MEAR IMAGE INC.

PERMANENT FILE

REVENUE CYCLE

· IMPORTANT POINT!!  Procedures and controls over other functions are provided in abbreviated form so you can understand the flow of the work and control techniques affecting more than one function.  The billing function procedures and controls are listed in detail.  If a control you think is necessary is not described, you should assume the client does not have it and you should consider whether any audit risk exists as a result.

ORDER ENTRY FUNCTION –
Except for small walk-in orders that are produced on the local office equipment and recorded on the cash register, most orders are from established customers with accounts.  When the clerks receive the orders from customer representatives or from MII’s messengers, they are normally accompanied by standard preprinted, prenumbered multi-part production order forms.  If not, the counter clerks prepare a production order form from the information provided by the customer representative bringing in the order.

Authorized customers are provided with supplies of production order forms, imprinting equipment, and a plastic plate for imprinting the customer’s name and account number on the form.  MII does not attempt to account for all the production order form numbers but uses them for reference numbers when communicating with customers regarding orders in process and when tracking orders in the production scheduling system.  Normally, the clerks know all the established customers in their office, but if they don’t know a customer bringing in a production order, they call up the approved customer list on their terminal and check the account.

Once the production order has been reviewed and approved, the clerk  enters it on the production scheduling system.  The customer’s control copy is given to the customer representative if it was not retained at the customer’s office.  Another copy is retained in the originating office in an open file sorted by customer account number, which approximates alphabetical order.

PRODUCTION CYCLE INTERFACE –
The order (i.e. the materials to be printed or copied) and remaining copies of the form are sent to the production facility.  There, the orders are produced by printing or copying, or warehouse clerks pull the orders for office supplies.  All data necessary for billing (numbers of documents, descriptions of printed material, office supplies pulled, time
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by graphics, layout and wordprocessor specialists, computer usage, messenger pick-up and delivery, etc.) are recorded on the production order forms.

SHIPPING FUNCTION –

When completed, the orders are turned over to the messengers for delivery directly to the customers or back to the originating office for customer pick-up.  (MII’s messenger charges are less than normal express delivery charges but are still high enough that most customers pick up their own orders; however, many professionals with limited office personnel and the ability to charge out-of-pocket costs directly to clients are willing to pay MII for messenger service.)  Messengers sign a log for each order they take from the production facility, and the personnel at the originating offices or the client’s offices sign for each order they receive from messengers.

The billing copy of the production order (the pink copy) is detached at the production facility by the production clerks and placed in a wire basket after the order is completed.  As indicated below, the billing clerks periodically pick up the completed production order forms and use them to produce the related sales invoices.  If the production clerks fail to remove the pink copy of the production order and put it in the wire basket, no invoice for that order will be produced and no sale will be recorded.

Customers pick up their orders at the originating offices by presenting their control copies of the orders to the counter clerks.  The counter clerks pull the production order form from the open file and have the customers sign the file copy.  The customer’s copy and the file copy are canceled by stamping “DELIVERED_____” and recording the date delivered.  The copies and/or supplies are then turned over to the customer’s representative.  

The clerks then call up the order on the production scheduling system and enter it as a completed production order, thus, deleting it from the production scheduling system.  A memo file of completed orders is maintained by the production scheduling system for a month afterwards to enable employees to respond to billing questions raised by customers.

At the production facility, Marianne Chandler reviews the open orders on the production scheduling system on her terminal every day to make sure any aged uncompleted production orders are followed up promptly.  Very few production orders stay on the system more that two days, and most of the exceptions clear out on the third or fourth day.  These items usually result from delays by the customers in picking up orders.

At each originating office, the original file copy of the production order and the copy returned from the production facility are stapled together and bundled with other production orders delivered that day.  The bundles are filed in day order in binders.
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BILLING FUNCTION –
During the day, the two billing clerks pick up baskets of completed production orders from the production facility as they complete the prior basket.  They enter the production orders into the billing system, which provides a standard input template and performs a variety of edit routines.  The edit routines check the customer account number and include alpha/numeric checks to make sure no alpha characters are entered in numeric fields and no numbers in alpha fields.  Entering the customer’s account number pulls up the customers billing name and address.  The billing clerk checks this against the data imprinted on the order form.  Any differences are followed up and corrected before the related invoices are produced.

The clerk then enters the product and service code numbers and quantities.  The billing system routines then address the approved price file, compute the transaction, and print the invoice.  At the same time, the system automatically posts the transaction to the sales journal.  At the end of the day, the billing system summarizes the sales activity and produces a standard summary journal entry for the day.  The next morning, the Chief Accountant posts the daily journal entry to the separate general ledger system.  (Files produced by the billing system are later used to update the accounts receivable system.  Other files produced from the billing system are used as input for marketing and inventory control systems, but these systems do not directly affect the financial accounting systems.)

