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“If good accounting is good for our clients, then good account-
ing is good for the individual practitioner or firm. The CPA who
does not know what it costs him to perform professional services,
or what his services are worth, or what he is actually paid for his
services, hurts not only himself but other practicing members of
his profession.”

“An Accounting System for a Small CPA Firm” by
W. CarL DaLE, The Journal of Accountancy, August 1960
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Fee Determination, Costing and
Budgeting for Accounting Firms

A. INTRODUCTION

ABSORBED IN THE AFFAIRS of his clients, the practitioner may tend
to overlook the importance of a suitable accounting system for his
own office; a system which will provide him with adequate and
informative financial and operating data. The earning power of
an accounting firm depends upon the proportion of practitioners’
and staff time which is spent in revenue-producing work and the
fees earned for that work in relation to cost; for this reason it is
essential to have available with reasonable promptness the data
required to evaluate staff productivity and financial results of the
practice.

The purpose of this bulletin is to outline a method of fee deter-
mination (pricing), labor costing, and budgeting that will enable
a reasonable appraisal of the profitability of a practice. The pro-
cedures developed are meant to provide a guide in the following
four areas of practice management:

Financial and operating results
Employee performance
Individual client profitability

AW b

Time and dollar budgeting

Some of the material in this bulletin may appear beyond the
requirements of a practitioner with a small staff. Such practitioners
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should nevertheless benefit from a review of this bulletin for parts
of it may be immediately adaptable. Some may adopt it fully as a
system to guide their future expansion.

The suggested chart of accounts and procedures included in
MAP Bulletin 14, Basic Financial Reporting for Accounting Firms,
outlines the accounts and primary records needed to produce
over-all financial and operating statements. This bulletin—Fee
Determination, Costing and Budgeting for Accounting Firms—
deals with those procedures and techniques necessary to integrate
record-keeping for constructive evaluation of operations.

The term “costing,” as used in this bulletin, consists of keeping
an informative record of the salaries paid and the related charge-
able time of each individual in producing income from professional
services. It involves the use of an effective system through which the
details of the salary cost incurred in producing income are ascer-
tained and analyzed.

The basic procedure for costing in an accounting firm involves:

(a) Recording time
(b) Summarizing time by productive and nonproductive services
(c) Summarizing productive time by client for billing purposes

(d) Measuring profitability by employee and client



B. MEASURING PROFITABILITY

THE INCREASED RESPONSIBILITIES and work imposed upon practi-
tioners during the last two decades has not resulted, on the whole,
in an increase in income commensurate with that of certain other
professions. It is, therefore, timely for individual practitioners and
firms to consider whether or not they are developing adequate
data to effectively measure the profitability of their practices.

The nature of the services performed and the amount of fees
earned therefrom, as well as their regularity and trend, are all
significant in appraising profitability. In order for these measure-
ments to be helpful in guiding future operations, effective finan-
cial statements and schedules that clearly exhibit the facts must
be prepared.

There are a number of special measurements that may be
developed from income statements, balance sheets, and supple-
mentary financial data. Those presented in this bulletin are most
frequently used by practitioners. Measures of profitability may be
divided into three classes: (1) those that analyze operations in
general; (2) those that analyze employee performance; and (3)
those that analyze client profitability.

The measurements explained here are illustrated in Section C,
“Illustrative Financial Statements” beginning on page 12. (The
statements or schedules in which these measurements are illus-
trated are indicated in parentheses. )



1. Analysis of operations

Income Statement:

a. Percentage of income to gross income by classification of
professional services (Exhibit A)

b. Percentage of salaries and outside services to gross income
(Exhibit A)

C. Percentage of each operating expense to gross income
(Exhibit A)

d. Average hourly billing rate by income classification
(Exhibit A, Schedule 1, “Average Hourly Billing Rate”)

e. Average hourly cost rate based on chargeable hours and
on total hours (Exhibit A, Schedule 1, “Average Hourly
Cost Rate”)

f. Percentage of chargeable hours by classification of pro-
fessional service (Exhibit A, Schedule 1, “Chargeable
Hours™)

Balance Sheet:

The analyses that apply to the balance sheet generally concern
only receivables (Exhibit A, Schedule 1, “Receivable Percent-
ages”):

a. Percentage of current accounts receivable to fees earned

b. Percentage of accounts over 90 days to total billed receivables

c. Percentage of unbilled receivables to fees earned

2. Employee performance

The following statistics are determined monthly, quarterly or

annually for each employee and principal (Exhibit A, Schedule
2):
a. Chargeable hours and total hours

10
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. Percentage of chargeable hours to total hours (productivity

ratio)
Fees earned at standard for the firm in dollars

. Salary cost for each chargeable hour

Salary cost per hour based on total hours

Average hourly billable fee based on chargeable hours
Average hourly billable fee based on total hours
Percentage of salary to fees earned at standard rates

Percentage of fees earned at standard to total standard fees
of the firm

Staff growth listed by principals, accounting staff and others
for this year and last year

3. Client profitability

a.

