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Almost universally, accountants have never been taught how to set-up a financial reporting system.  There is little literature on this subject.  Many of the conventions used today in computerized general ledger systems are left over from when financial accounting was done in manual ledger books.  Financial reporting systems have the potential to provide an important tool for managing a business if they are well designed and well organized.  A well-designed financial reporting system can provide the basis for strong financial control through the budgeting process.  The financial reporting system can also provide the ability to extract data to answer “what if?” questions and act as a starting point for cost analysis.

a)
Structured Chart of Accounts 

The best practice today for organizing a general ledger system begins with a structured chart of accounts.  A structured chart of accounts is a highly organized method of developing a chart of accounts geared to support financial reporting, budgeting, and cost accounting.  While most organizations have adopted some structured techniques, few organizations have taken advantage of everything that this method has to offer.

Small and medium-sized companies often have poorly organized financial reporting systems.  Most large organizations have reasonably well organized financial systems because it is virtually mandatory for a company with a complicated organizational structure.  Most large organizations use a hierarchical account numbering scheme that is geared to allowing financial reports to be prepared for specific segments of the organization according to the needs of a wide audience of financial information users.  Such structures often look something like one of these:


Company-Division-Location-Account

C  -  VV  -  LLL  -  AAAA



Company-Location-Department-Account

C  -  LL  -  DD  - AAAA


Company-Account-Department


CC  - AAAA – DD

Many organizations mistakenly create excessively long segments when creating their chart of accounts, particularly in the account base segment represented above with the character “A”.   Long account numbers or accounts with many significant digits create extra work and slow the processing of preparing and posting transactions.  Having long segments is often rationalized as “to allow for growth.”  However, if a company expects to have significant growth, that growth will primarily happen in the number of divisions, locations, or departments that the company has and not in the types of accounts represented by the account base.  As a company grows from $10 million to $10 billion in sales, it probably will only add one or two types of wage accounts to the account base.  The company may, however, increase the number of location-department-accounts base combinations that it has for wages by 1000 fold.  This growth will primarily come from increasing the complexity of the entity, not in types of expenses that are incurred.  For this reason, growth should be accommodated in account segments other than account base.   

General Ledger software and technical consultants who work for the software developer often encourage companies to use a long account base “in case you need it.”  Long account numbers are often the fault of redundant or unnecessary data.  It is not uncommon to see a company use an account base of six digits, with meaningless digits in the middle of the account number.  Nobody really needs a six-digit account base.  A four-digit account base should accommodate even the largest company.  No company is ever likely to need more than 9999 accounts associated with a single department.

Most accountants prefer to see all accounts for the same location listed in numerical order on a Trial Balance.  For this reason, account numbers are often organized so that the department code is last, facilitating this desired sort order.  Some general ledger software packages also place restrictions on how account numbers are created forcing account numbering schemes that are less than optimal.  A few software packages are incapable of handling a structured chart of accounts all together.  The acid test for a financial reporting system is that the company should be able to define its accounts in any way that it wants and show the accounts on financial statements in any order, summarizing them in any way or at any level that makes sense to them, no matter how illogical it seems to the computer programmer.  

With manual books, companies could minimize the balancing time by using relatively few accounts.  Financial statement preparation could also be made more efficient by numbering the accounts in the same order as they appear on the financial statements.  Accordingly, a common numbering scheme still used by many companies’ follows:


1XX
Assets


2XX
Liabilities and equity


3XX
Revenues


4XX
Cost of sales - Purchases


5XX
Operations costs - Labor and benefits


6XX
Operations costs - Other


7XX
Administrative costs - Labor and benefits


8XX
Administrative costs - Other


9XX
Non-operating costs 

Use of the 1-Series for Assets and the 2-Series for Liabilities is almost universal.  Equity is commonly in the 29xx or 3xxx series and revenues are usually 3xxx or 4xxx. 

Many companies that computerized in the 1970s and 1980s just converted their manual system to the computer, usually adding more digits because the computer would handle much of the work for them.  As years passed, the Controller would add more and more accounts to accumulate additional desired detail.  If the person setting up a chart of accounts was not familiar with both accounting methods and computer systems, the result was often a terrible mess.  

For example, one large company had a chart of accounts where one of their cash accounts was 10210210.  As in many companies, the first two digits, 10, meant Assets-Cash.  When the company became computerized in the 1970s, their manual books had a cash account that was 102, for Cash Account #2.  When they computerized, the computer programmer said that the number could be as long as they wanted so they just doubled their six-digit account number to get 102102.  The final two digits got added on when the company installed a new general ledger system later on and went to an eight-digit account base.  Even with this long number, this account failed to identify that this cash account was associated with a specific location.  The three-digit location code was not used for balance sheet accounts, creating headaches for the company’s tax manager who got little help from the general ledger system in identifying which assets were associated with each state in which the company did business.

