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INTRODUCTION 

\ •, . 
l V-. • 

Accounting in the functional business situation today 
• • I 

can be classified as a systems approach, because of the com-
"'.{' .. i . ' 

., , ··. 

plexity of most business entities. Systems are present today 
;.-, • I 

' . . 
as an accounting methodology. The purpose of this paper is to 

gain a better understanding of systems approach to accounting 
: i 

and internal control as it applies to the functional business 
, .... · 

situation. To accomplish this, systems will be reviewed, systems 
. ~ .; . ' t ! : . ..} 

relationship to accounting and internal control will be ex-
·'" .·,.' . . . I 

amined and several graphic techniques for systems presentation, 
y J' 

will be analyzed. 

The procedure that will be followed in this study is best 

de~icted in a chapter outline. To set the stage for the 
I• ~ p 

balance of this paper, Chapter One will make a review of the .. ' ' . relationship of systems to 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 basis 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, a 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 technique • 

l 
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CHAPTER 

SYSTEMS AND ACCOUNTING 

The Relationship 

'
1The essence of sys tern is interrelationship among 

elements. 11 1 Accounting was the original business system--
t .• . 

simply a set of procedures for preparing and handling in

formation according to a predetermined program established 
. ) 

to help carry out the objectives of the business.2 This is 
' . ' 

to view accounting in a sterile and rather base sense which 

is far from the realities of present involvement in any 

business entity. .. • • .! 

Accounting ~oday is one of the four or five major 
' . 

functions in a business and is found and felt at different 
I 

levels of administration, from highest to lowest . Accounting 
..... , · 

involvement in business enterprise is a direct result of the 
> .- • r 

increase in size of businesses. The management decision-

mak i ng processes of planning, coordination, control, and 

protection has become more complex and demanding. To 
I ' . . ... . . 

accommodate this, the a ccounting system has gathered, sifted 
·., 

1Peter A. Firmin and James J. Linn, "Information Systems 
And Managerial Accounting ," The Accounting Review, Jan., 1968, 
p.75. 

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.3 ·. 
,,.. . . ' ' 

. \'. 

At first;: crude systems were developed for those 

activities which involved the greatest volume of repetitive 

activity--payroll, accounts receivable, accounts payable, 

etc. Thes~ partial ind rudimentary sub-systems ·employed 

equipment in many 'cases. Wha.t was more important, they 

required integration of actiiities and recognition of a 
\ . 

cycle ,' from beginning to end, which used commo!l forms, pro-

cedures, ' methods, equipment and appropriately trained ~ 

pe6pl~~ · The next ~tcip i ~ ' an '. 6perati6nal system was to cut 

across established organizational lines to provid~ 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 or· ail people who have anything 

to do with . it. The worker must · perform his part· by 

handling his clock card i n· a prescribed manner at a pre

scribed time if just the first · step of the system is to 

be ~ade o~eriti~e. The time cleik must perform his sta~

dardized operat ion at the app~opriate time. The same is 

t~ue for the foreman, the payroll . clerk and the treasurer. 

In order for the system to work, each participant must 

. ~ 
3J. Brooks Heckert and Harry D. Kerrigan, "Role of 

Accounting i n Management," Accountjnp; Syste ms: Design And 
Insta lla tion {The Rona ld Press Co., copyright 1967), p.9. 

' l ' 
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perform his standard task at the pr·oper ti me in the proper 

sequence according to instruetions established in advance 

in a detailed procedures manual. · The ac~ivities of the 

several participanta ~re· prescribed by ~his .system; as Y 

individuals they have no'· al terna ti ve . but· to perform those 

activities. "T- ·~ ··. : \ I • f. •. ' . = ,, • I ~ 

· The~essential point : here is that· the system estab-

11shee ~ules governing the wori· of .people in different 1 

functional juri~dictione · 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 jurisdi:etion'· bver the worker, •but .. l 

as. regards. timekeeping and piece..:count·, ' he does no .'t ·. ·· The ;· ··i 

payroll system controls · that. The chart may · show that the ·. 

production ·. superintendent - is- responeible.-: for the work of ... 

the :f6reman, but as regards payroll practices, he is not. 

Again .. the payroll· system controls that. '! The ehart :may 

show ·that '· the controller ~is ··responsibleJfor the work· 6f 

the . payro11 · elerk, but : as regards payroll practices, he 

is not. '.' Chee more,. the payroll system controls. The 

eontroller may have 'been ; instrumental in ' establishing the 

system, in Goncert , with others, ' but -his main function ·as 

regards payroll is simply to see that an appropriate, · 

essentially · self-operating system ·is designed and installed.4 

As the preceding paragraphs would indicate, systems 

4 · John -A. Beckett, :::'.Manageqient . Aecounting in The Age of 
Systems," NAA Bulletin, April, 1964, pp.5-6. 
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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 bueiness.5 Second, systems are for 

the purpose of collecting, assembling, evaluating, and 

making available information to facilitate decision-making 
~ 

and planning.6 Third, systems provide for an effective 
I, 

control within the .business for _operational efficiency and 

safeguarding assets. The balance of this chapter is devoted 
l ' 

to an expansion of the preceding characteristics of systems 

and specifically as they relAte to ·accounting as a business 
; . 

function • 
•, 

> ' i 
First, systems are cyclical in nature. Systems apply 

) 1 

to business operations and the circulation process within a 
- '>. ,, 

business that starts· at its inception. The individual 
. j ~ ·1 ' ! 

business entity is 'part of a m~ch larger circulation process--

the core of economic activity, which is the circulation of 
' . 

values. Within the individual entity " goods and money flow 
.- 1 --· • . -

in opposite directions. This process is illustrated by 

Graph Number 1. Go·oas and seryices enter the entity from 

5Ibid., p.6. 

6McNerney, "Accounting And The Systems Concept, 11 p.54. 
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GRAPH NUMBER 1 7 

f inished 
inflow of goods 

goods & serviceE purchasing stores manufacturing stores 
outflow of 

sellin~ lfinished goods 

purchase 
market 

cash outflow 
for goods 

and services 

"VALUE INCRB.:ASING PROCESS" 

investment by . 
~capital contributors 

rei rwes ted 
profits 

selling 
market 

revenue 

distribution to 
capital co n tributors 

7Hanns-Martin Schonfeld and H. Peter Holzer, "A 'Business' Flow 
Chart : .And· I ts: tJs e --as a Teaching · Aid~" The Accolm t iQE..Jiev i e~, ·Jan., 
1962, pp.118-120 . 
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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 distributed a~ong all the 

factors that have participated in the value-increasing 

process. This is called the. "value -distribution process." 

On the flow eha.rt the upper . arrow represents the "value

increasing process." The lower arrow represents the 

"value distribution process.-.". These. t\-io. arrows should . \ 

illustrate the circulation process that takes .place 

within a business. ·· :; . .) . 

