Pace General Business Model Outline

Introduction | | | | |

Economics

Ent erpri se Econom cs
Enterprise economics includes supply and demand and the underlying factors for individual business: kinds
of competition, marginal revenue, pricing policies, and long and short run cost behavior.

National and |International Econom cs
Outlines major economic trends in the United States and their impact on business and knowledge of
significant international relationships.

I nstitutional Environnment
Outlines how business interacts with central planning as determined by government, labor, financial
institutions, and consumer groups. An outline of the impact that government agencies have on business.

Finance

Wor ki ng Capi tal Managenent
Standard policies and procedures affecting the management of cash, marketable securities, Receivables,
and inventories.

Long-term Fi nance and Capital Structure
Standard factors that determine the optimal capital structure for the individual company. How mix of capital
sources impacts the cost of capital.

Organization, Accounting, and Behavior

Deci si on Maki ng and Organi zati on Theory
Management styles and their impacts on human behavior. Group dynamics, interpersonal relationships, and
the change process. Hierarchical, line and staff structures, and centralized and decentralized functions of
organizations and their contributions to and effects on decision making.

Behavi oral Science in Accounting
Goal congruence. Possible and desired behavioral impacts of budgets, performance standard, profit center
accounting, auditing, and other accounting activities.

Mot i vati on
Human needs and self-fulfilment. Job content, enrichment, and satisfaction. Potential dysfunctional
behavior. Support relationships, reinforcement, and other motivation theories.

Communi cati on
Formal and informal communication networks. Psychological and attitudinal impacts of communication,
including effects on task accomplishment. Selective listening and communication receptivity. Information
content, credibility, and overload.

Public Reporting Standard

Reporting Requirenents
Current standard controlling financial reporting to the public, including the importance of footnote and
materiality. Broad outline of how this standard has been established. Standard controlling reporting to
various government regulatory agencies. Filing requirements under SEC and stock exchange practice.
Legal and ethical responsibilities in public reporting.

Audit Protection
An understanding of the protective character of auditing. How internal and external audits are organized and
carried out. Operational vs. financial audits.

Tax Accounting
Principal features of corporate taxation under US. Federal law to understand tax consequences of ordinary
business operations and to recognize tax situations that require specialized knowledge and expertise.
Accounting for income taxes.

Analysis Standard

The I nformati on Concept
Theory of information including its value and cost. Restriction of financial data in term of historic costs,
disclosures, realization of income, economic expectations, and entity segmentation. Users of financial data
and each user's need.

Fundanent al Fi nancial Statenents
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Pace General Business Model Outline

Principal financial statements and each statement's primary purpose. Interim and annual statements. How
alternative accounting principles use impacts financial statements. Periodic reporting to lenders and
directors.

Profit Planning and Budgets
Strategic planning and operating projections. Setting objectives and integrating planning data. Forecasting
techniques, including statistical methods and incremental cost relationships. Analysis and reporting of
budgetary variances and forecast changes.

Manuf act uri ng Cost Standard
Theory of standard costs. Interrelationship of production control, industrial engineering, and cost control.
Development of standard. Exception theory and variance analysis. Cost allocation to products and process.
Disposition of variance and valuation changes.

Anal ysis of Accounts and Statenents
Ratio analysis and statement interpretation. Receivables administration dealing with aging analysis and bad
debt control. Inventory costing and approaches to physical inventory counts and inventory control. Analysis
of fixed asset, depreciation, and depletion accounts for management control.

Decision Analysis Standard
Fundanment al s of the Decision Process
Logical steps for reaching decisions. Decision theory.
Deci si on Anal ysi s
Identifying and selecting relevant decision models. Identifying and selecting data for decision models.
Selection of decision criteria. Includes such topics as capital budgeting models, linear programming,
economic order quantity models, make-or-buy analysis, and other quantitative business analysis techniques.
Nat ure and Techni ques of Mbdel Buil di ng
Techniques to describe systems, such as flow charts or other diagramming devices. Mathematical
representation of systems including statistical techniques to estimate parameters for the mathematical
representations. The use of simulation techniques.
I nformati on Systens and Data Processing
The theory of information systems. Accumulation of data for decision analysis and reporting. Nature of
business data processing systems including computers and data controls.
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Economic Standard

Introduction
Basi ¢ Assunptions of Econonm c Anal ysis
Consuner's econom c needs are unlimted;
Avail able resources are |limted;
The objective is the nost efficient allocation of scarce
resources to achieve the |argest anount of goods and
services (G\P).
Basi ¢ Econom ¢ Systens
Traditional System
(feudal, kingdom)
Command System
(centrally planned)
Capitalistic System
(free market, private ownership, pursuit of own private interest, Adam Smith)
Consumners express their dollar votes in the narket.
Mar ket econony drives system
Conpetition forces producers to be efficient.
This efficiency leads to a nmaxi mum GNP and standard of 1iving.
Most systens of today are part capitalistic and part conmand.

Basi ¢ Econom ¢ Deci si ons
Wihat to produce

How t o produce it

How much to produce

What price to sell it at
Who shall receive it

Economics of the Firm
Mar ket structure analysis
Kinds of Competition
Pure Conpetition
Characteristics (LAPPI)
Large nunmber of buyers and sellers
Access free to enter nmarket
Price takers, no individual seller can effect the market price.
Perfect know edge, firns know their revenue and cost; buyers
nmaximze utility.
Identical products of all producers
Supply and demand curve interaction determ nes price and out put.
Perfect Competition
Profit Max Price and Output

S
$p /
D
Q Q
The Industry The Firm
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Individual firmfaces horizontal denmand curve at market price.

Horizontal Demand at Market Price

P D

Profit maxim zation equals quantity where margi nal cost equals
nar gi nal revenue.
Margi nal Revenue = Market Price; Marginal Cost = Unit Variable
Cost
(insert draw nq)
if MR> MC, nore units will contribute to fixed costs and i ncrease
profits or decrease | osses.
If MR< MC, the firmshould close down., because no contributionis
being made to fixed costs.
Thus, a firns short run supply curve equals nmarginal cost curve.
Add all firms supply curves = industry supply curve.
Eventually price will equal |long run average cost and there will
be no economc profit.
Monopolistic Conpetition
Monopolistic Competition
Profit Max Price and Output

MC

Q

Characteristics (PEDAL)
Price mani pulations by individual firns is possible.
Easy entry into the market.
Differentiated products
Adverti sing.
Large nunber of firns in the industry.
Exampl es: Aspirin, Breakfast Cereal
H ghly elastic demand curve (near horizontal)
Price elasticity of demand will depend on degree of
differentiation and nunber of rival firns.
Short run profit maxim zation is where MR = MC
Production may be at less quantity than the | owest unit cost and
thus fewer firns could produce total output at |ess cost (or
hi gher efficiency).
digopoly
Characteristics (FREEK)
Few |l arge firns supply npbst output.
Rigid prices.
Entrance is difficult because of high investnent.
Either differentiated or standard product.
Ki nked demand curve above market price
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Exampl es: OPEC oil , and DeBeers di anond cartels

Pure oligopoly is a standardi zed product, such as steel
Differentiated oligopoly, such as autonobiles or airlines.

H gh degree of interdependence in the industry and antici pation of
conpetitors next nove.

Ki nked demand curve is highly el astic above the market price
because conpetitors nmeet a price cut and may disregard a price

i ncrease.

Oligolopoly - Kinked Demand Curve

Prevailing Price

D

Q
Pure Mbonopol y

Pure Monopoly
Profit Max Price and Output

Firm demand = Industry demand

Characteristic (BUGSS)

Bl ocked entry into industry.

Uni que product with no close substitutes.

Goodwi || advertising is often present.

Single firmin the industry.

Significant ability to set prices.

Exampl es: Cabl e tel evision, Tel ephone Co.

Advertising is for goodw Il purposes or to convert buyers froma
substitute good. (electricity vs. natural gas vs. coal)

MR curve is bel ow the demand curve

(insert draw ng)

Profit maxim zation is still where MR = MC.

This profit maxim zation is at a higher price and | ower quantity
than pure conpetition.

(insert draw ng)

Demand curve anal ysis
Demand is the quantity of a good or service that consumers are willing and able to purchase at various
prices during a period of time. Thus, demand is a schedule of amounts that will be purchased at various
prices. Law of Demand - The price of a product and the quantity demanded are inversely (negatively)
related; i.e., the lower the price, the higher the quantity demanded. Substitution effect - With a price
decrease, new buyers will enter the market. The good will be cheaper relative to other goods, and is
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substituted for them. Income effect - With lower prices, individuals buy more of all goods than they formerly
purchased.

Dol | ar votes
reflect the consumers perception of a good's utility of the satisfaction derived from consuming a unit.

Denand Curve

as unit prices fall, consumers will purchase more quantity

as unit prices increase, quantity demand will decrease

this produces a demand curve that is downward sloping to the right.
Qual i fying Factors
Change in Consuner's Taste's
| ncone
Rel ated or Substitute Itens
Expectations as to price or incone changes
Range of avail able products
Di m ni shing marginal utility

means that each extra unit consumed provides less extra satisfaction.
Uility of Savings

The security and interest earned from savings provide some satisfaction or utility.
I ndi fference Curves

Indifference Curves

N

12

Wine

11

Cheese
measure the consumer's perception of the utility of individual goods.

Budget Constraints

Wine

Cheese
maximization of indifference curves is where the utility per dollar value of all goods and savings are the same
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Utility

Wine 13

1
Cheese

Dermand Curve Shift
to the right is caused by an increase in income
Shift to the left is caused by decrease in income or increase in substitute goods.

Increase in Demand

Price

D D1

Quantity Demanded
i ncone
substitute (conpeting) goods
El asticity of Demand
measures the responsiveness of quantity to a decrease in the product price and the effect on total revenue
(quantity is always the numerator).
product quantity change
product price decrease
total revenue change
El asti ¢ Dermand
Total revenue increase from a decrease in price, or,
Change in quantity greater than change in price
Curve is more horizontal (remember rubber band is elastic)
Horizontal Demand Curve
I nel astic Dermand
Total revenue decrease form a decrease in price, or,
Change in quantity less than change in price
Curve is more vertical (remember toilet paper is inelastic)
Vertical Demand Curve
Price Elasticity of Demand
measures the effect on quantity purchased resulting from a price change.
Percent Change in Quantity
Percent Change in Price
El astic (or inelastic) demand
Income Elasticity of Demand
measures the effect on quantity purchased from a change in income.
If elasticity is positive it is a normal good (lobster).
If elasticity is negative it is an inferior good (beans).
Percent Change in Quantity
Percent Change in |Income
Income Elastic (or inelastic) Demand
Nor mal Good
Positive I ncone Elasticity
Lobst er
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I nferior Good
Negative I ncone Elasticity
Beans
Cross Elasticity of Denmand
measures the relationships of changes in two products.
Percent Change in quantity of y
Percent Change in quantity of x
Substitute (conpeting) products
Positive cross elasticity
Coke and Pepsi
Conplimentary products
Negative cross elasticity
Beer and pizza
Supply curve anal ysis
The supply curve depicts the quantity producers will sell at given prices.
Seller will bring less to market at a lower price; thus, supply curve is downward sloping to the left.
Movement on supply curve should be contrasted to shift in supply curve

Supply Curve and Shift

Price

S S1

Quantity Demanded
Government price support programs mean there will be greater supply than demand at the support price, the
difference in quantity is purchased by the government.
Production Function and Cost Factors
The production function
The term production function refers to the physical relationship between a firm's input of productive
resources (raw material, labor, capital, land, managerial talents) and its output of goods or services per unit
of time.
A firm's production function thus relates the size of a flow of output to the size of the corresponding flow of
input required to generate it.
Quantity of output per unit of time equals a function of specific quantities of input. Q = f (X1,X2,X3, ....Xn).
In the short run the quantity of output will be the result of combining variable input factors, for example, labor
and raw materials, with fixed inputs, such as size of plant, major pieces of equipment, managerial capacity.
Q =f(X1,X2,| X3, ....Xn). The () divides fixed and variable.
The production function objective
is the most efficient method of producing the demanded quantity. This involves combining variable inputs
(labor and raw materials) and fixed inputs (managerial capability, equipment, and space)
Increasing returns to scale mean output greater than input (from specialization).
Constant returns to scale assumes all inputs are variable.
The Law of Diminishing Returns means the marginal output (increase in total units) eventually decreases as
more variable inputs are added and diminishing returns take effect.

Increasing DlmlnIShIng Negat|ve
returns | returns results
| —

Output

Input
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The Principle of diminishing marginal returns states that as the amount of a variable input is increased by
equal increments and combined with a specified amount of fixed input, a point will be reached where the
resulting increase in output will get smaller and smaller. Therefore, the quantity of output will reach a
maximum and may then decrease.

Producti on Function Fornul a
Total Costs equal Total Fixed Costs plus Total Variable Costs

Mar gi nal Costs
equal the change in Total Variable Costs in the short term.
Diminishing Returns result from each variable input unit in the short term.
As long as marginal revenue exceeds marginal cost, a company should expand production.

Mar gi nal cost and average costs

Marginal Cost

Unit$ K /,/’*Vﬂage Cost
\_/

Minimum of Average Cost

Quantity Produced
Long run average cost curve
In the long term all costs become variable
so the long run average cost curve equals the low point of all short run average cost curves.

N

Econom es of Scal e
result from specialization, division of labor, marketing advantages, by-product utilization, and volume
purchase discounts.
Di seconomi es of Scal e
may result from bottlenecks, transportation, and management problems.
Profit goals
Accounting Profit
Ceneral |y Accepted Accounting Principles (GAAP) revenue | ess cost
Normal Profit
Return on an entities investment which is necessary to keep the
venture capital from going el sewhere. Econonists consider this a
"cost" of the firm
Economic Profit
Return in excess of normal rate.
Resource Pricing and Enpl oynent
Resource Supply and Dermand
Resource Markets
Rent
Land input returns rent.
Wages
Labor input returns wages.
Interest (or)
Capital input returns interest.
Di vi dends
Capital input returns dividends.
EquilibriumPrice and Quantity
Industry demand and supply curves for an input determine the equilibrium price and quantity used.
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Pe = Equilibrium price

Pe \ Qe = Equilibrium quantity
D

Qe

| nput supply curve
Input supply curve for an individual firm is horizontal, but becomes upward sloping as shortages begin to
occur (aeronautical engineers in Seattle).

Five factors affecting a firm s input demand for any particul ar

resource:
Consumer demand for firm's output, "derived demand".
Technology
Input prices relative to input price of substitutes.
Magnitude of marginal revenue derived from additional sales.
Percent of total costs attributable to that particular input.

Inperfections in supply and demand forces
Minimum wage ensures marginal firms do not compensate for their weakness by paying substandard
wages. However, it may also encourage firms to use less labor, and this may hurt unskilled workers.
Wage-Employment Preference Path says that if labor input demand curve increases, an increase in quantity
should result. However, if demand decreases, labor unions will opt for quantity decrease (backward kinked
curve) to try to maintain the higher price.
Unions will win above-average wage gains where: industry is highly unionized; industry wide bargaining is in
effect; profits are high; work stoppages affect the whole economy; unions control trade entry through
apprentice programs.
A fertile area for unionization is where existing wage is less than the marginal value product.
Wage and price controls are effective to break wage-price spiral.
Such controls are inherently unstable, may create shortages, black market.

Maxi m zation of resource usage
is where marginal revenue product (MRP) = marginal revenue cost (MRC)
Similar to the marginal revenue (MR) and marginal cost (MC) decisions in pricing its output, management
makes decisions about the amount and price of resources it purchases from employees and material
vendors. Notice that the effect on previous units revenue and cost may effect the total revenue or total cost.
Marginal revenue product (MRP) is the change in total revenue resulting from increasing one unit of input.
Marginal revenue cost (MRC) is the change in total cost resulting from increasing one unit of input.

Fiscal Policy

St udy of aggregates
Fiscal policy is the first of the macro economic subjects that addresses non-market factors. It is the study of
aggregates and includes levels of national income, employment, fiscal policy, and the effect of taxation.

G rcul ar nonetary econony
rewards workers for their labor with compensation which they use to buy goods and services. Aggregate
output is gross national product (GNP) which is not adjusted for population or price level.

G\P -- Depreciation = net national product (NNP)

NNP -- indirect business taxes = national incone (N)

Nl -- (Corporation + FICA taxes) + transfer taxes +
Personal | ncone (Pl)

Pl -- individual taxes = disposable personal incone (DPl)
DPI = Either Consunption, |Interest Paynents, or Savings.
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Leakage's -- include net inports, taxes, and savings.
| njections -- include net exports and governnment spending
or _investnents.
Deficit spending fiscal policy maintains dis-equilibrium
Consunption, Savings and | nvestnents
Average Propensity to Consune equals consunption over
| nconme
Margi nal Propensity to Consune equal s change in
consunption over change in incone
Average Propensity to Save equals Savings over |ncone
Margi nal Propensity to Save equals change in savings over
change in incone.
Non incone factors include the consuner's stock of liquid
assets, stock of on hand goods.
Mul tiplier Effect
Increase in new spending multiplies throughout the economy so the final effect will be new spending
stimulant times the marginal propensity to consume (1/1-MPC).
The marginal propensity to consume (1/MPS) is opposite the marginal propensity to save.
If MPC = 0.9 then MPS = 0.1 and if stimulant = 5 then increase in new spending final effect = 50 of which 90
% will be increased GNP and 10% will be increased Saving.
Accel erator Effect
The acceleration of investment spending caused by the multiplier process.
Fiscal Policy
The deliberate changing of taxes and government spending for the purpose of keeping GNP close foll
employment without causinginflation; simultaneously, fiscal policy endeavors to avoiddle production
capability and to create conditions whereby the economy can achieve growth rate that is neither too rapid
or too slow.
Fundanment al obj ecti ves
Employment Act of 1946, Full Employment and Balanced Growth Act of 1978
Keep econom c activity within full enploynment zone (4%
Avoi d undue inflation
Avoi d recessionary conditions
Keep the econony expanding at an acceptable rate
Stabilizers
Features in the Federal Budget which reduce variability of economic fluctuations. For example, as GNP rises
tax revenues automatically increase and this leakage from the main income stream restrains additional
economic expansion.
Ef fect of Full Enploynment on Inflation

Inflation is simply the rising general level of prices.
When aggregate supply and demand do not balance, upswings or downswings in the GNP will result.
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Full Employment
GNP

Pure inflation (induced by
Overall / aggregate demand in
Price excess of current production

Level capabilities)

Premature inflation (prices
begin to rise before full
employment is reached)

The "output effect " of higher aggregate demand
exceeds the "price effect” when the economy
is operating well below full employment

GNP and Employment

Taxati on

Fundanental principles
Benefits received
The benefits received principle holds that those who receive the benefits from governments spending
programs should bear the burden of paying the taxes to finance those programs.
Ability to pay
The ability to pay principle states that the fairest tax a government can impose is one that is based on the
financial ability of the taxpayer -- regardless of whatever benefits may be derived from public expenditures.
Cl asses of tax
As a result to the philosophical difficulties with both of these taxation principles, three major classes of taxes
have evolved; regressive, proportional, and progressive.
Regr essi ve
A regressive tax is a tax whose percentage rate decreases as the tax base increases.
Proporti onal
A proportional tax is a tax whose percentage rate remains constant as the tax base increases.
Pr ogr essi ve
A progressive tax is a tax whose percentage rate increases as the tax base increases.
Tax shifting
Tax incidence (who pays the taxes) can be estimated by demand - supply analysis

Monetary Policy

The role of noney and a nonetary system

Money performs four basic functions.
Medi um of exchange
Measure of val ue
Standard of deferred paynent
Store of val ue
Monetary System
Monet ary system provides society with noney that is:
wi dely acceptabl e
flexible in supply
Types of Mney in the US
Coi ns
Paper currency
Demand deposits

Demand deposits are checking account balances in all depository institutions.
Conmer ci al banki ng and noney creation

Bank loans expand the money supply by the amount of the loan.
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Stage 1

Balance Sheet of Bank A

Required reeserves $20,000 Demand deposits  $100,000

Excess Reserves 80,000
$100.000 $100.000

Customer of Bank A negotiates |oan of $80, 000
Note bank exchanged something that was money (check) for something that was not money (IOU).
By monetizing the borrower's IOU the bank has created $80,000 of new money. Postloan demand deposits
at Bank A are $180,000, whereas preloan deposits were $100,000.

