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Preface

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Welcome to Accounting and Accountability - an open textbook provided through the University of Technology
Sydney. This textbook was created using material from a range of open sources including Brinciples of Accounting
Volume 1 and Principles of Accounting Volume 2 - both edited by Franklin, Greybeal and Cooper and distributed
through OpenStax — under the Creative Commons Attribution-NonCommercial-ShareAlike 4.0 International (CC
BY-NC-SA) license.

Please note that this book is being used in DRAFT format in Autumn session, 2022 and is yet to
be peer reviewed, finalised and issued an ISBN.

About Accounting and Accountability

This textbook was designed to support Accounting students at UTS in the subject 22108 Accounting and
Accountability. Why make a textbook and distribute it free to students and the general public? It all comes back
to who UTS is as an institution:

“UTS is a public university of technology defined by our support for the economic, social and cultural
prosperity of our communities.” (UTS website, accessed 13 January 2022)

And in addition;

“As public purpose institutions, universities have a critical responsibility to contribute to the community
through research, education and practice. At UTS, the concept of social justice is key to our core and
purpose - we are committed to driving social change in the world beyond our campus.” (UTS Social Impact
Eramework, accessed 13 January 2022)

One way that we can support the success of our student community is to reduce the barriers to attending
university by providing this free text.

Acknowledgement of country

We gratefully acknowledge the Gadigal people of the Eora nation - the traditional custodians of the land on which
the University of Technology of Sydney stands. The Gadigal people have cared for their community, land and
waters for thousands of generations, based on their deep knowledge of their country. We pay our respects to their
Ancestors, their Elders and acknowledge their ongoing status as the First Peoples of this land - land that was never
ceded.

| (Amanda) would also like to gratefully acknowledge the Dharug people, on whose lands this book was edited
and parts written by me.
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Coverage and scope

This textbook covers the basics of accounting without getting into the gritty details of debits and credits, |t
is therefore suitable for anyone wishing to understand the fundamentals of accounting without becoming an
accountant. A chapter outline is as follows:
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Chapter 3: Refining the Recording Process
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s n

Accounting and Accountability will be followed by Accounting, Business and Society in the
second half of 2022,

About the authors

This open textbook has many contributors and you can find the attributions to the various open resources used

throughout the text.

The primary author and editor for Accounting and Accountability is Dr Amanda White. Amanda is a highly
regarded academic having taught for over two decades in the Australian higher education system, Combining
her previous practical experience as an auditor and consultant at PricewaterhouseCoopers, a love of educational
technology and social media - Amanda received the national Teaching Excellence Award for Law, Business,
Economics and related disciplines in 2020 through the Australian Awards for University Teaching (press release),
This ranks Amanda as one of the premiere Business/Commerce academics in the country. She is frequently invited
to provide keynote presentations at both domestic and international conferences and symposiums, Amanda
contributes to the profession of accounting as a member of the Education Board of Chartered Accountants
Australia and New Zealand, guiding the professional certification of accountants.

You can find out more about Amanda on her university profile, personal website and social media pages

(Facebook, Instagram).

Accessing this book from a country with internet restrictions?

UTS has students enrolled in its programs from all around the globe. Videos provided in this book are hosted on
YouTube. For those who are unable to access YouTube due to government internet restrictions in their country
(such as China) - please contact Aranda for an alternative link to the videos.
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Customisation

Accounting and Accountability is licensed under a Creative Commons Attribution-NonCommercial-ShareAlike 4.0
International (CC BY-NC-SA) license, which means that you can distribute, remix, and build upon the content,
as long as you provide attribution to all of the publishers and content contributors, do not use the content for
commercial purposes, and distribute the content under the same CC BY-NC-SA license.

Art attribution
In Accounting and Accountability, most art contains attribution to its title, creator or rights holder, host platform,

and license within the caption. Because the art is openly licensed, anyone may reuse the art as long as they
provide the same attribution to its original source.

Errata

Accounting and Accountability is currently in its draft format. The authors welcome any comments on this draft.
The book will undergo peer review in 2022 before being officially published and registered with an ISBN.

Format

You can access this textbook for free in web view on Pressbooks or as a PDF download. You can also select a PDF
option that you can take to a printing company to create a professionally bound book.
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CHAPTER 1. ACCOUNTING AND
ACCOUNTABILITY

Introduction

Welcome to Accounting and Accountability! Chapter 1 will provide some context for this practice called
“accounting” and examine how we as a society have arrived at the current conceptions of accounting. Most
textbooks take a very western-centric view of accounting, however in Chapter 1, we introduce cther perspectives -
for surely as long as cultures around the world have used concepts like ownership and custodianship - there must
have been some form of accounting.

Chapter outline

In this chapter, we will cover

Defining accountability and accounting

1
2. The history of accounting and accountability across the world
3. How accounting supports the concept of accountability
4. Different types of accounting
5. Indigenous perspectives on accounting
Listen to the audiobook for this chapter on Soundcloud - Chapter 1 audiobook [25 minutes] (opens link in new
tab)
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Defining accountability and accounting

AMANDA WHITE

What is accountability?

Accountability is a word that we often hear, but may not understand the meaning of. It is often used in terms of
politicians and businesses in terms of the consequences of their decision making, or the idea that people must be
accountable for their actions. But what exactly does this mean? When faced with an unfamiliar word, a first place
to start is often the dictionary:

ACCOUNTABILITY: The quality of being accountable; liability to account for and answer for
one's conduct, performance of duties, etc. (in modern use often with regard to parliamentary,
corporate, or financial liability to the public, shareholders, etc.); responsibility (Oxford English
Dictionary, n.d.)

Therefore, accountability is about owning and being responsible for your decisions. Why is that important when
studying business? No matter what your role in a business - whether that be as an owner, manager, or in
marketing, human resources, production, sales, logistics — the decisions we make every day affect a business's
(or organisation’s) performance. Accountability is about ensuring that decision makers think carefully about their
choices, using all available information — financial and non-financial - to help the business (or organisation)
achieve its objectives.

A note about the terms business and organisation

This textbook will primarily use the term business - meaning entities that operate with the goal of making a
profit. There are also not for profit entities (NFPs) and other types of organisations. All organisations around the
world generally conduct accounting in the same way, so while this book most commonly uses the term business,
the principles of accounting just as easily apply to other types of organisations. In my (Amanda's) experience -
students are best able to learn to understand the fundamentals of accounting when imagining businesses, the
word organisation can create some confusion.

What is accounting?

The definition of accounting has changed over time. Definitions of accounting can be purely about the technical
nature — that accounting is @ method by which we record the transactions that a business (or entity) engages
in. This might mean that if you were describing an accountant - you'd be describing someone whose role it is to
practically implement this recording method.

Fifty years ago — you would have been correct. However, advancements in computing technology means that
accountants don't do much of the nuts and bolts of technical accounting. As a result, the role of accountants has
changed and in this textbook, we will use a broad definition of accounting:

Accounting is a technical, social and moral practice concerned with the sustainable utilisation
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of resources and proper accountability to stakeholders to enable the flourishing of
organisations, people and nature. (Carnegie, Parker and Tsahuridu 2021) emphasis added

Accounting and accountability

As we can see from the definition above, accounting helps businesses ensure accountability because accounting
helps us describe how a business has allocated its scarce resources - its cash and its assets. As a decision maker
(in any part of a business) understanding accounting is going to be critical to help you make the best decisions for
the business, and also potentially people and the environment affected by the business’s activities
Making good decisions will see you rewarded well, makin isi i ‘
: g poor decisions may result in you bei
o y ng shown the

Redl life examples

WINNERS

David M. Solomon - CEO of investment bank Goldman Sachs in the USA — had his pay increased
to US$35m in November 2021 after guiding the business to record profits in 2021 (Nguyen 2022)

LOSERS

Brian Hartzer was the CEO of one of Australia's largest financial institutions - Westpac. He was
fired because while in charge, the bank failed to detect 23 million breaches of anti-money
jsundering laws in the form of illegal transactions. Some of those transactions were related to child
=xploitation. As the person in charge of all bank operations, the concept of accountability meant
that with such a significant breach of the law - he had to be fired.

Accountability is also different depending on the type of business structure that you have. Below is a summary
of the main business structures seen in modern business.

Types of business structures

There are several common types of legal business structures and the varying business structures having differing
types of accountability. While the accounting concepts for the various types of businesses are essentially the
same regardless of the legal structure, the terminology will change slightly depending on the organisation’s legal
structure, and it is important to understand the differences.

There are three broad categories for the legal structure of an organisation: sole proprietorship, partnership,
and corporation. A sole proprietorship is a legal business structure consisting of a single individual. Benefits of
this type of structure include ease of formation, favourable tax treatment, and a high level of control over the
business. The risks involved with sole proprietorships include unlimited personal liability and a limited life for
the business. Unless the business is sold, the business ends when the owner retires or passes away. In addition,

4 | Defining accountability and accounting



sole proprietorships have a fairly limited ability to raise capital (funding), and often sole proprietors have limited
expertise—they are excellent at what they do but may have limited expertise in other important areas of business,
such as accounting or marketing.

A partnership is a legal business structure consisting of an association of two or more people who contribute
money, property, or services to operate as co-owners of a business. Benefits of this type of structure include
favourable tax treatment, ease of formation of the business, and better access to capital and expertise. The
downsides to a partnership include unlimited personal liability (although there are other legal structures—a
limited liability partnership, for example—to help mitigate the risk); limited life of the partnership, similar to
sole proprietorships; and increased complexity to form the venture (decision-making authority, profit-sharing
arrangement, and other important issues need to be formally articulated in a written partnership agreement).

A corporation is a legal business structure involving one or more individuals (owners) who are legally distinct
(separate) from the business, A primary benefit of a corporate legal structure is the owners of the organisation
have limited liability. That is, a corporation is “stand alone," conducting business as an entity separate from its
owners. Under the corporate structure, owners delegate to others (called agents) the responsibility to make day-
to-day decisions regarding the operations of the business. Other benefits of the corporate legal structure include
relatively easy access to large amounts of capital by obtaining loans or selling ownership (shares), and since the
shares are easily sold or transferred to others, the business operates beyond the life of the shareholders.

Types of Business Structures

Sole Proprietorship Partnership Corporation
Number of Owners Single individual Two or more individuals One or more owners
Ease of Formation Easier to form Harder to form Difficult to form
Ability to Raise Capital Difficult to raise capital Harder to raise capital Easier to raise capital
Liability Risk Unlimited liability Unlimited liability Limited liability

Accountability of different business structures

In terms of direct accountability because of a financial relationship - a sole proprietor is likely only accountable
to themselves as the sole owner of the business — but a partner is accountable to other partners. Managers of
a corporation are accountable to the shareholders. In large publicly listed corporations, those shareholders may
number into the millions and are represented by a Board of Directors.

However, with an expanded definition of accountability than just a direct financial relationship, businesses may
also be accountability to customers, employees, regulators and numerous other external stakeholders - and not
Just for accounting or business related issues - but other social issues as well. That is, businesses are being asked to
be socially responsible. A contemporary example is social media influencers — they are becoming more and more
accountable to their fans and followers for not only their businesses, but also personal behaviour. We'll cover more
on social responsibility and reporting in the final chapter of this book.

References

Carnegie, G., Parker, L., Tsahuridu, E. (2021). It's 2020: What is Accounting Today?, Australian Accounting Review,
96(31), 65-73. doi: 10.111//auar.12325

Nguyen, L. (2022). Goldman Sachs awards its C.E.O. a raise to $35 million after a record year. The New York Times,
[online] Available at: https:/www.nytimes.com/2022/01/28/business/david-solomon-goldman-sachs-pay.html
[Accessed 8 February 2022].

Oxford English Dictionary. (n.d.). Accountability. In Oxford English Dictionary, Retrieved 8 February 2022, from
https:/www.oed.com/
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The history of counting and accounting
across the world

AMANDA WHITE

How old is the practice of accounting?

Luca Pacioli who lived from 1446 to 1517 is considered the father of modern accounting - that is, he devised the
recording system of accounting that is still used today. However, think back - what civilisations came before the
Italian renaissance? The Egyptians? Ancient China? Mesopotamia?

Mahmoud Ezzamel in 1997 published an academic research paper that describes how ancient Egyptians used
accounting to track their redistributive economic system (Ezzamel 1997). A redistributive economic system is one
where all wealth flows in to a central authority and then redistributed. This wouldn't have been possible without
some form of accounting.

it has been theorised by researchers that accounting came first in terms of recording, then supplemented by
writing to explain that accounting. And even that money came into existence because it was a way to represent
value in a standardised manner (Ezzamel and Hoskin 2002).

No matter what ancient civilisation - China, Greece, Persia, India, Rome (to name a few) — they all had some
method of accounting so that accountability could be ensured.

Important comment

As a non-Indigenous writer, there is no way in which | can or would ever dream of speaking for Indigenous
Australians. In the following commentary | am speaking of Indigenous cultures. | welcome Indigenous scholars to
get in touch with me to contribute to this section of the text.

The world's oldest continuous civilisation

indigenous Australians (both Aboriginal and Torres Strait Islander) are part of the world's oldest continuous
civilisation. Did they have a system of accounting and accountability? Was a system of accounting and
accountability required?

Bruee Pascoe in his book Dark Emu builds the argument that pre-colonial Indigenous Australians were more
than the nomadic hunter-gatherers taught in Australian high schools. That Aboriginal Australians engaged in
agriculture, farming and constructed permanent dwellings. There were regular gatherings in which tribes
stockpiled food and supplies in advance. All of this implies that there was some sort of system related to counting,
budgeting and planning - but was it accounting?

Greer and Patel (2000) put forward the following in their abstract:

Utilising an aiternative yin/yang framework developed for accounting by Hines, we argue that
the core indigenous yin values of sharing, relatedness and kinship obligations inherent in
indigenous conceptions of work and land, are incompatible with the yang values of
quantification, objectivity, efficiency, productivity, reason and logic imposed by accounting and
accountability systems

6 | The history of counting and accounting across the world



The views of Greer and Patel are quite controversial with the idea that core values of Indigenous Australians are

not compatible with accounting and accountability. However, their paper was published in 2000 - over 20 years
ago. If we think back to the definition of accounting in the previous section:

Accounting is a technical, social and moral practice concerned with the sustainable utilisation
of resources and proper accountability to stakeholders to enable the flourishing of
organisations, people and nature. (Carnegie, Parker and Tsahuridu 2021) emphasis added

Perhaps there are ways to combine the perspectives of the traditional custodians of the lands of Australia with

broader definitions of accounting to be a force for good not only for an individual business or organisation, but
people and our environment.

The impact of cultural norms on accounting practices

While accounting is considered universal, how accountants implement accounting principles and practices have
been shown to differ with cultural and societal norms. For example, Gao and Handley-Schachler (2003) report on
how feng shui, Confucianism and Buddhism have affected the developing of accounting practices in China.

Cultural norms can be seen in the simplest of numerical traditions. Think about how we quickly tally numbers -
artist Siyu Cao from Tiny Eyes Comics produced this example.

”"3 tinyeyescomics @ = Follow
TALLY MARKS

/‘S tinyeyescomics & How do you count
ongoing scores? | find it amusing that
there are several types of tally marks

but they are all based on “fives”™ In

China, we use the character

V.S.A. | H H‘ ”u THL “IE*(zhéng) which has five strokes
The Chinese numerals for one through
three (— Z =) were derived frem tally
marks, so were Roman numerals.
Although starting from number four,
people somehow decided to stop
following the same logic & #tallymarks

CHINA e 'T “F TF E #counting #culturaldifferences
#chineseculture #sliceoflife
#tinyeyescomics

=7

®

FRANCE I rnoo
Qv A
3,537 likes
© ftinyeyescomics
Login o e o Timent

Copyright Siyu Cao - Tiny Eyes Comics - permission granted 10/2/2022.

Ancther example is the use of payments to government or regulatory officials to speed up the processing of
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an approval or to increase the chance of receiving an approval. In many cultures this is clearly considered an
illegal bribe. In others, it is considered simply a regular and usual cost of doing business because graft/bribes are a
culturally accepted norm. The globalisation of business and the increasing power of the ordinary person, however,
has resulted in this type of practice being condemned by many as inappropriate. | once was contacted by a former
student who had returned to her home country and asked me for advice on how to convince the managers of a
large construction company that bribes were not permitted to be recorded as a legitimate business expense!
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How Accounting supports the concept of
Accountability

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

How accounting supports the concept of accountability

Accounting is the process by which a business (or organisation) records its inflows and outflows of resources.
Accounting information is used to create financial statements — documents containing text and numerical
information that describe the financial performance of a business (or other organisation) over time (such as how
much money has been earned from sales over a year), or at a specific point in time (such as how much cash a
business has in the bank).

We will dig into the composition of financial statements in more detail in later chapters — but it is sufficient to
know for now, that the financial statements help stakeholders of a business to assess whether that business has
met their expectations,

Who are stakeholders? Stakeholders are those affected by the operation of a business, organisation or entity.
The stakeholder that most frequently comes to mind when starting to learn about accounting are shareholders
- owners of the business. However stakeholders can also be employees (including management), suppliers,
customers, government regulators, people who live in a place or environment affected by that business.

Stakeholders will use accounting information in the financial statements, along with other non-financial
information (of varying sorts) to help them make assessments and decisions about the business and their
interaction with it.

Examples

Residents of a town close to a mining operation are considered stakeholders. They have noticed
an increase in medical conditions associated with mining pollutants. A few residents who
understand accounting could analyse the financial statements to understand how much the
mining company is spending on environmental protection for the area surrounding the town.

Often many small business owners do not have a strong understanding of accounting and therefore may be
unable to analyse the performance of their business adequately - instead going by “gut feel”. An understanding of
accounting could help owners identify problems before they become insurmountable.

The complete set of financial statements acts as an X-ray of a business's financial health. By evaluating all of the
financial statements together, someone with financial knowledge can determine the overall health of a business.
The accountant can use this information to advise outside (and inside) stakeholders, and management can use
this information as one tool to make strategic short- and long-term decisions.

Utilitarian View of Accounting Decisions and Stakeholder Well-Being

Utilitarianism is a well-known and influential moral theory commonly used as a framework to evaluate business
decisions. Utilitarianism suggests that an ethical action is one whose consequence achieves the greatest goed for
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the greatest number of people. So, if we want to make an ethical decision, we should ask ourselves who is helped
and who is harmed by it. Focusing on consequences in this way generally does not require us to take into account
the means of achieving that particular end, however. Put simply, the utilitarian view is an ethical theory that the
best action of a business is the one that maximises utility of all stakeholders to the decision. This view assumes
that all individuals with an interest in the business are considered within the decision.

Financial statements are used to understand the financial performance of companies and to make long- and
short-term decisions. A utilitarian approach considers all stakeholders, and both the long- and short-term szects
of a business decision. This allows business decision makers to choose business actions with the potential to
produce the best outcomes for the majority of all stakeholders, not just shareholders, and therefore maximise
stakeholder happiness.

Accounting decisions can change the approach a stakeholder has in relation to a business. If a business focuses
on modifying operations and financial reporting to maximise short-term shareholder value, this could indicate
the prioritisation of certain stakeholder interests above others. When a business pursues only 'Short-term rofit for
shareholders, it neglects the well-being of other stakeholders. Accountants and those involved in businesz should
be aware of the interdependent relationship between all stakeholders and consider whether the results of their
decisions are good for the majority of stakeholder interests,
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Different types of accounting

AMANDA WHITE

Branches of accounting

Accounting is such a broad discipline and it covers many different aspects - these include

Financial accounting - preparing accounting information in accordance with regulated accounting
standards

Management accounting - preparing information for internal decision making

Audit and assurance - providing a level of assurance over information presented by a third party using
regulated auditing standards

Taxation - providing advice interpreting the tax regulations for businesses and individuals

Business advisory - providing advice to clients - individuals or businesses

Types of accounting firms

You may have already heard of some large accounting firms - within the business community they are nicknamed
the “Big 4" - Deloitte, EY, KPMG and PwC. There are a range of second tier firms that have a national presence, and
then firms that could be as small as just one person. These accounting firms are classified as “public” accounting
firms because they provide accounting services to the public.

What are the different sorts of accountants?

When you ask someone about their job and they say "accountant” - what does that mean to you? Someone who
prepares tax returns? Someone who helps a business manage their finances?

What most people don't know is that there are many different types of accountants. Common types of
accountants include

Type of accountant Description of their work

Prepare accounting information for presentation to external

Flnantialiaceountants stakeholders including shareholders, regulators and the government.

e A Prepare accounting information for presentation to internal
9 stakeholders such as management for use in business decision
accountants making

Independent accountants who audit the financial statements of
Auditors (mostly) publicly listeq companies to determine whether
management are telling the truth in their numbers and disclosures.

Prepare and use accounting information to provide advice to
businesses, Sometimes smaller businesses will hire a business advisor
on an as-needs basis rather than have a team of financial and
management accountants in-house.

Business advisors

Prepare accounting information for tax related purposes. This may be
Tax accountants for individual income tax, or corporate tax issues. Tax accountants

may work in public accounting firms, or within one specific business.

Accountants work across all industries and sizes of businesses. Some work in public accounting practices with
multiple clients, others work within organisations - from small businesses right through to multinational
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companies. Some work in corporate offices, others remotely. It may be a full-time job for some people, a part-time
or freelance role for others.
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Indigenous business perspectives

AMANDA WHITE AND TERRY WICKEY

As mentioned in the section on The_ history of counting and accounting across the world, as a non-Indigenous
person, | can only speak OF Indigenous cultures and issues, however, one of the beauties of creating an open
textbook is to show case other authors.

We are unable to import the work of the following Indigenous author into this book, however, we are proud to
share the words of Terry Wickey. Please click on the image to link through to his words providing an Indigenous
business perspective,

CULTURAL KNOWLEDGES AND WORK INTEGRATED LEARNING

6. Indigenous Business Perspectives

Terry Wickey has generously shared his work and story with us to provide a
strong Indigenous perspective on inter-cultural intelligence and capability,
lifelong learning, business and success.
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CHAPTER 2: PROCESSING ECONOMIC
EVENTS

Introduction

To be able to later read and understand accounting information — either in an accounting-specific role, or in any
business role - it is important to understand the fundamentals of how that accounting information was generated.
You may have heard many talk about accounting in terms of ‘debits’ and ‘credits’. These are terms used in the
technical recording of accounting transactions and have their origins in the work of Luca Pacioli (Pacioli 1494). If
you'd like to read more about father of accounting - The Life and Works of Luca Pacioli (1446/7 —1517), Humanist
Educator by Professor Alan Sangster is recommended.