Since MII offers lower rates for higher volumes of documents copied or printed, the clerks have to be aware of when the different price code numbers for volume have to be entered and adjust the quantities indicated on the order.  For instance, if a customer ordered 600 copies of a document, he would be billed at the rate for 500 at one price and the 100 at a higher price.  The billing clerk would have to enter one unit of 500 and one unit of 100.

After the invoices are printed, the billing supervisor reviews them for reasonableness.  The supervisor also checks the posting of data from the production order form to assure all items were included and were included with the correct description and quantity at the correct price.  The supervisor typically finds errors on less than 1% of the 2,500 to 4,000 invoices processed daily.  The exceptions found tend to relate to mistakes in input.  The most frequent errors relate to bad price codes since this process is fairly complicated and requires judgment by the billing clerks.  Other common exceptions include wrong quantities and line items on production orders being omitted from the invoices.  To clear the exceptions, the billing supervisor indicates the error on the invoice with a red felt-tipped pen and returns it to the billing clerk for correction.  After a new corrected version of the invoice is printed, the billing clerk submits it to the supervisor, who checks to make sure the correction was made properly.  The original erroneous invoice is then attached to the file copy of the corrected invoice.
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The invoices, which include a tear-off cash remittance form, are stuffed and mailed by the billing clerks each day.  (However, since some of the invoices are for relatively minor amounts, some customers do not pay on an invoice-by-invoice basis but pay based upon the statements mailed out just before the end of the month.  Many professional customers like to have their statements before the end of the month so they can include these costs in their own bills to their clients.  This also minimizes their cash flow drain from having to pay MII before they can collect from their clients.)

To assure that all orders are billed, when the sales journal file is produced for the day, the billing system performs a matching routine between the customer order numbers listed on the invoices and the orders deleted from the production scheduling system.  An exception report listing all deletions from the production scheduling system for which there is no invoice and, likewise, listing all invoices for which there is no deletion from the production scheduling system is produced.  On a typical day the exception report includes 20 to 30 exceptions.  Almost all (90%) of the exceptions are invoices for orders the customers have not yet picked up and have not, therefore, been deleted from the production scheduling system.  The remaining exceptions (10%) are deletions from the production scheduling system for which no invoice was produced.  These exceptions arise when the production clerks fail to remove the pink billing copy of the production order and put it in the wire basket after they complete an order.  On the following day, the billing clerks follow up on every exception listed.

For the invoices with no deletion, the clerks look up the order on the production scheduling system screen to see if the customer picked up the order the next morning.  If so, the clerks indicate that disposition on the exception report.  The clerks will continue to check the remaining exceptions until noon the second day.  On most days, all the orders on the exception list will have been picked up by then.  If any orders have not been picked up by then, the billing clerks call the originating office involved and have them give the order to the messengers to deliver directly to the customer.  The marginal cost of the delivery is less than the cost of having undelivered orders stack up on the shelves in the originating offices.  This kind of exception normally has no financial statement impact since the related revenue has already been recorded on the sales journal.  However, if somebody gained unauthorized access to the billing system and added fraudulent sales invoices to the daily sales journal file for orders that never existed, this type of exception would represent an overstatement of sales and accounts receivable.  The client’s control technique has never disclosed any such unauthorized additions to the sales journal.

For the exceptions involving deletions from the production scheduling system for which no invoice was prepared, the billing clerk calls the originating office to see if the pink billing copy of the production order is still attached to the file copy of the order.   If it is, the originating office sends it to Burbank the next time the messengers arrive.  If not, the originating office makes a photocopy of the file copy of the production order and sends the photocopy to Burbank.  The billing clerks then prepare the necessary invoice from 
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either the pink copy or the photocopy of the completed production order form.  This kind of exception would have financial statement impact if not properly cleared since the revenues related to the order would not be recorded until an invoice was created.  

The billing clerks document the disposition of each exception in the space provided on the exception report.  All exceptions are cleared within two days.  After two days, Granny Johnston, the Controller, reviews the completed exception report to assure that the noted dispositions are appropriate and that all exceptions have been disposed of.  He then signs the report.  The completed daily reports are filed in a binder by month and are stored in the billing department.  

This exception report and the related procedures help to assure that all and only authorized orders are billed and recorded.  Also, if someone were to enter the billing system on an unauthorized basis and add or delete invoices on the sales journal, the matching routine would detect those unauthorized changes.  It would not detect an authorized invoice on which someone had made an unauthorized alteration of amount, however.

MII records sales based upon the point produced, not upon the point of shipment or delivery to the customer.  There is normally not a material amount of sales involved since most orders, especially larger orders, are picked up as soon as MII can get the job done.  In addition, the custom nature of the services and products MII provides dictates that the most critical aspect of revenue recognition is production - not delivery.  Physical delivery is of little significance in the creation of revenue in MII’s operations.  Even if a customer never picked up an order, MII would still expect to be paid for the order.