Number of clients this year and last year (Exhibit A, Sched-
ule 1, “Number of Clients™)

. Number of engagements (or clients) by type of service this

year and last year (Exhibit A, Schedule 1, “Number of
Engagements”)

Number of clients by fee category (ranges $100-$500, $500-
$1,000, $1,000-$2,000, etc., Exhibit A, Schedule 4, “Clients
by Fee Category”)

. List of clients requiring 5 per cent or more of each partner’s

time. The purpose of the schedule is to indicate those clients
that require a disproportionate amount of partners’ time in
relation to over-all client requirements (not shown)

Percentage of actual billings to fees at standard (Exhibit A,
Schedule 3)

Clients lost and gained and annual fee (Exhibit A, Sched-
ule 4)
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EXHIBIT B

COMPARATIVE BALANCE SHEET
June 30
ASSETS 1961 1960
Current Assets $ % $ %
Cashinbankandonhand ...................... 25,641 26.12 23,745 27.13
Notes receivable ............................ 2,000 2,04 _ —
Accounts receivable—current ................... 32,800 33.42 29,100 33.25
Accounts receivable—over 90 days .............. 823 .84 1,450 1.66
Unbilled receivables .......................... 20,000 20.38 17,200 19.65
Unbilled expenses ............ccovievvvnrvnennns 1,800 1.82 1,400 1.60
Total ... e 57,423 58.50 49,150 56.16
Less estimated doubtful accounts ................ 600 .61 1.040 1.19
Total ... . 56,823 57.89 48,110 54.97
Partners’ and employees’ accounts ............... 869 .89 1,050 1.20
Deposits and prepaid expenses .................. 278 .28 308 .36
Total current assets .................... 83,611 85.18 73,213 83.66
Investments 1,300 1.33 — —
Fixed Assets
Leasehold improvements ...................... 4,090 4.17 4,090 4.67
Furniture, equipment and autos Cereeriaeniaeies 26,592 27.08 24,632 28.15
Library ...... ... .. .ol P 634 .65 634 72
Total ... 31,316 31.90 29,356 33.54
Less accumulated depreciation and amortization.... 18,073 18.41 15,052 17.20
Total fixed assets ...................... 13,243 1349 14,304 16.34
Total assets ......................... 98,154  100.00 87,517  100.00
LIABILITIES AND CAPITAL
Current Liabilities
Notes and foans payable ....................... 14,000 14.26 9,000 10.28
Accounts payable ............................ 980 1.00 1,250 143
Unearned income ............................ 4,271 4.35 3,000 343
Employee withholdings ........................ 748 .76 681 .78
Accrued eXpenses ..................iiiieiin. 605 .62 740 84
Total current liabilities .................. 20,604 20.99 14,671 16.76
Long-Term Debt — — 7,500 8.57
Total liabilities ........................ 20,604 20.99 22,171 25.33
Capital
Capital account(s) ............................ 77,550 79.01 65,346 74.67
Total liabilities and capital ............. 98,154  100.00 87,517  100.00

14



EXHIBIT C

STATEMENT OF CHANGES IN PARTNERS' CAPITAL

Year ended June 30, 1961

A B ¢ D Total
Capital—July 1, 1960 .......... $38,321 $18,025 $ 4,500 $ 4,500 $65,346
Add
Income for year (after salaries)
Profit share .............. 20,236 15,176 7,588 7,588 50,588
Interest on capital balances .. 2,454 1,162 325 346 4,287
22,690 16,338 7,913 7,934 54,875
Contributions to capital ....... —_ —_ —_ —_ —
Total ................ 61,011 34,363 12,413 12,434 120,221
Less
Drawings
Profit share .............. 17,427 13,037 6,313 5,894 42,671
Capital .........covvvnnnnn —_ — — — —_
17,427 13,037 6,313 5,894 42,671
Capital—June 30, 1961 ......... $43,584 $21,326 $ 6,100 $ 6,540 $77,550
Percentage of total ............ 56.20% 27.50% 7.87% 8.43% 100.00%

15



EXHIBIT A
Schedule 1
COMPARATIVE STATEMENTS OF FEE INCOME DATA
Years ended June 30, 1961 and 1960
Management Accounting

Auditing Taxes services services
Number of engagements (at 6/30)
1961 ...t 184 236 9 46
1960 ....ciiiiiiiiiiiannn eaneas 173 216 11__ 38
Increase or (decrease) .......... 1 20 (2 8
1961 1960

Standard Actual Standard Actual

Gross fees(a)

Auditing ........... ... il $145,175 $126,332 $126,122 $106,451
TaXeS ..ottt 31,916 34,716 28,296 28,693
Management and advisory services...... 6,985 9,047 8,759 11,498
Other accounting services—staff........ 43,238 41,255 42,444 37,531

227,314 211,350 205,621 184,173
Other accounting services—

outside services .................. 1,300 1,300 1,142 1,142
Total ..., $228,614 $212,650 $206,763  $185,315

() Includes report typing charges, where made.

1961 1960
Receivable percentages
Current receivables to
fees earned for the year............. $ 32,800 1542%  $ 29,100 15.70%
Over 90 day accounts to
total accounts receivable ............ $ 823 245% $ 1,450 4.75%
Unbilled receivables to
fees earned for the year....... e $ 20,000 9.41% $ 17,200 9.28%
% %
of fee of fee
income income
Partner salary allowances
A $ 18,000 8.46 $ 18,000 9.71
B i i, 12,000 5.64 12,000 6.47
- 10,200 4.80 9,000 4.86
) 10,200 4.80 9,000 4.86

$ 50,400 23.70 $ 48,000 25.90
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EXHIBIT A
Schedule 1
(continued)
COMPARATIVE STATEMENTS OF FEE INCOME DATA
Years ended June 30, 1961 and 1960