As has been stated~ · the cir cu la tion process . within a 

business starts at its inception • . Money flows 'into· the · 1• 

enterprise and is used .to purchase land, buildings, . , 

equipment, materials, labor~ etc., in order -to start 

operations.: As the goods move through the various seg- · ,. 

ments of the business entity toward their completion, ." 

costs are , incurred • . Each . additional cost item should be 

. eompensateq by a corresponding 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 flows back into the 

entity a~d is distributed among .factors participati;g 'in 
II ' the value-increasing process."· Th us, the contributors 

of capital receive dividends and interest. A vertical 

arrow indicate~ that amounts representing dividends and 

8 
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interest leave the entity's circulation process. Another 
r 'fl"•. -,· Jl'4 '1~tlfr...'- .,.;.,:.-..,~ 

vertical arrow· represents the inflow of the original_ eapi tal 

and possible subseq:e~t finan?i ng . bY,_ o~'"~ers' a:nd cred ; tors. 8 
( ......... , .. ~. ~..... ,.. , .. t ·' 

Systems .. are and have been designed 'and implemented for 
! , <> l' " \ ,,p· 

,I) .· - ' . ' \ . ,/'" 

separate function·s ··.of the bus'iness entit,Y such as the pay~ 
~ . . } ~ 

roll: system-· briefly' described earlier._,._.'But J it is apparenJ, 
' . ' ; 

I j 

that t the objective _of systems work is a ·tot,al system, an 

all-e:~braci ng for,: al~zed - sy': t\~!11 for th~ o.£~'ratio\Q of / 
... • I',, .. w: ,1·" • • .• 

business as a whole. The syste~~eing interrelatei-~ithin 
•. ~-· :.. .. - .. "' ·-.f.· .. 

a business must . follow the same ,cyclical nature.~ ·· 
..... · : . . -;:.~,.: .... ~, ....... t .. :ti• . . ·ti,;.·1.,· ., 

Accounting embraces the cyclical nature of the business 

entity on much the same basis as does systems. By expanding 

the basic acc6unting formula (assets# liabilities+ equity) 
·I 

slightly and incorporating the relationship among revenue; 
, ·1 . • • :, 

expense and net income (net income~ ~e~enue - expenses),9 
. .. . .. 

a closed-loop or continuous uninterrupted cyclical flow is 

presented as in Graph Number ·~~ld irid~cating ev~~ on a basic 
.._. - I I . 

level the circular nature of accounting represented in the 
; l 

operating cycle. 
.. .. ..) .... \, .. "'·' 

BHanns-Martin Schonfeld and H. Peter Holzer, "A 
· 'Business' Flow Chart And rt·s Use as a Teaching Aid," The 
Accountin~ Review, jan., 1962; pp.118-120. 

9American Institute of Certified Public Accountants, 
APB Accountin~ PrinciplesL Orl_ginal Pronouncements . (Com
merce Clearing House, Inc.~Dec.l, 1971, pp.9082-83. 

9 

10 · 
Albert J. Schneider, "Flow-Graph Notation in Accounting," 

The Accounting Review, April, 1967, p.348. 
\,, . ,. .. 
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Second, systems are fer the pur9ose of collecting, 

assemblinr, evaluating, and making available information to 

facilitate decision-maki~g and planning. Information is 

purpose-oriented or~antzed data and is a requisite for sur-

vival of all orFanizations. All purposive o~ganizations must 

be 11 manap.:ed 11 --directed toward a goal. The system enab l es the 

process of mana~ement by pro~iding ' itiformation • . The term 

11 total in format i on system", \vhe11 applied to t he management 
;,, i ' • -

information system, connotes all of the information needed 

by manage:nen t and implies a II sys t e ;ns approach II to the study 

10 

of man9.r;ement 1 s information requ1re t:;ents and their satisfaction. 

A management information system is a system for accepting 
. · I. 

data as raw mat erial, and throug h one or more transmutation 
~ ' 

pi:-ocesses, genera ting informa t i_on as a product . It is corn-

... 
' . l • I · 11 Schne ider, "Flow-Graph l~ota tion,", p.348. 
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posed of the following fun~t_io~~l ,elements which relate the 

or~anization to 1 ts environm.ent: , 

11 1 • . Perception--initial entry of data, 
whether ~ollected or generated, into 
the organization. 

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

3. Storage--presupposes some expected 
future use, recordation, and a . 
location. 

4. Retrieval--search for recorded data. 
5. Processing--transformation according 

to specific needs of organization. 
6. Transmission--the flows which occur 

in an information system. 
7. Presentation--reporting, communication. 
8. Decision-making--to the extent, the 

information system enga~es in decision
( making that pertains to ""itself. 11 12 

. : 

Accounting is defined, in APB statement number 4 of the 

APB Accounting .Principles, as a "service activity • . Its func

tion is to provide _quantitative information, primarily 

financial in nature, ,about economic entities that is intended 

to be useful in making economic decisions--in making .reasoned 

.choices among alternating courses of action. 11 13 The product 

of any accounting system, .like that of all other informat·ion 

systems, is information.14 The nature of accounting is that 

of an information system, as the American Accounting 
.. 

Association's . 1965-66 Committee on Basici Accounting Theory 

has pointed . out.15 
•J ,-· 

.... t 

12 · · · 
Firmin and Linn, . "Jnforma t ion Systems," pp. 75-76. 

l3American Institute
1

~f Certified Public Accountants, 
II APB A II ccounting Principles, p.9067. 

14 
Norton M. Bedford, "The Nature of Future Accounting 

Theory,'~ The Accountinp: Review, Jan., 1967, p.82. . 

11 



Third, systems provide for effective control within the 
... ..)' .. 

business for operational effictency and safeguarding assets. 

Management control is the proces~ _by ·which . managers assure 
. . 

that resources are obtained and used '.~ffecti vely ·and 
,"J .:... j '. { {-, • (" I " t:. 

efficiently in the accomplishment of - the or~a nization's 

objectives. Ordinarily;: \the ,-system ~hat is used in the 

control process -is a tota1 sysi;,~m ; i:1 the sense that ;it , · .. 

embraces all aspects .of the :company's operations . .. _I.t needs 

to be a total system~becauE~ an _important managemen~ function 

is to assure that all __ parts of ·. the . o_peration ·are -in balance 

with one another; and ~_in . orper to : examine · balance,. '. management 

needs information about each . part .16 ... : , ... . ' ; . ' .... '• 

in tbe St,c!,tement o.n Audi ting Procedure rj umber '. 54, 

November 1972, the -- importance of; eo ntrol to -accoun .tants is 

stressed and accounting control . is def\ned: . ' : • C"', t '; '! , __.. 

_· ·. "Acoounting · contr,ol co.rnprises the plan of organization 

and the ·proceqµres and -records that .. : are concerned .with_ the 

safegua~ping . of assets and - the :·rel~abi;J..i ty o f. financial . : 

records aqd _consequently_ are designed ~o provide reasonable 

assurance · .tha t .: .. _:::"s. ____ :a. r,: :,) '.'. ·01 ·_, : - ~ , ,,· ~··.·)) 

.. >•. 

' 

~ ( ... 

