Busi 1003 Exam Review
Chapter 9:

Horizontal Analysis:
- The percentage analysis of increases and decreases in related items in comparative financial statements
Vertical Analysis:

- A percentage analysis used to show the relationship of each component to the total within a single statement

- On the Balance Sheet, Total Assets is used:

- Example: Cash is expressed as a percentage of total assets

- On the Income Statement, Total Sales is used:

- Example: Cost of Merchandise Sold is expressed as a percentage of total sales
Benefits of Analysis:

- Horizontal and vertical analysis are useful in assessing relationships and trends in financial conditions and operations of a business

- Vertical analysis is useful for comparing one company with another or with industry averages

- Both are made easier with common-size financial statements
-Solvency – the ability to meet debt obligations as they become due

-Profitability – the ability to earn income
Solvency Analysis:
-Normally assessed by examining balance sheet relationships, using the following major analyses:

-Current position analysis

-Accounts receivable analysis

-Inventory analysis

-Ratio of fixed assets to long-term liabilities

-Ratio of liabilities to stockholders’ equity

-Number of times interest charges are earned
Current Position Analysis: 
-Using measures to assess a business’s ability to pay its current liabilities 

-Working capital 

= current assets - current liabilities

-Current ratio 

  

            = current assets ÷ current liabilities

-Quick ratio 

                                   = Cash + temporary investments + receivables  

                                                             Current liabilities 
Accounts Receivable Analysis: 
-Measures efficiency of collection

-Reflects liquidity
Accounts receivable turnover 


=  
      Net Sales


 


         Avg. Accounts Receivable
Number of Days’ Sales in Receivables 


=   365 ÷ A/R Turnover
Inventory Analysis:

-Measures inventory efficiency

-Avoid tying up funds in inventory.

-Avoid obsolescence. 

-Reflects liquidity
Inventory turnover = Cost of Sales 



         Avg. Inventory
Number of Days’ Sales in Inventory 

                               = 365 ÷ Inventory turnover
Ratio of Fixed Assets to Long-Term Liabilities:
-Provides a measure of whether note-holders or bondholders will be paid

-Indicates the ability to borrow additional funds on a long-term basis as fixed assets are often pledged as security for long term notes

-Shows how many times over fixed assets can cover long-term liabilities
Fixed Assets (net)
Long-term Liabilities
Ratio of Liabilities to Stockholders’ Equity:
-Indicates the margin of safety for creditors.

-Indicates the ability to withstand adverse business conditions.
Total Liabilities
Total Stockholders’ Equity
Number of Times Interest Charges Earned:
-Indicates the general financial strength of the business. 

-Indicates the ability to withstand adverse business conditions.
Income before Taxes + Interest Expense

Interest Expense
Profitability Analysis:
Normally assessed by examining the income statement and balance sheet resources, using the following major analyses:

1. Ratio of net sales to assets

2. Rate earned on total assets

3. Rate earned on stockholders’ equity

4. Rate earned on common stockholders’ equity

5. Earnings per share on common stock

6. Price-earnings ratio

7. Dividends per share

8. Dividend yield

Ratio of Net Sales to Assets:
-Shows how effectively a firm utilizes its assets
Net Sales
Avg. Total Assets (excluding L-T Investments)
Rate Earned on Total Assets:
-Measures the profitability of total assets without considering how the assets are financed. 
Interest Expense + Net Income
Avg. Total Assets

Rate Earned on Stockholders’ Equity:
-Emphasizes the rate of income earned on the amount invested by the stockholders. 
Net Income

Avg. Stockholders’ Equity
Rate Earned on Common Stockholders’ Equity:
-Focuses on the rate of profits earned on the amounts invested by the common stockholders.
Net Income – Preferred Dividends

Avg. Common Stockholders’ Equity
Earnings per Share on Common Stock:
-The income earned for each share of common stock.
Net Income – Preferred Dividends

Common Shares Outstanding

Price-Earnings Ratio:
-Indicator of the firm’s future earnings prospects. 

Market Price Per Share of Common Stock

Annual Earnings per Share
Dividends per Share and Earnings per Share:
Dividends per Share =  Common Dividends

Common Shares
Dividends per Share and Dividend Yield:
-Dividend yield shows the rate of return to common stockholders in terms of cash dividends.
Dividend Yield   =    Common Dividend/Share

                          Market Price/Share
Corporate Annual Reports:
-Summarize operating activities for the past year and plans for the future. 

