s business and unfavorable to the employer.  Given the degree of oversight that any prudent employer would have to implement to make sure the purchasing manager provided the best quality for the best price, why would an employer want to allow such an arrangement?  
SUGGESTED ANSWERS TO THE PROBLEMS
11.1
a.
Require a purchase requisition from an operating department as authorization for preparation of all purchase orders.  Before approving a purchase order, the purchasing manager should review the related purchase requisition. The purchasing manager also needs to ensure that orders are placed only with approved vendors. Also, company policy should require that purchasing agents disclose any financial interest or position which they hold in supplier companies, though this may be difficult to enforce. In addition, the purchasing manager should check to ensure that purchasing agents do not have investments in vendors on the approved vendor list.


b.
Warehouse personnel should be required to count goods received and acknowledge receipt of the specified quantity by signing a copy of the receiving report. This copy of the receiving report would then be reviewed by accounts payable personnel prior to approval of payment. In on-line systems, the warehouse personnel would enter receipt of goods into the system.  The system would then match that receiving report with the purchase order and vendor invoice prior to approving payment.


c.
Receiving department personnel should be required to verify that a purchase order exists prior to accepting a shipment.  Also, invoices should be compared to purchase order records prior to approval of the invoices for payment.


d.
Proper invoice filing by payment date and proper cash budgeting.

e.
When an invoice is approved for payment, the related supporting records (receiving report and purchase order) must be reviewed.  At the conclusion of this process, the status of both the invoice and its supporting records should be changed, for example from "pending" to "paid."  In this way the supporting records cannot be used twice to support payment of a duplicate invoice.


f.
Periodic physical inventories should be taken, and the resulting counts used to correct system records.

g.
Most effective here would be closed loop verification in which the item number is entered as input, and the system displays the corresponding item description and then asks the user to verify that this is the desired item.

h.
Unused blank company checks should be stored in a secure location.  In addition, the person signing checks should be different from the person authorizing disbursements and preparing checks, and the check signer should review the documentation (purchase order and receiving report) supporting each disbursement prior to signing each check.

i.
Supporting documentation reviewed by the person who authorizes disbursements should include both a purchase order and a receiving report.  In addition, the person signing checks should be different from the person authorizing disbursements and preparing checks, and the check signer should review the documentation (purchase order and receiving report) supporting each disbursement prior to signing each check.

j. Surprise counts of cash on hand in the petty cash fund should be made periodically, and the total of cash plus receipts should equal the fund amount.
k. Restrict access to supplier master files, require a thorough background check, and proper approvals by management before a supplier could be added to the approved supplier list.

l. This scenario requires collusion between an employee and a customer.  Thus, the best control to hire honest and ethical employees by conducting effective interviews, checking references, and even conducting background checks if cost effective.  To help honest employees stay honest, the store could restrict access to price tags in that cashiers should not have access to price tags and stocking clerks should not work as cashiers.  In addition, sales data could be evaluated using analytical procedures to screen for significant price variances.  This analytical procedure combined with linking the cashier/sales person who conducted the transaction to the transaction would likely detect the fraud and also act as a deterrent to other employees.

11.2
Parts a. and b.:

	Document
	Source
	# of copies
	Purpose

	Vendor Invoice
	External
	2
	1 - part of voucher pkg.

2 - remittance advice

	Purchase order
	Internal
	5
	1 - vendor

2 - accounts payable

3 - receiving

4 - requesting department

5 - purchasing

	Purchase requisition
	Internal
	2
	1 - purchasing

2 - requesting department

	Packing slip
	External
	1
	1 - accompanies delivery

	Receiving report
	Internal
	3
	1 - to accounts payable via inventory stores

2 - purchasing

3 - files in receiving

	Check
	Internal
	2
	1 - original to vendor

2 - copy in voucher pkg.

	Disbursement voucher
	Internal
	1
	authorizes payment of invoice(s)


c.
A large number of controls are possible, including:

	Document
	Application Controls

	Purchase Order
	Validity checks on item number and vendor number; limit checks on amount; completeness check



	Purchase Requisition
	Validity checks on item, clerk, and supervisor numbers; completeness checks; reasonableness test comparing date needed to date requested



	Receiving Report
	Validity checks on vendor, item, and employee numbers; completeness check



	Check
	Sequence check on check number; validity check on vendor, invoice, and employee numbers; limit check on amount



	Disbursement voucher


	Validity checks on purchase order, receiving report, and vendor numbers

	Vendor Invoice
	Cross-foot total amount with extensions; compare invoice price to P.O. price; compare invoice quantity to receiving report quantity



	Packing Slip
	None necessary


11.3
parts b & c 
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Vendor table referenced on the purchase order.
[image: image2.png]Sheets Charts SmartArt Graphics. WordArt

S A I B I c o [ E T T 1 | S S
1]
wal

5| Vandor Number VenName  SteetAddress  City | Stte  Phone County  Zp  Fax  Discount%Offered  DiscountDays NetDays

a 1 Seed Pro Route 1 Ahens | GA  ssostss US| 125 | 555.5585 0% NA £

5 2 ool King 52locust  Nomal L sssosss US| 2use  sssssss 2 10 E)

3 3 Gardon Wnclosale 258 Maple | Amhorst | NY 5555555 Us | aser  5ssssss 2 0 E)

7 B Planis & Moro 577 Shendan | Jupler | MT 5855555 US| 45678 | 555585 A 0 E

(3




Product list referenced on the purchase order.
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11.4
Types of controls used at various steps in the expenditure cycle.
	Process/Activity
	Threat
	Type of Controls (P = preventive, D = detective, C = corrective)

	Order goods
	1. Preventing stockouts and/or excess inventory

2. Requesting unnecessary items

3. Purchasing goods at inflated prices

4. Purchasing goods of inferior quality

5. Purchasing from unauthorized suppliers

6. Kickbacks


	Inventory control systems P; perpetual inventory records D; bar code technology P; periodic counts of inventory D and C

Accurate perpetual inventory records P; approval of purchase requisitions P

Solicit competitive bids P; use of approved suppliers P; approval of purchase orders P; budgetary controls D and C

Use of approved vendors P; approval of purchase orders P; monitor vendor performance D and C; budgetary controls D and C