Just the mention of debits and credits can instill fear in the hearts of many accounting students - so in this
textbook, we don't use them. Instead we take a more of an overview approach to understanding accounting -
you'll be able to understand the financial statements of a business and use accounting information to conduct
analysis for decision making, however this book is not teaching you the technical intricacies of accounting. The
book Accounting, Business and Society comes AFTER this one and will introduce debits, credits and some more
technical aspects of accounting.

Chapter outline

In this chapter, we will cover

Accounting summarised in the financial statements
The process of accounting

Methods for measuring value in accounting

The assumptions and principles used in accounting
. The accounting equation

Expanding the accounting equation

Analysing and recording business transactions

S IO S S

Listen to the audiobook for this chapter on Soundcloud — Chapter 2 audiobook [57 minutes] (opens link in new tab)
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Accounting summarised in the financial
statements

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

To be able to understand a business, a common recommendation is to read the financial statements of that
business. It is a summary of the accounting transactions during the year and gives you a summary or snapshot of
the business at a glance (or in a few pages).

Before we dig into the HOW of accounting, this section will discuss the OUTPUT of accounting processes — the
financial statements, Coverage here is somewhat basic since these topics are accorded much greater detail in
future chapters and the subsequent book to this one (Accounting, Business and Society - forthcoming).

The four financial statements

Are you a fan of books, movies, or sports? If so, chances are you have heard or said the phrase “spoiler alert” It
is used to forewarn readers, viewers, or fans that the ending of a movie or book or outcome of a game is about
to be revealed. Some people prefer knowing the end and skipping all of the details in the middle, while others
prefer to fully immerse themselves and then discover the outcome. People often do not know or understand what
accountants produce or provide. That is, they are not familiar with the "ending" of the accounting process, but that
is the best place to begin the study of accounting.

Accountants create what are known as financial statements. Financial statements are reports that
communicate the financial performance and financial position of the organisation. In Australia, the Australian
Accounting Standards Board prescribe the financial statements that most businesses must prepare. They are
listed in AASB 101. The table below sets out the name of the financial statement as prescribed by the standard,
common alternative names and a plain English description.

# Financial statement name from AASB

Common names (if applicable) Plain English description
- Statement of profit and loss and other Profit and loss statement A summary of the revenues a'l:d
comprehensive income for the period expenses of a business over the
Income statement financial period (usually a year)

7 . e A snapshot of the assets, liabilities
2 Statement of financial position Balance Sheet and equities of the business at a

specific date in time.

A summary of the change in the
3 Statement of changes in equity value of equity in the business,
Equity is essentially the value of
the business after debts are paid

A summary of the cash coming

4 Statement of cash flows into and going out of the business
over the financial period (usually a
year).

In addition to the 4 financial statements, entities must also provide”

notes, comprising significant accounting policies and other explanatory information;

comparative information in respect of the preceding period - that is, they must show this year's information,
plus last year. This allows users to evaluate changes between years without having to find the financial
statements from the previous year.
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:\rl‘t::t/::’.delve into what exactly are revenues, expenses, assets, liabilities and equity in future sections of this
In essence, the overall purpose of financial statements is to evaluate the performance of a
governmental entity, or not-for-profit entity. Each financial statement listed has a unique function dcompany.
they provide information to determine whether a company generated a profit or loss for a given ' ar; together
month, quarter, or year); the assets, which are resources of the company, and aEEompanying |ia|:?r!° (sush asa
obligations of the company, that are used to generate the profit or loss; owner interest in profit ilities, which are
cash position of the company at the end of the period. s or losses; and the

Purpose of financial statements

Before exploring the specific financial statements, it is important to know why these are i

To understand this, you must first understand who the users of financial statements arefeu|mportant documents.
found in financial statements are called stakeholders. A stakeholder is someone affecte.d sers of t.he information
company; this can include groups or individuals affected by the actions or policies of a bby. decisions made by a
including investors, creditors, employees, managers, regulators, customers, and su L.‘Slness or organisation,
interest sometimes is not directly related to the entity's financial performance'. Exam lppllers. The stakeholder's
lenders, investors/fowners, vendors, employees and management, governmental ageﬁ 9'5 of stakeholdgrsinglude
in which the businesses operate. Stakeholders are interested in the performance of cles, and-the communities
reasons, but the common goal of using the financial statements is to understand thea_n organléation for various
that is useful for making financial decisions. For example, a banker may be interested .mform?tlon each contains
to decide whether or not to lend a business money. In the financial statements

Likewise, small business owners may make decisions based on their familiarity with th i
the business is doing well or not based on their "gut feeling" By preparing the financial etbusmess —they know if
can help owners by providing clarity of the business's financial performance. In curre;:tements, accountants
recording most of their transactions in real time and can access accounting information w.t:mes, bysinesses als
with clever accounting systems that integrate seamlessly into their everyday business procle out their accountant
it is important to understand that, in the long term, every activity of the business has a i'ses. o
financial statements are a way that accountants report the activities of the business. Stak;:arl‘clal impact, and
many decisions, and the financial statements provide information that is helpful in the deCisionorieaE:;USt make
5 process.

Business owners as decision makers

Think of a business owner in your family or community. Schedule some time t i
o talk with the busj
siness owner,

find out how they use financial information to make decisions. and

Solution

Business owners will use financial information for many decisions, such as comparing sales from i
another, determining trends in costs and other expenses, and identifying areas in which to redUCe"ne period to
expenses. This information will be used to determine, for example, staffing and inventory levels stror re.ell{ocate
operations, and advertising or other investment decisions. . Streamlining of

Not for profit organisations

There are many organisations who we class as not-for-profit (NFPs) —making a profit may be a goal (the i

don't want to make 2 loss) but it might not be the primary objective of the organisation. Are financial sty :eftamly
still useful for decision making for these entities? Absolutely! They still need to understand how mu:hements
is flowing in (revenue) from government grants and donations, and how much is flowing out from e mgney
They also need to keep track of their assets, liabilities (debts) and equity. The information is the sar:Pendlture.
way it might be used, or combined with non-financial measures is likely to be different in NFPs that e, but th.e
businesses. in for-profit
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The process of accounting

CDU BUSINESS SCHOOL AND AMANDA WHITE

Accounting can be defined as the process of identifying, measuring and communicating economic information
about an entity to a variety of users for decision-making purposes
There are 4 steps in the process of accounting:

1. Identifying
2. Measuring
3. Communicating
4. Decision making

1. Identifying

Identifying business transactions

A business transaction is an event that affects the financial position of an entity and can be reliably measured
and recorded.

Business transactions can include such events as:

withdrawals of cash by the owner

payment of wages and salaries

earning of fees revenue

purchase of an office photocopier or stationery
capital contribution by owners

incurring of interest on a bank loan

2. Measuring

Measuring refers to the analysis, recording and classifying of business transactions.
This component identifies how transactions will affect the entity’s position, and groups together similar items
such as expenses and income,

Throughout the accounting period, individual assets, expenses, income, equity and liabilities will be grouped
(classified) together to summarise the information.

For example, land, buildings, machinery, equipment and vehicles will be grouped together under the
subheading ‘property, plant and equipment’.

3. Communicating

Communicating relevant information through accounting reports, such as the income statement and the

balance sheet, for decision-making purposes. We covered the types of accounting statements in Accounting
i i ia

This component of the Process of Accounting requires extensive training, experience and judgement.

4, Decision making

The information reported in the entity's financial statements should be relevant and reliable for users of
accounting information to make sound business decisions.
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The different users require accounting information for making important decisions such as:
whether to invest in a business
whether the entity should continue to manufacture a product or outsource this process

whether the business has the resources to pay debts on time

All of these decisions involve making the most of the scarce resource within the business - money!

Test your knowledge

@ An interactive H5P element has been excluded from this version of the text. You can view it online

here:
I8 S countil =574,
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Methods for measuring value in
accounting

CDU BUSINESS SCHOOL AND AMANDA WHITE

Most people consider accounting quite daunting because of the many rules and theoretical foundations in place.
In The process of accounting, we learned that accounting is a process of measurement — however the term
measurement is open to many interpretations. When we measure transactions, we are assigning each one a value
—and there are five methods for determining value:

Historical cost

Assets of a company are recorded at the price for which they were originally acquired. For example, if a business
bought a machine for $250,000, this asset would be entered into the accounts at its purchase price of $250,000.

Fair value

A measure of an item’s market price on a particular date in the normal course of business, hence it is sometimes
called “market value". Fair value can be objectively determined at any time. It is just an estimate, upon which
people may have differing views. The global accounting standards (International Financial Reporting Standards
or IFRS) and Australian accounting standards (AASBs) do require some items in the financial statements to be
recorded at fair value, though there are strict rules to follow. In this introductory text, we won't go any further into
fair value - but if you choose to study accounting in more detail in your major or specialisation — then fair value is
a topic you will cover at a later date.

Replacement cost

The cost to a business of acquiring an asset identical to, or with the same functions, as an existing asset. It is a
type of present value, because at the time of purchase, the replacement cost is equivalent to the original cost.
This value will change with time as prices for that item fluctuate. For example, pre-COVID19, a computer monitor

may have cost $250. However, due to computer chip shortages and subsequent price rises, the replacement cost

for that monitor may now be $350.

Net realisable value

The value of a product after subtracting the expected costs of production, transaction costs and taxes related to
the sale of the item, or the value of some other asset after taking account usage, wear and tear. It can commonly.
be calculated as the historical cost less depreciation. Depreciation is a process used by accountants to recognise
that assets get used up over time. For example, the further distance you drive your car, the less it is likely to be
worth when you sell it. Depreciation is something we will get into in much more detail in Chapter 3 and in greater
detail again in Accounting, Business and Society.

Present value
The value at the present time of a payment or cash flow occurring in the past or future. Measuring present value
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involves taking future cash flows and discounting them at an appropriate rate. It is a measurement that takes into
account the changing value of money over time. Students often learn more about present value in finance-related
subjects.

Which method of value do we use in our measurement?

Soon we'll be learning more about historical cost, but in a nutshell, our global accounting standards (IFRS) require
us to mostly use the historical cost measurement method. There are some parts of accounting standards that
do require fair value (such as an intangible asset like a patent), but that isn't something to worry about at the
introductory level.
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Assumptions and principles used in
accounting

AMANDA WHITE; CDU BUSINESS SCHOOL; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

The people and entities interacting with businesses all around the world use accounting information to make
decisions every single day. But how can businesses be compared and evaluated against each other with any level
of reliability? That comes from having a common set of accounting principles, assumptions and concepts that are
the same worldwide.

The International Accounting Standards Board (IASB) is the global body responsible for setting consistent
standards and requirements to allow users of accounting information to make decisions with confidence in
that information. That is, revenue in Country A means the same thing in Country B. The IASB documents these
standards in the International Financial Reporting Standards - usually referred to as IFRS. In Australia, the
Australian Accounting Standards Board (AASB) implements the IFRS with a few small tweaks for Australian
regulatory requirements - but overall it can be said that we are following IFRS.

The majority of the world's accounting is conducted in accordance IFRS with the main exception being the
USA. The United States has the Financial Accounting Standards Board which acts in a similar role as the IASB
and they issue the GAAP - General Accepted Accounting Principles. At the introductory level, the main principles,
assumptions and concepts of accounting are very similar between IFRS and GAAP.

Want more details on the difference between IFRS and GAAP? Check out this piece from Harvard Business
School.

In the following paragraphs we will discuss the assumptions and principles of accounting. These are the same
regardless of whether you are following IFRS or US GAAP - things do get more complicated when you get into
some specific accounting transactions - but that is something to worry about only if you head into an accounting
major or specialisation &

Assumptions of accounting

In some textbooks and online sources you may see references to accounting concepts. Accounting concepts is an
interchangeable term for the assumptions of accounting. These assumptions are made by accountants and users
of accounting information. Accountants make four assumptions in the preparation of financial statements

The economic entity

The financial statements are prepared under the economic entity assumption, meaning that the business itself (or
‘entity') is separate from the owners of the business and any other businesses. The entity may only report activities
on financial statements that are specifically related to their operations.

For example, Felix's Fancy Flowers (FFF) is a business that sells blooms. When preparing their financial
information, Felix only includes transactions related to FFF and not any personal transactions like the holiday he
took to Japan.

Monetary measurement or measurability

The financial statements only include transactions that can be measured reliably in accurately using a monetary
unit of measurement. In Australia, that monetary unit of measurement is the Australian dollar and every country
will have central bank that determines the monetary unit of measurement. Sorething within a business that
cannot be accurately and reliably measured (such as the value of Instagram influencers who promote a business's
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products) cannot be included in the financial statements. However, if an influencer is given products in exchange
for a social media post ~ the retail value of those products can be used as the value of that transaction when
preparing the accounting records.

Accrual basis

The financial statements are prepared under the accrual basis, which is a method of financial reporting that
measures all business transactions in accordance with when they occur, whether that may involve cash or not
Recording business transactions when only cash enters or leaves the business is called the ‘cash basis' Thé
majority of businesses are required to use the accrual basis of accounting. ‘

Going concern

The going concern assumption assumes a business will continue to operate as normal in the foreseeable future.
‘Operate as normal’ means that the business will have sufficient funds from revenue to pay their expenses and
debts as they fall due. The 'foreseeable future' is quite an uncertain time period, but in most countries — this is
prescribed to be twelve months.

A company that is failing to repay bank loans and experiencing declining sales is likely to NOT be a going concern
This can be worded in the business press in many different ways that can cause confusion - examples include 'th;
business is experiencing difficulties in continuing as a going concern', the business is ‘not a going concern'.

The period assumption

This assumption describes the time interval between financial statement reports. The period assumption states
that a company can present useful information in shorter time periods, such as years, quarters, or months. The
information is broken into time frames to make comparisons and evaluations easier. The informat{on will be nAme|y
and current and will give a meaningful picture of how the company is operating. In Australia, readers of the
annual financial statements for publicly listed companies can assume that the information COntai'ned within that
staternent pertain just to that specific financial year, and no other. Australian listed companies also produce half-
year financial statements. In the USA, publicly listed firms are required to produce quarterly and annual financial
staternents.

The period concept also means that businesses cannot arbitrarily choose their own reporting period - for
example, you can't choose to make your financial year 13 months in one year, and then 9 months in another

Firially - the period concept also means that businesses should only include transactions from that period-when
preparing the financial statements. You can't include any transactions from a future period, or one in the past that
has already been reported on (otherwise you'd have double counting).

Principles of accounting

The following principles of accounting are used by accountants to hel i 3
P guide their recording of business
transactions. ° .

Revenue recognition principle

The revenue recognition principle directs a company to recognise revenue in the period i hich i d
i | in wi i ;
revenue is not considered earned until @ product or service has been provided. This means th ich it is earne' i
i : s the | i in
which you performed the service or gave the customer the product is the period in which re: period of tlmed
venue is recognised.
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There also does not have to be a correlation between when cash is collected and when revenue is recognised.
A customer may not pay for the service on the day it was provided. Even though the customer has not yet paid
cash, there is a reasonable expectation that the customer will pay in the future. Since the company has provided
the service, it would recognise the revenue as earned, even though cash has yet to be collected.

Try the drag and drop exercise below to test your understanding.

@ An interactive H5P element has been excluded from this version of the text. You can view it online
here;

Matching principle

The expense recognition principle (also referred to as the matching principle) states that we must match expenses
with associated revenues in the period in which the revenues were earned. A mismatch in expenses and revenues
could be an understated net income in one period with an overstated net income in another period. There would
be no reliability in statements if expenses were recorded separately from the revenues generated.

For example, if Lynn earned printing revenue in April, then any associated expenses to the revenue generation
(such as paying an employee) should be recorded on the same income statement. The employee worked for Lynn
in April, helping her earn revenue in April, so Lynn must match the expense with the revenue by showing both on
the April income statement.

Test your understanding with this short multiple choice question.

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:

Historical cost principle

The: historical cost principle states that virtually everything the company owns or controls (assets) must be
recorded at its value at the date of acquisition. For most assets, this value is easy to determine as it is the price
agreed to when buying the asset from the vendor. There are some exceptions to this rule, but always apply the
cost principle unless the IFRS has specifically stated that a different valuation method should be used in a given
circumstance.

The primary exceptions to this historical cost treatment, at this time, are financial instruments, such as stocks
and bonds, which might be recorded at their fair market value, This is called mark-to-market accounting or fair
value accounting and is more advanced than the general basic concepts underlying the introduction to basic
accounting concepts; therefore, it is addressed in more advanced accounting courses.

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:
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Conservatism principle

This concept is important when valuing a transaction for which the dollar value cannot be as clearly determined,
as when using the cost principle. Conservatism states that if there is uncertainty in a potential financial estimate,
a company should err on the side of caution and report the most conservative amount. This would mean that any
uncertain or estimated expenses/losses should be recorded, but uncertain or estimated revenues/gains should

not. This understates net income, therefore reducing profit. This gives stakeholders a more reliable view of the
company's financial position and does not overstate income.

Test your understanding

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:

E An interactive H5P element has been excluded from this version of the text. You can view it online
here:
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The accounting equation

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Introduction to the accounting equation

The accounting equation is the foundation of accounting - it guides accountants on how to record transactions
and how to report a summary of those transactions in the financial statements. It shows what the organisation
owns and the sources of (or claims against) those resources.

Assets = Liabilities + Owner’s Equity

The accounting equation can be thought of from a “sources and claims" perspective; that is, the assets (items
owned by the business) were obtained by incurring liabilities or were provided by owners. Stated differently,
everything a company owns must equal everything the company owes to creditors (lenders) and owners
(individuals for sole proprietors or shareholders for companies or corporations).

Components of the accounting equation

Assets

An asset is a resource that the entity owns or controls that provides it with current or future economic benefit. That
economic benefit might be from selling that asset - such as goods held as inventory in a retail business; or from
using the asset —such as using a computer and software to create social media marketing images for a client.

Liabilities

Aliability is an obligation or debt that the entity holds that must be repaid in the future. The entity will need to use
some of its assets to repay the obligation.

Owners' equity (or Equity)

The owners equity represents the net value of the business - that is, the value of assets once all liabilities are
settled. An entity that has more liabilities than assets it owns is not in a great financial position - this is called
negative equity! This happens quite often when there is a significant change in the business environment such
as a sharp decline in customers or increase in debt. Once a business has negative equity, it may not be long until
they are insolvent and no longer a going concern (and under Australian laws, are not permitted to continue in
business). If you're interested in reading more ~ check out this piece in the Small Business Chronicle.

Rearranging the accounting equation

You may recall from mathematics courses that an equation must always be in balance. Therefore, we must ensure
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that the two sides of the accounting equation are always equal. We explore the components of the accounting
equation in more detail shortly.
The accounting equation can therefore be re-arranged using simple algebra.
Assets = Liabilities + Owner's Equity
Assets - Liabilities = Owner's Equity
Liabilities = Assets - Owner's Equity

Practical example of the accounting equation

Felix's Fresh Flowers (FFF) has assets of $250,000. These assets include equipment, cash and inventory used to
make floral arrangements. FFF also owes the bank a loan of $50,000.
What is the Owner's Equity for FFF?
Assets = Liabilities + Owner's Equity
$250,000 = $50,000 + Owner's Equity
Owner's Equity = $250,000 - $50,000
Owner's Equity = $200,000

Double-entry bookkeeping

Accounting is based on what we call a double-entry accounting system, which requires the following:

Each time we record a transaction, we must record a change in at least two different accounts. Having two or
more accounts change will allow us to keep the accounting equation in balance.

. Thus assets, liabilities and/or equity will increase or decrease with every accounting transaction

. The increases and decreases must be equal to each other

In real life, accountants record transactions in journal entries to various accounts using a recording system that
involves Debits and Credits. The transactions in the accounts are then summarised to create summary values for
each account. This data will then be used to construct the financial statements.

In Accounting, Business and Society - we will delve into using Debits and Credits to record these transactions
as accountants would. However, this introductory textbook focuses on developing a general understanding of
accounting, We will discuss changes in our assets, liabilities and owner’s equity as increases or decreases to those
accounts.

Test your understanding

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:

hitps/berpressbooks pub/utsaccountingl/?2p=1521#h5p-11

@ An interactive H5P element has been excluded from this version of the text. You can view it onlii
: ine
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here:

@ An interactive H5P elerent has been excluded from this version of the text. You can view it online
here:

@ An interactive HSP element has been excluded from this version of the text. You can view it online
here:
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Expanding the accounting equation

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Before we explore how to analyse transactions, we first need to understand what governs the way transactions are
recorded.

As you have learned, the accounting equation represents the idea that a business needs assets to operate, and
there are two major sources that contribute to operations: liabilities and equity. The business borrows the funds,
creating liabilities, or the business can take the funds provided by the profits generated in the current or past
periods, creating retained earnings or some other form of equity. Recall the accounting equation’s basic form.

Assets = Liabilities + Equity

Expanded Accounting Equation

The expanded accounting equation breaks down the equity portion of the accounting equation into more detail.
This expansion of the equity section allows a business to see the impact to equity from changes to revenues and
expenses, and to owner investments and payouts. It is important to have more detail in this equity category to
understand the effect on financial statements from period to period. For example, an increase to revenue can
increase net income on the income statement, increase retained earnings on the statement of retained earnings,
and change the distribution of shareholder's equity on the balance sheet. This may be difficult to understand
where these changes have occurred without revenue recognised individually in this expanded equation.

The expanded accounting equation is shown here.
Expanded Accounting Equation. (attribution: Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0
license) - updated for Australian terminology by Amanda White, UTS

Share equity Z::llned
ngs

— + Shares

ASSETS S LIABILITIES Ihied

B

= Dividends + Revenues

- Expenses

Note that this expanded accounting equation breaks down Equity into four categories: shares issued, dividends,
revenues, and expenses. This considers each element of share equity and retained earnings individually to better
illustrate each one's impact on changes in equity.