Stage 2

Balance Sheet of Bank A

Required reeserves $36,000 Demand deposits  $180,000

Excess Reserves 64,000
Loans 80.000
$180.000 $180.000

Borrower wites check for $80,000 and sends it to supplier who
deposits the check in Bank B

Stage 3

Balance Sheet of Bank B

Required reeserves $16,000 Demand deposits  $80,000

Excess Reserves 64,000
$80.000 $80.000

Balance Sheet of Federal Reserve Bank

Reserve account of

Bank A $-80,000
Reserve account of
Bank B +80,000
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Balance Sheet of Bank A

Required reeserves $20,000 Demand deposits  $100,000

Excess Reserves 0
Loans 80.000
$100,000 $100,000

The noney supply and nonetary policy
The equation of exchange: MW=PQ
Provides clues into what will happen to output and prices when supply of money changes.
Mesupply of noney
V=i ncone velocity of nobney
The effectiveness of the change in the supply of money on production and sales depends on a stable
velocity of money.
P=average price each unit of final goods and services sold
Ephysical quantity of all goods and services currently produced

The Federal Reserve System
The Board of Governors of the Federal Reserve System has the responsibility of supervising and controlling
the operation of our monetary and banking system.
The basic policy decisions of the Board of Governors are made effective through twelve Federal Reserve
Banks, one in each of twelve geographical regions of the US.

| nternational Trade and Fi nance
Relationships between countries based on the distribution of economic resources.
The economi c basis for trade

Fi rst
The distribution of economic resources among nations of the world is quite uneven.

Second
Production requirements differ between goods. Coffee production requires different resources than TV
production.
Via international trade, the world economy can achieve a more efficient allocation of resources and a higher
level of material well-being. The resource base and technology of each nation are different, which means
that each country can produce particular goods and services at different real costs. To take maximum
advantage of these differences in cost, each nation should produce those goods for which its costs are
relatively low, and exchange these for products for which its costs are relatively high. If each nation does
this, the world economy and each national economy can realize a larger income and output from the given
supplies of resources available.

The principle of absol ute advant age
The most obvious reason for trade.
The principle of absolute advantage states that a basis for trade exists when each party can provide the
other with a good for less than what they would pay to produce the product at home.

The principle of conparative advant age
Trade can be profitable even if one of the parties can produce both products more efficiently than the other.
Because the time spent at producing one service or product may generate more revenue than the other. The
opportunity cost, revenue missed by spending resources on the product which generates the lower revenue,
should be considered.
Free and unrestricted trade among nations encourages international specialization according to each
nation's comparative advantage.

Sone problenms with free trade anobng nations

Particular industries may be hurt.
Although nations as a whole tend to gain from free international trade, particular industries and groups of
resource suppliers can be hurt.
International trade shifts demand from the scarce toward the abundant products, causing prices of abundant
resources to rise, and prices of scarce resources to drop.

Economi c stinulation
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During slack economic periods, nations may stimulate their domestic economy by restricting imports.
Nat i onal defense
During periods of international tension, nations may protect their producers of materials and goods essential
to national defense with tariffs and quotas.
G eater diversification
Tariffs and quota protection needed by nations who want to provide greater diversification and less
dependence on foreign markets for essential products
Infant industry argunent
Tariffs needed to shield young growing industries from the severe competition of large foreign corporations.
The bal ance of trade
Most nations prefer to have a trade surplus rather than a trade deficit because this surplus brings net
monetary wealth into the domestic economy
It is not possible for all nations to have a surplus.
The devel opnent of world markets
Fewer trade restrictions, reduced transportation costs, and improved technology transfer result in products
competing on the world rather than a domestic market.
I ncreased conpetition
Rel ocat e production
Redesi gn production
Product life cycle and conparative advantage shift
As products catch on with consumers and demand builds up worldwide, then the item becomes a
"commodity" product (not much if any differentiation from manufacturer to manufacturer) and comparative
advantage can shift to countries which have a comparative advantage in standardized mass production at a
low cost.
Fi nancing international trade
Different national currencies posses rate of exchange problems. A profitable contract can become
unprofitable due to a change in the rate of exchange.
Sale stated in seller's currency.
Banks trade currencies, providing buyers with supply of sellers currency so buyer can protect themselves
from change in exchange rate.
Fi nanci al rel ationshi ps anong nations invol ves:
Trade relationships of exporting and importing
Purchasing or constructing plants in foreign countries.
Buying or selling securities of foreign firms.
Private grants between nations.
Grants and loans for military aid.
Government sales of military goods abroad.
The international bal ance of paynents
Not to be confused with balance of trade.
Purpose -- to show how the balance of trade was financed.
When a nation has a trade deficit, then its balance of payments statement must contain some compensatory
transactions that show how its excess of receipts over payments was financed.
Compensatory transactions may be thought of as balancing items, which arise in order to accommodate
differences in money inflows and outflows primarily resulting from import and export activities.
Correcting a bal ance of paynents dis-equilibrium
System of freely fluctuating exchange rates corrects this dis-equilibrium.
Freely fluctuating exchange rates
International money market comprised of banks trading currencies.
Exchange rate determined by supply and demand.
Usi ng governnent controls to correct dis-equilibrium
For ei gn exchange control s
Rati oni ng noney avail able for inports.
Tariffs

| nport Quot as
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Forecasting Standard

Long range
3 to 10 years. Management's objective is to plan for resources and to obtain long-term objectives.

Intermediate term
Involves the monthly, quarterly, and yearly operation and control of the business.

Short range
Concerned with the day to day and weekly scheduling of production and cash needs.

Importance of Sales Forecasting
Accurate forecasting of sales is key to forecasting all other areas of business. The sales forecast should
integrate both external and internal conditions.

Stages of Forecasting
Coll ecting information for the forecast
Controllable and uncontrollable factors should be identified. Information is typically analyzed by:
Mar ket
Pr oduct
C ass of Custoner
Eval uating and projecting the data
Qualitative methods; statistical analysis and projections; and causal models are often used in varying
degrees.
Operationally applying the forecast
Timely feedback is key to effective application.
Controlling and auditing the forecast
Immediate action controls the process.

Decision Model Standard
| nt roducti on

Fundanental s of the Decision Process
Logical steps for reaching decisions. Decision theory.
Deci sion Anal ysis
Identifying and selecting relevant decision models. Identifying and selecting data for decision models.
Selection of decision criteria. Includes such topics as capital budgeting models, linear programming,
economic order quantity models, make-or-buy analysis, and other quantitative business analysis techniques.
Nat ure and Techni ques of Mddel Buil ding
Techniques to describe systems, such as flow charts or other diagramming devices. Mathematical
representation of systems including statistical techniques to estimate parameters for the mathematical
representations. The use of simulation techniques.
| nformation Systens and Data Processing
The theory of information systems. Accumulation of data for decision analysis and reporting. Nature of
business data processing systems including computers and data controls.
Deci si on Mbdel
A tool that decision maker uses in addition to other inputs to arrive at a decision.
Decision Situations
Uncertainty
Unable to assign probabilities.
Ri sk
Subj ective probabilities
Qbj ective probabilities
Certainty
Rarely encountered.

Probability and Deci si on Maki ng
Probability

Degree of likelihood of the occurrence of an event.
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Rul es of probability
Mitual |y excl usive events
Occurrence of one precludes the occurrence of the other. P(A&B)=0
Addition rule - P(A or B) = P(A) + P(B) - P(A & B)
Conditional Probability P(A/B) = P(A&B)/P(B)
Multiplication rule - P(A&B) = P(A/B) X P(B)
Independent events - P(A&B) = P(A) X P(B)
A/B = a given b.
Deci sion making with uncertainty
A firm is able to calculate the outcome (payoff) for each alternative but not assign probabilities to the
outcomes.
Maxmin rul e
Select the alternative that maximizes the minimum profit of the alternatives (Conservative - Utah)
Maxi max rul e
Select the alternative that maximizes the maximum profit of the alternatives (Not conservative - Alaska)
M ni max regret rule
Minimize the maximum opportunity loss (regret) from the alternatives (Texas).
Condi tional Profit Table

Alaska Florida Texas Utah

High Profit 189 4 12
Medium Profit 12 6 10 11
Low Profit 3 5 6 9

Regret Tabl e

Alaska Florida Texas Utah

High Regret 0 9 4 6
Medium Regret 0
Low Regret

Deci si on_maki ng under Ri sk
When either subjective or objective probabilities are available.
Expected val ue rule
Expected value = Outcome (payoff) X Probability of occurrence.
Select the alternative with the highest expected value.
Vendo Conpany
Hot - dogs sell for 50 and cost 30
Hi story of hot-dog sales
10,000 - 5 ganes
20,000 - 10 ganes
30,000 - 20 ganes
40,000 - 15 ganes
Constructing a Payoff table
States of nature - |left colum
Possible actions - across top
Conditional profits - body of table
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Stock Stock Stock  Stock
Demand Probability 10,000 20,000 30,000 40,000
10,000 A 2,000 <1,000> <4,000> <7,000>
20,000 .2 2,000 4,000 1,000 <2,000>
30,000 4 2,000 4,000 6,000 3,000
40,000 .3 2,000 4,000 6,000 8,000

Expect ed payoff
Calculated by multiplying each payoff in a column by the probability of receiving that payoff. The results are
added together to yield thye expected value of that alternative.

Expected value of perfect information
Calculates the increased payoff that can be expected with complete knowledge.
The decision maker knows what state of nature will occur for each decision. The strategy with the highest
payoff will be selected each time.
The difference between the expected value under risk and the expected value with complete knowledge
equals the expected value of perfect information.

Uility
When an individual judges that one particular course of action is preferable to another, the decision is based
on a personal utility function. A utility function describes the choices that an individual would make under
different circumstances
An individual may be a risk taker (aggressive) or risk averse (conservative). This may affect the course of
action selected.

Deci si on Trees
Useful when a series of decisions must be made. Clarifies a complicated situation. Payoffs, probabilities, and
expected values are shown on the branches.

Decision Tree

Action State of Nature Payoff
Demand =0 $ 0
Order 0 Demand =1 0
Demand =2 0
Demand =0 (50,000)
QOrder 1 Demand =1 200.000
Demand =2 200.000
Demand =0 (100,000)
Order 2 Demand =1 150.000
Demand =2 400.000

I ncrenental Cost Anal ysis

Rel evant Costs and Revenues
Items in the future that will be different for the alternatives under consideration.
Future costs
Will be incurred in the future. A past, historical cost is a sunk cost and irrelevant.
Differential costs
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Varies among the alternatives under consideration. A cost that is the same under all alternatives under
consideration is not differential and is irrelevant.
Qpportunity costs
An economic benefit given up when an alternative is rejected. Although not a recorded accounting cost, it is
relevant.
Types of Deci sions
In any decisions we should consider quantitative and qualitative aspects of the decision.
Make or Buy
Compare relevant costs of each. The relevant costs of the buy alternative is generally the quoted price. the
relevant cost of the make alternative is the incremental cost of production that could be avoided if the item is
purchased. If the item is purchased and the facilities freed up have an alternative use. The opportunity cost
of the facilities should be added to the relevant costs of the make alternative. Also, consider the qualitative
aspects of the decision (quality, dependability, control, etc.).
Add or Drop
A product line.
Subtract the fixed costs that can be avoided if the product line is dropped from the product line contribution
margin. If the result is positive, the product line should be retained. The product line is contributing to the
payment of common fixed costs. If negative, consider dropping. Even if the result is negative, we may retain
the product line to keep a well rounded product offering (loss leader concept). Consider sales of
complimentary goods. Sales of substitute goods could go up.
Sel I Now or Process Further
The joint product costs incurred before the split off point are irrelevant.
If the incremental revenue generated by further processing exceeds the cost of additional processing, the
product should be processed further. If not, sell at split off point.
Speci al O der
If the plant has idle capacity, compare the revenue from the special order to the incremental costs of
production (not full allocated costs).
If the plant is at full capacity, compare the revenue from the special order to the incremental costs of
production plus contribution margin of the regular sales given up.
Prici ng Deci sions
Cost Based Pricing
Base selling price on the cost of production.
Ful | Absorption Cost
Used in practice, but conceptually weak.
Vari abl e Cost
Conceptually more sound.
QG her Factors Affecting Pricing Decisions
Company goals.
Costs.
Consumer demands.
Competition.
Legal influences.
Social responsibility.
Robi nson- Pat man Act
lllegal to quote different prices to different customers, unless due to actual cost differences.
Supports the full cost approach.
Capi tal Budgeting
Process of capital budgeting
Find i nvest ment opportunities
Col l ect information about opportunities
Sel ect discount rate (generally the cost of capital)
Fi nanci al analysis of cash flows
Make a deci sion
I mpl enent the alternative sel ected
Proj ect eval uati on and apprai sal
Techni ques of capital budgeting
Di scount ed cash fl ow approach
Consider time value of money.
Di scounted rate of return
Is the rate which caused the present value of the inflows to equal the present value of the initial investment.
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Accept the project if the discounted rate of return is greater than the cost of capital rate.
Problem, the reinvestment assumption.

Net present val ue
Subtract the present value of the initial investment from the present value of the inflows.
Accept the project if the net present value is positive.

Present val ue index
Divide the present value of the initial investment into the present value of the inflows.
Accept the project if the result is greater than one.

Non Di scounted Cash Fl ow Approaches
Ignore the time value of money.

Payback peri od
Initial investment (over)
Annual cash flows
Problem, it ignores cash flow after the Payback period.

Accounting rate of return
Average annual accounting net income (over)
Investment (Initial or Average)
Problem, it uses accounting net income and not cash flows.

Types of deci sions

Investment decisions are made for many purposes. Sometimes they are necessary to meet the present
needs of the firm such as the replacement of machinery or they may be the result of a strategic decision as
in the case of moving to a new market by introducing a new product. Most decisions, however, can be
classified into one of the four categories:

ol igatory
This group of projects includes those legally required such as pollution control devices and those required
for reasons of morale, public relations, and social responsibility.
All of the techniques of capital budgeting use some form of profitability analysis in ranking the investment
opportunities. However, for projects in the obligatory category, profitability may not be a consideration. But
even here, if the objective could be accomplished in tow or more ways, the techniques can be used to rank
the possible alternatives.

Repl acenent
These projects assure the productive capacity of the firm through replacement of worn or damaged
equipment.

Cost reduction
Projects in this category are designed to cut operating costs.

Expansi on
This would include projects that expand current product lines or add new ones.

Initial investnent

After tax amount.
Equipment
Sales tax
Freight costs
Installation costs
Operator training costs
Test runs
Additional working capital requirements

Schedul e of Net | nvestment

"Thomas H. Vernon, "Capital Budgeting and the Evaluation Process," Management Accounting, 1972

(October)?20.
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Initial cost $200,000
Sales tax 10,000
Freight 2,000
Installation 20,000
Sub Total 232,000
Less Investment Credit 23,200 208,800
Working capital 10,000
Operator training & test runs 11,000
Less tax benefit 4,400 6,600
Less

Proceeds from sale 15,000 15,000

Book value 5,000

Gain on disposal 10,000

Tax on gain 40% 4,000

Total net proceeds 11,000

Total Net Investment $214,400

Cash infl ows
Interested in incremental, after tax cash flows.
Qperating cash flows

Long net hod
+ Revenue

- Cash Expenses
= Net Income before depreciation and taxes
- Depreciation expenses
= Net income before taxes
- Tax expense
= Accounting net income
+ Depreciation expense
= Operating cash flows
Short net hod

(Tax Expense =T)

Net income before depreciation and taxes X(1-T)
+ Depreciation expense X(T)
= Operating cash flows

Term nal cash fl ows

+ Proceeds from sale of asset

+ Working capital released

+ Tax savings from loss on disposal or
- Tax payment from gain on disposal
= Terminal cash flow

Capital budgeting under risk
Use pessimistic, most likely, and optimistic estimates and compare the results.
Use higher cost of capital for riskier alternatives.
Use sensitivity analysis to understand how outcome will be affected by changes in the variables.
Adjusting for inflation
The best approach is to adjust both the discount rate and the expected cash flows to allow for the anticipated
inflation; because, depreciation expense is based on historical cost.
Lease purchase deci sions
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Compare the present value of the net cash flows of the lease alternative (after tax) to the present value of
the cash flows of the purchase alternative, and select the alternative with the lowest present value.
Since this is a financing decision and not an investment decision, the discount rate used should be the after
tax cost of debt.
The decision to acquire an asset is an investment decision, the discount rate to be used is the cost of capital.
The investment must be acceptable before the decision as to how to acquire the asset is made.
Li near Progranm ng
Application of matrix algebra used to solve business problems that can be represented by a system of linear
equations.
For mul ati on
A firm is attempting to maximize profits given a set of constraints it faces.
nj ective function
Max 7A + 2B
Constraints
2A + B <or=1,000
B <or=700
A <or=400
A+ B <or=3800
Graphi c Sol ution
Useful when only 2 variables.
The optimal solution must be one of the end points on the feasible region.
M ni m zati on
Generally want to minimize costs.
The constraints are typically greater than or equal to rather than less than or equal to.
The optimal solution is still on an end point of the feasible region.
Postoptimality (sensitivity) Analysis
Alter the assumptions set up in the objective function or alter the constraints to determine the impact on the
optimal solution.
The Dual Linear Progranm ng Mde
Every linear programming problem can be recast from its initial formulations into a mathematically related
format called the "dual" problem. Solving either the primal or the dual problem will generate the same
solution.
Si mpl ex Met hod - WMaxim zation
Used in place of graphical analysis when there are many constraints. It is an iterative process that
systematically locates feasible corner points that will improve the objective function until the optimal solution
is reached.
Constraints are rewritten by introducing slack variables (2A + B + S = 1,000). The profit equation is rewritten
asZ-7A-2B = 0.
The simplex method uses tableaus, which are matrices written in tabular form.
Si mpl ex Method - M nim zation
Simplex techniques can be used to solve minimization problems also.
Conput er Sol utions to Linear Progranm ng Problens.
Generally used in the real world. Packages which generate standard type of solution output.
Basic Statistical Concepts

Measures of central tendency
Medi an
The middle value of a group of ranked items.
Mode
Most frequently described value in a group of items.
Mean
Arithmetic average of a group of items.
Skewness
When the distribution of values is not symmetrical.
Measures of dispersion
Range
Difference between maximum and minimum value.
Vari ance
A measure of variability of values.
Standard devi ati on
A measure of variability of values.
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Degrees of freedom
Equal to the denominator n when solving for the mean, and the denominator n-1 when solving for the
variance. N-1, one of the sample observations is not free because it is defined by the sample sum minus all
the other observations.

Popul ati on paraneters

and corresponding sample statistic.
Population mean / sample mean
Population variance / sample variance
Use sample statistics to estimate population parameters.

Sanpl e sel ection

Judgnent a

Block or haphazard - may be biased.
Random

Each item in the population has an equal chance of being selected.
Central limt theorem

If we draw a multitude of samples from a population, the mean of the sample means will equal the population
mean. Also, the variance of the sample means will equal the population variance divided by n.
Probability distributions
Nor mal distribution
Symmetrical
Standardize the elements of the population with the following formula:
Normal distribution represents the number of standard normal deviations that a value is from the population
mean. The result is a distribution of normal distributions with a mean of zero and a variance of one.
Student's t distribution
Used when only sample statistics are available.
t = students t statistic which is very similar to the normal distribution.
Different tables must be used to compute probabilities from t.
There is a separate table and distribution for each sample size.
If the degrees of freedom exceed 40, the normal distribution may be used.
Confidence interval estimation
Point estimate
When a sample is drawn, the sample mean and variance are point estimates of the population mean and
variance.
Confi dence interval
At a given reliability percentage, an upper and lower limit of values can be determined.
Devel opi ng confidence intervals
Confidence interval is built around the sample mean.

1 0 ¢

99% 68%
95%
Hypot hesis testing
Set up a confidence interval around the hypothesis.
Decision criteria

Estimation sanpling for variability
In an audit must:
Specify precision of the estinmate based on the amobunt consi dered
materi al .
Speci fy confidence | evel based on the reliability desired.
Esti mate popul ati on standard devi ati on based on prior work.
Cal cul ate sanpl e size
Random y sel ect the sanple.
Audit the sanple.
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Construct a confidence interval
Make an audit deci sion.

Hypot hesi s testing
Set up the problem so that the hypothesis is accepted or rejected. Establish a null hypothesis and the
alternative hypothesis.
Ri sk of Decision Error
Type | error (al pha risk)
Is the risk of incorrect rejection.
Type Il error (beta risk)
Is the risk of incorrect acceptance.
Estimati on sanpling of proportions (attributes)
In audits of internal control, when compliance tests are performed, the auditor can use attribute sampling to
determine the upper limit of the deviation (error) rate in the population. This will be the basis for judging the
reliability of internal controls.
Di scovery sanpling
A variation of sampling for proportions when we are dealing with an extremely critical control procedure and
have a very low beta, risk of incorrect acceptance.
Stratified sanpling
Break up a population with high variability into several strata. Purpose is to reduce the impact of population
variance on sample size or to increase the precision of sample results for a given sample size. It creates
sampling efficiency.
Dol I ar unit sanpling
The use of techniques for estimation of proportions which is applied to a problem of estimating population
totals not proportions.
Sampling for variables will call for very large sample sizes when the population is not normally distributed
and has a low error rate.
Use of dollar unit sampling creates audit efficiency. Sampling with dollars rather than accounts.
The statistical sampling methods rely on central limit theorem and the standard normal distributions for their
effectiveness. Non normality in the underlying distribution of accounting data can be expected. Low error
rate frequency is to be expected in accounting populations. The non normality condition and the low error
rate condition lead to a need for large sample sizes. Large sample sizes are expensive.
Binomial and Poisson techniques are used for situations with non normal distributions and low error rates,
but the most common interest of accountants and auditors is the dollar value of accounts or measures under
study. The dollar unit sampling technique will generally require or much smaller sample, but the other
techniques may remain the preferred choice. Treat the dollars as the units.
Regressi on and cost behavi or anal ysis
Regression analysis identifies associations between variables without proving them. (Relational not causal)
We have a better basis for planning if we can identify causal relationships between measurable variables.
Sinpl e regression
One dependent and one independent variable.
Data col | ection
Obtain observations from past experience concerning values of the dependent and independent variables at
various points in time.
Create the cost line - Y = A+ B(X
H gh | ow net hod
Simple but imprecise.
Scatter graph and visual fit
Imprecise.
Least squares net hod
Using equations
Coefficient of correlation

0 means no correlation.
+1 means perfectly positively correlated
-1 means perfectly negatively correlated.

