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Learning Management System

Financial Statement Analysis
(Lecture 1 &2)
Learning Objectives

· Discuss the need for comparative analysis.

· Identify the tools of financial statement analysis.

· Explain and apply horizontal analysis.

· Describe and apply vertical analysis.
· Identify and compute ratios and describe their purpose and use in analyzing a firm’s liquidity, profitability, and solvency.

· Understand the concept of earning power; and indicate how material items not typical of regular operations are presented. 

· Recognize the limitations of financial statement analysis.
Financial statement information is used by both external and internal users, including investors, creditors, managers, and executives. These users must analyze the information in order to make business decisions, so understanding financial statements is of great importance. Several methods of performing financial statement analysis exist. Three characteristics of a company: liquidity, profitability and solvency.
In order to obtain information as to whether the amount: represents an increase over prior years or is adequate in relation to the company’s need for cash, or the amount of cash must be compared with other financial statement data.
Three commonly used tools are utilized to evaluate the significance of financial statement data.
1) Horizontal analysis (trend analysis) evaluates a series of financial statement data over a period of  time.
2) Vertical analysis evaluates financial statement data expressing each item in a financial statement as a percent of a base amount.
3) Ratio analysis expresses the relationship among   selected items of financial statement data.

· Ratio analysis expresses the relationship among selected items of financial statement data. 
·  A ratio expresses the mathematical relationship between one quantity and another. 
·  A single ratio by itself is not very meaningful.

1) Intra company comparisons.

2) Industry average comparisons based on median ratios for department stores from Dun & Bradstreet and Robert Morris Associates’ median ratios. 


3) Intercompany comparisons 
Discontinued Operation is the disposal of a significant segment of the business. The income or (loss) form discontinued operations consists of two parts: The income or (loss) form operations and the gain or ( loss) on the disposal of the segment. 
Extraordinary items are events and transactions that meet two conditions: unusual in nature and infrequent in occurrence.
A change in accounting principle occurs when the principle used in the current year is different form the one used the preceding year.  When this occurs:

The new principle is used to report the results of operations for the current year.

The cumulative effect of the change on all prior year income statements should be disclosed “net of tax”. 

You should be aware of some of the limitations of three analytical tools illustrated in the chapter and of the financial statements on which they are based.
1) Estimates: Financial statements contain numerous estimates; to the extent that these estimates are inaccurate, the financial ratios and percentages are inaccurate.
2)  Cost: Traditional financial statements are based on 
cost
and are not adjusted for price-level changes. Comparisons of unadjusted financial data from different periods may be rendered invalid by significant inflation or deflation.
Alternative Accounting Methods:  Variations among companies in the application of GAAP may hamper comparability. Differences in accounting methods might be detectable from reading the notes to the financial statements, adjusting the financial data to compensate for the different methods is difficult, if not impossible, in some cases.
Accounting for Receivables
(Lecture 3)
Learning Objectives

· Identify the different types of receivables.

· Explain how accounts receivable are recognized in the accounts.

· Distinguish between the methods and bases used to value accounts receivable.

· Describe the entries to record the disposition of accounts receivable.

· Compute the maturity date of and interest on notes receivable.

Amounts due from individuals and other companies claims expected to be collected in cash. Three major classes of receivables are

Accounts Receivable, amounts owed by customers on account

Notes Receivable, claims for which formal instruments of credit are issued

Other Receivables – non-trade receivables 
Examples: interest receivable and advances to employees

Three primary accounting issues with accounts receivable:

· Recognizing accounts receivable.
· Valuing accounts receivable.

· Disposing of accounts receivable

Direct write-off method: Bad debt losses are not anticipated and no allowance account is used. No entries are made for bad debts until an account is determined to be uncollectible at which time the loss is charged to Bad Debts Expense

· No matching 

· No cash realizable value of accounts receivable on the balance sheet

· Not acceptable for financial reporting purposes

· Allowance method is required when bad debts are deemed to be material in amount.

· Uncollectible accounts are estimated expense for the uncollectible accounts is matched against sales in the same accounting period in which the sales occurred.

· Companies use one of two methods in the estimation of uncollectibles: 1 Percentage of sales


2 Percentage of receivables 

· Both bases are GAAP; the choice is a management decision.
· Management estimates what percentage of credit sales will be uncollectible.

· Expected bad debt losses are determined by applying the percentage to the sales base                                of the current period.

· Better match Expenses with revenues

· Management estimates what percentage of receivables will result in losses from uncollectible accounts.