A · a. Tr ansactions are. execut ed - with 
managem~nt's· general or specific 

; c ·, , . author i z at i on • . . '" .. , ,. · , 
b. Transactions a r e recorded as 

' ' ' 

, ... . necessary, ( 1 ) to permit prep ara- , ·,.-:-
ti on of finanriial statements in 
confor mity wi th generally accept ed 
accounting principles or a ny other 
criteria applicable to such state-

. .. .. . , 

., ._r. r:,~ · ,men ts and (2) to maintain account -
. . -. ~~ ,ability for assets. · ' -'· ,.,, •' 

. : ~ 
I • • - ,.< \ • • t '. ' . . . 

~ ' • . " ' ' .. -~ ... . ! .... / 1 t • 

1.6Robert N. Anthony, !'.]:anniD_~nd Control Sy s te ms: A 
Framework For Anal.Yg~, · (D_ivision .of Re s ea r ch Gradua te 
School o f Bus ines s Administra tion, copyright 1965), p.35. 

12 
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c. Access to assets is permitted only . 
in accordance with management's 
authorization. 

d. The recorded accountability for 
assets is compared with the existing · 
assets at reasonable intervals and 
appropriate act ion is taken with - . 
respect to any differences." 

' .. 

Also, stressed in SAP 54 is that administrative and 

accounting controls are not mutually exclusive because some 

of the procedures and records comprehended in accounting 
. . . 

control are also involved in administrative controi.17 

Two of the most striking implications of systems are 

thetr impact on the nature of business organization and 
.-, 

upon the activities of management. Systems when implemented 

and integrated into the business -entity, cut across 

organizational lines and because of the nature of system, 
.. • . ...... , j 

take some of the traditional prerogatives of decision-
• , • 1 ••• \ b • • . •• ; • • • 

making and planning functions away fro m individuals.18 
• !. "1 .,. \ 

Systems breed coordi~ation, and with it a de-emphasis 

of the planning function and of the decision-making power 
•, ,J I , : < I •' ). 

,. 

and personal responsibilities of all but the top planners 
.. I , . . : / ; ... 

and decision-makers. As a result, whatever use traditional 
... . ...... ··- . 1.·, 

organization charts have had as a means of describing 
.. , . ~ .. ' . • :h ; ' t t . 1 • • ,. <..-

h umari interrelationships and individual responsibilities in 
... ~ ·. . ( 

business organizations, they have for the most part, lost 
~ !-:,.. ' ( ... • t : "' I,. . • f .. 

17committee on Auditing Procedure American Institute 
of Certified Public Accountants, "The Auditor's Study And 
Evaluation of Internal Cont,rol, 11 Statement on Audi ti!}g 
Proc.:eaures Number 21_; '(The American Institute of Certified 
Public Accountants, copyright 1972), p.239-40. .. . 

~ _.,. . . 
18Becket t, 11 Management Accounting," p. 4. 
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their value as a visual expression of those interrelationships 

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 either 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 concentrated at and near the 

top.19 : i \. 

Ag~in~ accounting was the original business system and 

frequently in many busin~sses ·is ·still the only formalized 

system. But accounting is only one of the many control 

systems. In its function of communicating information to 

aid in the development of judgments .and the rmking of 

decisions, it has always been supplemented by means ·outside 

the accounting system. c: 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 

sys terns for reporting management information. 20 · The total 

systems concept, ·art ·.all-embracing formalized system for the 

operation .of business. as a whole, is the- obvious object of 

systems work.21 . ' f . '\ .~ .. . . . . .. ...__, ' ... 

1 ·, t • I ,t ft ---------- ' . 
19Beckett, "Management· Accou~tirig, 11 p.8. 

20McNerney, i•.Acc
1

ountin1( And The Sys tems Concept," p.54. 

'21Beckett, "Mari~gerri~nt.,...Accounting, 11 p.
1
7. 
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CHAPTER 2 J 

' ' .,, : ' .. :. • • '·, • !:1 I _-! 

.~' A HYPOTHETICAL BUSINESS 

The essence of .. this chapt .er ,· is : to · forr;n a basis for the 

following chapters. 1 . In···any· prob;)..em:-solv:ing~sitl,lation, the 

first step is to identify and isolate the problem. However, 

in this case, a problem must · first be created. t lhat is, E 

create a small business·..: ~ith which. to . work. Since the· pur

pose of the balance of this,: paper i ·s tp ·,create an accounting 

system for, and integrate it into~ a small . business, a 

subject .around which to build the system is necessary. In 

reality th~ situation is not one of actually developing a 

small business, but to · create . limitJng factors ~0:1the 

f? i t .uat ion-. is workable. , To be wor·~q.ble., :the basic operations 

o:f the business must · ·be. rathe'.r _, lim-ited _so. each .may be· dealt 

with: in adequate depth. 

Two· of the most basic requirements of ~he ,business :. 

to be portrayed are that is a wh0le~ale .operationi . and that 

·it has ; an assembly.-, .operat ion. 1 :I'heI'.f::? are several :reasons: s 

for designating thi~: type. of fir~as ~pposed to others. t, 

,• .:--: Firs.t ·, a whole.sale activity wi11 ·be : used. because of·, ,'.(> 

·the nature · of transactions in ,whi-ch. it is i .n.v.ol,v.ed. Pur

chase and sales would be .limited .to ,a .. small :number of .: · 

individuals. Although 1even in ,.this case Beparate sales, 

purchases, cash receipts and payment journals might be 

desirable, the nature of the study does not justify it. 
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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 conducted. 

The reasoning behind this should become obvious in the 

final chapter. 

Second, ~ wholesal~ t,pe operation .will allow for 

merchandise sales rather than a : charge: for services as in 

a service-oriented operation. · 1 · 

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 

0 f 8 i mpli City • · . ,- ;-,: :' •, • '.· ·• · ' . · • # - • 

, . . _., .. \,.. 

· .· ln 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 6rganization--will serve in this 

chapter, to delineate the C<?mpany, . as opposed · to .an . e xten.d ed 
'l .. 

J . 
I \ 

~.#~I, I '. . 
~ 

,·, 
. ' 
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narrative. An example of this approach is in the chart of 

accounts, balance sheet section. Owners equity is used to 
. ( l 

indicate a sole proprietorship as opposed to a corporate 

structure. 

The Chart of ·Accounts 

A chart of accounts is a basic 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 mana7ement of business. 22 In anticipation 

of that end, it governs . the channeling of ~ata all through 
. . . 

the prior stages of processing, including the intermediate 

summariza tion that ·. aetails of procedures of a given · company 

system ma~ :P;;scribe.23 

The chart of accounts (Chart 1), is for the normal 

transactions of the company tha t has been described. There 

are accounts for classification of transactions that are 

normal for , t~is type of bus j ness that have been eliminated. 

This is a limiting factor considering the scope of this 
~ I , • 

0 • L. '•" /· . ;·' 

study. Examples of this are allowance for doubtful accounts, 

sales returns and allowances, purchase returns and 

allowances, etc. 

The Organization Chart 

An organi zation i s a system of communication, a means 

of problem-solving a nd a mea ns of facilit a ting decision-
. ,. ; ' ': 

22 . Oscal S . Nels on and Richard S. Woods, Accounti!}g 
Sy s tems And Da ta Processin~ . (Southwestern Publi shing 
qo., co pyright ~961), pp.45-46. 