— 0

/// +1

N\
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Coefficient of determ nation
Calculates how much variability of the cost's values is explained by the regression line, the higher the
number the better the fit of the line.
Regression coefficient = strength
Strength of relationships = coefficient of determination

High coefficient of determination

Mean square error
Residual variance which measures the uncertainty associated with the regression line.
Standard error of the estimate of the regression
The square root of the mean square error.
Mul tipl e regression
One dependent and multiple independent variables. Generally handled by computer programs.
Non linear cost functions and regression
Linear regression techniques may be applied to hypothesized non linear cost relationships. An example
would be "learning curve" experienced in the start-up phase of a complex manufacturing process.
Time series analysis
Used to identify consistent patterns of data behavior over time as input to a forecasting model. Regression
techniques can be used on time series analysis. The four components of a time series are:
Trend
Cyclical novements
Seasonal novenents
Random vari ati ons
Random i ndependent vari abl es
Under certain conditions, regression analysis techniques can be used when the independent variable occurs
randomly and is not under the control of management.
Model i ng: I nventory, CPM Queui ng
Mbdel i ng Concept s
Model
A set of objects joined together by a set of interactions or interdependencies. A model is generally only an
abstraction of the real system used for analysis and testing purposes.
Steps in nodel building
Identify and relate those factors of the real environnent that are
inportant to the analysis.
Supply the nodel with the appropriate data input on which to
oper at e.
Classification of Mdels
Open system or cl osed system
If model relies on activities that derive from outside the model, the model is an open system.
Determ nistic or Stochastic
Relates to the certainty of the model results.
Physi cal or mathematica
Physical wood or plastic.
Mathematical graph or formula.
Static or Dynami c
A static model provides a solution when the system is in equilibrium. Dynamic models describe the process
followed over time to arrive at the equilibrium solution.
Analytic or Nuneric
General statement of the relationships between the variables - analytic.
Specific solutions for particular value inputs - numeric.
| nvent ory Mbdeling
For deterministic, mathematical, static, and analytic.
Cost s
O dering costs
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Carrying costs
Inventory stock out costs

EQQ G aph
Cc
TC
Costs
Cs
Inventory
Units Q { Q/2 Ave Inv

Time
Economi c Order Quantity (EOQ w th known demand
ECQ and Regression Anal ysis
Regression analysis can be used to forecast annual demand and estimate costs to order and carry the
inventory. These figures can then be used in the EOQ formulas.
EQCQ wi t h known Dermand and Back Ordering
EOCQ and known lead tine
Cont i nuous production and | ot size
When there is a continuous inflow of inventory as production progresses or continuous order delivery.
Schedul e Mdel i ng
Critical Path Method (CPM
Used in planning and control of well defined projects with an identifiable beginning and end composed of a
set of sequenced interdependent activities.
CPM Nodes
Activities requiring time
CPM Br anches
Indicate precedence relationship
Critical path
Path on which any delay in an activity will delay the total project.
Early start
Early finish
Activity tinme
Late finish
Late start
Slack tine
Difference between late start and early start for the activity.
When slack time is zero, activity is critical.
Pr ocedur es
Program Eval uati on and Revi ew Techni que (PERT)
Similar to CPM except that uncertainty as to activity times is introduced. Distribution of activity times for each
activity is required. PERT nodes and branches not same as CPM nodes and branches.
PERT Nodes
Represent starting and termination points.
PERT Br anches
Represent activities.
Pr ocedur es
Exactly the same procedures are followed for mean time as were followed in the CPM procedures.
PER/ Cost
I f managenent can alter activity tines.
In PERT/Cost and CPM the time/cost relationship of performing an activity was fixed. If management can
alter times to perform activities at a cost inversely related to time, PERT/Cost should be used. Cost/time
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tradeoffs should always be considered along the critical path. Continue to make these tradeoffs until an
optimal solution is discovered.
Queui ng
(waiting line analysis)
I nput
Popul ation characteristics
Arrival tinmes
Popul ati on behavi or on arriva
Li ne di scipline
Nunber of |ines
Servi ce order
Service Facilities
Nunber of servers
Service tine distribution
Server operation
Cut put
Satisfied custoner
Error in service
Mar kov Chai ns
Useful for studying changes in behavior of systems over time.
The Markov model is a mathematical model with dynamic properties solved by numeric methods.
Requi renent s
Process nmust possess the Markovian Property
The probability of a future event is conditional on only the current state.
There nust be a finite nunber of states that the system can
occupy.
There nust be an initial set of state probabilities.
There nust be a set of stationary transition probabilities.

Monte Carlo Sinmulation
In a system simulation it is necessary to generate a sequence of numbers whose successive values are
random and distributed in such a manner as to describe the stochastic variable.
Appl i cations
Used when a deterministic nodel is so conplex as to defy solution
by anal ytic neans.
Random numbers are drawn and the model is solved for the numeric values generated.
Used when the nodel itself is conposed of one or nore stochastic
vari abl es.
Random numbers are generated to simulate the behavior of the stochastic variables used to represent some
basic stochastic property observed in the real system. Simulations can be used to test the reasonableness
of a mathematical model.
| nformati on System and Data Processing Standard

| nt r oducti on
Informati on Systens and Data Processing
The theory of information systems. Accumulation of data for decision analysis and reporting. Nature of
business data processing systems including computers and data controls.

| nformati on System

(Input Data Processing Output)

Rol e of the managenent accountant
Active in the design and use of the system

Management i nformation systenms (M S)
Means by which information is provided to decision makers to allow them to make and implement the
necessary decisions to optimize the interrelationship of the available resources to most effectively reach the
organization's goals.

Citeria for MS
Provide accurate, timely and meaningful data for management planning analysis and control. Properties of
an effective MIS include providing information that is:
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Rel evant
Accur at e
Ti mely
Conpl et e
Conci se
Econoni cal
Fl exi bl e
M S Devel opnent
Define the goals and their priorities.
Critical success factors
Identify factors critical to the success of each goal.
Design a M'S system
Design a system structure to achieve the goals.
| mpl ement the system
Moni tor and control the system
Question to address in M S design
VWhat data needed
VWhen data needed
For whom dat a needed
VWer e data needed
In what form data needed
How much data costs
Priorities of data
Control requirenent
Mechani sm for eval uating and inproving the system
M S Pressures
Need for MIS improvements because of the growth in size and complexity of firms, social changes,
technological improvements, world economics, rising costs and competition.
New approaches to M S design
MS is viewed in terms of user
M S is detached conceptually fromthe conputer.
Qui ck response systens are devel oped
Database management systems, distributed processing.
Better integration of information processing activities.
Cl assification of Business Information
Different information is necessary to satisfy different users.
Internal users
External users
Users with a direct interest
Users with an indirect interest
Mandat ory needs
Di scretionary needs
Action/non action
Recurring/non recurring

Busi ness information systens
Logi stics

Inventory, production, distribution.
Per sonnel
Fi nanci al
Mar ket i ng
Research and Devel opnment
Strategic Planning and Policy Mking

Managenent Accounting System

Traditional System

Profit Maximization Aid

Goal Allocation Device

Control Device
Modern System

Information System

Copyright (c) 1995 Bpace 14027
PM 04

Page 28



Pace General Business Model Outline

Provide Data for Decision Making
Serve as a Communication Medium
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Reporting Standard

Public Reporting Standard
| nt roduction

Public Reporting Standard, Auditing and Taxes
Reporting Requirenents
Current standard controlling financial reporting to the public, including the importance of footnote and
materiality. Broad outline of how this standard has been established. Standard controlling reporting to
various government regulatory agencies. Filing requirements under SEC and stock exchange practice.
Legal and ethical responsibilities in public reporting. Audit Protection
An understanding of the protective nature of auditing. How internal and external audits are organized and
carried out. Operational vs. financial audits.
Tax Accounting
Principal features of corporate taxation under US. federal law to understand tax consequences of ordinary
business operations and to recognize tax situations that require specialized knowledge and expertise.
Accounting for income taxes.
Est abl i shnent of Accounting Standard
The fundamental function of financial accounting is to provide users of financial statements with information
that will help them make decisions.
Prior to 1920
No formal standard setting body.
1920 to late 1930's

New York Stock Exchange (NYSE) and American Institute of Accountants (AlA) initiated efforts.
Securities Acts of 1933 and 1934. Commission passed responsibility for determining accounting and
reporting standard along to AIA with the understanding the SEC retained final approval power over standard.

Conmittee on Accounti ng Procedure (CAP) - 1938-1959

Authorized by AIA to issue Accounting Research Bulletins. Bulletin 43 of 51 was a restatement of all
previous except those dealing with wartime issues and those dealing specifically with terminology. In 1961
the American Institute of Certified Public Accountants (AICPA) published Accounting Research and
Terminology Bulletins: Final Edition.

Accounting Principles Board (APB) 1959-1973
Accounting Research Studies (ARS), then Board deliberations, Then Board releases Opinions on the
subject.
During the period of its existence the APB issued a total of 31 Opinions as contrasted to only 15 ARS issued
by the research division.
One of the more dramatic conflicts between APB and ARS research division occurred in connection with the
initial, and some believe the most important , task charged to the Board, that is, to develop a broad
conceptual framework upon which a consistent set of accounting and reporting requirements could be
based. ARS # 1 and ARS # 3, outlining basic postulates and principles upon which financial reporting should
be based which were rejected by the Board as being "...too radically different from present generally
accepted accounting principles for acceptance at this time."
Board did issue a statement (APB Statement #4, Basic Concepts and Accounting Principles Underlying
Financial Statements of Business Enterprises) which was a last ditch effort by the Board to define a
framework. Lacking the two thirds majority vote required for release as an Opinion of the APB, however the
Statement may be considered an informative, but not an authoritative pronouncement of the Board.

Fi nanci al Accounti ng Standards Board (FASB) (1973-
present)

Full time board - 7 members
The steps that must be adhered to in the development of a financial accounting standard.
Broad participation in standard setting participation by three groups: individual management accountants,
organized groups of management accountants, and business firms.
Maj or I nfluences on Accounting Theory

Envi r onnent

Variety of Users

Econonmi c System

Soci al Concerns

I nf ormati on Technol ogy

Institutions

AICPA
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SEC

NAA - National Association of Accountants

FEI - Financial Executives Institute

FAF - Financial Analysts Federation

AAA - American Accounting Association
Concept ual Framewor k

Environmental aspects of financial reporting.

PyOvide info:
investment & &edit decisions
assessing future\cash flows
about enterprise rdsources

Basic Objectives

Primary Qualities Qualitative Elements
Relavance Characteristics|
Predictive value Assets Comprehensive Income
Feedback value Sefondary Qualities Lliabilities Revenues
Timeliness Comparability Equity Expenses
Reliability Consistency Inventment by Owner! Gains
Verifiability Distribution to Owners Losses
Representationaffaithfullness
Neutrality

Fundamental Concepts

Accounting
Assumptions Principles Constraints

Economic Entity Historical Cost Cost Benefit

Going Concern Revenue Recognition Materiality
Monetary Unit Matching Industry Practice
Periodicity Full Disclosure Conservatism

Operational Guidelines

Basi ¢ _(bj ectives

Statement of Financial Accounting Concepts (SFAC) # 1
Provi de i nfornati on:
Useful in investnment and credit decisions
Useful in assessing future cash fl ows

About enterprise resources, clains to resources,

and changes

them

Fundanent al Concepts
Qualitative Characteristics
Primary Qualities
Rel evance
Predictive val ue
Feedback val ue
Ti mel i ness
Reliability
Verifiability
Repr esent ati onal faithful ness
Neutrality
Secondary Qualities
Conparability
Consi st ency
El enent s:
Asset s
Liabilities
Equity
| nvest nent by Owners
Distribution to Omers
Conpr ehensi ve | ncone
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Revenues
Expenses
Gai ns
Losses
Operational Gui del i nes
Assunpt i ons
Economic entity
Goi ng concern
Monetary unit
Periodicity
Accounting Principles
Hi storical cost
Revenue recognition
Mat chi ng
Full discl osure
Constraints
Cost benefit
Materiality
I ndustry practices
Conservati sm
Regul at ory Agenci es
Securities and Exchange Comm ssion ( SEC)
Created 1934
Securities Act of 1933
Regulates initial offering of securities.
Securities Act of 1934
Regulates subsequent trading of securities.
O her Security Laws
Initial Filing Requirenents

When initially sell securities (under both 1933 and 1934 Acts) all the financial information included in the

registration statement must be certified by an independent certified public accountant (CPA).

Form S-1 and form S-10 are the basic forms used to register securities under the respective acts. These

forms require a registrant to disclose information concerning:
Nature and history of the issuer's business.
Its capital structure
A description of any material contracts.
A description of the securities being registered.

Salaries and security moldings of the officers and directors.

Details of any underwiting arrangenents.

An estinmate of the net proceeds and the uses to whi ch such

proceeds will be put, and detailed financial infornmation such as

sumary of earnings, certified bal ance sheets, profit an | oss

statenents, and supporting schedul es.
Subsequent Reports
Under 1934 Act.

10-K basic annual report: within 90 days after fiscal year

end.

Cover Page

Part |

I[tem 1 Business

Item 2 Properties

Item 3 Legal Proceedings

Item 4 Security ownership of central beneficial owners and

managers.
Part 11
Item5 Market for common stock
Item 6 Selected financial data
5 year summary.
Net sal es or operating revenues.

I ncome from continuing operations and rel ated per common share

anounts.
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Total assets.
Long term obligations and redeenmabl e st ock.
Cash divi dends decl ared per common stock
Item 7 Managers di scussion and anal ysis of financial condition and
results of operations.
Item 8 Fi nancial statenents.
Part 111
I[tem9 List directors and executive officers.
Item 10 Managenent renuneration and transactions
Part IV
Item 11 For 8-K - Exhibits, schedul es, and reports.
Si gnatures and suppl enental infornmation
Majority board of directors plus chief executive officer, chief financial officer, and chief accounting officer.
Annual report to sharehol ders
Integrated disclosure - make the annual report the summary reporting document: incorporate by reference.
Conpliance with regulation S-X
Financial statement in annual report must be in compliance with SEC regulation S-X and 10 K.
S-X di sclosures required in annual report:
Reconciliation of tax expense to statutory rates. Details of the deferred tax provision, and foreign and
domestic pre-tax income.
Excess of replacement cost or current cost over the LIFO value of inventories.
Unused lines of credit information and compensating balances.
Long term contracts - disclosures regarding Receivables and inventories.
Five year maturity of long-term debt.
Provision for doubtful accounts and notes.
Oil and gas reserve data.
Defaults.
Form 10 Q
Quarterly report, filed 45 days after end of first 3 quarters.
Need not be audited.
Includes condensed financial statements, selected disclosures and management discussion.
Form 8 K
File 10 days after the end of the month in which a material event occurs. Material events:
Change in control.
Acqui sition or disposition of a majority owned subsidiary.
The filing or term nation of material |egal proceedings.
Material default on senior security.
I ncrease or decrease of nore than 5% of any cl ass of outstanding
security.
Wite down, wite-off, or abandonnent of assets.
Change in auditors.
The SEC and Accounting Policy
Leaves most of the basic accounting principles to the FASB: focuses on disclosures required.
SEC pronouncenent s
Fi nanci al reporting rel eases (FRR
replace non-enforcement ASR's
FRR #1 Codification of existing ASR s
Accounting and auditing enforcenent rel eases
replace non-enforcement ASR's
The Cost Accounting Standards Board (CASB)
CASB purpose was uniformity and consistency.
1970-1980
Standards still applicable
Cost accounting principles followed by defense contractors and
subcontractors under federal contracts. Size |linitations.
19 Standards
Most are consistent with GAAP, except 404 and 414.
404 ldentifiable general and admi nistrative expenses are
capitalized
414 Cost of mponey included as a cost.

The Federal Trade Comm ssion (FTC)
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Regulates firms in interstate commerce.

Line of Business disclosures (1974). Information from largest manufacturers with over 200 manufacturing

segments.

Revenue, income assets, and expenses for each line of business with total revenue in excess of $10M.
New Yor k Stock Exchange

Certain minimum exchange requirements for listing.

Requires timely financial information and soliciting of proxies for all meetings of stockholders.

Continued listing requirements.
Accounting Standard |
Account i ng Measur enent
Revenue recognition principle
When all three conditions exist:
Can neasure.
Exchange transaction
Earning process virtually conplete, generally point of sale
except :
Per cent age of Compl etion
End of production
Recei pt of cash (installnment or cost recovery nethod)
Mat chi ng principle
Associ ating cause and effect, direct to specific sale.
Systematic and rational allocation, indirect to period.
| medi at e expensing, period cost, no future benefit.
Price Leve
For ei gn Exchange
Foreign currency transactions
Denominated in US Dol lars - no problem
Denom nated in foreign currency - and accounting probl em because
it must be measured in US doll ars.
Rul e: At each bal ance sheet date, reval ue each receivabl e and
payable to the spot exchange rate. Report a rel ated exchange gain
or loss in the inconme statenment of that period (two transaction
per spective).
Account s receivabl e
If US dollar is appreciating report an exchange | oss.
If Us dollar is depreciating report an exchange gain.
Account s payabl e
If US dollar is appreciating report an exchange gain.
If Us dollar is depreciating report an exchange | oss.
The amount of the gain or loss and restatement of the receivable or payable is equal to the change in the
exchange rate from the inception of the transaction to the balance sheet dates times the number of foreign
currency units involved.
An additional exchange gain or loss may be reported in the period of settlement, if the spot exchange rate
changes form the balance sheet date to the date of settlement.
Foreign currency Financial Statenent Translation
Functional Currency
Current Rate Method
Re- measur enent Met hod

Accounting for Current Assets
I nvestment in Stocks (APB # 18)
Initially record at cost which equals the purchase price plus any incidental expenditures. Subsequent
accounting depends on percent interest:
Greater than 50% use equity method and consolidate.
20% to 50% use equity method if significant influence.
Less than 20% use cost method (lower of cost or market (LCM) for marketable equity securities), assuming
no significant influence.
LCM separates the accounting for short and long term portfolios.
Cash dividend received entry
Credit dividend income.
St ock divi dends received/ stock split
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No entry. Change unit cost basis of all shares.

Stock rights received
Allocate portion of cost of common stock to the rights.

Accounting for Bad Debts
GAAP requires that an allowance be established as a contra to accounts and notes receivable. There are
two methods of establishing an allowance:

Esti mate based on sal es.

Esti mate based on accounts receivable

I nventories

Met hod of inventory neasurenent

Per pet ua
(or book inventories)
The cost of goods sold and inventory balances are determined with each sale or issue of raw material to
production.

Peri odi c
The assets costs are accumulated in a purchase account. A periodic physical inventory is necessary to
calculate costs of goods sold and prepare statements.

G oss Profit Method
The gross profit method uses the normal relationship between the sales and cost of goods sold to estimate
cost of goods sold. The estimate of cost of goods sold implies an estimate of inventory. The gross profit
method is used in situations in which it is not possible to take a physical inventory, mostly for interim financial
statements or in determining inventory in the event of fire or casualty.