· Amount of the adjusting entry difference between the required balance and the existing balance in the allowance account. Produces the better estimate of cash realizable value of receivables

· Companies frequently dispose of accounts receivable in one of two ways:

1 sell to a factor such as a finance company or a bank factor buys receivables from businesses for a fee and collects the payments directly from customers 

2    make credit card sales

3 Promissory note is a written promise to pay a specified amount of money on demand or at a definite time. Maker is the party making the promise.

4 Payee is the party to whom payment is made.
Current Liabilities and Payroll Accounting 
(Lecture 4)
Learning Objectives

· Explain a current liability, and identify the major types of current liabilities.

· Describe the accounting for notes payable. 

· Explain the accounting for other current liabilities.

· Explain the financial statement presentation and analysis of current liabilities.

· Describe the accounting and disclosure requirements for contingent liabilities.

A Current Liability is a debt with two key features:  

1) expected to be paid from existing currents assets or through the creation of  other current liabilities   

2) paid within one year or the operating cycle, whichever is longer. 

 Current liabilities include:


1) Notes Payable


2) Accounts Payable 


3) Unearned Revenues 


4) Accrued Liabilities

Obligations in the form of written promissory notes are recorded as notes payable.

Those notes due for payment within one year of the balance sheet date are usually classified as current liabilities.
Sales tax is a stated percentage of the sales price on goods sold to customers by a retailer.  

The retailer collects the tax from the customer when the sale occurs.

The retailer serves only as a collection agent for the taxing authority. Current liabilities first category under liabilities on the balance sheet each of the principal types of current liabilities is listed separately seldom listed in the order of maturity. Common methods of presenting current liabilities: to list them by order of magnitude, with the largest ones first many companies, as a matter of custom, show notes payable and accounts payable first regardless of amount. Contingent liability is a potential liability that may become an actual liability in the future. 

Payroll pertains to both salaries and wages. Managerial, administrative, and sales                   personnel are generally paid salaries. Salaries are often expressed in terms of a specified amount per month or year. Store clerks, factory employees and manual laborers are normally paid wages based on a rate per hour. Payments made to professional individuals who             are independent contractors are called fees. Government regulations relating to the payment           and reporting of payroll taxes apply only to employees. Payroll pertains to both salaries and wages. Managerial, administrative, and sales personnel are generally paid salaries. Salaries                   are often expressed in terms of a specified amount per month or year. Store clerks, factory employees and manual laborers are normally paid wages based on a rate per hour. 

Payments made to professional individuals who are independent contractors are called fees.  

Government regulations relating to the payment and reporting of payroll taxes apply only to employees.

The objectives of internal accounting control concerning payroll are: 


1 to safeguard company assets from 
unauthorized payments of payrolls and


2 to ensure the accuracy and reliability of the accounting records pertaining to payrolls. 

Payroll activities involve four functions:


1 hiring employees,


2 timekeeping,


3 preparing the payroll, and


4 paying the payroll. 

Stock holder’s Equity and Paid in Capital
(Lecture 5)
Learning Objectives

· Defining Corporation
· Advantages & disadvantages

· Rights of stockholders

· Differentiate between common stock and preferred stock

· Authorization and Issuance of Capital Stock

· Issuance of Par Value Stock
By LAW, publicly owned corporations must: 

· Prepare financial statements in accordance with GAAP.

· Have their financial statement audited by an independent CPA.

· Comply with federal securities laws.

· Submit financial information for SEC review.

Each corporation is formed according to the laws of the state where it is located.

The application for corporate status is called the Articles of Incorporation. Each unit of ownership is called a share of stock. A stock certificate serves as proof that a stockholder has purchased shares. When the stock is sold, the stockholder signs a transfer endorsement on the back of the stock certificate. Outstanding shares are issued shares that are owned by stockholders. Treasury shares are issued shares that have been reacquired by the corporation.
Preferred Stock A separate class of stock, typically having priority over common shares in . . Dividend distributions (rate is usually stated). Distribution of assets in case of liquidation.

Factors affecting market price of preferred stock: 

· Dividend rate

· Risk

· Level of interest rates

· Factors affecting market price of common stock:

· Investors’ expectations of future profitability.

· Risk that this level of profitability will not be achieved.

Companies use stock splits to reduce market price. Outstanding shares increase, but par value is decreased proportionately.

Financial Assets 
(Lecture 6)
Learning Objectives

· How much cash a business should have?

