
Perspective
Practical ideas for manufacturers and distributors

Lean manufacturing has had a great deal of press 
coverage over the last several years and many companies 
are attempting to embrace at least a portion of the lean 
philosophy. However, traditional management accounting 
fails to assess and measure lean critical success factors 
and, oftentimes, provides conþicting information 
regarding the results of lean initiatives. It’s critical  
to the success of lean efforts that the accounting  
measures are accurately reporting the results of the  
lean decision making. 					   
							     

Lean is not just another improvement program but a 
fundamental change in philosophy of how a company 
operates the business. It focuses on removing any activities 
that do not add value to the product from the customer’s 
perspective. Lean focuses on þow manufacturing and 
removing waste, which is anything not necessary to 
produce a good or service. A typical measure is touch time 
– the amount of time the product is actually being touched 
by the worker. The goal is to progress toward making 
processes þow and add value instead of the traditional 
batch and queue method characterized by many 
manufacturers with  roots in the mass production system. 

Beneýts of lean include reduced inventories and shorter 
lead times plus improved quality, less damage and 
obsolescence, and increased þexibility due to  
process simpliýcation. 

Lean thinking changes an organization by transforming 
top-down, project-driven project improvement into a 
culture of empowered teams focusing on continuous 
process improvement and creating value for the customer. 
A team-based organization requires a different type of 
accounting system than a traditional organization.	
						    

Traditional accounting systems often use full overhead 
absorption and were designed to support management 
principles like mass production, top-down command 
and control, department optimization and budgeting. 

As a result, what becomes important throughout 
the organization is full utilization of all resources, 
average part cost and overhead absorption. If your 
organization subscribes to a “tell me how you  
measure me and I will tell you how I will act” 
mentality, managers’ behavior will focus on 
maximizing these measures.  

Some plants primarily focus primarily on keeping 
all equipment running, all employees “productively” 
making product and minimizing setups. This keeps 
labor efýciency high and product cost low (in a 
full absorption environment), which is how plant 
managers are measured. It also leads to large batches 
and high inventories. There is no consideration to 
whether these activities add value or if the product 
might go into inventory and remain in the warehouse 
for long periods of time. 

Lean accounting assumes proýt is from maximizing 
þow on actual demand (pull signals) from customers; 
waste is any resource that impedes þow, control is 
achieved through attention to þow and waste and 
excess capacity provides þexibility. An early step in 
lean is to create a value stream map to identify all the 
speciýc actions to bring a speciýc product through the 
three critical tasks: 

1)	 Problem solving – concept, design and launch
2)	 Information management – order taking, 

scheduling and delivery 
3)	 Physical transformation – moving from raw 

material to ýnished item  

The team then prepares a cost analysis for calculating 
the cost of the value stream, which replaces the 
standard costing system. With this transition, value 
stream proýtability and contribution margin become 
the basis for business decisions.

Lean accounting, continued on page 3
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It’s entirely normal for businesses to seek to reduce their 
tax burdens and either minimize or defer cash outþows  
for income taxes. This causes most business tax returns  
to include tax postures that may be subject to signiýcant 
and varied interpretations – from domestic and foreign 
income allocations arrangements to transfer pricing 
between afýliates and others. Tax ýling postures often 
result in uncertainties about whether the postures 
will ultimately pass the review of the relevant taxing 
authorities. This could occur several years after ýling  
the returns. 

In July 2006, the Financial Accounting Standards Board 
(FASB) released FASB Interpretation No. 48 (FIN 48) 
“Accounting for Uncertainty in Income Taxes.” Its goal 
was to reduce the substantial diversity in accounting 
for tax uncertainties that developed as both public and 
private companies evaluate, for ýnancial reporting 
purposes, the likelihood that the beneýts of tax postures 
will be sustained. These varied interpretations came 
about because FASB Statement No. 109 “Accounting for 
Income Taxes,” contains no speciýc guidance on how to 
address uncertainty in accounting for income tax assets 
and liabilities. The key concern is the proper presentation 
of these income tax assets and liabilities for ýnancial 
statement purposes. FIN 48 generally applies to all U.S. 
federal, state and local income tax positions and foreign 
tax positions. 

Å	 A tax beneýt may only be reþected in the ýnancial 
statements if it is ñmore likely than notò (more than 
50 percent likelihood) that the company will be able 
to sustain the tax return position upon examination, 
based on its technical merits and assuming full 
disclosure of the facts. The “more likely than not” 
test is a substantially greater hurdle than the former 
“reasonableness” test. 

Å	 A tax beneýt should be measured as the largest amount 
of beneýt that is cumulatively greater than 50 percent 
likely to be realized.   

Å	 Additional disclosures ð including positions expected 
by management to change signiýcantly within the next 
12 months — as well as the quantitative roll forward of 
the worldwide aggregated amount of unrecognized  
tax beneýts. 

 Å	 Tax positions must be evaluated at each balance  
sheet date. 