Today many companies use chart of account schemes that have not fully evolved from the days of manual books.   Accounting literature suggests that some 90% of all financial information is used for internal purposes.  Internal financial information requirements are generally more detailed than for external reporting.  Computers make it easy to create greater levels of summarization from accounting data but make it very difficult to create greater levels of detail.  Accordingly, companies should organize their general ledger systems to support internal financial information needs such as responsibility reporting and cost accounting.

Financial managers often need to present the same information many different ways.  Sometimes users might want to know “How much overtime was worked in all departments for December?”  At other times they might want to know “How much overtime was worked in the Sales Department?” or “What is the total cost of our Sales function?”  (Which must include overtime and all benefits).  Depending on how the general ledger system is set up, these questions can be very time consuming or very easy to answer. 

One common problem with financial reporting systems is that the organizational structure as expressed in the chart of accounts may not match the organizational chart or the information provided from the payroll system.  Of course, in many companies the organizational chart has not been updated in such a long time that the organizational chart itself no longer matches the real organizational structure.  A company of 100 to 500 people may have 15 functional departments according to the organizational chart, 4 departments in the chart of accounts, 8 departments in the payroll system, and 17 departments in reality.  The chart of accounts and the payroll systems should be reorganized to match the real organizational structure.  

A common way to set up departments in the general ledger is to list all of the functional departments from the organizational chart in order of most direct to least direct and then number them with two digits by fives or by tens (10, 20, 30, 40…).  All zeros (“00” or “000”) are conventionally used for expenses not associated with a single department.  For example, a year-end adjustment to Accrued Workers Compensation Insurance might be posted to department “00” rather than be apportioned among the actual “real” departments.

In some instances, the company may want to create more “departments” on the chart of accounts than exists in the real organization for cost accounting purposes.   If different groups of people in one department perform distinctly different kinds of work, those people might be separated into different general ledger departments even though they have a single supervisor.  For example, an accounting department might be subdivided into Accounts Receivable, Accounts Payable, and General Accounting groups.  This separation would facilitate analysis to determine the costs of the various activities that fall under Accounts Payable and Accounts Receivable.  This hierarchy might be reflected in the chart of accounts via a sub-department account segment.  

While a company might create more departments in the chart of accounts than really exist, creating fewer general ledger departments is rarely advisable.  Anytime multiple areas of responsibility are mixed together there is a loss of accountability for the managers of those departments.  One common exception to this rule sometimes occurs in small companies where executive level management is included in an “administrative” department that includes miscellaneous personnel with a wide variety of functions.  

If the company has multiple regions, locations, or divisions, the chart of accounts should recognize this structure while maintaining the same basic account-department scheme across all locations.  Thus, if account #12-6000-90 (Location-Account-Department) was Kalamazoo-Regular Wages-Administration and location #94 was Battle Creek, then Regular Wages-Administration for Battle Creek should be #94-6000-90.

A single location company might structure its chart of accounts in this manner:


Account - Department

AAAA-DD

A big benefit of having a structured chart of accounts is to be able to publish financial statements for individual areas of responsibility.  This is an important tool for department managers trying to live within their budget.  Companies that use old-fashioned account structuring schemes often struggle with budgeting and financial control.  If accounting is unable to provide financial reports to individual managers showing the budget-to-actual performance of their portion of the organization, then budgeting is unlikely to be effective.  

A structured chart of accounts facilitates activity-based costing by aggregating costs by business function or department.  These functional categories often include the costs for several major related activities.  Statistics are often available that allow functional costs to be reasonably separated into activity costs.  While this data should not be expected to be as accurate as what could be obtained by specialized activity-based costing software, it should be very adequate for developing the costs of macroactivities used for activity-based pricing purposes.  

A common problem in smaller companies is that if accounts are numbered in the order that they appear on financial statements then the chart of accounts is not geared to answering “what if?” questions.  For instance, if the CEO goes to the Controller to find out the total overtime that the corporation paid last month, it is more difficult to extract that information from the computer if manufacturing overtime begins with “51” and administrative overtime begins with “71”.  The project is even more difficult if the president wants to know the total cost of running a single function and the chart of accounts is not departmentalized.  