Approval of purchase orders P; restrict access to supplier master file P

Policies P; require purchasing employees to disclose financial interests in suppliers P; vendor audits D and C

	Receive and store goods
	7. Receiving unordered goods

8. Making errors in counting

9. Stealing inventory
	Require receiving to verify existence of valid purchase order P

Use of bar coding technology P; document employee performance D and C; incentives for accurate counts P

Physical access controls P; periodic counts of inventory and reconciliation of physical counts to records D and C; document all transfers of inventory D



	Approve and pay vendor invoices 
	10. Failing to catch errors in vendor invoices

11. Paying for goods not received

12. Failing to take available purchase discounts  

13. Paying the same invoice twice

14. Recording and posting errors in accounts payable

15. Misappropriating cash, checks, or EFTs 


	Double-check invoice accuracy D; training of accounts payable staff P; use of ERS P

Only pay invoices supported by original receiving report P; use of ERS P; budgetary controls D and C

Proper filing P; cash flow budgets P

Only pay invoices supported by original voucher package P;  cancellation of voucher package upon payment P; use of ERS P; control access to supplier master file P

Various data entry and processing edit controls P, D and C

Restrict access to blank checks, check signing machine, and EFT transfer terminals P; segregation of duties of accounts payable and cashier P; reconciliation of bank account by someone independent of cash disbursement process D; check protection measures including Positive Pay P; regular review of EFT transactions D and C

	General control issues
	16. Losing data 

17. Performing poorly 


	Backup and disaster recovery plans P; physical and logical access controls P

Development and periodic review of appropriate performance reports D and C


11.5

Refer to Table 11.1 in the text for a list of threats and related controls.  Students will likely create a variety of checklists, thus a template with a few example questions is listed below.  Requirement b solutions will depend on the question(s) include on part a.

Expenditure Cycle Controls Checklist

	No.
	Question
	Yes
	No

	1.
	Are supporting documents, such as purchase orders and receiving reports, marked “paid” when a check is issued to the vendor?
	
	

	2.
	Is approval from a supervisory authority obtained for all purchase orders?
	
	

	3.
	Is inventory kept in a secure location?
	
	

	4.
	Are the receiving and purchasing functions segregated?
	
	

	5.
	Are validity checks performed on all vendor numbers?
	
	


11.6

	12 Month Cash Budget
	January
	February
	March
	April
	May
	June

	
	
	
	
	
	
	
	
	

	Cash: Beginning Balance
	350,000 
	(1,500,000)
	(1,868,500)
	(1,240,685)
	(306,592)
	636,842 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Sales
	
	5,000,000 
	5,050,000 
	5,100,500 
	5,151,505 
	5,203,020 
	5,255,050 

	
	
	
	
	
	
	
	
	

	Cash Collections
	
	2,000,000 
	3,520,000 
	4,555,200 
	4,900,752 
	4,949,760 
	4,999,257 

	
	
	
	
	
	
	
	
	

	Expected Cash Outflows
	(3,850,000)
	(3,888,500)
	(3,927,385)
	(3,966,659)
	(4,006,325)
	(4,046,389)

	
	
	
	
	
	
	
	
	

	Projected Loans
	
	1,550,000 
	1,918,500 
	1,290,685 
	356,592 
	0 
	0 

	
	
	
	
	
	
	
	
	

	Cash Flows from Loans
	1,550,000 
	1,918,500 
	1,290,685 
	356,592 
	0 
	0 

	
	
	
	
	
	
	
	
	

	Cumulative Loans
	1,550,000 
	3,468,500 
	4,759,185 
	5,115,777 
	5,115,777 
	5,115,777 

	
	
	
	
	
	
	
	
	

	Maximum Loan Payment
	0 
	0 
	0 
	0 
	(586,842)
	(1,539,711)

	
	
	
	
	
	
	
	
	

	Actual Loan Payment
	0 
	0 
	0 
	0 
	(586,842)
	(1,539,711)

	
	
	
	
	
	
	
	
	

	Loan Outstanding
	1,550,000 
	3,468,500 
	4,759,185 
	5,115,777 
	4,528,935 
	3,576,066 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Cash: Ending Balance Prior to Loan Payment
	(1,500,000)
	(1,868,500)
	(1,240,685)
	(306,592)
	636,842 
	1,589,711 

	
	
	
	
	
	
	
	
	

	Cash: Ending Balance
	50,000 
	50,000 
	50,000 
	50,000 
	50,000 
	50,000 


	12 Month Cash Budget
	July
	August
	September
	October
	November
	December

	
	
	
	
	
	
	
	
	

	Cash: Beginning Balance
	1,589,711 
	2,552,108 
	3,524,129 
	4,505,870 
	5,497,429 
	6,498,903 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Sales
	
	5,307,601 
	5,360,677 
	5,414,284 
	5,468,426 
	5,523,111 
	5,578,342 

	
	
	
	
	
	
	
	
	

	Cash Collections
	
	5,049,250 
	5,099,742 
	5,150,740 
	5,202,247 
	5,254,269 
	5,306,812 

	
	
	
	
	
	
	
	
	

	Expected Cash Outflows
	(4,086,853)
	(4,127,721)
	(4,168,998)
	(4,210,688)
	(4,252,795)
	(4,295,323)

	
	
	
	
	
	
	
	
	

	Projected Loans
	
	0 
	0 
	0 
	0 
	0 
	0 

	
	
	
	
	
	
	
	
	

	Cash Flows from Loans
	0 
	0 
	0 
	0 
	0 
	0 

	
	
	
	
	
	
	
	
	

	Cumulative Loans
	5,115,777 
	5,115,777 
	5,115,777 
	5,115,777 
	5,115,777 
	5,115,777 

	
	
	
	
	
	
	
	
	

	Maximum Loan Payment
	(2,502,108)
	(3,474,129)
	(4,455,870)
	(5,447,429)
	(6,448,903)
	(7,460,392)

	
	
	
	
	
	
	
	
	

	Actual Loan Payment
	(2,502,108)
	(3,474,129)
	(4,455,870)
	0 
	0 
	0 

	
	
	
	
	
	
	
	
	