· The Valuation of Financial Assets

· Reporting Cash in the Balance Sheet

· The statement of Cash flows

· Cash Management

· Using Excess Cash Balances Efficiently

· Internal Control Over Cash 

Every business needs enough cash to pay its bills. Cash is defined as any deposit banks will accept. The statement of cash flows. It summarizes cash transactions for an accounting period. It includes cash and cash equivalents.
Cash management helps:

· Accurately account for cash.

· Prevent theft and fraud. 

· Assure the availability of adequate amounts of cash. 

· Avoid unnecessarily large amounts of idle cash.

Cash available for long-term investment may be used to finance growth and expansion of the business, or to repay debt. Cash not needed for business purposes should be distributed to the company’s stockholders.

Internal Control Over Cash: 

· Segregate authorization, custody and recording of cash. 

· Prepare a cash budget. 

· Prepare a control listing of cash receipts. 

· Require daily deposits. 

· Make all payments by check. 

· Verify every expenditure before payment. 

· Promptly reconcile bank statements.

Bank Statements Shows the beginning bank balance, deposits made, checks paid, other debits and credits in the month, and the ending bank balance. 

Reconciling the Bank Statement

Explains the difference between cash reported on bank statement and cash balance in depositor’s accounting records. It provides information for reconciling journal entries.

Explains the difference between cash reported on bank statement and cash balance in depositor’s accounting records.

Provides information for reconciling journal entries.

All reconciling items on the book side require an adjusting entry to the cash account.
Long-term Liabilities 
(Lecture 7)
Learning Objectives

· Explain why bonds are issued.

· Prepare the entries for the issuance of bonds and interest expense.

· Describe the entries when bonds are redeemed or converted.

· Describe the accounting for long-term notes payable.

· Contrast the accounting for operating and capital leases.

· Identify the methods for the presentation and analysis of long-term liabilities
Long-term liabilities are obligations that are expected to be paid after one year

Include bonds, long-term notes, and lease obligations. Bonds are interest-bearing notes payable issued by corporations, universities, and governmental agencies 

Like common stock, can be sold in small denominations (usually a thousand dollars) attract many investors. To obtain large amounts of long-term capital, corporate management usually must decide whether to issue bonds or to use equity financing (common stock).
Long-term financing, bonds, offer the following advantages over common stock:
1)Stockholder control not affected

2)Tax saving
3)Earnings per share may be higher

Disadvantages of Bonds
1)Interest must be paid on a periodic basis

2)Principal (face value) must be repaid at maturity
Types of Bonds: Secured and Unsecured

Secured bonds 

Specific assets of the issuer pledged as collateral for the bonds( a mortgage bond is secured by real estate) 

Unsecured bonds 

Issued against the general credit of the borrower; they are also called debenture bonds. 
Types of Bonds
Convertible and Callable

Convertible convert the bonds into common stock at holder’s option. Callable are subject to call and retirement at a stated dollar amount prior to maturity at the option of the issuer. State laws grant corporations the power to issue bonds approval by both the Board of Directors and stockholders is usually required. Board of Directors stipulate the number of bonds to be authorized, total face value, and contractual interest rate

Corporate bonds are traded on national securities exchanges. Bondholders have the opportunity to convert their holdings into cash by selling the bonds at the current market price. Bond prices are quoted as a percentage of the face value of the bond (usually $1,000). 

Transactions between a bondholder and other investors are not journalized by the issuing corporation. A corporation only makes journal entries when it issues or buys back bonds, and when bondholders convert bonds into common stock.

The market value (present value) of a bond is determined by:

1) the dollar amounts to be received

2) the length of time until the amounts are received

3) the market rate of interest, which is the rate investors demand for loaning funds.  

The process of finding the present value is referred to as discounting the future amounts.

Long-term financing, bonds, offer the following advantages over common stock:

1)Stockholder control not affected

2)Tax savings 

3) Earnings per share may be higher
Company decides to reduce interest cost and remove debt from its balance sheet.

1) Eliminate the carrying value of the bonds at the redemption date.

2) Record the cash paid.

3) Recognize the gain or loss on redemption.  