Adj ustments to inventory cost
Cash discounts should be treated as a reduction of the cost of purchases. There are two ways to accomplish
this:

Di scounts | ost account
Di scounts account
Inventory valuation / cost flow assunptions
Specific identification
3 Retail nethods
An inventory method in which most inventory records are maintained at retail.
The three basic steps in any retail method are:
Find ending inventory at retall
Find cost to retail ratio
Multiply ending inventory at retail by cost to retail ratio to find ending inventory at cost.
Aver age Cost -
Calculated by finding a weighted average cost of goods available for sale. It is based on the assumption that
the ending inventory consists of a mixture off goods from the beginning inventory and current periods
purchases.
FIFO retail nethod
First-in, first-out assumes that the earliest goods purchased by the firm are the first goods sold. Therefore,
the ending inventory is made up of the latest purchases.
Beginning inventory is excluded from the calculation of cost to retail ratio.
LIFO retail nethod
Last-in, first-out makes the opposite assumption form that of FIFO. It assumes that the last goods purchased
were the first sold and that the ending inventory consists of the earliest purchases.
I nventory val uati on net hods
Other than historical cost
Inventory valuation and revenue recognition are closely tied. Increases or decreases in inventory prior to
sale result in revenue recognition prior to sale.
Lower of cost or market
Net realizabl e val ue
Repl acenent cost
Selling price
Percent of conpletion on construction contracts
Conpl et ed contract met hod
Revenue recognition at the conpletion of the production activity
Instal |l rent sal es
Inventory Estimation Procedures
Gross margin method
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Retail Inventory method
Conservative inventory valuation
To provide a conservative valuation of inventory, markups are included as part of the ratio computation but
markdowns are excluded. This treatment is said to approximate lower of cost or market.
Dol | ar value LIFO
Dol | ar value LIFO retai

Accounting for Non Current Assets
Fi xed Assets
Constructed Assets
Capi tal Expenditures
Addi ti ons
Bet t er ment
Extraordi nary repair
Depreci ati on
Straight line
Accel er at ed met hods
Decl i ni ng bal ance
Sum of -the-years'-digits
Activity or production methods
Service life
Producti ve out put
Exchanges (APB # 29)
If simlar
If dissimlar
I nt angi bl e Assets
Research and Devel opnent (FASB #2)
El ements of R&D
Research is planned search ..
Devel opnent is translation of research findings ... into a plan or
design for a new product or process..
Strict requirenments of FASB #2 designed to standardi ze what is and
what is not R&D cost, which nust be charged to expense as incurred
R&D arrangenments (FASB #68)
Pat ent s
O gani zati onal Costs
Goodwi I | (APB # 17)
Long-term Investments in Stocks
Cost net hod
Equity met hod
I nvest nent in Bonds
Consol i dati on
Accounting for Liabilities
Bonds Payabl e
Effective interest method
Straight line nethod
Bond i ssue costs
Bonds i ssued between interest dates
Convertibl e bonds
Bonds with warrants
Bond redenption
Disclosure of long term obligations
Classification of callable obligations.
Cont i ngenci es
Conditions required to recogni ze a contingent |oss
Gai n _contingencies
Troubl ed Debt Restructuring (FASB # 15)
Classification of Short Term Qbligations (FASB # 6)
I ncome Tax Allocation
Accounting for Leases (FASB # 13)
Dfferent types of |eases
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Fromthe Lessee's point of view

Capital |eases

Operating | eases

Fromthe Lessor's point of view

Capital |eases

Sal es-type | eases

Direct financing | eases

Operating Leases

Lever aged Leases

Capital |eases

Criteria

Lessee's point of view (one or nore of the follow ng)

The | ease transfers ownership to the | essee by the end of the

| ease term

Lease contai ns a bargain purchase option

Lease termis 75 percent or nore of the | eased property's

esti mated economc life.

Present value of the mnimmlease paynent is 90 percent or nore

of the fair market value of the property to the |essor

Lessor's point of view

Sanme as above
The lease transfers ownership to the lessee by the end of the lease term.
Lease contains a bargain purchase option.
Lease term is 75 percent or more of the leased property's estimated economic life.
Present value of the minimum lease payment is 90 percent or more of the fair market value of the property to
the lessor.

Pl us

Collectability of the mnimum|ease paynents nust be reasonably

assured.

No i nmportant uncertainties surround the anmount of unreibursable

costs yet to be incurred by the |essor

M ni mum | ease paynents

Di scount rate

Anortization of the | ease and the effective interest nethod

Accounting for Capital Leases

Qperating Leases

Lease Di scl osures

Accounting for Pensions
(APB #8 , Pension Reform Act of 1974, and FASB #35)
Accounting for pensions is a complex and difficult problem. Pensions and pension accounting must not only
meet the requirements of generally accepted principles, but also the rules and regulations of the Internal
Revenue Service and the Employee Retirement Income Security Act of 1974 (ERISA). There are different
types of pension plans. Most pensions are funded, and are under the control of a trustee. That is, the
employer makes annual contributions to the pension fund. In addition, most plans are qualified pension plans
under IRS regulations. This insures favorable tax treatment to both the employee and employer.

Defined benefit plans
A defined benefit plan provides the method for computing the benefits to be paid to the retirees but does not
define the annual contribution to be made by the employer. The contribution is based on the benefits to be
paid.

Defined contribution plans
A defined contribution plan defines the employer’s annual contribution but not the benefits to be paid to the
retirees. The benefits are then based on the amount contributed to the fund.

Accounting probl ens
There are a number of significant accounting problems associated with pensions. The two most significant
are

(1) determ ni ng when
to recognize pension cost expenses and

(2) determning the anount
of those expenses and the related liability.
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Def erred pension charge or credit
Methods used to determine pension cost expense may be different than those used for funding purposes.
This results in a deferred pension charge or credit.

Det er m ni ng pensi on costs
Nor mal Cost
The annual cost assigned, under the actuarial cost method in use, to years subsequent to the inception of a
pension plan or to the particular valuation date.
Past Servi ce Cost
Pension cost assigned, under the actuarial cost method in use, to years prior to the inception of a pension
plan.
Prior Service Cost
Pension cost assigned, under the actuarial cost method in use, to years prior to the date of a particular
actuarial valuation. Prior service cost includes any remaining past service cost.

M ni mum
The annual provision for pension cost should not be less than the total of
(1) normal cost
(2) unfunded prior service cost interest
(3) possible vested benefits provision
Maxi mum
The annual provision for pension cost should not be greater than the total of
(1) normal cost
(2) 10 percent of past service cost (until fully amortized)
(3) 10 percent of the amounts of any increases or decreases in prior service costs (until fully amortized) and
(4) interest equivalents on the difference between provisions and amounts funded.
Accounting for Stockholder's Equity and Earni ngs per

Shar e
St ockhol der's Equity
Capital contributed in excess of par value
Stock issued for less than par value
Treasury stock
Preferred stock
Stock dividends and stock splits
Ear ni ngs per Share
Stock dividends and stock splits.
Dual presentation
Common stock equivalents

Audi ting Standard

Audi ting: Types, Processes, Procedures

Types of Audits
Types of Auditors
Fi nanci al Audit Objectives
Audit Strategies
Fi nanci al Audit Process
Ceneral understanding of client
Revi ew of system of internal accounting control (IAQ
Prelim nary eval uation
Conpl i ance tests
Rel i ance on system of |AC
Substantive tests
For m opi ni on
| ssue report
Internal Audit Process
Define audit objective
Deterni ne type of audit

Functional, Organizational, Management Study, or Program Audit.
Consi der constraints

(ROAM)
Resource availability
Organi zati onal constraints
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Availability of sufficient evidence
Measur enent met hods and judgnment criteria
Conduct prelimnary survey
Make prelimnary evaluation of controls
Draft audit program
Perf orm evi dence procedures
I nformati on
Evi dence
Audit evidence procedures:(POCDIMAC)
Physi cal exam nation
Observati on
Confirmati on
Docunent ati on
I nquiry
Mechani cal accuracy
Anal ytical review
Crcunstantial evidence
Eval uate evidence and draft report
Provide for audit response
Audit Evi dence Procedures
(POCDIMAC)
Physi cal exani nation
Gbservation
Confirmation
Docunent ati on
[ nquiry
Mechani cal accuracy
Anal ytical review
Crcunstantial evidence
Assurance Level of Evidence
CPA - sufficient, conpetent
A - sufficient, conpetent, relevant, usefu

Nat ur e
Ti m ng
Ext ent
Sanpl e sel ection
Internal Contro
Responsibility of managenent
Inherent limtations
Reasonabl e assur ance
Cost/ benefit
Broad obj ectives
(SOAP)
Safeguard Assets
Promote operational efficiency
Ensure accurate and reliable financial data
Encourage adherence toprescribed management policies.
Accounting vs. adnmnistrative controls
Revi ew systemto deternmine reliance on |IAC
Primary El ements of Internal Control
(CATSUP)
Conpet ent per sonnel
Aut hori zed transactions
Transactions recorded properly
Segregation of duties
Access to assets limted
Peri odi ¢ conpari sons
Additional El ements of Internal Control
(JEM BIRP)
Job rotation
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Enforced vacations
Mechanical devices (turnstiles)

Bonded employees
Internal audit department
Reconciliation
Renumbered documents
Detailed Internal Control Objectives
Transactions are: (CARRTSW)
Classified correctly
Aut hori zed
Recor ded
Reasonabl e
Ti mely
Sunmari zed from subsidiary records
Val i d
Val ued properly
Eval uating the Internal Control System
Determ ne errors (accidental) or irregularities (fraud, intent)
that could occur
Revi ew systens desi gn
Formprelimnary opinion of |AC system adequacy
Perform conpliance tests
Formfinal evaluation of the system
Foreign Corrupt Practices Act
Prohibits US companies from bribing foreign officials, however, it also contains two accounting provisions for
all publicly traded companies:
Keep reasonably detailed records that accurately and fairly
reflect conpany financial activities.
Devi se and maintain a systemof |IAC sufficient to provide
reasonabl e assurance that transactions are properly authorized,
recorded. and accounted for
Substantive Audit Tests
Procedures used: POIVRRAS
Physi cal ly exam ne
Gbserve
Confirm

[nquire
Vouch

Reconput e

Retrace

Analytically review

Scan

Audit R sk

Procedures and Standard

Audit Progranms and Work Papers
Audit Sanpling

Audi ting Conputerized Systens

Audi ti ng: Roles and Services of CPA' s and Internal

Auditors
Ceneral ly Accepted Auditing Standards (GAAS)

Gener a
(TIP)
Trai ni ng and proficiency
I ndependence in attitude and appearance
due Professional care -best defense agai nst negligence
Field work
(SIE)

Super vi si on and pl anni ng
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Internal contro
Evi dence
Reporting
(CADO)

Consi st ency
Accounting principles
Di scl osure
pi ni on
The | ndependent Audit: Purposes
oj ectives
Primary - high degree of assurance to the public
Secondary - benefit nanagenent
Fair Presentation
Materiality
GAAP Cui del i nes concerning fairness
Fraud detection and disclosure
Di scl osure of illegal acts
Rel ated party transactions
Must be di scl osed
Adequat e di scl osure
Scope of Financial Statenents
Conparative Statenents
Suppl enentary and other information
Engagenments Less than Audits
Conpi l ati on and revi ew services
Conpi l ati ons = no assurance
Revi ews = negative assurance
Audit = strong assurance
Revi ew of "Interim Financial |Information”
Letters for Underwiter's
Non financial Statement Attestations
Reports on Internal Accounting Control (IAQ
Reports on Financial Forecasts
"Long Fornl Reports

Tax Standard

Corporate Tax Formul a

(ABC&D)

Al incone and betternent |ess statutory exclusions

less

Busi ness ordi nary and necessary expenses
less

Contributions (limted to 10% above)
less

Di vi dend recei ved deduction of 80%
apply

Tax Rates
equals

G oss | ncone Tax
less

Credits and Prepaynents
equals

Net Tax

Internal Reporting Standard
| nt roduct i on

Concepts of Information
Theory of information including its value and cost. Limitations of financial data in terms of historic cost,
disclosures, realization of income, economic expectations, and entity segmentation. Internal and external
users and their needs
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Basi ¢ _Fi nancial Statenents
Principal financial statements and their primary purposes. Interim and annual statements. the impact on
financial statements from the use of alternative accounting principles. Periodic reporting to lenders and
directors.
Profit Planning and Budgetary Controls
Strategic planning and operating projections. Setting objectives and integrating planning data. Forecasting
techniques, including statistical methods and incremental cost relationships. Analysis and reporting of
budgetary variances and forecast changes.
St andard Costs for Manufacturing
Theory of standard costs. Interrelationships with production control, industrial engineering and cost control.
Development of standard. Exception theory and variance analysis. Cost allocations to products and
processes. Disposition of variance and variance changes.
Anal ysis of Accounts and Statenents
Ratio analysis and statement of interpretation. Receivables administration dealing with aging analysis and
bad debt control. Inventory costing and approaches to physical inventory counts and inventory control.
Analysis if fixed asset, depreciation, depletion accounts for management control.
| nf ormati on, Conmuni cati on, and Accounti ng
| nf ormati on _and Conmuni cation Concepts
Information and data are considered synonyms by APB No. 4. Both must be relevant and understandable.
| nfl uences on Accounting information
Qualitative Aspect
Variety of users and information needs
Econom c activity - incone, savings, and investnent patterns.
Soci al Concerns
Accounting Conventions
conservatism, emphasis on income, accountant's judgment.
Qualitative objectives of financial statenents
APB # 4 1970, Suppl anted by SFAC # 2
Rel evance
The capacity of information to make a difference in a decision; to help users form predictions about the
outcomes of past, present and future events; or to confirm or correct prior expectations.
Under st andabi lity
The quality of information that enables users to perceive its significance.
Verifiability
Neutrality
Ti nel i ness
Conparability
Conpl et eness
SFAC #2
Users
Deci si on Makers
Per vasi ve Constrai nt
Benefits > Costs
User - Specific Qualities
Under standability
Deci si on Usef ul ness
Primary Decision Specific Qualities
Rel evance
Reliability
The quality of information that assures that information is reasonably free from error and bias and faithfully
represents what it purports to represent.
Ingredients of Primary Qualities
Rel evance i ngredients
Predictive val ue
The quality if information that helps users to increase the likelihood of correctly forecasting.
Feedback val ue
The quality of information that enables users to confirm or correct expectations.
Ti mel i ness
having information available to a decision maker before it loses its capacity to influence decisions.
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Reliability ingredients

Verifiability
The ability through consensus among measures to ensure that information represents what it purports to
represent. Or, that a chosen method has been used without bias or error.

Neutrality
Absence in reported information of bias intended to attain a predetermined result or to induce a particular
mode of behavior.

Representative faithful ness
Correspondence or agreement between a measure or description and the phenomenon that it purports to
represent. (sometimes called validity).

Secondary and Integrating Qualities

Conparabi lity including Consistency

Conparability
The quality of information that enables users to identify similarities in and differences between two sets of
economic phenomena.

Consi st ency
Conformity from period to period with unchanging policies and procedures.

Threshold for Recognition

Materiality
The magnitude of an omission or misstatement of accounting information that in the light of surrounding
circumstances make it probable that the judgment of a reasonable person relying on the information would
have been changed or influenced by the omission or misstatement.

Nat ure of Financial Accounting Reports

Statement of Financial Accounting Concepts (SFAC) # 5 -

Recogni ti on and Measurenent of Financial Statenents of Business

Ent erpri ses
A full set of financial statements for a period should show: Financial Position at the end of the period;
Earnings for the period (net income); Comprehensive income for the period (total non-owner changes in
equity); Cash flows during the period; Investments by and distributions to owners during the period.

SFAC # 4 Definition of Accounting El ements
Defines 10 elements - 7 elements of financial statements of both enterprises and not-for-profit organizations
and three elements of business enterprises only: investment by owners, distribution to owners, and
comprehensive income. It also defines three classes of net assets of not-for-profit organizations and the
changes in those classes during the period: permanently restricted net assets; temporarily restricted net
assets; and unrestricted net assets.

Assets
Probable future economic benefits obtained or controlled as a result of past transactions or events.
Liabilities

Probable future sacrifices of economic benefits arising from present obligations to transfer assets or provide
services in the future as a result of past events.
Equity (or net assets)
The residual interest in the assets that remain after deducting liabilities.
Characteristics of investnents by and distributions to owners
Transactions between an enterprise and the owners as outsiders.
Conpr ehensi ve i ncone of business enterprise
The change in equity from transactions and other events and circumstances from non-owner sources. It
includes all changes in equities except those from investments and distributions to owners.
Basi ¢ Financial Statenents
Bal ance Sheet
Statement of Financial Position (APB #4)
Reporting on the financial position and its changes
Current Assets
Non- Current Assets
Current Liabilities
Long TermLiabilities
Owners Equity
Cash Fl ow
Statement of Changes in Financial Position  (SFAC # 95)
Pur pose of the statenent of cash flows (SFAC # 95)
Primary purpose

Copyright (c) 1995 Bpace 14027
PM 04

Page 43



Pace General Business Model Outline

The primary objective of the statement is to provide information about cash receipts and disbursements
during the period.

Secondary purpose
the secondary objective is to provide information about the entities investing and financing activities.

Useful ness of the statenent of cash flows (SFAC # 95)
Assess the ability to generate future positive net cash flows.
Assess the ability to meet obligations, pay dividends, and the need for external financing.
Assess the reasons for differences between income and associated cash receipts and payments.
Assess the cash and non-cash aspects of the firms investing and financing activities.

3 Categories of the statenent of cash flows (SFAC # 95)
These should total the net changes in cash during the period. The statement should reconcile the beginning
and ending cash and cash equivalents balance and report the net cash flows for each of the three
categories. The netting of cash inflows and outflows in a given category is generally prohibited. (use the
broad treatment).

Qperating Activities
all activities not financing or investing.

Investing Activities
Includes acquisition and sale of assets other than those sold in the normal course of business.

Fi nanci ng Activities
Includes obtaining cash from equity sources and returning cash to owners. Also, includes obtaining cash
from creditors and repayment to creditors that is allocated as principle reduction.

El enents of Cash Fl ow Statenent

Cash Provi ded by Operations
Certain changes in current assets and current liabilities do not affect cash provided by operations. They
should be reported in their own section of the statement of cash flows. For example, changes in temporary
investments; changes in notes receivable and notes payable; changes in dividends payable.

Net I ncome from Continuing Operations, or Net |Incone before

Extraordinary ltens

Pl us Expenses That Reduce Accounting Net |ncone That Di d Not

Requi re Cash

Less Income That |ncreased Accounting Net Inconme That Did Not

Requi re Cash.

Addi ti ons

Recei vabl es decrease

I nventory decrease

Prepai d decrease

Account s Payabl e i ncrease

Accrued Liabilities increase

Loss on Sale of Current Assets

Deducti ons

Recei vabl es increase

I nventory increase

Prepai d increase

Account s Payabl e decrease

Accrued Liabilities decrease

Gain on Sale of Current Assets

Equal s Cash Provi ded by Continuing Qperations

Sources and Uses of Cash (cash approach)
The intent is to identify the sources and uses of cash.
The sources and uses are determined by analyzing the changes in the account balance during the
accounting period for each account in the balance sheet except cash.
The major difference between the cash approach and the working capital approach is that analysis of the
current accounts is incorporated into the body of the cash approach formal statement. Therefore a separate
"schedule of changes in working capital” is not required.

St eps
Steps in preparing the Statement of Changes in Financial Position (cash approach)
Obtain a comparative balance sheet, an income statement, and additional information.
Determine the net change in cash for the period.
Analyze and explain the change in each non-cash account to determine the effect that the original
transactions had on cash (source or use).
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Identify and report transactions that caused non-cash accounts to change, but had no effect on cash (all
financial resources concept).
Report all sources and uses of cash from steps 3 and 4 in the body of the formal statement. The first item
reported should be cash provided by operations. Total sources, total uses, and the net change in cash
should be identified.

O her Consi derati ons

Extraordinary Itens
Should be separately presented in the Statement of Cash .. apart from the calculation of cash provided by
operations. (Same is true for discontinued operations and the cum effect of a change in accounting
principle).

Indirect vs. Direct approach
adjusting net income to calculate resources provided by operations is refereed to as the "indirect approach”.
The direct approach ("income statement approach™) can be used wherein each revenue and expense is
directly converted from the accrual basis to the cash basis.

"T" Account approach
an alternative to the worksheet approach

Non Cash Activities (SFAC # 95)
The results of non cash activities which represent significant financing and investing activities should be
presented in a separate schedule and not part of the formal statement of cash flows.

| ncone St atenment (APB # 4)

Revenues
General rule APB #4 - revenue is generally recognized when;

earning process is conplete and an

exchange has taken pl ace.

Expenses
General rule expenses are:

mat ched agai nst rel ated revenue by:

expensed as incurred or a

systematic and rational allocation

Gains / Losses
peripheral transaction and all other transactions except revenue/expense or investment/withdrawal by
owners.

Format of |ncone Statenent

Single Step
all revenues as a group, all expenses as a group.

Revenues

Expenses

Gai ns

Losses

(Mil tiple Step)

Sal es

Cost of Sal es

G oss Profit

Expenses

Net I ncone Before Taxes

St at enent of Retai ned Earnings

The purpose of this statement is to show the amount and nature of all changes that have occurred during the
period in the retained earnings account.
Some companies combine the this statement with the income statement. A major objection to this
presentation is that the net income does not appear as the "bottom line" final figure in the statement.
Other companies present the changes in retained earnings along with other changes in owners equity in a
statement of changes in owners equity.

