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Readings


4-1: “How I Reengineered a Small Business” by Richard H. Snyder, Strategic Finance (May 1999).

This article describes both the old and new job costing systems at James Street Fashions (also called Latt-Greene), a small textile knitting and converting operation in Vernon, California. The author is the controller of Latt-Greene. He instituted a spreadsheet-based job costing system that helped to reverse a $5 million loss on $65 million in sales revenue to a $3 million profit on just $32 million in sales revenue. He also eliminated unnecessary overtime and increased the overall quality of the company’s product line.

Discussion Questions:
1. Briefly describe the company, its products and customers.
2. What problems did the author discover when he conducted his initial interviews?
3. Describe the company’s old financial costing system, and identify its weaknesses as well as business operating and profit consequences cause by its poor costing system. 
4. What are major impacts of the company’s new computerized costing system on its business operations, product prices and quality, and company’s profit?
5. What are general principles learned by the author for changing or reengineering a company’s costing system?


4-2:  “Distinguishing Between Direct and Indirect Costs Is Crucial For Internet Companies” by Lawrence A. Gordon, Ph.D., and Martin P. Loeb, Ph.D., Management Accounting Quarterly (Summer 2001) pp. 12-17.

This article points out the importance of distinguishing direct and indirect costs for internet companies.  The cost objects are different for internet companies, a focus on customers instead of products.    However, the key issues of pricing, cost allocation, and cost management are still applicable. 

Discussion Questions:
1.  What characteristic must a company have to be referred to as an internet company?
2.  What is the key element of competition for an internet company?
3.  What is the key cost allocation issue for internet companies?
4.  What is the key cost object for an internet company?

4-3:  “Key Project Management  Concepts for the Accountants”,  by Matthew J. Liberatore, Ph.D, David E. Stout, Ph.D, and Jack (Jay) Robbins, Jr., Manufacturing Accounting Quarterly, (Winter 2007), Vol. 8., No. 2
This article provides an introduction to key project management concepts as this field has become increasingly important for accountants today. Most accountants have had little exposure to the core concepts of project management. This article serves as a resource with definitions, the PM life cycle and an accounting example. 

Discussion Questions:
1. According to PricewaterhouseCoopers, why is project management increasingly important? 
2. What fields have been traditionally associated with project management concepts?
3. Why are project objectives important? What characteristics should these objectives entail? 
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4-1 Constructo Inc: Under or Overapplied Overhead
Constructo Inc. is a manufacturer of furnishings for infants and children. The company uses a job cost system and employs a full absorption accounting method for cost accumulation. Constructo's work-in-process inventory at April 30, 2001 consisted of the following jobs.

	Job No.
	Items
	Units
	Accumulated Cost

	CBS102
	 Cribs
	20,000
	$ 900,000

	PLP086
	 Playpens
	25,000
	  420,000

	DRS114
	 Dressers
	25,000
	  250,000

	
	
	
	$1,570,000



The company's finished goods inventory, which Constructo evaluates using the FIFO (First-in, first-out) method, consisted of five items.
 
	Item
	Quantity and Unit Cost
	Accumulated
Cost

	
	
	

	Cribs
	 7,500 units @ $ 64 each
	$  480,000

	Strollers
	13,000 units @ $ 23 each
	   299,000

	Carriages
	11,200 units @ $102 each
	 1,142,400

	Dressers
	21,000 units @ $ 55 each
	 1,155,000

	Playpens
	19,400 units @ $ 35 each
	   679,999

	
	
	$3,755,400



Constructo applies factory overhead on the basis of direct labor hours. The company's factory overhead budget for the fiscal year ending May 31, 2001, totals $4,500,000, and the company plans to expend 600,000 direct labor hours during this period. Through the first eleven months of the year, a total of 555,000 direct labor hours were worked, and total factory overhead amounted to $4,273,500.
	At the end of April, the balance in Constructo's Materials Inventory account, which includes both raw materials and purchased parts, was $668,000. Additions to and requisitions from the materials inventory during the month of May included the following.

	
	Raw Materials
	Purchased Parts

	Additions 
	$242,000
	$396,000

	Requisitions:
	
	

	 Job CBS102 
	  51,000
	 104,000

	 Job PLP086 
	   3,000
	  10,800

	 Job DRS114 
	 124,000
	  87,000

	 Job STR077
  (10,000 strollers)
	  62,000
	  81,000

	 Job CRG098
  (5,000 carriages) 
	  65,000
	 187,000




During the month of May, Constructo's factory payroll consisted of the following.

	Account 
	Hours
	Cost

	CBS102 
	12,000
	$122,400

	PLP086 
	 4,400
	  43,200

	DRS114 
	19,500
	 200,500

	STR077 
	 3,500
	  30,000

	CRG098 
	14,000
	 138,000

	Indirect 
	 3,000
	  29,400

	Supervision 
	
	  57,600

	
	
	$621,100



Listed below are the jobs that were completed and the unit sales for the month of May.
	Job No.
	Items
	Quantity Complete

	CBS102
	Cribs
	20,000

	PLP086
	Playpens
	15,000

	STR077
	Strollers
	10,000

	CRG098
	Carriages
	 5,000

	
	
	

	
	Items
	Quantity Shipped

	
	Cribs
	17,500

	
	Playpens
	21,000

	
	Strollers
	14,000

	
	Dressers
	18,000

	
	Carriages
	 6,000



Required
Describe when it is appropriate for a company to use a job cost system.
Calculate the dollar balance in Constructo's work-in-process inventory account as of May 31, 2001.
Calculate the dollar amount related to the playpens in Constructo's finished goods inventory as of May 31, 2001.
Explain the proper accounting treatment for overapplied or underapplied overhead balances when using a job cost system.

(CMA Adapted)




4-2  East River Manufacturing (A)


Power Services Industries has been in business since 1907. PSI’s principal business is the design, manufacture, and erection of steam generation equipment for utility and industrial customers. PSI also serves the after-parts market, which includes individual boiler components and loose tubes for repair and replacement. Their primary product, coal-fired boilers, burns fossil fuels to heat water, which turns to steam, and is used either for electrical generation or industrial process. Boilers are highly engineered products which can take anywhere from six months to five years to complete from the design stage through manufacturing and erection phases.
The East River, Illinois plant is one of three manufacturing facilities of the Services Division of the Energy Group. The East River plant has over 503,000 square feet of fabrication area, nine fabrication bays, and a practical capacity load of 1,345,000 manhours. There are over 500 hourly and salaried employees at the East River plant.


MARKET AND COMPETITIVE ENVIRONMENT
Throughout the post-World War II period and up until the mid-1970s, the demand for power-generating capacity increased steadily. PSI was a prime beneficiary of this growth in demand for electricity. They were awash in orders for original equipment. Backlogs of orders for forty or more radiant boilers were common, and when measured in man-hours, were equivalent to over five years of work. The typical order for original equipment boilers averaged $30 million. Prior to the eighties, the original-equipment market (OEM) made up more than 60 percent of East River’s revenues. Throughout this period, PSI earned a very respectable return on its investment.
As a sideline to the OEM, East River also serviced the replacement-parts (known as loose tubes) market. Tubes wear out in the hostile environment (e.g., coal-fired boilers generate fly ash which is very corrosive when it continually beats against a tube wall) and need to be replaced. However, demand for service work (replacement parts and components or subassemblies) is extremely difficult to project. Replacement-parts business requires short lead times, on-time shipments, and competitive prices. Service work is made more demanding because customers want made-to-order replacement tubes in small quantities. The typical replacement-parts order was $50,000 and usually had to be delivered in less than ten days, although the need to expedite an order overnight was not unusual. Replacement orders made up about 40 percent of revenues. And while the reported gross profit margins on individual loose tubes were high, the absolute size of and total returns on OEM projects made that market more attractive.
In the early eighties, a combination of fuel price increases, high interest rates, and a global recession hit and the bottom fell out of the OEM. In the past, this was normally a temporary setback and orders always picked up once the economy recovered. But this time it was different. The steady growth in electricity consumption, which had been predictable for so long, leveled off and OEM orders plunged. A number of factors led to a permanent drop in demand by the OEM, including the sharp increase in the cost of energy, unsympathetic utility regulatory agencies, uncertainty related to deregulation, environmental concerns about acid-rain, and improved capabilities to transmit excess energy across markets.
This new environment was marked by wide swings in business and fluctuating manning requirements. OEM business picked up again in the mid-eighties, but total OEM business and profits never returned to their former high levels and the total workload at the East River facility continued to drop. The inevitable profit squeeze caused by excess capacity and by ever-rising costs led PSI to look to the replacement-parts business to offset the declining OEM business.
Demand for replacement parts expanded as orders for original equipment declined. The principal reason was that utility and industrial customers wanted to maintain and prolong the useful life of power-generating equipment by replacing worn out parts rather than build new capacity. In addition, PSI engineers worked closely with customers to achieve greater efficiencies and enhance the power output of existing power sources by redesigning components or adding additional parts.
The determinants of successful management of large and complex OEM projects are very different from the key success factors in the replacement-parts market. Critical market drivers in the loose-tube replacement market are:

