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INTRCDUCTION
Accounting in the functional buginess sltuation today
can be ciaséified as a systems épproach, because of the‘com-
plexity of most business entities. OSystems are present today
as an accoﬁnting methodology. The purpose 6f this paper is to
gain a better understanding of systems approach to accounting

and internal control as it applies to the functional business

situation. To accomplish this, systems will be reviewed, systems

relationship to accoﬁnting and interdal control will be ex-
amined and several grabhic techniques for systems'presentation.
will be analyzed. | |
The procedure that will be followed iﬁ this study is best
depicted in a chapter‘outline. To set the stage for the
balance of this paper, Chapter One will make a review of the
relationship of syétems ﬁo accounting.' Therein, systems will
be defined, comment will be made on the major characteristics
of systems, and how accounting related to each of these major
characteristics will be depicted.
The second chapter will act as a baslis for the
following chapters and is a brief description of a small
business to be used for developing an accounting system.
In the third chapter, & flow charting technique using
"T" account designation will be described. Also, an
accounting system for the business described in Chapter Two
will be developed using this technigue.

1
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CHAPTER
SYSTEMS AND ACCOUNTING

The Relationship

"The essence of system 1s interrelationship among
elements."l Acéounting was thevoriginal business systeim--
simply a set of procedures for p}éparing and handling in-
formatién accordiﬁg to a predetermined program established
to heip carry out the objectives of thelbusiness.2 »This is

to view accounting in a sterile and rather base sense which

is far frbm‘the realitiés of present involvement in ahy
busineés entity.

Accbunting ﬁdday‘is ;ne ;f thé four o} five major
functions in”a business and is.found and felt at different
ievels of édministration, from higheét to lowest. Accounting
involvément'in_businéssveﬁterpriéé'ié a direct result of the
1ncreage in sizewof‘businesses. Tﬁe management decisioﬁ-
maﬁiﬁg processes of planning, coordination, control, and

protection has become more complex and demanding; ‘TO

accommodate this, the accounting system has gathered, sifted

lpeter A. Firmin and James J. Linn, "Information Systems
And Managerial Accounting," The Accounting Review, Jan., 1968,
PsTHs

2John P. McNerney, "Accounting And Its Relation to The
Systems Concept," The Ohio CPA, May, 1963, p.54.
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studied, and made available in meaningful contexts, much of

the data, the standard for decision-making, wanted by manage-

ment .

At first, erude systems were developed for those
activities which involved the greatest volume of repetitive
activity--payroll, accounts receivable, accounts payable,
ete. These partial and rudimentary sub-systems- employed
equipment in many cases. What was more important, they
required integration of activities and recognition of a
cycle, from beginning to end, which used common forms, pro-
cedures, methods, equipméht and appropriately trained
people. The next step in an operational system was to cut
across established organizational lines to provide for a
total system.

Payroll is a good example. To get a good payroll
system in operation, it is necessary to integrate and
standardize the activities of all people who have anything
to do with it. The worker must perform his part by
handling his clock card in- a prescribed manner at a pre-
gseribed time if just the first step of the system is to
be made operative. The time clerk must perform his stan-
dardized operaticn at the appropriate time. The same is
true for the foreman, the payroll clerk and the treasurer.

In order for the system to work, each participant must

33. Brooks Heckert and Harry D. Kerrigan, "Role of
Accounting in Management," Accounting Systems: Design And

Installation (The Ronald Press Co., copyright 1967), p.O.
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perform his standard task at the proper time in the proper
sequence according to instructions established in advance
in a detailed procedures manual. The actilvities of the
several participants are prescribed by this system; as
individuals they have no alternative but to perform those
activities. "

The egsential point here is that the system estab-
lishes rules governing the work of people in different
functional jurisdictions of the organization. The system
is the set of operating rules that binds all activities
together. A functional organization chart may show that
the foreman exercises jurisdiection over the worker, but
as regards timekeeping and piece-count, he does not. ' The’
payroll system controls that. The chart may show that the"
production superintendent is responsible for the work of
the foreman, but as regards payroll practices, he is not.
Again the payroll system controls that. 'The chart may
show that the controller is responeible for the work of
the payroll elerk, but as regards payroll practices, he
is not.  Cnce more,. the payroll system contrels. The
controller may have been instrumental in establishing the
system, in concert: with others, but his main function as
regards payroll is simply to see that an appropriate,
essentially self-operating system is deslgned and installed.?

As the preceding paragraphs would indicate, systems

4JohnrA. Beckett, "Management Accounting in The Age of
Systems," NAA Bulletin, April, 1964, pp.5-6.




for the most part, are the method by which businesses today
function, and accounting needs, control and information are
for a large part the bases for the systems.

There are several significant characteristics of any
system that makes them practically synonymous with accounting.
First, systems are cyclical in nature. That is, they really
have no start and no end; they are circles, and they are
interrelated within a business.® Second, sysﬁems are for
the purpose of collecting, assembling, evaluating, and
making available information to facilitate decision-making
and TlEnning5 Third, sysbens broxiée for an effective
control within the business for operational efficiency and
safeguarding éssets. The baiénce of this chapter 1is devoted
to an expansidn of the preceding characteristics of systems

and specifically as they relate to accounting as a business

1
F |

function.

First, systems are cycliAal in nature. Systems apply
to business operations and the circulation process within a
business that stafﬁs;at its %nception. The individual
business entity iéjpért of a:mgch farger circulation process--
the core of economic-activity, which 1s the circulation of
values. Within the individual entity, goods and money flow
in opposite directions. This proceés is illustrated by

Graph Number 1. Goods and services enter the entity from

5Ibid., p.6.