	Loan Outstanding
	2,613,669 
	1,641,648 
	659,907 
	0 
	0 
	0 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Cash: Ending Balance Prior to Loan Payment
	2,552,108 
	3,524,129 
	4,505,870 
	5,497,429 
	6,498,903 
	7,510,392 

	
	
	
	
	
	
	
	
	

	Cash: Ending Balance
	50,000 
	50,000 
	50,000 
	5,497,429 
	6,498,903 
	7,510,392 


Suggested Controls - Various controls could be implemented including format cells so that only numerical data will be accepted and reviewing cell formulas for accuracy or the column totals could be cross-footed as a check against the row totals.  In addition, a validation check could be put in place for the various cells to make sure the appropriate data was entered into the various cells.  For example, to make sure only numbers are input into the numeric cells, Excel’s Data Validation tool could be used.  This tool is invoked by clicking on Data-Validation.  The following displays an example:
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11.7
a.
Items of data entered into the system by Receiving Dept. employees should include:

· a user code number.

· a code identifying the type of transaction. (select from menu or icon)

· the vendor name.

· the purchase order number.

· the inventory stock number.

· the quantity received.


b.
Programmed data checks might include:

· a validity check of the user code number.

· a validity check of the transaction code.

· a compatibility test of the type-of-transaction code relative to the user code to assure that receiving department employees only enter inventory receipt transactions.

· validity checks of the vendor number, the purchase order number, and the inventory stock number, which are performed by checking whether those numbers exist in the respective files.

· a redundant data check of the vendor number and purchase order number, to verify that this purchase order was actually issued to this vendor.

· a redundant data check of the purchase order number and inventory stock number, to verify that this item was actually ordered on this purchase order.

· a completeness test of each transaction to assure that all required data elements have been entered.

· a field check of the characters in the purchase order number and quantity received fields to reveal whether any non-numeric characters are present in those fields.

· closed loop verification, which would have the system display the item description and vendor name to the operator for verification.

· a reasonableness test of the quantity received relative to the quantity ordered.
11.8

	Item
	Part I - Purpose
	Part II - EDP Control

	a.
	Prevent resubmission of invoices for double payment
	Control field to indicate invoice paid and receiving reports and purchase orders already used



	b.
	Prevent payment of fictitious invoices
	System matches all invoices to corresponding receiving reports and purchase orders; checks signed by cashier



	c.
	Prevent unauthorized purchases
	Sequence check of all purchase orders



	d.
	Verify accuracy of recorded amounts and detect losses
	Still need to physically count inventory periodically



	e.
	Prevent large disbursements for questionable reasons


	Still need two signatures

	f.
	Verifies that items received were placed in inventory and establishes liability to pay


	Inventory clerks acknowledge receipt of goods via terminals

	g.
	Detect unauthorized disbursements


	Still required

	h.
	Ensure purchase of quality goods and prevent violations of laws or company policies
	Validity check of vendor number on all purchase orders; restricted access to the vendor master file; vouching all changes to the vendor master file; restrictions on who can make changes to vendor master file


11.9
ConSport Corporation (CMA Examinations).
Part a.
	Reference

Number
	Nature

of Weakness
	Recommendation to Correct Weakness

	1
	Verification
	The clerical accuracy of vendors' invoices should be tested.

	1
	Comparison
	The process of matching requires more than looking for vendor name and skimming the documents.  Clerks should ensure a match between I, PR, PO, and RR by checking dates, descriptions, amounts, and reference numbers.

	2
	Segregation of Duties
	The duties of preparation of DV and VR should be separated.  Preparing the DV is an authorization function that requires matching supporting documents.  Preparing the VR is a recording function that requires an account distribution.

	2
	Documentation
	DV should be prepared in four parts, with one part used as a remittance advice and sent to the vendor with the check, and one part retained in the Accounts Payable Department to verify amounts paid upon the return of documents from the Treasury Department.

	4
	JV prepared in Accounts Payable Department
	JV should be prepared in the General Ledger Department.

	5
	Document Control
	A journal register should be maintained.

	8
	Filing Sequence
	DV and supporting documents should be filed by due date in the unpaid vendor file.  This will end the need to search the file daily and reduce the possibility of losing purchase discounts.

	10
	Segregation of Duties
	The functions of preparing, signing, and distributing checks should be done by different persons instead of all being done by the cashier.  In addition, the cashier should not make entries in the check register.  The record-keeping function should be separated from the custodial function.

	15
	Cross Referencing
	CR should be sent to the Accounts Payable Department for entry of check numbers on VR.

	20
	Segregation of Duties
	Bank reconciliation should be prepared by someone outside the Treasury Department.


11.9 (cont.)

Part b.
Since ConSport’s system is a manual system, any technology change or automation would most likely lead to increased efficiency in time-savings alone, but also in reduced human error. However, as will be discussed in chapters 18-20, many more efficiencies can be realized and controls developed by thoroughly analyzing the current system and then designing a new system based on that system analysis.   However, just by automating the current system; i.e., transforming all paper-based documents, journals and ledgers into electronic documents, journals, and ledgers the following efficiencies can be found:

	Information Technology 
	Efficiency
	Control

	1.  Electronic match of purchase orders, receiving reports, and invoices.
	Time savings and reduced errors in matching documents.
	Computers match numbers more accurately than people and therefore control for matching errors.

	2. Use the evaluated receipt settlement (ERS) or invoiceless approach system with key suppliers.
	Only a two-way match is needed thereby saving time and money and reducing the risk of mismatched documents.
	Typical errors can be programmed into the system so that those errors are automatically caught and corrected. 

	2.  Electronic journal vouchers and interface with electronic journals and vouchers. 
	Journal vouchers and journal entries can be made automatically without human intervention.
	Electronic data transfer and mathematical operations will reduce or eliminate human error.   With proper access controls this will reduce the potential of concealing fraudulent activities through bogus journal entries.