23
Heckert and Kerri gan, "Accounting in 1vianage ment, 11 

pp .69-70. 
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The Chart of Accounts24-25 
j 

•. ~ ' '.: , 1 '.. 

. . ' Balance Sheet Accounts 1, ~ .. 1. , • •. t 1 -.; , • · " , { . \..• I '"" 

,. ·_. · · ASSETS 

Cash ." 
Accounts Receivable 
Invent·ories: · 1 ' • - ·,/ ~ ~ ... ,., ~~. 

raw materials 
goods in .process .. t . 
finished goods 
factory supplies 

Unexpired Insurance 
' ; , . { . ; ,' : \ : t " . . . ) ' • '· ·, - ~ 

Factory (Bldg. & Equip.) 
_Accumulat~d Depreciation 

Factory 
Office (Bldg. & Equip.) 
Accumulated Depreciation 

·Office 

t . . '1 

Income and Expense Accounts 
" ' 

Sales 
Cost of Goods Sold 
Operating Expenses: 

salaries 
selling expenses 
office expenses 
depreciation expense 

' . \. 

I. I 

., t' 

' ' ' ' b .- ::.-

'J' 

office 

l LIABILITIES r 

Accounts Payable 
Accrued Payroll 

. . ... ,3. 

.. ,·, .. i . (. . ' ·, 

, EQ.UITY . .. 

Owners Equity t., 

. . \' I• 

~- .. : C ) \, 

' . ' .. ,, . ... ~- . 

i. 

,, 

24Frederick M. Eisner, "Wholesalers (Dry Goods)," 
Encyclopedia -of Accounting Systems, 1st Ed., V, pp.1819-22. 

,. ·.25ri'.A: ~-F~~ri
1

~y·· a~<f'~~~·;b~r,t, E. tM\ .ii:~r,c~ Pri~~·ipl.es 
1

of 
Accounting Intermediate . (Prentice-Hall, Inc., copyright 
1965), pp.28-31 .• . . .~ . 

._ :1 : .. .. I l.t 

~ 
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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), dividing the necessary activities 
t .. 

into segments small enough to be performed by one person; - ...... --- ~ -- ~ ..... - .. . , _.,, -"' .. -.. -

19 

and (3) providing · a means ·- of coordinatioh:26 - r ~ 
' . . . 

The simplest way of qescribing an organization structure 
• JU _.; r .. • .. - J ""- . 

is through an organization chart. Specifically, an ~organ-

ization chart shows ( 1)' the principal jobs and the'. principal 

' channels of communication; (2) the building blocks of the 
1· 

organization; and (3) the levels.27 ~ 
• 

The organization chart (Chart 2) serves a descriptive 
i 

function. Aithough the chart is very basic, it will, by 
I 

showing the necessary functions, serve the purposes of this 
I. 

paper without being unduly invo 1 ved . 

26Ernest Dale, Or~niz a tion, .(American Management 
Association, copyright 1967) p.9. 

27 Ibid, p.233. 
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Office 
Manager 

Payr oll 

CHART NU ivl.8.2.:h. 2 

The Organization Chart28 

Proauction 

Shippini:i: 
Receiving , 

President 
ow er 

... 

~"' ' . 

Sales 

Selling 

Cashier :::tores Pro motion 

•• ?" 
~eneral & Ass embly 
Admini st r ative 

Purchasin13 
. ,.· 

'-. Engineering 

• 1 · 

.. ·, 

.) 
. 
' 

.. J 

,.. . : \. \ 

I \. 

• • 

' 

r I .; ,I 

~ 
,., ~• ., 

, . 

l .. ,q 

•. .J 

\ 1 • 

... ., ~ 

• ,0 

• ,.; 

,'"" . 

i: ( . i • ' r, • ' : ri • "' 

Y• 

.. L 
) . 

l I \' • 

! \ 

26Eisner ·, 11Wholesaler s , 1J p . 1818. 
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Controller 
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... 
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i 

General 
Account in~ 

Cost 
Accounting 

Inventory 
Records 
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CHAPTER 3 
, \ 

• r,, FLOW CHART OF AN ACCOUNTING SYSTEM 

. To meet the requirements .of a :. symbo·11 sm · to visually 

present systems structure, there · have emerged in nearly 

all._ fields of modern technology, various ·. forms of flow

graphs called .11 flow charts", -"block diagrams", etc. These 

diagrams are normally interlded to portray not things . that · 

comprise the . system, but rather the various ·operations that 

the system performs upon the transaction · that it processes. 

'., The flow-chart 1 s composed of a network of directed 

branches that connect . at points • . 'l'he flow of funds ·from 

account to account can be described by these directed ~

branches connecting a network ' of· points. As an example 

of this type of notation, the basic accounting terms -ean .·: 

be defined and then expressed in · flow chart notation: .l' ·l 

. · .11 .. ( The definitions as. used here are highly simplified 

and 'are not intended to illuEtrate the notation method; .) 

~ssets (A) are service potential, the 
cost of goods and services available 
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 inc8me 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 service 
performed , .~s equal to the assets 
received in exchange therefore. 11 

21 
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"The dynamics of these relationships can be expressed 

in the flow~chart notation: 

A---.-E---,----R (1) " 

This formula, like a . chemical for~ula, expresses the · 

transformation of ~ystem -cornponents ~ o 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, . ihe realization 

principle emphasizes that an asset. ··conversion takes place 

in the exchange transaction where two things of equal (but 

not the same) value ara exchanged·.'"' Thtis, the accountant 

can · measure the value of the services performed. as equal ... 

to the value of the assets received. ,,.1. ' 

Flow-chart notation can be used to emphasize that .. 
' . . . . . 

the performance of services results in an asset in-flow: 
, ·, ' 

R A (2) 
) ·, 

If these two formulas--(1) and (2)--are combined, the 

following · relationship (3) is obtained which implies the 
• I 

closed-loop as·pect. of .· the operating cycle :S-nd the ready 
I 

application of flow-charting to the accounting system:29 
I : 1 ' 

. > ' . ,· .. 
, ' 

/

A 

. . ~ ' 
. E I ·; < :, • I! • R. 

(3) 

J1,.,. 

29 
Schneider, "Flow-Graph Notation," p.344-345 . 

.. 
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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. 30 ... , ~·,' 

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 

occurrea.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 $XX.XX cash on account: 

·:: .. 

· · Debit · 
Credit 

· Cash • '. ~-XX.XX 
Accounts Receivable XXXX 

! ·. \ ' ! 

Next, by use of "T" account and a ire ct ea branches, the 
i:' . • 

transaction is displayed in flow-chart form: 

... . , 1·· .·. 
Accounts 

Receivable 

1 

- l 4;.. 

'· 
. - : ( •. 

Receipt of Payment 
made on account 

C sh 

1 • 

23 

In this simple example is the principle of the accounting 
. . .. , 

flow-chart, in which a horizontal line with an arrowhead or 
\ 

dir_ected branch always pointing from left to ri ght, always 

beginning and ending in a "T" account, represents a journal 

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

30 · · · · - . 
William J. Pladies, "The Accounting Flow Chart," 

The ?ournal of Accounting , July, 1965, p.45. 