6McNerney, "Accounting And The Systems Concept," p.54.
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the purchase market, their value increases (or should in-
crease) as they go step by step through the operating cycle
of the business. When the goods are sold, money flows back
into the entity and must now be dlstributed among all the
factors that have participated in the value~increasing
process. This is called the "value distribution process.”
On the flow ehart the upper arrow represents the "value-
increasing process." The lower arrow represents the

"yalue distribution process." These two arrows should
illustrate the circulation process that takes place

within a business.”

As has been stated, the circulation process within a
business starts at its 1nceptioﬁ. Money flows into the
enterprise and is used .to purchase land, buildings,
equipment, materials, labor, etc., in order to start
operations. As the goods move through the vafious seg=- '
ments of the business entity toward their completion,
costs are - incurred. FEach additional cost item should be
-eompensated by a correspending increase in the value of
the goods. By the time a finished product leaves the
plant, all value components making up its selling price
should have accrued. ; . |

-As the goods are sold, revenue flcws back into the
entity and is distributéd among .factors participatiné in
the "value-increasing process."™ Thus, the contributors
of capitalrfeceive dividends and intérest. A vertical

arrow indicates that amounts representing dividends and



interest leave the entity s circulation process. Another

T

vertical arrow represents the inflow of the oriainal capital
and possible subsequent financing by owners and creditors.8
Systems are and have been designed and implemented for
separate functions-of the business entity suchaas the pay_
roll system briefly described earlier. But it is apparent
that the objective of systems work is a total system, an
all- embrac1ng formalized system for the operation of
business as a whole. The system being 1nterrelated within
a business'must_foliou the same cyclicalwnature.-'
Accounting embraces the cyclical nature of the business
entity on much the same basis as does systems. By expanding
the basic accounting formula (assets = liabilities + equity)
slightly and 1ncorporating the relationship among revenue,
expense and net income (net income revenue —-expenses) 9
a closed- loop or continuous uninterrupted cyclical flow is
presented as in Graph Number 2 10 inoicating even on a basic

level the circular nature of accountina reoresented in the

operating cycle.

8Hanns-Martin Schonfeld and H. Peter Holzer, "a
'Business' Flow Chart And Its Use as a Teaching Aid," The
Accounting Review, Jan., 1962, pp.118-120.

9American Institute of Certified Public Accountants,
APB Accounting Principles, Original Pronouncements. (Com-
merce Clearing House, 1lnc.), Dec.l, 1971, pp.9082-83.

Laibert J. Schneider, "Flow-Graph Notation in Accounting
The Accounting Review, April, 1967, p.348.
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Second, systems are for uhe purpoge of collecting,
ascsembling, evaluating, éndrﬁaking available information to
facilitate decision-making and planning. Informétion is
purpose-oriented oresanized data and is a requisite for sur-
vival of all organizations. All purposive organizations must
be "managed"--directed toward‘a goal. The system enables the
process of management by proVidihgiiﬁformation. The term
"total information system", when avpplied to the management
information syetem, connoteg ali of the infdrmagion needed
by manzgement and implies a "systems approach" to the study
of management's-informanion reguirerents and thelir satisfaction.

A management information system ;s a system for accepting
data as raw material, and through one or~more Lf;nsmutation

processes, generating information as a product. It is com-

llSchneider, "Flow-Graph Notatidn,", p.348.




posed of the following functional elements which relate the
organization to 1ts environment:

"]1. Perception--initial entry of data,
whether collected or generated, into
the organization. :

- 2, Recordation--physical capture of
signs and symbols.

" 3, Storage--presupposes some expected

future use, recordation, and a.

location.

Retrieval--search for recorded data.

Processing--transformation according

to specific needs of organization.

Transmission-~the flows which occur

in an informatlion system.

Presentation--reporting, communication.

Decision-making--to the extent, the

information system engages in decision-

making that pertains to itself."l@

o O Uk

Accounting is defined, in APB statement number 4 of the
APB Accdunting.Principles, as a "service activity. Its funec-
tion is to provide guantitative information, primarily
financial in nature, about econcmic entities that is intended
to be useful in making economic decisions--in making reasoned
choices among alternating courses of action."1l3 The product
of any accounting system, .1ike that of all other information
systems, is information.14 The nature of account ing is that
of an information systeﬁ, as the American Accounting

Assoclation's 1965-66 Committee on Basic Accounting Theory

has pointed.out .12

12Pirmin and Linn, "Information Systems," pp.75-76.

., 13American Institute'of Certified Publié Accountants,
APB Accounting Principles," p.9067.

i
4}\Ilorton M. Bedford, "The Nature of Future Accounting
Theory,” The Accounting Review, Jan., 1967, p.82.
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Third, systewms prcvide for effective control within the
business for operational efficiency and safeguarding assets.
Management control is the process by which managers assure
that resources are obtained and usedﬁeffecﬂively:and
efficiently in the acccaplishment of'tﬁe organization's
objectives. Ordinarily, ‘the.system that is used in the
control process is a total system in the sense that it
embraces all aspects of the .company's operations.. It needs
to be a total system becauce an important management function
is to assure that all parts of the operation are in balance

with one another; and:.in order to:examine balance, management

“needs information about each part.l6

In the Statement on Auditing Procedure Number. 54,
November 1672, the importance of control to accountants is

stressed and accounting control is defined:
"Acccunting'control comprises the plan of organization

and the procedures and -.records that are concerned wlth the

safeguarding of assets and the reliability of financial.

records and conseguently are designed to provide reascnable

assurance that:

T Transactions are executed- with
management 's general or Spe01f1c
;v authorization. : ‘
b. Transactions are recorded as
- necessary, (1) to permit prepara-
tion of financial statements in
conformity with generally accepted
accounting principles or any other
criteria applicable to such state-
~ ments and (2) to maintain account-
“,ability fcr assets.