A business can now use this equation to analyse transactions in more detail. But first, it may help to examine
the many accounts that can fall under each of the main categories of Assets, Liabilities, and Equity, in terms of
their relationship to the expanded accounting equation. We can begin this discussion by looking at the chart of
accounts.
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Breaking down the expanded accounting equation

Refer to the expanded accounting equation above. We begin with the left side of the equation, the assets, and
work toward the right side of the equation to liabilities and equity.

Assets and the expanded accounting equation

On the left side of the equation are assets. Assets are resources a business owns that have an economic value.
Assets are represented on the balance sheet financial statement. Some common examples of assets are cash,
accounts receivable, inventory, supplies, prepaid expenses, notes receivable, equipment, buildings, machinery, and
land.

Cash includes paper currency as well as coins, cheques, bank accounts, PayPal accounts. Anything that can be
quickly liquidated into cash is considered cash. Cash activities are a large part of any business, and the flow of
cash in and out of the business is reported on the statement of cash flows. Note that cryptocurrencies are not
considered cash. For accounting purposes, any form of cryptocurrency is considered an asset in the same way as
a Renaissance painting.

Accounts receivable is money that is owed to the business, usually from a customer. The customer has not yet
paid with cash for the provided good or service but will do so in the future. Common phrasing to describe this
situation is that a customer purchased something “on account,” meaning that the customer has asked to be billed
and will pay at a later date: “Account” because a customer has not paid us yet but instead has asked to be billed;
“Receivable" because we will receive the money in the future.

Inventory refers to the goods available for sale. Service companies do not have goods for sale and would thus
not have inventory. Merchandising and manufacturing businesses do have inventory.

Examples of supplies (office supplies) include pens, paper, and pencils. Supplies are considered assets until an
employee uses them. At the point they are used, they no longer have an economic value to the business, and their
cost is now an expense to the business.

Prepaid expenses are items paid for in advance of their use. They are considered assets until used. Some
examples can include insurance and rent. Insurance, for example, is usually purchased for more than one month
at a time (six months typically). The business does not use all six months of the insurance at once, it uses it one
month at a time. However, the business prepays for all of it up front. As each month passes, the business will adjust
its records to reflect the cost of one month of insurance usage.

Notes receivable is similar to accounts receivable in that it is money owed to the business by a customer or other
entity. The difference here is that a note typically includes interest and specific contract terms, and the amount
may be due in more than one accounting period.

Equipment examples include desks, chairs, and computers; anything that has a long-term value to the business
that is used in the office. Equipment is considered a long-term asset, meaning you can use it for more than one
accounting period (a year for example). Equipment will lose value over time, in a process called depreciation. You
will learn more about this topic in Chapter 3, and Accounting, Business and Society.

Buildings, machinery, and land are all considered long-term assets. Machinery is usually specific to a
manufacturing business that has a factory producing goods. Machinery and buildings are often called PPE -
Property Plant and Equipment. Machinery and buildings are also depreciated. Unlike other long-term assets such
as machinery, buildings, and equipment, land is not depreciated. The process to calculate the loss on land value
could be very cumbersome, speculative, and unreliable; therefore, the treatment in accounting is for land to not
be depreciated over time. It remains recorded at its historical (purchase) cost.

Assets. Cash, buildings, inventory, and equipment are all types of assets. (credit clockwise from top left:
modification of “Cash money! 140606-A-CA521-02]" by Sgt. Michael Selvage/Wikimedia Commons, Public
Domain; modification of “41 Cherry Orchard Road” by "Pafcool2”/Wikimedia Commons, Public Domain;
modification of *“ASM-el516805109201" by Jeff Green, Rethink Robotics/ Wikimedia Cornmons, CC BY 4.0;
modification of “Gfp-inventory-space” by Yinan Chen/Wikimedia Commons, CCO)
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Liabilities and the expanded accounting equation

The accounting equation emphasises a basic idea in business; that is, businesses need assets in order to operate.
There are two ways a business can finance the purchase of assets. First, it can sell shares of its stock to the public
to raise money to purchase the assets, or it can use profits earned by the business to finance its activities. Second,
it can borrow the money from a lender such as a financial institution. You will learn about other assets as you
progress through the book. Let's now take a look at the right side of the accounting equation,

Liabilities are obligations to pay an amount owed to a lender (creditor) based on a past transaction. Liabilities
are reported on the balance sheet. It is important to understand that when we talk about liabilities, we are not just
talking about loans. Money collected for gift cards, subscriptions, or as advance deposits from customers could
also be liabilities. Essentially, anything a business owes and has yet to pay within a period is considered a liability,
such as salaries, utilities, and taxes.

For example, a business uses $400 worth of utilities in May but is not billed for the usage, or asked to pay for the
usage, until June. Even though the business does not have to pay the bill until June, the business owed money for
the usage that occurred in May. Therefore, the business must record the usage of electricity, as well as the liability
to pay the utility bill, in May.

Eventually that debt must be repaid by performing the service, fulfilling the subscription, or providing an asset
such as merchandise or cash. Some common examples of liabilities include accounts payable, notes payable, and
unearned revenue.

Accounts payable recognises that the business owes money and has not paid. Remember, when a customer
purchases something “on account” it means the customer has asked to be billed and will Pay at a later date. In the
case of accounts payables, the business is the “customer” and will have to pay the money owed in the future, so
we use the word “payable.” The debt owed is usually paid off in less than one accounting period (less than a y.ear
typically) if it is classified as an account payable.

A notes payable is similar to accounts payable in that the business owes money and has not vet paid. Some key

32 | Expanding the accounting equation



differences are that the contract terms are usually longer than one accounting period, interest is included, and
there is typically a more formalised contract that dictates the terms of the transaction.

Unearned revenue represents a customer's advanced payment for a product or service that has yet to be
provided by the business. Since the business has not yet provided the product or service, it cannot recognise
the customer's payment as revenue, according to the revenue recognition principle. Thus, the account is called
unearned revenue. The business owing the product or service creates the liability to the customer.

Equity and the expanded accounting equation

Shareholders' equity refers to the owners' (shareholders) investments in the business and earnings. These two
components are contributed capital and retained earnings.

The owners' investments in the business typically come in the form of issued shares and are called contributed
capital. Owners/shareholders can invest by contributing cash or some other asset.

Another component of shareholders’ equity is the business's earnings. These retained earnings are what the
business holds onto at the end of a period to reinvest in the business, after any distributions to ownership occur.
Stated more technically, retained earnings are a business's cumulative earnings since the creation of the business
minus any dividends that it has declared or paid since its creation. One tricky point to remember is that retained
earnings are not classified as assets. Instead, they are a component of the shareholders’ equity account, placing it
on the right side of the accounting equation.

Distribution of earnings to ownership (shareholders) is called a dividend. The dividend could be paid with cash
or be a distribution of more business shares to current shareholders. Either way, dividends will decrease retained
earnings.

Also affecting retained earnings are revenues and expenses, by way of net income or net loss. Revenues are
earnings from the sale of goods and services. An increase in revenues will also contribute toward an increase in
retained earnings. Expenses are the cost of resources associated with earning revenues, An increase to expenses
will contribute toward a decrease in retained earnings. Recall that this concept of recognising expenses associated
with revenues is the expense recognition or matching principle. Some examples of expenses include bill payments
for utilities, employee salaries, and loan interest expense. A business does not have an expense until it is “incurred.”
Incurred means the resource is used or consumed. For example, you will not recognise utilities as an expense until
you have used the utilities. The difference between revenues earned and expenses incurred is called net income
(loss) and can be found on the income statement. Net income is also commonly called “profit”.

Net income reported on the income statement flows into the statement of retained earnings. If a business has
net income (earnings) for the period, then this will increase its retained earnings for the period. This means that
revenues exceeded expenses for the period, thus increasing retained earnings. If a business has net loss for the
period, this decreases retained earnings for the period. This means that the expenses exceeded the revenues for
the period, thus decreasing retained earnings.

You will notice that shareholders' equity increases as new shares in the business are issued and as revenues
grow; and decreases from dividend payouts and expenses. Shareholders' equity is reported on the balance
sheet in the form of share equity and retained earnings. The statement of retained earnings computes the
retained earnings balance at the beginning of the period, adds net income or subtracts net loss from the income
statement, and subtracts dividends declared, to result in an ending retained earnings balance reported on the
balance sheet.

Now that you have a basic understanding of the accounting equation, and examples of assets, liabilities, and
shareholders' equity, you will be able to analyse the many transactions a business may encounter and determine
how each transaction affects the accounting equation and corresponding financial statements.

The first step to do so is to learn how to identify and analyse business events or transactions. Then it will be a
matter of identifying the accounting components and recording the transaction. That will be covered in the next
section.

Test your understanding
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a An interactive H5P element has been excluded from this version of the text. You can view it online
here:
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Analysing and recording business
transactions

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

In the previous section, we gained a basic understanding of both the basic and expanded accounting equations,
and looked at examples of assets, liabilities, and shareholders' equity. Now, we can consider some of the
transactions a business may encounter. We can review how each transaction would affect the basic accounting
equation.

The first step in the accounting cycle is to identify and analyse transactions. Each original source transaction
must be evaluated for financial implications. Meaning, will the information contained on this original source affect
the financial statements? If the answer is yes, the business will then analyse the information for how it affects the
financial statements. For example, if a business receives a cash payment from a customer, the business needs to
know how to record the cash payment in a meaningful way to keep its financial statements up to date.

Here is a reminder of the common account names that we covered in the previous section
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Account name

Class of account

Description

Word hints*

Sales revenue

Revenue

When a business sells a good or
service to a customer

Makes a sale, sells

Cost of sales

Expense

The cost of the goods sold to a
customer or services provided

The inventory cost ...

Investment income

Revenue

When a business earns revenue
from its investments (such as shares
owned in another business)

Received interest, received
dividends

Distribution expense

Expense

Ship/deliver goods to customers

Shipping cost

Marketing expense

Expense

To convince customers to purchase
your good or service

Advertising fees, social
media marketing bill

Occupancy expense

Expense

Anything associated with the
business' main premise - rent or
lease, utilities, council rates

Depreciation expense

Expense

Recognition of the use of some part
of a non-current asset like a
machine

Income tax expense

Expense

Taxes paid to government

\Wages expense

Expense

Remunerating employees for their
work in the business

Dividends

Expense

The reward due to shareholders for
their investment in the business

Cash

Asset

Cash held by the business in a bank
account or in physical cash on the
business premise

Accounts receivable

Asset

The payment a customer has
promised to made for goods or
services already received

Inventory

Asset

Items the business holds that they
will sellin the future (to generate
revenue and they will recejve
payment for)

Prepayments

Asset

expense in advance such as
insurance.

Property, plant and
equipment

Asset

Historically called “fixed assets”
because they were fixed into place
on the warehouse floor.

Items that help manufacture or
support the manufacture of
inventqry or the provision of a good
or service. This includes items like a
bottling machine at a beverage
business right through to office
computers and printers,

Accounts payable

Liability

When the business Purchases a

good or service and promises to
the supplier later =

Unearned revenue

Liability

When @ customer pays the business
in advance for services or goods to
be rendered in the future,

Borrowings

Liability

The business en
to borrow funds
funds over time,

9ages in a contract
and repay those

Share capital - contributed
capital

Equity

The net value of the firm attributed
to its owners (shareholders)

Retained earnings

Equity

A place to hold the

4 Profits (or loss
the business made : 5

during the year
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When a business has paid an

[S— k|
Dividends paid
=

e
The customer purchased
items and were billed,

The customer purchased “on
credit”
s 2 ... -

Atwelve month policy was
Purchased and paid for at
the beginning of the year

The business purchased a
XYz

The purchase was made “on
credit”

The_business was billed for

the item and will pay in 30

days

—_— @

Paid “in advance” or
Payment upfront”

—_—

The business took out a bank
loan.

The bU§iness issued shares
o admit a new shareholder
—  EEnolae )

Retained earnings is not
normally used in journal
entries at the Introductory

level of accounting!



In practice, there are many variatic
at some accounting information ir
identical. That is absolutely normal
that will give you a hint to use this
explanatory.

Example 1

You are the accountant for a star
transactions from the current mont

1. Issues $20,000 of share equity i

2. Purchases computer equipmer

3. Receives $4,000 cash in advanc
at a later date).

4. Provides $5,500 in app developi
later date)

5. Pays a $300 electricity bill with

6. Distributed $100 cash in divider

We now analyse each of these trar

corresponding financial statements

Transaction 1:

Issues $20,000 of share equity for c:
Analysis: The business has recei
business has issued shares, thereby

Cash
+$20,000

Transaction 2:

Purchases computer equipment o

Analysis: We know that the bus
the business purchased the equip
asked for payment to be billed ins
is a liability, specifically labeled a:
equipment it did not have before.
The more money the business owe



Equipment Accounts payahle ﬁ
+ $3,500 33,500 {

The accounting equation remains balanced because there is a $3,500 increase on the asset side, and a $3,500
increase on the liability and equity side.

Transaction 3:

Receives $4,000 cash in advance from a customer for an app not yet developed
Analysis: We know that the business collected cash, which is an asset. This collection of $4,000 increases assets
because money is coming into the business.

Assets Liabilities
Cash Unearned revenue
+$4,000 $4,000

The business has yet to provide the app development service. According to the revenue recognition principle,
the business cannot recognise that revenue until it provides the service. Therefore, the business has a liability to
the customer to provide the service and must record the liability as unearned revenue. The liability of $4,000 worth
of cervices increases because the business has more unearned revenue than previously.

The equation remains balanced, as assets and liabilities increase. The balance sheet would experience an
increase in assets and an increase in liabilities.

Transaction 4:

Provides $5,500 in app development services to a customer who asks to be billed for the services.

LizbHities Equity

| Accounts Rovenup
Recevable 55,500

\ + 55 500

—_—

R —
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Analysis: The customer asked to be billed for the service, meaning the customer did not pay with cash
immediately. The customer owes money and has not yet paid, signaling an accounts receivable. Accounts
receivable is an asset that is increasing in this case. This customer obligation of $5,500 adds to the balance in
accounts receivable.

The business did provide the services. As a result, the revenue recognition principle requires recognition as
revenue, which increases equity for $5,500. The increase to assets would be reflected on the balance sheet. The
increase to equity would affect three statements. The income statement would see an increase to revenues,
changing net income (loss). Net income (loss) is computed into retained earnings on the statement of retained
earnings. This change to retained earnings is shown on the balance sheet under shareholders’ equity.

Transaction 5:

Pays a $300 electricity (utility) bill with cash.

l Cash Expense
1 -5300 -5300 |

Analysis: The business paid with cash, an asset. Assets are decreasing by $300 since cash was used to pay for
this utility bill. The business no longer has that money.

Utility payments are generated from bills for services that were used and paid for within the accounting period,
thus recognised as an expense. The expense decreases equity by $300. The decrease to assets, specifically cash,
affects the balance sheet and statement of cash flows. The decrease to equity as a result of the expense affects
three statements. The income statement would see a change to expenses, changing net income (loss). Net
income (loss) is computed into retained earnings on the statement of retained earnings. This change to retained
earnings is shown on the balance sheet under shareholders' equity.

Transaction 6:

Distributed $100 cash in dividends to shareholders.

Cash Cuvicdlenos
100 4100

Analysis: The business paid the distribution with cash, an asset. Assets decrease by $100 as a result. Dividends
affect equity and, in this case, decrease equity by $100. The decrease to assets, specifically cash, affects the balance
sheet and statement of cash flows. The decrease to equity because of the dividend payout affects the statement of
retained earnings by reducing ending retained earnings, and the balance sheet by reducing shareholders' equity.

Let's summarise the transactions and make sure the accounting equation has remained balanced. Shown are
each of the transactions.
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Assets Liabifsies

Cash Accounts  Equipment Accounts Unearned Share equity p
Receivable Payable Revenue
1 420,000 +20,000
2 +3,500 +3,500
3 +4,000 +4,000
4 +5,500 +5,500
5 -300 -300
6 -100 -100
Total 23,600 + 5,500 + 3,500 3,500 + 4,000 +20,000 - 100 + 5,500 - 300

As you can see, assets total $32,600, while liabilities added to equity also equal $32,600. Our accounting equation
remains balanced.

Are all business events recorded as transactions?

To determine which business events are to be recorded - always think back to the idea of inflows and outflows -
is something flowing into the business? It could be cash, or some other asset. Or are there any outflows from the
business to another party?

Let's work through an example with Tiny Holidays - a relatively new business owned by Hazel| Nguyen - that
specialises in short breaks in tiny homes - ultra small accomodation - in remote rural locations. She has a
collection of 6 tiny homes across 2 rural properties in New South Wales. An example of one of her tiny homes is in
the photograph below.
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Photo by Roberto Nickson on Unsplash

Tiny Holidays had the following transactions:

Hazel ordered shelving worth $750.

Hazel sells her accomodation service in her tiny homes for $199 per night, however, after checking out listings
for other tiny homes, changes the nightly charge on her website to $250 per night.

A customer pays for a weekend tiny home rental upon arrival at the rural location.

The shelving is delivered with an invoice for $750.

Which events will be recorded in the accounting system?

A.

Solution

Hazel did not yet receive the shelving—it has only been ordered. As of now there is no new asset owned by
the business. Since the shelving has not yet been delivered, Hazel does not owe any money to the other
business. Hazel will not record the transaction. .
Changing prices does not have an impact on the business at the time the price is changed. No transaction is
recorded

Hazel now has a transaction to record. She has received cash in exchange for a weekend rental. She has an
increase in one asset (cash) and an increase in her revenue (equity).

Hazel has taken possession of the shelving and is the legal owner. She also has an increase in her liabilities as
she accepted delivery of the shelving but has not paid for it. Hazel will record this transaction.

Test yourself

The following questions are adapted from the Principles of Accounting 1into H5P format.

@ An interactive H5P element has been excluded from this version of the text. You can view it online
here:
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CHAPTER 3: REFINING THE RECORDING
PROCESS

Now that we understand the fundamentals around recording transactions using the expanded accounting
equation, in this chapter, we will be learning how to apply these fundamentals to a range of different scenarios
including selling goods to customers to pay later, purchasing and later selling inventory, managing bank loans
and rewarding shareholders for their investment.

Each section in this chapter will follow the structure below:

Understanding the business event/transaction
Translate the business transaction into accounting terminology

Record the accounting transaction.

for all of the types of business transactions and events that we will describe.

Listen to the audiobook for this chapter on Soundcloud - Chapter 3 audiobook [42 minutes] - link opens in new
tab.
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Breaking down assets and liabilities
further

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

In addition to what you've already learned about assets and liabilities, and their potential categories, there are a
couple of other points to understand about both of these balance sheet items.

Assets and classifications as current or non-current

In thinking back to assets, some items like inventory and office supplies are likely to be used to generate revenue
quite quickly (either by being sold as inventory is, or used as office supplies are). And others like manufacturing
equipment will hold value for the business over a longer period of time. In accounting, we classify assets based on
whether or not the asset will be used or consumed within a certain period of time, generally one year. If the asset
will be used or consumed in one year or less, we classify the asset as a current asset. If the asset will be used or
consumed over more than one year, we classify the asset as a noncurrent asset,

Assets and classifications as tangible or intangible

Most assets that we've discussed so far are tangible - items that we can touch or move - office printers, inventory,
machinery. However, not all assets are tangible. An asset could be an intangible asset, meaning the item lacks
physical substance—it cannot be touched or moved. Think about pharmaceutical companies and a patent that
they hold to manufacture a particular drug. That patent is an intangible asset - it provides value to the firm, but
we cannot touch it. Other examples can include trademarks or something called goodwill — when you purchase
another business and pay more than the value of its net assets because you think there is other value (such as the
value of a brand name or reputation).

What about liabilities?

Similar to the accounting for assets, liabilities are classified based on the time frame in which the liabilities are
expected to be settled or paid. A liability that will be settled in one year or less (generally) is classified as a current
liability, while a liability that is expected to be settled in more than one year is classified as a noncurrent liability.

Some examples of current vs non-current assets and liabilities

Examples of current assets include accounts receivable, which is the outstanding customer debt on a credit sale;
inventory, which is the value of preducts to be sold or items to be converted into sellable products; and sometimes
a notes receivable, which is the value of amounts loaned that will be received in the future with interest, assuming
that it will be paid within a year.

Examples of current liabilities include accounts payable, which is the value of goods or services purchased that
will be paid for at a later date, and notes payable, which is the value of amounts borrowed (usually not inventory
purchases) that will be paid in the future with interest.

Examples of noncurrent assets include notes receivable (where a customer agrees to pay over a year or longer in
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instalments), land, buildings, equipment, and vehicles. An exam i
f 5 5 ple of a noncurrent liability i i
are usually repaid over a number of years). pikyi<=bankloan (Which

Why does current versus non-current matter?