Net Earni ngs or Loss

Prior Period Adjustnment

Di vi dends Decl ar ed

Rel ated | ssues
Extraordinary Itenms and Prior Period Adjustments (APB #30) ( FASB
#16)
Extraordinary Itens (APB # 30)
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Both unusual and infrequent
Disclosed separately on the income statement below net earnings from operations, net of applicable income
taxes. The effect on earnings per share must be disclosed.
Prior period adjustnents (FASB # 16)
Both are presented as adjustments to beginning retained earnings.
Correction on a error in the financial statenments of a prior
peri od.
Adj ustments that result formrealization of incone tax benefits of
pre-acquisition operating loss carry forwards of purchased
subsi di ari es.
Di sposal of a Business Segnent (APB # 30)
Results of the segment's operations and gain or loss from the sale are disclosed separately on the face of
the income statement before extraordinary items, net of applicable income tax effects. The effect on earnings
per share is not required but may be presented. If a loss is expected, it should be provided for in the financial
statements at the measurement date (the date that management approved a plan committing the entity to
dispose of the segment).
Accounting Changes and Errors (APB # 20)
Change in Accounting Principle
Fi nanci al statenents of prior periods should not be changed (m nor
excepti ons)
Cumul ative effect on retained earnings at the beginning of the
period in which the change is made should be included in the net
i ncome of the period of change.
The effect is shown after extraordinary items but before net income on the face of the income statement.
The effect on earnings per share of the change nmust al so be
di scl osed
Change in Accounting Estimate
Accounted for in the period of the change in estimate and future.
Change in Accounting Entity
The financial statements of all periods present should be restated (retroactive).
Correction of an Error
Adjustment to retained earnings at the beginning of the period in which the error is discovered.
Notes to Financial Statements (APB # 22)
Accounting Policies Disclosure
Information about accounting policies must be disclosed. Disclosure should include principles and policies
which involve the following:
A selection fromalternatives
Princi pl es and nethods peculiar to the industry.
Unusual or innovative applications of GAAP
InterimFinancial Reporting (APB # 28)
General rule - same principles and practices used for annual statements.
Revenue - sane basis
Costs - associated with revenue sane way.
certain exceptions such as estimated gross profit rates (ABP # 28)
O her costs and expenses
As incurred or allocated
As incurred if can't identify with activities or benefits of other
peri ods.
Arbitrary assignnent of costs to an interimperiod should not be
made.
Gai ns and | oses should not be deferred unless they would have been
deferred at year end.
Seasonal variations - disclose and consider 12 nonth statenents.
Provide for incone taxes at the estinated effective tax rate.
Restating Financial Statements (FASB #s 33, 70, 82)
Anal ysis of Financial Statenents
Nat ure of Financial Statenent Analysis:
To determine risk and the anticipated return on an investmnent.

The relationship among financial statement amounts and the stability of such amounts over time provide
evidence ass to risk and return. The purpose of this analysis is to evaluate such interrelationships.
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Anal yti cal Procedures
Rati o
Relationship between two numbers, need not be limited to a single statement.
Tur nover
special form of ratio. IS over BS. Cost of sales over Average Inventory. Inventory turnover is the number of
times in an accounting period that the Balance Sheet item is consumed.
Conponent per cent ages
Amount of one financial statement item is related mathematically to another financial statement item
(common size financial statements).
Trends
Trends plot operating performance over time for the purpose of indicating stability or direction of the items.
Anal ytical Methods of Major |nvestor G oups
Short Term Creditor's Analysis
Ratios of significance generally indicate quick return of investment.
Current Ratio
Indicates an entities ability to meet its short term obligations.
Current Assets (over)
Current Liabilities
Quick Ratio
Indicates the entity’s ability to meet its short term obligations with items most easily converted to cash.
Current Assets (Iless)
I nventory (and)
Prepai d (over)
Current Liabilities
Wrking Capital into Total Assets
Measures the liquidity status of all the entity’s assets.
Total Assets (over)
Wor ki ng Capi t al
Account s Receivabl e Turnover
the number of times in an accounting period that account receivable is consumed by sales.
Net Credit Sales (over)
Aver age Accounts Receivabl e
Days Sal es in Accounts Receivabl e
Days in accounting period over turnover.
days in period/ 365 (over)
ART
I nventory Turnover
Indicates the number of times the entity liquidates its inventory during the period. This ratio can be calculated
for each class of inventory (RM, WIP, FG).
Cost of Sal es
Aver age | nventory
Average age of inventory
days in period/ 365 (over)
I nventory turnover
Long Term Creditor's Analysis
Concerned with the debt paying ability of the entity over time. So all the ratios for the short term creditor
apply also to the long term creditor plus these three ratios, which measure the entities leverage, or the ability
of the enterprise to use debt financing to improve the rate of return on stockholders' equity. The key is
paying a lower rate on borrowed funds than what the entity is earning on its investments.
Debt Ratio
Total Debt (over)
Total Assets
Equity Ratio
Total Equity (over)
Total Assets
Debt to Equity Ratio
Total Debt (over)
Total Equity
Preferred Stockhol der's Anal ysis
Concerned with same as long term creditors plus:
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Tines Interest Earned Ratio
Measures the entities ability to meet interest payments with current earnings.
Net I ncome Before Income Taxes (over)
I nterest Requirenent
Tines Preferred Dividends Earned Ratio
Measures the entity’s ability to meet stipulated preferred dividend commitments out of current earnings.
Net I ncome (over)
Preferred D vi dends Requirenent
Common St ockhol der' s Anal ysi s
Concerned with price in relation to perceived market value and with dividend paying ability.
Ear ni ngs Per Share
Net I ncome (Iess)
Preferred D vidends (over)
Wei ght ed Average Common Shares CQut st andi ng
Price Earnings Ratio
Reflects the number of dollars investors are willing to pay per dollar of earnings.
Mar ket Price (over)
Ear ni ngs Per Share
Ceneral Anal ysis
Return on Sal es
Measures operating efficiency. High return on sales = high efficiency.
Net I ncome (over)
Sal es
Asset Turnover
Measures operating effectiveness.
Sal es (over)
Asset s
Return on Invest nent
Measures both efficiency and effectiveness of operations. Investment amount may be total assets or
stockholders' equity.
Net I ncome (over)
Asset s
Q her

Qperating Cycle

| nventory
Sal es

Accounts Receivabl e
Cash

| nventory

Li st of Objectives of financial statenment analysis
Liquidity
Profitability

Per f or nrance

Lever age

Long run sol vency
Mar ket price
Operating cycle
Interest coverage
Return on invest ment

Cost Accounting Standard

Cost Terns and O assifications

By Nature

Manuf acturing costs
All production costs incurred to complete a product and place it in a salable condition.

Direct materials
All raw material costs that become an integral part of the finished product and that can be conveniently and
economically assigned to a specific unit manufactured.

Factory overhead (Burden)
All manufacturing costs other than direct material and direct labor. Examples include: rent, depreciation,
utilities, indirect materials, and indirect labor.
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Indirect materials
Materials and supplies that cannot be identified to specific units manufactured.
I ndi rect |abor
Labor costs that cannot be identified to specific units manufactured, examples include supervisors,
maintenance, and personnel.
Prine costs
Total direct materials and direct labor.
Conversion costs
Total direct labor and factory overhead.
Non manuf acturing costs
Costs related to selling and other activities not related to the production of goods.
Conmmon costs
Costs that benefit two or more operations, products, or services.
By Variability
For planning and control.
Classifies all costs as either variable or fixed.
Variabl e costs
Costs that change directly in proportion to changes in activity, (direct materials, direct labor, and variable
factory overhead).
Fi xed costs
Costs that remain unchanged for a given time period regardless of changes in activity, (rent, depreciation,
and insurance).
Semi -variabl e costs
costs that contain both fixed and variable elements, (social security taxes, heat, lights, and power).
By Inventory Type
Raw material s
Cost of all purchased but unused raw materials at period end.
Wrk in process
Cost associated with partially complete goods at period end.
Fi ni shed goods
Costs of completed but unsold goods at period end.
By Attachability
For external reporting.
Question is "are the costs inventoriable"?
All costs classified as either product costs or period costs.

Product costs
Costs associated with getting inventory into a sellable location and condition, (raw materials, direct labor, all
manufacturing overhead ( absorption costing)).
Period costs
Costs that are charged against current period income. Examples include: selling and administrative
expenses. Fixed factory overhead is considered a period cost under direct costing.
By Behavi or
Costs used for planning and control.
All costs classified as either variable or fixed.
Budget
A plan of action for a specific time period expressed in dollars or units or both.
Static budget
A budget prepared for a single level of activity.
Fl ex budget
A budget prepared for a range of activity. Budget = Fixed + (Variable x Volume).
Cont i nuous budget
A twelve month budget that perpetually adds data for a month or quarter in the future as the data for the just
ended period is deleted.
Direct costing
(Variable costing, marginal costing)
A type of product costing in which only variable manufacturing costs are charged to the product. Fixed are
expensed as incurred. Non GAAP. Used for internal reporting.
Absorption Costing
(Conventional costing, full costing)
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A type of product costing in which variable and fixed production costs are assigned to the product. This
method is acceptable for GAAP, SEC, and Tax reporting purposes.
By Tim ng
Costs used for decision making.
Costs classified as either incremental costs or sunk costs.
Increnental costs
(Relevant costs, differential costs)
The additional costs to be incurred if one of two alternatives is chosen. Incremental costs must be future
costs that are different for each alternative. Incremental analysis is used to determine if other alternatives
would yield better results.
Sunk costs
(Incurred costs, irrelevant costs)
Costs that have been incurred and therefore are irrelevant to a decision.
Qoportunity costs
The maximum amount that could have been received by selecting an alternative use of resources.
Opportunity costs should be considered in decision making.
By Controllability
For performance evaluation.
All costs are either controllable or uncontrollable.
See factory overhead variances.
Controll able costs
Uncontrol |l abl e costs

Job Order Costing

A costing system in which the cost of direct materials, direct labor, and factory overhead are individually
assigned to each unit produced. Costs assigned may be standard or actual. Factory overhead costs are
assigned using a predetermined overhead rate. Job order costing is typically used by industries whose
products are distinguishable.

Predet erm ned overhead rate
Determined in advance because actual costs and total activity will not be known until the end of the period.
Most billing and cost control systems require such cost information prior to period end.
The overhead rate is determined as follows:

Esti mated manufacturing overhead (over)

Activity base
Common activity bases used are: direct labor hours; direct labor cost, materials cost, machine hours, and
units produced.
The activity base chosen should closely correlate to changes in overhead costs. For example, in a highly
automated environment, machine hours might be an appropriate activity base.

I ndirect cost allocation
Costs incurred by service departments that directly assist the production process are inventoriable. These
costs must be allocated to the production department in some reasonable manner so they will be ultimately
charged to the product. Predetermined rates are usually charged to facilitate timely cost accumulation and
identification of variances.

Direct nethod
Service department costs are allocated directly to production departments.

Step net hod
Service department costs are allocated to other service departments and then to production departments.
Once a service department is closed, no further costs are allocated to it.

Si nul t aneous equati ons
Can be used, but the additional precision gained usually does not justify the added cost.

Process Costing

Typically used by industries whose products are not distinguishable.

FI FO net hod
Assumes that the product in beginning inventory is the first to be transferred out. For costing purposes, the
units in beginning inventory and their related costs are kept separate form the units placed into production
and costs incurred during the period.

ABCD E

FI‘FO = Cdsts over Units = BCD over BCD
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Wei ght ed aver age met hod

Combines all units and costs in the production process during the period. The same unit cost will result for all

units.

ABCD E

Weighted éverage = Costs over units = ABCD over ABCD

Sane if no beginning inventory

The same unit cost will result under both FIFO and weighted average methods if no beginning inventory.

Five steps to process costing probl ens
Account for all units

Conput e equi valent finished units
Conpute unit costs

Prepare cost of production report
Account for all costs

(from notes) Develop an average

Track units

Track costs

Adj ust to equivalent units

Cal cul ate cost per unit

Assign cost per unit to ending inventory, transferred out, or
spoi | age.

Spoi | age

Nor ma

Spoiled units are ignored in the computation of equivalent finished units, thereby resulting in increased unit

cost.

Abnor nal

Cost of spoiled units is written off as a period loss.
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Analysis Standard
For businesses, budgets assume a particularly important role as the monetary expression of the objectives
of the firm, However, the budget is just one part of a comprehensive planning and control system designed
to achieve the ultimate goals of the firm. In order to have an effective budgeting and control process, the firm
should study the relationship between cost, volume, and profit.
Therefore, this section is the same as Profit Planning Standard.
Managerial Accounting Tools
for
Planning and Control

CVP Analysis

Cost Behavior Planning Master Budget

Analysis Flexible Budget

Control

~
Variances

Cost Volume Profit Analysis
Selling price; number and type of products to manufacture; amount to spend on promotion costs, and type of
equipment to buy are decisions that are made after the relationship between cost, volume, and profit has
been completely analyzed. The key to establishing this relationship is understanding the value of the
contribution margin.

Contri bution margin
(Marginal income, marginal contribution)
Difference between sale price and variable costs. It is the amount available to cover fixed costs first and then
provide a profit. Contribution margin can be both expressed in terms of total dollar values and in terms of
contribution margin per unit.

Vari abl e costs
Costs which vary directly with production and can include costs for both manufacturing and selling and
administrative activities.

Br eak- even anal ysi s
The break-even point is the point where there is neither a profit nor a loss from sales. It is the point where all
fixed and variable costs are covered and nothing is left for profit. The break-even point can be expressed in
terms of units or sales dollars.

Equati on Approach
Sales = Net Income + Fixed Expenses + Variable Expenses

Contri bution Margi n Approach
Fixed Costs /Contribution Margin = Break-even in units.
Fixed costs / [1 - Variable cost ratio ] = Break-even in dollars
Variable cost ratio = Variable costs / Selling price

Fl exi bl e Budget s
Make performance analysis possible when output deviates from planned levels. The actual volume
produced is used for cost analysis in determining the efficiency of operations. Variable costs are viewed as
having a linear relationship with units produced. Fixed costs are considered constant within a relevant range
of activity.

Types of fixed costs

Programed costs
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(Managed or discretionary costs)
Costs that are budgeted one period at a time and are subject to change within the period. These costs differ
from variable costs in that they are not correlated to the level of activity. Examples include R&D, training
costs, and consulting fees.
Conmitted costs
Costs that require a | onger permanent conm tnent by nmanagenent.
(depreciation, long-termlease agreenents, property taxes, and
i nsurance.)
Such costs are not responsive to short term operating decisions.
G aphi ¢ _Appr oach

lllustrates the interrelationships of the revenue and expense data.

Net Loss Net Profit
Breakeven
Point Total Revenue

Total Costs

! Fixed Costs

Units
Assunptions underlying CVP anal ysis

The break-even chart is based on a large number of assumptions. If the assumptions are not true, the
break-even point or desired profit level may vary.
All costs are linear
And can be divided into either fixed or variable components. Fixed costs remain constant while variable
costs change proportionally with variations in volume.
Sales price per unit does not change
with changes in volume.
Sales m x is constant
If multiple products are simultaneously being analyzed.
The price of the input factors does not change.
Materials, labor, etc.
The only factor that influences costs and revenue is

changes in sales vol une.
No allowance is made for efficiency and increased productivity as volume increases.

Sem variable costs
Costs that contain both fixed and variable elements, (social security taxes, heat, lights, and power).
Methods such as the method of least squares and high-low method are used to determine the fixed and
variable components of a semi-variable
Another example would be a service, such as maintenance, that requires a minimum fee plus additional fees
for agreed upon work.

The Budgeting Process
hj ectives of budgeting
To force managers to anal yze the conpany's activities.
To direct sone of nmnagenent's attention fromthe present
to the future.
To enabl e managenent to antici pate probl ens or
opportunities in tine.
To notivate nanagers to achieve the conpany's goals and
obj ecti ves.
To reni nd managers of actions they have deci ded on.
To provide a reference point to neasure control.
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Activity Budgeting
When emphasis of budgeting is placed on activities rather than departments. This method is effective when
a department engages in several independent activities.

[Respongbnny ] [Respongbnny ] [Respongbnny ]

Center 1 Center 2 Center 3

Activities 1A 1C 1D 2A 2C 3A 3D

Program A

All activities are independent except those which relate to program A. In preparing the budget for these
responsibility centers, emphasis is placed on programs. Program A and the individual separate programs or
activities at each center. Activity budgeting is called program planning.
Zer o _Base Budgeti ng
Requires each manager evaluate the benefits expected from the requested program, and to rank them
according to their desirability
Activities divided into packages
Each package is ranked ordinally
Managers at higher |evels consolidate, providing their own ordina
r anki ngs.
Adm ni stration of Budget
The budget is usually administered by a budget director, possibly in combination with a budget committee.
Sal es budget
Producti on budget
Direct materials budget
Direct | abor budget
Expenses budget
Cash budget

Pro forma financial statenents

Direct Costing
Absorption Costing and Direct Costing

Summary of costs included
Direct costing includes all variable costs of production, whereas absorption costing includes all fixed and
variable costs of production.
The difference is fixed factory overhead.

Absorbtion Costing Direct Costing
DM DM
DL DL
FO VFO

Effects on net incone
When production and sales are the same, net income under each method is the same. When production
exceeds sales, absorption costing income will exceed direct costing income.

I nternal use of direct costing
Direct costing is commonly used internally because it facilitates easy determination of the contribution
margin, therefore, direct costing lends itself to CVP analysis.

Ext ernal use of direct costing
Not acceptable for GAAP, SEC, or Tax reporting purposes.

Contribution Margin Analysis
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The causes of an increase or decrease in the budgeted contribution margin can be isolated by analyzing the
variance.
Sal es price variance
For each product, equal to the actual minus the standard sales price multiplied by the quantity sold.
Cost vari ance
For each product, equal to the actual minus the standard cost multiplied by the quantity sold
Quantity variance
For each product, equal to the actual minus the standard contribution margin multiplied by the quantity sold.
M x Vari ance
For each product, equal to the actual minus the budgeted quantity sold multiplied by the difference between
the budgeted and average contribution margin, where the average contribution margin is the average for all
units produced, not only this product.

Standard Cost Variance Analysis
St andard Costs

A costing system in which the uniform costs are assigned to products and differences between standard and
actual are accumulated in variance accounts. Use of standard gives management criteria for evaluating
performance. Standard costs should always be developed based on normal production capacity.
Use of standard costs

Cost control
To have an effective cost control system, there is a need to have a standard that specifies how the job is to
be done and how much it should cost.

Est abl i shi ng budgets
Standard costs are a source of information for estimating requirements.

I nventory costing
GAAP require historical actual costs for inventory purposes in most instances, but
If variances represent efficiencies or inefficiencies, it may be appropriate to charge them against income in
the period incurred rather than allocate them.

Product pricing
National Association of Accountants research study suggests standard costs are more easily adjusted and
projected into the future than are past actual costs for the following reasons:

Standard costs are free fromdistortions caused by excess

spoi |l age, reoperations, and so on

Standard is easily adjusted to reflect changes in nmaterials and

| abor prices.

St andard overhead rates based on normal activity level are an

acceptabl e basis for pricing that provides for the full recovery

of overhead costs in the long run

Standard costs for marketing activities can easily be assigned to

the product, although not entered in the inventory records.

Mot i vati ng enpl oyees
A standard cost developed jointly by management and the individual responsible for the costs, if accepted by
the individual as his or her own personal goal, can be a motivating influence.

Reduci ng paperwork costs.
Since the inventory ledger is kept only in terms of quantity.
Less time to prepare budgets and production reports.
Analysis easier because deviations from standard are highlighted.

Vari ance Analysis

Mat erial variances
The responsibility for direct materials is split between the purchasing and production managers. The
purchasing manager has the responsibility of acquiring the proper quantity of raw materials at the time
needed and at the correct price. The production manager must see that the materials are used efficiently. It
is important for each manager to be responsible for only those factors over which he or she has control.
Using both price and quantity standard helps in assigning responsibility to the individual in a position to
exercise control over the costs. Isolating price variance at time of purchase enables earlier corrective action.
Where price is stable and the amount of inventory carried is low, the price variance can be isolated at time of
issue.

Materials Price Variance
Actual Quantity Purchased
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Actual Price
Standard Price
Material Price Variance
Mat eri al s Usage Vari ance
Actual Quantity Used
Standard Quantity Allowed
Standard Price
Material Usage Variance
Labor Vari ances
Direct Labor Rate Standard
Determined by negotiations.
Determined by prevailing local labor market.
Labor Efficiency Standard
Time in motion studies
Work layout.
Condition of equipment.
Availability of materials.
Past performance.
Methods engineer.
Effect on motivation.
Labor Rate Variance
Actual Hours
Actual Rate
Standard Rate
Rate Variance
Labor Usage Vari ance
Actual Hours
Standard Hours
Standard Rate
Usage Variance

AR x AH SR x AH SR x SH

/ / /

/ Rate Variance / Efficiency Variance /

Factory Overhead Vari ances
Because of the nature of fixed costs, it is necessary to break the overhead costs into tow parts- fixed and
variable- in order to estimate them accurately for any given output level.

Vari abl e overhead anal ysis.
The variable overhead cost fluctuates proportionally with changes in activity levels. The variable rate is
developed after analyzing the past behavior patterns of the overhead costs and by considering expected
changes in those costs. This rate is correlated with an activity variable such as direct labor hours, direct
labor costs, machine hours, materials costs, or units produced. If the costs are based on an input activity,
two variable overhead variances can be calculated: spending and efficiency. If the variable overhead costs
are correlated with some measure of outputs (for example, units, pounds, and so on), then only a budget
variance can be determined.