16Robert N. Anthony, Planning And Control Systems: A
Framework For Analysis, (Division of Research Graduate
School of Business Administration, copyright 1965), p.35.

12



¢c. Access to assets is permitted only

in accordance with management's
- authorization.

d. The recorded accountabllity for
assets is compared with the existing
agsets at reasonable intervals and
appropriate action is taken with -
respect to any differences."

Also, stressed in SAP 54 1s that administretive and
accounting controls are not mutually exclosive because some
of the procedures and recofde comprehended in acoountiog
control are also involved in administrative control.l7

Two of ﬁhe mo st strikiﬁg implicetions of systems are

their impact on the nature of business organization and

upon the aotivities of management. Systems when implemented

and integrated into the busineSS'entiﬂy, cut across
organizational lines and because of the nature of system,
take some of the tradltlonal orerogatlves of decision-
making and planning functions away from indiv1duals.18

Systems breed coordination, and with 1t a de- emphasis
of the planning function and of the decision-maklng power
and personal respon81b111;iee of all but the EOp planners
and dec1sion-makers. As a result, whatever use traditional
organlzation charts have had as a means of describing

w3t fa

human 1nterre1ationships and iodividual responsibllities_in

business organizations, they have for the most part, lost

17Committee on Auditing Procedure Amerlcan Institute
of Certified Public Accountants, "The Auditor's Study And
Evaluation of Internal Con:rol," Statement on Auditing

Procedures Humber 54, (The American Institute of Certified
Public Accountants, copyright 1972), p.239-40.

18Beckett, "Management Accounting," p.4.

13
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their value as a visual expression of those interrelationsghips

and responsibilities in a systems-oriented business. Jobs

down the line are no .longer centers of significant cost or

profit responsibility. They are not centers at all, but more

like functions of subsystems, no one of which is e;ther more
or less important than all others. Business organizations,
under advanced systems become more centralized. This means
that responsibility, and any other than merely servo-
mechanistic decision-making, is ﬁoncentrated at and near the
top.19

Again, accounting was the original business system and
freguently in many businesses is 'still the only formalized
system. But accounting is only one of the many control
systems. In its function of communicating information to
aild in the development of judgments and the making of
decisions, it has always been supplemented by means outside
the accounting system. » This was inevitable as business has
grown up. They range from detailed production reporting and
scheduling systems through systems for planning manpower
needs and evaluating personnel development, to over-all
syetems for reporting management information.20 ' The total
systems concept, an all-embracing formalized system for the
operation of business as a whole, is the obvious object of

systems work.2l.

19Beckett, "Management Accduﬁtiﬁg," p.8.

2OMcNer'ney, "Accounting And The Systems Concept," p.54.

2lBeckett, "MaﬁégeﬁentbAccounting," pP.7.



CHAPTER 2

Cog

A HYPOTHETICAL BUSINESS

The essence of this chapter. is: to form a basis for the
following chapters. . In-any problem-solving:situation, the
first step is to identify and 1solate the problem. However,
in this case, a problem must first be created. :That is,
create a small business:with which. to work. Since the pur-
pose of the balance of this.paper is to-create an accounting
system for, and integrate it into, a small business, a
subject .around which tc builld the system is necessary. In
reality the situation is not one of actually developling a
small business, but to create limiting factors so the
situation is workable. To be workable, the basic operations
of. the businesgs must be rather limited so each may be dealt
with! in adeguate depth.

Two of the most basic reguirements of the business |
to be portrayed are that is a wholeéale operation,, and that
it has.an assembly operation.: There are several reasons
for designating this type of firm as opposed to others. -

First, a wholesale activity will be used because of
the nature of transactions in which it is involved. Pur-
chase and sales would be limited to a small number of
individuals. Although even in this case separate sales,
purchases, cash receipts and payment journals might be
desirable, the nature of the study does not justify it.

15
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Also, a cash register type sales will not be included when
integrating the system into the business, as this would be-
unduly burdensome in the type of analysis to be cond uc ted.
The reasoning behind this should become obvious in the

final chapter.

Second, & wholesale type operation will allow for
merchandise sales rather than a charge for services as in

a service-oriented operation.

An assembly operation will be included in the business
because it allows for some cost accounting. Although in-
clusion of cost accounting will make the system established

more expansive, it will show the value of the visual

presentation.

The assembly operation will have a job order cost

system that will utilize actual costing as opposed to

standard costing. The company's assembly operation will be

for one product conducted 'in. one department for the sake
of simplicity.

- In identifying the business, a chart of accounts will
be established and-an organization chart developed. The

chart of accounts will be used in Chapter Three as a basis

for the accounting system. The organization chart will be

used in Chapter Five to integrate.the accounting system into
the business organization structure.  However, both of the
charts--for accounts and organization--will serve in this

chapter, to_delineate the company,.as opposed to .an extended

e
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narrative. An example of this approach is in the chart of
accounts, balanée sheet section. Owners equity is used to
indicate a sole proprietoréhip.as opposed to a corporate

structure.