	Increased flexibility

	Reduced lead time

	Low price

	On-time delivery

	High Quality

Except for high quality, these factors did not carry the same weight in the OEM. As a result, PSI had to quickly adapt. For example, fast turnaround of worn or damaged parts is crucial once a boiler is in operation. Replacement parts availability is critical to a pulp and paper customer like Weyerhaeuser. Customers can suffer losses in the tens of thousands of dollars daily if their boilers are shut down as a result of part failure. East River always tried to accommodate customers’ needs for replacement parts. But East River was structured to capitalize on the returns to be made on large-scale OEM projects. Primary considerations on OEM projects were to complete the boiler on time, within budget, and according to contract specifications.
The urgency of meeting contract lead times and completion dates on new equipment was not as critical as it was for replacement parts. But now, replacement parts were the primary source of revenues. And while new boilers were still being sold, replacement parts for existing boilers now made up 70 percent of East River’s workload. Since PSI’s major competitors (e.g., Asea, Brown, Bovari/Combustion Engineering; Babcock & Wilcox; Riley, Foster, & Wheeler; and Zurn) were suffering from the same drop in OEM orders, they too started to compete aggressively for the growing replacement-parts business. The field was crowded with competitors. But the expanding replacement-parts business was not large enough to offset the lost OEM orders. By the early nineties, total OEM and replacement-parts business was significantly less than it was in the early eighties (Refer to Exhibit 1). There was now a glut of industry-wide capacity. By 1989, the industry was overcapitalized and demand from the OEM and replacement-parts markets was running at a level which utilized only 45-50 percent of East River’s capacity. The inevitable outcome was constant pressure on prices, margins, and market share.

MAJOR PRODUCTS
The East River plant manufactures a wide variety of components for boilers including wall panels— a collection of steel tubes (carbon steel, stainless, or composites) which are welded together with membrane bars in between them; loose tubes that have a number of bends in them or studs applied to them for heat transfer capability; burners which can burn coal, oil, or gas; structural members which contain the tubes that make up the walls of the boiler; expansion joints; dampers; economizers; risers and supplies tubes.
The Bay 7 facility was configured and equipped to process straight lengths of loose tubes into various shapes and lengths, suitable for the repair and replacement-parts market or needed as component parts of other assemblies completed at East River. Replacement parts and components are custom-made from unique materials compositions and configurations so that the parts can function reliably in a power-generation environment where steam may be generated by burning any one of hundreds of different kinds of coal or other fossil fuels.
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Many of the tubes manufactured have difficult welds and intricate bends in several different planes. All of these bends are engineered to a certain size, dimension, and location on the tube. Quality has to be right the first time. Once parts are in the field, they have to fit exactly. There is no reworking on the line.