Although the amounts required for posting the sales journal are automatically produced by the billing system, that system is not integrated with the general ledger system.  As a result, the Chief Accountant enters the sales journal daily to the general ledger using the standard journal entry produced by the billing system.  Granny Johnston reviews each daily entry, checks the posting to the general ledger system on his terminal and signs the entry form.

In addition, the billing supervisor compares control totals, such as the totals of amounts and total number of invoices, generated by the input routines as the billing clerks enter the orders, with the related control totals from the sales journal produced at the end of the day.  There have never been any exceptions.  This control technique helps to assure that all and only authorized orders are billed and recorded accurately.  Also, if someone were to enter the billing system on an unauthorized basis and add, delete, or alter invoices on the sales journal, the supervisor’s check of the control totals would detect those unauthorized changes. 
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ACCOUNTS RECEIVABLE FUNCTION  –
The accounts receivable function maintains the accounts receivable subsidiary ledger.  The subsidiary ledger is a separate computer system from the billing and general ledger systems.  However files produced by the billing and cash receipts systems are used to update the accounts receivable subsidiary ledger on a daily basis.  Bad debt write-offs and sales returns and allowances are the only other activity posted to the subsidiary ledger system.  

The accounts receivable supervisor and one clerk are not allowed to perform any billing or cash receipts functions and are never given access to physical cash receipts.  

The system produces an aged trial balance of accounts receivable daily.  The accounts receivable supervisor reviews it daily and uses it to resolve differences with customers who call with problems or inquiries related to their accounts.  The credit department uses other copies of the aged trial balance to monitor uncollected accounts.  

MII produces and mails monthly statements to its customers to substantiate and evaluate its accounts receivable balances.  Customer exceptions are handled by the accounts receivable staff - never by the billing or cash receipts personnel.   Because of this segregation of functions, it would be virtually impossible for any misdirection of cash receipts to occur and go undetected for very long.

CASH RECEIPTS FUNCTION –

The cash receipts department consisting of a supervisor and one clerk is responsible for opening the mail, recording cash receipts and making deposits in the bank.  (Very little currency is received at the stores and is reconciled with cash register totals on a daily basis, so this is not significant to us for audit purposes.)  

Only these personnel are authorized to handle cash receipts.  Neither the billing nor accounts receivable personnel are ever given access to cash items.  If they need a check to handle a customer problem, the cash receipts personnel will make a photocopy of the check for them.

Mail is received directly from the Postal Service and occasionally from other delivery services.  The cash receipts personnel open the mail in a locked and secured room under taped video surveillance.  The cash receipts are handled only in dual custody.  Anytime someone leaves the room with only one person remaining, both individuals are required to leave and the room is locked until two people are again available.
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Any checks received are immediately restrictively endorsed “for deposit only.”  All cash received has to be deposited the same day.  The clerk posts all cash receipts to the cash receipts journal on the computer.  The cash receipts system includes appropriate edit routines for input.  

At the end of the day, the system produces a daily summary standard cash receipts journal entry.  The Chief Accountant posts the entry the next morning to the general ledger system.  Granny Johnston, the Controller, checks the posting and signs the entry.  The cash receipts supervisor checks control totals on the daily cash receipts journal against the related control totals accumulated by the cash receipts input routines.  Also, once the deposits are made for the day, the Chief Accountant reconciles the totals on the validated deposit slips against the totals on the cash receipts journal.

COLLECTIONS FUNCTION –
The credit department handles the collection function.  The credit department uses the daily aged accounts receivable trial balance to monitor problem accounts.  There are established procedures for steps in the collection process and established management criteria for deciding when to follow up on aged accounts and when to write them off against the allowance for bad debts.  There is a preprinted, prenumbered standard bad debt write-off form.  When the credit manager has decided to write off an account, he must review the credit file with Granny Johnston, the Controller.  If Granny is satisfied with the collection effort and satisfied that the account is uncollectible, he signs the bad debt write-off form.  The accounts receivable personnel are the only ones with authority to post bad debt write-offs to the subsidiary ledger.

ADJUSTMENTS FUNCTION –

The accounts receivable personnel handle adjustments, or sales returns and allowances, to customer accounts.  Based upon their research of comments from customers, the accounts receivable supervisor and clerk prepare a preprinted, prenumbered standard return/allowance form and have Granny Johnston review and sign it.  If necessary, the customer will be asked to return the order and it will be rerun for no additional charge. There are established procedures and management criteria for how these situations should be handled.  As you would expect, the company is very customer oriented, so the returns and allowances policy would be considered liberal.
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