-Many variations in the order and form, but all include:

-Financial statements and notes

-Management discussion and analysis

-Independent auditors’ report
Management Discussion and Analysis (MDA):

-Provides critical information in interpreting the financial statements and assessing the future of the company.

-Includes an analysis about past performance and financial condition.

-Discusses management’s opinion about future performance. 

-Discusses significant risk exposure. 
Independent Auditors’ Report:
-Publicly traded companies must get an independent opinion on the fairness of the financial statements. 

-This opinion must be included in the annual report along with an opinion on the accuracy of management’s internal control assertion. 
Chapter 10 – Accounting Systems for Manufacturing Businesses 
Nature of Manufacturing Businesses:

-Service firms earn revenue from providing services.

-Merchandising firms earn revenue from selling merchandise inventory.

-Manufacturing firms…

-Earn revenue from manufacturing and selling finished goods.

Manufacturing Cost Terms:

-Two broad categories of Manufacturing Costs:

-Direct – cost can be directly and conveniently traced to final product

-Indirect - cost can not be directly traced to final product or it may be insignificant or inconvenient to do so
Product Costs vs Period Cost:
-Period Cost (all non-manufacturing costs)

-Expensed on the income statement in the period that they are incurred.

-Includes all selling & administrative expenses

-Selling costs – Example: advertising, travel, shipping, sales commissions, etc.

-Administrative costs – Example: Accounting, IT, executive   compensation, etc
-Product Cost (all manufacturing costs)

-Direct Materials, Direct Labour & Overhead

-Charged to inventory accounts until product is sold

Cost Accounting Systems:

-Objective: accumulate product costs

-Used to establish prices, control operations, and give price data 

-Two main types:

-Job order cost systems – Often used by companies that make custom products for customers or batches of similar products.

-Process cost systems – make units of product that are indistinguishable from each other

Manufacturing Cost Flows:
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Chapter 11 - Cost Behavior and Cost-Volume-Profit Analysis
Cost Behavior:
-Refers to the manner in which a cost changes as a related activity changes. Can be:

-Variable

-Fixed

-Mixed. 

-Two factors to consider:

-Activity bases –measure of whatever causes the incurrence of variable cost.  Example: Direct Labour Hours, Machine Hours, Units Produced, Units Sold, km driven, # of sq.feet, # of text messages

-Relevant range – period of interest.

Variable Costs:

-Costs that vary in proportion to changes in the activity level 

Fixed Costs:
     -Costs that remain the same in total over the relevant range of activity, but change per unit with the level of activity 
Mixed Costs:
-Mixed costs share characteristics of both a variable and a fixed cost: fixed over a range, then increasing based on activity
-Combination of fixed and variable costs

-Need to distinguish between fixed and variable cost components in order predict what total cost will be at a certain activity level
High-Low Method:
-To isolate fixed and variable costs, use formula for a Straight Line:
Total Mixed Cost 

= (Variable cost per unit × # of units) + Fixed cost
Cost-Volume-Profit Analysis:
-The systematic examination of the relationships among selling prices, sales and production volume, costs, expenses, and profits. 

-Provides management with useful information for decision making:

-Setting selling prices

-Selecting product mix

-Choosing marketing strategies

-Analyzing the effects of cost changes on profit
Contribution Margin:
= Sales – Variable Costs
Contribution Margin Ratio:
-An $80,000 increase in sales would increase contribution margin by 40% of $80,000- that’s $32,000.

-Operating Income would also increase by $32,000 because fixed costs stay fixed!
Break-Even Point:
-Level of operations where revenues and costs are the same.

-Useful in business planning, especially when increasing or decreasing operations.
Break-Even Sales (Units) = Fixed Costs

                                              Unit CM
Break-Even Sales ($) = Fixed Costs
                                       CM Ratio
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Target Profit:
-To find units needed to attain a certain target profit, add the target profit to the fixed costs in the break-even formula. 
Required Sales (Units) = Fixed Costs + Target Profit

                                          UCM
Operating Leverage:
-A measure of how sensitive net income is to a percentage change in sales.