At this point, let's take a break and explore why the distinction between current

liabilities matters. It is a good question because, on the surface, it does not seem to :n.d non-current assets and

distinction. After all, assets are things owned or controlled by the business, and Iiabil‘t'e ImpSERUR A S

business; listing those amounts in the financial statements provides valua'ble inforr:\:is(‘,i'teoasr:our:sgwedgbyttvr:
areholders. BU

have to dig a little deeper and remind ourselves that shareholders are using this inf ; .
Providing the amounts of the assets and liabilities answers the “what"” quest.ormatlon {0 make decismn's. :
tells shareholders the value of assets), but it does not answer the “when" questio lofr\ for sharshlders (thet 15
knowing that an organization has $1,000,000 worth of assets is valuable informa: or shareholders. For example,
of those assets are current and will be used or consumed within one year is ion, but knowing that $250,000
Likewise, it is helpful to know the company owes $750,000 worth of liabilities, but"l:Ore .Valuable L |
lizbilities will be paid within one year is even more valuable. In short, the tim‘ing ofnowmg‘that $125,000 of those
to shareholders. Why? Because they may be using this information to predict f events is of particular interest
decisions about whether to continue investing, or sell their shares and get out. uture performance and make

Not all transactions affect equity

As we continue to develop our understanding of accounting, we will encounter
involving different elements of the financial statements. The previous examples higl’u.":ny types of transactions
'ghted elements that change

the equity of a business. Not all transactions, however, ultimately impact equity. For e:
impact the equity or net worth of the business:! ’ *ample, the following do not

Exchanges of assets for assets
Exchanges of liabilities for liabilities

. Acquisitions of assets by incurring liabilities
Settlements of liabilities by transferring assets

However, they do still need to be recorded as accounting transactions to ensure that rec
addition, you may exchange non-current assets for current assets - this alters the BalShee ofords are complete. In
overall. This shift in balance within accounts can be useful information for shareholders ang :5$.et.s, but not assets
It isimportant to understand the inseparable connection between the elements of the fina eflsmn makers.
the possible impact on business value (equity). We explore this connection in greater detail i n,Clal statements and
we explore the financial statements in more detail and begin learning how to analyse the finn at'er chapters when
decision making. ancial statements for
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Glossary

accounting equation
assets = liabilities + owner's equity
accounts payable
value of goods or services purchased that will be paid for at a later date
accounts receivable
outstanding customer debt on a credit sale, typically receivable within a short time period
current asset

asset that will be used or consumed in one year or less
current liability
debt or obligation due within one year or, in rare cases, a company's standard operating
cycle, whichever is greater
inventory
value of products to be sold or items to be converted into sellable products
non-current asset
asset that will be used or consumed over more than one year
non-current liability
liability that is expected to be settled in more than one year
notes payable
value of amounts borrowed that will be paid in the future with interest
notes receivable ‘
value of amounts loaned that will be received in the future with interest
retained earnings
cumulative, undistributed net income or net loss for the business since its inception
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Recording the sales process

AMANDA WHITE

How to record transactions in the sales process

Generating sales is the lifeblood of any business - without revenue, a business will not be able to pay their debts as

they fall due and will not remain a going concern. In talking about the sales process, we refer to not only making
the sale, but also receiving payment from the customer.

In this section we will examine a number of different sales-related processes including:

1. Sales for cash (quick recap)

2. Sales made on credit

3. Customer repayments for sales on credit

4, Sales made in advance

5. Completing the job for sales made in advance

1. Sales for cash

For most retail businesses, this is the most common form of revenue generation. And whether you receive physical

or electronic cash, it is all the same Cash account in our transaction recording. If $350 worth of goods are sold for
cash, the transaction would be recorded as follows:

= || Liabilities (f +

Accounts Unearned +Share
Receivable revenue cap

+350

The accounting equation balances because it is increasing by $350 on both sides.

2. Sales made on credit

For many wholesale businesses, sales are made on credit. That is, the business has regular customers that it

trusts to sell goods and receive payment at a later date. That later date is usually within 30 days, though in some
industries it can be up to 90 days. '

1F $500 worth of goods are sold on credit, the transaction would be recorded as follows:

= | Liabilities @ +

Accounts Unearned +Share
Receivable revenue cap Dividends Revenues Expe.nses
+500 + 500
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The asset of accounts receivable increases - future value will be gained when the accounts receivable is
exchanged for cash - and revenue increases, therefore the equation is balanced.

3. Customer repayments for sales on credit

Customers who purchase goods on credit will (hopefully) make their repayments within the timeframe set by the
business. We'll get into what happens when businesses do not pay for sales on credit in our 2nd text, Accounting,
Business and Society.

For the previous example, when the customer pays their accounts receivable of $500 in full, the transaction
would be recorded as follows:

Liabilities  + {

Cash Accounts Unearned + Share = * -
Receivable revenue cap Dividends Revenues Expenses
+ 500 -500

Note that there is no change in Revenue. It has already been recorded. Now all that is happening in the business
is that we are transforming one asset (Accounts Receivable) into another (Cash). The equation is balanced because
the total change in assets is $0 and the change in liabilities and equity is also $0.

4. Sales made in advance

It can be common for a popular business to ask customers to pay in advance. This may be for a custom order, or
for a good that is in high demand.

A customer orders a $2,000 item that will be delivered in 2 months time. The transaction would be recorded as
follows:

Liabilities || +

Cash Accounts Unearned m + -
Receivable revenue cap Dividends Revenues Expenses
+2000 + 2000

We've increased our assets by receiving cash, but we've also generated an obligation (unearned revenue liability)
to provide the item to the customer in the future,

Technically, when you purchase goods through an online store — you pay for those goods in advance. It takes
time for the business to get your order ready and then ship your order to you. If you want to be really accounting
nerdy - the business doesn't technically earn the revenue until your order is delivered to you!

5. Completing the job for sales made in advance

Imagine it is now 2 months later and we now have the item that the customer paid in advance for and we deliver
it to them. The transaction would be recorded as follows:
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= | Liabilities' | +

Accounts Unearned
Receivable revenue

cap

Dividends

+
Revenues

Expenses

- 2000

+2000

Note that there is no change to our assets. The cash is still in our bank account and nothing has changed. When
we deliver the item to the customer, we are fulfilling our obligation (hence the decrease of $2000 in unearned
revenue) and can now recognise the revenue of $2000. The equation balances because the liabilities and equity

side comes to a sum of $0 and the change in assets is also $0.
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Recording the purchasing process

AMANDA WHITE

How to record transactions related to the purchasing process

To be able to generate revenue, a business will almost certainly need to purchase supplies. This could include
office stationery, oil for manufacturing equipment or tea and coffee for the kitchen. If they are selling a good
- items such as raw materials for manufacturing, or finished goods from a manufacturer — will also need to be
purchased. In this section we will examine the purchasing process which will cover purchasing items, but also
making payments to suppliers.

In this section we will examine a number of different purchase-related accounting processes including:

Purchases for cash (quick recap)

Purchases made on credit

Making repayments for purchases on credit
Prepayment of expenses

Using up prepaid expenses

Recognising when we use inventory

oA WN

1. Purchases for cash

The easiest accounting transaction related to purchases is buying items for cash. We have a cash outflow,
decreasing our cash asset, but an inflow of whatever we've purchased (supplies, inventory or a service). If we
purchased $450 worth of paper for the printer, the transaction would be recorded as follows:

‘:':T-"'jn‘_'{x, :
‘qff.'ﬁ )
L0 v o =

Prepaid Accounts + Share
expense Payable cap Dividend

Inventory

-450 +450 J

You can easily change the name of the account depending on what is purchased - it could be inventary, office
supplies, packaging for goods or social media advertising. As you can see - the equation balances because the net
change in assets is $0, which matches the $0 change in liabilities and equity.

A note on recording purchases of office supplies and other consumable items

In the above example, the business has purchased paper and recorded it as an asset. Theoretically, this is correct
- the paper is an asset. The business will only use that asset when it prints something on the paper. However, the
accountants ~ in most businesses has better things to do that count how many pieces of paper were used out of a
240 sheet ream to ensure accurate accounting.

So what happens in real life? In practice?

Businesses record purchases for items that are almost certainly going to be used up in the next 12 months as
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expenses. There is a decrease/outflow in cash and an increase in the expense (a decrease on both sides of the
equation).

But what happens if at the end of the year, some paper or pens or toilet paper haven't been used? This is where
an additional concept called “materiality” comes into play. For a business that makes $100,000 in revenue a year
(or $5 million) - the appropriate accounting over a $5 ream of printer paper or a $3 packet of pens is deemed
“immaterial’. That means the amount is relatively small and accounting for it in a technically correct manner
would have very little impact on the overall profit and financial position/performance of the business.

ete | Liabilit El ; o e

O | 0 M

Cash | Inventory | Supplies | Prepaid Accounts + Share - + -
expense Payable cap Dividends | Revenues | Expenses

-a50 | | +as0 ~450

Given the more practical approach to accounting being used in this textbook — we will be overriding the
“technical” correctness of accounting and recording purchases of supplies such as toilet paper, printer paper
toner, stationery, tea, coffee, biscuits etc as EXPENSES, rather than as assets.

2. Purchases made on credit

For established businesses that have been operating for some time, it can be common for their suppliers to allow
them to purchase items on credit. That is, they order and receive the goods now, and pay for them later. When are
they paid for? It could be the end of the week, the end of the month, or a certain number of days (like 30) after
the goods were delivered to the business. The contract between the business and the supplier will determine the

payment terms. If we purchased $5000 worth of inventory on credit from our supplier, the transaction would be
recorded as follows:

. T
Li; llltles ﬂ
Inventory | Supplies | Prepaid Accounts + Share -
expense Payable cap | Dividends | Revenues | Expenses
+5000 +5000

As you can see, we increase our assets (inventory) but also increase our liabilities (accounts payable). The
transaction balances because both sides of the equation have an increase of the same amount

3. Making repayments for purchases on credit

Regardless of the terms of the contract between a business and its supplier, repayments must eventually be

made. In the previous example, we are going to pay the supplier for the $5000 worth of inventory we received. The
transaction would be recorded as follows:
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Liabilities

ottt el |

o ‘

i

Assets ’J

3

Invento Supplies | Prepaid Accounts + Share -
expense Payable cap Dividends | Ri Exp
- 5000 - 5000

We have reduced our liabilities by $5000 and also decreased the cash in our bank account by $5000. Again, the
equation balances as both sides have a decrease of the same amount.

4. Prepayment of expenses

Some business expenses will need to be paid in advance. The most common type of prepayment is purchasing a
year's worth of insurance at one point in time. If a business had to pay a $12,000 insurance policy at the beginning
of the year, the transaction would be recorded as follows:

Cash Inventory | Supplies | Prepaid Accounts + Share - + -
expense Payable cap Dividends | R Exp
- 12000 +12000

Anocther might be a business that is required to pay rent quarterly. These have been labelled “prepaid expense”
in our recording sheet, but you can customise it to be Prepaid Insurance, Prepaid Rent, Prepaid Social Media
Marketing - whatever best suits the transaction. This transaction balances because both asset flows come to a
sum of $0, and there are $0 transactions on the liabilities and equity side.

5. Using up prepaid expenses

At the end of the month, a business should recognise that part of the prepaid insurance policy has actually
been consumed or used during the month. Assuming that the $12,000 insurance policy covers 12 months, the
transaction would be recorded as follows:

|

=" Liabilities 5|

‘
Il

Inventory | Supplies | Prepaid Accounts + Share -
expense Payable cap Dividends | Revenues | Expenses
- 1000 - 1000

We have reduced our prepaid asset and increased our expenses (remember that expenses are naturally a
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negative account). The business would record this transaction at the end of every month until the prepaid assetis
reduced to a balance of $0.

6. Recognising when we use inventory

When a business makes a sale that involves providing goods to a customer, it is similar to using a prepaid asset-
However, there will be two transactions involved - the first is to recognise that the business has earned revenue
and the second to recognise the use of the inventory asset. We have already covered how to record the sales/
Revenue part of the transaction - but not the inventory part of the transaction. In addition, you may have noticed
that most of our prior examples are related to businesses that provide services rather than goods.

If a business makes a sale of goods for $700, and the inventory was purchased for $500, the transaction would
be recorded as follows:

Accounts + Share
expense Payable cap Dividends | Revenues | Cost of
Sales
| +700 +700
l -500 - 500

We have increased our cash and revenue, and also recognised that to generate that revenue — the business
had to use some resources. That resource was inventory — we converted our inventory asset into an expense

(remernber that expenses are naturally a negative account, so we are increasing our expense — | have re-named
the Expense column to be more specific — Cost of Sales).

Do service businesses have Cost of Sales?

This is a tricky question! Service businesses certainly do use resources to provide that service to customers - for
example, an accounting practice will likely use office supplies like pens, printer toner and paper. However, it is
difficult to figure out how much printer toner or paper was used to provide a specific service - so these costs are
usually just recognised as Expenses rather than in Cost of Sales.

Other costs like wages for staff are also recognised as expenses rather than in Cost of Sales.
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Recording transactions related to
non-current assets

AMANDA WHITE

Non-current assets are those assets we think will have a life and provide economic value to the business for longer
than a 12 month period. Inventory is a current asset because we expect to sell that inventory within the next 12
months (things like wine and art are a little more complicated but we don't delve into those!). Non-current assets
include property, plant and equipment (often shortened to PPE) or an intangible asset like a patent for a new form
of medication. Non-current assets also include items like land.

Purchase of non-current assets

In essence, we purchase non-current assets like we purchase other items - they are an increase in the asset, and
either:

a decrease in the cash asset
an increase in a liability because of a loan taken out for purchase

There is some more complex accounting related to how we record the purchase of non-current assets, especially
PPE, but we will not cover that in this introductory text. You'll learn more about this in Accounting, Business and
Saociety.

Below is an example where the business has purchased a motor vehicle for $20,000 in cash. We decrease our
cash asset and increase our motor vehicle asset.

5 || Liabilities Jl +

Motor Accounts + Share - + =
vehicle Payable cap Dividends | Revenues | Expenses

Inventory | Supplies

- 20,000 + 20,000

Since both transactions are on the assets side of the equation, we need a positive and negative amount that will
sum to zero because the liabilities plus equities side of the transaction is also zero.

Recognising the use of property, plant and equipment (PPE)

Imagine the business has purchased a delivery truck. Every day that you use that truck, you use up some of the
truck’s useful life until one day, the truck is too old to run. How do we recognise that over a longer period of time,
we slowly use up our PPE? There is an accounting accrual concept called “depreciation®,

There are both simple and complex formulas to calculate how much depreciation should be recognised each
month or year — you'll learn this in Accounting, Business and Society. However at the introductory level, it is
sufficient to know that depreciation exists and to understand the basic process to record depreciation.

The process to record depreciation looks like this:
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Cash | Inventory | Supplies | Motor Accounts + Share - + @
vehicle Payable cap | Dividends | Revenues | Expenses
-1,000 | | - 1,000

Simplified process to record depreciation

If you've already studied some accounting - the transaction above might not look correct. And you'd be technically
right - in practice, accountants create a sub-account under motor vehicle called accumulated depreciation for the
asset. It acts like a tally of all depreciation over the life of the asset - allowing us to keep the original value of the
asset recorded, and then a sub-tally of all of the depreciation recorded over time.

Recording using the accumulated depreciation process looks like this:

Cash Motor Motor vehicle - Accounts + Share - + -
vehicle accum dep’n Payable cap | Dividends | Revenues | Expenses
-1,000 -1,000

Technically accurate, but more complex, method to record depreciation

When we report the value of the asset in our financial statements - we report the NET value - the original asset
amount minus the accumulated depreciation.

So what method should we use to record depreciation?

At the introductory level - we'll stick with the simplified method. This is because the impact on the financial
statements at the introductory level is exactly the same, no matter which method you use.
If you continue to further accounting subjects, you will consider the sale of non-current assets, This is where

you'll be required to use the more complex method so that you can calculate whether the business has made @
gain or a loss on selling that non-current asset.
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Recording bank loans and long term
borrowings

AMANDA WHITE

How to record transactions related to long term loans process

To start a business, the owners may already have cash or assets to contribute (and become Equity). Sometimes

a business may require more cash than they can currently generate. The business may wish to buy a new
manufacturing machine to allow them to increase the inventory they can create and then sell. Or to open 2 ne?/v
sales office in another state or country, to again, help them generate more sales,Aj bank loan is one way to obt.am
the funds to achieve these objectives (another is to slowly save the cash a business has Ieft'over after paying
suppliers over time and then purchase or spend what is required, but a bank loan gets businesses the funds
faster!).

Associated with having a loan from a bank or other non-bank lender is the requirement to may repayments on
that loan. Accounting for long term loans (which are classified as non-current liabilities) can be complicated - but
in this introductory textbook, we will take a more simplified approach.

In this section we will examine a number of different loan-related transaction flows including:

Receiving the funds from a bank loan

Making loan repayments

Making interest-only repayments

Repaying an interest-only loan at the end of the loan term

Hown o

In reality, loan repayments are often made up of interest and principal (reducing the amount owed to the lender)
and require more complicated accounting and the use of something called adjusting entries. That is beyond the
scope of introductory accounting, however if you do become an accountant, these accounting transactions are
relatively easy to learn.

1. Receiving the funds from a bank loan

The process of applying for a bank loan and all of the administrative work that goes with it is not recorded in our
accounting records. This is because there is no FLOW of resources within or into or out of the business. The first
point at which we will record a transaction is when the funds for the loan are deposited in our bank account. If a
business borrows $50,000 from the bank, the transaction would be recorded as follows:

Inventory | Supplies | Prepaid Bank loan
expense payable cap Dividends | Revenues | Expenses
+ 50,000 + 50,000

The transaction balances because there is an increase of $50,000 on both sides of the equation.
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2. Making loan repayments

The contract between the business and the bank will set the conditions of the loan - the total length of the loan
(often called the term, such as 5 years), how often repayments are made and how much the minimum repayment
should be each period. The most common period of time is monthly repayments. If the business is required to
make repayments of $4,000 per month on the loan of $50,000. However, it isn't as simple as paying creditors
(decrease cash, decrease accounts payable) because technically, the repayments a business makes will often be
repaying both loan principal and interest.

In real life, accounting for interest and splitting a payment into interest and principal can be quite complicated~
However, in this introductory text — we will simplify this process and assume that the interest is given to you each
time,

For our example of a $4,000 repayment, assume $250 is interest and the remainder comes off the balance of
the loan. The transaction would be recorded as follows:

Cash | Inventory | Supplies | Prepaid Bank loan +Share - i z
expense payable cap Dividends | Revenues | Expenses
| -4000 | 1 -37s0 =i

Even though the right-hand side of the equation has two entries and the left-hand side only one, the transaction
balances because the bank loan and interest expense transactions add '
up to -$4000 whi e asset
side of the transaction. which matches th

3, Making interest-only repayments

There are some bank loans where the business will make repayments that are interest-only. This means at the end
of the term (or life) of the loan, the entire original sum borrowed must be repaid. Each m-onth if a business had

a $20,000 interest- only loan for a term of 4 years and was required to make in
. terest-onl; 50 per
month, the transaction would be recorded as follows: y payments of $350 P!

i

= Liabllities '+ |
o s

Cash Inventory | Supplies Prepaid Bank loan Share . =
expense payable cap | Dividends | Revenues | Expenses
LEe I , 350

The transaction balances because there is a negative on both sides of $350. Remember that increases in
expenses are negative transactions.
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4. Repaying an interest only loan at the end of the loan term

In the prior example, at the end of the loan term (after 4 years), the business would need to repay the entire loan,
the transaction would be recorded as follows:

‘ Tl [ [
Assets | =| Liabilities ‘!p»f}! :
4l e | S| (R

Inventory | Supplies | Prepaid Bank loan +Share ' + =
expense payable cap | Dividends | R Exp
-20,000 - 20,000

The transaction balances because there is a negative $20,000 on both sides of the transaction.
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Recording employee wages and salaries

AMANDA WHITE

How to record transactions related to paying employees

Every business needs employees in some way ~ whether that is to liaise with customers, contact suppliers of
oversee operations. It is rare to find a business that runs without employees!
Employees can be remunerated (or paid) in one of two ways:

1. Wages - payment based on (usually) an hourly rate (but it could also be per delivery or per item
manufactured)

2. Salary-afixed amount is agreed upon for the entire year

In this section we will examine a number of different employee remuneration-related transaction flows including:

1. Paying wage-earning employees

2. Paying salaried employees

3. Recognising employee work at the end of the year
4. Paying employees after recognising prior work

1. Paying wage-earning employees

Employees who are paid an hourly rate will either have a business-wide agreement (called an Enterprise
Agreement) or will rely on a government-mandated minimum hourly rate. Most businesses will pay their
employees on a fortnightly basis. If employees at a business work 27 hours over a fortnight and the agreed pay
rate is $25 an hour, the transaction will be recorded as follows:

‘= illablhties i Equity
Inventory | Supplies | Prepaid Wages . +
eXperiac payable Dividends | Revenues | Wages
expense
-675
(27 x$25) (2752255)

We have a cash outflow of $675 and an increase in the expense of $675 (remember that the expense account is
normally a negative). We have balanced the accounting equation because it is -$675 on both sides

2. Paying salaried employees

Salaried employees earn the same amount no matter how many hours they work (though their contract will
include a minimum number of hours expected). Salaries are usually quoted per annum - or the amount expected
to be paid over the entire year. However, these employees receive payments on a monthly or fortnightly basis. If 2
business has a manager who is on a salary of $60,000 per annum, if payments are made monthly, the transaction
would be recorded as follows:
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Assets = | Liabilitiess i+ Equity

Inventory | Supplies | Prepaid +Share
expense payable cap Dividends | Revenues | Wages
expense
-5,000 - 5,000

What if the payment was made fortnightly? We would take our $60,000 salary and divide it by 26.

3. Recognising employee work at the end of the year

At some point, the business will reach the end of its financial year. In Australia, for most businesses that is 30 June.
But what happens if the pay period doesn't neatly align with the end of the financial year? In the diagram below,
the fortnight of work is split by the end of the financial year.

End of year _
Fortnightly pay Fortmghtly pay
point point

! !
L | | ]

The period concept requires that we have the same financial period of time for every year so that comparisons
can be made. Therefore, we can't move the end of the financial period (or year) to meet up with the pay points.

What should be done in this situation? We treat it just like if a business received goods from a supplier and
you agree to pay them at a later date (you purchase goods on credit). Thus employees have worked and we must
recognise that we owe them for their efforts,

If a business had employees that worked 15 hours at a wage rate of $24 per hour by the time we reached the end
of the financial year, then a transaction would be recorded as follows:

Assets = | Liabilities ||+ | Equity

Revenues | Wages
expense

+360 -360
(15x 524) (15 x $24)

+ Share -
cap Dividends

Inventory | Supplies | Prepaid Wages

expense payable

Note that we've increased our liability (wages payable) and increased our expense (wage expense). There has
been NO cash outflow as a result of this transaction. You'll notice that +360 (wages payable) and -360 (wages
expense) add up to 0, balancing the equation and the fact there is O cash outflow on the asset side.
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4, Paying employees after recognising prior work

. nd
Once we get to the 2nd pay period from our timeline diagram ~ employees will have worked more hours a

e
the business will need to pay them for the work they did prior to the end of the financial year and after- If th

i Id
employees in the business worked 16 hours at a wage rate of $24 AFTER the end of the year, the transaction wou
be recorded as follows:

Assets = Ligbilities ||+

Inventory | Supplies

Prepaid
expense

Wages
payable

- A E RN

- 744
(31x524)

. . on
Note that the cash outflow is for the full fortnight worth of work (15 hours plus 16 hours = 31 hours). However o

the right hand side of the equation, we need to reduce the wages payable to 0 and increase the wages expef"sj4

the 16 hours worked AFTER the end of the year. The entire transaction balances since both sides add up t© $74%

What about taxes and superannuation?