The Chart of Accounts

A chart of accounts is a baslic scheme or system for
organizing accounting data to facilitate its control and
classification to the end that it can be used most effect-

ively in the management of business.22 1In anticipation

of that end, it governs the channeling of data all through
the prior stégeé of proéessing, including the intermediate .
summarization bhét‘details of procedures of a given company
system may“préscribé.23
The chart of accounts (Chart 1), is for the normal
transactions of the éompany that has been deséribed. There
are accouﬁts for classification of transactions that are
normal forlthis type.of business that have been eliminated.
This 1is a'limiting factor considering the scope of this
gtudy. Ekamples of this aré éiléwénce for doubtful accounts,
sales returns and allowances, purchase returns and
allowances, etc.

The Organization Chart

An organization is a gsystem of communication, a means

of problem-sol&ing and a means of facllitating decision-

22Oscal S. Nelson and Richard S. Woods, Accounting
Systems And Data Processing. (Southwestern Publishing
Co., copyright 1961), pp.45-46. :

2
3Heckert and Kerrigan, "Accounting in Management,"
ppo69“700
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CHART NUMBER 1

Thé Chafﬁ 6f Aécoﬁnts24'25
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Frederick M. Eisner, "Whclesalers (Dry Goods),"
Encyclopedia of Accounting Systems, lst Ed., V, pp.181G-22.

ing Intermediate

19657,

pp¢28-31 U 2

25H.A. Finney and herbert E. Niller, Principles of
(Prentice-Hall, Inc.,

copyright




making. An organization is all these things. But for
practical purposes, organizing can be defined simply as

a process of (1) determining what must be done if a given
aim is to be achieved; (2) dividingrthe necessary activities
into segments small enough to b? perfbrmed by one person;
and (3) providing a means of coordinaéiéh.éé . -

The simplest way of qescribing %n organi%ation structure
is through anAorgaﬁizatioh chart. Speéificaliy,anuorgén-
ization chart shows (1) the prinecipal jobs and the principal
channels of com@unication; (2) the building blocks of the
organization; and (3) the levels.27

The organization chart (Chart 2) serves a deséripbive
function. Althbugh the chart is very basic, it will, by

showing the necessary functions, serve the purposes of this

paper without being unduly involved.

26Ernest Dale, Organization, (American Management
Assoclation, copyright 1967) p.9.

271bia, p.233.

18
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The Crganization Chart28
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(owner)
| 1 | 1
Cffice Production cales Controller
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—Payroll =Shipping —Celling — General
Receiving Accounting
—Cashier ~>tores L-Promotion —Cost
Accounting
L‘General & FAssembly L—ﬂnveﬁtory
Administrative kecords
~Purchasing
LEngineering ¢

28Eisner, "Wholesalers," p.1818.




CHAPTER 3

FLOW CHART OF AN ACCOUNTING SYETEM
To meet the requirements of a symbolism to visually

present systems structure, there have emerged in nearly
all fields of modern technology, varicus forms of flow-
graphs called "flow charts", "block diagrams", etc. These
diagrame are normally interided to portray not things that
comprise the system, but rather the various operations that
the system performs upon the transaction that 1t processes.

The flow-chart is composed of & network of directed
branches that connect at points. The flow of funds from
account to account can be described by these dlrected '
branches connecting a network of points. As an example

of this type of notation, the basic accounting terms cean

be defined and then expressed in flow chart notation:

- "(The definitions as used here are highly simplified
and ‘are not intended to illustrate the notation method.)

Ascets (A) are service potential, the
cost of goods and services avallable
for future use to produce revenue.
Expenses (E) are expired costs; assets
that have made their contribution to
the production of revenue in the cur=-
rent inccme determination period.
Revenue (R) is a measure of the ser-
vice performed for the customer by a
business enterprise. Revenue results
In an inflow of assets, and since
there is an exchange of equal values,
the accountant measures the cervice
performed as equal to the assets
received in exchange therefore."

21




"The dynamics of these relationships can be expressed
in the flow-chart notatlon:

A » F »R (1) "

This formula, like a.chemical formula, expresses the
transformation of system components,bb emphasize the
changing form of the stuff that makes a system. Too often
in accounting books, revenue is defined as the assets
received for services: performed.  However, the realization
principle emphasizes that an asset conversion takes place
in the exchange transaction where two things of equal (but
not the same) value are exchanged. Thus, the accountant
can measure the value of the services performed as equal
to the value of the agsets received.

Flow=-chart notanipn can be used to emphasize that

the performance of services results in an asset in-flow:

R— -4 (2)
kg Lhése twd forﬁulas--(l) and4(2)--are combined, the
following relationship (3) is obtained which implies the
closed-lcop aspect of the cperating cycle and the ready

application of flow-charting to the accounting system:29

9 I s ) i . *
Schneider, "Flow-Graph Notation," p.344-345,

22
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An accounting flow chart is simply the graphic present-
ation of related journal entries usually setting forth the
accounting flow and relationships reflected by such entries.
This kind of presentation facilitates comprehension of the
overall effect of a series of steps.jo
In accounting flow charts, the "T" account can be used
to indicate the journal entries or points. The directed
branches then describe the flow relationships between the -
accounts, as the processing of a transaction that has
occurred.31
An example using a journal entry in conventional form
is useful to illustrate the application. First, a journal
entry to indicate the receipt of %XXXX cash on account:
Debit "Cash 1! : - XXXX
Credit ‘Accountg 3eceivab;e ' XXX
j‘ Next, by use of "T" megount and direpted branches, the
transaction 1s alsplayed in flow-chart form:

Accounts \
Receivable of ' Cash

" § Receipt of Payment 1
made on account

in this simple examplé is the.ppinciple of ﬁhe accounting
flowfcharh, in which’a horizontal 1ine.with an.arrowhead or
directéd branch always pointihg from left ﬁo riéht, always
beginning and ending in a "T" account, represents a journal

entry. In this example, the numbers which have been placed

O .
*“Willien 7. Fladies,’ "The Actointing Flow Ghart,®
The Journal of Accounting, July, 1965, p.45.