A more modern account structure is to organize accounts into ranges based on the type of account.  For example:

1XXX

Assets


2XXX

Liabilities and equity


3XXX

Revenues


4XXX

Cost of sales - Purchases


5XXX

Wages 


6XXX

Benefits


7XXX

Departmentalized expenses


8XXX

Non - departmentalized expenses


9XXX

Non – operating expenses

Like expenses should have the same base account number regardless of department.  Each department, for example, might have the following expenses:


#7000

Supplies and department expenses


#7100

Repairs


#7500

Training


#7600

Travel and lodging


#7700

Meals and entertainment

Most people-related department expenses can be posted directly by the payroll system.  Payroll software would routinely be able to post all of these expenses by individual department:


#5000

Regular pay


#5100

Overtime pay


#5200

Double time pay


#5300

Vacation pay


#5400

Holiday pay


#5500

Bonus pay


#6000

Medical Insurance


#6100

FICA expense (Federal Insurance Contributions Act)


#6200

FUTA expense (Federal Unemployment Tax Act)


#6300

SUI expense (State Unemployment Insurance)


#6400

Workers compensation


#6500

Life & Disability Insurance


#6600

Pension

In these examples, the most commonly used expenses have been given account numbers with a single significant digit to make them easy to remember.  Related expenses are listed in series to easily extract blocks of data.  An inquiry on all accounts beginning with “5” would provide total company wages.  

One implication of a structured chart of accounts is that even a one-location company with a hundred employees may have five hundred to a thousand different account/department combinations.  This quantity of accounts actually may be easier to manage than one quarter of that number using an unstructured numbering scheme because this method uses a logical combination of prefixes and suffixes to make the account numbers.  In the above illustration, if there were 10 departments (including the “00” default department) there would be 160 resulting account/department combinations.   People who work with the account numbers regularly would have little to learn because the most prolific part of the structured chart of accounts, Payroll and Payroll Related Benefits, is normally posted automatically from the payroll software and does not need to be learned.  Even if it was, because “5” means “Wages” and “6” means “Benefits,” it is easy to remember the order within each series where each account segment falls.  Accounts payable clerks have an easy time as well because a structured chart of accounts tends to have far fewer kinds of account bases, letting the account department combinations provide the detail.

Some financial managers make the mistake of preparing financial statements that are of little use because they contain too much detail.  A key to effectively managing a structured chart of accounts is appropriate summarization of data so that it is relevant to each user.  A good summarized income statement should be able to be presented on a single page.  A few pages of “detail” (that would still be at a fairly summarized level) would follow the summary page. 

The use of a structured chart of accounts provides significant benefits beyond budgeting and responsibility reporting. A structured chart of accounts greatly enhances the organization's ability to do cost accounting using activity-based costing by providing a functional organization of costs.  The timesaving for cost accounting can be immense.

Account numbers should be logical and easy to remember.  This reduces coding errors and data entry work.  Avoid using more digits than necessary.  If a company has ten locations, a two-digit location code provides lots of room for growth.  Most companies can comfortably use a four-digit account base.  Account numbers can be easy to remember if successive digits are used to sub-divide higher level categories.  

For example, if  “1” in the first digit means “assets,” the second digit might be used to further delineate asset categories: 

10XX 
for Cash

11XX
 for Accounts Receivable

12XX 
for Inventory

15XX 
for Fixed Assets

16XX 
for Accumulated Depreciation

Accounts that are not associated with a department should be avoided.  For instance, “Cleaning Supplies” or “Office Supplies.”   The maintenance department controls cleaning supplies and these supplies should be budgeted as an expense of that department.  If someone in Accounting handles office supplies, the expense should be included in that department’s budget.  Alternately, some companies charge office supplies to each department or location according to actual usage.  A commonly used method of assigning costs to a department is that expenses are assigned to an expense category for which the person authorizing the purchase is responsible.

Some organizations will automatically apportion costs among departments or locations according to a specific measurement of that area’s consumption of the resource.  For instance, floor-space costs such as rent and utilities may be automatically distributed according to the floor space used by each department.  This helps categorize costs by function, which may later be further divided by activity.  When costs are assigned using cost driver statistics, each manager should be able to reduce their portion of assigned cost by giving back resources such as office space.  

Structured methods should also be utilized within the balance sheet where appropriate.  If a company has many locations, the location code in the balance sheet may be used to associate bank accounts, inventory, and fixed assets with various locations.  The ability to extract asset and liability information by location will ease the preparation of tax returns for various states and municipalities.
Account numbers for prepaids, withholdings, and accrued liabilities can be made easy to remember by combining balance sheet and income statement prefixes.  Thus, if the format for withholdings is #21xx (where xx is a sequence number), accrued liabilities are #22xx and federal income tax expense is #9900, then #2199 could be “Withholding – Federal Income Taxes,” and #2299 could be “Accrued Liability - Federal Income Tax.”  This method improves the ability to memorize account numbers.

This material was adapted from the book Pricing for Profitability:  Activity-Based Pricing for Competitive Advantage by John L. Daly, published by John C. Wiley & Sons, New York.
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