31Schneider, "Flow-Chart Notation," p.345. 
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on the horizontal line are used to identify the transaction 

which has taken place.32 

With this brief description of the account flow-chart 

technique, the next step is to apply it, on 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 observatioris obtained 

by constructing a visual accounting system, is the relation
! 

ship of the accounts within the system. ~ The total movement 

through the system-~thi out of the credit side . and into the 

debit side relati onship of accounts--seems to develop 

rtaturally. This out of-into flow presents an illusion of 
,, 

motion highlighted by the placement of'.. aq. arrowhead on the 
J 

journal entry line or directed branches·.33 The overall 

24 

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

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

motion of a cyclical nature. 

32Pladies, "The Accounting Flow-Chart," p.45-47. 

33w~ lliam H. Huggins, "Flow-Graph Representation of 
Systems, Operations Research And S~ems~ngineerin&, 
(Johns Hopkins Press, copyright 1960) p.49. 
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Cwners 
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invest men t ,. 

ct rlttMes wz ne rtt 1t t , enc « tt • 

Accounts 
p __ .?. y .9.ble 

haterials 
Inven tc r v 

c ost :J f' ~na t er i c:~ 

1 bills paid J. 2_· _ ~.-_1L-_' t_· f_: r_. _i _2_.J_. s_...,...,a2 
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1 ne t pay 
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2 sup9liee, ----;f;-direct r.iu rch &. 
purchases -•·1 ~ er-ioa1 c · i:-1ve ··, 

Unex;iired 
InE uran ce 

2 ore rr.iurns 2 periodi c on pO ~ lCld[~ ~----~a- ,-ii~O-r--t-. _~i -z-a~L-l~C--n-

2 nurchased factory ex~snse 

Accumulutec 
Daprc c~ a t~ on Zactory 

9:r·ov1s1on 

Accrued 
'P ;:i "Y'·: 1 1 

11 •• 
Accounts 
Pavable 

2 

airect labo r 
inc ire c t. labc:c 

administra~ive and sales 

Sellint.?; 
;.;~ )C . ") c: '"' C: p .Q 

nurchased selli rir; ~ 
ex ~)Bt1S8 S ti 

1 bills paid ~ Off:i. ce 
:::x .)e :1 r. e 

2 
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Generally, transactions withirr 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 inform

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 is important as the crux of Chapter Five deals 

with these procedures as . a means of integrating the 

accounting system into the business. 

The following is a list of the transactions identified 

in the accounting system developed in Chart 3. The 

identifying numbers are significant here as the nomenclature 

used in this listing has in some caees, been changed for 

the purposes of homogeneity and descriptiveness. Also note 

all transactions that are on the chart are not listed, as 

not all will be used: 

1) cash disbursements, 
2) requisition and purchase, 
3) sale of inventory, 
4) requisition of materials to 

work-in-process, 
5) transfer of goods from work-

in-process to finished goods, 
6) 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 
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and as a basis for further analysis in Chapter Five. It is 

not the purpose in anyway, to 
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CHAPTER 4 
.. ,., 

RESPONSIBILITY ACCOUNTING AND INTERNAL CONTROL 

. . . This chapter is devoted to two accounting concepts that 

are currently receiving much attention in accounting literature 

as impq_!tant parts of functional accounting system. · These 

much-related concepts .are internal control and responsibiliLy 

accounting. Internal control and responsibility accounting 

are significant at this point in thi ·s paper because of their 

relationship ·to the accounting system and t;he role_ they play 

in the development, ·.of ·the 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 ~e ·indic~ted · by the pre

vious chapter. · 'As set forth in Statement· on Audition Pro

cedures Number 54, "The· Audi tor' ·s . Study ·Arid · 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 tt: , "The primary functions involved in the flow of 

transactiona and related assets · include the authorization, 

execution, · and recording of transactions and the . accounta

bility for resulting assets. · Transactions are the basic 

component of bu.siness operations, and therefore are the 

primary· _subjec~ matter of internal control." This stat..e-
. i 

• . I 

ment would +ndicate a direct _relationship between internal . . .,. 
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control and the accounting system. , · 

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 its assets, check the accuracy and reliability 

of its accounting data, promote operational efficiency and 

encourage adherence · to prescribed managerial policies. 11 34 

· In their Statement on Auditing Procedures, Number 54, 

the American Institute of Certified Public Accountants state 

that internal control includes controls which may be charac

terized as either administrative or accounting. They define 

administrative control as in the followin~ paragraph and 

accounting - control as indicated on page 12 of Chapter One: 

"Administrative control includes,· but is not li;nited to, 

the plan of organization and the pro6edures and records ·that 

are concerned with the decision processes leading to . manage

~ent's authorization of · transactibns; Such authorization is 

a management funct~on directly associated· with the respon

sibility for achievi~g the objectives of the organization 

and is the starting point for ' es.tablishing accounting con-

trol of· transactions." : ... , . . . ' 
-:· .... They then,· go on· to say the following: ' "The f oregoing . 

definitions are not mutually exclusive because some of the · 

procedures and records comprehended in accounting control · 

34committee on Auditing Procedure, Auditing Standards 
And Procedures (New York: American Institute of Certified 
Public Accountants, 1963) 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 de~isions concerning unit prices or · other aspects of · 

operations."35 , ; ' ' i ., "\,.. . . ~ .. ' 

At ~he end of Chapter One, ~eference . was . made to the 

total systems concept as the goal of systems work and at 

-that time definition was made of -total ·~ystems as an all

embracing forrnaliz~d system for the operation of business 

as a whole. If t ·otal systema, are" 'in fact the goal of· 

systems w6rk and accounting systems are an integral · part ', 

·of or a subsystem in ·the t ·otal sys·t .em, .. t :he: stat_ement that 

the. definitions · of adrnini strati ve :control and .accounting 

control are . not mutually ·exclusive is not completely . 

accura.te. -Herein it is more accurate to say in relation 

to systems·, :·-tha t rather· than merely "not ·mutua·11y exclusive" 

~dministrative ana · accounting controls are highly related, 

:if -·not· difficult to· ·separate. - ·This w'ill become more clear 

in . later com~ents on responsibility accounting iri this 

1chapter. :· r ·.: •.: ·, I .... :,, .. 

t !···.,. '. One of· the · major, ·problems ih setting up an· accounting 

.system is how to : achieve ·.in'terna1 control. Control' means 

control of people. Control involves ~easuring the· perform

.ance of people- as :they d'ischarge their responsibilities. It 

involves reviewing Lhe : performance •.,,-f employees to . see that 

(' .· ' - ·' · .. . ' . • .J 

. '.,: , 35 -: .. . 
Committee on Aud.iting Procedure Americ.an Ins tiLute of 

Certifi,ed. Public Accountants, . -"ItJ,ternal Control,." _ pp.239-40. 
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what they do is carried out .in accordance with the plans and 

policies of management. In other words, control means 

pointing out mistakes of judgment and performance so that 

remedial action can be taken. Control is · ne~essary because 

responsibilities are delegated,·within an organization. 