3l8chneider, "Flow-Chart Notation," p.345.
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on the horizontal line are used to identify the transactlon
which has taken place.32

With this brief description of the account flow-chart
technigue, the next step 1s to apply it, oﬁ an expanded
basis, to the business as described in the preceding
chapter. By using the established chart of accounts, the
accounting system may be presented visually (Chart 3).

From the visual representation of the accounting system,
two characteristics of the system deserve comment. The
flow-chart indicates relationship of the accounts and move-
ment through the system and the nature of transactions that
occur and where they occur.

Perhaps one of the more revealing observations obtained
by constructing a visual accounting system, is the relation-
ship of the accounts within the systei. The total movement

through the system--the out of the credit side and into the

debit side relationship of accounts--seems to develop

naturally. This out of-into flow presents an illusion of
motion highlighted by the placement of an arrowhead on the
journal entry line or directed branches.?3 The overall

effect is to présent a macro-view of the accounting activities,

of a business entity, as a system of related activities with

motion of a cyclical nature.

52Pladies, "The Accounting Flow-Chart," p.45-47.

33W1111am H. Huggins, "Flow-Graph Representation of
Systems," Operations Research And Systems Engineering,
(Johns Hopkins Press, copyright 1960) p.43.
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Generally, transactions within a business can be grouped

because of their similar and repetitive nature. By placing
numbers on the directed branches, the transaction of events
that occur within the system can be identified as groups.
This is significant because the purpose of the system is the
processing of transactions or events for control and informn-
ation in carrying out the objectives of the business. To
this end, the system as presently developed, can be utilized
for identifying the areas in which procedures are needed.
This point ie important as the crux of Chapter Five deals
with these procedures as a means of integrating the
accounting system into the business.

The following 1s a list of the transactions ldentified
in the accounting system developed in Chart 3. The
identifyling numbers are significant here as the nomenclature
used in this listing has in some caces, been changed for
the purposes of homogeneity and descriptiveness. Also note
all transactions that are on the chart are not listed, as

net all will be used:

1) cash disbursements,

2) reguisition and purchase,

3) sale of inventory,

4) requisition of materials to
Wwork-in-process,

5) transfer of goods from Work-
in-process to finished goods,

€) payroll distribution,

7) sales on account,

8) cash sales

A point that should be stressed at this time, is
that the accounting system in this chapter was developed

for the purpose of demonstrating the flow-chart principle

26




and as a basis for further analysis in Chapter Five. It is
not the purpose in anyway, to indicate it as completely

adequate or to recommend its usage.

27



CHAPTER 4

RESPONSIBILITY ACCOUNTING AND INTERNAL CONTROL

" This chapter is devcted to two accounting concepts that
are currently receiving much attention in accounting literature
as important parts of functional accounting system. These
much-related concepts.are internal control and responsibility
accounting. Internal control and responsibility accounting
are significant at this point in this paper because of thelr
relationship to the accounting system and the role‘ﬁhey play
in the development of tlie accounting system and its integration
into the business entity.

The accounting system is made up of the processing of
the flow of transactions, as would ‘be indicated by the pre-
vious chapter. As set forth in Statement on Audition Pro-
cedures Number 54, "The Auditor's Study And Evaluation of
Internal Control," transactions are defined to include ex-
changes of assets or services with parties outside the
business entity, and transfers or use of assets or services
within it:  "The primary functions involved in the flow of
transactions and related assets include the authorization,
execution, and recording of transactions and the accounta-
bility for resulting assets. Transactions are the basic
component of business operations, and therefore are the
primary subject matter of internal control." This state-
ment would indicéte a direct relétionshib between internal

28
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control and the accounting systemn.

Internal control is defined by the American Institute
of Certified Public Accountants as follows: "Internal con-
trol comprises the plan of organization and all of the
coordinate methods and measures adopted within a business
to safeguard 1ts assets, check the accuracy and reliability
of its accounting data, promote operational efficiency and
encourage adherence to prescribed managerial policies.">%

'In their Statement on Auditing Procedures, Number 54,
the American Institute of Certifled Public Accountants state
that internal control includes controls which may be charac-
terized ag either administrative or accounting. They define
administrative control as in the following paragraph and
accounting contrel as indicated on page 12 of Chapter One:
"Administrative control includes, but is not limited to,
the plan of organization and the procedures and records -that
are concerned with the decision processes leading to ﬁanage—
ment's authorizaticn of transactions. Such authorization is
a management function directly associated with the respon-
sibility for achieving the objectives of the organization
and is the stérting point for:establishing accounting con-
trol of transactions."