1961 1960
Standard Actual Standard Actual

Average hourly billing rate

Auditing .......cciviiiiiiniiiiinnn $10.36 $ 9.02 $10.19 $ 8.60
TaXes ....ccvviiiirientnanacansnnns 15.45 16.80 15.37 15.59
Management and advisory services...... 16.67 21.59 16.22 21.29
Other accounting services ............. 8.24 7.86 9.18 8.11
Average ...........c..iunnn. $10.45 $ 9.72 $10.61 $ 9.50
1961 1960
Chargeable Total Chargeable Total
Hours Hours Hours Hours
Average hourly cost rate
Auditing ...........coiiiiiiiiant, $ 5.63 $ 3.59 $ 5.67 $ 3.60
TaXeS t.ovvvveiiniiinirninnieecnanns 8.39 5.35 8.55 543
Management and advisory services...... 9.05 5.76 9.01 5.72
Other accounting services ............. 4.48 2.86 5.11 3.24
Average ..................... $ 5.68 $ 3.62 $ 5.90 $ 4.05
1961 1960
Hours % Hours %
Chargeable hours(a)

Auditing ... 14,013 64.44 12,377 63.85
TaXES vevvvrvniereranisvennssancass . 2,066 9.50 1,841 9.50
Management and advisory services...... 419 1.93 540 2,79
Other accounting services ............. 5,246 24.13 4,625 23.86
Total ... ..., 21,744 100.00 19,383 100.00

(8} Includes report typing time, where made.
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EXHIBIT A

Schedule 4
SCHEDULE OF CLIENTS LOST AND GAINED
For the Year Ended June 30, 1961
Fees
_1959_ 1960 1961
Lost

Ashworth Trucking Company, Inc. ............... $ — $ 560

Gresser Hosiery Mills ..........cooiiiiiinnns 2,300 2,500

Lutter, Carl G. ........coiiiiiiiiiiiiinennn 100 100

Nest-Egg Farms ..........coovviiniiininnnnn 500 600

Rona, Simon, Estate of .................... ... 225 450

Woods, Joan .........cciiiiiiniiianiennnn 50 50

$3,175 $4,260

Gained
Abbott Construction Corporation ............... $ 1,461
Albert Frozen Food Company .................. 581
Benjamin, Gail ............ciiuiieiaiiannnns 75
Filing Systems, Inc. ........... e 1,650
Wall Stationers, Inc. ......covvrvirinnenenn.. 600
Wren Sheet Music, Inc. .............cooeetn. 419
Xenophon Record Shop ...........c.covnnnnnt. 225
Yasuda Import Co., Inc. .........ccvvuvvennnn. 414
$23,586
Clients hy Fee Category

1960 1961
$ 100- 500 ........cciiinnnnn Ceeeeen 150 161
500-1,000 ... 27 31
1,000-2000 ..ottt 16 19
2,0003,000 .....c.ieiiiiiiiiaaeinan, 9 11
3,000-4000 .......iiiiiiiiiiii 7 9
40005000 ........c0ihiniiiiiiinnaan 7 8
5,0006,000 ...........iiiiiii, 3 3
over 6,000 ...l _2 2
21 2

22



D. DEVEL.OPING A COST SYSTEM

THERE HAS BEEN a constantly increasing demand for information
on managing a public accounting practice. Accounting firms are
now experiencing much higher overhead costs as well as spiraling
salary costs. Generally, salary costs constitute about 80 per cent
of a firm’s total expense (this includes a provision for proprietor’s
or partners’ salaries). Therefore, it is important for a public
accounting firm to investigate every possible way of controlling
salary costs through costing and budgeting.

The costing system outlined in this bulletin can be used by
practitioners interested in a convenient and practical method for
assembling charges to clients for services rendered and costing
for these services. The system provides for accurate costing, for
firm growth and for obtaining a great deal of managerial infor-
mation necessary to effectively manage a firm’s activities.

A costing system for an accounting practice should provide the
following:

1. Classification of the type of service rendered on each engage-
ment

2. Accumulation of hours, costs and billable fees for each en-
gagement performed during the year

3. Accumulation of fees earned by each partner and staff member
(before write-ups or write-downs )

4. Accounting for and utilization of each partner’s and staff mem-
ber’s time

5. Adequate information for internal reporting
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1. Classification of services

MAP BurLLETiN 14—Basic Financial Reporting for Accounting
Firms, divides services into four classifications, each of which is
explained in the bulletin. The four general classifications are as
follows: '

1. Auditing
2. Taxes
3. Management and advisory services

4. Other accounting services

Depending on the size and type of practice, it may be desirable
to enlarge upon and further classify certain types of services. The
cost system outlined in this bulletin, however, is predicated on
accounting for the four classifications of services indicated above.

2. Bulling rates

THE sEconp 1TEM in developing a cost system is the method of
determining billing rates. Putting aside the fact that “time alone
may not measure the fee,” and that “we should bill for the value
of the services rendered,” what is the billing rate which should be
generally applied for the staff and partners? Although other fac-
tors®* may be of equal or greater importance, the time element
plays a significant role. It is the major cost ingredient, and cost
provides an irreducible minimum in the establishing of fees.
Properly figured, cost gives a fundamental starting point for the
application of other relevant factors and for the determination of
a reasonable profit. Other factors may be pertinent on occasion,
but cost is always pertinent.