·l .· · By successive delegati.ons· of _functions and tasks, 

an organization to .. operate a business .. is .created~ · with .. , 

specific . responsibilities being assigned to each person 

involved. :Each p~rson in the .chain- of del~gated respon

sibility must. _exercise control over those who are .then ... 

responsibl_e.· to ;him • . Control can be exe.rcised- through. per

sonal observation .. by , superiors, ... ,through · .reports, through 

consul tat io~-, : through automatic c_hecks .by ·Other persons 
; ' .,- . ( ' '.: t:.: ' -; ' ' . • ~ ' • I ' 

carrying out their assi_.gned ·,tasks, ... and :bY internal .and 
l 1 : I "r · , ( 

external auditing .• . . . J i i . -: .. , • ; :.,.'.·: 2 ,._, : . . ~ ( 

") .. , . .,. . '" " 

! , . l ! r~ ( 

i za tion and made , .effective .through ,precise de·,fini tion of 
- .... , , ' ( .. · '" .. ... ·· - ,_, . 

duties, respons_ibilit-+es_ and . authorith~.s •. . The control that 
.. .• ,. ·, , '1 ~ . ... :·.s , t· .. , .v . 

comes from within ,the. -org~nization as a result of dove-
.. ' : ,_ 1 1-: "'; . ,.,: •, .... 

tailing of responsibilities . wi:th r _eviews of results 
• )' -::. , i' ' .. : ' • .' • • • • '· ·,· , .·:. : ' J. ~. ,·· 

flowing to tho.se'. in. highe·r :position9 o:f authority. is what 
\ • ·, ... ' . .- ' ~ • ) • • i . • l 

is often meant· by ·the terqi internal control. In this 
', \ . .. . : . ~ ; i ..., ) ... \. . . - . t : ' '!-. 

broad sense·, interp.al. control . refers . to the overall 
' ', ' • , I # ' ' , ~ _, • I ' ' • ~ ~ .~ 'I 'S 

efficiency of .~he financial function .. of a business. ,·· 
~ ~ r ' ·• 

Strictly speaking, thi .s includes , budgetary control~ cost 

control, repor~s 4o man~gement, internal auditing, etc. 
' ~) ' ... 1· ! . " , : ( ·, 

Thus, in establishing or reviewing . a sy~tem of internal 
-· 

control, the accountant usually must go beyond the limits 
- /, 

':' ·, ·: ....... i· ! ..... . ..-,;_ ... :~ : '•' ~... . • 
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of accounting. ,: ··For example,. in defining the duties of all 

personnel whose .activities in someway are important to 
f • : I '\J : ,.. i . ~ f..,t ' , "I, I'" • l ., :~ • ' , (" ,r 

internal control, . ··tq.e ,accountant often must _d.eal with 
• 1 1, 

1 -'-l ~ I ' ~ ; • • I -~ • • • • : 'I 

shop foremen, deliverymen, shippers, and others whose 
. . ' . ' . 

duties are priir,arily . operational.· <, Thus, implementation of 
'Ir ;•_. • _ : • .-! • I -

internal con'tr,o.l, a~, an _integral: part of the:: accounting 

system, involves the interlacing of nonaccounting as well 
r (• : I ' •' 

, . •' "I t ,• I 
• 1 ' , • • • t I • 

as accounting functions. 
('• T · , • • .... ' · , ' .°" 

~ • " • .i 

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 
,:1 t .. I . . ~ . · · .-, ~ 

for· implementation of the accounting system: 
(1 ., • . 

'· 

: 1, t • ~:.. ...· ' 't 

, I· 

'lo; •• ••. , . 

I ·: .; ' . '• • 

. : .:_: .. } ._ ... t ·1 ; 

• I r:' • '•, • • ~ 
1) An organizational plan providing an 

. appropriate segregation in detail of ·.1 

functional duties and responsibilities 
~) is necessary. , The importance of · .. 

establishing a sound organizational 
,.,, · structure· cannot · be. overemphasized • . 

The duties of authorization, of cus-
todianship,. and . of ·record-keeping .. . 1 
should be separated from each other 
so · that =.no one person or department, 
as the case may be, perform,s more than 
one function ,in connection with :a :., ; 
given transaction~ 

2'). A maxi'murn ·of physical protecti.on .com- ,, 
mensurate with the importance and 
nature of property ,..or record·, invol'ved • 
Adequate physical protection necessary 

J. .' :., 

. : . (' 

for propertJ, such ,a~ _cash,. inventories, ~ 
and for accounting records. 

)''.:i:,··., : . . ; 3) An immediate on-the-spot record of; · every 
transaction on a prenumbered form or 

,. 

:; ( ,r . , ... ; .l n ... · other · irrevoca1Dle record 'is essential. . . ' . · 1 
The originator of the record and other 

.. _ parties to each transaction should be 
identified by signature or otherwise. 

·:· .. -:-.,r. An -original record · of this kind i~ j,m-
._ :::.·< :1. 

1 
, ' portant as objective, verifiable 

evidence of a transaction. 
4) There should be a system of procedures 

. . . and authorizations calculated to pro- . 
. :~:i' vide control over assets, liabilities, 

revenues, and expenses : The procedures 
adopted should provide a step-by-step 

' ... 
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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 pri nciples are: 

J 
• . l , ••• 

- '· 

"l . 

' 

..... .. . .:, 

"l) 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. 

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

3) The use of management reports to con
vey the data to those who will use it, 
at the -time they want .it. ". · 

4) Planning and budgeting practices· made 
fully compatible with the report. 

5) The setting up of measures of per-
. , formanc~ to be incorporated in the ··~ 

reports and budgets. 
6) -Devising accounting and statistical .: 

·-

. ' 

.. ~ procedures. to fiathe:' , and process t _he . . 
, .. required data. ., · · .. ..··· ~ 

."Responsibility accounting is .founded upon the organ

ization structure. 11 38 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 ·,t 

principles· es s·ent ial to · a , respon t:"i bi Ii ty accounti ng sys tern 

are: 

' . ~ . ' 

11 1) E h f a c unction is assigned to one, and 
only one unit of the organizaLion. 

2) The assignment of responsibilities is 
specific and understood, with no over
lapping of responsibilities. 

3f Each position of an organization 
reports to one, -and· only one super
visor. t 

8 . . ,· .. 
3 E.W. Newton, · "Responsibility Ac~ounting For Better 

Management," Contempora.r.y Issues in Cost Accountin_g , 
(Houghton Mifflin Co., 2nd Ed., copyright 1972"f"'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 accomplishea."39 

A comparison of the responsibility accounting principles 

(pp.32-33) and organizational principles essential to a 

responsibility accounti~~·_; sys~-~m· ( p:.33) , w,i th those provisions 
"' t ~ ' . • ! ·, ; • 

described for a sound system of internal control (pp.34-35), 
~ ~ . . : .' . 

will show some similarity. This similarity, is essential for 
\ ', : J '"; \ 

the implementation of a good accounting system which both 
~ • 't ' J I ,,"',. • ', •- :} ~-~ 

-internal control and responsibility accounting are an 
, $ 

I , 

integral part. 
~ ... • . ' ... .. 
(• \,1\. •• ~ ' - ~ .. ~- -~ . : . ' { ' 

Ideally, the organization itself and its processes 
1"' ~ ' . , • •. 1 '"' ~- ' <- 1 · . . :·1~ 

must be thoroughly appraised, understood and altered, if 
- ~, .. ' '/ . 1 ' ..... '. ·. . ·. .\' . . tf, 

necessary, before an accounting system utilizing respon-
\ .... r. 1 r .c..' 1 ., ~- 1 ,-. ..~~ J ~ ~ -~ .-· :- c:.1 • ~ .l 

sibility accounting can be constructed and implemented. 
r~ .- , .. ~- • t'~ • • l '; y' t "'\ I • ' "t 1-'• :'-": . , ,.., ,1 ~ • • ., • I ., '8 f"' I ' ,.. '": : · a I ' 

That is, the makeup of the system and the makeup of an 
(~' : ·~- r,. · . ·. --~ , !., j r· ,·! ~ ·• ~ () . ~ c~ c ~ .. , r :I :.. ..... , , , <-1 

organization structure are really inseparable and inter-
.., • ~f• \r • ~ ... 