-With high leverage, a small percentage increase in sales can produce a much larger percentage increase in net income
Operating Leverage 
= Contribution margin

                                        Net income
Cost Structure and Profit Stability:
There are advantages and disadvantages to high fixed cost (or low variable cost) and low fixed cost (or high variable cost) structures.

-An advantage of a high fixed cost structure is that income will be higher in good years compared to companies with lower proportion of fixed costs.
-A disadvantage of a high fixed cost structure is that income will be lower in bad years
compared to companies with lower proportion of fixed costs.

Margin of Safety:
-Margin of safety measures how much sales revenue can drop before you start to loose money.
Sales – Sales at Break-Even Point

Sales
Chapter 12 – Differential Analysis and Product Pricing
Differential Analysis:

-Differential analysis looks at the effects of different alternatives.

-Uses estimated revenues and costs 

-Focuses on differences in revenue and differences in costs between alternatives.

-Focuses on relevant revenues and costs.

-Ignores sunk costs – those costs that have occurred in the past and are irrelevant for future decision making.
Cost Concepts for Decision Making:
-A relevant cost is a cost that differs between alternatives
Relevant Costs:
-Avoidable Costs – those that can be eliminated in whole or in part by choosing one alternative over another.

-Opportunity Costs – economic benefits foregone as a result of pursuing some course of action.

Irrelevant Costs:

-Sunk Cost – a cost that has already been incurred and that cannot be avoided regardless of what a manager decides to do
Differential Analysis in 4 (not 6) Situations:
1. Discontinuing an unprofitable segment.

2. Manufacturing or purchasing a needed part.

3. Processing further or selling an intermediate product.

4. Accepting additional business at a special price. 
Setting Normal Product Selling Prices:
-In the long run, the normal selling price must be enough to cover all expenses and provide a reasonable profit. 

-Approaches for setting prices:


-Market methods - set the selling price according to demand for the product or set the price according to the price offered by competitors

-Cost-plus methods 
Cost Plus Pricing:

-Total Cost Concept

-Markup added to all costs (including selling & administrative).

-Product Cost Concept

-Markup added to product costs.

-Variable Cost Concept

-Markup added to variable costs.
Chapter 13- Budgeting and Standard Cost Systems
Budgeting:
-A budget is a financial plan for a business.  

-Objectives of budgeting:

-Establishing specific goals

-Executing plans to achieve those goals

-And, periodically comparing actual results to the goals 
Human Behavior and Budgeting:

-Importance of setting a reasonable budget:

-Budgets set too tightly discourage employees when expectations are too high.

-Budgets set too loosely lead to budgetary slack – called “padding” the budget. Employees can develop a “spend it or lose it” mentality. 

-Budgetary conflict can mean goals will not be met.
Goal Conflict:
-When employees’ or managers’ goals differ from the company's objectives.

-Example: 

-Manager may increase sales by selling to customers with bad credit risk.  This could increase bad debts expense and decrease profits.

-Purchasing department may buy lower priced raw materials with inferior quality.  This, in turn, could lead to poor product quality and reduce sales in the long run.
Developing Budget Estimates:
-Zero-based budgeting requires managers to estimate sales, production, and other data as though operations are being started for the first time.

-More common methods involve revising last year’s budget:


-Static budgeting

-Flexible budgeting
-Static budgets are prepared for a single, planned level of activity.  Performance evaluation is difficult when actual activity differs from the planned level of activity
-Flexible Budgets:

-Show revenues and expenses that should have occurred at the actual level of activity

-May be prepared for any activity level in the relevant range.

-Reveal variances due to good cost control or lack of cost control

-Improve performance evaluation
Master Budget:
A master budget is a series of budgets that are linked together:  
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Sales Budget:
-Indicates the quantity of estimated sales and the selling price per unit.

-Can be broken down by time period, product, division, etc.
Production Budget:
-Indicates the number of units to be manufactured to meet budgeted sales.
Direct Labour Budget:
-Amount in hours and dollars of Direct Labour required to make budgeted production
Cash Receipts:
-Most often, cash collections follow a pattern:

-In a given month, you collect:

-Percentage of Current month’s sales

-Percentage of previous month’s sales

-Percentage of sales from 2 months ago
-Example: In May, you collect:
	60% of May Sales of $100,000
	$ 60,000

	30% of April Sales of $90,000
	27,000

	10% of March Sales of $85,000
	8,500

	Total Collections in May
	$95,500


Cash Disbursements:
-Disbursements follow a pattern:

-Percentage of purchases paid in current month

-Percentage of purchases paid in subsequent month
Standards:

-Standards are performance goals.