- i : : - i« paid to
Every business is required to withhold income tax and superannuation from employee pay. Income tax |5 pal i
S i
the government and superannuation is transferred to an account in the employee's name at a superannuat
fund. In this introductory textbook, we will not delve into the accounting related to taxes and superannuation-
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Recording transactions related to
shareholders

AMANDA WHITE

How to record transactions related to shareholders

7 reward or return. That return could
Investors would not invest their money into businesses without some form of

be in the form of capital growth - the underlying value of the company grows, and SC; th:n‘\//aelr:i :: :fos::sr:s the

shareholder owns increases. They can unlock this value when they sell their sharesand c e o
Another form of reward is the payment of dividends to shareholders. This c.ar'\ happen a 3; With, HEIE el

announced after a business releases its end of year financial statements. Dividends can pai 5

more shares in the company.

nsaction flows including:
In this section we will examine a number of different shareholder-related tra

1. Issuing shares (simplified)
2. Paying dividends to shareholders using cash
3. Paying dividends to shareholders using shares

1. Issuing shares (simplified)

; method is a bank loan which we
Issuing shares is a way that a business can receive an influx of cash (the other

covered earlier). The benefit of issuing shares over a bank loan is that no repag./ments are n.ecesse.zry and mtderets;;

not charged. However, shareholders do expect that the business will increase in value and if profits are made,

they should be rewarded for their investment through dividends. . Torwould
If a business issues 20,000 shares at $1 each, they should receive $20,000 from investors. The transaction w

be recorded as follows:

] !
| Liabilities = "+

i . " -
t + Share

i R’:i:cl’::!:lse 2:;‘;:&: capital Dividends | Revenues | Expenses
+ 20,000 $20,000

2. Paying dividends using cash

There is a complex process where businesses “declare” a dividend (creating a pa)-'able / .Ilabrl.ltvy) and then ahfe:/;/
weeks later, make a cash payment to shareholders. In this textbook, we will be using a simplified process whe
dividends are simply paid without the “declaration” component. ) . e

Dividends are paid per share, not per shareholders. Continuing our prior examphle'., with 20,000 shares o .as
a business pays a dividend of $0.05 per share, the transaction to pay $1,000 in dividends would be recor
follows:
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Cash Accounts Accounts + Share - + -
Receivable Payables capital | Dividends | Revenues | Expenses
-1,000 -1,000

There is @ cash outflow of $1,000 and an increase in the dividend expense of $1,000. The equation palances
because both sides are -$1,000.

3. Paying dividends using shares

If a company wishes to reward shareholders but not spend its cash, the other way to pay for a dividend is with
more shares. Thinking back to our company with 20,000 shares and dividend of $0.05 per share, worth $1000 in
cash. If we wish to pay using shares, the transaction would be recorded as follows:

Cash Accounts Accounts + Share - + -
Receivable Payables capital | Dividends | Revenues | Expenses

+1,000 | -1,000

Notice that there is no cash movement on the left hand side, however we are increasing our share capital and
increasing our dividend expense. The equation balances because the equity transactions add up to $0, which
matches the assets side which has had $0 movement.

What happens when a shareholder sells their shares?

Absolutely nothing is recorded in the accounting systems when a shareholder sells their shares to someone else:
Yes, in the system that contains shareholder details (called a Share Registry), changes are made - but the shares
are still recorded at the same $1 because of the historical cost principle, even if the person selling the shares sold
them for $10 each! That $9 profit they made is owed to the individual and does not go to the business.
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Recording transactions - pulling it all

t

ogether

AMANDA WHITE

: i i r?
Now that we've examined how to record individual transactions of various types, how do we pull this altogethe

We have provided an Excel template for you to download and use (yes, it is tiny writing - | don't expect anyone

to read from this image - just download the template!).
Accounting tomplate - base accounting savitian
Tamavon  Auety « Usbiis s Y i) s
e Ao cumese
Nowwrwd | PR et b Bmeam L T e i e
I e oyl s oo Aot 12 pon e " -

Eemunvrenn

= _.;
°

o )

s aviets?
Do your Liabines » 0ty Batarce witn yoor avety

Lsbiliies + quity + 0

Here is a practice set of transactions to try:

1. Purchase inventory for $10,000 on credit

2. Sold goods for $500, paid for in cash. The inventory has a value $150.

3. Issued shares -1,000 shares at $5 each. ;

4. Sold goods to a long term customer for $2,000. They will pay at the end of the month. Inventory is valued at
30% of the sales price.

5. Purchased office supplies for $700 on credit.

6. Anew insurance policy is required for the office building - it is $6000 for 12 months.

7. The long term customer has paid for half of their purchase.

8. Employees were paid cash for 43 hours of work at a rate of $17 per hour.

9. The long term customer paid for the remainder of their purchase

10. An Electronic Funds Transfer was made to pay for the office supplies.

When you're ready to check your work - watch the solution video below. Be sure to select ‘full screen’ and if your

internet speed allows, set it to 1080p resolution.

a One or more interactive elements has been excluded from this version of the text. You can view

them online here: https:/oer.pressbooks pub/utsaccountingl/?p=1689#cembed-1
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CHAPTER 4: SYSTEMS OF INTERNAL
CONTROL AND REDUCING FRAUD

Imagine that you are travelling on holidays. It is your dream trip! Where are you going? What are you doing and
seeing? Think about your assets on your trip — your cash, your supplies (clothing, phone, toiletries) and prepaid
assets like tours and hotels you booked and paid for before you left home. While you're travelling, it is really
important to keep your assets safe — from accidental loss and damage, and from theft and you want to avoid
getting caught in a tourist scam! What do you do?

Perhaps only take a certain amount of cash out with you every day, or wear a special pouch under your clothing
to store more money. You might wear your backpack on your front to decrease the risk of a pickpocket stealing
from your bag. You could check the Australian Government SmartTraveller website before you leave so that you
are aware of common tourist scams.

Just like you, as an individual, want to protect your assets - businesses need to do exactly the same. For a
business it can be more complicated - more staff, different locations — the business owner can't keep an eye on
everything at the same time, the larger the business, the greater the risk to its assests.

This is where understanding internal controls and the risks of fraud come into play. Fraud is defined within

Australian Auditing Standard ASA 240 as:

“An intentional act by one or more individuals among management, those charged with
governance, employees, or third parties, involving the use of deception to obtain an unjust or
illegal advantage." (ASA240.12(a))

If we can identify WHERE there is a higher risk of fraud, we can implement CONTROLS to minimise that risk
occurring. Thus protecting the assets of the business and the equity of shareholders/owners.
In this chapter, you will learn how to:

Understand the framework for systems of internal controls

Identify risks to a business using the fraud triangle

Identify who is responsible for implementing internal controls

Understand the role of accounting and accounting systems in internal controls
Identify common components of internal controls

Design internal controls

Understand internal controls over cash

N A WN

Listen to the audiobook for this chapter on Soundcloud — Chapter 4 audiobook [69 minutes] (opens link in new
tab)
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Understand the framework for systems of
internal controls

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

!nternal controls are the systems used by a business to manage risk and diminish the occurrence of fraud. The
|.nternal control structure is made up of the control environment, the accounting system, and procedures called
Internal control activities. Several years ago, the Committee of Sponsoring Organizations (COSO), which is an
independent, private-sector group whose five sponsoring organisations periodically identify and address specific
accounting issues or projects, convened to address the issue of internal control deficiencies in the operations
and accounting systems of organisations. They subsequently published a report that is known as COSO's Internal
Control-Integrated Framework. The five components that they determined were necessary in an effective internal
control system make up the components in the internal controls triangle shown below:

INTERNAL
CONTROLS

Control of environment

/ Assessment of risk \
/ Control of operational activities \
Z Monitoring of control processes \
/ Accurate communication of information X

The above diagram is the official worldwide depiction of internal controls — but | find the diagram below a bit
more understandable as it better represents how all of the components fits together. This diagram is one you'll
see in auditing and assurance textbooks across the world.
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MONITOR

INTERNAL
CONTROLS

Understanding the components of a system of internal controls

Control environment

The control environment is the environment in which the business and its employees operate - it is the culture
that management create, the business's operating philosophy, how it hires and remunerates employees. It can be
difficult to measure in a quantifiable way - but the control environment strongly influences employee attitudes in
relation to fraud. For example, if you've ever worked for a tyrannical manager or boss, you're unlikely to work hard
1o help the business achieve its goals - you may even work as slow as is acceptable because management does
not inspire you to do well and follow the policies and procedures of the business, The reason it is the base of the
triangle is that it forms the foundation of the business

Risk assessment

The reason risk assessment is placed on top of the control environment, is that risk assessments are conducted
on the business and its environment. Every business should conduct regular risk assessments - an assessment of
their operating environment to identify any potential risks (or threats) to the business and their ability to achieve
their goals. Risks may arise from the structure of the business itself, the nature of the industry, a change in
government regulation, the actions of employees or the actions of competitors. For example, malny hospitality
businesses faced changing restrictions during COVID-19 lockdowns - resulting in the need to Piuot to toleany
only during a lockdown, then needing to try and hire more staff when they were able to resume more regular
trade. A business should engage in regular risk assessments, in some industries more frequently than others.
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In some circumstances such as during the COVID-19 pandemic, many businesses are likely to conduct more
frequent risk assessments than in non-pandemic times.

Internal control activities

In response to risks, a business should implement internal controls. Internal controls are policies, procedures,
systems and processes to ensure that all employees engage in a manner that helps the business achieve its
objectives. Internal controls aim to prevent, detect, or insure that risks do not create significant business
disruption. A business cannot implement controls to prevent or detect every single risk to the business, that
would be prohibitively expensive. Instead the business must conduct a cost-benefit analysis to determine where
controls are most necessary, that is where there is greatest risk of loss or fraud, and where they may decide not
to implement controls - that is the business accepts the possibility of some loss as a result of that risk. The reason
that internal controls sit on top of the risk assessments is the recognition that internal controls don't cover risk
entirely - but a sub-set that we think are at greatest risk of occurring.

An example is the supermarket industry. A supermarket cannot prevent absolutely all theft of inventory by
customers, instead they implement some controls to try and prevent and detect theft. This includes security
cameras and supervisors at self-service checkouts. However they accept that some theft will occur, especially for
small items like chewing gum or small tins of tuna. For higher value inventory such as expensive cuts of meat,
supermarkets have started adding RFID tags to these items, This will alert the business if a customer attempts to
remove one of these items from the store without making payment.

Fun fact: the retail industry actually created an accounting estimate for theft of inventory that is called
“shrinkage”,

Internal control activities are typically embedded within business processes and systems. For example, to reduce
the risk that a supermarket checkout operator or cashier may steal cash from the register, a count of cash before
and after the operator's shift may be conducted. The register will record sales and which sales were paid for
electronically, and those that used physical cash. The cash in the register at the start of the shift, plus any cash
received from customer payments should equal the cash in the register at the end of the shift. This checking of
the cash s called a reconciliation and acts as an internal control to detect any cash that might be missing from the
register. The cashier must count their cash, and usually a shift supervisor or store manager will check their work
and sign off on the reconciliation.

We will delve into internal control activities in greater detail in the next section of this chapter.

Communication and information systems

It is important for businesses to gather data about their business processes. This data may be collected in
accounting systems, point of sale systems, ordering systems, timesheet systems and many others. The business
will be collecting financial (accounting) and non-financial data. In today's businesses, these systems are likely to
be highly integrated to allow businesses to use all of this data to help them make optimal decisions in their day
to day operations. For small to medium sized businesses, Xero is one of the most popular accounting software
Products that connects to apps of every type imaginable.

Information systems can also be used to alert business management when an internal control is attempting to
be breached - examples include notifying bank management when an incorrect passcode or PIN for an account is
used multiple times, or access of a secured system from an un-registered IP address. Hence communication and
information systems on the diagram spans the entire side of the triangle as it collects data on the environment,
risk assessments and control activities.

Monitoring of internal controls

It is critical that businesses monitor the performance of their internal controls and it sits at the top of the triangle
because it oversees all of the other components. It is important that an internal control is operating, but it is
also important for management of a business to know when that control STOPS operating as it should - that is,
the control begins to fail. This is because a failing control increases the opportunity for fraud, or unintentional
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error. Imagine if the self-service checkout machine at the supermarket stops weighing the items customers af€"
scanning and putting into their shopping bag and no longer provides the "unexpected item in bagging 3‘?5
message. Customers could engage in theft by simply adding un-scanned items and the staff member supervising
the area would have no idea that theft is occurring. )
Note that monitoring and information systems are adjacent to each other - this is because to engage Al
monitoring - the business will rely on its information systems to gather the data required and summarise of collate

it s that management can monitor. It could be argued that if a business does not monitor internal controls, then
there may not be much point in having them.

Overall goals of a system of internal controls

What are the goals of a system of internal controls? The primary goal is to protect the equity of shareholders - the
value of the business. That can be broken down further into the following aspects:

ensure assets are properly used

ensure that the accounting system is functioning properly
monitor operations of the business to ensure maximum efficiency
ensure that assets are kept secure

ensure that employees are in compliance with business policies and procedures and government regulation®

Our system of internal controls is not just about accounting - but across all facets of the business.
Different businesses face different types of risk, but when internal control systems are lacking, the opportun‘ty
arises for fraud, misuse of the business's assets, and employee or workplace corruption. Accountants, managers

and owners all have a role to play in understanding the risks faced by businesses and implementing and
maintaining a system of internal controls to protect the business,

In future chapters we will use some of the information collected within financial and non-financial systems to
be able to evaluate business performance and identify areas for improvement,
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ldentifying risks to a business using the
fraud triangle

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

What is fraud?

A reminder about the definition of fraud that we will be applying:

“An intentional act by one or more individuals among maﬁagement, those '
charged with governance, employees, or third parties, involving the use of deception
& is added
to obtain an unjust or illegal advantage.” (ASA240.12(a) emphasis a )

We have added emphasis on certain words because of their importance. Fraud is intentional - someone plans

to engage in fraud, and it doesn't happen by accident. Of course, someone may engage in fraud accidentally one
i Sy i i isi tional.
time, but continuing to engage in that behaviour is inten B -

Deception is a key word because it means that the individual (or group of individuals) engaging in the fraud
are trying to get the business to believe something that is not correct or not true. And finally the words unjust or
illegal advantage are emphasised because it represents the outcome of the fraud - notice that it doesn't focus just
on cash being stolen, but any type of advantage. You might fraudulently over-state how many items you sold as
a sales person in a business to be recognised as the top performer for the year. Top performers across the country
might receive an overseas conference trip. Or additional annual leave.

Some recent examples of fraud

$4 million worth of salmon (yes - the fish!) was stolen from a Sydney processing plant by employees in December
2020 (Carreon, 2021). - " : i

It is alleged that Bill Pappas stole over $500m by setting up a fraudulent scheme involving fake equipment
leases. (Chau, 2021)

Detecting fraud in the workplace

Fraud is not easy to detect and is often identified by anonymous tips or by accident, so many‘co.mpan.ies use
the fraud triangle to help in the analysis of workpiace. fraud. Donald Cressey, an American cnmlnok?glst ?nd
sociologist, developed the fraud triangle to help explain why law-abiding citizens sometimes commit se.nous
workplace-related crimes. He determined that people who embezzled money from banks were t’yplca‘Hy
otherwise law-abiding citizens who came into a “non-shareable financial problem.” A non-shareable financial
problem is when a trusted individual has a financial issue'or problem that he or she feels can't be shared. However,
it is felt that the problem can be alleviated by surreptitiously 'violating the position of trust :h-rougr-u some Ity;ze
of illegal response, such as embezzlement or other forms .Of m|§appropriat;0n_ The guilty party is prlcally a'bi :
rationalise the illegal action. Although they committed serious financial crimes, for many of them, it was their firs
offence.
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The fraud triangle consists of three elements: incentive or pressure, opportunity, and rationalisation and
attitudes. Each of the elements needs to be present for workplace fraud to occur.

Attitudes and Rationalisations

People have both financial and non-financial incentives to engage in fraud, and there may also be pressures
These could be external (such as financial hardship) or internal (such as wanting to appear to be successful
amongst peers). Perceived opportunities may arise in business processes where there is a lack of oversight,
checking, confirmation or some other internal control to ensure employees act in the best interest of the busin€ss
and its owners/shareholders. Opportunities arise because of something called control weaknesses - a lack of 2
control in & part of the business process where there is a risk of fraud, We'll get into processes and weaknesses
lzter In this chapter because those working in accounting and accounting information has an important role to
play in identifying control weaknesses.

The final component is attitudes and rationalisations. Attitudes are related to our beliefs related to fraud. For
example, is an intentional failure to scan an item on purpose at a self-service checkout at the supermarket
considered theft or stealing? A rationalisation is an argument someone uses to convince themselves that their
fraud is not really fraud at all, that it is acceptable behaviour. An example is an employee who steals cash from
a business after they did not receive a promotion, with the claim that they'd “earned” the stolen funds and
“deserved” the promotion.

Typically, all three elernents of the triangle must be in place for an employee to commit fraud, but companies
usually focus on the opportunity aspect of mitigating fraud because, they can develop internal controls to manage
the risk. The rationalisation and pressure to commit fraud are harder to understand and identify. Many businesses
may recognise that an employee may be under pressure, but many times the signs of pressure are missed.

Virtually all types of businesses can fall victim to fraudulent behavior. For example, chemists desperately searching
for Rapid Antigen Tests may purchase fake tests, sports teams requiring players and staff to show COVID-12
vaccination certificates have found fakes, Elizabeth Holmes from Theranos raised and lost a multi billion dollar
company based on blood testing technology that actually didn't work.

Real life example - Theranos

One of the most compelling frauds of recent times is that of Elizabeth Holmes and Theranos. Theranos was hailed
as fife changing medical technology - testing people for a raft of diseases and health issues with a few drops of
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blood, instead of multiple vials. Theranos had signed deals with major pharmacy chains to install their machines
in stores and trained up thousands of staff. However, the small blood testing machine never worked. How did
Holmes get away with taking the investments of big names like Rupert Murdoch? The board of directors trusted
their charismatic and charming CEO and her covers on Forbes magazines and others as the next Steve Jobs. As
a private company, no audits of their financial statements were ever conducted — the company published figures
for revenues and profits that were never checked and ended up being pure fiction. Things only started unravelling
when the regulator for companies in the USA (the Securities Exchange Commission) started investigating claims

of fraudulent behaviour.
Interested to read more? Jordan Hayne has a comprehensive article on ABC News.

Real life example - UltraColour’s accounts drained by employees

Creg, a small business owner from Sydney's western suburbs, had $3.7 million stolen from his business over its
lifetime by a trusted employee. He had hired the daughter of a friend, Vicki, to manage administration and the
accounting in his business. Vicki had access to the bank accounts and accounting system and hid her theft
through various accounting transactions. Why did she do it? Vicki claims she was addicted to poker machines and
had stolen the money and spent it all. In this case there was a significant opportunity for Vicki to engage in fraud
and she had incentive / pressure because of her gambling addiction.

You can read the full story by Steven Cannane on ABC News.

Unfortunately, this is one of many examples that occur on a daily basis. In almost any city on almost any day,
there are articles in local newspapers about a theft from a company by its employees. Although these thefts can
involve assets such as inventory, most often, employee theft involves cash that the employee has access to as part

of his, her or their day-to-day job.

Small businesses have few employees, but often they have certain employees who are trusted with responsibilities
that may not have complete internal control systems. This situation makes small businesses especially vulnerable
to fraud. The article “ | iness Fraud T loyee” f i

Examiners describes how a trusted employee may come to commit fraud, and how a small business can prevent

it from happening.

Accountants, and other members of the management team, are in a good position to control the perceived
opportunity side of the fraud triangle through good internal controls, which are policies and procedures used
by management and accountants of a company to protect assets and maintain proper and efficient operations
Within a company with the intent to minimise fraud. An internal auditor is an employee of an organisation whose
Jjob is to provide an independent and objective evaluation of the company's accounting and operational activities.
Management typically reviews the recommendations and implements stronger internal controls.

Another important role is that of an external auditor, who generally works for an outside public accounting firm
that conducts audits and other assignments, such as reviews. Importantly, the external auditor is not an employee
of the client. The external auditor prepares reports and then provides opinions as to whether or not the financial
statements accurately reflect the financial conditions of the company, subject to the Australian Accounting
Standards (AASBs). Professionally certified accountants and external auditors must also comply with a Code of
Ethics. The International Ethics Standards Board for Accountants (IESBA) issues an internationally recognised and
adopted Code of Ethics. This makes accounting a truly global profession where the standards for accountants are
the same in Australia as Zimbabwe or Brazil or Germany or South Korea.

One of the issues faced by any business is that internal control systems can be overridden and can be ineffective
if not followed by management or employees. The use of internal controls in both accounting and operations can
reduce the risk of fraud. In the unfortunate event that an business is a victim of fraud, the internal controls should
provide tools that can be used to identify who is responsible for the fraud and provide evidence that can be used
to prosecute the individual responsible for the fraud. This chapter discusses internal controls in the context of
accounting and controlling for cash in @ typical business setting. These examples are applicable to the other ways
in which an business may protect its assets and protect itself against fraud.
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Practice question

An interactive H5P element has been excluded from this version of the text. You can view it online

a here:

t‘er oks accou =781#h5p-
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Glossary

external auditor
generally works for an outside public accounting firm and conducts audits and other

assignments, such as reviews

fraud
“an intentional act by one or more individuals among management, those charged with

governance, employees, or third parties, involving the use of deception to obtain an unjust or

illegal advantage." (ASA240.12(a))

fraud triangle
concept explaining the reasoning behind a person's decision to commit fraud; the three

elements are perceived opportunity, attitudes and rationalisation, and incentive and/or

pressure

internal auditor
employee of an organisation whose job is to provide an independent and objective

evaluation of the company's accounting and operational activities
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Who is responsible for implementing
internal controls?