· aepe~dent.40 Thus. the responsibility accounting concept 
.. , '\_' .. r •:: : >"' ..._ ( * I . j I: - .~: ' . /, { . '. .. \ :,:° I , •. ' , 

i~ one ?f the main conduits in the accounting system as 
r-· • • "· , .'; ... ~ ' ~ ' • • - - ~ \ ! . .:."" , 1~· ~ .r \-..: 1 .. :11··",. .. ~ ._t' ' · 

an integral part of the total system. 

o· ... t:: . ,1 r. 

. ,. C: 
,<.. 

. r n , · :" - · 

I ~ .l tr f t'• 
. - . ! 

I ,. · ,;.{f·· 

..... -":; ., .... !. 1. ~. :: 1' ~ ' ,. ·-· '.]. 

. .. •• i ;,, t 

.l . ~ t ; . f ' (l!'; . ,)~\ '~: } ' ... " ' 71'1; · .. 
. ' 

, . 
c :. iv: ( ' i 3 9 : - \ ·, . ~· , . r:, •t ;:.. , ., )_ ~' . , . ) -· ,.., , ! ·: ,< • 1 r · . t , I ... t . v : : ~· c· , : : .... ": .~ ;. .. J .J ~:~ ~ f' 

Martin N. Kellogg, "Fundamentals of Responsibility 
A ti II N A A . ~-· CC':) _un_ n~' -· r .• • _. Bulletin, April, 1962, p.8. 

t ~OCha;rles T. Horngren, Cost Accountinp::: A Ma)agerial 
r Emphasis, . ~Pf~nti9e Hall, 3rd Ed., copyright 1972 p.157. 
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CHAPTER 5 

·· BLOCK .DIAGR.Al'Vi INTEGRA'I'ION 

OF THE ACCOUNTING SYSTE.l~ 

INTO JHE BUSINESS 

, r, 

' . 

•. f y ' 

The accounting system as viewed in. Chapter Three : indicated 

the processing· of transactions as .an important function of 

the accounting system. This processing of transactions is 

accomplished by procedure~ and methods which. serve as the 

media for integrating the accounting system into the business 

entity and the :total system. 

: •. . .fi,. procedure comprises ·all of the steps, · ( processes ·and 

operations) taken -in performing an. importan~ part of ·a system 

as a whole and methods are the varying ways procedure~ are 

carried out.41 •• l ...... ,. . •.,. . 'l 

' .. Sjstems procedures -and . methods are so~etimes identified 

only with 'the mechanics of paper work. This aspect is cer

tainly important, . but .it .do:e& lit tl~" more . than stress a 

conspicuous · -aspect, and thereby (neglects a more fundamental 

one. ·. The real value of the work lies .in its ability _to · L ,· 

serve the ends for which management is : responsible: planning, 

coordination, control and protection. Thus systems procedures 

____ .... ·!'l • . ,. , · .. , .(. . ... , . ' .. . t\ 

41 Nelson 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 ·sfstem group of procedures and methods 

is dependent ' on the rest of the· business, and just the · · 

reverse of this' is ·equally true. The distinction between 

accounting procedures on one hand, and nonaccounting pro-· 

cedures ·on the other; must· n·ot be- allowed to obscure the 

interconri~ctio~ of all processes.43 This ~elates to the 

concept of the accounting system as an integral part of 

the total system mentioned earlier • 

• r · ' In the discussion concerning flow-graphs in Chapter 

Three, flow-charts ~nd block diagrams were mentioned as 

means of visually 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 
• ~ • • I' '· 

that it processes •. " In the flow-chart ·of the accounting 

system, th~directed branches· described the flow relation

ship between the accounts, as the processing of transactions 

occur;e~-~ 44 
·~ .. ., 

It is 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 
r ! , ,. ~ . ; .. : 

I ' . . ( : ,·, ·. -:_ #'• ' t'' 'y .. ' : ... 

42
Heckert and Kerrigan, .''.Account1,ng in lianasement, 11 

p.14. 
43Ibid., p.37. _ 

44schneider, · ·"Flow-Qhqrt Notation," p.345. 
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system. 

Often a procedures manual or check list is utilized 

for des,cription of procedures. However, a block diagram 

which is a graphic presentation of related activities may 
"'ft-" - t> ,,, --.,\. ~ 

be utilized for this purpose. The block diagram method of 
~ I . 

representing the processing of trans~ctions (or subsystems) 
~ 

i~ 
in the accounting system shows each step in the procedure, 

its relationship to other .steps ·or i t s fit, and who is 

responsible for the step. ·· 
(, ., 
' As an example, some payrolL procedures are briefly 

, ' t ' , CIO:' '•' 

described to illustrate the application •.. 
1 
In such subsystems 

a number of individuals have operati9ns to perform as shown 

in the following: 
~ -~ ! 

1) Time cards are kept· on~ daily basis 
by each employee. 

2) Time cards a~e signed apd turned in 
each week. ,, : ·~ 

3) Time cards are reviewed 1 and approved 
weekly by employee ~s supervisor. 

4) Time is accumulated weekly4 pay rate 
is assigned by ~ime clerk. 5 

., 
With just these opera~ions as part of the payroll pro-. 

' cedures to be followed, a ~loc~ diagram may be utilized to 
~ 

provide the overall effect j of a series of steps as is shown 

on Graph Number 3. 
' .- ,I 

In this brief example, Graph Number 3 (page 39), the 

principles of the block diagram for procedures analysis is 
3A "'" ... 

~ 

illustrated. The top portion of the ~block indicates the 

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

~ 

' 't 
Accounting," 

4 5Beckett, "Management p.6. 
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,.I· 

<. 

46 ~Ielson and \foods, "Accounting Systems and Data Processing ," 
p.34. 
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perform it. · The line with an arrowhead indicates the form 

that· facilitates the operation and its movement to the next 

·operation in the procedure. - : : ,.. . 

- With ' the -description df the block diagram. for procedure 

·analysi ·s, the next .step is · to apply it ·utilizing .so me · of the 

transactions ideritified: 1n Chapter Three, and the · organ- .. 

izational structure defined in Chapter ~~o. · The procedures 

may be presented · visually as shown in ·· .the five diagrams ·in . 