In January 2007, the FASB conýrmed the implementation 
date of FIN 48 for accounting periods starting after  
Dec. 15, 2006 (e.g., Jan. 1, 2007, for calendar year 
entities). Most SEC companies implemented FIN 48 
standards throughout their 2007 reporting cycle. Just 
prior to reporting season for privately held companies, 
the FASB met and on Nov. 7, 2007 extended the date 
of application for non-public companies to periods 
starting after dec. 15, 2007. For many businesses, 
particularly those with either an international parent or 
international subsidiaries, this development has both 
far-reaching implications and a small window of time for 
implementation for businesses affected by this ruling to 
ensure that their ýnancial statements reþect expected past 
and future tax consequences of uncertain tax positions. 
This interpretation applies to all entities that report in 
accordance with GAAP, including public and private 
companies, not-for-proýt organizations, pass through 
entities (such as partnerships) and certain real estate 
investment structures. To avoid a penalty, it requires 
a higher standard of tax beneýt accruing a in ýnancial 
statements than the IRS imposes on tax returns. 

For tax years beginning after Dec.15, 2006 (and now  
Dec. 15, 2007), the tax accrual may only contain positions 
meeting the “more likely than not” standard. Variances 
must be disclosed in the ýnancial statements. This creates 
more work for the auditor on the tax accrual because 
even common issues like unreasonable compensation or 
expensing versus capitalization now need to be evaluated. 
The positions taken on the return (or that were taken in 
any year not closed by the statute of limitations) that  
don’t meet the “more likely than not” standard will have  
to be disclosed and will likely be subject to increased  
IRS scrutiny. 

For many entities, their most uncertain tax positions may 
be in relation to their transfer pricing policies. 

For companies with material related party transactions, 
the external auditor will have to pay heavy attention to 
each company’s transfer pricing study. 

With calendar year corporations, the new rules would 
initially take effect with ýrst quarter 2007 results. 
However, the new rules require these corporations to  
have a ñcleanò starting point for their tax returns as of  
Jan. 1, 2007. The deferred tax asset and deferred tax 
liability accounts on that date must be determined in 
accordance with the standards of FIN 48. 



The readiness of the organization to move to lean 
accounting should be carefully assessed. A very 
structured, step-by-step approach is required to 
successfully implement this signiýcant change.
				  
For lean to be a successful journey, the accounting 
measurements used must also change. If this doesn’t 
happen, the beneýts of lean will not be measured 
or reported. Traditional accounting measures may 
indicate lean has actually increased costs and the 
chance successfully moving to a lean culture greatly 
diminish. Everyone in the organization (including 
accounting) must understand the lean philosophy and 
buy into the new measurements that report progress 
of lean efforts. This will eliminate conþicts and provide 
better decision-making throughout the company.    

On a continuing basis, eliminating barriers to þow, 
minimizing the value stream costs, continuous 
improvement through work teams and eliminating 
inventory and overproduction become the goals of 
management. Instead of focusing on individual jobs, 
departments and efýciency and utilization, the  
þow of the value stream becomes paramount.  
Many wasteful transactions that were important 
in the traditional accounting environment can be 
eliminated. As non-value added steps are eliminated, 
the streamlined processes result in additional available 
capacity. The ýnancial impact comes as you make 
decisions on how to use this capacity (and cash þow 
from reduced inventory). 

Moving to lean accounting is a radical change from 
traditional accounting. It might be viewed as a shop 
þoor issue that has nothing to do with accounting. 
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Lean accounting, continued from page 1

The S corporation is a highly attractive and common 
entity choice for many midsized companies. One of  
its many beneýts is the ability to pass through losses  
to its shareholders. 

Shareholders may utilize the S corporation losses 
personally to the extent of their basis in the  
S corporation. Once a shareholder’s stock basis  
is diminished, losses may continue to be utilized  
to the extent of the shareholderôs debt basis, that is,  
to the extent of loans made to the S corporation  
by the shareholder. 

Loan transactions between the S corporation and its 
shareholders are advantageous as they provide the 
company with capital and the shareholder with basis 
to utilize losses. However, new proposed regulations 
issued by the IRS increase scrutiny on such loans and 
potentially limit a shareholder’s ability to utilize debt 
basis. While the proposed rules are intended to curb 
abusive loan transactions, they also create traps for  
the unwary. 

The concerned abuse relates to advances and 
repayments of ñopen accountò debt (debt that isnôt 

evidenced by a written note). It occurs through a 
shareholder’s short-term advance of funds to the  
S corporation near year-end to provide basis for the 
S corporation losses, followed by a repayment of the 
advance shortly after year-end. In abusive situations, 
taxpayers continue this scheme of advance and 
repayment for several years. 

Though the proposed regulations eliminate the 
abusive scheme, the rules also reach seemingly 
nonabusive situations as well. For example, an  
S corporation incurring losses is often in need of 
short-term cash infusions that regularly exceed the 
minimum threshold for “valid” open account debt 
transactions not limited by the proposed rules.  
These advances are often repaid to the shareholder 
when the S corporation has sufýcient liquidity.  
In these cases, the shareholder is acting as a lender 
with no tax avoidance motive. 

The issuance of the proposed rules provides a good 
indication of the concerns of the IRS. It also highlights 
the importance of considering the substance of 
shareholder advances and of closely tracking loan 
transactions with the shareholder. 



• � �Lean accounting: Have you made  
the change?

Å � FIN 48 effectively puts external 
auditors in the position of IRS agents

• � Proposed rules add scrutiny to 
loans between S corporations and 
shareholders
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