	3.  Electronic interface between Accounts Payable and Treasury.
	Reduced potential for human error.  Quicker delivery of data for recording and processing.
	Electronic data transfer and mathematical operations will reduce or eliminate human error and conserve assets by facilitating early payment to take advantage of purchase discounts

	4.  Electronic check writing including online bill payment, electronic funds transfer (ETF), and financial electronic data interchange (FEDI).
	Quicker invoice and check processing facilitates taking advantage of purchase discounts.  Reduced costs by eliminating clerical costs for processing and mailing payments.  Reduce or eliminate paper and paper processing costs including the costs associated with paper checks. 
	Computers can prepare checks much faster and with far less errors than people can.  As long as program access is restricted to authorized users, there is less chance of internal fraud since employees would not have the ability to prepare paper checks. 

	5.  Electronic bank reconciliation.
	Time savings and the reduction of human error.
	All checks, deposits, fees, etc. can more quickly be accessed and reconciled to an electronic bank statement quicker and more accurately than an employee can do it manually.  In addition, it can reduce the potential to conceal fraud by altering a paper-based bank reconciliation.

	6.  Use a procurement card for non-inventory purchases.
	Reduce the volume of accounts payable with the accompanying volume of processing and documents.  Potentially reduce the number of cash disbursements if the supplier accepts payment of all purchases made during a specified period.
	Can restrict purchases to specific suppliers and products, set spending limits or cards.


11.10
(CPA Examination, adapted)

	Weakness
	Control
	Effect of new IT

	1. Buyer does not verify that department head’s request is within budget.
	Compare requested amount to total budget and YTD expenditures.
	System can automatically compare requested amount to remaining budget.

	2. No procedures established to ensure best price obtained.
	Solicit quotes/bids for large orders.
	EDI and Internet can be used to solicit bids.

	3. Buyer does not check vendor’s past performance.
	Prepare vendor performance report and use it when selecting vendors.
	Vendor performance ratings can be updated automatically and made available to buyer.

	4. Blind counts not made by receiving.
	Black out quantities ordered on copy of Purchase Order sent to receiving; provide incentives if discrepancies between packing slip and actual delivery are detected.
	Request bar coding of all items and use bar code scanners to check in all deliveries; still provide incentives to detect discrepancies.

	5. Written notice of equipment receipt not sent to purchasing.
	Send written notice of equipment receipt to purchasing.
	Bar coded data and/or receiving comments entered via on-line terminals and routed to purchasing.

	6. Written notice of equipment receipt not sent to accounts payable
	Send written notice of equipment receipt to accounts payable
	EDI notification of equipment receipt to accounts payable

	7. Mathematical accuracy of vendor invoice not verified.
	Verify mathematical accuracy of vendor invoice.
	Automatic verification of mathematical accuracy of vendor invoice.

	8. Invoice quantity not compared to receiving report quantity.
	Compare/verify invoiced quantity with quantity received.
	System verifies invoice quantity with quantity received.

	9. Notification of acceptability of equipment from requesting department not obtained prior to recording payable.
	Obtain confirmation from requisitioner of the acceptability of equipment ordered prior to recording payable.


	EDI confirmation of equipment acceptability.

	10. No alphabetic file of vendors from whom purchases are made is maintained.


	Establish vendor master file. Restrict access and vouch all updates.
	Establish vendor master file. Restrict access and vouch all updates.


11.11
Lecimore Company, Evaluation of purchasing system weaknesses and recommended improvements:

	a.
Weaknesses/Inefficiencies
	


b.
Recommendations

	
	

	1.
Quantities of materials received are not verified by the materials manager.
	
Besides inspecting all incoming goods to ensure that quality 
standards are met, the materials manager should verify quantities received by actual physical count.  All material receipts do not have to be counted for verification program to be effective. Systematically verifying one or several receipts from each vendor during a given time period can identify those vendor receipts which are the most troublesome.  Once identified, efforts can be directed to correcting the problem. The verification process is performed by comparing receiving document quantities to actual physical counts (by materials department) to ensure invoice totals 
are correct.

	2. 
The materials manager prepares purchasing requests based on production schedules and not requisitions received from operating departments.
	
Purchasing requests prepared by the materials manager are to be based on requisitions received from operating departments and not production schedules for a four month period.  Production schedules could very well be outdated and not reflect current sales trends. Operating departments are constantly adjusting production 
levels to account for changes.  To improve budgetary control over expenditures, the controller’s office also should review the requests in conjunction with forward planning to ensure expenditures are consistent with company sales projections. Once an analysis of inventory flows is complete the economic order quantity can be applied to determine the reorder point and to minimize inventories.  

	3.
The majority of Lecimore’s 
requirements for a critical raw material are supplied by a single vendor.
	
It is best to develop alternate sources of supply for critical materials.  The obvious benefits are reduced reliability on a single vendor, and the reduced possibility of lost production because of material shortages and/or other interruptions in the operation due to a single vendor. Encouragement of competition by the effective allocation of material requirements between vendors is also another benefit that can be expected to materialize if an effective program is implemented. Other benefits such as improved vendor services and technical assistance may also result as vendors attempt to gain increased shares of the goods provided to the user company.


	4.
Rush and expedite orders are made by production directly to the Purchasing Department without consulting the materials manager.
	
Rush and expedite orders should be reviewed by the material manager to determine if any of the orders can be filled using existing inventories.

	5.
The Purchasing Department is held responsible for the cost of special orders which can be clearly identified by requesting departments.
	
The direct association of special order costs with responsible departments is necessary in order to exercise proper control. Responsibility accounting motivates departments to exercise judgment and prudence over those costs they are held accountable for. Through responsibility reporting, excessive costs are highlighted so that corrective actions can be implemented.

	6. 
Engineering changes are not discussed with other departments before the materials needed to implement the change are ordered.
	
A general policy outlining the authority and responsibility for implementing engineering changes must be established. The proposed changes should be reviewed thoroughly by various company departments before an order is placed. The controller’s office would review the proposal in light of incremental costs or cost savings that are expected to result.  The manufacturing departments would review the change from an adaptability point of view.  Before placing an order, purchasing would have to receive approval from the reviewing departments. Once approval is obtained the vendor selection process can begin.  

	7.
Accounting is not notified                 by the materials manager of the receipt of partial shipments.
	
Besides notifying the Purchasing Department of the receipt of partial shipments, the materials manager should also inform the Accounting Department so that vendor invoices can be processed correctly. Receiving reports clearly identifying the receipt as a partial shipment are the most effective means of communicating information.  If the receiving report is appropriately annotated, vendors will not be paid for materials the company hasn’t received.