'Ap.pendix : I, ·following .the Conclustor:i . of · this·. paper. ·:: . 

l: ! ~-· From these block diagrams, the operations to be per-~ 

'formed· ·for processing the · transa.ctions; where · and . wh~n they 

are· performed; ·.and who performs them are self-explanatory. 

However,: ~here are several point~ about procedures and the 

accouriting :·rsy.stem brought . out in. the charts that '.deserve 

' : .J •• ., , - - . ::. ,. • • '\'Y' ... 

·;.:·'·First / :both admini'strat ive and accounting 'inter·nal : ; 

c·ontrol play ··an ·tmportant role and · are an Integral part in 

the design of proced.ures • . 1n the preceding. chapter, the 

following' were listed as characteristics of ·a sound system 

of internal ·control: - '.segregati'on·~o"f duties, .·a ·-system of -~ 

:authorization,· recordin:g, of ·transactions ·, ·and 'physical 

protectiorr .·v:: Frorn··.-the "block -diagrams each of thes·· ·charac-

teristics · can- be ·seen. >.:, 1-,,:,,..:: ~, ··.L i.,_· . . · ' ·i \" .. ' - . . ,~ 

.0,·-~- ·Segregation of duties may. be. viewed in. Diagram· 1, Cash 

-Disbursement. Each of the different operations are performed 

by different organizations1 and individuals in the company. 

The voµcher - is ·prepared, by g~neral accounting. from a compar

ison of· the ' p urchase or-d-er .,pro·vided by p·urchasing and the 

vendors invoice and receiving report provided by shipping 
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the specific operations in each procedure. In Chapter Four, 

when discussing responsjbility accounting, it was indicated 

that the ~ltimate 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 responsibility accounting, the 

gath~ring of data, preparation of reports and use made of 

these reports is important • . 1h~ diagrams. indicate in a 

number of areas, .the procedures for the accompli shment of 

. this goal. In Diagram 2, Requisition. And Purc~ase, .the 

price variance report Js prepared from the vendors invotce 

and standards, . by cost accounting _and is transmitted to pro

. ~uction and purc~asing for their evaluation. , 

' ,. In Diagram 5, Transfer of Goods From Work-in-Process 

Finished Goods, cost accounting prepares a variance 

report .from _ its .accumulation of. job oro.er costs against 

standa rds ~nd . trans~its i~: to production .and assembly for 

:- their, evaluation.. Although the diagrams are certainly not 

._ all-inclusive in this area, . they · do indicate the nature . 

. o_f in_formation collect ea., . procedures · for collection, who 

holds areas of ; responsibility and ?,reas where reports are 

n e c es s ar y • , · .. : .~ : : _. : , . ",:.: ~ • 

Third, in: Chapter Four, it, was tndicated the similarity 

of internal bontrol and~responsibllity accounting as 

integral parts in the acco~nting system • .. lhis point is 

emphasized by the block .diagr~ms of ... the procedures for 

integration of the accounting system into the business. 
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When· looking at the diagrams, it ·becomei difficult to say, 

"This is internal contro 1," and "This is res pons i bi 11 Ly 

accounting." As an example, the assignment :of .operations 

to the individual is nec·essary for · the safeguarding of ··· ·~t · 

assets ·in internal contr61~ and is ·ne~essaty for establish

ment of cost responsibility in responsibility accounting. r 

·The charatte~istics·:or ·system~ are apparent in ·block 

diagram portrayaI :of· th~ ' accounting syste~ procedures. The -. 

cyclical nature,: ·although'· no·t . obvious be·cause ·each procedure 

·in the ·processing of transactions · is a separate block 

diagram, 1 s still. present. ·· The separate ·procedures are tied 

. together by 'flrst the ·accounting' "T" flow- and secondly by . 

operations ·that overlap from proc·edure to procedure. ' An 

:example of ·the· latter is ·that purchase orders: are used iri ,· 

botfr cash dis·bursement ·and requisi tio·n arid ·purchase pro- · • 

cedures. 

Information collection, another function of systems, 

is present throughout the diagrams. Control, a third 

characteristic of systems is eminently present and was 

discussed earlier in relaLion 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 indicate 

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 would h ave to be made to isolate the accounting 

system from other subsystems in a total system. 

44 

An excellent example of this would be Diagram 2, Requisition 

And Purchase. As in Diagram 2, the initiation of a purchase . . . ~ . ._, ' .f t_ • 

requisition, a procedure in the accounting system necessary 
<:;n . . , ~ . ~. . .• 

. ' . ·•. 

for a puchase order, requires an assembly schedule and mat erials 
,I , 

inventory records. The assembly schedule may ·be part of a 
. ..· , 
't ' • , f • I r J. 

: ... .. 

detailed production reporting and scheduling system. Further, 
' l ,·? <' t." ' ; ~ • ..... r i \ • "' t '. ' '.' 'i I I :• • t \ 

to prcduce the assembly schedule, a sales sch~dule and 
'" ~ r, r.:. Y'I, r , "' { 

finished g oods inventory records are needed. The sales 
I ) ' .: ·: • :·• ·'. •• ! '·1 • ' l: '\ ., : t \ •.,; :: I 'l : 

schedule could possibly be part of a sales forecasting and 
·-~•: :~. t ,;". • , .. D .. ··'" :.r .:1 ·: ~.'· . ,~ ?· . 1·~~--~ :1. ,. 

analysis system. The finished goods inventory records would 
) . 'J ~ , t ( - .• :) l .. / . 

be part of the inventory control system. This exemplifies 
~, . . • ,. :-~· -; .. , i ~ : .- 4 • • ,.~ : r _. . . · ... _ , .,. 

the total involvement of the systems in the business entity 
,.1. -. -"", ~ ! ··-::·. .;. !., - ~ ...... . t' •"'\ '/"'I, • ·-'~~ . 'Y"f",ti ... ' fj ·, ... .. : , · ,! ";' :· {.' 

and the accounting systems part in the total system concept. 
, • "1 •• • : 

:, · · t, r: :. , 'l • 
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CONCLUSION 
- ' '• ... , , , I 

'·· .. 

• ' I 

The conclusion is not to be a summary of the paper but 

rather some comments on it, what was learned and the thought 
r~ ·. ' t. -~ , ..... 

process involved in developing it. Initially, the basic 

idea of an investigation of systems and accounting was 
.. . J J . . , ' . :' .... . . 

established, but the tying together of the approach to be 
' I ; ),~~ :- v· ~,~- .. , ;i. ':', ,\ · ·-

used was not determined. 

A number of articles and books on systems were read 

and it became apparent that systems require a problem

solving approach. This was, in fact, pointed out in Heckert 

and Kerrigan, Accounting_§ystems: Design And Installation, 

where they state, "Every system project goes through four 

successive 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, 

cohesiveness 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 pa.per. 

Another characterietic 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, it is 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 

system is 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 introduction, the purpose has been to 

gain a better understanding of systems approach to accounting 

and internal control as it applies to the functional business 

situation. By following the problem-solving approach, this 

goal has been accomplished .- · ·. , 
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Diagram 1) 
Diagram 2) 
Diagram 3) 
Diagram 4) 

Diagram 5) 

APPENDIX I 
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