ENGINEERING AND PRODUCTION PROCESS
Customer orders for individual boiler components and loose tubes to be fabricated in Bay 7 are initially processed at PSI’s Dallas, Texas headquarters. Since there are no off-the-shelf parts, preliminary tube designs are prepared by product design engineers from historical data. Cost estimators use these preliminary tube designs to prepare estimates of the tube’s manufacturing and material cost. The base estimating data used by cost estimators was developed from industrial engineering time studies completed in the early seventies. There are enough similarities to previously-fabricated tube variations that customer requested quotes can be developed on a timely basis by querying the parts database. If the proposal is accepted and becomes a contract, the proposal becomes the base-line or “as-sold” estimate (i.e., the budgeted cost) for cost monitoring and measuring actual performance.
Once a proposal is accepted, product design engineers “start from scratch” and prepare detailed part and component designs on computer-aided design (CAD) systems. They also determine the materials composition for all tubes. This product structure and tube geometry, which describes the physical characteristics of the tube, is then transferred to draftsmen who transform the product structure into detailed graphics (blueprints). Draftsmen manually load information on the tube’s geometry into three different computer systems: (1) the Bill of Material system; (2) the CAD drawing system; and (3) the Tube Detail file which converts tube geometry along with design, process, machine, and tooling constraints data into process plans. This information is downloaded to East River’s mainframe computers.
Purchasing places orders for all stock and non-stock items, many of which have long leadtimes. The process engineering group uses the Tube Detail file to generate the route sheet generation program or RSGP. RSGP creates a routing for each part with specific work centers, operations descriptions, and estimated process times. Customer order information is entered into MAPICS II (Manufacturing Accounting Production Inventory Control System), an IBM MRP II system. MAPICS generates bill of materials, routing sheets, order quantities, and required delivery dates. Manufacturing orders released by MAPICS were hand delivered to their respective work centers. Exhibit 2 shows the sequential flow of a contract from the preliminary proposal through shipment to the customer.
The East River plant has nine manufacturing bays. By 1990, the average age of equipment in Bay 7 was greater than 29 years. Bay 7 has practical capacity of 160,000 manhours. Tubes were received by truck and unloaded by a radio controlled overhead crane with the assistance of two workers. Tubes moved through the shops by a series of overhead cranes, jib cranes hung from building supports, forklifts, and transfer cars.
Tubes were shotblasted, cut to length, and machined as required. Tubes may be welded together prior to moving to the stencil/layout table, where the tubes were paint marked for a variety of studding and bending patterns. Tubes were then moved to a staging area near the stud welders and benders. Tubes were processed through a series of stud welding and bending stations, which were machine-assisted but still highly labor-intensive. Exhibit 3 displays certain tube features. Bending dies were stored outside Bay 7 and, when needed, transported by forklift to the proper bending station. Tube bundles were moved from station to station through Bay 7 by a series of pendant operated overhead cranes. Tubes were then checked, inspected, finished, and cleaned prior to shipment to the customer or transferred to another bay where they were assembled into boiler components. Average throughput time in the bay was approximately 3-4 weeks with high work-in-process. About 40 percent of the manhours in Bay 7 were attributable to material handling at the work stations or movement between work stations. Exhibit 4 shows the process flow for Bay 7, including machine count and headcount.
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It was not unusual for bottlenecks and scheduling difficulties to arise during processing. Work-in-process was stored adjacent to work stations to alleviate any disruptions which might occur in upstream operations. There was approximately $7 million worth of inventory at East River at any given time.
Over the years, maintenance expenditures were kept at levels sufficient to sustain current operations. Competing on cost meant that operations management focused on high levels of equipment utilization. However, machine downtime and costs to repair equipment were now rising rapidly. In addition, depreciation expenditures were not reinvested in new equipment.
Furthermore, the collective bargaining agreement with the union did not allow workers to be cross-trained to run multiple machines and perform a variety of functions. Part of the difficulty was that over the years the collective bargaining unit negotiated fifteen different job levels along with several classes within each level. But now competition was placing a premium on flexible work rules and East River was saddled with a labor agreement which made it difficult to respond quickly. With so much to disrupt shop floor control, it was hard to consistently maintain contract work schedules and meet customers’ requested shipping dates.
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EXISTING COST SYSTEM
Traditionally, throughput in East River’s labor-intensive shops was measured by manhours. The East River facility is on a job cost system. The same job cost system was installed in all plants built during the 1950s. In the case of East River, the job cost system was installed in 1951 and remained virtually unchanged until 1992, with two exceptions: (1) practical capacity replaced a three-year average of expected actual capacity for determining burden rates in 1982; and (2) a material burden rate was developed in the late 1980s. A job or contract cost system is necessary since PSI doesn’t make a standard product. End products are manufactured to customer’s specifications. The entire project is designed and engineered at PSI’s Dallas, Texas headquarters. Materials composition and product structure are based upon the type of fossil fuel that will be used by the power generator and other environmental variables.
The contract is the primary cost object. Orders are grouped by contract, and costs are accumulated for purchase orders as well as manufacturing orders. The cost system charges materials and labor costs directly to the contract and to the part. Product design engineering, drafting or graphics, machine setup, and material handling costs are also directly charged to contracts. Burden rates are based upon practical capacity. A material burden rate of 5 percent of material cost covers the cost of purchasing and material control costs. Pressure Shop 415’s overhead for three bays includes indirect labor and fringes, equipment-related costs, maintenance and repairs, and supplies. Shop 415 overhead was charged to contracts and other cost objects at 150 percent of direct labor cost. Plant support services, known as works-general costs, consist of production control, plant engineering, quality assurance, payroll, accounting, and other support services and are charged to contracts at the rate of 40 percent of direct labor cost. In addition, operating-all-works (OAW) costs associated with Dallas support services are charged to contracts at the rate of 15 percent of direct labor cost. OAW consists of manufacturing engineering support and the resource allocation group which plans and monitors plant loads, product mix, and production volume. These costing procedures were more than adequate given market conditions and the focus on large OEM projects throughout most of the post-war period.
In addition to costing the contract at practical capacity, the cost system was also capable of providing operating personnel with contract-related performance information. One of the most critical performance indicators was the monthly ratio of Estimated Man Hours to Actual Man Hours (E/A). Given that contracts could easily extend over a period of years, operating management could not wait until the project was completed to determine whether the contract was coming in over budget. It was essential to have some basis for monitoring progress on each project on an on-going Percentage-of-Completion basis. Using information supplied by process engineering, accounting staff estimated time for every task that had to be performed. As tasks were completed, comparisons of estimated manhours with actual manhours resulted in an E/A performance percentage. If performance was at 100 percent or better, the contract was going well and the plant would earn a respectable profit. If performance was below 100 percent, say 75 percent, contract performance was not going very well.
The relationship between equipment age and equipment tolerances is an example of how E/A could gradually worsen over long periods of time even when no changes were made in the tube design. One study of studding machines revealed that time and cost overruns were occurring with increasing frequency. Studding machines spot weld studs to the tubes. These machines were some of the oldest equipment in the Tube Bay. Therefore, controls on the stud welders were old and not as effective as they were when the equipment was newer. The welds did not always achieve the degree of penetration on a weld necessary to pass quality specifications. Studs which were not welded correctly could break off. These studs had to be manually rewelded because the number of studs on the tube precluded it from being rewelded on the studding machine.
Periodic monitoring of actual contract costs against the original bid or as-sold estimate assisted plant management in managing costs on a contract. The contract cost accounting system provides reports which show actual costs incurred for the contract to date, as well as reports which show the actual costs incurred for a contract during a specific period. All reports provide variances between actual costs and as-sold estimated costs and the engineered standards. This information was reviewed informally on a weekly basis and underwent a thorough, formal review each quarter (Exhibit 5).
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From a customer’s perspective, there are two other critical performance indicators: (I) on-time delivery—meeting the customer-requested delivery schedule; and (2) quality. Often, customers have planned outages and want replacement parts delivered during a certain outage window—a specific date and time. If this window is missed, at the very least, customers lose confidence in suppliers. In some cases, there are substantial liquidating damages associated with a missed delivery date.
Quality Assurance reports defects. If a defect will cost more than $1,000 to repair, a separate sub-account is established for the contract, called a C-order, and all costs of reworking the part(s) is charged to this account. Accounting supplies the cost information to QA, which then identifies what the problem was, where it occurred, what the root cause was, and who had primary responsibility for correcting it. Some defects are due to a design errors, referred to as a D-orders. Design flaws can be identified when parts don’t assemble properly. It is important to determine the cause of design errors so that they do not repeat these mistakes on future contracts of a similar nature or, if the error is the result of a flaw in the manufacturing process, the process gets corrected. Guarantee-orders or G-orders accumulate the cost of corrective work on a unit in the field that doesn’t meet its warranted performance. Reserves are set up for C-, D-, and G-orders to cover the estimated cost or liability. These costs are built into the base estimating data used for proposals and establish allowances for contract cost.

REQUIRED:
1.	Briefly summarize and contrast the competitive environment in the pre-1980 era with that of the early nineties.
2.	What are the problems that plant management has to resolve?
3.	What potential problems may occur between the as-sold cost estimates and the actual contract cost?
4.	Diagram the structure of the existing cost system and explain how cost information is used for decision-making, cost control, and performance evaluation purposes.
5.	Is the labor-based cost system appropriate for this facility? Should activity-based costing be implemented to analyze product costs?
6.	Prepare a set of recommendations for changes in the cost system. Describe a general framework for costing products in an automated facility.
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4.1: HOW I REENGINEERED
A SMALL BUSINESS


Chapter 04 - Job Costing

Blocher, Stout, Juras, Cokins: Cost Management 6/e                      4-1                         ©The McGraw-Hill Companies, Inc., 2013
	

BY RICHARD H. SNYDER, CPA

 (
Table 1
YEAR ENDED
05/31
NET
SALES
ROI
1985
16.5
11.3%
1986
19.8
(46%)
1987
24.8
(18%)
1988
33.6
33%
1989
39.2
11%
1990
54.8
(6%)
SEVEN MONTHS
ENDED 12/31
1990
31.3
63%
YEAR ENDED
12/31
1991
54
61%
1992
30
7%
1993
32
41%
1994
38
53%
1995
31
28%
1996
30
30%
1997
36
43%
1998
30
24%
)Reengineering is not just for large businesses. It’s true that only giant corporations can afford to pay the fees for high-powered consultants to come in and turn the organization upside down. But for those brave souls in small businesses willing to think the unthinkable, reengineering can be managed without huge money outlays.
The major stumbling block in reengineering a small business is the staff who has worked at the business for years and tends to develop an ownership in the current process and, as a result, may be unable or unwilling to consider a revolutionary change in the process. What is required is knowledge of the system that exists and a willingness to consider radical new processes that would dramatically improve the system. In such circumstances an outsider may he necessary in order to produce dramatic change.
Take as an example the case of James Street Fashions dba Latt-Greene, a knitting and converting operation in Vernon, Calif. I became controller of the company on January 2, 1990, at the request of the owner in order to introduce control into the activities of the company. I had a prior knowledge of the textile industry, having been in public accounting for many years and having had some textile companies as clients (not Latt-Greene). I also had controllership, internal auditing, and cost accounting experience and had guided businesses though bankruptcy.
Latt-Greene knits textiles for the women’s and children’s apparel market, dyes and prints designs on the textiles according to customer instructions, and delivers the product to the customer ready for cutting and sewing into clothing. The customers of the company consist of clothing manufacturers who sell to clothing retailers.
In the initial interviews at this family-owned and operated company, I discovered some of the concerns: severe negative cash flow, a belief that not all sales to customers were being billed or collected, a paper-heavy system that was being crushed by its own weight. In my initial walk-through, I was astonished to see that the accountant was still keeping records on a “one-write” system. There wasn’t a single computer to be found on the premises. I told the owners that if I were hired I would be making some dramatic changes including introducing data processing.