Actual Inputs Outputs
Budget Variable Overhead Budget Variable Overhead
Actual Variable Overhead Costs Based on Actual Hours Worked Based on Standard Hours Allowed
Spending Variance Efficiency Variance

Total Variable Budget Variance
Fi xed overhead Analysis
The budgeted fixed overhead costs do not change as the activity level changes within a given range. The
two variances normally determined in fixed overhead analysis are a budget and a volume variance.

Copyright (c) 1995 Bpace 14027
PM 04

Page 56



Pace General Business Model Outline

Activity |evel
For direct materials, direct labor, and variable overhead, the level of activity used in establishing the
standard is not too critical as long as the operations are within a reasonable range; however, this in not true
for fixed overhead. Two activity levels are frequently used: expected annual and normal level. The expected
annual level is simply the activity level anticipated for the next period while the normal level represents the
average output expected over a long enough time period to incorporate sales trends. In order to use the
normal approach, management must be able to forecast sales with a reasonable degree of accuracy for a
period longer than 1 year. Since this is not an easy task for many businesses, the expected annual output is
the more frequently used activity level.
It would appear that volume variances resulting from the use of the normal approach should be carried
forward in the balance sheet at year end. The accounting profession and the Internal Revenue Service,
however, have not allowed this. Under normal and expected annual output, the variance is frequently
charged to cost of goods sold. While this may appear to make the two methods, in the final analysis, result in
the same net income per year, it does not, since the amount of fixed costs in inventory is different.

Vol une vari ance
A volume variance occurs when there is a difference between the planned and actual production levels and
the fixed costs are applied to the units as they are produced. Thus a process that uses a direct cost system
does not have a volume variance. The volume variance is also referred to as the capacity, idle capacity, or
denominator variance.
The volume variance is the amount of over or under absorbed fixed overhead cost. It is simply caused by the
fact that the actual output does not equal the planned output. It is known as the uncontrollable variance.

Two vari ance Met hod

To determine the controllable variance.
Actual Fi xed Overhead
Budget ed Fi xed Over head
Applied Fi xed Over head
Uncontrol | abl e Vol ume vari ance
Control | abl e Budget vari ance
Total fixed overhead variance
Three variance mnethod

To break the controllable into spending and efficiency.
Actual inputs
Budget based on actual hours worked
Budget based on standard hours all owed
Spendi ng vari ance
Ef ficiency variance
Tot al budget variance

Actual Budget based on Budget based on Applied
actual activity level planned activity level
/ Spending / Efficiency / Volume /

Di sposition of Variances
If material, allocate between costs of goods sold, work in process, and finished goods based on the applied
overhead in each account.
If immaterial, write off to cost of goods sold.

M x and Yield Variances
A mix variance occurs when the combination of materials placed in process differs from the standard mix.
A yield variance occurs when the quantity produced differs from the expected output based on the total
quantity of materials placed in the process.

Divisional Performance Evaluation
Nature of Decentralization
When the power to make decisions and take action is shifted from top management to others in the
organization, the two primary categories of decentralization are:
Oper at i onal
Occurs when technological or geographical specialties necessitate divisions.
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Mot i vat i onal
Occurs when long chains of command result in too impersonal an organizational structure. Decentralization
provides local motivation and encourages internal competition.
Return on Investnment (RO) Analysis
ROI is the most widely used measure of divisional performance.
ROI = Net Income over Investment.
Difficulties of RO Analysis
Net | ncone
The net income used should only include those revenues and expenses within the manager's control
I nvest ment
Decisions of which items and how to value them must be made.
CGoal congruence
Attention may be directed away from the common goal of the company as a whole. Attention is directed to
the short run.
Resi dual | ncone
Eliminates the goal congruence problem.
Residual income is the net income of division less cost of capital deduction.
This method stresses dollar value of residual income rather than return on investment.
Transfer Pricing
When ROI's are used to value divisional performance, prices of interdivisional transfers must be carefully
established. The pricing system selected should provide for:
Goal Congruence
goals of divisions coincide with goals of the company.
Per f ormance Eval uati on
managers must be held responsible only for those decisions which are controllable by them.

Aut onony
Each unit must be free from constant interference by top management.
Current Practices
Mar ket price
Problems may arise if the division looks outside the firm.
Negoti ated price
Conflict among division managers.
Selling division's costs
Either full cost, marginal costs, or cost plus profit. The advantages of using cost are ease of administration,
availability of cost, potential for reducing conflict between managers.
Qpportunity costs,
The transfer price is based on the outlay of costs to the point of transfer plus the opportunity costs for the
firm as a whole. Emphasis is on goal congruence.
Ceneral Mdtors Exampl e
Chevy, Pontiac, Buick, Olds, Caddy, Trucks
Divide and Conquer
Problem of how do you evaluate.
ROI dysfunctional behavior. Numbers game, short run focus, no incentive to replace obsolete equipment,
because of the way we measure investment.
ROl increases just because of depreciation. ROl = NI over Investment
How should we calculate investment.
Adding back depreciation would not take care of the whole problem- opportunity cost, inflation.
Use Residual Income to eliminate goal congruence problem
ROI good for measuring economic efficiency and effectiveness, but not for personnel evaluation.
Conparing Centralization and Decentralization
You can have similar org charts but one company can be more decentralized than another because the key
is where the decisions are being made.
Advant ages of Decentralization
Qui cker deci si on naki ng process
Better information
Greater capacity for problem sol ving
Devel opnent of nanagers
Moti vati on of enpl oyees
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D sadvant ages
Loss of control
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Financing Standard

Introduction

Rol es of Fi nancial Managenent in an Organization
Financial management is concerned with the proper specification of the financial goals of the firm as well as
the measurement of performance relative to the achievement of those objectives. The scope of the financial
planning function varies significantly according to the size and type of the business entity established by the
owners. Smaller firms typically commit fewer resources to the total finance function because discretionary
capital is less available and economic survival is the dominant issue. Nevertheless, the primary financial
objectives are the same for both large and small companies, even though the depth of analysis may be
sharply different among them.

Working Capital Finance / Near Term Resources
(bj ectives of the Firm
Soci al goals
such as the elimination of pollution or the hiring of employees on an affirmative action basis
Comunity goals
the reduction of local unemployment and the revitalization of the inner cities.
Fi nanci al goal s
in a private enterprise system the financial goals are placed first among the priorities of top management.

Nevertheless, most large businesses do pursue multiple objectives which includes social and community
goals along with financial goals.

Three key variables to I nvestnent Decisions;
Ret urn expect ed
Ri sk assuned
Tine val ue of nobney
Net Wor ki ng Capital
Near term assets less near term liabilities; Current Assets less Current Liabilities.
Near Term Assets:
Turning within one year or within production cycle
Cash
Mar ket abl e Securities
Accounts Recei vabl e
| nventory
Near Term Source of Funds
Paid within one year.
Accounts Payabl e
Taxes Payabl e
Bank | oans

Factoring

Leasi ng

Current Portion Term Loans

Li qui dity Managenent

Cash
Currency and demand deposits.
They are non-earning and |iquid.

They are held for transactions, precautionary, speculative motives only.

Met hods to expedite cash inflows:
Tighter credit terns
Pronpt billing
Fact ori ng
Met hods to del ay cash outfl ows:
Paying late
Usi ng check fl oat,
Etc.
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Mar ket abl e Securities
Mar ket abl e Securities are tenporary excess funds,
treasury bills
conmrer ci al paper
certificates of deposit.
Accounts Recei vabl e
vari abl es i ncl ude:
credit termlength
cash di scount offered
extent of collection efforts
special terns to regular custoners
quality of Receivabl es
Col l ection policy addresses the tradeoff between cost of
coll ection and cash coll ect ed.

| nvent ory
Tradeof f between sal es | ost and carrying cost

I nventory turnover
measures how effectively the inventory portion of working capital is being used.
Cost of Sales (over)
Average |Inventory
Nunber of days in inventory
measures the efficiency of inventory management.
360 (over
Tur nover
Economi ¢ Order Quantity (EOQ
EOQ minimizes order and carrying costs.
but, does not measure shortage costs.
square root of cut over carry
cost per order
units demanded per tine period
carryi ng cost
Sources of Short Term Fi nanci ng
Trade Credit -
readily available but cost if not taken. Also, can hurt credit rating if pay too slowly.
Conmrer ci al Paper
Unsecured short term promissory notes sold in the money markets, but not normally available to small firms.
Bank Loans
Can be fixed term, an unsecured line of credit, or a revolving credit agreement.
Met hods of Interest Calculation
Regul ar
Interest (over)
Borrowed amount
Di scount ed
Interest (over)
Borrowed amount less interest
Factoring
The sale of accounts receivable to a factor.
H gher interest cost than bank | oans.
Can elimnate credit department accounts, receivable staff and bad
debts (if non recourse).
Oten, Factors deduct a 10%reserve which will be returned after
60 days.
| nt er medi at e Ter m Fi nanci ng
Concerns the matching of an asset's cash inflow with the required financing cash outflows.
Creditors protect their security interest by filing the
UCC form
locally at the county seat for real estate and fixtures and
centrally (A ynpia) for personal property.
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Bank Term Loans
One to five year term loans are usually collateralized. They may be at a fixed or variable interest rate. Each
payment is applied first to interest and then to principal. Intermediate term loans may be more flexible than
long-term financing.
Leases
An "off balance sheet" source of financing, often with a purchase option at the end of the term. Tax
deductible to the lessee.
Lease vs. Term Borrow ng deci sion
Take present value of cash flow under both alternatives. Lease
paynment and interest portion of termloan should be net of tax.
Factor in depreciation expense.

Long Term Financing / Capital Structure
| mportant deci sion
The investment in and management of permanent or fixed assets by the firm is the most important decision
for two reasons:
(1) The dollar amount committed is usually three to ten times the magnitude of dollars devoted to ordinary
working capital.
(2) The term nature of fixed capital assets is, of course, much longer duration which requires more effort on
the part of management before the investment decision is made.
Once the investment in fixed capital is made there is little opportunity to recoup all the dollars committed in
the event that a disinvestment is deemed desirable.
I nteractive subsystem
The sources and uses of funds employed in the long-term financial planning process are usually analyzed in
the context on an interactive subsystem.
Fi xed i nvestnment techniques - Capital budgeting
Capital budgeting describes the techniques recommended for making the fixed capital investment.
Concepts for planning the source of funds:
Cost _of capital
Capital structure
Di vi dend policy
| nstitutional sources of Financing
Capital Structure Pl anning
The object of capital structure theory and practice is to determine what the optimal financing mix consists of
that provides the firm with the least expensive funds for capital investment. In particular, the problem is to
find the best ratio of debt to equity to use in the firm's overall capital structure such that the total value of the
business is maximized at each point in time. Before considering certain theoretical models of capital
valuation, the idea of leverage must be developed first.
Lever age Concept and Fornul as
Measures the relative anount of the firmis total capital structure
is derived fromfixed outside sources, such as debt.
Increasing leverage creates additional risk, because fixed debt service costs increase to take larger
percentage of operating income, gamblers ruin concept.
A firmshould increase debt as long as the marginal return on
i nvest ment exceeds the marginal cost of the related capital
Types of Leverage
In financial management there are two basic types of leverage, operating and financial.
Qperating Leverage
refers to the degree that fixed costs are utilized in the production process during one complete cycle.
i npact of decision on earnings before interest and taxes (EBIT)
wi th changes in the variable cost to fixed cost ratio.
In many conpanies, the ratio of gross working capital to fixed
assets is a good surrogate for the variable cost to fixed cost
rel ati onshi p.
Fi nanci al Leverage
refers to the percentage of fixed financing costs in the total cost of capital to the firm. Since debt financing
incurs fixed interest charges, the ratio of debt to equity or total capitalization is one common measure of
financial leverage.
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Lever age Formul as
| ncone St at enent Skel et on
Sal es
Less Cost of Goods Sold
Equal s Net Qperating | ncone
Less General and Admi nistrative Expense
Equal s Net | ncone
Degree of Total Leverage (DTL)
% change in Net Income (over)
% change in Sal es
Degree of Financial Leverage (DFL)
% change in Net Income (over)
% change in Net Operating |ncone
Degree of QOperating Leverage (DOL)
% change in Net Operating |ncone (over)
% change in Sal es
Capi tal Budgeting
Models of capital valuation.
The technique and procedures used in making long term financing decisions.
Important because both dollar value and time factor are high.
Payback Met hod
Easy to calculate, ignores time value of money.
Net Present Val ue
The excess of present value of cash inflows over present value of cash outflows.
Internal Rate of Return
Compared to investment return.
Profitability |ndex
Ratio of present value of future cash inflows over cost.
Accounting Rate of Return
Increase in net income over cost.

Stop Gap

Investment by crisis.
Cost of Capital
The cost of capital is defined to be that rate of return that a project must earn in order to leave the market
value of the firm unchanged. Thus, the cost of capital measures the real and opportunity costs to the firm of
financing. Critical for sound management decisions, the cost of capital is computed by a weighted averaging
of the sources of funds to the firm.

Sources of funds
Ext er nal
Debt
Short term permanent
Internediate term
*Long term bonds
*Preferred stock
*Equity
Common st ock
Capi tal surplus
Ret ai ned ear ni ngs
I nt er nal

Net incone after tax

Depreci ati on
Debat e
over including short term permanent and intermediate term sources. Argument for: they are permanent and
have identifiable interest costs. Argument against: the cost of capital is used to make long term decisions
and should not reflect shorter maturity sources.

over including depreciation as a source. Argument for: If funds mean change in the cash account on the
balance sheet, then every other account becomes a potential source of funds. If funds mean net working
capital, then a negative change in the fixed capital account (depreciation) should be a source of funds.
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Argument against: . Since depreciation is not recognizable as coming from debt, preferred stock, or equity,
calculate depreciation using the weighted average cost of capital, making the depreciation as a source of
funds debate a moot question.
The Cost of Capital Definition
The cost of capital is defined to be that rate of return that a project must earn to exactly equal the average
cost of the firms other sources of funds , leaving the market value of the firm unchanged.
Thus, the cost of capital measures the real and opportunity costs to the firm of financing investment
opportunities and is critical for sound management decisions.
Conput at i on
The cost of capital is computed by a weighted averaging of the sources of funds to the firm.
The sources of funds
to be included in the cost of capital calculation are:
| ong-t erm debt
preferred stock
net worth accounts
(common stock and retained earnings).
Depreci ati on cost excl uded
Depreciation cost can be defined as equal to the weighted average cost of capital and therefore excluded
from the computation.
Mar gi nal cost of capital
Marginal cost of capital is the market cost of the next dollar of financing. As long as the marginal cost is less
than the expected rate of return the firm should invest.
Hi storical weighted average cost of capital
Historical weighted average cost of capital is the product of the after tax cost times the weighted percentage
of all capital sources.
Rati os used in capital budgeting
to compare with historical averages and industry averages.
Fi xed Asset Turnover
Net Sal es (over)
Net Fi xed Assets
Total Asset Turnover
Sal es (over)
Total Assets
Debt to Equity Ratio
Debt (over)
Common St ock Equity
Debt Ratio
Debt (over)
Assets
Ti mes I nterest Earned
Net | ncome (+)
I nterest Expense (+)
Federal Incone Tax (over)
I nt erest Expense
Profit Margin
Net | ncome After Taxes (NI AT) (over)
Sal es
Return on Assets
NI AT (over)
Total Assets
Return on Stockholder's Equity
NI AT (over)
Common St ockhol der's Equity
Ear ni ngs per Share
Net | ncone (I ess)
Preferred Dividends (over)
Wi ght ed Aver age Nunber of Shares
Note: if potential dilution exceeds 3%, must present both primary and fully diluted calculation by adding
shares to denominator and income saved to numerator.
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Book Val ue per Share
Net Assets (I ess)
Preferred Redenption (over)
Shar es Qut st andi ng
Common Stock Yield
D vi dends per Share (over)
Market Price per Share
Di vi dend Pol i cy
Addresses what percentage of net income to pay out and what percentage to retain for internal growth.
Theoretically if a firm earns a high return on investment (ROI) it should return more.
Decl arati on Date
Board declares a dividend.
Ex-Di vi dend Date
Four days before holder of record date.

Hol der of Record Date

Payee is determined.
Paynent Date
Dividend mailed to shareholder.

Non Cash Di vi dend

A way to placate shareholders without using cash. Especially appropriate if the business can earn a higher
return on its investments than shareholders can theirs.

St ock Di vi dend
Transfer par value of shares from retained earnings to capital stock. Net worth and ownership interest is
unchanged. Non taxable to shareholders, unless they receive the right to receive cash.

Stock Split

No change in capital accounts, but may make share trading range more attractive.
St ock Repur chase Program
Dividend funds are used to buy treasury stock, thus, increasing proportional ownership of remaining
shareholders. Taxable to shareholders at capital gains rate. Desirable if asset book value per share exceeds
share price.
Sources of Long Term Capit al
Bonds
Provide creditor with security and priority in both earnings and liquidation. The interest is deductible to
corporation and no dilution of equity, but creates more risk. Bonds (debentures) have no collateral. The
interest on an income bond is only payable if income is earned. Sinking fund may accumulate bond
retirement funds. Refunding is the process of issuing new bonds to replace old. Call premium is the price of
the issuer's right to call the old issue prior to maturity.
Convertible Securities
(Bonds or Stock) exchangeable for common at owners option on or before a stated time in the future.
Warrant is a common stock option which is often sold as a detachable companion to a bond.
Zer o _Coupon Bond
Pays no interest until maturity, so easy on a corporation's cash flow but bondholder takes "phantom" interest
to taxable income.
Preferred Stock
Some preferential treatment as compared to common stock, in dividends, liquidation, cumulative,
participating.
Common St ock
Cunul ati ve:
meaning each shareholder votes his shares times number of open seats and may group his votes for only
one seat; MBCA would impose unless shareholders agree to the contrary.
Last priority
in liquidation and no right to receive dividend.
Preenmptive Rights
to subscribe to newly authorized shares.
St ockhol der' s rights include:
Approving loans to director's and officers.
Voting in person or by proxy.
Recei ving annual financial statenents.
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Bringing suits against nmenbers of the board for gross negligence
or fraud.
Approval of fundanental changes such as nergers, dissolutions, or
amendnents to the articles, require a super-majority sharehol der
approval of two thirds.
Di ssenting sharehol ders have appraisal rights to receive the fair
mar ket val ue of their shares in cash
Ret ai ned Ear ni ngs
Not distributed as dividends
Does not disturb present ownership.
St ock Redenpti on
Producing treasury shares.
Advant ages
I ncrease Earnings Per Share
I ncrease Narket Price
May cost | ess than new i ssue
Qohtain contro
Tax benefit (capital gain to shareholder if distributed)
Di sadvant ages
Liquidity problem
I ncreased financial risk
Precludes other opportunities
Increases risk of takeover
The markets for capital
The allocation of capital resources is among the most important decisions that must be made by any
economy.
Vital to the public
It is vital to the consuming public who eventually purchase the goods and services produced by the
committed capital.
Crucial to the firm
It is crucial to the firms that must attract sufficient quantities of capital to combine with labor to produce the
goods and services offered in the marketplace.
Li nks econony to the future
In fact, capital commitment now is the economy’s link with the future.
Efficiency of capital markets
Determined by the flexibility and speed of response of the mechanism that guides the allocation of capital
resources.
Capital resource allocation properties
The organized securities markets possess a number of properties that render them suitable as capital
resource allocates:
(1) They provide information on current cost of capital.
(2) They provide accessibility to a vast number of capitalists, many of whom possess small amounts of
money and yet in the aggregate have command over vast quantities of wealth.
(3) Markets offer a relatively simple mechanism for the transfer of funds that impose only a minimum of effort
upon the lender.
Primary issues
Sanme process for debt or equity

Direct placenent of securities

Thr ough the Investment Banki ng Function

Of spread between price charged to investors and net proceeds to the company,
20%to origination function
30%to underwiting risk born by the syndication
50%for distribution by managers and/or selling group
Process
Investigate financial condition of the firm
vol umre of capital funds required
the going rates for different sources of capita
the current market environnment for securities placenent
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Oigination function
Agree upon approach
Agree on an approach for type and placement of the securities.
Set | anguage
Lawyers from both firm and investment bakers set the language of the prospectus.
Get approva
SEC approval and registration
Underwiting risk
I nvest mnent bankers underwrite the price per share or per bond
Distribution of the securities
Oiginal investnent nanager
O her investnment bankers
as Cco- nanagers
or as nmenbers of a selling group
| nvest ment banki ng separated from commerci al banki ng
Until now, the investment banking and commercial banking functions have been separated to ensure arms-
length transactions between companies and commercial banks on large commercial loans whose rates are
not tied to any future securities placement activity.
Second- hand narkets
The so-called second-hand market for securities includes the organized securities markets and smaller
unorganized markets.
first tier - 80%
New York Stock Exchange (NYSE)
Anerican Stock Exchange (ASE or AMEX)
second tier
Regi onal stock exchanges
third market
Over the counter
off the floor of the exchanges
securities not |isted
fourth market
Securities traded directly by institutions

Gowth and Failure
Growth is important because it permits economies of scale, and competition may dictate growth or failure.
Growth may stimulate employees by creating promotions and increased salaries.
| nternal growth
is adding more inputs.
External growth
is acquisitions which may speed the corporation's growth and allow the acquisition of good management.
Pur chase of Assets
can produce a goodwill account
Pooling of Interests
consolidates balance sheet accounts
Hol di ng Conpany
acquires other companies
hj ective
is to acquire company with a lower Price Earnings (PE) ratio.
Syner gi sm
Qualitative advantages to merger, such as economies of scale, controlling supply or customers, eliminating
competition.
Fi nanci al Failure

Renedi es Prior to Bankruptcy
but non assenting creditors are not bound
Conposition
creditors take less than full debt.
Assi gnnment
assets transferred to a trustee for benefit of creditors.
Recei ver ship
creditors collateral protected against debtors dissipation.
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Bankr upt cy
Chapter 11 Reorgani zation
Order of relief stays creditors for 120 days. Debtor must present plan out of insolvency.
Chapter 7 Straight Liquidation
Watch for the voiding power of trustee used to retrieve collateral transferred for security interest given within
90 days prior to petition, expanded to one year if transferee is a "related party".
Sharehol ders Liability
Shar ehol ders are not generally |iable beyond their investnent.
Exceptions include watering stock, inpairing capital, or a vei
pi ercing action to avoid unjust enrichment.
Di sregarding corporate formalities, commingling of funds, or an
estoppel situations may be fact patterns appropriate to this
equi tabl e renedy.
Efficient Capital Markets: The Capital Asset Pricing
Model
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Planning Standard

Strategic Planning Standard

The process of deciding on changes in the objectives of an organization, the resources to be used in
attaining these objectives, and the policies that are to govern the acquisition and use of these resources.
Creating a vision.