Inventories
(Lecture 8 &9)
Learning Objectives

· Describe steps in determining inventory quantities

· Explain the basis of accounting for inventories and describe the inventory cost flow methods

· Explain the financial statements and the tax effects of each inventory cost flow method

· Explain the lower of cost or market basis of accounting for inventories,

· Indicate the effects of inventory errors on the financial statements

· Compute and interpret inventory turnover

· Examples discussed 
Balance sheet of merchandising and manufacturing companies: inventory significant current asset. Income statement: inventory is vital in determining results. Gross profit: (net sales - cost of goods sold) watched by management, owners, and others. Merchandise inventory is owned by the company in a form ready for sale. Manufacturing inventories may not yet be ready for sale

· Classified into three categories:


1 Finished goods :ready for sale


2 Work in process: various stages of production (not completed)


3 Raw materials: components on hand waiting to be used

Internal control principles for inventory: 

1 Segregation of duties: counting by employees not having custodial responsibility for the inventory

2 Establishment of responsibility: each counter should establish the authenticity of each inventory item  






3. Independent internal verification second count by another employee

4 Documentation procedures pre-numbered inventory tags 


5 Independent internal verification designated supervisor checks all inventory 
items tags, no items have more than one tag

· Goods in transit: included in the inventory of the party that has legal title to the goods

· FOB (Free on Board) shipping point: ownership of the goods passes to the buyer when the public carrier accepts the goods from the seller

· FOB destination point: legal title to the goods remains with the seller until the goods reach the buyer

Consignment: the holder of the goods (consignee) does not own the goods 

· ownership remains with the consignor of the goods until the goods are sold  

· consigned goods should be included in the consignor’s inventory, not the consignee’s inventory

Perpetual

· 
detailed records 

· 
cost of each item maintained 

· 
cost of each item sold is determined when sale occurs

Periodic 

· cost of goods sold is determined at the end 
of accounting period 

· Revenues from the sale of merchandise are recorded when sales are made in the same way as in a perpetual system.

· No calculation of cost of goods sold is made at the time of sale of the merchandise.

· Physical inventories are taken at end of period to determine:

· the cost of merchandise on hand

· the cost of the goods sold during the period
· Inventory costs- periodic inventory system 

·  allocated between ending inventory and cost of goods sold 

·  allocation is made at the end of the accounting period


1 the costs assignable to the ending inventory are determined


2 the cost of the ending inventory is subtracted from the cost of goods available for sale to determine the cost of goods sold.

3 cost of goods sold is then deducted from sales revenues in accordance with the matching principle to get gross profit

Cost of Goods Sold –Review Periodic inventory system


Three steps are required:

1. record purchases of merchandise,

2. determine the cost of goods purchased, 

3. determine the cost of goods on hand at the beginning and end of the accounting period

4. Costing of the inventory is complicated because specific items of inventory on hand may have been purchased at different prices. 

5. The specific identification method tracks the actual physical flow of the goods.

6. Each item of inventory is marked, tagged, or coded with its specific unit cost.Items still in inventory at the end of the year are specifically costed to arrive at the total cost of the ending inventor.
· Other cost flow methods are allowed since specific identification is often impractical. 

· These methods assume flows of costs that may be unrelated to the physical flow of goods.

· For this reason we call them assumed cost flow methods or cost flow assumptions.  They are:


1 First-in, first-out (FIFO).


2 Last-in, first-out (LIFO).


3 Average cost.

Plant Assets, Natural Resources, and Intangible Assets (Lecture 10 & 11)
Learning Objectives

· Describe how the cost principle applies to plant assets.

· Explain the concept of depreciation. 

· Compute periodic depreciation using different methods.

· Describe the procedure for revising periodic depreciation.

· Distinguish between revenue and capital expenditures, and explain the entries for these expenditures.

· Explain how to account for the disposal of a Plant Asset. 
· Compute periodic depletion of natural resources. 

· Explain the basic issues related to accounting for intangible assets.

· Indicate how plant assets, natural resources, and intangible assets are reported and analyzed.
Plant assets are tangible resources used in the operations of a business which are not intended for sale to customers. Plant assets are subdivided into four classes:  

1 Land

2 Land improvements

3 Buildings

Equipment: Plant assets are recorded at cost in accordance with the cost principle. Cost consists of all expenditures necessary to acquire the asset and make it ready for its intended use includes purchase price, freight costs, and installation costs. Expenditures that are not necessary recorded as expenses, losses, or other assets

The cost of Land includes:

1 cash purchase price

2 closing costs such as title and attorney’s fees

3 real estate brokers’ commissions

4 accrued property taxes and other liens on the land assumed by the purchaser. 

All necessary costs incurred to make land ready for its intended use are debited to the Land account. Cost of equipment consists of the cash purchase price and certain related costs. Costs include sales taxes, freight charges, and insurance paid by the purchaser during transit includes all expenditures required in assembling, installing, and testing the unit. Recurring costs such as licenses and insurance are expensed as incurred. Depreciation: allocation of the cost of a plant asset to expense over its useful (service) life in a rational and systematic manner.