-Standard costs systems…

-Provide a measure for performance.

-Allow measurement of variances from performance goals.

-Standard setting involves the joint efforts of many people. 
Types of Standards:
-Ideal – Standards that can be achieved only under perfect operating conditions.

-Currently attainable – Standards that can be attained with reasonable effort.
Budgetary Performance Evaluation:
-Standards are separated into:

-Standard Price 

-Standard Quantities

-Standard cost per unit

Standard cost per unit

= Standard Price × Standard Quantity
Direct Material Cost Variances:
-Direct Materials Price Variance 

-want to isolate difference between standard price and actual price

-Actual Quantity (Std. Price – Actual Price)

-AQ (SP-AP)

-Direct Materials Quantity Variance

-Want to isolate difference between standard quantity allowed and actual quantity used

-Std. Price (Std. Qty. – Actual Qty.)

-SP (SQ-AQ)

Direct Labour Variances:
-Direct Labour Rate Variance

-want to isolate difference between standard wage rate and actual wage rate

-Actual Quantity (Std. Price – Actual Price)

-AQ (SP – AP)

-Direct Labour Time Variance

-Want to isolate difference between standard time allowed and actual time used

-Std. Price (Std. Qty. – Actual Qty.)

-SP (SQ – AQ)
Chapter 14 - Performance Evaluation for Decentralized Operations
Centralized and Decentralized Operations:
-Centralized business – all major planning and operating decisions are made by top management. 

-Decentralized business – separating a business into divisions and delegating responsibility to unit managers. 

-Divisions are structured around common functions, products, customers, or regions.
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Responsibility Accounting in Decentralized Operations:
-Responsibility accounting is the process of measuring/reporting operating data by responsibility center.

-A responsibility center is the area for which a unit manager is responsible. 
Types of Responsibility Centers:
Cost Centre – Manager has control over the costs but not over revenues or investment funds.

Performance Evaluation – Budget Performance Report comparing actual controllable costs to budget data
Profit Centre – A segment whose manager has has control over both costs and revenues but not control over investment funds

Performance Evaluation – Compare actual results to flexible budget
Investment Centre – A segment whose manager has has control over costs, revenues and investments in operating assets.

Performance Evaluation – Rate of Return on the Investment base or Residual Income
Evaluating Investment Centre Performance:
Return on Investments =

Income from Operations


             Invested assets

Residual Income (RI):

-Residual Income 

= Operating Income 
– (Minimum rate of return × Invested Assets)

-RI is net income above some minimum required return on operating assets
Chapter 15 - Capital Investment Analysis
Capital Budgeting:
Describes how managers plan significant outlays on projects that have long-term implications such as the purchase of new equipment and introduction of new products.
Time Value of Money:
Payments now differ from payments in the future due to interest
Future Value of a Single Amount:
                                       n

FV  =   PV (1 + i)
Present Value of a Single Amount:

                           -n

PV  =  FV x (1 + i)
Future Value of Annuity:
R  × ((1 + i)^n) – 1

i

Present Value of Annuity:
R  × 1 – ((1 + i)^-n)

i

Typical Cash Outflows:

-Repairs and Maintenance
-Increased operating costs
-Overhaul of equipment

-Initial Investment
Typical Cash Inflows:

-Salvage Value of Old Equipment Today

-Salvage Value of New Equipment at End of Useful life

-Incremental revenues
-Reduction of operating costs

The Net Present Value Method:

To determine net present value, we . . .

1. Calculate the present value of cash inflows

2. Calculate present value of cash outflows

3. Subtract the present value of the outflows from the present value of the inflows.
Choosing an Interest Rate:
-The firm’s cost of capital is usually regarded as the most appropriate choice for the discount rate.

-The cost of capital is the average rate of return the company must pay to its long-term creditors and shareholders for the use of their funds.
The Net Present Value Method:
General Decision Rule:
	If the net present value (NPV) is
	Then the project is

	Positive (+)
	Acceptable

	Zero
	Acceptable

	Negative (-)
	Not acceptable






































