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Simplify Inventory Valuation 

Lean Accounting MethodsLean Accounting Methods

The 2011 Lean Accounting Summit

with
Jean Cunningham

Building LEAN Beyond Manufacturing

• Founder and president

• CFO, AME

L ti i
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• Lean accounting pioneer

• Former CFO, Lantech, Inc.

• Former CFO, Marshfield 
Door SystemsProductivity Press, 2007

Shingo Prize, 2008
Managing Times Press, 2003

Shingo Prize, 2004
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A NEED FOR CHANGE
Creating a Lean Centric System

A NEED FOR CHANGE
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Traditional
Plant 1 Plant 2

$ % $ %
Sales $1303 $1303

COGS $900 $900

Variances $12 ($125)

GM $391 30% $528 41%

Productivity/employee $200 $250
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Lean
Plant 1 Plant 2

$ % $ %
Sales $1303 100% $1303 100%

Material $517 40% $517 40%

Supplies $72 5% $72 5%

Net freight $54 4% $54 4%

Variable margin $660 51% $660 51%

Labor and benefits $190 15% $190 15%

Fixed cost (leases, dpr, utilities) $42 3% $42 3%
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Cost (to)/from inventory $37 3% ($100) (8%)

Total cost of sales $912 70% $775 59%

GM $391 30% $528 41%

Natural margin $428 33% $428 33%

Shipments/employee $225 $225

Information Alignment
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Evaluate and/or Eliminate
Standard Cost Accounting
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Sam and his saw

“Standard Cost Isn’t Working” Flags
• Large variances

• Budgeting for variances

• Lack of decisions from 
standard cost

• Data collection effort is
• Mix is your main “reason”

• Ending products that have 
positive variable margin 
without replacement 
products

• Analysis of in‐source or out‐
t d d t

Data collection effort is 
greater than “decision” 
actions

• Lack of articulated reasons 
for standard cost  

• Deciding what products to 
manufacture based on 

source uses standard cost standard hours
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Examples
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Total Company
Sales 25,300 

Export 18,500 
Domestic 6,800 

Be
fo
re

Cost of Goods Sold 12,000 
Export Cost 7,500 

Domestic Cost 4,200 
Allocation 300 

Gross Profit 13,300 
 
Expenses

Operating  4,200 
Overhead 3,400 
Financial 800
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Financial 800 
 
TOTAL PROFIT 4,900 
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    Total Company Product Family 1 Product Family 2 Miscellaneous 
New Orders    28,000  18,000  10,000   

   
Domestic    6,800  2,500  4,300   

Export    18,500  11,500  7,000    
Total Sales    25,300  14,000  11,300   ‐  
Material Content     

Domestic    2,100  800  1,300   

A
ft
er

Export    6,000  3,100  2,900   
Freight    250  120  10  120  

Variable Margin    16,950  9,980  7,090  (120) 
Variable Margin %    67% 71% 63%   
Phase 1 Mfg    2,300  1,800  180  320  
Phase 2 Mfg    3,200  1,700  1,075  425  
Shared     

Management    1,850  1,000  350  500  
Engineering    800  200  600   

Maintenance    650  500  150   
Absorption 250 250
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Absorption    250  250  
Gross Margin    7,900  4,780  4,735  (1,615) 
    0  0  0   
Sales     1,800   
Accounting    800   
IT    400   
TOTAL PROFIT    4,900   
 

Sales
Allowances
Net Revenue

Direct materials @ standard
Direct labor @ standard
Factory overhead applied @ std
Total Standard Cost

Be
fo
re

Variances
Purchasing discounts/rebates
Material variances
Manufacturing variances
Subtotal

Adjustments
Inventory adjustment
Cost adjustment
Inventory reserve
Total Adjustments
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Total manufacturing overhead
Overhead applied @ std
(Over)/Under applied

Total Cost Of Goods Sold 

Gross Profit Margin 
Gross Profit % 
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Total Company and Product Line

Total Company
Product 
Family 1

Product 
Family 2

Product 
Family 3

Product 
Family 4

Product 
Family 5

Order Intake          

Shipments

Discounts
Allowances

Net Sales

Material Content
Freight
Inventory Reserve

Variable Margin
Variable Margin %

Direct MFG Cost
Allocated MFG Cost
Absorption

Gross Margin

A
ft
er

g

Sales
Marketing
Admin
Other Income/Expense

Ordinary Profit

Bonus

Profit before Tax
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GAAP INVENTORY CALCULATION
Creating a Lean Centric System

GAAP INVENTORY CALCULATION
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Inventory Absorption Valuation

Variety of Methods

l d d k• Utilize standard work 
combination sheets

• Turns method

• Maintain standards for 
valuation onlyvaluation only

• Others?