UNRAVELING THE OLD
The first thing I did upon being hired was to purchase a personal computer. I purchased one without any networking software because at that moment I had no one to network with. But I did look forward to that day in the future and purchased a computer with the capability of being turned into a central server at a future date. The only software that I installed at that time was a powerful spreadsheet, Quattro Pro. In order to gain insight and perspective into the problems of the system, I loaded into a spreadsheet all the invoices billed to customers during the month of November 1989, the most current period available at that time. I then began filling in columns with dyeing and printing costs from the subcontracting companies who did this work for Latt-Greene. I also calculated and added yarn costs and added a knitting cost, a tricky and inaccurate process because such costs had never been accumulated or calculated. The only financial records being prepared at this time were the general ledger, cash receipts journal and customer ledgers, and a cash disbursement journal. As yarn was knitted into unfinished textiles (called greige goods), sheets were manually prepared showing what pieces were assigned to what lot and what the lot weighed. But no attempt was made to cost the greige goods. When the finished goods were delivered to customers, they were billed as per the purchase order, but again no attempt was made to cost the product. The owners believed they knew what their knitting costs should be, and so I used that number as a starting point.
As I developed the cost sheet, several problems began to surface. One, I couldn’t locate dyeing and printing invoices that could be matched up against the sales invoices. There was no controlling order number that followed the job through all its steps before the finished product was delivered to the customer. The dye house assigned its own number to the orders, and the print plant did the same. In some cases it was virtually impossible to determine to which order the costs applied. Two, I found purchase orders for which no shipment to the customer could be located. Three, I found many orders being delivered late. The person who placed orders into work kept the orders in an alphabetical file on her desk and each day rummaged through the file, pulled some orders from it, and told her assistant to put them into work. Many orders were delivered very late simply because they didn’t get pulled from the file, and there was no control over the orders that were in process.
As I completed input for the month of November, I began seeing that a large number of the orders either had a too low gross margin to generate a profit on the sale, or even incurred a gross loss. I began analyzing these orders, and several problems came to the surface. First, like a conscientious baker who regularly gives his customers a “baker’s dozen’ Latt-Greene was producing textiles that were heavier than required. If an order called for goods that weighed eight ounces to the running yard, we were filling it with goods that weighed nine ounces. This extra weight made for a nice finished product, but it also often meant the difference between a profit and a loss. Second, in many cases, while the weight was okay, and all other factors in the production were correct, the order didn’t produce a profit. We came to the conclusion that in many cases the product was simply being sold for too low a price. No wonder the company’s sales increased from $16 million to over $54 million in five short years.
During the time that I was developing this spreadsheet, the solutions to the problems being uncovered were becoming clearer. I developed a manual costing system whereby every new order coming in was costed as it progressed through the stages of production. When it was delivered to the customer we knew immediately whether we made or lost money and the reasons for an unsatisfactory result. But this manual costing system required a tremendous amount of time to maintain and keep current.

KNITTING THE NEW TOGETHER
While searching for computer software that would take the place of the manual system, I looked at several programs, but each had some faults or shortcomings that disqualified them. Finally, I was introduced to a company that had produced a textile conversion system for a business which was smaller than Latt-Greene, and which did no knitting. But I liked what I saw because it had many fine features and controls. Talking with the developer convinced me that the knitting operation could be added to produce a system that met our needs.
In October 1990, we installed a computer system using my old personal computer as the central server and added 10 stations using the Novell system. After installation, I had to train the employees to use the new system. For some who resisted abandoning “the way we had always done it’ I had to warn them to either do it my way or I would get someone who would. Over several months they learned to become computer operators, and the old system was forgotten.
As better and better cost data was developed using the new system, we refined our sales prices. In some cases major customers were lost because we raised our prices. But most customers were retained because we improved our service to them in several ways. Delivery schedules were met on a more consistent basis, and product consistency and quality improved as the employees were able to spend more time on those aspects of the product and less time on paperwork and trying to track down product location.
The system developer and I were able to develop a system that works very well for us because we took the time to thoroughly understand the business of Latt-Greene and the problems that occur in the textile industry. I took the time to talk to everyone involved in the process of converting yarn into a dyed and printed textile. I looked at every piece of paper being produced and traced an entire month’s orders through to the final invoicing of the finished product. This thorough analysis uncovered the problems. All that was left was the development of the systems necessary to fix the problems. I involved as many of the employees of Latt-Greene as possible in identifying the problems and in suggesting solutions. Then, when the final system was installed, many of the people who would be working with it already felt ownership of the system. The few who felt threatened by it and resisted it subsequently left the company.
How successful were we in turning the company around? The table on page 28 displays sales and return on owners investment (ROI) for the years 1985 to 1998.
The big ROI fluctuations up to the year ended May 31, 1990, represent the agonies the company was experiencing because of its rapid growth without corresponding improvements in the systems. The marked decline in ROI in 1992 was due to the upheavals introduced when the recession hit the clothing industry with a vengeance that year. But the important thing here is that even in the deep recession into which the clothing industry sank that year, Latt-Greene continued to be profitable. The 1998 numbers reflect the fact that tremendous quantities of Asian textiles were “dumped” in the United States at prices that we cannot compete against. Several of our clothing customers closed up because of this situation. Even during this “textile depression” however, Latt-Greene continued to be profitable.
The lesson here is that reengineering can have a dramatic impact upon a business. Huge costs to implement change aren’t necessary. The entire cost of our new system was approximately $150,000. Turnaround was swift and dramatic. Downsizing did not take place. We have about the same size office staff as we did in 1990 (eight people). The difference is that now we know what our costs are, we bill all our sales, and collect all our receivables. We are able to plan and to develop strategy. While marketing mistakes still occur (for example, when we miss a season because of incorrect designs), the cost of these mistakes is minimized because we can measure them and identify exactly what the nature of the mistake was and make corrections before the mistake becomes a catastrophe.

AN UPDATE
Nine years after inception, the system has changed considerably from the initial setup, but we have never had to do another reengineering. The staff today is still about the same size as it was in 1990. All the personnel that I hired in 1990 to assist in administering the system are still with us. The only office staff to leave were those who refused to work with the new system and had left by the end of 1990.
Some general principles that I learned from this reengineering and which may be helpful to others who would like to upgrade their operation:

· Be open with all employees regarding the process.
· Solicit input from all employees.
· Involve everyone in the implementation of the new system.
· Understand the system yourself because this understanding is more important than bringing in consultants and helps to ensure that costs are kept under control. 





















4.2: Distinguishing Between Direct and Indirect Costs Is Crucial For Internet Companies






By Lawrence A. Gordon, Ph.D., And Martin P. Loeb, Ph.D.


EXECUTIVE SUMMARY

People who argue that distinguishing between direct and indirect costs is of no relevance in today’s Information Economy are dead wrong! Indeed, the importance of the direct vs. indirect costs dichotomy (as well as with many other management accounting techniques) may be even more crucial to an Internet-based firm’s survival than to other companies. The key paradigm shift here is that, when separating direct from indirect costs, we need to think of customers as a primary cost objective in such an environment.

Cost management is an important aspect of running a corporation successfully. A crucial part of cost management is the proper allocation of costs to various products and services. Indeed, the way costs are allocated plays a key role in determining the reported profitability of individual products and/or services. In addition, product-line decisions and pricing decisions (of both an internal and external nature) often are affected by cost allocation decisions. At the heart of cost allocation decisions is the dichotomy between direct and indirect costs. Because a given cost can be direct with respect to one cost objective and indirect with respect to another cost objective, determining the appropriate cost objective is fundamental. This fact notwithstanding, there seems to be a growing concern, if not confusion, on the importance of the distinction between direct and indirect costs for Internet-based businesses. We argue that the distinction between direct and indirect costs is as important for Internetbased companies as it is for other companies. The e-commerce revolution, however, requires many companies to make a fundamental change in the way they consider the notion of a cost objective and, in turn, cost management. In particular, Internetbased companies need to view the customer as a primary cost objective for purposes of allocating costs.