(CPA Examination, adapted)

11.12
Alden, Inc., Evaluation of materials inventory internal controls and recommended improvements:

	Weaknesses
	Recommended Improvements

	1.
Raw materials may be removed from the storeroom upon oral authorization from one of the production foremen.
	Raw materials should be removed from the storeroom only upon written authorization from an authorized production foreman.  The authorization forms should be prenumbered and accounted for, list quantities and job or production number, and be signed and dated.

	2.
Alden’s practice of monthly physical inventory counts does not compensate for the lack of a perpetual inventory system.  Quantities on hand           at the end of one month may not be sufficient to last until the next month’s count.  If the company has taken this into account in establishing reorder levels, then it is carrying too large an investment in inventory.  
	A perpetual inventory system should be established under the control of someone other than the storekeepers.  The system should include quantities and values for each item of raw material.  Total inventory value per the perpetual records should be agreed to the general ledger at reasonable intervals. When physical counts are taken they should be compared to the perpetual records.  Where differences occur they should be investigated, and if the perpetual records are in error they should be adjusted.  Also, controls should be established over obsolescence of stored materials.  

	3. Raw materials are purchased at a predetermined reorder level and in predetermined quantities. Since production levels may often vary during the year, quantities ordered may be either too small or too great for the current production demands.
	Requests for purchases of raw materials should come from Production department management and be based on production schedules and quantities on hand per the perpetual records.

	4.
The accounts payable clerk handles both the                  purchasing function and payment of invoices. This is not a satisfactory separation of duties.
	The purchasing function should be centralized in a separate department.  Prenumbered purchase orders should originate from and be controlled by this department. A copy of the purchase order should be sent to the accounting and receiving departments. Consideration should be given to whether the receiving copy should show quantities.  

	5.
Raw materials are always purchased from the same vendor.
	The purchasing department should obtain competitive bids on all purchases over a specified amount.


	6.
There is no receiving department or receiving report.  For proper separation of duties, the individuals responsible for receiving should be separate from the storeroom clerks.
	A receiving department should be established.  Personnel in this department should count or weigh all goods received and prepare a prenumbered receiving report.  These reports should be signed, dated, and controlled.  A copy should be sent to the accounting department, purchasing department, and the storeroom. 

	7.
There is no inspection department.  Since high-cost electronic components are usually required to meet certain specifications, they should be tested for these requirements when received.  
	An inspection department should be established to inspect goods as they are received.  Prenumbered inspection reports should be prepared and accounted for and a copy sent to the accounting department.  


c. EDI can be used internally to replace all exchanges of paper documents. Access controls to terminals, and controls on allowable actions from different terminal locations, are critical. All electronic documents can be assigned numbers by the system and sequence checks automatically performed.  Digital signatures and digital time stamps can be used to verify authenticity of all electronic documents.  Inventory control system can be automated and the system can automatically generate purchase orders when quantity available falls below the reorder point. Physical counts of inventory still need to be made periodically.  EDI and the Internet can be used to solicit and receive competitive bids. Vendors should be asked to bar code all items so that receiving can use bar code scanning to check in all deliveries.  Comments by inspectors should be entered via on-line terminals.  The inventory department or the department using the goods should electronically acknowledge transfer of goods from the receiving dock personnel.  

(CPA Examination, adapted)
11.13

Part a.

a.
There seems to be poor control over the requisitioning of materials.  Each bill of materials from the engineering department, along with a schedule of the planned production, should be forwarded to a stores supervisor.  The stores supervisor should be responsible for preparing the necessary purchase requisitions to maintain a supply of materials to meet the scheduled production.  The foremen would draw the necessary materials from stores on a material requisition and should have no part in the purchase requisition process.



b.
The copy of the purchase order that is sent to the receiving department and used as a receiving report should not show the quantities, so that receiving department personnel would be required to count incoming material.  Receiving department personnel would also be prevented from converting over shipments to their own use.



Additional copies of the purchase order and the receiving report might prove desirable.  The accounting department should receive a copy of the purchase order for vouching purposes.  A copy of the purchase order routed to the stores manager might prove helpful to him in planning storage space.  A copy of the receiving report would be necessary if stock record cards are maintained.  Routing a copy of each to the foreman who will use the material might help him in scheduling his work.



c. 
In this purchasing department there is no safeguard against issuance of unauthorized purchase orders.  The purchasing department supervisor should assign purchase order numbers to the requisitions prior to distribution to the employees who place the orders.  He should also account for the sequence of purchase order numbers.



There is no evidence that the purchase orders are approved. They should be approved by the purchasing department supervisor to insure that purchases are made from approved vendors at the best price for the quantity and quality requested.



d.
The mail department should send the vendors' invoices to the purchasing department when they received The purchasing department should compare the terms, etc., of the invoices and purchase orders and send one copy to the accounting department for vouchering.  The other copy should be retained in the files of the purchasing department.



e.
The accounting department, rather than the purchasing department, should approve the vouchers for payment.  The voucher section should receive a copy of each purchasing order and receiving report and the original invoice.  This section should then reconcile the purchase orders, receiving reports, and invoices; check discounts, footings, and extensions; prepare a voucher; and approve the voucher for payment. This will insure that payment is made for authorized material received.

(CPA Examination)

Part b.

Since Branden’s system is a manual system, any technology change or automation would most likely lead to increased efficiency in time-savings alone, but also in reduced human error. However, as will be discussed in chapters 18-20, many more efficiencies can be realized and controls developed by thoroughly analyzing the current system and then designing a new system based on that system analysis.   However, just by automating the current system; i.e., transforming all paper-based documents, journals and ledgers into electronic documents, journals, and ledgers the following efficiencies can be found:

	Information Technology 
	Efficiency
	Control

	1.  Electronic approval through digital signature or user authentication of purchase requisitions.
	Time savings and reduced potential for human error.  Increases the speed and notification of approval to all employees involved with the transaction.  Reduced errors for item numbers, item description, delivery location, date needed, and chargeable account/department code.  Facilitates quicker approval processing times.
	Electronic approval through digital signature can reduce or eliminate lost or damaged paperwork.  Electronic approval is also quicker in execution and is easier to store for retrieval.  Reduced chance for fraudulently altered purchase requisitions.  Facilitates quick analytical procedures to identify requisitions for items already adequately stocked and/or requisitions to unapproved suppliers.