9/6/2011 JeanCunninghamConsulting.com 15

Standard Work Method

• Evaluate standard work content for entire unit

l d d h l• Evaluate standard time at each WIP location

WS1

WS5

9/6/2011 JeanCunninghamConsulting.com 16

WS2

WS3WS4
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Minutes in Inventory/Cell
# WIP locations 5 WS# Minutes
Cycle time/location 30 min 1 30
Total time/product 150 min 2 60
Total WIP Time 450 min 3 90Total WIP Time 450 min  3 90

4 120
5 150

Total WIP Time 450

# WIP locations 7 WS# Minutes
Cycle time/location 240 min 1 240
Total time/product 1,680 min 2 480

l i i
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Total WIP Time 6,720 min  3 720
4 960
5 1,200
6 1,440
7 1,680

Total WIP Time 6,720

Total Minutes in Inventory

# Minutes in # Units in # Minutes per# Minutes in 
WIP

# Units in 
inventory

# Minutes per 
unit

Total Minutes

Cell A 450 1000 150 150,450

Cell B 6720 3 1680 11,760

…

…

Total 540 000Total 540,000
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Labor/Overhead Inventory Value
Units 

Produced
Time per 
product

Total Time

Cell A 50,000 150 7,500,000 
Cell B 250 1680 420,000 
Cell C 1000 300 300,000 
Total 8,220,000 
Total Labor and OH Spend $ 20,000,000 
Rate per minute $ 2.43309 

R t i t $ 2 43309Rate per minute $ 2.43309 
Minutes in Inventory 540,000
Deferred Labor and OH $ 1,313,869 
Prior Balance $ 1,500,000 
Credit Inventory/Debit COGS $ 186,131 
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Value Inventory

• Material (BOM or 
Perpetual)

• Minutes in WIP

• Apply labor and overhead 
rate

• Can adjust rate as better 
estimates or actual

Calculate RateCalculate Rate
Total annual spend 
for all gross margin 
spend other than 
materials

RateRate=

• Much easier to audit and 
confirm

• May choose to change IRS 
inventory method

9/6/2011 JeanCunninghamConsulting.com 20

Annual production 
units X SWCS (time)
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Turns Method

1. Calculate turns based on 
material content.material content.

2. Divide total annual labor 
and overhead by turns.

3. Adjust inventory account to 
this amount.
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Standard Cost Method

• Utilize standard cost for inventory valuation 
onlyonly

• If maintaining standard for some other reason, 
this might work for a highly variable products.

• Minimize the information to lowest level to 
avoid “precisionitis” (reduce routing, etc)

• Ensure consistency with material method

9/6/2011 JeanCunninghamConsulting.com 22
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O
RE

Post Standard Cost
Vacation Accrual

– Separation and assignment of all vacation pay to reserve
Allocation to vacation reserve as production

BE
FO

ER

– Allocation to vacation reserve as production
– Reconciliation, adjustments

– Pay to cost center whether vac, hol, downtime, etc.
– Adjustment to vacation accrual as a standing entry.

Current accrual $700

A
FT
E
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$
Anticipated pay adjustment 2%
Anticipated change in EOY hours 1%
Forecast accrual $721
Monthly accrual $1.8

GOING LIVE
Creating a Lean Centric System

GOING LIVE

9/6/2011 JeanCunninghamConsulting.com 24
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Fire

1. Finalize new accounts and 
statement formats so theystatement formats so they 
are data‐ready

2. Do the cost roll

3. Transformation period for 
in‐process items

4. Training sessions with users

5. I do not recommend two 
sets of books
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Convert Inventory Value

• Change labor and 
overhead rates To $0 Raw materialsRaw materials $1000$1000overhead rates To $0

• Revalue inventory

C t b l h t

WIPWIP $3000$3000

FGFG $  500$  500

TOTALTOTAL $4500$4500

M i lM i l $3000$3000• Create new balance sheet 
and income statement 
account for absorption
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MaterialsMaterials $3000$3000

AbsorptionAbsorption $1500$1500

TOTALTOTAL $4500$4500
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Creating a Lean Culture

Support 
Change

EliminateOptimize START
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WasteInformation START
TODAY!

Questions & Answers

"The root of the Toyota Way is to be dissatisfied with 
the status quo; you have to ask constantly 'Why arethe status quo; you have to ask constantly, Why are 
we doing this?”

Katsuaki Watanabe, former Toyota President
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From “Lessons from Toyota’s Long Drive” 
Interview by Thomas A. Stewart and Anand P. Raman

Harvard Business Review
July/August 2007
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JCC Products and Services

• Lean Back Office Workshops
B i P Kaizens• Business Process Kaizens

• Lean Accounting and HR
• Lean IT and IS Migration
• Strategic Deployment
Planning
C t St t Assessment• Current‐State Assessment

• Lean Metrics
• Lean Financial Statements
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Contact

Jean Cunningham
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Email: jean.cunningham@leanjcc.com

Phone: 224.688.3504
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Simplify Inventory Valuation 

Lean Accounting MethodsLean Accounting Methods

The 2011 Lean Accounting Summit

Material is Copyrighted


