Leaky Accounting
Executive Summary

The accountant is at the forefront of the information exchange. The responsibility for the output inevitably leads back to his/her desk. In an attempt to be co operative and communicative, part of the information exchange is  about obtaining data in an non threatening way and then hopefully having an adult conversation with those involved about either the accuracy of the data or the reasons why the data is not what was expected.

Accuracy

The main issue here is one of denial, quite often in more disorganised businesses where there is no control over purchase ordering, or indeed no budgetary control, those responsible for initiating the purchase quite often do not always comprehend the consequences of their actions. In   more robust supply chain management, for example ,there will be an open order with suppliers to deliver goods at pre determined prices, all the purchaser has to do is state delivery time and quantity. To some extent the financial impact of the transaction is removed from the originator and may rest ultimately with the head of purchasing, or in some cases with the accountant.

When the invoice comes in, it is a fairly straightforward task to agree pricing against pre determined structures. The Denial factor comes in when there are no such controls and when accounts are produced and margins examined, initially there will be a statement such as ‘that cant be right’ or ‘let me have a look at it and come back to you’ hoping that over time the shock of the price may dissipate.

What then happens is a sort of stasis, if no supplier credit is forthcoming then the matter is not usually discussed again, and the denial factor hopes the problem gets swept under the carpet , maybe also there are some  a  diversionary tactics making issues where there are none to cloud over this  ‘mistake’
The accountant may accept that this happens as a one off, where there is a repetition of such pricing errors the invoices may be headed off altogether and may languish on people’s desk waiting for approval which may never come.  This is leaky accounting, the invoice will not get onto the system in good time and may not be brought to senior management’s attention for corrective action swiftly enough. 

Accounting information therefore lacks accuracy because there are leaks in the system. To avoid this , in this instance,  some rudimentary purchase order system, whatever the size of business is vital to avoid this happening. This is just good supply chain governance.

This also happens from time to time on the sales side where over enthusiastic salesmen underprice products to obtain the order and what may have been a ‘one off ’ may in fact be seen by the customer as a new standard price. The use of invoicing is crucial here as the sales invoice should be as accurate as possible, quite often the ‘error’ is not discovered until the credit controller has the temerity to ask for monies disclosed on the ledger as overdue, only then will the sales team be forced to confront the harsh reality that they have undercut the allowed margin, eventually a credit note will emerge, and dependant on the customer, some harm may have been done to the long term relationship, but such leakages of margin due to inaccurate invoicing make the preparation of margin reports very difficult, another example of leaky accounting. To some extent poor purchasing and poor, uncontrolled selling are symptoms of a cultural laxity within the organisation which the vigilant accountant should stop as soon as possible. Leaky accounting like these examples will mean that the management accounts are not timely and not accurate, which in itself will mean that the accountant may not be up to the job .
Variances

The other reasons for leaky accounting are variances, even if we have got to the stage where we can identify accuracy leakages early on, there is still a state of denial to be managed . Are these variance a ‘blip’ or are they the symptom of an underlying shift in the market place. Usually often these variances will be rationalised as one or the other. The question that needs to be asked is how the budgets were set in the first place, if the variance is a ‘blip’ or indeed a timing difference then the position will rectify itself over time. If the variance is a more fundamental issue  then the assmptions in the original budget need to be revisited. Someone will need to ask the question of how sensitive the original figures where and why were there no contingencies in place. In the merry dance that is the budget preparation, the more astute manager will put in some slack, the accountant will recognise it and (maybe)  turn a blind eye or even second guess that a variance will occur and have some provision in along the line. What quite often happens is that without these contingencies it becomes a game of shoot the messenger as the variance  ( if it is not a blip) will be labelled as ‘uncontrollable ‘ by the departmental manager responsible, and due to the  lack of skill of the accountant in this instance it will be the accountant’s fault that these variances  will keep on appearing , usually until the next budget or indeed until the next occupant of the accountancy hot seat comes along. All variances should come with a health warning  that they can seriously damage a career.
Against this leakage of information then comes some serious questions about budgets and accountability and responsibility, more often than not the financial  literacy levels  other mortals within the business tails off quite dramatically when variances occur, leaving the humble messenger to be shot at.

Corrective action

Even at is most simplest, some rudimentary controls such as purchase order system or margin matrices should be in place, leaving various parts of the organisation with some latitude to negotiate, but not at the expense of the business as a whole. Leaky accounting occurs when there are ‘literally) holes in the business process and ‘misunderstandings’ of authority levels and margins. To begin with the budgets, an accountant should take the time and trouble to ensure there are no misunderstandings and that assumptions and sensitivity analyses clearly show how much slack/latitude there is within each line. That way holes can be picked in the budgetary model and the corrective action taken to ensure denial behaviours or ignorance do not occur. Leaky Accounting only occurs where there are holes or gaps in peoples knowledge , both the originator and the user of such data need to be informed that mistakes do happen and variances do occur, but the process of budgetary control and business process design should ensure that such leaks are minimised.
Conclusion

It is the usual story, on the one hand there needs to be an element of planning and control which facilitates the business of business. On the other hand some form of devolved responsibility is required for accounting processes  to be at the sharp end and not directly under the control of the accountant, by getting this balance right any business will not have any leaks in accounting, or dare I say it in profit as a watertight system can assist key decision makers  and can actually improve the business model,

