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1) Reading review questions

a. What is the basic purpose of the acquisition / payment process?  The basic purpose of the acquisition / payment process is to ensure that organizations purchase the inventory they need, when they need it and timely pay for it.
b. What steps do companies commonly complete as part of the acquisition / payment process?  The steps are: (a) request goods and services based on monitored need, (b) authorize a purchase, (c) purchase goods / services, (d) receive goods and services, (e) disburse cash and (f) when necessary, process purchase returns.
c. What documents are important in the acquisition / payment process?  Documents include: purchase requisition, purchase order, receiving report, vendor invoice and check.
d. What risks do managers face as part of the acquisition / payment process?  What internal controls help reduce exposure to those risks?  Risks (and related internal controls) include: ordering unneeded goods (institute a system for monitoring inventory levels, require justification for unusual orders or orders over a specified dollar amount, specify the business purpose for ordered goods); purchasing goods from inappropriate vendors (develop and enforce a conflict of interest policy,   establish criteria for supplier reliability and quality of goods, create strategic alliances with preferred vendors); receiving unordered or defective goods (match receiving reports with approved purchase orders, inspect goods before accepting a shipment, insure products en route); experiencing theft of inventory and / or cash (establish an internal audit function, reconcile bank statements promptly, separate authorization, custody and usage functions for both inventory and cash, install employee monitoring systems, bond employees who handle high-value goods); making errors in paying invoices (require document matching before issuing a check, employ information technology to take advantage of available discounts, stamp documents “paid” to avoid duplicate payments).

e. Prepare a response to the questions for this chapter’s opening vignette.

1. Which element(s) of Porter’s value chain are enhanced through the use of RFID?  At least three parts of the value chain would be enhanced through the use of RFID:  inbound logistics, outbound logistics and marketing / sales.  All three areas would benefit from improved inventory tracking.
2. What are the steps in the acquisition / payment cycle?  Which steps benefit most directly from RFID?  The acquisition / payment cycle comprises six steps:  (a) Request goods and services based on monitored need.  (b) Authorize a purchase.  (c) Purchase goods / services.  (d) Receive goods and services.  (e) Disburse cash.  (f) when necessary, process purchase returns.  Steps (a) and (d) would benefit most directly from RFID, as it can help monitor inventory levels and make the receiving function more efficient.

3. What are the risks associated with RFID?  What internal controls would help address those risks?  Any form of information technology presents risks for an organization; RFID is no exception.  The risk of missing tags could be addressed via an inspection process; incorrectly coded tags could be minimized by employing echo checks and independent checking.  RFID tags require a power source, so there’s also a risk of power failure; it could be addressed by periodic monitoring of power levels.

2) Reading review problem

a. What risks is Dreambox exposed to based on the preceding narrative?  Risks include:  late payments, insufficient cash on hand, delays in the mail system, information technology breakdowns, theft of cash and / or other assets.

b. What internal controls would you recommend to address those risks?  Internal controls include:  filing invoices by date to ensure they are paid promptly, maintaining adequate cash reserves, developing a cash budget, transmitting payments electronically, backup IT systems and physical safeguards for assets like supplies and equipment.

c. What documents would Dreambox use to complete the transactions mentioned above?  Vendor invoices and checks would be the primary documents in this system.  Inventory-related documents are unnecessary since Dreambox sells a service, not a product.

3) Making choices and exercising judgment
Use your school’s library to locate the Kishel and Kishel article in this chapter’s references.  Read the article, and discuss the costs and benefits associated with each type of insurance coverage discussed.  Considering the risks of the acquisition / payment process in the chapter, which risk management approaches would you consider most appropriate for each one?  Why?  The article discusses insurance coverage in six major groups: property (such as fire insurance), liability insurance, workers’ compensation, business interruption, crime / dishonesty (such as burglary or robbery) and personal insurance.  In each case, the most obvious cost is monetary—premiums must be paid, deductibles must be met.  In addition, policies must be reviewed and updated periodically.  The upside benefits are “peace of mind” and monetary compensation when insured events take place.
The table below provides one correlation between the types of risk and forms of insurance:

	Risk
	Insurance

	Ordering unneeded goods
	Property insurance would guard against damage to inventory on hand.  However, virtually no insurance company is likely to insure against human error.