Strengths and Weaknesses

Corporate Goals

Strengt hs and Weaknesses

Eval uat e:
Techni cal expertise
Production capability
Adm ni stration
Organi zational structure
Conpetitive ability
Mar ket capability

Envi ronnment al Forces

Eval uat e:
Mar ket
Cust omers
Conpetition
Suppliers
Gover nnent
Soci ety
Capi tal Market
St atenent of Corporate Goal s
A company will generally make statements of corporate goals in each of the following areas:
Eval uat e:
Desired rate of growth
Desired rate of return
Desired market share
Research and devel opnent
Enpl oyee devel opnent
Fi nanci al policy
Rel ati onship to other planning
The product of the strategic planning process provides the input for a 3 to 5 year or longer profit plan. The
detailed profit plan will hopefully enable the company to accomplish its objectives.

Profit Planning Standard |

For businesses, budgets assume a particularly important role as the monetary expression of the objectives
of the firm, However, the budget is just one part of a comprehensive planning and control system designed
to achieve the ultimate goals of the firm. In order to have an effective budgeting and control process, the firm
should study the relationship between cost, volume, and profit.

Therefore, this section is the same as Analysis Standard.
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Managerial Accounting Tools
for
Planning and Control

CVP Analysis

Cost Behavior Planning Master Budget

Analysis Flexible Budget

~
Variances

Cost Vol une Profit Analysis
Selling price; number and type of products to manufacture; amount to spend on promotion costs, and type of
equipment to buy are decisions that are made after the relationship between cost, volume, and profit has
been completely analyzed. The key to establishing this relationship is understanding the value of the
contribution margin.
Contribution margin
(Marginal income, marginal contribution)
Difference between sale price and variable costs. It is the amount available to cover fixed costs first and then
provide a profit. Contribution margin can be both expressed in terms of total dollar values and in terms of
contribution margin per unit.
Vari abl e costs
Costs which vary directly with production and can include costs for both manufacturing and selling and
administrative activities.
Br eak- even anal ysi s
The break-even point is the point where there is neither a profit nor a loss from sales. It is the point where all
fixed and variable costs are covered and nothing is left for profit. The break-even point can be expressed in
terms of units or sales dollars.
Equat i on Approach
Sales = Net Income + Fixed Expenses + Variable Expenses
Contribution Margin Approach
Fixed Costs /Contribution Margin = Break-even in units.
Fixed costs / [1 - Variable cost ratio ] = Break-even in dollars
Variable cost ratio = Variable costs / Selling price
Fl exi bl e Budgets
Make performance analysis possible when output deviates from planned levels. The actual volume
produced is used for cost analysis in determining the efficiency of operations. Variable costs are viewed as
having a linear relationship with units produced. Fixed costs are considered constant within a relevant range
of activity.
Types of fixed costs
Progranmed costs
(Managed or discretionary costs)
Costs that are budgeted one period at a time and are subject to change within the period. These costs differ
from variable costs in that they are not correlated to the level of activity. Examples include R&D, training
costs, and consulting fees.
Committed costs
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Costs that require a | onger permanent conmm tnent by nanagenent.
(depreciation, long-term|ease agreenents, property taxes, and
i nsurance.)
Such costs are not responsive to short term operating decisions.
G aphi ¢ Approach

lllustrates the interrelationships of the revenue and expense data.

Net Loss Net Profit
Breakeven
Point Total Revenue

Total Costs

! Fixed Costs

Units

Assunptions underlying CVP analysis

The break-even chart is based on a large number of assumptions. If the assumptions are not true, the
break-even point or desired profit level may vary.

Al'l costs are |inear
And can be divided into either fixed or variable components. Fixed costs remain constant while variable
costs change proportionally with variations in volume.

Sal es price per unit does not change
with changes in volume.

Sal es mix is constant
If multiple products are simultaneously being analyzed.

The price of the input factors does not change.
Materials, labor, etc.

The only factor that influences costs and revenue is changes in

sal es vol une.
No allowance is made for efficiency and increased productivity as volume increases.

Sem variable costs

Costs that contain both fixed and variable elements, (social security taxes, heat, lights, and power).
Methods such as the method of least squares and high-low method are used to determine the fixed and
variable components of a semi-variable
Another example would be a service, such as maintenance, that requires a minimum fee plus additional fees
for agreed upon work.

The Budgeting Process

Obj ectives of budgeting
To force managers to anal yze the conpany's activities.
To direct sonme of managenent's attention fromthe present to the
future.
To enabl e managenent to antici pate problens or opportunities in
time.
To notivate managers to achi eve the conpany's goal s and
obj ecti ves.
To rem nd managers of actions they have deci ded on
To provide a reference point to nmeasure control
Activity Budgeting
Vhen emphasis of budgeting is placed on activities rather than departments. This method is effective when
a department engages in several independent activities.
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Responsibility Responsibility Responsibility
Center 1 Center 2 Center 3

Activities 1A 1C 1D 2A 2C 3A 3D

Program A

All activities are independent except those which relate to program A. In preparing the budget for these
responsibility centers, emphasis is placed on programs. Program A and the individual separate programs or
activities at each center. Activity budgeting is called program planning.
Zer o Base Budgeting
Requires each manager evaluate the benefits expected from the requested program, and to rank them
according to their desirability
Activities divided into packages
Each package is ranked ordinally
Managers at higher |evels consolidate, providing their own ordina
r anki ngs.
Admi ni stration of Budget
The budget is usually administered by a budget director, possibly in combination with a budget committee.
Sal es budget
Producti on budget
Direct materials budget
Direct |abor budget
Expenses budget
Cash budget
Pro forma financial statements
Direct Costing

Absorption Costing and Direct Costing
Sunmary of costs included
Direct costing includes all variable costs of production, whereas absorption costing includes all fixed and
variable costs of production.
The difference is fixed factory overhead.

Absorbtion Costing Direct Costing
DM DM
DL DL
FO VFO

Ef fects on net incone

When production and sales are the same, net income under each method is the same. When production
exceeds sales, absorption costing income will exceed direct costing income

Internal use of direct costing
Direct costing is commonly used internally because it facilitates easy determination of the contribution
margin, therefore, direct costing lends itself to CVP analysis.

External use of direct costing
Not acceptable for GAAP, SEC, or Tax reporting purposes.

Contribution Margin Analysis
The causes of an increase or decrease in the budgeted contribution margin can be isolated by analyzing the
variance.

Sal es price variance

For each product, equal to the actual minus the standard sales price multiplied by the quantity sold.
Cost vari ance

For each product, equal to the actual minus the standard cost multiplied by the quantity sold
Quantity variance
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For each product, equal to the actual minus the standard contribution margin multiplied by the quantity sold.
M x Vari ance
For each product, equal to the actual minus the budgeted quantity sold multiplied by the difference between
the budgeted and average contribution margin, where the average contribution margin is the average for all
units produced, not only this product.
Standard Cost Variance Anal ysis
Use of Standard Costs

A costing system in which the uniform costs are assigned to products and differences between standard and
actual are accumulated in variance accounts. Use of standard gives management criteria for evaluating
performance. Standard costs should always be developed based on normal production capacity.

Cost control
To have an effective cost control system, there is a need to have a standard that specifies how the job is to
be done and how much it should cost.

Est abl i shi ng budgets
Standard costs are a source of information for estimating requirements.

I nventory costing
GAAP require historical actual costs for inventory purposes in most instances, but
If variances represent efficiencies or inefficiencies, it may be appropriate to charge them against income in
the period incurred rather than allocate them.

Product pricing
National Association of Accountants research study suggests standard costs are more easily adjusted and
projected into the future than are past actual costs for the following reasons:

Standard costs are free fromdistortions caused by excess

spoi |l age, reoperations, and so on

Standard is easily adjusted to reflect changes in nmaterials and

| abor prices.

St andard overhead rates based on normal activity level are an

acceptabl e basis for pricing that provides for the full recovery

of overhead costs in the long run

Standard costs for marketing activities can easily be assigned to

the product, although not entered in the inventory records.

Mot i vati ng enpl oyees
A standard cost developed jointly by management and the individual responsible for the costs, if accepted by
the individual as his or her own personal goal, can be a motivating influence.

Reduci ng paperwork costs.
Since the inventory ledger is kept only in terms of quantity.
Less time to prepare budgets and production reports.
Analysis easier because deviations from standard are highlighted.

St andard Cost Variance Analysis

Mat erial variances
The responsibility for direct materials is split between the purchasing and production managers. The
purchasing manager has the responsibility of acquiring the proper quantity of raw materials at the time
needed and at the correct price. The production manager must see that the materials are used efficiently. It
is important for each manager to be responsible for only those factors over which he or she has control. the
use of both price and quantity standard help in assigning responsibility to the individual in a position to
exercise control over the costs. Isolating price variance at time of purchase enables earlier corrective action.
Where price is stable and inventory is low, the price variance can be isolated at time of issue.

Materials Price Variance

Actual Quantity Purchased

Actual Price

Standard Price

Material Price Variance

Materials Usage Variance

Actual Quantity Used

Standard Quantity All owed

Standard Price

Mat eri al Usage Vari ance

Labor Vari ances

Direct Labor Rate Standard

Det er m ned by negoti ati ons.
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Determ ned by prevailing |l ocal |abor market.
Labor Efficiency Standard
Time in notion studies
Wor k | ayout .

Condi tion of equi pnent.
Availability of materials.
Past performance.

Met hods engi neer.

Ef fect on motivation.
Labor Rate Vari ance

Actual Hours

Actual Rate

St andard Rate

Rat e Vari ance

Labor Usage Vari ance
Actual Hours

St andard Hours

St andard Rate

Usage Vari ance

AR x AH SR x AH SR x SH

/ / /

/ Rate Variance / Efficiency Variance /

Factory Overhead Vari ances
Because of the nature of fixed costs, it is necessary to break the overhead costs into tow parts- fixed and
variable- in order to estimate them accurately for any given output level.

Vari abl e overhead anal ysis.
The variable overhead cost fluctuates proportionally with changes in activity levels. The variable rate is
developed after analyzing the past behavior patterns of the overhead costs and by considering expected
changes in those costs. This rate is correlated with an activity variable such as direct labor hours, direct
labor costs, machine hours, materials costs, or units produced. If the costs are based on an input activity,
two variable overhead variances can be calculated: spending and efficiency. If the variable overhead costs
are correlated with some measure of outputs (for example, units, pounds, and so on), then only a budget
variance can be determined.

Actual Inputs Outputs
Budget Variable Overhead Budget Variable Overhead
Actual Variable Overhead Costs Based on Actual Hours Worked Based on Standard Hours Allowed
Spending Variance Efficiency Variance

Total Variable Budget Variance

Fi xed Overhead Analysis
The budgeted fixed overhead costs do not change as the activity level changes within a given range. The
two variances normally determined in fixed overhead analysis are a budget and a volume variance.

Activity |evel
For direct materials, direct labor, and variable overhead, the level of activity used in establishing the
standard is not too critical as long as the operations are within a reasonable range; however, this in not true
for fixed overhead. Two activity levels are frequently used: expected annual and normal level. The expected
annual level is simply the activity level anticipated for the next period while the normal level represents the
average output expected over a long enough time period to incorporate sales trends. In order to use the
normal approach, management must be able to forecast sales with a reasonable degree of accuracy for a
period longer than 1 year. Since this is not an easy task for many businesses, the expected annual output is
the more frequently used activity level.
It would appear that volume variances resulting from the use of the normal approach should be carried
forward in the balance sheet at year end. The accounting profession and the Internal Revenue Service,
however, have not allowed this. Under normal and expected annual output, the variance is frequently
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charged to cost of goods sold. While this may appear to make the two methods, in the final analysis, result in
the same net income per year, it does not, since the amount of fixed costs in inventory is different.

Vol une vari ance
A volume variance occurs when there is a difference between the planned and actual production levels and
the fixed costs are applied to the units as they are produced. Thus a process that uses a direct cost system
does not have a volume variance. The volume variance is also referred to as the capacity, idle capacity, or
denominator variance.
The volume variance is the amount of over or under absorbed fixed overhead cost. It is simply caused by the
fact that the actual output does not equal the planned output. It is known as the uncontrollable variance.

Two vari ance Method

To determine the controllable variance.
Actual Fi xed Overhead
Budget ed Fi xed Over head
Applied Fi xed Over head
Uncontrol | abl e Vol ume vari ance
Control | abl e Budget vari ance
Total fixed overhead variance
Three variance method

To break the controllable into spending and efficiency.
Actual inputs
Budget based on actual hours worked
Budget based on standard hours all owed
Spendi ng vari ance
Ef fici ency variance
Tot al budget variance

Actual Budget based on Budget based on Applied
actual activity level planned activity level
/ Spending / Efficiency / Volume /

Di sposition of Variances
If material, allocate between costs of goods sold, work in process, and finished goods based on the applied
overhead in each account.
If immaterial, write off to cost of goods sold.
M x and Yield Variances
A mix variance occurs when the combination of materials placed in process differs from the standard mix.
A yield variance occurs when the quantity produced differs from the expected output based on the total
quantity of materials placed in the process.
Di vi si onal Performance Eval uation
Nature of Decentralization
When the power to make decisions and take action is shifted from top management to others in the
organization, the tow primary categories of decentralization are:
Qper at i onal
Occurs when technological or geographical specialties necessitate divisions.
Mot i vati onal
Occurs when long chains of command result in too impersonal an organizational structure. Decentralization
provides local motivation and encourages internal competition.
Return on Investment (RA) Analysis
ROl is the most widely used measure of divisional performance ROI = Net Income over Investment.
Difficulties of RO Analysis
Net | ncone
The net income used should only include those revenues and expenses within the manager's control
| nvest ment
Decisions of which items and how to value them must be made.
Goal congruence
Attention may be directed away from the common goal of the company as a whole. Attention is directed to
the short run.
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Resi dual | ncone
Eliminates the goal congruence problem.
Residual income is the net income of division less cost of capital deduction.
This method stresses dollar value of residual income rather than return on investment.
Transfer Pricing
When ROI's are used to value divisional performance, prices of interdivisional transfers must be carefully
established. The pricing system selected should provide for:
Goal Congruence
goals of divisions coincide with goals of the company.
Per f or mance Eval uati on
managers must be held responsible only for those decisions which are controllable by them.
Aut onony
Each unit must be free from constant interference by top management.
Current Practices
Mar ket price
Problems may arise if the division looks outside the firm.
Negotiated price
Conflict among division managers.
Selling division's costs
Either full cost, marginal costs, or cost plus profit. The advantages of using cost are ease of administration,
availability of cost, potential for reducing conflict between managers.
Opportunity costs,
The transfer price is based on the outlay of costs to the point of transfer plus the opportunity costs for the
firm as a whole. Emphasis is on goal congruence.
General Mdtors Exanple
Chevy, Pontiac, Buick, Olds, Caddy, Trucks
Divide and Conquer
Problem of how do you evaluate.
ROI dysfunctional behavior. Numbers game, short run focus, no incentive to replace obsolete equipment,
because of the way we measure investment.
ROl increases just because of depreciation. ROl = NI over Investment
How should we calculate investment.
Adding back depreciation would not take care of the whole problem- opportunity cost, inflation.
Use Residual Income to eliminate goal congruence problem
ROI good for measuring economic efficiency and effectiveness, but not for personnel evaluation.
Conparing Centralization and Decentralization
You can have similar org charts but one company can be more decentralized than another because the key
is where the decisions are being made.
Advant ages of Decentralization
Qui cker deci si on nmaki ng process
Better information
G eater capacity for problem solving
Devel opnent of nanagers
Mbtivation of enpl oyees
Di sadvant ages
Loss of control
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Organization Standard

Introduction

Organi zati on, Accounting, and Behavi or

Deci si on _Maki ng and Organi zati on Theory
Management styles and their impacts on human behavior. Group dynamics, interpersonal relationships, and
the change process. Hierarchical, line and staff structures, and centralized and decentralized functions of
organizations and their contributions to and effects on decision making.

Behavi oral Science in Accounting
Goal congruence. Possible and desired behavioral impacts of budgets, performance standard, profit center
accounting, auditing, and other accounting activities.

Mot i vati on
Human needs and self-fulfilment. Job content, enrichment, and satisfaction. Potential dysfunctional
behavior. Support relationships, reinforcement, and other motivation theories.

Communi cati on
Formal and informal communication networks. Psychological and attitudinal impacts of communication,
including effects on task accomplishment. Selective listening and communication receptivity. Information
content, credibility, and overload.

Part nershi ps, Proprietorships, Corporations
Distinguishing corporations from proprietorships and partnerships.

5 Characteristics Distinguishing Corporations (CCATL)
Corp. Prop./Part.

1 Centralized Management Yes No
2 Continuity of Life Yes No
3 Agency Relationship No Yes
4 Transferability of Interest Yes No
5 Limited Liability Yes No

Organization Structure Components

Need strategic objectives and knowledge of resource markets.
Division of Labor (Specialization)

Job Scope and Depth

Levels (of management)

Span of (management) control

Departmentalization

Unity of Command

Organization Relationship

Need Organization structure and knowledge of work flow responsibility.
Authority , delegation

Responsibility, decentralization

(vision)

Superior-Subordinate

Communication

Work groups - Work flow

Organization Development

Need knowledge of Organization relationships and corporate culture.
Rewards

Sanctions

Rituals

Heroes

Personal Development
Need knowledge of Organization development and employees.
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Coaching

Council

Career Planning

Job Enrichment
Sensitivity Training
Behavior Modification
Transactional Analysis

Group Development Decisions
Need knowledge of Organization relationships and Organization development.

Ethical Standard
Business professionals have ethical responsibilities to: the firm, the employees, the customers, the
stockholders, others in society, and themselves.

Et hi cal Principles

Justice
The principle of justice entails fairness in the treatment of others. A recent issue involving this principle was
the inclusion of pregnancy as a compensated iliness in medical policies of firms.

Truth

Truth can assume a slightly different meaning in business when the telling of the truth must be balanced with
the effects of revealing that knowledge. As Walton observes: Truth, in short, is not simply a give and take
operation between any knower and any inquirer. The latter's right to "private" knowledge has to be
established before he may assert a claim to know.

Cour age
This term includes the ideas of brazenness and standing up for what you believe in. An example would be
refusing to go along with an advertising campaign that portrays women or minorities in a deprecating
manner.

Fr eedom
This concept involves having independence in thought and expression as well as being free of physical
restraints. An example of this principle would be an individual's right to determine his or her lifestyle outside
working hours.

Fai r ness
This term dictates that there be justice and impartiality in decision making and in the treatment of others. A
frequently encountered situation involving this idea is judging a person on his/her merits rather than on one's
personal feelings toward that person.

Shari ng
Sharing involves the inclusion of others in the power process, the "others" being workers, union leaders, and
so on. An example of implementing such a policy would be to invite workers to participate in the budgeting
process to help set the goals and standard by which they will be judged.

Et hi cal Gui del i nes

Conpet ence
Management accountants have a responsibility to:
Perform professional duties in accordance with relevant technical standard, regulations and laws.
Maintain their professional competence by updating their skills, techniques and general knowledge.
Prepare accurate reports and recommendations which reflect relevant factual information and appropriate
technical analyses.

