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Case and Commentary—A Young CPA Stands His Ground
Abstract
Advanced Tech, Inc., is a start-up. The venture capital owners have agreed to another round of funding and brought in a new management team. The president, vice president of sales and vice president of operations are all good friends. To reduce expenses, the operations V.P. is also the acting V.P. of finance, even though he has no accounting background. After an unsatisfactory audit, the controller is fired and Manuel Gonzales, a young CPA, becomes the interim controller. Manuel has worked there less than a year and feels out of his league. Miraculously, on the last day of a critical month, the V.P. of sales announces receipt of an order that provides the business needed to meet the expectations of the venture capital owners. Manuel has to decide how far to push his opinions regarding proper cut offs for shipments-with little support among the management team for his conservative views.

Background
After two years as an auditor for a large national accounting firm, Manuel Gonzales wants to jump into industry. Advanced Tech, Inc., a small start-up company, just won a second round of venture capital money and is looking for an assistant controller. Even a non-technical person like Manuel can see the demand for their product and, if the product is a hit in the market place, Advanced Tech could become a major corporation.

"I could be in on the ground floor," he thought to himself. Advanced Tech had all the ingredients for a big win.

The venture capital company brought in very experienced management from Fortune 500 companies and promised sufficient money to sustain operations for at least a year. If the new product sold well, Advanced Tech could expect a third round of funding. Also, the plant was near his new home. This was important as Manuel and his wife were expecting their second child and Manuel did not want a long commute. Even the worst-case scenario was not so bad. If the company went bankrupt, Manuel could return to public accounting or get a job with another high tech start-up in the area. This was an opportunity he could not pass up.

Growing Excitement
Time passed and Manuel became a solid contributor. Though the controller had all the direct contact with management, as assistant controller, Manuel helped prepare the monthly financials and slides. He understood them and could explain them, too. Advanced Tech grew to 150 employees. Each month, everyone felt the excitement grow as orders and revenue increased. About one year passed and the venture capital owners granted a third round of financing based on a promising new revision of the product. The pressure was intense to increase orders, but Manuel knew that the venture capital owners concentrated most of all on shipments or revenue to indicate the health of the start-up. Shipments meant that Advanced Tech could actually manufacture a product, delight customers, create a brand, establish a market for the products, make money and, ultimately, go public. This would make the venture capital owners and the employees successful.

Because of his CPA experience, Manuel knew about long hours and deadlines. What was new was the sense of power he felt when the monthly results were altered by several percentage points due to his estimates for bad debt and obsolete inventory. Manuel felt like a real businessman. He also realized his responsibility to be truthful and fair when reporting the monthly results. This was troublesome at times, especially when he changed his method of estimating. Judgment was the only guiding light. Manuel took comfort in knowing that the controller reviewed all estimates and had ultimate responsibility for the financial statements.

Then it happened. In an effort to keep expenses low, the accounting department always had insufficient people. The accounts payable and accounts receivable were not clean and reconciled. The year-end audit results reflected these weaknesses. When the controller reported the situation to the new management team, the controller was fired and Manuel was named the interim controller until a permanent replacement could be found. Unfortunately, the month-end close was coming up and it was a critical month. The venture capital partners expected growth in revenue this month. The management staff was highly experienced so they did not encourage unethical behavior, but Manuel felt very uncomfortable being the sole judge of whether the financial statements were fairly stated. Moreover, as the lame duck interim controller, Manuel felt out of his league-and believed that everyone knew it.

The Problem
As the month-end approached and a visit from the venture capital owners loomed, Manuel anxiously watched shipment levels. The manufacturing facility was located a mile away, and after long days at the office Manuel did not normally go to the plant at month-end to review for proper shipment cutoffs. Manuel had not worried about cutoffs very much except for the annual wall-to-wall physical inventories. About 4:00 pm on the last day of the month, Manuel received word that marketing had just received a large order. Marketing felt this order and the shipment it represented would provide the revenue Advanced Tech's owners required for the month. Manuel didn't see how manufacturing could convert an order to a shipment so quickly and he felt that the accounting rules were being stretched. Would he need to monitor the manufacturing plant this weekend for proper cutoff of shipments?