AMANDA WHITE

In most government regulations, the people responsible for implementing internal controls within a business are
usually stated as “those charged with governance” - a term that you've likely never heard before! Let's start with

what is corporate governance.

Concept of corporate governance

There is no legal definition of corporate governance in Australia's corporations law, but the most commonly cited
definition is one provided by Justice Owen at the HIH Royal Commission

the framework of rules, relationships, systems and processes within and by which authority is
exercised and controlled within corporations. It encompasses the mechanisms by which
companies, and those in control, are held to account

(Qustice Owen in the HIH Royal Commission, The Failure of HIH Insurance Volume 1: A Corporate Collapse and Its
Lessons, Commonwealth of Australia, April 2003 at page xxxiv.)

It sounds very much like a description of the systems of internal controls that we have previously discussed. It
also includes that there are mechanisms by which those who are in control are held accountability. Essentially -
those in charge should develop strong systems of internal control, and should be held accountable when those
systems are shown to be poor.

An excellent example is from Chapter 1 where you will have read about the CEO of Westpac Bank who lost his
Jjob because the internal controls at the bank failed to detect extremely high levels of money laundering.

A question commonly asked by students, however, is who is actually responsible for corporate governance and

implementing internal controls?

Those charged with governance

For those of you who may choose to go into the accounting field, the phrase ‘those charged with governance' is
one you'll become familiar with (accountants even shorten it to TCWG).

Those charged with governance varies depending on firm size. In a sole proprietorship, the owner and only
employee is responsible for internal controls over their own actions. In a larger business with owners and
employed managers — both owners and managers are responsible for ensuring adequate systems of internal
control are implemented.

Shifting to publicly listed corporations - then those charged with governance includes Directors of the Board
(Who are the representatives of owners/shareholders) and Management - the Chief Executive Officer, Chief
Financial Officer and however many other “chief" officers there are. A board of directors for a publicly listed
company will also have smaller sub-boards called “Committees” - common committees include the Audit
Committee (responsible for external reporting and liaising with the external auditor) and a Risk and Governance
Committee (responsible explicitly for overseeing internal controls),

Because internal controls do protect the integrity of financial statements, large companies have become highly
regulated in their implementation. Some industries also more than others - for example, financial institutions
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in Australia (banks, superannuation funds) are required by their regulator (APRA - the Australian prudential
Regulation Authority) to have internal controls to ensure that the financial system in Australia is strong and stable-

Are there any reports produced on a business's internal controls?

The short answer is No. Within Australia, our regulation does not require businesses to report on the quality of their
internal controls. Auditors and regulators do investigate the quality of internal controls for other purposes (such
as varifying or auditing the financial statements and information of a business) - but there is no regular formal
reporting about businesses and their internal controls.

Within businesses, large firms will have internal audit teams who assess the design and test the operating
effectiveness of internal controls and report to the audit committee (a sub-committee of the Board of Directors):
However, these reports are not made public.

The matter is slightly different in the USA where the Sarbanes-Oxely Act of 2002 (brought in after the corporate
collapses of Enron and WorldCom) and specifically section 404(b) requires the auditors of publicly—listed
companies to report on the quality of internal controls. What does that mean for Australian businesses? For thos€
whose shares are publicly traded on the ASX and also on a US exchange (such as the NYSE or NASDAQ) — they
will nsed to engage their auditor to evalute their internal controls and report to US regulators - the Securities
Exchange Commission. This also applies to Australian businesses that are subsidiaries of a US corporation.

Has the increased accountability in the USA made a difference?

Those charged with governance over US publicly-listed companies have had increased accountability imposed on
themn with the implementation of section 404(b) of the Sarbanes-Oxley Act of 2002 (commonly known as SOX
404), This resulted in an increased focus on internal controls to prevent and detect fraud. However, this piece of
legislation is also incredibly expensive with auditors required to conduct many more hours of work to' produce the
additional reporting on internal controls. The big question is “did this legislation make a difference?”

A review by Schroeder and Shepardson (2016) is the most recent review of the research on the'impact of SOX
404 and found that by having auditors regularly review and report on internal controls the internal controls bY
managers were likely to be of higher quality. And Nagy (2010) found that firms with good' internal controls and NO
material weaknesses were more likely to have higher quality financial information presented to shareholders.

Would Australian regulations ever change to require reporting on internal
controls?

There appears to be no appetite within the Australian regulatory landscape to adopt legislation similar to the
ST |
Sarbanes Oxley Act of 2002. This is likely due to a number of factors:

. The Australian audit landscape is very different - our audit firms are unlikely to have the human capital
required to conduct such additional work

. Australia has experienced less massive corporate failures and therefore regulators may see the risk of large
companies having very poor internal controls as low

. The massive corporate collapses in the USA that drove the creation of the Sarbanes Oxley Act of 2002 were
partially caused by poor auditor independence and low quality audit work. The research into the quality of
Australian audits indicates that Australian auditors are conducting high quality work and g q e
is not impaired (Ruddock, Taylor and Taylor, 2006) IR
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In summary

It is owners (or their representatives) and management who are responsible for |mdpl:1n;:ir:22§ I:;e;:\alts:r:srzz
This includes identifying risks, designing controls, implementing those controls an g
that employees are following all of the policies, procedures and processes.
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The role of accounting as part of a system
of internal control

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Accounting transactions and associated information are recorded in accounting systems (you rrlmy have heard of

common ones for small businesses like MYOB, Quickbooks and Xero) or enterprise wide information systems (such
: f iti it- ii ve ient

as SAP). The accounting system is the backbone of any business entity, whether it is profit-seeking, 2 governme

organisation or a not for profit. f the busi
) ; i siness
Itis the responsibility of management to link the accounting system with other functional areas of the busin

and ensure that there is communication among employees, managers, custorners, suppliers, and all other interna
and external users of financial information. With a proper understanding of internal controls, management ca
design an internal control system that promotes a positive business environment that can most &
its customers,

the point-of-sale system, the following events occur internally:

1. Asale is recorded in the company's accounting records, which increases revenue. If the transaction occurred
by credit card, the bank typically transfers the funds into the store’s bank account in 2 timely manner.

2. The pair of jeans is removed from the inventory of the store where the purchase was mzade .

3. Anew pair of jeans is ordered from the distribution center to replace what was purchased from the store’s

inventory,

4. The distribution center orders a new pair of jeans from the factory to replace its inventory.

S, Marketing professionals can monitor over time the trend and volume of jeans sold in a specific size. If an
increase or decrease in sales volume of a specific size is noted, store inventory levels can be adjusted.

6. The company can see in real-time the exact inventory levels of all products in all stores at all times, and this

€an ensure the best customer access to products.

Because many systems are linked through technology that drives decisions made by many stakeholders inside
and outside of the business, internal controls are needed to protect the integrity and ensure the flow of
information. An internal control system also assists all stakeholders of a business to develop an understanding of
the business and provide assurance that all assets are being used efficiently and accurately. It supports owners
and shareholders in their desire to keep management accountable for their actions.
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|dentifying common components of
internal controls

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

We know theoretically whata control is- it prevents or detects an error in a business process — but in reality -what
sort of characteristics Of components do internal controls have?

Elements of internal control

A strond internal control system is based on the same consistent element:
ents:

. establishment of clear responsibilities
. properdocumentation

. adequate insurance

. separation of duties

. use of technology

Establishment of clear responsibilities

Eierdberty dES'gnEd system of internal control clearly dictates responsibility f i e iness
When there is a clear statement of responsibility, issues that are u y for certain roles within @ bU5‘ =
placed where it belongs. ncovered can be easily traced and resDO"S‘b'M}
s an example, imagine that
i woF:king iﬁgme 5[ore.>§:eaer; ;rlmoe ;na.nadger of the Galaxy's Best Yogurt. On any shift, you have three
of the other two employees on the shiftya:; esignated as the shift supervisor who overseés the Opemt‘bns
e e ensures that the store is presented/displayed/organised and
register, while the others serve the custom ployees, one may be solely responsible for management of t® cash
if at the end of the day the cash regi i ers. When only one employee has acce i 9 i h registe”
o gister is short of funds (money is missi ssto an individual €82 o

10 the one employee who is in charge of the cash register. sing) or has too much cash, it can pe trac

\Where there are not clear i i
: descriptions of job responsibilities, an i eind
performed by anyone, thus increasing the risk of fraud ' Important task may end UP Rets

Proper documentation

An effective system of inte intai

UanSaC[IOI‘lS.T:C‘ documema:‘;: ;::::l:a rnalntal'ns proper documentation, including backups, t© trace J
okl Sihaidiar 18t clotid for exsrrls Gis:rr. iiples, or' dﬁcuments that are computer ggeneratez z;nd stored: on
made (arson) disasters, even the most ba-ssic of by ¢ Possibiity of some type of natural (tornado or flood) ©f e
oo Sl Wit cvrent tachmclogy, mest busn'nesses should create backup copies of docu mentation that are
il heutisthat T S‘-ys"em usinesses use software that is Software as a S : vice (s225) wheh
hevracug arbyuslERS R IS AR thak accaptures the information required and stor athE'”cli tainthec o
bR ISR o Cess 1o this data is by authorised pers e 5 store by
o tyto those looking to use credit card detai:ancfl' c;r;‘ioTl:;el idn;:;rr‘nat'on 3

Any documnentation generated by dai
ail i
terms of storage. For example, whe:theé c',per'a“cns atiitie managed accordi i Ay .
O S e alaxy's Best Yogurt close ording to business proce .
using prenumbered forms in pen t s each day, one employee should close out?
O ensure that i

no forms can be altered of chand
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by another employee who may have access to the cash. In case of an error, the employee responsible for making
the change should initial any changes on the form. If there are special orders for cakes or other products, the
order forms should be prenumbered. The use of prenumbered documents provides assurance that all sales are
recorded. If a form is not prenumbered, an order can be prepared, and the employee can thzt:‘n take the‘money
without ringing the order into the cash register, leaving no record of the sale. If the owner wishes to review the
orders and notices a number missing from the sequence - they can enquire as to what happened t_o ;hat order
(did an employee sell an item to a customer and then keep the cash and remove the order from the list?).

Adequate insurance

Insurance may be a significant cost to a business (especially liability coverage), but it is nefcesshaq’/ Wlt:; ::;?:::Z
insurance on an asset, if it is lost or destroyed, an outside party will recoup the company for t eI oss. e
lost to fraud or theft, an insurance company will investigate the loss and then refer the case tto a\::S oreement
authorities so that criminal charges can be filed. Most business owners and n'ﬂanagers ?re not exp: e ivect
of fraud investigation, so having insurance allows them to utilise the expertise of the u'!surancel pml lost- ! fmh
inventory was destroyed in a fire and you did not have insurance - then all the asset is completely

Insurance, you would receive money from the insurer to purchase more inventory.

Separation of duties

To minimise the risk of fraud, staff members who have the authorisation power for tran'sactlons should not
have access to those assets, and also should not have access to the accounting records. This prevents me fdrom
authorising the purchase of a fancy sports car, taking delivery and then hiding the payment under a random
business expense. ; .

A Properly designed internal control system assures that at least two (if not more) people are llnvolved with rnost
transactions, The purpose of separating duties is to ensure that there is a check anc? balance in place. lrr?agme a
busy cafe. At the end of the day, the chef will place an order for fresh produce required for the nex't day's menu
The business owner will receive that order from the supplier and be required to sign as proof Of dE“VElV'Y- ThlS will
Prevent the chef from ordering excessive produce and taking some home because the owner is mom'torl.ng the
deliveries, The owner will also be required to pay the supplier for these deliveries - thus (hopefully) monitoring the
Purchases closely,

In 3 larger busyiness, such as a university, an order for a new laptop may need to be 'TEQUGSted by the Head
of the Department and approved by the Faculty Manager. A Purchasing Department will then place the order.
The loading dock staff will receive the laptop delivery and confirm in an online system that the goods have been
received, They will arrange delivery of the computer to the staff member's office. The invoice for the COmpl.JIer
Will be sent straight to accounting, who will check that the invoice matches what was ordered by Purchasu.—\g,
Someone else with the right level of authority will approve the electronic funds transfer to the computer .suppller.
In large organisations or for large transactions, two people may be required to approve the electronic funds
transfer,

The number of different steps and separations of duties will depend on the size of the business. The larger the
bUSiness, the greater the number of steps of approval and separation of duties.

The role of technology in internal controls

Technology has made the process of internal control simpler and more approachable to all businesses. There
are two reasons that the use of technology has become more prevalent. The first is the developrr?ent of more
user-friendly equipment, and the second is the reduction in costs of security resources. In t.hef past, if a coTp?:y
wanted a security system, it often had to go to an outside security firm, and the costs of providing and rnonln :Lelg
the system were prohibitive for many small businesses. Currently, security systems have F:ecome rela . y
inexpensive, businesses as well as individuals are likely to have security cameras with automatic cloud recording
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and event notification (for example motion sensor activated cameras). Popular options in Australia include Ring
and Google Nest.

In terms of the application of security resources, some businesses use surveillance cameras focused on key aress
of the business, such as the cash register and areas where a majority of work is performed. Technology also allows
businesses to use password protection on their data or systems so that employees cannot access systems and
change data without authorisation. Most business software applications allow them to set up specific security
profiles for employees that state what the staff member can and cannot do. For exam ple, a store sales person May
be able to make a sale to a customer, but cannot provide a discount greater than 15%. If a customer is attempting
to negotiate a larger discount, a manager may be required to authorise the transaction. Often refunds can only be
processed by certain staff.

Even if a business uses all of the elements of a strong system of internal controls, the system is only as good
as the oversight - remember the need to monitor the controls? As responsibilities, staffing, and even technology
change, the system of internal controls need to be constantly reviewed and refined. Internal control reviews aré
typically not conducted by inside management but by internal auditors who provide an impartial perspeCtiVe of
where controls are working and where they can be improved. If a business is large enough to require an externd
audit (for example, a publicly listed company) - the auditor will often also provide a list of control deficiencies ©f
wezknesses that the business should attempt to remedy in the future,

Importance of internal controls to government entities and
departments

internal controls apply not only to public and private businesses but also to governmental entities. OfteM: a
government controls one of the most important assets of modern times: data. Unprotected financial information
including tax data, social security, and governmental identifications, could lead to identity theft and could even
provide rogue nations access to data that could compromise the security of our country. Two factor authen(icam"
{where to log in to a system, you're required to provide a time-limited access code in addition to your username
and password, or some similar system) to access government systems is one example of additional controls N
place.

Not-for-profit organisations also have a need for internal controls

Not-for-profit (NFP) organisations have the same needs for internal control as many traditional for-profit entities
At the same time, there are unique challenges that these entities face. Based on the objectives and charters of
NFP organisations ations, in many cases, those who run the organisations are volunteers, As volunteers. |eaders
of NFPs may not have the same training background and qualifications as those in a sin:\ilar for-profit ;:,gsitio"'
Additionally, 2 volunteer leader often splits time between the organisation and a full-tim rF:er For thesé
reasons, internal controls in an NFP often are not properly implemented, and there may b eca :eat.er risk of @
deviation from an internal control. A deviation occurs when there is a departure form s(:nde Z 9 o protocol
or procedure that leads to a failure in the internal control and/or fraud Prevention process ar Cci e e
oceurs in a situation when results did not achieve predetermined goals or meet expectatio:z or systems.

Size matters

The use of internal controls differs significantly across businesses of different sizes. In tf iesses:

irplementation of internal controls can be a challenge, due to cost constrain(_;, o tLe case of small busi sty

mean that one manager or owner will have full control over the business and - , Or because a small .sta g8

of all functions has enough knowledge to keep a close €ye on all aspects of the bz':ier::sons;jAn 0":’”9[(':”:558[5
and can trac
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appropriately. In slightly larger businesses in which responsibilities are delegated to other employees, procedures
and processes need to be developed in order to ensure that assets are tracked and used properly.

When an owner cannot have full oversight and control over a business, systems of internal control need to
be developed. When an appropriate system of internal control is in place, it is interlinked to 2ll aspects of the
business's operations. An appropriate internal control system links the accounting, finance, operations, human
resources, marketing, and sales departments within a business. It is important that the management team, as
well as employees, recognise the importance of internal controls and their role in preventing losses, monitoring

performance, and planning for the future.

What happens when a control is missing?

It is critical that businesses implement internal controls, but sometimes implementation or design of controls
doesn't go to plan and you may have a gap - weakness in your internal controls system that might result in an
error or more dangerously, intentional fraud. Another possibility is that you have a control, but it doesn't operate
as it was designed - staff can work around the control, or the control might be broken. In this instance - you have
a control failure.

To minimise control weaknesses, businesses should evaluate and test their internal controls regularly. They
should also conduct their risk assessments frequently in case a new risk arises that requires a new control. For
example, pre-pandemic — Zoom allowed all participants to share screen, change their names, mute and un-mute
the microphones of other meeting attendees. Teaching online during the pandemic resulted in additional risks
associated with using Zoom like Zoom-bombing of meetings and inappropriate behaviour by students in classes.
The pandemic highlighted a risk in using Zoom, and in response, additional controls were implemented —such as
only the host can mute another participant. Hosts can control who can share screen. Even automatic recording of
all Zoom meetings might be a control.

It is critical that any business monitor its internal controls - we want to know that they are operating correctly,
but more important we want to know when some controls STOP operating correctly. Consider a bank ATM - there
are a multitude of systems and internal controls built into these machines. Of course, we want to know when
the ATM correctly dispenses cash to a customer. However, more importantly - we want to know when the bank
starts incorrectly dispensing cash! This happened in real-life where a customer discovered a glitch in an ATM and
Proceeded to withdraw US$1.6m undetected by the bank! You can read more in Business Insider.
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Designing internal controls

AMANDA WHITE

We know what internal controls are meant to do, but what process do staff within businesses follow to design
internal controls?
Thinking back to the triangle diagram of internal controls - it starts with a risk assessment.

Risk assessment

Look at the business process that you're going to develop internal controls for and think about the risks. How could
a transaction be mis-recorded? Are any assets at risk of theft? What are the opportunities for fraud? To be ableto
identify these risks, you're going to need to understand the business and the types of transactions it engages in-

My tip here is to conduct this risk assessment in separate transaction processes of the business — the 5al€s
revenue and cash receipts process/cycle; the purchasing, accounts payable and cash payments process; the wages
process. This will make it much simpler to consider the potential areas that need a control.

When conducting a risk assessment, you also need to consider the potential implication if there was an error
or fraud - conduct a cost-benefit analysis. Would a specific error or fraud have a big impact on a business and its
operations? Or a small one? Remember the example about supermarkets and how they expect some people ©©
steal smallitems? This is an example where the business has decided the cost of implementing controls to protect
every piece of inventory in a supermarket is not worth the cost.

Design of an internal control

This links back to our section Identifying common components of internal controls - should we have separat®
people doing parts of a job in a process? What tools or technology could we use?

Designing internal controls requires an understanding of the technological tools available, the risk, the business

processes and some creativity. The way to become competent at designing internal controls is to practice and
build a collection of internal controls you could draw from.

How do you build this collection though? Look around - everywhere, anywhere - internal controls are
everywhere you look.

For example, consider this envelope — how could it be used as a form of internal control?
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Consider if you had to send letters to many customers. If each customer’s letter is different, using an envelope
without a window means that you would have to write the address by hand, or print a sticker with the name and
address and affix it to the envelope. The risk here is that you might put the wrong sticker on the envelope and a

customer might not receive the correct letter.

A window-faced envelope, however allows you to print the name and address on the letter and then fold the

letter to have the address appear in the window - reducing any risk of mis-direction of mail.

Lentonwendh Eonk of Australia b /
ABNAY 123125 121
st ot hcarnon ZA94,

MR JOHN CITIZEN
10 SAMPLE STREET
SUBURBIA NSW 2000

=

; Opening balance at 21 Sep

§ New transactions and charges

% Payments/refunds

,EE Closing balance at 22 Oct
Main hatance
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§3,668.26
$67.38

-$150.00
$3,685.64
§1.212.77

Low Fee Gold Mastercard”
0000 0000 0000 0000
Pagatel2

Statement Period 21 Sep 2018 - 22 Oct 2018

Credit imit $6,000.00
Available credit $2,414.36
Lock, Block, Limit* controls* @of)
Your payment options

Piry one of the folloving options by dua dato

1. Main balance plus $1,591.06

instaiment/s

2. Instalment payment $403.29
| 3. Minimum payment $71.00
Doumant dia hu 3w 1R Nau 2N



b

dam/commbank-assets/credibca,dsl
20]9.03/sample-statement Dt

i age in onli
f public transport pay your bills, engag . ine shoppin
he supermarket, catc p,'fy them by simply thinking about business processeg v,
Idf:t‘ pecoming Neo in The Matrix - once you can understang
it like

JWWW. commbank.com-a u/content/

Source: Commbank website ~ https

As you go to the movies, t o
— internal controls are everywhere and )fo‘ -
whether something may be a control (it is

g ere! o rroad 3
controls, you'll see them everywh t' Understand the risk you want ©0 minimise and figure out howyq,
you have to on components that we've previously discussed 5

internal
So to design an internal control = e
can PREVENT or DETECT it. You can design i

well as your own imagination.

t using the comm

Example - Tiny Holidays

Remember our example case Tiny Holidays owned by Hazel Nguyen? The business offers .short term rentals of tiny
homes on rural properties. There is a risk that customers may steal items from the holiday rental that they are

staying in. What sort of controls might Hazel implement?

1. Some items may be securely affixed - for example, a TV might be wall mounted and plugs and cables hidden

out of sight.
For movable items like plates and cutlery - the welcome packet might include a list of all these items and

clearly state any missing items will be charged to the customer's credit card.