	2.  Electronic purchase orders and Electronic Data Interchange (EDI) or EDINT (EDI over the Internet). 
	Reduced costs by eliminating clerical costs for processing and mailing purchase orders.  Reduce or eliminate paper and paper processing costs including the costs associated with paper purchase orders. 
	Facilitates quick analytical procedures to identify requisitions to unapproved suppliers.  Electronic data transfer and mathematical operations will reduce or eliminate human error. As long as program access is restricted to authorized users, there is less chance of internal fraud since employees would not have the ability to prepare paper purchase orders.

	3.  Vendor Managed Inventory (VMI)
	Reduced cost associated with essentially “outsourcing” inventory management to vendors.  Less chance of lost sales due to stockouts

	Analyze inventory costs.  If VMI is working, then overall inventory costs should decline.  Install intrusion detection systems to determine if the vendor has compromised the security of the company’s system.  Unauthorized access attempts to non-VMI related areas of the retailer’s system

	4.  Inventory receipts can be recorded using bar code scanners or RFID tags recorders.
	Receiving and warehouse personnel can save time and be more accurate in recording inventory receipts using bar codes and RFID tag scanners.
	Electronic data recording will reduce or eliminate human error.  RFID tags can be used to instantly identify lost or stolen inventory and to help prevent theft of inventory.

	5.  Electronic match of purchase orders, receiving reports, and invoices.
	Time savings and reduced errors in matching documents.
	Computers match numbers more accurately than people and therefore control for matching errors.

	6. Use the evaluated receipt settlement (ERS) or invoiceless approach system with key suppliers.
	Only a two-way match is needed thereby saving time and money and reducing the risk of mismatched documents.
	Typical errors can be programmed into the system so that those errors are automatically caught and corrected. 

	7.  Electronic journal vouchers and interface with electronic journals and vouchers .
	Journal vouchers and journal entries can be made automatically without human intervention.
	Electronic data transfer and mathematical operations will reduce or eliminate human error.   With proper access controls this will reduce the potential of concealing fraudulent activities through bogus journal entries.

	8.  Automated inventory control system that employ such tools as automated Economic Order Quantity (EOQ) and reorder points.
	Automatically check inventory levels and reorder the EOQ when they reach a predefined reorder point.  These methods can be used to prevent lost sales due to stockouts and excess costs due to an over supply of inventory. 
	Access controls to allow only authorized personnel to edit/update EOQ and reorder points.


11.14
Expenditure Cycle
	
	Request Purchase of Goods
	Approve Purchases
	Receive Goods
	Receive Invoice
	Approve 

Vendor Invoice
	Prepare Check
	Pay Vendor

	Accounting Transaction
	
	
	
	
	Purchases
	
	Cash Disb.

	Journal Entry
	
	
	
	
	Dr. Inventory

   Cr. A/P
	
	Dr. A/P

   Cr. Cash

	Documents
	Purchase Req.
	Purchase Order
	Receiving Report
	Vendor Invoice
	•Voucher

  Package


	Check
	

	Data Collected
	•Name

•Item #

•Qty.
	•Vendor #

•Vendor name

•Items & Qty.

•Price

•Buyer #

•Terms

•Date
	•Vendor #

•Vendor name

•Receiving

 Clerk #

•Item # & Qty.

•Condition
	
	•Voucher #

•Vendor name

•Vendor #

•Receiving Report #

•Purchase order #
	•Check #
	

	Department
	Various
	Purchasing
	Receiving
	Accounts Payable
	Accounts Payable
	Cash Disb.
	Cashier

	Control Issues
	Order only what is needed
	•Quality

•Price

•Vendor

  support
	•Count

•Inspect
	•Proof
	•Verify goods ordered/

 received

•Vendor exists
	Approval
	Mailed to vendor

	Information Required
	*
	*
	*
	*
	*
	*
	*

	Information Generated
	*
	*
	*
	*
	*
	*
	*

	Effect of Automation
	*
	*
	*
	*
	*
	*
	*


* Be sure students have identified non-financial and externally-generated information needs at each step.  Check that students have adequately considered the use of emerging technologies
11.15
This problem is self-correcting.  Students should modify their bank reconciliation spreadsheets until the balance per books matches the $106,928.68 listed in the problem. 

Parts a & b.
	XYZ, Inc.
	
	
	
	

	Bank Reconciliation Worksheet
	
	

	Date:
	4/26/2005
	
	
	

	Ending Balance, per bank statement:
	$97,525.33 

	Deposits in transit:
	
	
	

	
	1
	
	15,000.00 
	

	
	2
	
	25,000.00 
	

	
	3
	
	
	

	
	4
	
	
	

	
	5
	
	
	

	
	6
	
	
	

	
	7
	
	
	

	
	Total 
	
	
	40,000.00 

	Checks Outstanding:
	
	
	

	
	1
	
	(2,256.75)
	

	
	2
	
	(13,567.95)
	

	
	3
	
	(14,775.00)
	

	
	4
	
	
	

	
	5
	
	
	

	
	6
	
	
	

	
	7
	
	
	

	
	8
	
	
	

	
	9
	
	
	

	
	10
	
	
	

	
	11
	
	
	

	
	12
	
	
	

	
	13
	
	
	

	
	14
	
	
	

	
	15
	
	
	

	
	16
	
	
	

	
	17
	
	
	

	
	18
	
	
	

	
	19
	
	
	

	
	20
	
	
	

	
	Total
	
	
	(30,599.70)

	Bank service charge:
	
	
	25.00 

	Interest earned:
	
	
	(21.95)

	Adjusted bank balance:
	
	$106,928.68 

	
	
	
	
	

	Balance per books:
	
	
	$106,928.68 

	
	
	
	
	

	
	Do the balances agree?
	Yes


The students should include input validation controls into their spreadsheet.  These can be checked by having the students submit their assignments electronically and reviewing each spreadsheet for these controls.  Listed below is an example of an input validation control for deposits in transit, but it can be easily adapted for all input fields in the reconciliation.  In addition, the following simple IF Statement can be implemented to test whether the adjusted bank balance agrees with the balance per books:   =IF(E93<>E91,"No, re-check data entry","Yes").
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Part c.