Cost allocation provides for the proper matching of expenses with revenues in accordance with the matching principle. Usefulness may decline because of wear and tear or obsolescence. Depreciation does not result in an accumulation of cash for the replacement of the asset. Land is the only plant asset that is not depreciated

Cost: all expenditures necessary to acquire the asset and make it ready for intended use Useful life: estimate of the expected life based on need for repair, service life, and vulnerability to obsolescence

3 Salvage value: estimate of the asset’s value at the end of its useful life. 

Retirement: Plant asset is scrapped or discarded. Eliminate the book value of the plant asset at the date of sale by debiting Accumulated Depreciation and crediting the asset account for its cost. Debit Cash to record the cash proceeds from the sale.

Compute gain or loss. If the cash proceeds > the book value, recognize a gain by crediting Gain on Disposal for the difference. If the cash proceeds are < the book value, recognize a loss by debiting Loss on Disposal for the difference.

Natural resources consists of standing timber and underground deposits of oil, gas, and minerals. These long-lived productive assets have two distinguishing characteristics:

1 They are physically extracted in operations.

2 They are replaceable only by an act of nature
      Depletion
Allocation of the cost of natural resources to expense in a rational and systematic manner over the resource’s useful life. Units-of-activity method is generally used to compute depletion. Depletion generally is a function of the units extracted during the year.
Intangible assets are rights, privileges, and competitive advantages that result from the ownership of long lived assets that do not possess physical substance

May arise from government grants, acquisition of another business, and private monopolistic arrangements

Copyrights are grants from the federal government. It gives the owner the exclusive right to reproduce and sell an artistic or published work. Copyrights extend for the life of the creator plus 70 years. The cost of a copyright is the cost of acquiring and defending it.

Franchise: contractual arrangement under which the franchisor grants the franchisee the right to sell certain products, render specific services, or use certain trademarks or trade names, usually restricted to a designated geographical area. Another type of franchise, commonly referred to as a license or permit entered into between a governmental body and a business enterprise and permits the enterprise to use public property in performing its services.

Income and Changes in Retained Earnings 
(Lecture 12)
Learning Objectives

· Reporting the Results of Operations

· Discontinued operations

· Extra ordinary Items

· Accounting Cycle

· Changes in Accounting Principle

· Accounting for Stock Dividends
Information about net income can be divided into two major categories: Normal, recurring revenue and expense transactions. Unusual, nonrecurring events that affect net income. Discontinued Operations: When management enters into a formal plan to sell or discontinue a segment of the business, the related gains and losses must be disclosed on the income statement. 

Extraordinary Items are:
· Material in amount.

· Gains or losses that are both unusual in nature and not expected to recur in the foreseeable future.

· Reported net of related taxes.

· Change in Accounting Principle

· Occurs when changing from one GAAP method to another GAAP method.

· Make a catch-up adjustment known as the cumulative effect of a change in accounting principle.

· The cumulative effect is reported net of taxes and after extraordinary items.

Change in Estimates

· Revision of a previous accounting estimate.

· The new estimate should be used in the current and future periods.

· The prior accounting results should not be disturbed.

Global Business and Accounting
(Lecture 13&14)
Learning Objectives

· Globalization

· Environmental Forces Shaping Globalization

· Foreign Currencies and Exchange Rates

· Examples

· Exchange Rate
· Accounting for Transactions with Foreign Companies

· Strategies to Avoid Losses from Rate Fluctuations

· Hedging
The process of managers assessing the impact of international activities on the future of their company. Globalization typically progresses through an outward growth path.  Each country uses its own currency for internal economic transactions. To make transactions in another country, units of that country’s currency must be acquired. The cost of those currencies is called the exchange rate. Exchange rates fluctuate daily. Daily exchange rates are published in the financial press, such as the Wall Street Journal. The process of restating a foreign currency amount into a domestic currency amount is called “translation”.

Occasionally, a transaction occurs in one fiscal period, but cash is not received or paid until the next fiscal period. At the balance sheet date, any outstanding foreign currency receivables or payables must be “remeasured” using the spot rate available on the balance sheet date. The practice of minimizing or eliminating risk of loss associated with foreign currency fluctuations by using forward exchange rates to offset changes in spot rates.

Spot Rates: The exchange rates that are available today. 

Forward Exchange Rates: The exchange rates that can be locked in today for expected future exchange transactions.

A forward contract requires the purchase of currency units at a future date at the
contracted exchange rate.