IN]

This is an example of controls related to the general business. But what about controls related to accounting? For
example, Hazel has an employee Anna who does the cleaning of the properties after customers have gone home.
Anna has access to the company credit card to purchase supplies, What sort of controls might Hazel put in place
to minimise the risk of mis-use of the credit card? Some examples include:

1. Setting up alerts to her mobile phone banking app every time the card is used.
Requiring Anna to provide receipts for every transaction - an invoice or receipt from the store as well as the
credit card slip.

3. Hazel conducts a reconciliation at the end of each month - matching each credit card transaction to a

receipt provided by Anna or her own receipts for transactions she has engaged in

187

Desngnlnﬂ internil fﬂﬂ”ili



Internal controls over cash

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Why managing cash is important

Cash is the lifeblood of any business - without receiving cash from sales, a business would not be able to pay their
suppliers or employees. Therefore, one area where businesses should have strong internal controls is around the
handling of cash — both coming into the business and going out.

How businesses manage cash

There are many types of internal controls that a business may implement to protect cash including:

1. Payments for goods and services can only be made electronically - this stops employees from stealing
physical cash - it can be much harder to steal cash electronically from a bank account.

2. Cash registers —that record all transactions, Electronic Funds Transfer (EFT) payments by debit or credit card,
and physical cash transactions.

3. Security cameras - that are placed over areas where cash is handled in a business - such as the register and
in a back office.

4. Regular checks of the bank statements by owners of the business to identify any transactions that look
unusual or potentially fraudulent.

In almost all accounting textbooks, you'll find two other internal controls around cash - the use of a petty cash
fund and the creation of a bank reconciliation. Both of these controls are falling out of use as businesses move
away from physical cash and electronic funds transfers are becoming instantaneous with improvements in the
banking system. You may have seen OSKO as a payment option within your online banking - itis an instant funds
transfer - no need to wait 2-3 days for the funds to transfer between institutions. There are also improvements
such as PaylD which allows you to use a mobile phone number, email address or ABN to transfer funds instead of
the BSB and Account number.

The original form of electronic transfer to businesses was via BPay - a method that took days and transactions
had to be submitted by certain processing cut-off times. OSKO is being increasingly used because transfers occur

within minutes at any time of the day or night.

Applying internal controls to the handling of cash in a business -
both receipts from customers and payments

i i anisations like supermarket
Cash can be a major part of many business operations. When it comes to large org u p :

i i tlets like McDonalds and KFC, millions of dollars in cash
chains such as Woolworths, Coles and Aldi, or fast food outlets o e e
can change hands within a matter of minutes, and it can pass through the hands of thousan 5: bD )

£ 1
Spread across many stores. Internal controls ensure that all of this cash reaches the bank account o the business
entity. What are some of these controls? P
The first control is monitoring. Not only are cameras strategically placed lhroughouththe szohre g p ;
ontrol is 8 5 es hands, such as
shoplifting and crime by customers, but cameras aré also located over all areas whe;e;:sh T ang s
Srime . i . This close monitori
over every h o yTh se cameras may be monitored and footage Is recorde g
cash register. The
IUmore diffi i h to occur. ; i here are likely to be
© ificultfor misuse of 22 cash - cash is the area in any business where ti ‘ ly
The second control is around the access t0 b, Within a supermarket, each employee has his, her or their
More controls because it is easy to steal physical cash:




own cash drawer with a set amount of cash. At any time, any employee can reconcile the sales recorded within the
system to the cash balance that should be in the drawer. This reconciliation or “closing out” process is often done
at the end of every shift. If access to the drawer is restricted to one employee, that employee is responsible when
cash is missing. If one specific employee is consistently short on cash, the company can investigate and monitor
the employee closely to determine if the shortages are due to theft or if they are accidental, such as if they resulted
from errors in counting change.

A third control implemented in many businesses is the use of electronic payments through debit cards, credit
cards and Apple and Android pay. Using electronic payment methods, no physical cash is ever handled by the
employee and this significantly reduces the risk of employee theft of cash. It also reduces the risk of accidentally
giving customers the wrong change, because the electronic payment is always for the correct amount.

Technology plays a major role in the maintenance of internal controls, but other principles are also important
If an employee makes a mistake involving cash, such as making an error in a transaction on a cash register, the
employee who made the mistake typically cannot correct the mistake. In most cases, a manager must review
the mistake and clear it before any adjustments are made. These changes are logged 'to ensurs that managers
are not clearing mistakes for specific employees in a pattern that could signify collusion, which is considered t©
be a private cooperation or agreement primarily for a deceitful, illegal, or immoral cause' or purpose. Duties aré
also separated to count cash on hand and ensure records are accurate, Often, at the end of tf\ ph‘ft .a manager
or employee other than the person responsible for the cash is responsible for counting cash - ?1 lnc’j within the
cash drawer. For example, at a supermarket, it is common for an employee who has beegn ch En a bt
for a shift to then count the money in the register and prepare a document Broviding h ecking ouf e st
This is compared to the point of sale system that records exactly how much cash shoulc?b e cour;wts °_r ter. Storé
managers will compare counts of cash registers to sale systems and investigate any discree in e-ac register.

The ultimate goal is to determine if the cash and credit/debit card transactions . thepahmeg ol
shift. For example, if the shift's register had sales of $800, then the documentation of amountq - h plus
electronic credit/debit card payments should also add up to $800. sonntad phsicalicisi

Will we ever go entirely cash-less?

In countries like the USA, cash and cheques (which they call “checks” in the US spelli ill widel used-
Here in Australia, it is virtually impossible to find a bank or financial institution thatng)rfare still wi tes)(,v;th s
traditional chequebook. COVID-19 has seen an immense speed up in the T o Fzrs accourz >
in Australia - there was the fear COVID-19 could be spread in our plastic notes and coins ;:D:u: Dayrr;en 'orts i
ATM usage has been declining since 2008, and coupled with more competition in the e[é t au_ (2021) reIDts et
- the fees merchants pay for electronic transactions has lowered and become more tran ctronic paymenjs[ -
fees for credit/debit card transactions meant that many businesses didn't offer credit carzpafrent. In the‘ Dr:s L‘mder
€20, Now these fees are a common cost of doing business and consumers have e s for transactio -
that accept electronic payments for even the smallest of items. own a preference for busine®

It is forecasted that 98% of Australia’s transactions will be cash-less by 2024,

Also leading the way on a cash-less society is China. In my own travels there in 2019 (on a t ith UTS) - was
wandering the streets looking for breakfast. | found a stall that had a long line and | °'deredz r.tp wn:w' diee
| tried to hand over money to pay - the old lady who ran the stall kept Pointing to a QR ¢ dYqust pongh tg'ay o
the end - someone in the line who understood English took my money and paid fo ode for WeCha .P =
their WeChat wallet payment app. r my breakfast and theirs U
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I'had taken out plenty of cash to spend in China, not realising that most payments were electronic. In many
Places, credit cards like my American Express and Mastercard were not accepted, only WeChat Pay and Alipay.
Thank goodness our UTS Beijing office staff were travelling with us to take care of paying for lunches, snacks and
drinks! Banks in China are also starting to go fully electronic, with news that some smaller banks will no longer
dealin bank notes and coins.

With the move to a more cash-less society - the questions around controls shift towards who has access to the
bank account? How many people are required to authorise bank transactions? What about cards attached to that
bank account? | regularly give my eldest son who is 9 years old, my credit card to order our hot dogs and fries at
Costco while I'm waiting in line to pay - so imagine if a business had a debit or credit card that staff could access!
How does a business ensure that the card is used for only valid and appropriate business-related transactions?

Regardless of whether our transactions are using physical cash or electronic cash - internal controls over cash

still need to be strong.

Other methods to control cash

Petty cash

Prior to electronic funds transfers, to try and minimise employees stealing cash, businesses often had an internal
control that required all payments to be made by cheque. If you've never heard of a cheque, that's quite alright.
Australian financial institutions have been phasing out cheques for the last decade.

Acheque is essentially a pre-numbered slip of paper that allows the owner of the account to authorise transfer
of funds to the recipient of said physical paper slip. It would take banks anywhere from 3 to 10 days to process the
funds transfer from a chegue.

Butif you're a cafe and you run out of avocados - you don't want to have to write a cheque to give to the local
fruit ang vegetable store for avocados (even more critical - Australian businesses don't accept payment by cheque
becayse it is very easy to create fraudulent cheques!). So instead, you have a small amount of cash (typically in a
Small metal box called a petty cash tin) that you give to a staff member to buy these items. They bring back the
'€Ceipt and any change. At the end of the week - you check how much physical cash is left in the petty cash tin,
a3dd in the value of the receipts - and it should match the cash you put in there originally.

I conducted a survey of small businesses around my area - cafes, a dance school, local restaurants — not one
business used petty cash tins any more! They are being phased out of existence as our cash becomes more of an

Slectronic iter instead of a physical item.
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What are businesses doing instead?

Businesses are likely to give staff cash out of the cash register, and then use the cash register system (which is
often linked to the point of sale system and accounting system) to record that supplies were purchased with cash
and attach a digital photo of the receipt.

Another alternative is a business debit or credit card that has a maximum spend limit that the employee can
use at a local supplier - tap and go —and return the receipt to the business owner or manager. The receipt is then
input into the accounting system as an expense.

h!t is important to evolve our business processes and internal controls as the environment around the business
changes.

Bank reconciliations

The bank is a very important partner to all businesses. The bank provides somewhere for busi tore their
cash, and it processes electronic transactions — whether that be payments by customer: Usmeszesdto . venue)
using debit or credit cards, or the business paying its suppliers. A business m Srs iscardec == r? Kk
and make regular repayments on that loan. ay also take out a loan from its ban
Banl accounts for businesses can involve thousands of transactions per month, Most i i tralia
now happen within minutes, with some taking one or two days. Mess wransations In £33
A bank reconciliation (or 'bank rec' as the accountants say) is an internal control that h i are
the transactions it has recorded for their cash account in their accounting records, wih :\S b bUS"?eSS c:m:ank
has recorded. There may be some discrepancies. For example, your bank may Ch’ar ith the transactions tkee .
fee that you haven't recorded as an outflow of cash. Or you receive interest on a savi il e[ tfeen
recorded as an inflow of cash. In some circumstances, an electronic funds trans.ferrlgs 2ccount that hae cord
the outflow of cash in your records, but it takes some days for the bank to withdra S e
o the intended recipient. HhE e B MR
Bank reconciliations are a more critical control in countries that still have a high i s like
in North America. They are still an important control here in Australia, but there agr]e 1”533‘? o phys"‘:al Cheque” the
accounting records and the bank's records of transactions because we have a rnoess i e ek ic
funds transfer systern. ré highly developes el
The bank reconciliation is prepared by the business's accountant (not the bank : ually
monthly for large businesses with high transaction volumes, sometimes quartn |) in 2 tegiic baéis - For
tho§e businesses using a cloud-based software such as Xero, a bank reconciliaet::’n - Sn:”er busmczsf)? the
business owngr ~ no accountant needed! (If you're curious - you can see how ea Trl‘ ; C°”du‘5te‘he bank
ation_in_Xero) Once a business has identified transactions that are re:z d dS t_° QQQQUCLI '_;st of
transactions, but not their accounting records - they are then recorded. rded in the banic®
In Accounting and Accountability we will not be going through the detailed a bank
recor..cxlianon. as we don't believe it is necessary at this introductory level of accountpnrociiSS . COﬁdUC" e goingd
for a job as an accountant in a business - this is the first thing you should brush up oul, g. However, if you're 9

ret
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In summary about internal controls and
fraud

To protect the equity of shareholders and owners, it is critical that businesses implement internal controls over
their processes. Businesses should evaluate their control environment and conduct a regular risk assessments
so that they understand where controls need to be implemented. Once implemented, these charged with
governance should monitor these internal controls because any break down or circumvention of controls
Increases the risk of fraud.

As part of the risk assessment process, businesses do need to consider the risk of fraud, as well as the risk of
accidental error in recording business transactions. To evaluate the risk of fraud, those charged with governance
need to evaluate the incentives/pressures faced by employees to engage in fraud, opportunities caused by gzps in
internal controls or break downs in control activities and the attitudes of employees towards fraud. The attitudes
of employees towards fraud will likely be evident your evaluation of the control environment. Gaps in internal
controls may become evident when conducting your risk assessment or from monitoring for failures of controls,
Itcan be hard to identify external pressures faced by employees - but incentives (such as those related to pay and
performance) are easily evaluated and modified by the business to minimise the risk of fraud.

Regardless of whether you want to be an accountant, whatever your role in a business - you will likely have a
role to play in internal controls - whether that be evaluating risk, designing a control or implementing a control as
Part of a process. Therefore an understanding of internal controls and fraud is critical for any career in business.
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CHAPTER 5: CREATING FINANCIAL REPORTS
FOR EXTERNAL USERS

Now that we have a basic understanding around the recording of transactions - in this chapter, we will learn how
to construct financial reports for external users. However, before we get to the final output of financial statements,
there are some other things we need to learn along the way.

In this chapter, we will learn how to

Incorporate opening balances into transaction recording

Creating a profit and loss statement

. Creating a statement of changes in equity

Creating a balance sheet

Understand a statement of cash flows

Understanding financial reporting requirements in Australia for different types of businesses

;o S W N
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Incorporate opening balances into
transaction recording

AMANDA WHITE

In recording transactions, it is entirely possible to end up with unusual balances like negative cash or negativé
liabilities balances after processing transactions. A business may have a month where there is more expenditure
than revenue. But does that mean the business is in financial difficulty?

Without any idea of the context for transactions - it is impossible for us to know the real financial health of 2
business. Opening balances for accounts like cash, inventory, liabilities and equity help provide context for the
transactions that we are observing in a business.

The question then becomes, how do we get opening balances? Where do they come from and how do we
incorporate them?

Opening balances

The opening balance of any set of accounts is the state of the accounting equation at the beginning of the period:
The period could be the month, the quarter or the year. So the opening balance is where we start before anY
transactions are recorded.

Opening balances are stored in an accounting system for its assets, liabilities and equity. Where do they come
from? The opening balances for one period, are the closing balances from the previous period. For example =
consider an Australian company with a 30 June end of financial year. The closing balances are the values for assets
liabllities and equity at the 30th of June. The next financial year starts on the 1st of July - the opening balances on
the 1st of July are the closing balances from the 30th of June,

There should be no difference between the closing balance of one financial year and the opening balance of the
next financial year. The numbers should be exactly the same.

We know that revenues and expenses are contained WITHIN equity - however, their balances do not forward
when we close a financial period at the end, before the new one starts. This is because the revenues and expensés
are transactions, rather than a permanent asset, liability or equity. At the end of each period, we take the net
value of revenue less expenses and that amount becomes part of a new account called “Retained earnings'» that
forms part of equity. We will dig into this more in other sections of this chapter. But for now, all you need t©
remember is that every asset (cash, inventory, equipment, accounts receivable etc), liability (accounts Pﬁ'yable'
unearned revenue, bank loans etc) and equity (share capital and the new account I've just introduced called
retained earnings) will have an opening balance.

Incorporating opening balances into transaction recording

To incorporate an opening balance - all that is required in any accounting transaction spreadsheet or table is 1€
add one additional line - in the table below, it is the text in blue. This is the balance of cash, accounts receivable®
equipment, accounts payable, unearned revenue and share equity from the last day of the prior financial period.
These balances are then carried forward to become the opening balance for this reporting period.

To calculate the closing balance for the reporting period - we add the opening balance to the transactions:

Inc ¢ 5
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Assets Liabilities

Cash Accounts Equipment Accounts Unearned Share equity Dividends Revenues Expenses
Recelvable Payable Revenue
gp;:i,; 15,000 2,000 5,500 2,000 2,000 18,500
1 +20,000 420,000
2 +3,500 +3,500
3 +4,000 +4,000
4 +5,500 +5,500
5 -300 -300
6 -100 -100
Total 23600 +5,500 3500 3500 +4,000 +20,000 —100 +«5500 323
New
total 38,600 7,500 9,000 5,500 6,000 35,500 -100 5,500 -300

Creating a trial balance

Once we've incorporated the opening balance for each account that we use when recording transactions -
accountants create something called a Trial Balance (often called a ‘TB' in the accounting/business world). The
accounting equation spreadsheet above has been re-formatted to create a trial balance as shown below. In the
Next section, we will learn how to use the trial balance to create three of the financial statements.

The trial balance contains the closing balance for every single account used by the company — whether it be
3 Permanent account like an asset, liability or equity, or a temporary holding account like revenues, expenses
or dividends, When accountants construct a set of financial statements for a client (if their accounting software

doesn't already do so) - the first thing they will ask for is the trial balance.

Account.name Balance

Cash

Accounts Receivable 7,500
Equipment 9,000
Accounts Payable 5,500
Unearned Revenue 6,000

Share equity 35,500

Dividends -100
5,500

-300

Revenue

Expenses
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Creating a profit and loss statement

AMANDA WHITE

Back in Chapter 2, we discussed the four financial statements. The table from that chapter is replicated below. It
shows what the Australian accounting standards require from businesses in terms of their financial statements.

” Financial statement name from AASB .
# Common names (if applicable) Plain English description
Statement of profit and loss and other Eichitandilossistatemant A summary of the revenues and

expenses of a business over the

comprehensive income for the period
financial period (usually a year)

Income statement

A snapshot of the assets, liabilities
and equities of the business ata
specific date in time.

2 Statement of financial position Balance Sheet

- : Asummary of the change in the
3 Statement of changes in equity value of equity in the business.
Equity is essentially the value ©!
the business after debts are paid-

A summary of the cash coming
Statement of cash flows into and going out of the business
over the financial period (usually
year).

S

In this section, we will examine how to construct the “Statement of profit and loss and other comprehensivé
income for the period” - but let's simplify things and call it the Profit and Loss Statement. (or P&L if we are goind
even shorter!). We create this statement first - we can't create any of the others without knowing how much profit
or loss the business made. As you work through this chapter, you'll notice that we do not create the financtal
statements in the same order as the table above! You start with #1, then #3, followed by #2 and finally #4.

What is the profit and loss statement?

You may have figured out by now that Revenues minus Expenses will give you Profit. Alternatively, if Expenses 3¢
larger than Revenues, you will have a Loss. This is demonstrated in the table below. g

Scenariol Scenario 2
Revenie $1,500 $2,000
Expenses ~-$500 ~-$2,500
+ $1,000 [PROFIT] -$500 [LOSS]

This represents a business' financial performance over a specific period of time., That period of time could be 2
month, a quarter, 6 months or a full year. In Australia, the financial year for most businesses is 1 July to 30 Juné:
Accrual accounting, the revenue recognition principle and the matching principle all come together in the profit
and loss staterment.

Creating the profit and loss statement

For those who really want to geek out on how to present the financial statement
" D i i e
Australian Accounting Standards Board's requirements in AASB101 Presentation of :

e
you can check out th

inancial Statements. Warning
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~ it is pretty hard to read for the average introductory student. If that doesn't sound like your jam, skip it and read
on!

To create our profit and loss statement, we need our Trial Balance. To better illustrate how to do this - we've
expanded the previous Trial Balance to include some additional accounts that will allow us to create a more
realistic set of financial statements. The Trial Balance lists the accounts in the order of Assets, Liabilities, Equity,
Revenues and Expenses and is for a specific period.

This trial balance below is for the fictional business Saanvi's Chic Celebrations (scc)
in the booming area of high end fashion for south asian weddings. This includes events like Mehendi and Sangeet
ceremonies. The Mehendi is where henna is applied to the bride and other female members of the wedding party
and the Sangeet is a music night that involves singing and dancing. The company is 3 small private business -
so we will denote this with the words Pty Ltd after the company name. Public companies (those listed on the
stock exchange) are denoted by the words Ltd after the company name. For example Woolworths Ltd, Qantas
Airways Ltd. The Trial Balance captures everything from 1July 2021 to 30 June 2022. It is important that we st‘art
adding information about the financial period because soon we'll be starting to compare financial information
from various periods (months or years) - so they need to be clearly labelled.

- a business that specialises

Trial balance for Saanvi's Chic Celebrations Pty Ltd
for the period 1July 2021 to 30 June 2022
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AASB 101 provides guidance to most Australian businesses on how to construct the profit and loss statement.
Essentially the structure is as follows:
Company Name
Profit and Loss Statement for the Period Ending 30 June 202X
Revenue
Less Cost of Sales
= GROSS PROFIT
Less expenses:
Administrative expenses
Interest expense
= Net profit before tax (NPBT)
Less income tax
= Net profit after tax (NPAT)

—

You may have heard the term EBITDA in the financial‘ pres: § Dasieeiation snd
Interest, Tax, Depreciation and Amortisation. We haven't yet covere ise the use of non-current
Amortisation in detail - but in essence, they are expenses to recohgnSSSiness
tangible and intangible assets to generate revenue or value for the -

s. It stands for Earnings Before

i ement - it would look like this:
Taking our Trial Balance from above - if we wanted to create a profit and loss stat

i's Chi i td
Profit and Loss Statement for Saanvi’s Chic Celebrations Pty L

For the period ending 30 June 2022

Revenue 18,000
Less Cost of (5,500)
sales

Gross profit 12,500

Less expenses

Marketing (2.500)
expense
Rent expense (3,500)
Wages (2,800)
expense
Utilities 01200)
expense
Net profit before 2,500
tax

isisi i convention because it is
You may notice that negative numbers are denoted by a bracket - this is international

: i 00) has more clarity.
Possible that the small negative symbol e.g. -$5000 might be missed - whereas ($5000)
Analysing the profit and loss statement

i i but with what we know now, we
In Chapter 6 we will go into more detail about analysing the fmanc@lftatér:::éj.a e
€an see that SSC makes both a gross profit and a net profit - all positive sig
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Where to next?

The profit and loss statement is the first statement that we must create in the financial statements because it
provides us with the profit (or loss) that the business has earned over the financial period (whether it be a month,
quarter, 6 months or one year). Who does this profit (or loss) belong to? It belongs to the owners of the business -
the shareholders. So we need a way to incorporate this profit (or loss) into their holdings or ownership of the firm.
In accounting, we incorporate our profits (or losses) into an account called Retained Earnings - this will contain a
sum of the all the profits and losses of the business over its lifetime. Hence our next financial statement that we
will need to create is the Statement of Changes in Equity.