Each person in a firm is generally given a standard billing rate
depending on salary level and years of experience. Some firms

® These are listed in Economics of an Accounting Practice Bulletin No. 3, p. 8.
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use rounded dollar amounts, others may round off to the nearest
dime. It is important, however, to relate the standard billing rate
to an individual’s base remuneration or some other consistent
method so that the rate has a direct relation to the individual’s
salary. Aside from arbitrary billing rates which may vary from job
to job or type of work, the following are the more usual methods
for determining hourly billing rates:

(a) Two times salary divided by estimated chargeable hours

(b) Two and a half times salary plus payroll taxes and fringe
benefits divided by estimated total normal hours (coincides
with per diem rate of 1 per cent of annual salary)

(c) Three times the hourly base salary rate (exclusive of bonus
or overtime payments)

The method for establishing billing rates in this bulletin is
predicated upon method (c), which is a multiple of the hourly
base salary rate for principals and staff (where typing and secre-
tarial services are billed, which is a desirable practice, the billing
rate is determined in the same manner). The reason for this ap-
proach is that it simplifies costing, as further developed later, by
providing a consistent method in which it is known that the stand-
ard billing rate is, say, always three times the direct hourly cost
rate. It also simplifies recording of work-in-process on the clients’
ledger sheets. Salary costs can be readily approximated merely by
reviewing billings at standard since it is known that the salary
rate is pretty much one-third of that amount. Furthermore, write-
ups and write-downs on each engagement can be easily and accu-
rately assessed as to their effect on profitability.

It is a simple matter to determine a man’s hourly cost. The usual
way of determining the cost rate is to divide the annual salary by
the number of normal hours for the year which the man is ex-
pected to be paid. The normal hours can vary from 1,820 hours
for a thirty-five hour week to 2,080 hours for a forty hour week.

Each time there is a salary increase for a staff man, the billing
rate will be increased. Therefore, there will always be a consistent
profit ratio where the over-all percentage of chargeable time does
not fluctuate widely.
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3. Nonchargeable time

THE THIRD ITEM to be considered in developing a cost system is the
method and degree of accounting for nonchargeable time. Non-
chargeable time is generally shown separately on the time report.
The following classifications for nonchargeable time are the most
usual ones:

1. Vacation, holidays and illness (VHI)

Time off (for personal reasons—death in family, visit to doc-
tor, etc., and for time off when given in lieu of overtime
payments)

3. Administration (office management), recruiting, bookkeep-

ing and firm relations (public relations in character, would
include civic activities)

4. Professional activities (committee meetings, national and
state CPA association work, conventions, speeches, articles
for magazines, etc.)

5. Staff training and professional development

6. Unassigned time (includes unassigned time of office per-
sonnel ) :

Some of the classifications that are combined could be recorded
separately.

Other classifications of nonchargeable time in use are:
7. Jury duty and military training
8. Separation (when paid for time not worked)
9. Office outing
10. Firm publications or releases

11. Study (time spent studying to maintain professional pro-
ficiency when such study is required during regular office
hours)

12. Tardiness

Nonchargeable time for secretaries, typists and other office em-
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ployees may also be recorded under the following classifications:

13. Secretarial services not charged

14. Typing services not charged

15. Switchboard, receptionist, etc.

16. Mail department and messenger service

17. Office work (office bookkeeping and library)

The suggested costing procedures that follow make use of the
first six classifications for nonchargeable time which are segre-
gated into two major categories, (1) controllable and (2) non-
controllable. Noncontrollable time covers only vacation, holidays
and illness (VHI), all other nonchargeable time is considered to
be controllable.

Nonchargeable time may be separately costed in the records
according to the time classifications desired. However, the costing
system developed in this bulletin provides for this information to
be separately developed on work sheets and not separately costed.
These work sheets, or time summaries as they are called, are an
integral part of the time records and as such are integrated into
the costing system. (These records are discussed in Section E.)
Nonchargeable time is accounted for under the two headings of
controllable and noncontrollable (VHI) discussed above.

4. Dustribution of salary cost

TuE FourTH ITEM in developing a cost system is the method of
distributing salary costs. Ordinarily, the larger the practice the
less problem there is with indicating salary cost in producing each
classification of income, for it is a simple matter to assign indi-
vidual men on the staff to the various departments—audit, tax,
management services, etc., and to charge these departments with
the salaries of the staff men concerned. The smaller firm, on the
other hand, with its staff performing various kinds of work, has a
problem if it wishes to apportion staff salaries to conform with the
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classifications of income in order to determine a gross profit for
each type of service performed. It can be apportioned, however,
at the end of a period by distributing salaries in proportion to
fees earned at standard.

There are three main ways of distributing salary cost:

(a) By Department
Each person is assigned to a department and payrolls
are distributed by department.
The usual departmental breakdown for salaries is as
follows:
(1) Partners
(2) Audit Staff
(3) Tax Department
(4) Management Services
(5) Typing and Report Department
(includes stenographic section)
(6) Office Management
(includes cashier, bookkeeper, telephone oper-
ator and receptionist )

(b) By Classification of Services
All salaries are apportioned according to the classifica-
tion of services indicated in the time reports as follows:
(1) Auditing
(2) Taxes
(3) Management and advisory services
(4) Other accounting services
A monthly recap of each person’s time distribution pro-
vides the basis for apportioning payrolls. Actual salary cost
is apportioned among the cost classifications, which con-
form to the income classifications.

(c) By Classification of Staff
All salaries are charged to staff salary classifications as
follows:
Salaries — partners or proprietor
Salaries — accounting staff
Salaries — office staff
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As mentioned previously, the first method lends itself to the
operation of a large office and by its separate cost classification is
not suitable for small and medium-sized practices. Some medium-
sized practices, however, may be in a position to use it.

The second method gives the actual cost breakdown for per-
forming the various classifications of service. In view of the extra
effort involved in apportioning salaries by this method, it should
be ascertained whether or not this breakdown is desired prior to
adoption for record-keeping purposes. This method becomes cum-
bersome when overtime payments are involved or when annual
bonuses are apportioned throughout the year. Nevertheless, there
is no reason why this cost breakdown cannot be prepared annu-
ally from the annual totals shown in the individual time sum-
maries (page 35) by apportioning the annual earnings for each
individual among the income classifications based on total charge-
able time.