Cost-Volume-Profit Analysis 
Lecture 15&16

Learning Objectives

· Questions Addressed by Cost-Volume-Profit Analysis

· Fixed Cost

· Variable cost

· Total Cost

· Mixed Cost

· Breakeven Analysis Computation

· Computing Sales Needed to Achieve Target Operating Income

· What is our Margin of Safety

· What Change in Operating Income Do We Anticipate?

· Business Applications of CVP

· Additional consideration

· CVP Analysis When a Company Sells Many Products
CVP analysis is used to answer questions such as:

1 How much must I sell to earn my desired income?

2 How will income be affected if I reduce selling prices to increase sales volume?

3 What will happen to profitability if I expand capacity?

Total fixed costs remain unchanged when activity changes. Fixed costs per unit decline as activity increases. Total variable costs change when activity changes. Mixed costs contain a fixed portion that is incurred even when facility is unused, and a variable portion that increases with usage. Example:  monthly electric utility charge, Fixed service fee, variable charge per kilowatt hour used. A straight line closely (constant unit variable cost)
approximates a curvilinear variable cost line within the relevant range.
The break-even point (expressed in units of product or dollars of sales) is the unique sales level at which a company neither earns a profit nor incurs a loss. Break-even formulas may be adjusted to show the sales volume needed to earn any amount of operating income.  

Margin of safety is the amount by which sales may decline before reaching break-even sales:

Sales mix is the relative combination in which a company’s different products are sold.

Different products have different selling prices, costs, and contribution margins.

A limited range of activity, called the relevant
 range, where CVP relationships are linear. 

1 Unit selling price remains constant.

2 Unit variable costs remain constant.

3 Total fixed costs remain constant.

4 Sales mix remains constant.

5 Production = sales (no inventory changes). 

Incremental Analysis
(Lecture 17 &18)
Learning Objectives

· The Challenge of Changing Markets

· The Concept of Relevant Cost Information

· Sunk Costs Versus Out-of-Pocket Costs

· Special Order Decisions

· Examples
· Production Constraint Decisions

· Example

· Make or Buy Decisions

· Sell, Scrap, or Rebuild Decisions

· Joint Product decisions 

Product markets can change quickly due to competitor price cuts, changing customer preferences, and introduction of new products by competitors. Managers must make short-run decisions, with a fixed set of resources, to react to the changing market place. 

Decision making involves five steps.

1 Define the problem. 

2 Identify the alternatives.

3 Collect information on alternatives.

4 Eliminate irrelevant information.

5 Make a decision with the remaining relevant information
Information that varies among the possible courses of action being considered.

Important cost concepts for business decisions.
· Opportunity costs.

· Sunk costs.

· Out-of-pocket costs

The benefit that could have been attained by pursuing an alternative course of action. The decision to accept additional business should be based on incremental costs and incremental revenues. Incremental amounts are those that occur only if the company decides to accept the new business. 
Production Constraint Decisions: Managers often face the problem of deciding how scarce resources are going to be utilized. Usually, fixed costs are not affected by this particular decision, so management can focus on maximizing total contribution margin.
Make or Buy Decisions: Incremental costs also are important in the decision to make a product or buy it from a supplier. The cost to produce an item must include:
(1) direct materials

(2) direct labor and 
(3) incremental overhead.
We should not use the predetermined overhead rate to determine product cost. 

Sell, Scrap, or Rebuild Decisions: Costs incurred in manufacturing units of product that do not meet quality standards are sunk costs and cannot be recovered. As long as rebuild costs are recovered through sale of the product, and rebuilding does not interfere with normal production, we should rebuild.

Two or more products produced from a common input are called joint products. The split-off point is the point in a process where joint products can be recognized as separate products. Businesses are often faced with the decision to sell partially completed products at the split-off point or to process them to completion.

Costing and the Value Chain 
(Lecture 19 & 20)
Learning Objectives

· The Value Chain—Focus on Core Operations

· Value and Non-value-Added Activities

· Activity-Based Management — Drive Out Costs

· The Target Costing Process — Creating Customer Satisfaction

· Major Influences on Target Pricing

· JIT, Supplier Relationships and Product Quality
· Life-Cycle Product Costing and Pricing

· Characteristics of Target Costing Processes

· Just-in-time (JIT) Inventory Procedures

· Relationship Between JIT and Total Quality Management (TQM)

· Measures of Efficiency in a JIT System

· Total Quality Management and the Value Chain

· Components of the Cost of Quality
The value chain is the set of activities and resources necessary to create and deliver products and services valued by customers.

Value-added activities add to product or service desirability in customers’ eyes.

Non-value-added activities add cost without additional desirability, and can be eliminated
without reducing quality or performance.

