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AUDITING WORK IN
PROGRESS

CLAIM THE EMPLOYEE
RETENTION CREDIT

Accounting estimates
attract special attention
from auditors, including
work in progress. Here's a
closer look.

Eligible employers may
claim up to $28,000 per
employee for 2021 with
the Employee Retention
Credit.

FINANCIAL STATEMENTS:
TAKE THE TIME TO READ
THE ENTIRE STORY

HIT OR MISS: IS YOUR
WORKING CAPITAL ONTARGET?

A complete set of financial
statements contains
3 reports--here's an
overview.

There's a fine line between
carrying excessive
amounts of working
capital or too little.

Auditing Work In Progress
Accounting estimates attract special attention from auditors. Work in progress is a
common example of an account that’s based on management’s estimates. Here’s a
closer look.
Many manufacturers turn
raw materials into finished
products for customers. Production is a continuous process. So, any work that’s been
started but isn’t yet completed
before the end of the accounting period is reported as work
in progress (WIP) under U.S.
Generally Accepted Accounting Principles (GAAP).
The value of WIP relies on
management’s estimates.
Auditors often give special
attention to these estimates
during fieldwork. Here’s what
to expect during a financial
statement audit.

Inventory 101
Inventory is classified as a
current asset on the balance
sheet under GAAP. There are
three types of inventory:
1. Raw materials. These are
tangible inputs that have been
received from suppliers but
haven’t yet been worked with.
2. Work in progress. This
term refers to partially finished products at various
stages of completion. Items
classified as WIP still require
further work, processing,
assembly and/or inspection. It
includes raw materials, labor
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Eye on WIP
Auditors focus significant
effort on analyzing how companies quantify and allocate
their costs. Under standard
costing, companies typically
record inventory (including
WIP) at cost, and then recognize revenue once they
sell finished goods. The WIP
balance grows based on the
number of steps completed in
the production process. Auditors analyze the methods used
to quantify a product’s stan-

dard costs, as well as how the
company allocates the costs
corresponding to each phase
of production.
Conversely, with job costing, revenue recognition
happens based on the percentage-of-completion or
completed-contract method.
Auditors analyze the process
to allocate materials, labor
and overhead to each job. In
particular, they test to ensure
that costs assigned to a particular product or project correspond to that job.

Get It Right
Under both methods, accounting for WIP affects the
balance sheet and the income
statement. We can help determine whether your company’s
WIP estimates are reasonable
and whether your accounting
practices comply with the
recent changes to the revenue
recognition rules for longterm contracts, if applicable.
Contact us for more information.

Claim the Employee
Retention Tax Credit (ERTC)
and overhead allocations.
3. Finished goods. These
items are fully complete. They
may be ready for customers
to purchase or, in the case of
custom products, available
for delivery or title transfer to
customers.

Standard vs. Job
Costing
When a company produces
large volumes of the same
product, management allocates costs as each phase of
the production process is
completed. This is known as
standard costing. For example, if a production process
involves eight steps, the company might allocate 50% of its

costs to the product once the
fourth stage is completed.
On the other hand, when a
company produces unique
products — such as made-toorder parts — a job costing
system is typically used to
allocate materials, labor and
overhead costs as incurred.
Most experienced managers
use realistic estimates, but
inexperienced or dishonest
managers may inflate WIP
values. This can make a company appear healthier than it
really is by overstating the value of inventory at the end of
the period and understating
cost of goods sold during the
current accounting period.

Is your business eligible to claim the Employee Retention Tax Credit (ERTC)? If so, the
benefits are substantial–up to $28,000 per employee for 2021.
The Employee Retention Tax
Credit (ERTC) is a valuable
tax break that was extended
and modified by the American Rescue Plan Act (ARPA),
enacted in March of 2021.
Here’s a rundown of the rules
and which employers are eligible to claim the ERTC.

Background on the
ERTC
Back in March of 2020, Congress originally enacted the
ERTC in the CARES Act to
encourage employers to hire
and retain employees during

the pandemic. At that time,
the ERTC applied to wages
paid after March 12, 2020, and
before January 1, 2021. How-

ever, Congress later modified
and extended the ERTC to
apply to wages paid before
July 1, 2021.
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The ARPA again extended
and modified the ERTC to
apply to wages paid after June
30, 2021, and before January
1, 2022. Thus, an eligible employer can claim the refundable ERTC against “applicable
employment taxes” equal to
70% of the qualified wages it
pays to employees in the third
and fourth quarters of 2021.
Except as discussed below,
qualified wages are generally limited to $10,000 per
employee per 2021 calendar
quarter. Thus, the maximum
ERTC amount available is
generally $7,000 per employee per calendar quarter or
$28,000 per employee in 2021.