The third method is by far the simplest method for record keep-
ing in the small or medium-sized practice and is the method
described in detail in this bulletin. It provides for the keeping of
separate work sheets for determining profits on each engagement,
and profits generated by each partner and staff man.



E. BASIC COST SYSTEM

Form Description of Forms
1 Semimonthly Time and Expense Report
2 Client Ledger Sheet—combines unbilled receivables,

unbilled expenses and billed receivables
Individual Time Summary Sheet
Monthly Productivity Report
Monthly Client Trial Balance
Annual Client Summary

D Ut & W

Costing Procedure in Brief

1. Each staff man (and each principal) fills out a semimonthly
time report in which he accounts for all of his chargeable and
nonchargeable time.

2. Each time report is priced out at the man’s standard billing
rate by the bookkeeper, for chargeable time only, and totaled.

3. Both chargeable and nonchargeable time are posted from the
time report to the individual’s time summary sheet.

4. Hours and dollar amounts are recorded in the client ledger
sheets from the time reports and chargeable expenses are
recorded from the expense reports.
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COST SYSTEM FLOW CHART

Cash or Accrual Basis

Client Ledger Sheet

Individual
Time Summary
Time —>
Report Form 3
Form 1
Y
Monthly
Productivity Report
(For all in Firm)
Form 4
Y

Monthly Client
Trial Balance

1. Unbilled receivables section
2. Unbilled expenses section
3. Adjustments (write-up or write-down)
4. Billed receivables section (accounts receivable)
Form 2
Annual Client
Summary

Form 6

Form 5
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Description of costing system

THE Basic ForMs used in the costing system are those illustrated
on pages 32 through 37.

The fundamental clerical job which provides information relat-
ing to productivity consists of recording and distributing the time
of principals and employees as reported semimonthly on the
time report prepared by each person in the organization. (Weekly
or monthly reporting may be just as suitable.) The time sheets
account for all hours comprising the normal working day as well
as any additional time worked. There is also shown, as a minimum,
the partner’s or employee’s name, date, name of client, client file
number® and the number of chargeable or nonchargeable hours.
The billing record is easier to control if time is converted to billing
terms. It is assumed that the accumulated work-in-process at bill-
ing value, based on assigned hours at some consistent standard
method of valuation, will be adjusted upward or downward to
reflect the particular circumstances bearing upon each engage-
ment and the adjustment to the amount billed will be shown on
the receivable record. Such adjustments may be made monthly as
the engagement progresses in order to indicate more properly the
value of services performed.

The method of summarizing, analyzing, and costing is as fol-
lows: Extensions are made on the time reports at standard billing
rates. No extensions are made for nonchargeable time. The dollar
totals on the time sheets are summarized in the lower left portion
of the time report (“For Office Use”) by classification of service.
These totals are summarized for posting to the unbilled receiv-
ables control and to income by class of services performed. Time
and dollar amounts are then recorded on client ledger sheets;
however, only the dollar amounts are recorded by type of service
performed. The hours and the fees earned at standard are posted
from the time reports to the individual time summary sheets.

* The file number may be the client number or the engagement number, depending
on the manner of treatment within the firm. The system described provides for
either procedure,
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Time summaries

THOSE PERSONS RESPONSIBLE for managing the practice should ex-
pect the accounting records and reports to furnish adequate infor-
mation for controlling the assignable time of productive personnel.
This purpose is accomplished by using individual time summaries
and monthly productivity reports. The ratio of total chargeable
hours to normal hours of all productive personnel should be com-
puted each period and placed on the individual time summaries.
By studying comparisons and trends indicated, management
should be able to determine whether or not the practice is prop-
erly staffed, whether or not minimum standards of production are
being met, and whether or not the work load is properly dis-
tributed throughout the period.

As stated earlier, a separate individual time summary sheet
is kept for each principal and employee. From the time reports
both chargeable and nonchargeable hours are entered on the indi-
vidual time summaries. After it has been ascertained that all of
the time reports have been received and entered on the individual
time summaries, the monthly productivity reports are prepared.
The totals will show how many of the aggregate working hours of
all personnel have been charged during the month (or any other
period ) to clients and how many were of a nonchargeable nature.
The relationship between the number of hours charged to clients
by an employee during the month, and the normal working hours
for the month, constitute that employee’s “productivity ratio” for
the month. For example, if a firm’s normal working day is eight
hours, the month containing 20 working days (160 hours) in
which a man had 144 chargeable hours, the productivity ratio
would be 90 per cent (144 hours divided by 160 hours). If the
man worked 9 hours overtime during this period, his productivity
ratio would remain the same unless the overtime worked repre-
sented chargeable hours.

If a majority of a firm’s clients require services on a monthly
basis, the productivity ratio for that firm’s staff will probably re-
main reasonably constant from month to month. On the other
hand, it may fluctuate widely in firms whose work is concentrated
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during certain months of the year. In either event, it indicates the
extent to which the staff is being gainfully employed and, in a
general way, the efficiency in scheduling assignments.

Productivity ratio

IT 15 ApVISABLE that all time for which an individual is paid be
included in his productivity ratio including vacation, holidays,
and illness in order to simplify computation and to provide direct
comparisons among employees. Regardless of how the produc-
tivity ratio is determined, the basic principle to follow is that time
should be reported in sufficient detail to provide the firm with the
information it requires to determine actual staff productivity.