Examples of non-value-added activities are:
· Storage of materials, work-in-process, or finished goods.

· Moving parts and materials in the factory.

· Waiting for work.
· Inspection
Target costing is aimed at the earliest stages of new product and service development.

Successful implementation of a JIT system requires:

A limited number of suppliers who will make on-time deliveries of quality materials. Quality that is “designed-in” and “manufactured-in” rather than “inspected-out”.

A well-trained flexible work force. An efficient plant layout. 
Components of the Cost of Quality
· Prevention costs

· Inspection of materials upon delivery

· Inspection of production process

· Equipment inspection

· Employee training 
· Appraisal costs

· Finished goods inspection

· Field testing of products

· Internal failure costs – defects discovered before delivery to customers

· Scrap materials

· Rework

· Reinspection of rework

· Lost sales resulting from late deliveries 

Responsibility Accounting and Transfer Pricing (Lecture 21 &22) 

Learning Objectives

· Responsibility Centers

· The Need for Information About Responsibility Center Performance

· Cost Centers, Profit Centers, and Investments Centers

· Responsibility Accounting Systems

· Profit Center Reporting

· When is a Business Center Unprofitable?

· Evaluating Business Center Managers

· Arguments Against Allocating Common Fixed Costs

· Transfer Prices

· Nonfinancial Performance Measures
Large complex businesses are divided into responsibility centers enabling managers to have a smaller effective span of control.

Cost Center: A business section that has control over the incurrence of costs, but no control over revenues or investment funds.
Profit Center: A part of the business that has control over both costs and revenues, but no control over investment funds.
Investment Center: A profit center where management also makes capital investment decisions.

An accounting system that provides information relating to the responsibilities of individual  managers. To evaluate managers on controllable items. Successful implementation responsibility accounting may use organization charts with clear lines of authority and clearly defined levels of responsibility.

Management by exception:  

Upper-level management does not receive operating detail unless problems arise. Revenue is easily and automatically assigned to specific departments using point of sale entries from cash registers. Two guidelines should be followed in allocating costs to the various parts 
of a business . . . According to cost behavior patterns: Fixed or variable.
According to whether the costs are directly traceable to the centers involved. Common fixed costs arise because of overall operation of the company and are not due to the existence of a particular center. Responsibility margin is the best gauge of the long-run profitability of a business center. 

Managers should be evaluated on the portion of responsibility margin they control. Common fixed costs would not change even if a business center were eliminated. Common fixed costs are not under the direct control of the center’s managers. Allocation of common fixed costs may imply changes in profitability that are unrelated to the center’s performance. The transfer price affects the profit measure for both buying and selling divisions. Companies engaged in different lines of business are required to report certain information about each segment. Revenue. Operating profits or losses. Identifiable segment assets. Depreciation and  amortization. Capital expenditures.
Managers should be evaluated on the portion of responsibility margin they control. The key issue is controllability. Common fixed costs would not change even if a business center were eliminated. Common fixed costs are not under the direct control of the center’s managers. Allocation of common fixed costs may imply changes in profitability that are unrelated to the center’s performance.

Operational Budgeting 
(Lecture 23, 24 & 25)
Learning Objectives

· Budgeting:  The Basis for Planning and Control

· Benefits Derived from Budgeting

· Establishing Budgeted Amounts: The “Behavioral” Approach

· Participation in Budget Process

· Preparing the Master Budget: An Illustration

· Preparing the Master Budget: An Illustration…… Continued

· Flexible Budget

· Flexible Budget Performance Report

· Illustration
A budget is a comprehensive financial plan for achieving the financial and operational goals of an organization.

Planning: Developing objectives for acquisition and use of resources

Control: Steps taken by management to ensure that objectives are attained.
Budget Problems 

· Perceived unfair or unrealistic goals.

· Poor management-employee communications
· Solution

· Reasonable and achievable budgets.

· Employee participation in budgeting process
Rewarding Business Performance 
(Lecture 26)
Learning Objectives

· Motivation and Aligning Goals and Objectives

· Return on Investment (ROI)

· Improving and criticism of ROI

· Economic Value Added

· Balanced Scorecard
Goal Congruence: Alignment of employee goals and objectives with organizational
goals and objectives.
Return on investment is the ratio of profit to the average investment used
to generate the profit.

Economic value added tells us how much shareholder wealth is being created.

Residual income encourages managers to make profitable investments that would be rejected by managers using ROI.