	Purchasing goods from inappropriate vendors
	Inappropriate vendors may involve fictitious vendors and / or conflicts of interest.  Crime / dishonesty insurance may be appropriate.

	Receiving unordered or defective goods
	As with ordering unneeded goods, property insurance could help here.  If defective goods caused any sort of worker injury, workers’ compensation would also be helpful.

	Experiencing theft of inventory and / or cash
	Any of the various categories of crime / dishonesty insurance (e.g., fidelity bonds) would reduce this risk.

	Making errors in paying invoices
	If the errors were deliberate, resulting in embezzlement, crime / dishonesty insurance would be appropriate.  Otherwise, insurance may not be the best way to cope with the risk.


4) Field exercises

Because the field exercises involve original research and will vary significantly from student to student, I’m not including any suggested solutions to them.  If your students produce particularly outstanding responses and you’d like to send them to me, I’ll post them on the book’s web site.  Let me know if this lack of suggested responses to field exercises is a major inconvenience for you.
5) Modeling acquisition / payment processes
a. Figure 12.1 presents a Level Zero data flow diagram of the acquisition / payment process.  Based on directions from your instructor, complete at least one of the following three tasks:  (i) decompose Process 1.0 in a Level One DFD, (ii) prepare a systems flowchart of the acquisition / payment process, (iii) prepare a REAL model, with cardinalities, of the process.

The Level One DFD of Process 1.0 might look like this:
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Here’s a sample systems flowchart of the acquisition / payment process:
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Finally, a REAL model:
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b. The library at Big State University routes all purchase requests through its requisitions department.  Faculty, staff and students can suggest titles for books, periodicals, electronic media and other items via e-mail or by using a paper form sent to the requisitions librarian.  The requisitions librarian tracks the various requests in a database; once at least ten requests for the same item have come in, the requisitions librarian orders it from an appropriate vendor using a standard purchase order.  The requisitions librarian e-mails the requestors to tell them the item has been ordered and files a copy of the purchase order by title.  When the item is received, the receiving clerk matches it against the purchase order supplied by the requisitions librarian; if it matches, the item moves out of the receiving department into the library where it is filed.  A copy of the receiving report goes to the requisitions librarian and to the financial services department; financial services clerks match the invoice against the receiving report and purchase order.  They also reconcile any differences between them with the vendor.  Invoices are paid on a monthly basis according to the company name of the vendor; for example, vendors starting with “A through C” are paid the first five days of the month.  The financial services clerk creates a payment packet of all relevant documents, stamps “Paid” on the top and files it alphabetically by vendor name, and by date within vendor name.  Create a flowchart or data flow diagram that depicts the preceding process.
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c. The four articles listed below summarize acquisition / payment processes in various organizational contexts.  Working with a group of students, select one of the four articles.  Prepare a one-page summary of the acquisition / payment process described in the article you select, then create a flowchart or data flow diagram that depicts your summary.  You’ll have to use some creative and critical thinking skills to fill in some of the details in each case.

· “Easing into E-Procurement with Indirect Spend” by David Hannon in Purchasing.  February 19, 2004, pp. 35 – 36.

· “P-card Makes Purchasing Easier” in CA Magazine.  Available online at http://www.camagazine.com/index.cfm/ci_id/22700/la_id/1.htm.
· “Building a Print Spend Supply Chain” by Susan Avery in Purchasing.  November 18, 2004, pp. 51 – 52.

· “Ordering Books from APHA Now Easier than Ever Before” in Nation’s Health.  October 2004, p. 5.

This solution is based on the CA Magazine article.  The article describes the process as follows: “Here is how it works: A p-card is issued to the cardholder, and is mapped to a general ledger account of the firm's accounting information system. When the cardholder places an order, the supplier obtains the card issuer/bank's authorization, provides the goods/services and obtains payment from the bank. The cardholder receives a p-card statement from the card issuer, and reviews and approves it. A single electronic statement. . .is sent from the bank to the firm and processed for accounting entries. Finally, the firm makes payment to the bank.”  A Level Zero DFD for the process from the firm’s point of view might look like the one below.  Note that the DFD is drawn from the firm’s point of view; therefore, the cardholder, supplier and bank are external entities.  And, any activities of the cardholder are outside the system boundary.
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6) Document design