Integrity
Management accountants have a responsibility to:
Refrain from engaging in any activity which may be or may appear to be in conflict with the organization's
interests.
Advise their organization fully and clearly of any potential conflicts of interest.
Recognize their technical limitations and inform the organization if directed to undertake assignments for
which they are not technically competent.
Refrain from engaging in any activity that would prejudice their ability to carry out their duties.
Refuse any gift, favor or hospitality that influences or appears to influence their actions.
Refrain from engaging in any activity that would discredit the provision.

“Clarence C. Walton, Ethos and the Executive: Values in Management Decision Making (Englewood Cliffs,
New Jersey: Prentice-Hall, 1969), p. 35.
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Confidentiality
Management accountants have a responsibility to:
Refrain from disclosing confidential information unless authorized, or either legally or professionally obligated
to do so.
Refrain from using or appearing to use for personal advantage or for the advantage of third parties
information acquired in the course of professional work.
Inform subordinates regarding the confidentiality of information acquired in the course of professional work
and monitor their activities to protect that confidentiality.

Qojectivity
Management accountants have a responsibility to:
Fairly and objectively present information.
Disclose relevant information that may influence user's understanding of the reports and recommendations
presented.

Conmpany Code of Ethics
| ndi vi dual Code of Ethics

Corporate Legal Standard
| nt roducti on
A corporation is a legal entity by authority of the state corporate statute. The Model Business Corporation
Act (MBCA) is this statute standard for corporate law in most states.
A corporation is:
Separate and distinct from its shareholders.
Limited liability (generally).
Capable of perpetual life.
Under the authority of directors, which are elected by shareholders.
Professionals may incorporate -
if in applicable statute, but, professionals do not have limited liability in some states.
A Professional Service Corporation must have provisions to buy out members, who become disqualified to
practice.
Statutory Constraints
Economic statutes constraining supply and demand.
Rel ati onship between statute and requlation
Government regulations are both statutory and regulatory in nature.
A federal statute requires both Senate and House to pass and President to sign the act. The statute may
create an administrative agency or commission which must publish the regulations by which they operate.
The regulatory agency itself may have enforcement powers and usually an internal system to resolve
disputes.
Ri ght s
Administrative law itself includes substantive and procedural rights designed to ensure fairness in agency
actions, to provide a judicial remedy for arbitrary and capricious decisions.
Agencies must publish the rules by which they regulate their own procedures. This must include notice, and
opportunity to be heard must be extended to all affected parties. Judicial appeal is only possible if the
appellant has standing because of a personal stake in the outcome of the case, the case is ripe with
immediate injury, and all internal agency administrative remedies have been exhausted.
Judi ci al Revi ew
Agency determ nations of fact
are upheld if supported by substantial evidence.
Agency determ nations of |aw
are subject to a high degree of security and are more susceptible of reversal than questions of fact.
Agency concl usi ons
as to applications of law to a particular factual setting are upheld unless an abuse of discretion, arbitrary,
and/or capricious.
Agency Intervention in free narket
These regulatory agencies may determine decisions normally made by the free market. Often intervention is
justified where there is a high public interest, such as public resources, utilities etc. Fortunately, intervention
applies to an inelastic demand curve, natural monopolies, and other situations such as the phone company.
Price
The agency, through rate hearings, may determine the price the market will pay.
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Suppl y
They may also regulate the supply, such as when a cable TV company must get permission to expand into a
new area.
Vari ous Statutes
(in order of importance but not inclusive):
Security Market Regul ations
The Security and Exchange Conmi ssion (SEC) Act of 1933
The Security and Exchange Commission (SEC) Act of 1933 requires a registration statement and
prospectus to be filed with SEC 20 days prior to any public offering. Such information as the business
management team, details of the offering, expected use of the proceeds, and financial statements are
usually included in the filing.
The purpose
of this disclosure is to ensure investors are aware of all adverse facts, so as to facilitate an informed
decision. The SEC does not pass on the merits of the offering .
Liability exposure
Director, officer, issuer, underwriter, and/or other expert associated with false statements or material
omissions in the registration process are subject to a very high degree of liability exposure. The Common
Law's reliance element is eliminated as a prerequisite to recovery.
Excepti ons
Exceptions to the SEC Act of 1933 (CPASIND)
Casual sale by an ordinary investor
Private sale of restricted securities to a sophisticated investor.
"A' regul ation - under $1.5M annually.
Safe Harbor Rule - dictates two year holiday period.
Intrastate offering - shifts regulation to state "blue sky" |aws.
"No Sal es" such as reorgani zations, consolidations, and mergers.
"D' regul ation - under $500K annually.
Frequently tested
Exemptions from the SEC Act's registration requirements are frequently tested. An offering may qualify
under more than one exemption. The mnemonic is CPASIND.
The SEC Act of 1934 focuses on reporting.
10K and Audited Financial Statenents
all listed companies with 500 or more shareholders must submit to the SEC the annual form 10K and audited
financial statements.
Form 8K
Form 8K must be filed within 10 days if the company changes auditors, defaults on an obligation, or a stock
control change of over 5 percent.
I nsiders Transactions
Insiders must report their ownership and transactions in the security.
Short swing profit, washed sales, and matched orders are prohibited.
The Insider Trading Act of 1984
The Insider Trading Act of 1984 imposes treble damages on both the tipper and the tipee.
Proxy solicitations
Proxy solicitations must be filed with the SEC - disclosing all matters and resolutions to be decided at the
meeting. Minority shareholders must be allowed to submit reasonable proposals.
Antitrust Restraining Acts
The Sherman Act,
Section One, dictates that certain agreenents between horizonta
producers are "per se" illegal
This includes price fixing, allocating markets, limiting production levels, joint boycotts of a customer, and
resale price maintenance. All other horizontal agreements are analyzed under rule of reason to determine
whether they restrain trade.
Section Two attenpts to punish any participant in a nonopoly
schene.
The Federal Trade Commission (FTC) and Justice Department may proceed criminally or issue cease and
desist injunction orders.
The d ayton Act outlaws certain restraints if plaintiff can show
they "substantially | essen conpetition".
This "market share" orientation may be an easier standard for plaintiff to meet than the "unreasonable” test
of the Sherman Act.

Exclusive enforcement authority is vested in the FTC.
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Qutl awed are:
price discrimnation between buyers in the same market, exclusive
dealing "requirement” contracts, interlocking directorships and
tyi ng agreenents where a purchaser is required to purchase an
undesirable itemto get the desirable item
Mergers that substantially |essen conpetition are illegal.
There are three types of mergers.
Hori zontal mergers,
which substantially lessens competition are illegal, such as GM buying Ford, unless one of the companies
will fail without it.
Vertical mergers
, GM buys Goodyear tire, are only suspect if a competitor complains.
Congl oner at e nergers,
GM buying General Foods, are almost never questioned.
The Foreign Corrupt Practice Act of 1977
prohibits the payment of bribes to candidates or officials of foreign governments or their intermediaries.
The exact distinguishing characteristics between a bribe and a commission are not clear. Some foreign
nations only sell their resources through state appointed agents. Too large a contribution to a foreign official
may be suspect.
Requi res accounting controls
The act requires corporations to maintain accounting controls sufficient to detect asset depletion which
contain illegal payments.
Management must disclose to the auditor all material facts of such depletion or payments.
Enpl oyers Restrictions on Labor and Safety
Norris-LaGardia Act of 1932
prohibits a court from issuing a labor injunction without a showing of violence or fraud.
National Labor Relations Act of 1935
gives employees the right to collectively bargain and requires employers to bargain in good faith with unions.
Fair Labor Standards Act of 1938
provides for minimum wage and requires time and half for over 40 hours a week or 8 hours a day.
Taft-Hartley Act of 1947
authorizes the President to obtain an injunction requiring an 80 day cooling off period if the national security
or welfare is effected.
States were allowed to pass right to work laws (don't have to be a union member to get hired).
Landrum Gifffin Act of 1959
prohibits secondary boycott and restricts some picketing situations.
This statute requires union to maintain financial records and provide them to the Government.
CGvil R ghts Act of 1964
prohibits employment discrimination based on gender, race, or religion.
Supreme Court decisions have required affirmative actions to compensate for past abuses.
Enpl oyee Retirenent Income Security Act (ERISA) of 1974
limits discrimination in retirement programs against low level employees by requiring eligibility and vesting
requirements to meet a certain standard.
Pregnancy Discrimnation Act of 1978
prohibits discrimination against pregnant employees unless condition affects performance. Health plans
must cover pregnancies.
Seller's and Manufacturers UCC Liability protects consumers.
Causes of action- consumer has 3 potential causes.
Strict liability without a required showi ng of fault.
The tort action of negligence for failure to exercise reasonabl e
care.
An express or inplied warranty.
Warranties are express or implied.
Express warranty action includes all affirmations of fact which
become part of the basis of the bargain.
Implied warranty action - the UCC i nposes certain inplied
warranti es.
Merchant ability - their goods must be merchant able. - means pass without objection in the trade, be of fair
average quality and fit for their ordinary purpose for which the goods are used.
Fitness for a particular purpose - this warranty applies if the buyer has asked the seller to use his expertise
in selecting the most appropriate item.
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Title and against infringement - seller required to have title.
Limtations - Sellers can attenpt to limt warranty. the policy of
the law is against limtations or disclainers.
Exclusions - where the seller is attenpting to escape al
liability. Exclusions are subject to a two step analysis. First
the exclusion nust nmeet our 4 Cs test of
Clear - so the buyer understands there is no renedy.
Conspi cuous
Consci onabl e: bargained for in good faith and not expected.
Consistent: with express warranties in sane docunent.
Magi ¢ Wor ds:
the second analytical step in attempting to escape liability is whether exclusionary language meets one of
two tests:
"as is" "with all faults" - Language which calls buyers attention
to the exclusion
Sellers are allowed to exclude inplied warranty for a particul ar
purpose with the witten statenment: "there are no warranti es which
ext end beyond the description of the face hereof.”
Consuner Protection Legislation
Truth in Lendi ng Act-
Disclose clearly the annual percentage rate and finance charge. Three day cooling off period for solicited
credit transaction. $50 liability lost or stolen credit cards.
Federal Trade Conmi ssion Act
places the regulation of fraudulent, deceptive, and unfair practices under FTC jurisdiction. Advertisers may
be subject to preliminary injunctions and temporary restraining orders. Corrective advertising on a violator
and prohibits bait and switch advertising.
Magnuson Modss Act
requires certain disclosure when a seller issues a warrantee to a consumer designated "full" or "limited". Anti
lemon provision - repair or replace warranty limitation. The FTC is charged with enforcement, a civil action
including class action is possible if there are at least 100 plaintiffs.
Consumer Product Safety Act -
designed to protect the public against hazardous products, by establishing mandatory consumer product
safety standard. Can ban and can require corrective actions.

Model Busi ness Corporation Act (MBCA)

Formati on Process

Pr onot er
fiduciary, agency rules of undisclosed principal apply if promoter does not disclose the planned corporation.
Promoter always personally liable on pre-incorporation contracts. Third party can go against either. or both.

Articles of Incorporation
MBCA 9 allows incorporator to reserve a corporation's name.
MBCA 55 requires duplicate originals of the articles of incorporation to be filed with the Secretary of State
MBCA 54 requires Articles to include names and addresses of the incorporator’s registered agent, the
corporate purpose, share details, and the names and addresses of persons who are to serve as directors
until the first annual shareholder's meeting.
MBCA 58-65 authorizes article amendment but only after shareholder approval

De Facto, De Jure, and Estoppe

De Facto
If there is not a substantial effort to comply with the state corporate statute law, the corporation is "de facto"
and shareholders may be held personally liable as partners.

De Jure
Substantial compliance with the statute results in "de jure" characterization. Shareholders become insulated
from personal liability.

Est oppe
a corporation by estoppel may result when a third party deals to his detriment with what he believed to be a
corporation. Later, after the corporation reaches "de jure" status it may be estopped from denying liability.

Organi zati on Meeting
MBCA 57 provides for an organization meeting where a corporation receives stock subscriptions and the
shareholders receive their shares and elect the board of directors who appoint the officers.
MBCA 27 specifies that the board shall adopt corporate bylaws which define and specify the day to day rules
applicable to operating the corporation.
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In this meeting it is also usual for the corporation to adopt promoter's pre-incorporation contracts, discuss
and perhaps execute buy-sell agreements, and enter resolutions in the corporate records discussing and
authorizing major corporate acts and plans. This is often the time to discuss and enter resolutions
concerning tax options and fringe benefits. The corporation must file a report specifying the officers and
directors with the Secretary of State's office within 30 days of this organization meeting.
Tax Free | ncorporation
A transfer of assets to a corporation is a taxable sale or exchange. Internal Revenue Code (IRC) 3512
dictates no gain or loss shall be recognized if property is transferred to a corporation solely in exchange for
shares by transferors whose control constituted 80% of the voting shares of the new corporation. "Boot" or
other property received by the contributor is taxable per IRC 351(b). Also taxable to the contributor is the
corporation's assumption of liabilities in excess of the shareholder's adjusted basis in the contributed assets
under IRC 351(c). The transferor’s basis in the contributed property carries over to the corporation. the
stockholder's basis in his shares is generally the same as his basis in the contributed assets.
Donestic or Foreign Status
MBCA 106-124 specify that corporations are domestic in their state of incorporation and foreign in all other
states. A foreign corporation is deemed too be "doing business" in a state if the instate activities are
permanent, substantial, and continuous.
The foreign corporation must register, obtain a certificate of authority, appoint an instate registered agent,
and pay the state taxes. Failure to comply may result in fines, personal liability to shareholders, and deprive
the corporation of the right to sue. The right to defend, however, cannot be denied under the constitution.
Some states tax corporations under a unitary theory, by using a worldwide income allocation approach,
rather than merely taxing the income derived from that state's activities.
Corporate Liability
MBCA 14 specifies that proper service of process may be made upon the corporate registered agent.
O ficers and Agents
Corporate liability extends to the contracts of its officers and agents.
Enpl oyees
A corporation is also liable for the torts of employees if the agent was within the course and scope of
employment under the doctrine of "respondent superior".
Def ense
A corporation may attempt to defend by alleging the employee or agent exceeded his actual authority.
Also, the defense of "ultra vires" may be asserted. "ultra vires" means outside the corporation's statute or
bylaws. However, a corporation may ratify an agent's contract by accepting its benefits. Last, implied or
apparent authority may override the "ultra vires" defense unless third party knew of the restriction.
Director and Oficer Liability
Board of Directors
MBCA 35 dictates the board of directors shall exercise all corporate powers and manage the business and
affairs of the corporation.
El ecti ons
Either straight or cumulative voting; cumulative voting is designed by the MBCA to give minority
shareholders representation on the board. Each shareholder may cumulate his total votes (shares x open
seats) for one director nominee. MBCA 33 mandates this shareholder right unless the articles of
incorporation provide to the contrary. The formula to elect one director: votes required = (number of shares
voting over number of open seats + 1) + 1
Di vi dends:
MBCA 45 gives the board the sole power to declare dividends. In most states may only be made from
earned surplus or current profits. A dividend may not be paid if the corporation is insolvent or the dividend
will render it insolvent. Directors are also liable for loans to officers and distributions to shareholders where
sufficient assets to pay creditors are not retained.
Fiduciary Duties
Duty to stay informed, exercise due diligence, remain loyal and obey corporate articles, by laws, policies,
and resolutions.
Directors cannot give voting right proxy to another.
Directors must avoid conflict of interest in their dealings with the corporation.
Director and officers indemnification and defense agreements require shareholders' approval.
Directors inherent conflict of interest requires that interested transactions be disclosed in the corporate
minutes, and be fair and reasonable (at the market price and terms)
Interested directors cannot vote, but may be counted towards quorum requirements.
Oficers
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MBCA 50 specifies the corporate officers shall consist of a president, vice president, secretary, and
treasurer, each of whom shall be elected by an serve at the discretion of the board of directors.
Shareholders normally ratify the board's decision as to the officer's salaries. Their exact duties and
responsibilities are enumerated in the corporate by laws.
Any two or more offices may be held by the same person except the office of president and secretary.
Officers, like directors, are responsible for their own negligence.

Busi ness Judgnent Rul e
Directors and Officers must exercise due care and diligence in managing the corporation. Honest errors of
judgment made after reasonable investigation do not usually lead to liability. A director is entitled to rely upon
officers and employees if he reasonably believes them to be reliable and competent. This includes expert
opinion such as accountants and counsel.
The test for the "tier of fact" is whether a prudent person under the circumstances could have reasonably
reached the same conclusion. Courts are reluctant to second guess most business judgments when fraud or
gross negligence was not present.

Reporting Requirenents
The 1933 and 1934 SEC acts require "insiders" to report their stock transactions. This includes director,
officers, and "over 10%" shareholders. The statutes dictate insiders are liable for short swing profits
(purchase and sale within six months). Also, insiders cannot sell short just before bad news is released to
the public. The 1984 Insider Trading Sanctions Act provides for treble damages of three times the profit
gained or losses avoided.
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Communication Standard

Communication is the secret to the success of any manager. A manager's ability to understand other people,
and their ability to understand the manager, are crucial to accomplishing organizational objectives.
Communication is the link that ties an organization together and transforms a diverse group of people into a
cohesive whole. Being a good communicator does not ensure that a person will be a good manager, but
virtually every good manager is a good communicator. Communication should not be viewed as a separate
managerial activity. Every aspect of management requires good communication.

Classification
For mal
Budgets, bonus programs.
| nf or mal
grapevine, lunch groups.
Direction of conmunications
Downwar d
(from superior to subordinate) - orders, instructions, notices, memos, bulletins, newsletters, handbooks,
loudspeakers, chain of command.
Upwar d
Morale surveys, grievance procedures, interviews, conferences. Upward communication must overcome
more barriers and is slower than downward communication.
Hori zont al
among peers, across organizational channels.

Elements
The communication process elements:

Sender
originates the message.

Synbol s
in which the message is encoded.

Medi um
the channel thorough which the message flows.

Recei ver
the person who decodes the message and interprets the sender's meaning.

Feedback
acknowledging to the sender that the message was correctly understood.

Feedback neasures Effectiveness
The effectiveness of communication can be determined only by the sender's seeking out feedback and
observing the impact of the communication on the receiver. The sender is obliged to solicit feedback to
ensure the communication process is complete. The receiver is obliged to give feedback to the sender. The
importance of feedback to check on the effectiveness of the communication process indicates the limitations
of one-way communications (e.g., memos).

Organization
Tradi tional or classical nanagenent
stresses the sending of one-way communications from top management down to the subordinates. This
military model of organization is autocratic or mechanistic and ignores the need for feedback.
Partici pati ve managenent
stresses multidirectional communication. All parts of the organization are allowed and expected to
communicate with each other, and not merely along lines of authority.
Systens theory
stresses the importance of feedback in determining the effectiveness of communications. Without a channel
from the receiver back to the sender, the sender has no idea how the information has affected the
performance or actions of the receiver, if at all.
Communi cati on networ ks
Various characteristics:
Wheel network
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is the fastest and most accurate means of information flow, channels all communication to a central
supervisor.
The result is lower satisfaction among participants.
Cross comuni cation
Extensive cross communication results in:
Free flow
The emergence of a leader
More innovation.
Chai n-type comruni cati on
Chain-type communication is slower, usually results in more mistakes and a lack of clear understanding.

Problems and Solutions
Probl ens in communi cation
Badly encoded messages.
Faulty channel selection
Noise
Interpersonal problems
Loss in transmission and poor retention
Non-reception
Formal organization channel breakdowns
Gui des to overcom ng probl ens
Sender must:
send message in receiver’s context of perceptions.
monitor channels to ensure they are free from distortion or breakdown.
actively solicit feedback.
establish an interpersonal climate that eliminates interpersonal barriers to communication.
look for nonverbal cues or feedback.
remember it is sender's responsibility to deliver the communication with appropriate symbols over
appropriate channels, and never make assumptions about the receiver's reaction.
use two way communication whenever possible to permit ease of feedback.
sender can improve communication by using redundancy, that is, repeating the message in several different
formats and in several media.
Li st eni ng
Listening is the responsibility of both the receiver and sender.
Quides to nore effective |istening
Empathy
Gobbledygook
People listen faster than words can be spoken.
Pre-judgment of the message may reduce ability to listen objectively.
Lying, partial truths, or using communication channels for enhancement of personal status.
Sensitivity training
designed to result in better listening skills, tolerance for individual differences, and an awareness of the
impact of one's own personality on other people.
Disadvantage is that some managers may spend a disproportionate amount of time focusing on
relationships rather than day-to-day problems of the job.
| nt er personal conmuni cation training
advantage is everyone has the same training and can practice working together using specific problems.
Conflict managenent
Forms of conflict management: confronting, smoothing, negotiating, and compromise.
This method does not emphasize the underlying cause of the conflict.
O her fornms of comuni cati on
Audit reports
Employee handbooks and accounting manuals
Nonverbal communication
Telecommunication
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