Economic value added is the annual after-tax operating profit minus the total annual cost of capital. Cost of capital is weighted-average after-tax cost of long-term borrowing and the cost of debt.
Balanced Scorecard A set of performance targets and results that show an organization’s performance in meeting its responsibilities to various stakeholders.

Standard Cost Systems
(Lecture 27)
Learning Objectives

· Standard Cost system 

· Variance Analysis

· Establishing and Revising Standard Costs

· A General Model for Variance Analysis

· Illustration
A standard cost variance is the amount by which an actual cost differs from the standard cost.

This variance is unfavorable because the actual cost exceeds the standard cost. 

This variance is favorable because the actual cost is less than the standard cost. 

 Normal standards should be set at levels that are currently attainable with reasonable and efficient effort.
A standard is the expected cost for one unit. A budget is the expected cost for all units. Standard price is the amount that should have been paid for the resources acquired. Standard quantity is the quantity that should have been used for the actual good output. 

JIT systems may reduce unfavorable variances.

Long-term agreements with suppliers eliminate price variances. Well-trained flexible work force reduces labor efficiency variance. Emphasis on quality reduces material quantity variances. 

Capital Budgeting

 (Lecture 28 &29)
Learning Objectives

· Capital Investment Decisions

· Capital Investment Decisions: Typical Cash Inflows

· Evaluating Capital Investment Proposals:  An Illustration

· Payback Period

· Discounting Future Cash Flows

· illustration of Capital Budgeting Techniques
Capital budgeting: Analyzing alternative long-term investments and deciding which assets to acquire or sell Capital Investment Decisions:
Nonfinancial Considerations 
· Employee working conditions

· Environmental concerns

· Corporate image

· Employee morale

· Product quality

Most capital budgeting techniques use annual net cash flow.  Depreciation is not a cash outflow. The payback period of an investment is the time expected to recover the initial investment amount. 

Net Present Value (NPV)

A comparison of the present value of cash inflows with the present value of cash outflows. Most capital budgeting techniques use annual net cash flow. Depreciation is not a cash outflow. Capital budgeting involves many estimates. Estimates may be pessimistic or optimistic. Uncertainty about the future may impact estimates.

Managerial Accounting
(Lecture 30)
Learning Objectives

· Explain the distinguishing features of managerial accounting.

· Identify the three broad functions of management.

· Define the three classes of manufacturing costs.

· Distinguish between product and period costs.

· Explain the difference between a merchandising and a manufacturing income statement
Management Accounting

A field of accounting that provides economic and financial information for managers and other internal users. Activities include: Explaining manufacturing and nonmanufacturing costs and how they are reported in the financial statements. Computing the cost of providing a service or manufacturing a product. Determining the behavior of costs and expenses as activity levels change. Analyzing cost-volume profit relationships within a company. Assisting management in profit planning and budgeting Providing a basis for controlling costs and expenses by comparing actual results with planned objectives and standard costs.
Accumulating and presenting relevant data for management decision making. Managerial Accountants have an ethical obligation to their companies and the public. The Institute of Management Accountants (IMA) developed a code of ethical standards which divides the managerial accountant’s responsibilities into 4 areas: 

· Competence

· Confidentiality

· Integrity

· Objectivity

Process Cost Accounting 
(Lecture 31 & 32)
Learning Objectives

· Understand who uses process cost systems.

· Explain the similarities and differences between job order cost and process cost systems.

· Explain the flow of costs in a process cost system. 

· Make the journal entries to assign manufacturing costs in a process cost system.

· Explain the four steps necessary to prepare a production cost report.

· Prepare a production cost report. 

· Explain just-in-time processing. 

· Explain activity-based-costing.

Process cost systems are used to apply costs to similar products that are mass produced in a continuous fashion. A process cost accounting system is used for continuous process manufacturing, and it is necessary to record both the accumulation and assignment of manufacturing costs. 
 A distinctive feature of process cost accounting is that individual Work in Process Inventory accounts are maintained for each production department or manufacturing process.  In a beverage company, there would be a Work in Process Inventory account for each of the manufacturing processes, manufacturing processes or departments. 

Job order and process cost systems are similar in three ways:

1. Manufacturing cost elements

2. Accumulation of the costs of materials, labor, and overhead

3. Flow of costs
In a process cost system, fewer materials requisition slips are usually required than in a job order cost system, since materials are used for processes rather than for specific jobs.

Just in Time Processing
Major Benefits:

· Manufacturing inventories significantly reduced or eliminated.
· Product quality enhanced.
· Rework costs and inventory storage costs reduced or eliminated.

· Production cost savings are realized from the improved flow of goods through the processes.
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