Monthly productivity report

As PREVIOUSLY NOTED, the totals of the individual time summaries
kept for each person, including principals, show total chargeable
hours and time charged to nonchargeable classifications. The
monthly recapitulation of these totals as shown in the productivity
report (see page 36) serves a double purpose: (1) it reflects, in
summary form, an accounting for the month’s time for which the
principals and staff were available, and (2) it provides the basis
for determining the standard gross profit based on salary cost
for each individual and for the entire firm. Space is not provided
to show the cost of nonchargeable time. If, however, noncharge-
able time is costed, effect must be given to overtime payments.
For those employees who are not paid overtime, any noncharge-
able time in excess of normal hours that are chargeable should not
be costed. The cost of nonchargeable time can be computed by
determining the difference between salary paid and one-third the
total billings at standard. The cost of nonchargeable time as shown
in the productivity report is not recorded anywhere in the books;
when calculated, it serves only to indicate in a general way the
cost of nonchargeable time.
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In the monthly productivity report, the names of principals
and employees and their cost and billing rates per hour appear on
the left side of the sheet. Memorandum columns showing hours
accumulate the make-up of hours worked.

The standard billing rates used in the foregoing schedule are
three times the direct hourly cost and are amended at the time
of salary adjustments. A salary adjustment coming within any day
of the month changes the billing rate for the entire month. There-
fore, to simplify billing value, the extensions on the time reports
and individual time summaries are based on hourly rates in effect
at the end of the month. Consequently, salary adjustments should
be made effective at the beginning of a month.

The distribution of each principal’s and employee’s total hours
for the month is posted from the individual time summaries ( Form
3, page 35) to the appropriate columns of the productivity report
(Form 4, page 36). It is desirable to use in the fees-earned col-
umn the total of the dollar extensions on the time report at stand-
ard, in order to have the individual time summaries and produc-
tivity reports show amounts before write-ups or write-downs. By
using the fees earned at standard, a gross profit is developed for
each individual based on his standard billing rate.

The hourly figures are also a convenient source of information as
to the amount of overtime worked by each employee during the
month, and for the year. The totals of the various hourly columns
constitute an analysis of the total time worked for the entire firm
for the current month, and with the addition of cumulative figures
at the prior month-end, for the year-to-date. Comparative operat-
ing statistics may readily be prepared from the analysis for indi-
vidual employees and for the firm as a whole.

Fixed fee accounts

FIXED FEE ENGAGEMENTS are handled in the same manner as per
diem engagements except that the client ledger sheets should
indicate that the client is on a fixed fee basis. The write-ups or
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write-downs will show on the client ledger sheets to indicate the
difference from standard billing rates. A separate ledger account
should be used for absorbing these adjustments by class or serv-
ices. These adjustments should be applied against income for
financial statement purposes.

For fixed fee engagements, it may be advisable to indicate the
budgeted time, by class of service, on the top of the client ledger
sheet in order to compare the actual time as the work progresses
for conformity with the budgeted time.

Unbilled expenses

ExXPENSE REPORTS are prepared on the reverse side of the time
reports for out-of-pocket expenditures made for clients by staff
personnel. A summary is prepared on the expense report by the
office bookkeeper (lower left-hand side of expense report) to
facilitate posting to the client ledger sheets. A cash reconciliation
is provided for the employee to account for all monies received,
spent and returned. The unbilled expenses portion on the client
ledger sheets should be separately controlled until billed.

Cash or accrual basis

Management of an Accounting Practice Bulletin No. 14, pages
18-21, reviewed the methods of accounting and discussed the
advantages of the accrual basis over the cash basis of accounting.

Many firms on the cash basis pay all their expenses at the end
of each period, and, therefore, find no need to accrue expenses,
while recording unbilled receivables as memorandum entries on
the client ledger sheets. The system outlined in this bulletin pro-
vides for recording receivables in this manner for firms filing on
the cash basis.
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F. USE OF MECHANICAL DATA PROCESSING

MEecuanicAL METHODS of record-keeping, under the proper cir-
cumstances, are just as good for use in accounting firms as in clients’
offices. This is particularly true in the case of time records and
fee computations.

The many bookkeeping machines that are available for prepar-
ing accounts receivable records are useful in accounting firms and
are used by many firms. These machines usually produce payroll
records and other records similar to the time summaries discussed.
They are extremely helpful in posting to client ledger sheets and
updating cumulative balances while simultaneously producing a
journal and accumulating total balances.

In recent years tabulating equipment has been put to increas-
ing use by public accounting firms in preparing personnel time
summaries and earnings records, and client work-in-process and
accounts receivable records. These are processed in three differ-
ent ways:

1. The time reports (after coding) may be sent directly to a serv-
ice bureau which punches the cards. The information can be
prepared in whatever form desired. There is a charge for the
manual keypunching and verification punching of every card
punched.

2. A punched tape adding machine is used to prepare a tape in
the office of the firm from the time reports. This tape, after
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being checked, is sent to a processing center where it is placed
on a machine that converts the information into punched cards
which may then be re-sorted to print any listed information
required. This is the cheapest and is presently the most popu-
lar method.

3. A card punch machine that punches the information into tabu-
lating cards can be installed in the office of the accounting
firm. The punched cards, after verification, may be sent to a
processing center where they are used to print the required
information. )

In some large firms with branches, where the accounting is
centralized, a complete tabulating system may be installed to
handle the entire job.

While there is little doubt that electronic computing equip-
ment certainly could produce the results offered by punched card
equipment, no installation of this equipment for time and cost
analysis is known to be in use by any accounting firm at this time.