The chapter presented examples of a purchase order and a purchase requisition; it also pointed you to a web site with information about a receiving report.  Consider the Dreambox Creations vignette that opened the chapter; use the examples and your imagination to design at least one of the three forms for its acquisition / payment process.  Use whatever form of information technology your instructor specifies.  Responses will vary significantly by student.
7) Acquisition / payment transactions

As of January 31, 2005, the accounts payable subsidiary ledger of ABL Corporation revealed the following information:


[image: image6.emf]Vendor name Invoice # Invoice date Invoice amount Terms

FNA Corp. 5525 1/6/2005 1,700 $              2 / 15, n / 30

FRS Corp. 6217 1/15/2005 1,840                 3 / 15, n / 60

CNF Corp. 1457 1/18/2005 1,350                 2 / 10, n / 30

APR Corp. 8071 1/22/2005 550                    2 / 10, n / 30

CRL Corp. 4687 1/29/2005 360                    2 / 10, n / 30


ABL uses a perpetual inventory system; purchases are debited to Inventory and credited to Accounts Payable.  The terms shown in the table above apply to all purchases from a given vendor.  During the month of February 2005, ABL completed the following transactions related to its acquisition / payment cycle:

	Date
	Transaction

	1
	Purchased equipment for use in the business from FRP Corporation.  List price, $10,000.  30% cash down payment, with the remainder on a 3-month, 12% note.

	2
	Purchased inventory on account from CNF Corporation, $1,500.

	3
	Paid amount due to CRL Corporation.

	11
	Purchased supplies on account from FNA Corporation, $700.

	13
	Paid amount due to CNF Corporation.

	17
	Purchased supplies on account from FNA Corporation, $500.

	20
	Paid total amount due to FNA Corporation.

	21
	Paid half the amount due to FRS Corporation.

	24
	Returned unused materials to APR Corporation, $100.  The materials were part of Invoice #8071.

	28
	Accrued one month’s interest on note payable to FRP Corporation.

	
	


a.  Record the preceding transactions in general journal format.

[image: image7.emf]1-Feb Equipment 10,000 $       

Cash 3,000 $       

Notes payable 7,000          

2-Feb Inventory 1,500 $         

Accounts payable 1,500 $       

3-Feb Accounts payable 360 $            

Cash 353 $          

Inventory 7                 

11-Feb Supplies 700 $            

Accounts payable 700 $          

13-Feb Accounts payable 1,350 $         

Cash 1,350 $       

17-Feb Supplies 500 $            

Accounts payable 500 $          

20-Feb Accounts payable 2,900 $         

Cash 2,876 $       

Supplies 24               

A/P:  $1,700 + $700 + $500

Cash:  ($700 + $500) * 98% + $1,700

21-Feb Accounts payable 920 $            

Cash 920 $          

24-Feb Accounts payable 100 $            

Inventory 100 $          

28-Feb Interest expense 70 $             

Interest payable 70 $            

$7000 * 12% * 1 / 12



b.  In addition to that provided by the journal entries, what information would you want to capture in a database about the transactions?  Vendor names and related information, staff names & information, estimated life & salvage value of equipment, exact inventory items and supplies purchased, reason for returning materials.
8) Document information

The documents discussed in this chapter are listed below on the right.  Various information items that might appear in them are listed on the left.  For each information item listed on the left, indicate the document(s) in which it would most likely appear with the appropriate letter.
1. B, C, D, E
2. A, B
3. B, C, D
4. B
5. A
6. A through E
7. B, D
8. D, E
9. B, D, E
10. E
9) Risk and internal control classification

Consider the five risks and related internal controls presented in the chapter.  Use the taxonomies presented in Chapter 4 to classify the risks as financial, operational strategic or hazard and the controls as preventive, detective or corrective in nature.  Be prepared to discuss your classifications.