	Checks paid by bank this month:
	Checks written this month:

	Check number
	Amount
	Check number
	Amount
	Check Cleared?
	Check cashed for different amount?

	3487
	13,567.95
	3502
	6,500.00
	=VLOOKUP(C3,$A$3:$B$8,2,FALSE)
	=+D3-E3

	3502
	6,500.00
	3503
	3,876.95
	3876.95
	0.00

	3503
	3,876.95
	3504
	7,400.00
	#N/A
	#N/A

	3505
	18,255.95
	3505
	18,255.59
	18255.95
	-0.36

	3508
	17,500.00
	3506
	2,593.50
	#N/A
	#N/A

	3510
	12,000.00
	3507
	11,000.00
	#N/A
	#N/A

	
	
	3508
	17,500.00
	17500
	0.00

	
	
	3509
	14,500.00
	#N/A
	#N/A

	
	
	3510
	12,000.00
	12000
	0.00


#N/A - Check has not cleared.

11.16
1.  d


2.  a


3.  e


4.  m


5.   o


6.  f


7.  k



8.  j


9.  b


10.  i


11.  h


12.  l and p


13.  g


14.  n


15.  c

SUGGESTED ANSWERS TO THE CASES
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1.
Blackwell Industries: System flowchart of main update program:


2.
Blackwell Industries: System flowchart of purchase order preparation program:
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3.
A relational data base would make it easier for management to use ad hoc queries to get the information it needs. A vendor performance file could be created that records the time to fill the order, the number of shipments required to fill the order, and the results of the quality inspection. This data could be made available to buyers for use in selecting future vendors. Vendors could be requested to send all documents via EDI. Payment could be made using EFT.

4.
A large number of controls are possible. Some of the more common application controls include the following:

Inventory Receipts



Date (format check; reasonableness vis-a-vis order date)




receiving clerk (validity check)




item number (validity check)




purchase order number (validity check)




quantity received (completeness and sign checks)




inspection quality (completeness check)

Inventory Issuances



Date (format check)




inventory stores clerk id number (validity check)




recipient’s employee id number (validity check)




quantity (completeness and sign checks)

Purchase Orders



Authorization code (completeness and validity checks)




Vendor number (validity check)




item numbers (validity check)




quantity ordered (reasonableness checks)


5.
Blackwell Industries: Internal control objectives and related procedures:



Objective No. 1:

Authorization of inventory receipt, issue, and reorder transactions.



Control Procedures:

Password access control.









Compatibility test of user passwords.









Inspection of the condition of inventories received.









Verification of the legitimacy of inventory issue transactions.









Review and approval of inventory reorder transactions.



Objective No. 2:

Safeguarding of inventories.



Control Procedures:

Separate stores-keeping function.









Documentation of all inventory transactions.









Periodic comparison of inventory counts to inventory records.



Objective No. 3:

Accurate processing of all transactions.



Control Procedures:

Preformatting or prompting for data entry.










Validity check and redundant data check of inventory item number.










Other input validation (edit) checks.









Sign check of inventory balance on hand.









Sequential numbering and logging of all issue and receipt transactions entered.









Counts of all inventory quantities transferred.



Objective No. 4:

Maintain accurate and complete master file records.



Control Procedures:

File library to maintain custody and log all master file usage.









Password access controls.









Internal (header) and external file labels.










Backup copies of all master files, stored at an off-site location.










Transaction log, stored at off-site location.



More detailed explanation of the functioning of each control policy or procedure within the context of the purchasing and inventory control system application:

· Password access control:  All persons authorized to access the various master files would be assigned a password which they would be required to enter into the terminal for each access request.  The system would not allow any operations to be performed on any master files unless a proper password was given.

· Compatibility test of user passwords:  An access control table indicates, for each password, which files the user is authorized to access, and which functions (read, display, update, create, delete, etc.) that the user is authorized to perform on each file.  Whenever any user requests access to a file, or requests that one of these functions be performed on a file, the system checks the compatibility of that request with the user's password.

· Inspection of the condition of inventories received:  Receiving Department personnel should examine the condition of all items delivered prior to accepting a shipment, and should input data on each item's condition as part of the receiving data entry process.

· Verification of the legitimacy of inventory issue transactions:  As inventory issue transactions are entered, the system should be programmed to check for the existence of a production order for which the inventory items are required.

· Review and approval of inventory reorder transactions:  Prior to the issuance of a purchase order, all inventory reorder records should be checked to verify that (1) the inventory item is needed for future planned production, and (2) the vendor's performance and prices are the best available.  This may be done by purchasing agents who review and approve (or modify) each reorder record, by a subroutine programmed into the system, or by a combination of these methods under which a system subroutine would check all transactions, approve those that meet certain criteria, and flag all others for review by a purchasing agent.

· Separate stores-keeping function:  This function would be given responsibility for maintaining the secure custody of inventories within a designated storage facility.

· Documentation of all inventory transactions:  Details of all inventory issue, receipt, and other inventory transactions should be recorded on the computer so that an accurate record of inventory quantities on hand may be maintained at all times.  To establish accountability, each transaction record must include the identity of the person initiating the transaction.  Whenever inventory quantities are transferred from one location to another within the plant, the receiving party should be required to count the quantity received and acknowledge receipt of the specified quantity by signing a document or entering a receipt-acknowledgment transaction into the system.

· Periodic comparison of inventory counts to inventory records:  The computer may be used to prepare lists of inventory item numbers, descriptions, and current quantities on hand, sorted by location, to facilitate periodic comparisons of actual inventory quantities on hand to quantities indicated in the inventory master file.  This may be done on a cycle-counting basis.

· Preformatting or prompting for data entry:  For each inventory issue or receipt transaction, the system prompts the user to enter the appropriate data items, either by displaying a document format or a list of required data items on the input screen.