G. BUDGETING

WHEN A FIRM CONSIDERS the preparation of a budget it may ap-
proach it in three ways: (1) time budgeting; (2) dollar budget-
ing; or (3) a combination of time and dollar budgeting.

1. Tume budgeting—a key to profit

THE MoST IMPORTANT BUDGET is the time budget, which is basi-
cally an annual assignment schedule (Budgeting of Personnel).
Every firm is strongly advised to prepare one.

If only a time budget is to be prepared, it would be prepared
somewhat differently from a combined time and dollar budget
described later. However, the annual assignment schedule as de-
scribed here should still be prepared even though a combined
time and dollar budget is prepared. Time budgeting serves many
purposes. It helps in determining when staff increases are neces-
sary and allows the firm ample time to choose suitable employees
rather than being rushed into obtaining new employees upon a
purely expedient basis. Basically, however, the annual assignment
schedule is important for anticipating staff requirements to help
the firm control and correct staffing situations before they develop
into problems. No effort is too great to be sure that personnel will
be available when required and to have the available personnel
assigned throughout the year.

It is best to prepare this schedule prior to the start of the sum-
mer season (early part of May), and to include within the twelve-
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month period the peak seasonal cycles of the firm. It is strongly
suggested that a continuous schedule be available by adding one
month when each expired month is dropped in order to have a
constant twelve-month forecast.

As an extremely helpful aid in preparing the annual assignment
schedule, it is advisable to prepare a schedule of assignments as
actually carried out (including vacations) for the previous corre-
sponding period of time. This historical schedule can be prepared
from the time reports for the previous year and the task may be
delegated to office personnel. The assignment schedule in Exhibit
1 illustrates how such historical assignment information is accumu-
lated and the type of form that may be used for this purpose. It
should be noted that this form is adaptable to the needs of both
small and large firms.

The annual assignment schedule is then prepared for all known
engagements (in the same format as the one prepared for assign-
ments actually carried out) using this historical information as
a starting point. The following additional information must also
be considered:

New clients, and engagement time estimates for each
Lost clients

Changes in fiscal years of present clients

Changes in staff personnel

Staff promotions

Probable changes in starting dates of certain audits

Facts requiring a major increase or reduction in time of pres-
ent engagements

The preparation of the annual assignment schedule cannot be
delegated and must be performed by the person having adminis-
trative responsibility for assignments. It is his responsibility to
obtain the best results from staff members by using them so that
their special abilities can be put to the best possible advantage.
In plotting the assignments, space can be provided for inserting
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the word senior, semi-senior or junior (depending on the firm’s
staff classifications) in the first column, and for writing the clients’
names on the same line with the employee’s name. Shortages in
manpower requirements will become evident and the assignment
of personnel to certain engagements will have to be deferred until
completion of the entire schedule.

After considerable reworking and reshuffling of staff personnel
and assignments, estimated manpower requirements for the com-
ing year will be available at least with respect to recurring
assignments. If when plotting assignments all of the engagements
cannot be adequately covered by present personnel, space should
be left under the respective staff classifications (with the names
of the clients plotted with the time requirements on the same
line). This will give an indication of the number of new personnel
required.

In this connection, it should be pointed out that firms with
small staffs who have their personnel engaged in preparing tax
returns during the tax season should plot this time on the annual
assignment schedule as “tax return preparation” rather than indi-
cate the names of the individual clients. If desired, the forecasted
hours may be summarized on a schedule similar to the one illus-
trated in Exhibit 4, page 57.

In larger firms, the annual assignment schedule should be used
mainly for audit or similar engagements rather than for tax and
management advisory services unless they are big jobs which can
be planned in advance. Time budgets for these other services
should also be carefully prepared, however, based on the experi-
ence of prior years after giving effect to additional information
as listed above. (Exhibit 4, page 57, can be used for this purpose. )

As a general principle, it would be well not to assign personnel
for more than 85 per cent of their normal hours (a firm with a
forty-hour week will have 2,080 normal hours for the year) in
order to allow for vacations, holidays, illness, and time off. A firm
which budgets time beyond an 85 per cent productivity ratio is
not making provision for new engagements.

It is also advisable to budget time to permit the staff to attend
professional development courses offered by the Institute and the
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state societies in order to improve their ability and value to

the firm.

Scheduling (short-range forecast)

SCHEDULING Is THE ASSIGNMENT of personnel to engagements
cleared for starting on definite dates. The format is the same as
the annual assignment schedule.

A multitude of factors thwart even the most careful planning of
assignments. Failure to meet completion dates on schedule,
personal problems of staff men, and internal and personal prob-
lems of the client make it almost impossible to schedule assign-
ments precisely. As a consequence, if unassigned time is to be
kept to a minimum, there must be considerable flexibility on the
part of everyone in the firm, from the principals down to the
newest staff member.

At least a month prior to the starting dates indicated in the
twelve-month assignment schedule, the clients should be con-
tacted to confirm the scheduled starting dates. In addition, those
in charge of assignments from which personnel are to be released
must also be contacted to confirm the availability dates of such
personnel. It is only after such information is determined that
personnel commitments can be made with any reasonable degree
of accuracy.

2. Dollar budgeting

TaE rEAsON for dollar budgeting is twofold: (1) a dollar budget
is prepared to show costs so fees can be set more intelligently.
Profit on each job should be planned so that unprofitable jobs can
be placed on a profitable basis, minimized or eliminated; (2) a
dollar budget is prepared to reach a goal, an income goal. This
budget is prepared (and designed) to help run an office efficiently
by keeping costs in line and nonchargeable time to a minimum.