Who Can Claim the
ERTC?
For purposes of the ERTC, a
qualified employer is eligible
if it experiences a significant
decline in gross receipts or a
full or partial suspension of
business due to a government
order. Employers with up

to 500 full-time employees
can claim the credit without
regard to whether the employees for whom the credit is
claimed actually perform services. But, except as explained
below, employers with more
than 500 full-time employees
can only claim the ERTC with
respect to employees that
don’t perform services.
Employers who got a Payroll Protection Program loan
in 2020 can still claim the
ERTC. But the same wages
can’t be used both for seeking
loan forgiveness or satisfying
conditions of other COVID
relief programs (such as the
Restaurant Revitalization
Fund program) in calculating
the ERTC.

Modifications to the
ERTC
Beginning in the third
quarter of 2021, the following
modifications apply to the
ERTC:
Applicable employment taxes are the Medicare hospital
taxes (1.45% of the wages)
and the Railroad Retirement
payroll tax that’s attributable
to the Medicare hospital tax
rate. For the first and second
quarters of 2021, “applicable
employment taxes” were defined as the employer’s share
of Social Security or FICA tax
(6.2% of the wages) and the
Railroad Retirement Tax Act
payroll tax that was attributable to the Social Security tax
rate.
Recovery startup business-
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es are qualified employers
and may claim the ERTC.
These are generally defined
as businesses that began
operating after February 15,
2020, and that meet certain
gross receipts requirements.
These recovery startup businesses will be eligible for an
increased maximum credit
of $50,000 per quarter, even
if they haven’t experienced a
significant decline in gross receipts or been subject to a full
or partial suspension under a
government order.
A “severely financially
distressed” employer that
has suffered a decline in
quarterly gross receipts of
90% or more compared to
the same quarter in 2019 can
treat wages (up to $10,000)
paid during those quarters
as qualified wages. This
allows an employer with over
500 employees under severe
financial distress to treat
those wages as qualified wages
whether or not employees
actually provide services.
The statute of limitations
for assessments relating to
the ERTC won’t expire until
five years after the date the
original return claiming the
credit is filed (or treated as
filed).

Can Your Business
Claim the ERTC?
If you have any questions
related to your business
claiming the ERTC, please
contact us by emailing info@
hoffmancpas.com.

Financial Statements: Take
the Time to Read the Entire
Story
Financial statements tell a story about financial performance. Managers and other
stakeholders who read them from cover to cover have a clear, holistic understanding
of the details.
A complete set of financial
statements for your business
contains three reports. Each
serves a different purpose, but
ultimately helps stakeholders — including managers,
employees, investors and
lenders — evaluate a company’s performance. Here’s an
overview of each report and a
critical question it answers.

1. Income statement: Is
the company growing
and profitable?
The income statement (also
known as the profit and loss
statement) shows revenue,
expenses and earnings over a
given period. A common term
used when discussing income
statements is “gross profit,”
or the income earned after
subtracting the cost of goods
sold from revenue. Cost of
goods sold includes the cost of
labor, materials and overhead
required to make a product.
Another important term
is “net income.” This is the
income remaining after all expenses (including taxes) have
been paid.

It’s important to note that
growth and profitability aren’t
the only metrics that matter.
For example, high-growth
companies that report healthy
top and bottom lines may not
have enough cash on hand to
pay their bills. Though it may
be tempting to just review
revenue and profit trends,
thorough due diligence looks
beyond the income statement.

2. Balance sheet: What
does the company own
(and owe)?
This report provides a snapshot of the company’s financial health. It tallies assets,
liabilities and “net worth.”

Under U.S. Generally Accepted Accounting Principles
(GAAP), assets are reported
at the lower of cost or market
value. Current assets (such as
accounts receivable or inventory) are reasonably expected
to be converted to cash within
a year, while long-term assets
(such as plant and equipment)
have longer lives. Similarly,
current liabilities (such as
accounts payable) come due
within a year, while long-term
liabilities are payment obligations that extend beyond
the current year or operating
cycle.
Intangible assets (such as
patents, customer lists and
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goodwill) can provide significant value to a business.
But internally developed
intangibles aren’t reported on
the balance sheet. Intangible
assets are only reported when
they’ve been acquired externally.
Net worth (or owners’ equity) is the extent to which the
value of assets exceeds liabilities. If the book value of liabilities exceeds the book value
of the assets, net worth will be
negative. However, book value
may not necessarily reflect
market value. Some companies may provide the details
of owners’ equity in a separate
statement called the statement of retained earnings. It
details sales or repurchases of

stock, dividend payments and
changes caused by reported
profits or losses.