‘They then 'go on to say the following: ' "The foregolng
definitions are not mutually exclusive because some of the

procedures and records comprehended in accounting control -

34Committ.ee on Auditing Procedure, Auditing Standards
And Procedures (New York: American Institute of Certified
Public Accountants, 19€3) p.27.
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may also be involved in administrative control. For example,
sales and cost records classified by products may be used
for accounting control purposes and also in making manage-
ment decislons concerning unit prices or other aspects of
operations."35

At the end of Chapter One, reference.was made to the
total systems concept as the goal of systems work and at
that time definition was made of tctal systems as an all-
embracing formalized system for the operation of business
as a whole. If total eystems are in fact the goal of
systems work and accounting systems are an 1ntegral‘part
of or a subsystem in the total system, the statement that
the definitions of administrative «control and accounting
control are not mutually ‘exclusive 1is not completely
accurate. Herein it is wore accurate to say in relation
to systems, that rather than merely "not mutually exclusive"

administrative and accounting controls are highly related,

4f not difficult to separate.: This will become more clear

in.later comments on responsibility accounting in this
chapter.

». One of the major: problems in setting up an accounting
system is how to achlieve internal control. Control means
control of people. Control involves measuring the perform-
ance of people as they discharge their responsibilities. It

involves reviewing the performance of employees to. see that

3BCommit.t.ee on Auditing Procedure American Institute of
Certified Public Accountants, "Internal Control," pp.239-40.




what they do is carried out in accordance with the plans and
policies of managgement. 1In other words, control means
pointing out mistakes of judgment and performance so that
remedial acticn can be taken. Control 1is necessary because
responsibilities are delegated within an organization.

By successive delegations of functions and tasks,
an organization to operate a business is created, with
specific responsibilities being assigned to each person
involved. Each person in the chain of delegated respon-
sibility must exercise control over those who are then
responsible to him.  Control can be exercised through per-
sonal observation by superiors,_  through reports, through
consultation, through automatic checks by other persons
carrying out their assiéneduteeks,'aﬁd_bﬁ‘internal.and

" »
external auditing;___ﬁf
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Controls of varioue.sorts.are built 1nto the organ-
ization and made effectlve throuah precise deflnitlon of
duties, respon51bilities and authorities. The control that
comes from within the organlzanion as a result of dove-
tailing of responaibilities w1th reviews of resulbs
flowing to those in higher p051tions of authorlty is what
1s often meant by the Lerm 1nternal control In this
broad sense, internal control refers to the overall |
efficiency of the flnancial functlon of a bu31ness.
Strictly speaklng, this includes.budgetary control, cost
control, reportsibo'management, 1hterna1 aﬁditing, etc.
Thus, in establishiﬁg'or revieW1ng.a system of internal

control, the accountant usually mdét go beyond the limits

4 1




of accounting. ' For example, in deiining Lhe duties of all
personnel whose activities in someway are 1mportant to
internal conLrol, the accountant often must deal with
shop foremen, deliverymen, shippers, and others whose
duties are priuarily operational. Tnus, implementation of
internal connrol, as an integral part of the: accounting
system, involves the interlacing of nonaccounting as well
as accounting functions. o 4
The provisions in the following five paragraphs have

been set forth as essential to a sound system of internal

control for a business and should necessarily be followed

for implementation of the accounting system.

1) An organizational plan providing an
.appropriate segregation in detail of
functional duties and responsibilities

;'18 necessary. : The importance of - . ,
establishing a sound organizational
structure cannot  be overemphasized. .

The duties of authorization, of cus-
todianship, and of record-keeping
should be separated from each other

so ‘that 'no one person or department,
as the case may be, performs more than
one function in connection with a
glven transaction.

2) A maximum of physical protection com- -

© mensurate with the importance and
nature of propertyior record.involved.
Adeqguate physical protection necessary
for property, such as cash, inventories,
and for accounting records.

3) An immediate on-the-spot record of every
transaction on a prenumbered form or
-other irrevocable record 'is essentlial.

The originator of the record and other

R _ _parties to each transaction should be
identified by signature or otherwise.
An original record of this kind is im-
portant as objective, verifiable
evidence of a transaction.

4) There should be a system of procedures
and authorizations calculated to pro-

. vide control over assets, liabilities,
revenues, and expenses. The procedures
adopted should provide a step-by-step

32
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is then reported in detail and at the time each manager

requires it for effective planning, decision-making and

control. The underlying principles are:

"1)

2)

3)

4)

The determination of each activity
carried on in the enterprise and the
assigning of each item of income, ex-
pense and other expenditures accord-
ingly.

The definition of the kind and amount"
of data each manager needs and the
reflection of them in the account and
statistical classification.

The use of management reports to con-
vey the data to those who will use it,
at the time they want 1t.

Planning and budgeting practices made
fully compatible with the report.

5) The setting up of measures of per-

formance to be Iincorporated in the’
reports and budgets.

6) Devising accounting and statistical

procedures to gdther and process the
reqgquired data. K ; '

"Responsibility accounting is founded upon the organ-

ization structure."?8 Because of this, whether or not the

organization

is standardized, management must provide a

logically organized business structure, and certain

principles of good organization must be followed. The

principles essential to a responcibility accounting system

Each function is assigned to one, and
only one unit of the organization.

The assignment of responsibilities is
specific and understood, with no over-

. lapping of responsibilities.

Each position of an organization
reports to one, and only one super-
Vl Sor. - L]

v 3 )

are.:
Nl)
2)
3)
38g.w. N
Management, "

(Houghton Mif

Newton, "Responsibility Accounting For Better
Contemporary Issues in Cost Accounting,
flin Co., 2nd Ed., copyright 1972) pp.408-09.
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4) Establishment of a supervisory position
over each logical grouping of all
activities at each management level
must be accomplished.”