Dollar budgets are usually started from the income side, follow-
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ing the theory that income must be generated in order to have
expenses. The next step is to estimate or budget the expenses for
the ensuing fiscal year. Expenses chargeable to clients as out-of-
pocket expenses should be ignored.

A dollar budget is relatively simple to prepare. There are at
least two ways of preparing it. The first method is to take the
current year’s actual income and expenses and apply a factor
(judgment) to bring the income and expenses to what it is
believed they will be during the ensuing year. This method is
based on past history and is widely used. The other method,
based on a future estimate, is more involved, and is ordinarily
combined with budgeting for time. It should, of course, be more
accurate than the past history method, but no budget is 100 per
cent accurate—one large new client would in all probability cause
a drastic change in the budgeted figures. A dollar budget can be
prepared on both the cash and the accrual basis.

Statement of cash requirements

A casa BupGeT should always be part of the dollar budgeting
procedure. Periodic or monthly cash budgets should be prepared
as well as an annual cash budget.

The cash budget consists of a forecast of cash receipts and
disbursements. The estimated receipts include the probable col-
lections of accounts receivable along with any other anticipated
items. The disbursements are based upon the forecast of pay-
ments for salaries, outside services and operating expenses.

3. Combined time and dollar budgeting

THE APPROACH TO THE PREPARATION of a combined budget is
different from the way a dollar budget or a separate time budget
is prepared. Preparing a combination time and dollar budget is
different from preparing a time budget prepared without a tie-in
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with a dollar budget. However, an annual assignment schedule
and a short-range forecast (scheduling), are still required. The
annual time budget described earlier (illustrated as an assignment
schedule) serves as a basis for determining chargeable hours for
known clients in preparing a combined budget. The forms for
preparing a combined budget are illustrated in Exhibits 2 through
6 beginning on page 54. The chargeable hours estimated on the
annual assignment schedule, however, should be adjusted to give
effect to prospective growth based on the firm’s experience in
obtaining new clients.

The procedures recommended for a combined time and dollar
budget are separated into three parts:

Part1 — Budgeting income
A. By client
B. By practitioner or partners and staff

Part Il — Budgeting salaries and outside service
Part I1I — Budgeting operating expenses

Part I — Budgeting Income. Before the suggested budgeting
procedures are developed, it is necessary to decide when to begin
a combined budget.

If the fiscal year ends June 30, for example, and an annual
budget is prepared, next year’s budget should be ready by July 1
(a year in advance). Most accountants believe that next year’s
budget should be prepared as far in advance as possible and
adjusted before the start of the year. Some well-managed firms
prepare their budgets a year in advance by adding quarters as
they go along. Those firms that have large staffs will find it
advisable to judge staff requirements by projecting for the firm’s
fiscal year. Many large firms prepare three-year forecasts primarily
to plan for personnel requirements and some forecast their per-
sonnel and space requirements a decade in advance.

(A) Budgeting Income by Client. One way to prepare an
annual income budget by client is to prepare a schedule listing
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each client and fee income for the past period (Section C, Exhibit
A, Schedule 3). In preparing a schedule of this kind it is desirable
to have columnar headings to indicate fees in the following
suggested categories:

a. This period
1. Auditing
Taxes
Management and advisory services

Other accounting services
Total

AN

b. Next period (prepare the same columnar headings with
estimates under each category of service)

When fees are separated by categories, it enables reviewing the
source of income as well as providing a vehicle for a more accurate
forecast of future income.

The person estimating future income should have a thorough
knowledge of the present clients of the firm. It may be necessary
to determine the amount of income from some clients for two
years previous. Consideration should be given to trends or influ-
ences that will cause business to contract or expand, especially if
the clients are concentrated in any single industry or line of
business. How much of the previous income represents regular
work that is repetitive in nature, and how much represents special
work that may not be repeated must also be considered.

Certain special work may be known in advance; however, an
allowance should be made, by client, for prospective special work.
This “guesstimate” of work for each client can be facilitated by
past experience trends. One firm has approached this problem
by preparing a schedule of nonopinion clients indicating what
further work can be done for each of these clients in order to
render an opinion on their financial statements and the estimated
cost to the client. There is no reason that, after this avenue is
fully developed, a schedule of further work cannot be prepared
for all clients in the management-services area.
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An over-all estimate should be made for possible new clients.
Here again, past history is a normal guide.

(B) Budgeting Income by Partner and Staff. The second
portion of the combined budget is estimating chargeable time of
the principals and staff (see exhibits). Extending the estimated
chargeable hours by standard billing rates for partners and staff
and then totaling the result, should produce a total dollar amount
that compares reasonably closely to 'the developed budget of
annual income by client. Any major difference between these two
budgets may indicate that the office is understaffed or overstaffed,
or it could mean that there is an error in either the client budget
or the staff budget. Here the planning part of the budgeting
process comes into focus, and the real value of preparing a
combined budget is obtained.

Part II — Budgeting Salaries and Outside Services. When the
schedules forecasting chargeable time by partners and staff are
prepared, a column should be provided for estimating their
compensation.

Estimating the costs of outside services is based chiefly on
historical costs. The nature of new work forecasted may, however,
have a marked effect on the estimate.

Part III — Operating Expenses. Budgeting operating expenses
results is one way of controlling them. Careful analysis is required
along with prior years’ comparisons. The recommended budget-
ing method obviates prorating operating expenses to the different
departments or income classifications.

Comparison of budget with actual results

A BUDGET MAY OR MAY NOT be tied into the records. It is, however,
not used to its full advantage until it is compared with actual
results. Favorable variances are a pleasure to explain. Unfavor-
able ones need to be segregated, analyzed and prevented in the
future.
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