3. Cash flow statement:
Where is cash coming
from and going to?
This statement shows all the
cash flowing in and out of
your company. For example,
your company may have cash
inflows from selling products
or services, borrowing money
and selling stock. Outflows
may result from paying expenses, investing in capital
equipment and repaying debt.
Typically, cash flows are
organized in three categories:
operating, investing and financing activities. The bottom

of the statement shows the net
change in cash during the period. Watch your statement of
cash flows closely. To remain
in business, companies must
continually generate cash to
pay creditors, vendors and
employees.

Read the Fine Print
Disclosures at the end of a
company’s financial statements provide additional
details. Together with the
three quantitative reports,
these qualitative descriptions
can help financial statement
users make well-informed
business decisions. Contact us
for assistance conducting due
diligence and benchmarking
financial performance.

Hit or Miss: Is Your Working
Capital On-Target?
There’s a fine line between carrying excessive amounts of working capital and
operating too lean.
Working capital equals the
difference between current
assets and current liabilities.
Organizations need a certain
amount of working capital to
run their operations smoothly. The optimal (or “target”)
amount of working capital
depends on the nature of
operations and the industry.
Inefficient working capital
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management can hinder
growth and performance.

Benchmarks
The term “liquidity” refers to
how quickly an item can be
converted to cash. In general,
receivables are considered
more liquid than inventory. Working capital is often
evaluated using the following

liquidity metrics:
Current ratio. This is computed by dividing current
assets by current liabilities.
A current ratio of at least 1.0
means that the company has
enough current assets on
hand to cover liabilities that
are due within 12 months.
Quick (or acid-test) ratio.

This is a more conservative liquidity benchmark. It
typically excludes prepaid
assets and inventory from the
calculation.
An alternative perspective on
working capital is to compare
it to total assets and annual
revenues. From this angle,
working capital becomes a
measure of operating efficiency. Excessive amounts of cash
tied up in working capital
detract from other spending
options, such as expanding to
new markets, buying equipment and paying down debt.

Best Practices
High liquidity generally
equates with low financial
risk. However, you can have
too much of a good thing. If
working capital is trending
upward from year to year —
or it’s significantly higher than
your competitors — it may be
time to take proactive measures to speed up cash inflows
and delay cash outflows.
Lean operations require
taking a closer look at each
component of working capital
and implementing these best
practices:

1. Put cash to good use.
Excessive cash balances
encourage management to
become complacent about
working capital. If your organization has plenty of money
in its checkbook, you might
be less hungry to collect receivables and less disciplined
when ordering inventory.

2. Expedite collections.
Organizations that sell on
credit effectively finance their
customers’ operations. Stale
receivables — typically any
balance over 45 or 60 days
outstanding, depending on
the industry — are a red flag
of inefficient working capital
management.
Getting a handle on receivables starts by evaluating
which items should be written
off as bad debts. Then viable
balances need to be “talked in
the door” as soon as possible.
Enhanced collections efforts
might include early bird
discounts, electronic invoices
and collections-based sales
compensation programs.

3. Carry less inventory.
Inventory represents a huge
investment for manufacturers and distributors. It’s also
difficult to track and value.
Enhanced forecasting and
data sharing with suppliers
can reduce the need for safety
stock and result in smarter
ordering practices. Computerized technology — such as
barcodes, radio frequency

identification and enterprise
resource planning tools —
also improve inventory tracking and ordering practices.
4. Postpone payments. Credit
terms should be extended as
long as possible — without
losing out on early bird discounts. If you can stretch your
organization’s average days
in payables from, say, 45 to
60 days, it trains vendors and
suppliers to accept the new
terms, particularly if you’re a
predictable, reliable payor.

Prioritize Working
Capital
Some organizations are so
focused on the income statement, including revenue and
profits, that they lose sight of
the strategic significance of
the balance sheet — especially
working capital accounts. We
can benchmark your organization’s liquidity and asset efficiency over time and against
competitors. If necessary, we
also can help implement strategies to improve your performance, without exposing you
to unnecessary risk.
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THE PROSPEROUS LIFE
PODCAST

Secure your wealth, reduce your tax burden, and account for your future
The Prosperous Life brings you a powerful collaboration between The Hoffman Group
and The Prosperity Consulting Group, a wealth management company. Each episode
features a 10 to 15-minute interview with our knowledgeable team members about
tax-efficient investing strategies, saving for their future, optimizing their business
structure, minimizing taxes, investment fees, and more.
If you’re ready to expand your financial knowledge and make the most of your
money, this show is for you!
Listen on

443-320-4101

HoffmanCPAS.com

info@HoffmanCPAS.com

Listen to The
Prosperous Life
podcast on our
website!