A comparison of the responsibility accounting principles
(pp.32-33) and organizat;pnal principles essential to a
responsibility accountiné‘systemv(p.BB) with those provisions
described for a sound system of 1ﬁpernal control (pp.34-35),
will show some similariﬁy. This similarity, is essentia; for
the implementaﬁion of a gooa accéunting systéﬁ théh both:
-ihtefnallcontrol and fésppnéibiiiﬁy accohntihg are an
-integfal:part. | | |
o ‘Ideélly,‘thé orgahizanién itSélf and its prdcééses'

Amust be thérﬁughiy appraiséd, understood and altered; if |
T.ﬁecerssar*y,'befor'elam éécoﬁﬁting system utilizing respon-
sibility accsun£ing‘céﬁ be cohstructed and i;plemenied.'
Thét is,'thé-maﬁeUbvdf'th; Systeﬁ and the ﬁakéﬁp of én .

ﬂoréa;izatioh‘stfuéiﬁ;elare feail&finsebarable'and iﬁter-
ﬁépendent.4o‘ Thus, the responsibllity accounting concept
1s one pf ﬁhé‘ﬁéinlbohduits inithé aécoun?iﬁg Systemvas

‘an integral part of the total system.

39Mart%n N;wKellogg,'"Fundameﬂﬁals of Reé@bnéibilit& o
Accounting," N.A.A. Bulletin, April, 1962, p.8.

4OCharles T. Horngren, Cost Accounting: A Managerial
+Emphasis, (Prentice Hall, 3rd Ed., copyright 1972) p.157.




CHAPTER 5

- BLOCK DIAGRAM INTEGRATION
OF THE ACCOUNTING SYSTEM
INTO THE BUSINESS
The accounting system as viewed in Chapter Three indicated

the processing of transactions as an important function of
the accounting system. Thls processing of transactions is
accomplished by procedures and methods which serve as the
media for integrating the accounting system into the business
entity and the total system.

.. A procedure comprises all of the steps (processes and
operaticns) taken in performing an important part of a system
as a whole and methods are the varying ways procedures are
carried out.41

Systems procedures and methods are sometimes identified
only with ‘the mechanics of paper work. This aspect is cer=-
tainly important, but it does little more than stress a
conspicuous aspect, and thereby neglects a more fundamental
one.  The real value of the work lies in its ability to - |
serve the ends for which management is.responsible: planning,

coordination, control and protection. Thus systems procedures

1

“lyelson and Wood, "Accounting Systems And Data
Processing," p.214,
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and methods may be considered as administrative tools of

management.42

The accounting system group of procedures and methods
18 dependent on the rest of the business, and just the
reverse of this is ecgually true. The distinction between
accounting procedures on one hand, and nonaccounting pro-
cedures on the other, must not be allowed to obscure the
interconnection of all processes.#3 This relates to the
concept of the accounting system as an integral part of

the total system mentioned earlier.

“'In the discussion cohcerning flow-graphs in Chapter

Three, flow-charts and block dlagrams were mentioned as

means of visuvally expressing the system flow. At the same

time, it was stated that the diagrams portray the various

operations that the system performs upon the transactions
that it processes. - In the flow-chart of the accounting
system, the directed branches described the flow relation-

ship between the accounts, as the processing of transactions

occurred.44

It 1s in the area of processing of transactions that

the procedures and methods of the system are applied. Each

of these directed branches which indicate the processing of

transactions may be viewed as a subsystem of the accounting

2 ' | ,_
i 4 Heckert and Kerrigan, "Accounting in Management,"
p * ®

431bid., p.37.

44Schneider, "Flow-Chart Notation," p.345.
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system.
Often a procedures manual or check list is utilized

for description of procedures. However, a block diagram
which is a graphic presentation of Felated activities may
be utilized for this purpose. The block diagram method of
representing the processi?g of'transactions (or subsystems)
in the accounting system §hows each step in the procedure,
its relationship to other steps or i#s fit, and who is
responsible for the step;' i

As an example, some payrol] procedures are briefly

described to illustrate the application., In such subsystems

a number of individuals have operations to perform as shown
: i
in the following: 15§

1) Time cards are kept on a daily basis
by each employee.
2) Time cards are signed and turned in
each week.,
3) Time cards are reV1ewed and approved
weekly by employee's supervisor.
4) Time is accumulated weeklyA pay rate
1s assigned by time clerk.
With just these operations as part of the payroll pro-
cedures to be followed, a block diagram may be utilized to
provide the overall effect~of a series of steps as 1s shown

on Graph Number 3.

In this brief example, Graph Number 3 (page 39), the
principles of the block diagram foymprocedures analysis is
illustrated. The top portion of the block indicates the

operation to be performed and the lower portion, who is to

45Beckett., "Management Accounting," p.6.
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GutAPH NUMBER 3

Cperations in Payrcll Procedures
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a9

3 e Mo R el ¢ i e S
Y e e
e

IE——————E R S e S



40

perform it. The line with an arrowhead 1indicates the form

that facilitates the operation and its movement to the next

operation in the procedure.

With the description of the block diagram for procedure i
analysis, the next step is to apply it utilizing some of the
transactions identified in Chapter Three, and the organ=-.. ‘f
izational structure defined in Chapter Two. - The procedures
may be presented visually as shown in"the five dlagrams in
Appendix' I, following the Conclusion of this paper.