1. Ordering unneeded goods: operational
a. Institute a system for monitoring inventory levels.  preventive
b. Require justification for unusual orders or orders over a specified dollar amount.  preventive
c. Specify the business purpose for ordered goods.  preventive
2. Purchasing goods from inappropriate vendors: operational
a. Develop and enforce a conflict of interest policy.  Preventive, corrective
b. Establish criteria for supplier reliability and quality of goods.  preventive
c. Create strategic alliances with preferred vendors.  preventive
3. Receiving unordered or defective goods: operational
a. Match receiving reports with approved purchase orders.  Preventive, detective
b. Inspect goods before accepting a shipment.  Preventive, detective
c. Insure products en route.  Corrective
4. Experiencing theft of inventory and / or cash: financial
a. Establish an internal audit function.  Preventive, detective
b. Reconcile bank statements promptly.  Detective
c. Separate authorization, custody and usage functions for both inventory and cash.  Preventive
d. Install employee monitoring systems.  Preventive, detective
e. Bond employees who handle high-value goods.  Corrective
5. Making errors in paying invoices: operational
a. Require document matching before issuing a check.  Preventive, detective
b. Employ information technology to take advantage of available discounts.  Preventive
c. Stamp documents “paid” to avoid duplicate payments.  Preventive
10) Internal controls (CMA adapted, June 1991)
Brock Company is a manufacturer of children’s toys and games.  The company has been experiencing declining profit margins and is looking for ways to increase operating income.  Because of the competitive nature of the industry, Brock is unable to raise its selling prices and must either cut costs or increase productivity.

As the company purchases a variety of raw materials, the volume of paperwork in the Accounts Payable Department is very large, and there are several accounting clerks involved in processing and paying the invoices.  The repetitive nature of this work leads to errors because of inattention to details such as part numbers and unit prices.  These errors have led to double payments, payments for goods not yet received, and delays in the receipt of raw materials because suppliers that should have been paid have not been paid.  These situations often require a great deal of supervisory time to resolve.
The department manager has recommended that increased emphasis be placed on quality control.  This would be achieved by increased monitoring of daily output, curtailing talking among staff members and strict adherence to work hours.  All errors would be discussed with the employee, and the staff would be informed that performance evaluations will be negative if errors are not reduced.
Comment on the costs and benefits of Brock’s proposed new internal control system in Accounts Payable.  Suggest an alternative system that would achieve the same results.
While the proposed system may cut down on errors, employees are likely to feel resentful at such a radical change.  Effectively, the system is moving toward a “Theory X” model, which assumes that employees are inherently lazy and must be closely supervised to ensure optimal results.  Many of the internal controls discussed in the chapter would be very helpful in this system: increased use of information technology, stamping documents “paid” when checks are written, inventory monitoring systems, document matching and assigning employees to specific vendors.
11) Internal control analysis (CMA adapted, December 1992)
LCK Corporation manufactures small tools, such as hammers and screwdrivers.  Many of LCK’s employees pocket some of the firm’s manufactured tools for their personal use.  Since the quantities taken by any one employee were typically immaterial, the individual employees did not consider their actions detrimental to LCK.  As the company grew larger, management instituted an internal audit department.  The internal auditor charted gross profit percentages for particular tools and discovered higher gross profit rates for tools related to industrial use than for personal use.  Subsequent investigation uncovered the fraudulent acts.

As an internal auditor, what steps would you take to uncover the fraud?  What additional internal controls should LCK Corporation institute to prevent this problem from occurring in the future?
A review of purchase orders, receiving reports and cash payments, coupled with periodic inventory counts, would establish a correlation between what “is” on hand and what “should be” on hand.  If the documents supported the allegations of fraud, an internal auditor might determine which employees had access to the inventory, and proceed to interview them.  Internal controls that could prevent similar problems in the future include: video surveillance systems, electronic tagging on tools (such as those used in high-end retail stores), keeping tools physically secure and limiting the employees authorized to access them.
12) Crossword puzzle

Please complete the puzzle below using terminology from the chapter.
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13) Terminology

Please match each item on the left with the most appropriate item on the right.
1. J
2. C
3. F
4. I
5. D
6. G
7. A
8. B
9. E
10. H
14) Multiple choice questions
1. A
2. C
3. C
4. C
5. B
6. C

7. C

8. C

9. D

10. A
14)  Statement evaluation

1. B A bill of lading is required if the goods need to be shipped.


2.  B  The number of processes will vary between organizations.

3. C

4. B A conflict of interest policy alone does not ensure strong internal control.


5. C

6. B The form of documents will vary across organizations.

7. A

8. B Events such as purchasing insurance can be triggered by the passage of time.

9. A

10. C

15)  Process relationships

a. 1


b. 8

c. 7

d. 9

e. 10


g. 2

h. 3

i. 6

j. 5
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