DIRECT VS. INDIRECT COSTS: A TRADITIONAL VIEW

Direct costs can easily be traced to the cost objective and can be assigned to the cost objective in a straightforward manner. In contrast, indirect costs cannot be easily traced to the cost objective.1 They need some sort of allocation scheme. Thus, the choice of cost objective is critical to the determination of whether a cost is considered direct or indirect. A cost objective is the purpose for which a cost is being measured. Further, it is quite common for a given cost to be measured for multiple purposes. Thus, a given cost may be direct with respect to one cost objective and indirect with respect to another cost objective.2 

Traditionally, products, services, and departments have served as key cost objectives in managing the operations of a firm. In manufacturing firms, the primary cost objective is traditionally assumed to be the physical products being produced. A computer manufacturer, for example, would usually consider the need to determine the cost of producing a computer as the primary purpose for which costs (at least manufacturing costs) are being measured. As such, the costs of materials and labor that can easily be traced to the production of individual computers would be considered direct costs. Costs of materials and labor that cannot be directly related to the production of individual computers would be considered indirect costs. 

In a similar vein, the costs associated with depreciating machinery, utilities, and accident insurance would be additional indirect costs in most manufacturing firms. Knowing the costs of manufacturing a product is important in determining the product’s profitability, even where prices are market driven,3 because in these markets the costs will determine the desirability of being in the market. In markets where prices are driven more by costs, knowing the cost of producing a product is all that more important. Further, many new cost management techniques, such as target costing, are focused on controlling product costs. Assessing the contribution of one subunit versus another subunit within a given company also requires a financial manager to determine product costs for transfer pricing purposes. Accordingly, choosing products as the primary cost objective seems quite logical for most manufacturing firms. Whereas tangible products are logical choices for primary cost objectives in most manufacturing firms, services are logical choices for primary cost objectives in other firms. For example, in the banking industry, the distinction between a direct and an indirect cost is usually considered in terms of whether the cost can or cannot be directly related to a particular service (e.g., processing a loan). Choosing departments as the primary cost objective seems to make sense in other firms. For example, in a retail department store, the distinction between direct and indirect costs is often thought of in terms of whether the cost can or cannot be related to a specific department (e.g., men’s clothing). As with measuring the cost of products, measuring the cost of services and departments will facilitate profitability analysis as well as pricing decisions.4 Yet a fundamental change in the way many companies do business has taken place over the past five years. This change falls under the rubric of e-commerce (i.e., electronic commerce) and is largely the result of the Internet. E-commerce has changed the way companies interact with their suppliers and, even more important, the way they interact with their customers. 

In fact, Internet commerce has changed the very essence of the way many companies do business. Now, many companies generate a large portion of their revenues via the Internet, and a growing number generate the majority of their revenues that way. We refer to these companies as Internet-based because they epitomize the essence of the new Information Economy.5 To date, most companies still consider costs as being direct or indirect in terms of products, services, or departments. This is true even for many Internet-based firms. Though the basic nature of doing business has changed for a large segment of our economy, the essence of cost management has not changed. In particular, many Internet-based firms have not abandoned the old way of thinking about cost objectives. Yet the important distinction between direct and indirect costs is becoming fuzzy. Some people even argue that distinguishing between direct and indirect costs is no longer a valid way to look at costs for a company operating in an e-commerce environment where intangible assets (e.g., intellectual capital) are so prevalent. For example, in the popular book The Blur, Davis and Myer argue that “direct costs are dead, and diminishing marginal returns died with them, a victim of intangibles.”


We disagree! In our opinion, the need to differentiate between direct and indirect costs is as valid today in an e-commerce environment as it is in a traditional (brick-and-mortar) environment. Profitability analysis, product-line decisions, and pricing decisions are still significantly affected by the way costs are classified in terms of direct and indirect. The thing that is often no longer valid, however, is the focus on the old notion of cost objectives for firms that operate in an e-commerce environment. We believe companies actively involved in e-commerce need to view customers, as well as products, services, and departments, as key cost objectives. Nowhere is this need more important than in Internet-based firms.

DIRECT VS. INDIRECT COSTS IN INTERNET-BASED FIRMS

The number of firms that derive the majority of their sales over the Internet has grown at a rapid rate. The U.S. Bureau of Census conservatively estimated that $5.3 billion (0.64%) of retail sales in the fourth quarter of 1999 was conducted using the Internet.6 Furthermore, this estimate excludes the huge number of Internet sales from business to business. Clearly, the growth of the Internet is changing all facets of commerce. Understanding the impact of these changes on corporate cost management systems is vital. The distinguishing feature of an e-commerce environment is that business transactions are handled electronically. The hallmark of such an environment has become the way firms interact with customers via the Internet. 

A logical way to decide whether to classify a firm as being dominated by an e-commerce environment is to use the percentage of the firm’s sales generated from the Internet. For a firm to be eligible for the Dow Jones Internet Composite Index (which is further subdivided into the Dow Jones Internet Commerce Index and the Dow Jones Internet Service Index), the company must generate at least half of its sales via the Internet.7 Internet customers, be they households, businesses, or government agencies, can and do conduct quick and inexpensive shopping comparisons. These comparisons take place in a nanosecond, with the click of a mouse. Hence companies are required to continually adjust prices to respond to price changes initiated by competitors. At the same time, their competitors are making similar price adjustments. As a result, companies are required to expend continuous real-time efforts at attracting and tracking customers. In the e-commerce environment, where information search costs approach zero and competitors match price cuts almost instantaneously, competing only in price is not likely to be the means to attracting and maintaining a loyal customer base. 

Pricing over the Internet has pushed firms to operate in highly competitive, if not purely competitive, economic markets. Businesses are quickly learning that a comparative advantage in the cyber marketplace (or, as some have called it, the marketspace) can be secured only by competing effectively in quality customer service to the point of becoming customercentric. Understanding and managing such services requires the allocation of these costs among customers. The proper allocation, in this regard, requires that customers become a key, if not the primary, cost objective for the purposes of distinguishing between direct and indirect costs. Most Internet-based firms use business models that are classified as business-to-business (B2B) or business-to-consumer (B2C). As the names of these models indicate, B2B means that the firm is using the Internet to generate sales of goods and services to other businesses, while B2C means that the firm uses the Internet to generate sales directly to consumers (i.e., retail sales). In addition, the business models used by some Internet-based firms would be classified as business-to-government (B2G) or consumer-to-consumer (C2C). B2G means that the firm sells its products and services primarily to government agencies. C2C means that the firm (for example, eBay) facilitates direct trades among consumers by providing a central marketplace in cyberspace. A firm using a C2C business model typically generates revenues from fees and commissions paid by consumers for participating in the electronic marketplace. Of course, many major corporations use more than one of the above business models. Security analysts and the general investing public commonly use the B2B designation to refer to companies (e.g., Ariba and i2 Technologies) that produce products and services (e.g., software and consulting) to facilitate B2B transactions among businesses via the Internet. The products and services produced by such B2B firms use the Internet to help match sellers of inputs of production with the buyers of these inputs in an efficient manner so firms secure the right inputs at the right time at minimum cost. Such supply chain management benefits sellers by expanding their geographical market to the entire globe and benefits buyers by facilitating the search for low-cost suppliers, reducing the processing costs associated with materials acquisition, and reducing their inventory holding costs. While the companies designated in the media as B2B firms have often been associated with generating high growth in revenues and profits, the larger effects of the B2B revolution are seen outside the firms given the B2B designation. The larger impact on the economy comes from the rapidly expanding number of firms that have embraced B2B for their supply chain management and for sales of their products to other businesses. Irrespective of whether a firm uses the Internet to sell its products and/or services to other businesses, to consumers, or to government agencies, the environment of electronic commerce requires successful firms to focus data collection on customers or customer classes. 