" From these block diagrams, the operations to be per-

formed for processing the transactions; where and when they

b N
=

are performed; and who performs them are self-explanatory. 1Y

l

" However, there are several points about procedures and the

:"A'J. ";;

=1

accounting system brought out in the charts that deserve
comment . Ch cRerat CoCuUrs, | H . 1, © ! |
"First, both administrative and accounting internal
control play ‘an ‘important role and are an integral part in
the design of procedures. 1In the preceding chapter, the

following were listed as characteristics of 'a sound system

of internal control: segregation iof duties, a system of - |
authorization, recording of transactions, and physical
protection.” From ‘the block diagrams each of thes charac-
teristics can. be seen. =

" Segregation of duties may be viewed in Diagram 1, Cash
Disbursement. Each of the different operations are performed
by different organizations:and individuals in the company .
The voucher 1s prepared by general accounting from a compar-
ison of the purchase order provided by purchasing and the

vendors involice and receiving report provided by shipping
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- the specific operations in each procedure. In Chapter Four,
when discussing responsibility accounting, it was indicated
“that the ultimate refinement in responsibility areas is the
individual worker. The diagrams, to a large part, indicate
the accomplishment of this goal and its importance in the
design of procedures.

Also, in regard to recsponsibility accounting, the
gathering of data, preparation of reports and use made of
these reports is lmportant. The diagrams indicate in a
number of areas, the procedures for the accomplishment of
this goal. In Diagram 2, Requisition And Purchase, the
price variance report is prepared from the vendors invoice
and standards, by cost accounting and is transmitted to pro-

~duction and purchasing for their evaluation.

| In Diagram 5, Transfer of Goods From Work-in-Process
.to Finlshed Goods, cocst accounting prepares a varlance

report from its accumulation of. job order costs agalnst
standards and transmits it to production and assembly for
their evaluation. Although the diagrams are certalnly not
~all-inclusive in this area, they do indicate the nature.
of information collected,. procedures for collection, who
holds areas of responsibility and areas where reports are
necessary.

Third; in Chapter Four, it was indicated the similarity
of internal ¢ontrol and responsibllity accounting as
integral parts in the accounting system.. This point is
emphasized by the block diagrams of .the procedures for

Integration of the accounting system into the business.
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When' looking at the diagrams, 1t becomes difficult to say,

n

"This ie internal control," and "This is responsibility

' As an example, the assignment of operations -

accounting.'
to the individual is necessary for the safeguarding of -
assets in internal control, and is necessary for establish-
ment of cost responsibility 1n responsibility accounting.
‘The characteristics of systems are apparent in block
diagram portrayal of the éccounting system procedures. The
cyclical nature, although not obvious because each procedure
in the processing of transactions ‘is a separate block
diagram, is still present. The separate procedures are tied

together by first the accounting "T" flow and secondly by

operations that overlap from procedure to procedure. An

‘example of ‘the latter is that purchase orders are used in.

both cash disbursement and requisition and -purchase pro-
cedures.

Information collection, another function of systems,
1s present throughout the diagrams. Control, a third
characteristic of systems is eminently present and was
discussed earlier in relation to internal control. It was
also indicated that systems cut across organizational
lines. The block diagrams exemplify this characteristic.

Several times before it was mentioned that the total
system concept is the object of systems work. The block
diagrams of procedures for the accounting system indlcate
that in design and implementation of a system, total

involvement of the business would probably be hard to avoid
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and an effort wculd have to be made Lo lsolate the accounting
system from other subsystems in a total system.

An excellent example of this would be Diagram 2, Requisition
And Purchase. As in Diagram 2, the initiation of a purchase
requisition, a procedure in the accountlng system necessary
for a puchase order, requires an assembly schedule and materlials
1nventory records. The assembly schedule may be part of a
detailed production reporting and scheduling system. Further,
to prcduce the assembly schedule, a sales schedule and |

2

finished goods inventory records are needed. The sales
schedule could p0351bly be part of a salesrforecasting and
analysis system. The finished goods 1nventory records would
be part of the inventory control system.' This exemplifies
the total involvement of the systems in the bus1ness entity

and the accountlng systems part 1n the total system concept.

e R
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| coNGLUSION

| The conclusion is not to oe a uummary of the paoer but
rather some comments on it, what was learned and the thought
process involved in developing 1t. Inltially, the basic
idea of an investlgation of systems and accounting was
established, but the tying together of the approach to be
used was not determined.

A numover of artlcles and books cn systems were read
and it became apparent that systems require a problem-
gsolving approach. This was, in fact, pointed out in Heckert

and Kerrigan, Accounting Systems: Design And Installation,

where they state, "Every system project goes through four

successlive steps or phases--survey, design, installation,

and follow-up." The problem-solving approach then, became
the basic outline for the paper.

Also, as it was started and throughout the paper,
cohesliveness was a major concern. As the paper was written,
one discovery was that congruity is demanded by systems and
as it progressed, it became apparent that each part related
to the total concept. This pervades throughout the paper.

Another characteristic of systems that was realized
is that it is all-encompassing and involves the entire
business entity. If attempting to analyze just the accounting

system, 1t 1s difficult to isolate from other parts of the

business organization and other subsystems of the total system.
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As was pointed out several times in the paper, the accounting
éystem 1s actually a subsystem in a total systems concept.
This, in one way, created the problem of how to cover certain
areas without becoming overly-involved, and yet not cutting
it off too quickly.

As stated in the introductlon, the purpose has been to
gain a better understanding of systems approach to accounting
and internal control as 1t applies to the functional business
situation. By following the problem-solving approach, this

goal has been accomplished.
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Cash Disbursement
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