"I have plans this weekend with the family." he thought to himself.

Manuel went to his office, closed the door and asked himself several questions. When does a shipment physically occur? When it rolls off the production line? When the product is placed in a box and the box taped shut? When the address label is put on the box? When the box is placed on the loading dock? When the box is placed in the freight truck? When the truck leaves the premises? If the freight company's last pickup is at noon; should you count boxes that are labeled and placed on the shipping dock that afternoon and ready for pickup by the freight company the following workday? What if the freight truck only came twice a week and month-end was two days after the last freight pickup? His CPA training did not touch on these questions.

The Options
Manuel tried to call two audit managers at the CPA firm where he once worked. Neither one was available. Manuel had to act immediately, but he was on his own and didn't have a lot of experience. He had done inventories back in his audit days, but that did not prepare him for this dilemma. Manuel knew that the V.P. of marketing was a very experienced, hard-charging salesman who avoided accountants and focused totally on winning deals. He took pride in solving problems, meeting sales objectives and openly viewed accounting rules as anti-sales. Manuel knew that the V.P. of marketing would not listen.

"Maybe the order came from his friend who will cancel the order in a month or two," Manuel thought to himself cynically. "This would allow Advanced Tech's sales team to make their numbers for the month and, in their eyes, save the company. That would work for this month but would put us in a bigger hole next month."

Manuel dismissed this thought as it was not year-end and he would give them the sales team the benefit of the doubt. Besides, he monitored order cancellations and returns each month. If the order was bogus, he would see the cancellations when they came in. He realized that a natural tension existed between sales and accounting and that he was the company police. Like it or not, he had the final say.

"And what would that final say be?" he wondered.

Executive Input
The V.P. of operations, Duane Phipps, was the acting V.P. of finance, so Manuel quietly walked to his office and knocked.

Duane was at this desk. "Come in Manuel. How are you doing?"

"Hello, Mr. Phipps. I am doing fine, thanks. Mr. Phipps, we have a problem. Regarding this new order that just came in, I'm not sure manufacturing can get the products boxed and labeled and on the truck before midnight tonight so I can count them as shipments."

"Now Manuel, let me tell you that many companies count shipments if the product has an order attached and it is in the finished goods area essentially ready to ship," countered Duane.

"Oh, really. I thought the product had to be physically on the truck in legal possession of the carrier and on its way to the customer," said Manuel.

"Oh no. That is not how it is done in my experience," Duane said.

"Well, I am in a tight spot here, Mr. Phipps, but I will not let us count a product as a shipment just because it is in the finished goods area," said Manuel, with more confidence in his voice than he really felt.

Manuel and Duane discussed industry practices for a few more minutes. The V.P. of operations was unconvinced but relented and said he would notify management.

That night after dinner, Manuel finally reached his contacts at his old CPA firm. One contact said that the shipments had to be on a third-party truck and the other said that the product didn't need to be in a box but could be counted if it was in the finished goods/shipping area and had an order attached to it at midnight. In other words, there was no clear answer and it was up to Manuel's judgment. That evening, Manuel and his wife and two sons drove to the manufacturing plant to see what was going on. Outside the plant, Manuel noticed the following people's cars: V.P. of operations, V.P. of marketing, V.P. of research and development and the chief executive officer. Manuel entered the manufacturing plant and saw all of the management staff plus their spouses placing products in boxes and affixing address labels. Sheepishly, Manuel approached the V.P. of operations and asked, "How is it going?"

"Fine. We appreciate your ethics even though we may not agree. As a management staff we felt you were young and we did not want to override your authority. You are just trying to do your job, too, so the shipper is on his way now to pick up these boxes" the V.P. said.

Manuel explained, "The two audit managers I discussed this with disagree slightly on exactly when an order converts to a month-end shipment, but I feel that during the year, this is a workable policy. At year-end, however, we will be very clean and the goods must be on the truck. Agreed?"

"Agreed." said the V.P. of operations.

On the way home, Manuel looked at his wife and sons and sighed with relief. It would be a good weekend after all.
CLASS EXERCISE
Did Manuel do the right thing? List down what he did right, and what he did wrong, and why.