Because selling via the Internet empowers customers by reducing their information search costs and their costs of switching from one vendor to another, firms selling via the Internet have stronger motivation to treat customers as key cost objectives than do firms that sell through non-Internet sources. Whether using e-commerce for retail sales or business-to-business sales, companies must devote substantial resources to providing their customers with a user friendly, secure, and hassle-free shopping experience. The development, maintenance, and enhancement of software that keeps track of customer preferences is essential for ensuring such an experience. In essence, Internet-based firms rely much less on traditional infrastructure assets, such as buildings, and more on computers, specialized software, and intellectual capital that cater to customers in cyberspace. When comparing one seller with another, customers cannot compare the service level that would be provided as easily as they can compare quoted prices. Nevertheless, with the wealth of information on the Web, including the seller’s website, websites of consumer groups, bulletin boards, and message boards, customers can gather information about the quality of service at a fraction of the cost of a decade earlier. These comparisons result in diminishing customer loyalty. 

Moreover, with venture capitalists funding start-up companies on a regular basis and with more brick-and-mortar companies adding e-commerce divisions, new competition is constantly coming to the marketplace. Thus, companies face a dynamic, increasingly competitive environment. In this new environment, companies that are going to be competitive need to devote substantial resources to attracting customers through advertising on the Internet as well as in traditional media (e.g., newspapers, magazines, and television) that direct customers to the firm’s Internet sales site. During the actual sales, it is easier for competitive Internet-based firms than traditional firms to customize the physical product (e.g., specifications of a machine being purchased by one firm from another) or service (e.g., loan agreement) being sold. Internet-based sales provide an easy mechanism for direct and instantaneous contact with customers so companies can quickly modify products to new specifications (e.g., the addition or deletion of a clause in a loan agreement). It is also incumbent upon e-commerce firms to provide a high level of post-sale services to customers because such services are often carried out in an easy, quick, and inexpensive manner. 

Tracking delivery from the time of sale is a good example of the type of postsale service easily provided in an e-commerce environment. For all the reasons we have noted, tracing costs to individual customers and/or customer classes is an essential competitive strategy for Internet-based companies. In other words, the customer must be a primary cost objective for them. Furthermore, tracing costs to customers cannot be considered a onetime or even periodic investment. Instead, tracing costs to customers must be done on a continuous basis and requires a real-time cost system. For many Internet-based companies, this requires a major change from the way they accumulate costs.8 In fact, Internet based firms that fail to treat customers as a primary cost objective face the danger of being outsmarted by the competition and left with the least profitable customers in the marketplace.9 For an Internet-based retailer, the costs of products a customer buys would be classified as direct costs for the customer. For an Internet-based manufacturing firm, the manufacturing cost of products would represent an intermediate cost objective, and the total cost (including costs which are indirect with respect to products) would be traced directly to the customers. Because software can identify the specific Internet advertising that routes a particular customer to the firm’s e-store, the cost of this advertising can also be allocated to customers in logical manner. It may even be possible to trace specific software-related costs to particular customers in an e-commerce environment, thereby treating these costs as direct costs in terms of customers.10 

In essence, many of the costs of pre- and post-sale services, as well as the costs for services incurred during the actual sale, could be traced to individual customers and/or customer classes and treated as direct costs for e-commerce firms.11 Costs that cannot be traced directly to individual customers and/or customer classes, such as the costs associated with computer hardware, would be treated as indirect costs. By treating the customer as a primary cost objective, effective resource allocation decisions will be enhanced. In addition, effective customer profitability analysis, pricing decisions, and marketing decisions will be greatly facilitated. Finally, and of no small consequence, the use of customers as a primary cost objective will facilitate the very essence of being an Internet-based firm (i.e., an Internet-based cost management system will facilitate e-commerce business). It is well known, and accepted, that focusing on the needs and desires of customers is fundamental to running a successful business. This is true whether the business is Internet-based or brick-and-mortar. Yet a fundamental cost objective for Internet-based firms needs to be the customer. In other words, in accumulating and allocating costs, Internet-based firms need to adopt a customer focus. Once they recognize this fact, it becomes clear that the distinction between direct and indirect costs is as important for them as it is for other firms. Of course, the fact that Internet-based firms need to adopt a customer focus in allocating costs in no way mitigates the potential importance of knowing the costs of individual products (or services) as well as departments. Thus, Internet-based firms may well consider other cost objectives in differentiating between direct and indirect costs. 
To the extent that this is the case, the argument that distinguishing between direct and indirect costs is a relevant and important activity for Internet-based firms is only strengthened.

USE MANAGEMENT ACCOUNTING TECHNIQUES PROPERLY
Cost allocations are fundamental to effective cost management, and, as we have emphasized, a key aspect of cost allocations is the distinction between direct and indirect costs. Nevertheless, the claim that this distinction is not relevant to Internet-based companies has been promulgated lately. We disagree with this claim, for the reasons given above. A fundamental aspect of our argument is the need for Internet-based firms to trace costs to customers. Hence, Internet-based firms need to treat the customer as a primary cost objective in differentiating between direct and indirect costs. The new Information Economy has important implications for the field of management accounting. Direct vs. indirect costs is only one such implication. Other implications include the way companies need to consider performance measures, profit planning, and the use of cost information for pricing decisions. While the sum of these implications represents a fundamental shift in the management accounting paradigm, it does not represent the demise of management accounting. Indeed, the proper use of management accounting techniques is more relevant to the survival of firms in today’s dynamic information economy than ever before in the history of commerce. _

1 Indirect costs are often referred to as overhead costs. Because the term overhead is misleading, we will use indirect to refer to such costs.
2 For examples illustrating this point, see Chapter 3 of Gordon, Managerial Accounting: Concepts and Empirical Evidence, in Further Reading section.
3 In the extreme case of prices being set by the marketplace, we have what economists refer to as a purely competitive market. In a purely competitive market, firms essentially take the market price as given and need to focus on cost management techniques to earn a desirable level of profit.
4 Of course, firms are interested in many cost objectives. Hence, the designation of one cost objective as primary does not preclude the use of other cost objectives.
5 Our definition of what constitutes an Internet-based firm is consistent with the way Dow Jones derives its list of such firms (i.e., for more information, see http://indexes.dowjones.com./djii/djiiabout.html).
6 The U.S. Department of Commerce reports (Digital Economy 2000, June 2000, p.9), “private estimates for consumer e-commerce in the fourth quarter of 1999 ranged from approximately $4 billion to $14 billion.”
7 Clearly, the trend is for all firms to increase their Internetbased sales. Accordingly, the distinction between Internetbased firms and non-Internet-based firms is one of degree rather that absoluteness. Over time, it seems logical to expect more and more firms to become Internet-based.
8 Although not the focus of this article, it is equally important for Internet-based firms to identify the revenues of individual customers and/or customer classes.
9 The growing emphasis on linking customers to the production process in the emerging literature on supply chain management is consistent with this argument. For an interesting discussion on the use of “customer-product maps,” in the context of supply chain management, see Cloud in the 
Further Reading section.
10 In a non-e-commerce environment, computer-related costs are traditionally considered to be indirect with respect to a firm’s products and services. Given that these assets are an important aspect of an e-commerce firm’s assets, this reclassification has nontrivial implications.
11 Recent work in database design has centered on customer focused data models. This work has particular relevance to the arguments presented in this secti
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Executive Summary

The work environment of today’s accountant, including the management accountant, is increasingly project based. In fact, the AICPA has identified project management (PM) as an important core competency for entry-level accountants. Unfortunately, few practicing accountants have had anything more than a cursory introduction to the practice and theory of PM in their formal education. This article begins to fill this educational void
by providing an introduction to key project management concepts. Topics discussed include PM terminology, the nature of projects, and project-based work in management accounting. We provide an overview of a three-phased lifecycle approach to project management and show how the PM competencies specified by the AICPA relate to the
processes used to manage projects over their life cycle. The discussion is supplemented with examples from accounting practice based on actual client-engagement experiences of one of the authors.