· Validity check and redundant data check of inventory item number:  Each issue or receipt transaction would include the item number and item description (or first five characters of the item description).  As each transaction is read, the system locates an inventory master file record having a matching inventory item number; failure to locate a record with a matching number indicates that the inventory item number on the transaction record is invalid (validity check).  If a matching master record is found, the transaction item description is compared with the item description on the master file (redundant data check).  A match indicates that the transaction item number is correct, while failure to match suggests that the transaction item number, though valid, may not be the correct number for this transaction.

· Other input validation (edit) checks:  Field check of transactions dates and quantities issued and received, validity check of transaction-type codes, completeness tests of each issue and receipt transaction to ensure that all required data items are included, range checks of transaction dates, and reasonableness tests of quantities issued and received relative to average quantities for each inventory item-type.

· Sign check of inventory balance on hand:  As inventory issue or return transactions are processed, the quantity issued or returned is subtracted from the quantity on hand; if the result is negative, an error in either the transaction quantity or the master file quantity is indicated.

· Sequential numbering and logging of all issue and receipt transactions entered:  Every transaction entered into the system should be assigned a sequential number and recorded on a transaction log.  The system may be programmed to verify the sequence of transactions processed, thus providing assurance that all transactions are processed, and that no transaction is processed more than once. 

· Counts of all inventory quantities transferred:  See discussion under "Documentation of all inventory transactions" above.  In addition to safeguarding assets, this procedure also contributes to the accuracy of inventory transaction processing.

· File library to maintain custody and log all master file usage:  Copies of all master files should be stored in a secure file library when not in use.  When used or returned, each file should be checked in or out by a file librarian who records the date, time, and identity of the user.

· Password access controls:  Discussed above.

· Internal (header) and external file labels:  The first record on each master file should contain the name and expiration date of the file (internal label) and this should be checked against program and/or user specifications each time the file is processed.  Also, the file name and date should be written on a gummed label (external label) attached to the disk pack.

· Backup copy of all master files, stored at an off-site location:  These should be prepared on a regular basis, at least daily, and immediately removed from the central data processing facility to be stored in a secure location elsewhere.

· Transaction log, stored at an off-site location:  This is prepared as described above under "Sequential numbering and logging of all issue and receipt transactions entered."  Ideally, a backup copy of the current transaction log will be maintained at the off-site location and updated through a data transmission network as each transaction is entered and processed.  In that way, if a catastrophe strikes the central data processing facility and destroys all data and files maintained there, the backup master files and transaction log may be used to restore all files to a fully current status.

11-2 (Problem adapted from CMA exam June 1981 – June 1984, problem 1-33, page 16)
a. The annual percent cost of each vendor’s credit terms is calculated as follows:

	Pay Discount Analysis
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Vendor
	Average Monthly Purchases
	Credit Terms
	Discount
	Discount Term
	Credit Term
	Average Monthly Discount Savings
	Discount Period Interest Savings [Discount/Purchases - Discount)
	Number of Discount Periods in a Year [365/Credit Term - Discount Term]
	Effective Annual Interest Savings [Interest Savings * Number of Periods}

	Quality Supply
	$500,000.00
	2/10, n/30
	0.02
	10
	30
	$10,000.00
	2.04%
	18.2500
	37.24%

	Blaine Equipment Supply
	$300,000.00
	1/10, n/30
	0.01
	10
	30
	$3,000.00
	1.01%
	18.2500
	18.43%

	Standard Equipment
	$625,000.00
	1/15, n/30
	0.01
	15
	30
	$6,250.00
	1.01%
	24.3333
	24.58%

	National Brands
	$100,000.00
	     n/30
	0
	0
	30
	$0.00
	0.00%
	12.1667
	0.00%

	Southwestern Supply
	$175,000.00
	3/10, n/90
	0.03
	10
	90
	$5,250.00
	3.09%
	4.5625
	14.11%

	
	$1,700,000.00
	 
	 
	 
	 
	 
	 
	 
	 

	
	
	
	
	
	Total Monthly  Savings
	$24,500.00
	 
	Average Effective Annual Rate 
	18.87%


	Do not pay Discount Analysis
	
	
	
	
	

	
	
	
	
	
	
	

	Vendor
	Average Monthly Purchases
	Credit Terms
	Annual Money Market Rate
	Daily Rate (Annual Money Market Rate/365)
	Days between  discount payment date and final payment due date
	Average Monthly Interest Earnings [Days * Daily Rate]

	Quality Supply
	$500,000.00
	2/10, n/30
	4.00%
	0.0110%
	20
	$1,095.89

	Blaine Equipment Supply
	$300,000.00
	1/10, n/30
	4.00%
	0.0110%
	20
	$657.53

	Standard Equipment
	$625,000.00
	1/15, n/30
	4.00%
	0.0110%
	15
	$1,027.40

	National Brands
	$100,000.00
	     n/30
	4.00%
	0.0110%
	30
	$328.77

	Southwestern Supply
	$175,000.00
	3/10, n/90
	4.00%
	0.0110%
	80
	$1,534.25

	Total
	$1,700,000.00
	 
	 
	 
	 
	 

	
	
	
	
	
	Total Monthly Earnings 
	$4,643.84

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Annual Savings from taking the discount
	Annual Interest Earning from not taking the discount
	Difference
	
	
	
	

	$294,000.00
	$55,726.03
	$238,273.97
	
	
	
	

	Effective Annual Interest Savings from taking the discounts
	Annual Money Market Rate
	Difference
	
	
	
	
	
	

	18.87%
	4.00%
	14.87%
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	According to the analysis, Boone will save an average of $238,273.97 each year if they take advantage of the purchase discounts offered.


b. It depends.  The average effective annual interest rate does not indicate whether they should borrow funds to take advantage of the terms on a specific account.  The decision should be based on the effective annual interest rate of each vendor’s credit terms.  Money should be borrowed to pay within the discount period only when the cost of borrowing is less than the effective annual interest rate of the credit terms.  For instance, Quality Supply has an effective annual interest rate of 37.24% and should be paid on day 10 of the discount period if the cost of borrowing is less than 37.24%.  Unless Boone’s lenders are all loan sharks, then it is probably in Boone’s best interest to borrow the money to pay with the discount period for all of its vendors that offer a purchase discount.
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