The current practice environment of accounting,
including management accounting, is characterized by project-based work conducted in a team environment. In recognition of the strategic and operational importance of project management (PM) to business and accounting practice, PricewaterhouseCoopers (PwC) instituted a quarterly newsletter (The Project Advisor: A Quarterly
News Bulletin from PricewaterhouseCoopers’ Project Advisory Services) in 2003. The inaugural issue notes: “In the tight-fisted business environment of 2003 and with increased expectations for transparency and accountability, sound project management fundamentals are more important than ever. Effectively, efficiently, and successfully executing projects is critical to ensure that resources are appropriately deployed to support the organization in its strategic and operational goals.”

The importance of PM to current accounting practice can also be seen in the American Institute of Certified Public Accountants’ (AICPA) Core Competency Framework for Entry into the Profession, where project management is included as one of seven “personal competencies” needed for success. Within the PM area, the AICPA includes 10 specific educational elements (e.g., “ability to determine project goals,” “ability to realistically estimate time and resource requirements”). As important as project management is to the successful practice of accounting today, our belief is that the PM elements (specifics) contained in the AICPA Framework—and, by extension, the core concepts of project management—are little-known to many accountants. This is not surprising: Most accountants today, including recent entrants to the profession, have not been exposed substantively to PM theory or practice in their formal studies. In short, there seems to be a significant gap between one of the educational “demands” of the current practice environment of accounting and the educational training received by those entering the profession. 

This article provides a resource for accountants by discussing fundamental concepts of PM. We begin by explaining basic PM terminology and the rise of project-related work in business and accounting. This is followed by an overview of a life-cycle approach to project management. We then discuss how the PM competencies specified by the AICPA relate to each of five processes that can be used to manage projects over their life cycle. The “practice” element of project management is covered through the inclusion of a number of accounting-based examples based on recent consulting experiences of one of the authors.2

Project Management Terminology 

Projects and operations are ways that organizations can perform work. Operations are ongoing and repetitive, and projects are temporary and unique. Within a financial services firm, for example, the ongoing effort to enroll new customers and set up their accounts is an operation; work required to develop and implement a new business process for enrolling customers, however, is a project. This latter effort requires a series of separate jobs, or activities, performed by a variety of individuals from areas such as customer service, operations, and IT. Some of these activities must be performed in a specified sequence, such as developing a prototype process prior to running a test. Other activities may be
performed in parallel, such as documenting work procedures and completing a final testing. This effort is unique to some extent because the final work process will probably differ from others in the firm and in the industry. Careful attention to scheduling, resource allocation, and coordination of the various activities is necessary to achieve the objectives of a typical project: completion of all project activities on time and within budget for a satisfied client. The term “client” is meant to be generic in nature and can refer to an individual, unit, or entity—internal or external to the organization. 

As implied by the quote from PwC, organizations commit to projects in order to achieve important business objectives, such as those relating to product/service cost, profitability, or market position. For this reason, it is crucial that an organization’s objectives and the projects that support them are aligned. For example, a firm may initiate a project directed toward the development of a new product-costing or control system to help it achieve the strategic business objective of becoming a low-cost provider. The project manager must understand this relationship so that the systems and procedures delivered to the client fully address the business objective. Otherwise, the project could be a technical success in terms of cost, schedule, and work completed but a failure because the business objective was not met. 

From this discussion, we see that: A project is a temporary endeavor undertaken to create a unique process, system, product, or service that helps a client achieve its strategic and/or operational objectives; Today’s practice environment for accounting,
including management accounting, is increasingly
project based and team oriented; and The prime objective of project management is to complete all work within the scope of the project—on time and within budget—for a satisfied client.

The Rise of Project-Based Work in Management Accounting 

The use of projects to perform work has accelerated as organizations have become leaner and flatter and as teams have replaced functional departments. Traditionally, PM was thought to apply only to activities such as construction, research and engineering, and software development, but much of the work in which today’s management accountant is involved can be characterized as project based. Developing and implementing a new business process is a “project,” as is the effort to implement new information technology, including financial,
HR (Human Resources), ERP (enterprise resource
planning), SCM (supply chain management), and CRM (customer relationship management) systems. Completing a merger or acquisition, implementing a
company-wide cost control effort or an enterprise-wide effort to respond to a new regulatory requirement, or relocating staff to a new office are also examples of projects. Another current—and important—example would be developing and implementing a plan to meet the reporting and control requirements specified by the Sarbanes-Oxley Act (SOX). In short, many activities associated with the field of management accounting today are properly thought of as “projects.” 

The field of PM has been developing rapidly. It even has its own professional body, the Project Management Institute (PMI), and professional certification, Project Management Professional (PMP).

Major Phases of the PM Life Cycle

Projects can be managed from a life-cycle perspective. The project life cycle displays the changing patterns of resource usage and level of activity over the course of a project. One general depiction of a project life cycle is offered in Figure 1, which shows that most projects are characterized by three major phases (stages): initial, intermediate, and final. The intermediate phase is usually further divided into subphases, depending on the nature of the project work. For example, a life cycle in software development may include these subphases:
concept, plan, design, implement, and convert. Often
there is some handoff between phases, such as concept to plan, plan to design, and so forth. That is, the planning phase for a new financial system cannot begin until the concept is finalized. For this reason, some projects are completed in stages or phases.

Most project life cycles share some common characteristics that affect the PM process. First, the time distribution of project effort over the three major phases of the life cycle is not constant. Rather, it is characterized as “slow-rapid-slow.” Cost and staffing levels are low
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during the initial phase, higher in the intermediate
phase, and then drop off rapidly through the final
phase. 

Second, the probability of completing the project successfully is usually lowest at the start of the project. Consequently, this is where the uncertainty is highest. With most projects, the probability of successful completion increases as the project progresses. As the project team completes more of the project work successfully, it becomes more likely that the project itself will be completed successfully. 
Third, the ability of stakeholders to influence the characteristics and cost of the project outcome is highest in the initial phase and drops off as the project progresses. Related to this, the cost of changing the project or correcting it increases as the project progresses. Therefore, it is beneficial to obtain stakeholder input early in the project life cycle and make any needed adjustments then, if possible. Accountants serving as project managers should understand that all of the 
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aforementioned behaviors over the project life cycle are to be expected and, therefore, need to be managed
accordingly.

The Five Key Processes of PM

During the project life cycle, project management is
accomplished through five primary processes: initiation, planning, execution, control, and closing. These processes tend to be iterative in nature because the project is being elaborated and developed progressively. For expositional purposes, these five processes can be mapped against the specific elements of project management specified in the AICPA Framework, as shown in Figure 2.9 The PM-related core competencies comprise an important subset of the PM issues that need to be addressed in the five PM processes. The following 
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sections provide a more detailed discussion (including accounting-based examples) of this mapping in particular and the PM process in general.

Initiation

The initiation process formally authorizes a new project or the continuance of an existing project into its next phase. It includes a consideration of internal and external factors. The need for a project can arise from external factors, such as a market demand, technological advance, or legal requirement. Understanding important internal factors, such as key stakeholders, organizational culture, and attitude toward change, is important to ensuring success during later project phases. Once external and internal factors have been fully understood and assessed, the process turns to determining project
objectives. 

Project objectives are set to provide direction for project activities and to enable measuring actual results against prior expectations. They direct resource usage (manpower, materials, etc.) and affect schedule integrity and the quality of work. Project objectives should be:

Achievable in terms of time, resources, and staff;
Understandable, as opposed to complex;
Specific and not general or vague;
Tangible—they should include deliverables;
Measurable relative to resources, schedule, and
work quality;
Consistent with business strategy, programs, policies,
and procedures; and
Assignable to a specific department or individual.

Accounting Example: Determining Project Objectives

The corporate controller of a large cable and entertainment company determined that the company’s accounting consolidation process needed to be improved to comply with the reporting and control requirements specified by SOX. The controller immediately formed a project team of internal staff members from finance, accounting, and internal audit and assigned them the responsibility for executing this project. The specific objective of the project was to “prepare for Sarbanes-Oxley requirements.” After four months of effort, the
project team had succeeded in implementing a new
consolidation software package. When the results were presented to the controller, he felt that the project was a failure because no process documentation had been created and he had no insight into the internal control structure that was in place—both of which he felt were critical to complying with SOX. 

The project objective was too vague and intangible to be effective. If it had been written to be more specific, tangible, and measurable, the project might have succeeded. For example, the project objective could have been written as: “Prepare the consolidation process to comply with the Sarbanes-Oxley Act by developing thorough process documentation, evaluating and documenting the internal control structure in place, and rectifying any gaps that may exist.”

Planning

During this process the project team decides on the
work required to achieve the project objectives. A work breakdown structure (WBS) is often used to organize the work into smaller increments to enable more accurate estimation of time, resources, and costs. A WBS is a categorized listing of all the work that must be conducted to complete a project. For example, a WBS might organize the work at the highest level by life-cycle phases, product components, supporting functions (accounting, finance, marketing, and engineering), geographical
areas, or responsible individuals. The work may be further decomposed into more manageable components that also allow the estimation of time and resource usage. In our ensuing discussion, we will use the term “activity” to represent the level of work requiring the estimation of time and resources.

The duration of most activities will be affected by
the amount and capabilities of the assigned resources.
In some situations, historical information may be available to assist in the estimation process. Sources include previously completed projects that contained similar activities, commercial duration estimation databases (e.g., how long a government agency takes to respond to a particular type of request), and project team knowledge of previous efforts. 

During the planning process, the sequencing of activities also must be developed. This sequencing must be accurate to support the development of a realistic project schedule. Sequencing requires identifying predecessor-successor relationships among activities. For example, in construction, excavation must precede pouring the foundation; in software development, installation must precede testing; in an activity-based costing (ABC) project, the development of a costing model (resources, activities, and cost objects) must precede the calculation of activity costs. 

Typically, task duration, resources, and sequencing information are entered into PM software so that a project schedule is determined, including start and finish dates for all activities. The schedule is based on finding the critical path in the PERT chart, or project network, which is the series of activities that determines the finish date of the project. The activities on the critical path have zero float or slack, which means that the project will not be finished on time if these activities are delayed. Activities not on the critical path have positive amounts of slack, so they may be delayed without delaying the project finish date. Using task and resource information, the amount of each resource (accountants, systems analysts, materials, and so forth) is determined during the project schedule. If more resources are required than are available, the project schedule can be adjusted by a process called resource leveling.

A key process outcome of the planning process is the
project plan, which addresses the scope, definition, and schedule of activities, budget, required resources, and risks of the project.

Accounting Example: Estimating Time and Resource Requirements Realistically

A small technology development company recently
conducted a project to implement an ERP system to
handle its finance and HR back-office processing. The project team developed a detailed project plan that included a complete WBS for all the activities necessary to implement the new system. Once project execution began, the project team saw variances in duration and effort estimates from the project plan. Upon analyzing the situation, the team discovered that while their project plan was very complete and detailed in terms of accounting for the activities required to set up and implement the new ERP system, project management activities associated with controlling the project (e.g., periodic issue resolution, weekly management meetings, communications, and so forth) had been omitted
from the plan and were the source of the time
variances. 
From this experience the project team learned that all necessary PM activities from all project processes including control must be accounted for in order to have a complete project plan.

Execution

This is the primary process for carrying out the project plan. The vast majority of the project’s budget will be expended in performing this process. The project manager must allocate project resources to maximize results. As part of the resource management process, the project manager prioritizes the work, delegates responsibilities as needed, and coordinates the human and other resources needed to carry out the project plan. Performance must be monitored continuously so that corrective action can be taken as needed. Forecasts of final cost and schedule are used to support the analysis. For example, during the completion of an audit, the audit
manager (i.e., project manager) usually would monitor the activities of the audit team on a weekly basis to ensure that necessary tasks, such as obtaining appropriate support of management assertions, were being completed. If certain tasks are not being completed in a timely fashion, the audit manager may engage additional resources to assist in accomplishing the work.

Control

The project manager is charged with facilitating and
controlling the project throughout its life cycle. As a
result, the project manager must monitor and measure
project progress so that corrective action can be taken as necessary. For example, a missed task finish date may require a staffing adjustment, use of overtime, or tradeoffs between budget and schedule objectives.

The project manager must also recognize those situations where prompt and determined actions are needed and be able to respond accordingly. To facilitate the project control process, a change control system should be put into place to determine if the project plan needs to be modified based on reported progress and stakeholder requests. A scope change may result from an external event, such as a new regulation; an error in defining the project scope, such as a missed design feature or capability; a value-adding change, such as including new software that was not available when the project was initiated; or implementing a contingency plan due to unanticipated event, such as the inability to
successfully obtain needed personnel for some aspect of the project or a necessary permit or certification.

Accounting Example: Taking Corrective Action
as Needed

A software company initiated a project with the objective of performing a review of its internal control structure. As part of this review, the project manager conducted a series of workshops with appropriate personnel to document the core accounting processes (for example, the accounting and expenditure cycles) and to understand the controls that were in place. During one of the workshops, the director of financial planning and
analysis stated that the company’s internal budgeting
process was highly manual and inefficient and needed to be addressed by this project. The project team immediately recognized that this request was not in the original project scope. 

The project manager documented the request and the effect that embracing the proposed addition would have on the original project objective. In this case, improving the company’s budgeting process had no bearing on its internal control structure. Therefore, the project manager recommended to the project sponsor (the CEO) that the requested change in project scope be denied and that the issue regarding the company’s budgeting process be put on an “outstanding project request list” to be addressed at a later date. Evaluating any potential change to project scope must include an assessment of whether the potential change would help accomplish the project objective(s). Changing project scope to include work that does not relate directly to the agreed-upon project objective(s) may hinder the project team’s ability to succeed by diluting effort and focusing resources on nonessential activities.

Closing

During the closing process, the project manager must
move the project to completion, termination, or orderly transition to the next life-cycle phase. In addition, the project manager or other designated individual disburses project personnel and resources at this time. This process often includes analyzing project success, effectiveness, and lessons learned and archiving this information for future use. A major challenge during this process is to avoid what is referred to as the “90-90 rule of project management”: The first 90% of the project takes 90% of the time, and the last 10% takes the other 90%. This means that it often takes as long to wrap up
the project as to do all the work leading up to that
point. This situation usually can be avoided if there is
clear agreement and acceptance of the project deliverables at the outset of the project and if the team can remain focused on achieving these deliverables.

Accounting Example: Seeing a Project Through to
Completion

A division of a large pharmaceutical company launched a software development project to build and implement a computer system that would gather, consolidate, and submit its monthly financial results to the corporate office. The original project plan estimated the project would take 12 weeks. As the project team met with key functional users to gather requirements for the new system, new requirements would continually be identified. The project team would build the functionality to satisfy a requirement and then meet with the end user to review it—at which time something new would routinely come up. One year later, the project was still under way. The director sponsoring the project railed at the project manager, “Will the project ever be complete?” The project manager responded, “That depends. Is anyone ever going to define what ‘complete’ means?” 
The lesson from this exchange is that appropriately defining and managing project scope is critical to being able to complete and close out a project.

Understanding Project Management 

The AICPA has identified project management skills as part of the “core competencies” needed for entry into the accounting profession. While skills in this area are required across a broad spectrum of accounting functions, including management accounting, we argue that many accountants do not adequately understand the nature and meaning of the AICPA core competency elements in the PM area. We have provided an introduction to key project-management concepts, including the three-phase project-management life cycle and the five processes that can be used to manage projects over their life cycle. Our mapping of AICPA core competency
elements in the PM area to these five processes provides a needed introduction to the project-management process for accountants and a fuller explication of the PM expectations of the AICPA Framework. 
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