. |
Creating a profit and loss statement |



Creating a statement of changes in equity

AMANDA WHITE

i ity? (SoCiE)
What is the Statement of Changes in Equity? (

i lated to equity, to
i any transactions rel ;
iE i iliation between the opening balance of Equity and dir}: of the:aceounting equation that
The SoCiE is a reconcnhatlor; e Lity. We slready know from our understanding
Provide the closing balance for equity.
transactions related to equity include

Issuing shares to shareholders ' of eath oF masieEhares)
Payments of dividends to shareholders (in the form

ers of the

i to shareholders/own:

y hnically belong : e

riod does e h period. So where do pi S

: oss) from the pe e cf eache .

e oo o éor I )Se il g ges into an account called retained
‘ expen ol :

e Bt bt Z transferred from revenues and exp B e roveries minue expeneon) o

i ar : : .
- kR e ey is exactly as it describes - it retains the
farnings, The account's purpose is

A bus n r r reinvest in th m 1g the cas
‘ €ss can h in the fi by usi g h
‘ ' et S T rnings to reward sha eholders or rel
i I i ings to
J se its retained earni

i i ting in
; uipment or inves
. urchasing new eq
i This could be p!
7 the business.
Senerated by those earnings to grow
Product development.

i it
Creating a Statement of Changes in Equity

busine ¢ Celebratior = ni in | value of the
ar C i i crease in the overal
a C lebrations (SCC) - the profit of $2500 is a xr: :
Ifwe think a bout Saanvi's Chic Celebr ) ing it to retained earnings.
siness (the business's Equity) and we record this by adding i

r ement for Saanvi's c ebrations Pty Ltd
P d Loss Stat t for S vi's Chic Celebrat:i
ofit and Lo

For the period ending 30 June 2022

18,000
o (5.500)
Less Cost of
o 12,500
Gross profit

Less expenses

(2.500)
Marke:ing
expense (3500)
Rent expense (2,800)
Wages
expense (1,200)
Utilities
expense 2,500
Net profit before
tax

i d with no
i i hat the business starte
hanges in Equity looks like this (assuming t
Therefore the SCC Statement of Change
€quity):
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statement of Changes in Equity for Saanvi's Chic Celebrations Pty Ltd

For the period ending 30 June 2022

Opening balance for Equity at 1July 2021 )
Retained earnings o
Add Profits 2500
Add Issue of share capital/equity 56,000
Less Dividends (2,000)
Closing balance for Equity at 30 June 2022 50,500

Why prepare the SoCiE as the second financial statement? It is because the closing balance for Equity is required
to create the Balance Sheet.

Note about complications in the SoCiE

f you look at the financial statements for any publicly listed firm, you will notice that their Statements of Changes
in Equity look a LOT more complex that what we've described above. You'll likely see transactions related ©
purchasing back shares from shareholders and transfers from profits into accounts called Reserves. A reserve is an
account where the business can transfer funds from Retained Earnings into a reserve for a specific future purposé:

What happens if the business's Retained Earnings goes into the negative? That is, past profits acc:urnulated
are wiped out by significant losses? During the COVIDIS pandemic, this occurred to'many large publicly listed
companies, including Qantas Airways Ltd. It is recorded on the Balance Sheet as “Accumulated Losses” (you €2"
check this out for yourself in the Qantas 2021 annual financial statements on page 68).
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Creating a balance sheet

AMANDA WHITE

What is the Balance Sheet?

According to our accounting standards - our balance sheet is technically called a Statement of Financial Position.
Why? This is because it shows the position of the company at a single point in time - a snapshot of the balances
of our assets, liabilities and equity (hence the more understandable name of Balance Sheet!). The Profit and Loss
Statement shows us the accumulation of transactions over a period of time (such as a year) and we know that
those transactions impact our assets, liabilities and equity.

Do people call it the Statement of Financial Position in every day business life? Not really -
media publications like the Australian Financial Review or watch financial journalists David Chau or Alan Kohler

on the ABC - you'll notice they don't use this term at all, Instead they use the more common term “Balance Sheet”
ome an accountant, you will use the

if you read business

and that is what we will use in this textbook. Of course, if you wish to bec
terms Statement of Financial Performance (the P&L statement) and Statement of Financial Position (the Balance

Sheet) when preparing these documents, but in daily conversation with your colleagues, you are likely to use the

shorthand term Balance Sheet.

Constructing the balance sheet

Around the world, international accounting standards mean that balances sheets look the same everywhere! This
allows us to compare various businesses - a handy tool if you're deciding where to invest. It also allows businesses
1o compare themselves against each other — who holds more inventory? Who has a large amount of cash?

104 | Creating a balance sheet



Anba |e30L
(sasso| paie|nuwiNdDy J0) sBuluies paulelsy
59A1852Y

jeuded aieys

ALIND3

qel| je10) - $1255€ [e101) S13SSV L3N

sanijiqey] j=30L
sangel 3U3LINI-UoN
sanIgel| usund

sALNEVI

s)9s5€ |e30L
519552 1USHIND-UON
S135S8 JuUaLnD

SI358Y

TZOZ 2unc Qg je se
199Ys asuejeg
P17 Auedwo) ajdwes




Now let’s construct the balance sheet for Saanvi's business that we encountered in the previous section. First we
need to go back to the trial balance for SCC and check off the accounts that we have already used. I've placed a
green tick symbol next to the accounts we've already utilised in another financial statement. You can't use an item
from the trial balance in more than one financial statement - otherwise you may double count or double report
and potentially overstate or understate the business's financial position or performance.

Trial balance for Saanvi's Chic Celebrations Pty Ltd
for the period 1July 2021 to 30 June 2022

10 .
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e .

I've placed a green tick on all of the accounts that we've already used. Now we have to construct our balance sheet !
‘using the remaining items.




Saanvi's Chi
Balance

as at 30 June—zﬁ___/,/—\

FUR

ASSETS
Current a2ssets

Cash

Accounts receivable

c Celebrations
Sheet

Lo e |
e e

8,000

13,000

8,500

L ——— S
Nen-current assets
property plant and equipment 35,000
Non-current assets 80,000
Total assets 146,500
LIABILITIES
Current liabilities
Accounts payable 18,000
Unearned revenue 10,000
Wages payable 3000
Non-current liabilities
L Bank loan 65000
I,Total liabilities
[ 96,000
’ NET ASSETS
50,500
l EQUITY
Share capital /{
50,000
: =
Retaine A
Accumulated losses)
500

Creating a balance sheet




G

50,500

TOTAL EQUITY

Notice that our share capital is taken from our Statement of Changes in Equity, and our Retained earnings i
net profit ($2,500) less the dividends paid to shareholders ($2,000). :

should we be matching Net Assets to Equity? Or Assets to Liabilities
plus Equity?

The accounting equation is phrased:
Assets = Liabilities + Equity

And we've been using this format in recording our transactions in Excel. However, upon review of many
Australian listed firms you'll see they report Net Assets (Assets minus Liabilities) and Total Equity. They are still
presenting the accounting equation but in a different way - re-arranging the components of accounting equation
using simple alegbra.

What should you do? In this textbook we will follow the Australian reporting convention of Assets, Liabilities,
then Net Assets and Total Equity.

T
10 | Creating a balance sheet




nderstanding the statement of cash
OWS

ANDA WHITE

Vhat is the Statement of Cash Flows?

he statement of cash flows is a much more complicated financial statement to prepare. While the paL Cont\;:;
he summary of business transactions recorded using the accrual method - we know that cash is not 2!
evchanged in transactions. For example, you Purchase items from a supplier and you'll pay in 60 days- nde
However real cash is required from your customers to be able to pay your suppliers, employees andany ¢ 5
you might have. It is possible that a business May appear to have profits, but actually not have sufficient C:
pay their debts, If this is the case - the business has a Going Concern issue - they may be trading while INSO
~that is, insufficient cash to meet their obligations.

In essence, the statement of cash flows shoWs the cash inflows and outflows in 3 main categories:

1. Cash flow from operations (daily business)
2. Cash flow from investing activities (such as purchasing a new machine for the factory)

3. Cash flow from financing activities (such as inflows of cash from new shareholders or loans. Paymg
dividends or loan repayments)

. S\Jt
You take the opening balance of cash (tne Palance at the beginning of the financial period), then o o
the flows from the three main categories 2Nd that will give you the closing balance of cash. This closing
should match the value of Cash that you N3V recorded in your Balance Sheet.

How to construct a StateMent of Cash Flows

In Accounting and Accountability, we WON't be covering this as part of the introductory content 3% i

" ] c
some components of more advanced 26°°UNUNG We haven't yet encountered. The follow on textbook: e
Business and Society will include this information,

For now - it is sufficient to understan® "Wt the Statement of Cash Flows is and the general construct
without being able to actually create one.

Understanding the statement o



Understanding financial reporting
requirements in Australia for different

types of businesses

AMANDA WHITE

We now have an understanding of the four financial statements and we know how to construct three of them. Do

all businesses have to produce these reports? What are their legal obgliations?
Depending on the size and structure of your business, there are varying reporting requirements in Australia. The

table below provides a summary:

. Submit financial Have financial
Business t e Keep accounting statements to g
ype Liability s Fegulotor statements audited
Sole trader
‘ Unlimited liability -
Business owned and any debts of the Yes - for 5 years No No
Operated b i business are debts of
Y a single
Person the owner
P 3
artnership Unlimited liability - "
BUsinece debt incurred by any —for Syears No ©
= rs:nes& owed by two | one partner is owed by fe=gictay
ore people all partners
y Lid)
Limited liability - debts No At the request of
Incorporated entity of the business belong | Yes—for 7 years shareholders
OWned [y to the business alone
shareholders
Public Company (Ltd)
Incorporated eny
entity Limited liability - debts
o
s:;':zﬁ tl)y of the business belong | Yes~for 7 years Yes Yes
shar olders and to the business alone
©s are traded on a
Public exchange

Sole traders and partnerships are not governed by Australia's main market regulator — the Australian Securities
angd Investment Commission (ASIC). They are fast and easy to set up, and dissolve, but there are significant risks

re| TR
3ted to liability in both business structures. ) ) ) )
Just because the sole trader, partnerships and proprietary companies are not required to prepare financial
Statements to the regulator, doesn't mean that they don't use them. Our financial statements are critical pieces
of l-”fOI'r‘nation that help businesses of all sizes make decisions — that could be related to customers, suppliers,

Emp'WESS, investment or any other multitude of business-related decisions A
Asty at the University of South Australia published in 2018 found that 14% of small to medium enterprises
faileg because they did not understand finance and accounting. A basic understanding of the fundamentals of

a P )
cCounting is critical no matter what your business-related career path.may be. . _
Companies are incorporated entities under the governance and oversight of ASIC. The increased legal protection

3fforded to companies means that it does take more time, paperwork and cost to set up these business structures.
The biggest legal protection provided to companies is that they have limited liability ~ the business exists as a
§eparate entity and any debts that are incurred by the business belong to the business - shareholders arg not
liable if the business goes under and there are debts left unpaid. In a sole trader or partnership, the business
OWners are liable - meaning that a lender may take possession of an owner's family home or other assets to pay

OUtstanding depts,

; i types of businesses
n2 Understanding financial reporting requirements in Australia for different type:



Shareholders of public companies

Shareholders of public entities are required to be provided with financial statements every six months in the
format of 2 half-year set of statements and a full year set of statements, They must comply with the AASB rules
related to how to account for various transactions as well as the layout or format of the information (which is
what we've learned in this chapter). The Corporations Act 0f 200] sets out these requirements including that these
companies must have their annual financial statements audited - that is, whether the economic reality depicted
by the business in their four financial statements is a true and fair view.

The use of standardised financial statements (not just in Australia but around the world, everywhere except
North Korea and the USA) allows shareholders to then compare companies and make decisions about how they
are going to allocate their scarce resources (investment funds) across various businesses.

In the next chapter, we will be learning how to conduct this analysis to analyse the performance of a single firm
within @ year and over time, and also how to compare firms within a specific year and also over time.

Understanding fi i i :
g financial reporting requirements in Australia for different types of businesses | 3
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CHAPTER 6: ANALYSING FINANCIAL
REPORTS

In this chapter, we will explore how users of financial statements can analyse that information to gain insights into
the business Specifically, we will cover:

1. What is financial statement analysis and why is it used
2, How to conduct horizontal and vertical analysis

3. How to conduct ratio analysis

4 Understand what our analysis can be compared to

Listen to the audiobook for this chapter on Soundcloud - Chapter 6 audiobook [37 minutes] (opens link in new
tab) M.
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Financial statement analysis

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

What is financial statement analysis and why perform it?

Financial statement analysis reviews financial information found on financial statements to make informed
decisions about the business. The income statement, statement of changes to equity, balance sheet, and
statement of cash flows, among other financial information, can be analysed. The information obtained from
this analysis can benefit decision-making for internal and external stakeholders and can give a business valuable
information on overall performance and specific areas for improvement. The analysis can help them with
budgeting, deciding where to cut costs, how to increase revenues, and future capital investments opportunities

When considering the outcomes from analysis, it is important for a business to understand that data produced
needs to be compared to others within industry and close competitors. The business should also consider their
past experience and how it corresponds to current and future performance expectations. Three common analysis
tools are used for decision-making; horizontal analysis, vertical analysis, and financial ratios.

For our discussion of financial statement analysis, we will use Mistborn Trading. Mistborn Trading is @ business
that sells a variety of products related to steam punk fancy dress, The figure below shows the Comparative paL/
Income Statements and Balance Sheets for Mistborn Trading last 2 years of operations.

Mistborn Trading Mistborn Trading
Comparative year-end P&L Comparative year-end Balance Sheets
Prior year Sumrpat Prior year Gt
year year
Revenue 100,000 120,000 Assets
Cost of sales 50,000 60,000 Current assets
Gross proft 50000 60,000 Cash 90,000 110000
Accounts receivable 20,000 30,000
Rent expense 5,000 5,500 Inventory 35,000 40,000
Depreciation expense 2,500 3,600 Non-current assets
Wapges expense 3,000 5,400 Property plant and equipment 40,000 50,000
Utilities expense 1500 2,500 Land 15000 2009
Net profit 38,000 43,000 Total assets 300,000 250,00
Interest expense 3,000 5,400 Liabilities
Income tax 5,000 6,000 Current liabilities
Net profit after interest and tax 30,000 31,600 Accounts payable 60,000 75,000
Unearned revenue 10,000 25,000
Non-current liabilities
Bank loan 40,000 50,09
Total liabilities 110000 15097
//
NET ASSETS M
Equity
Share capital 75,000 8000
Retained earnings M
Total equity M

So that you can follow along with our analysis in the textbook - downjoag this excel il bove
. . X 2 i
Chapter-6-Mistborn-Trading-financial-statements e e orthe table
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Keep in mind that the comparative income statements and balance sheets for Mistborn Trading are simplified for
our calculations and do not fully represent all the accounts a business could maintain.

Advantages and disadvantages of financial statement analysis

There are several advantages and disadvantages to financial statement analysis. Financial statement analysis
can show trends over time, which can be helpful in making future business decisions. Converting information to
Percentages or ratios eliminates some of the disparity between competitor sizes and operating abilities, making
't easier for stakeholders to make informed decisions. It can assist with understanding the makeup of current
OPerations within the business, and which shifts need to occur internally to increase productivity.

A stakeholder needs to keep in mind that past performance does not always dictate future performance.
Atlention must be given to possible economic influences that could skew the numbers being analysed, such as
Ir}flation or a recession. Additionally, the way a business reports information within accounts may change over
time. For example, where and when certain transactions are recorded may shift, which may not be readily evident

N the financial statements.
. A business that wants to budget properly, control costs, increase revenues, and make long-term expenditure
Py ; .
cisions may want to use financial statement analysis to guide future opera -
Understands the limitations of the information provided, financial statement analysis is a good tool to predict

tions. As long as the business
I ¥
growth and business financial strength.

Using financial statement analysis as a vehicle for asking questions

The.”“mbefs and outputs from financial statement analysis alone cannot tell us exactly what is happening in a
business, Insteaq it provides users of the financial statements with a way to analyse the data so that they can ask
the most appropriate questions. For shareholders, this might be asking a question of management at an annual
9eneral meeting, For lenders, this could be probing deeper when they are asked to provide another loan or an
Blteration to 5 borrowing contract.

In reality, very few accountants or business people conduct the calculations you are about to learn by hand.
Today, most users of such analysis obtain it from websites or service providers who use software and technology
toremove the mundane actions of calculating these numbers. The Kkey is to understand HOW the various forms of
enalysis are constructed so that you can INTERPRET the outputs and then develop good QUESTIONS to ask.

1 I
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s for one year of a business s useful, but you obtain greater insights Y
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nalysis (also known as trend analys's) looks at trends over time on variol
iness will \ook at one period (usually a year) and compare it to another p'eﬂo
re sales from their current year to sales from the prior year. The trending 'f’ o
> Can give a business valuap)e inforMation on overall performance and gpecific  chan
valuable to do horizonta) analysis for information over multiple periods to see NO

ine item. \f multiple perigds are NOt Used, it can be difficult to identify a v mp
AMSON PUTPOSES is called the base YERr (usually the prior period). The year ofico

\s analysed for dollar and percent changes against the base year.

ollar change is found by taking the dollar amount in the base year and subtra

S,

\—er\d. e Y fo

o
cting ot {

Y
Dollar Change = YeaY of Analysis Amount - Base Yeal

e cur€

. X . in ¢
-ing Mistborn Trading (MT) as ouf example, if MT wanted to compare Revenue n olloV

s f
lysis) of $120,000 to the prigr year (P25€ year) of $100,000, the dollar change would e
Dollar change = §1200°° ~ $100000 = $20000

o ear
& percentage change is found P KNG the dollar change, dividing by the base ¥
=~ultiplying by 100,

Percent change = Dollar Change
Base Year Amount

Let's compute the Warcantad® change for Mistborn Trading's revenue.
Percentage chaf‘ge = (20,000 /1000001100 = 20%

This means Mistborn Trading 53\';’ anincrease of $20,000 in revenue in the current year :

year, which was a 20% incr 225%" he same dollar change and percentage change calcu
the income statement fine e 35 Well 3s the balance sheet line items, The figure ©
horizontal analysis of the jnco™ ¢ Sttement and balance sheet for Mistborn Trading.
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=

= Mistborn Trading

:l Comparative year-end Income Statement

= SrFent Prior year
Revenue 120,000, 100,000
Cost of sales 60,000 50,000
Gross profit 60,000 50,000
Rent expense 5,500 5,000
Depreciation expense 3,600 2,500
Wages expense 5,400 3,000
Utilities expense 2,500 1,500
Net profit before interest and tax 43,000 38,000
Interest expense 5,400 3,000
Income tax 6,000 5,000
Net profit after interest and tax 31,600 30,000

Mistborn Trading
Comparative year-end Balance Sheets
Current Prioryear
year
Assets
Current assets
Cash 110,000 90,000
Accounts receivable 30,000 20,000
Inventory 40,000 35,000
Non-current gssets
Property plant and equipment 50,000 40,000
Land 20,000 15,000
Total assets 250,000 200,000
Liabilities
Current liabilities
Accounts payable 75,000 60,000
Unearned revenue 25,000 10,000
Non-current liabilities
Bank loan 50,000 40,000
Total liabilities 150,000 110,000
NET ASSETS 100,000 90,000
Equity
Share capital 80,000 75,000
1Retained earnings 20,000 15,000
20 | onzon&q anQ%erucal analysis 100,000 90,000

Total equity

HORIZONTAL ANALYSIS

Dollar

change
20,000
10,000
10,000

500
1,100
2,400
1,000
5,000

2,400
1,000
1,600

Dollar
change

20,000
10,000
5,000

10,000
5,000
50,000

15,000
15,000

10,000
40,000

10,000

5,000

5,000
10,000

Percentage
change
20%
20%
20%

10%
44%
80%
67%
13%

80%
20%

5%

Percentage
change

22%
50%
14%

25%
33%
25%

25%
150%

25%
36%

11%
7%

33%
11%



Depending on their expectations, Mistborn Trading could make decisions to alter operations to producet
expected outcomes. For example, MT saw a 50% accounts receivable increase from the prior year to the CU”‘?”
year. If they were only expecting 3 20% increase, they may need to explore this line item further to determine
what caused this difference and how to correct it going forward. It could possibly be that they are extending credit
to custorners more readily than anticipated or not collecting as rapidly on outstanding accounts receivable. The

X : e ; of
company will need to further examine this difference before deciding on a course of action. Another method
analysis MT might consider before making a decision is vertical analysis.

Vertical Analysis

Vertical analysis shows a comparison of 2 line item within a statement to another line itern within
statemant. For example, a business may compare cash to total assets in the current year. This allows
to see what percentage of cash (the comparison line item) makes up total assets (

that same
a busines®

: in
the other line item) ¢U" i
the period. This is different from horizontal analysis, which compares across years. Vertical analysis compar®

ine items within a statement in the curreént year. This can help a business to know how much of on€ item
contributing to overall operations. For example, a business may want to know how much inventory contributesj L]
1ota assets. They can then use this informa.flon to make business decisions such as preparing the budget. cutting
costs, increasing revenues, or investments N Property plant or equipment.
The business will need to determine Which line item they are comparing all items to within tha
and then calculate the percentage makeuP: These percentages are considered common-size because theY make
businesses within industry comparable BY taking out fluctuations for size. It is typical for an income stateme™ ©
use revenue (or sales) as the comparison line item. This means revenue will be set at 100% and all other line iter®
within the income statement will represent @ Percentage of revenue.
on the balance sheet, a company Will tyPically look at two areas: (1) total assets, and (2) total jabilities and
shareholders' equity. Total assets will be set at100% and all assets will represent a percentage of total assets b -

fiabilities and shareholders' equity will also be set at 100% and all line items within liabilities and eay !
rapresented as a percentage of total

t ctatemen®t

ity wil

it he
ligbilities and stockholders' equity. The line item set at 100% is C‘Z”‘Sidered tlr\e
5ase amount and the comparison line ité™ 1S considered the comparison amount. The formula to determine
cornmon-size percentage is:

Common-Size Percentage = Comparision Amount
Base Amount

% 100

For example, if Mistborn Trading set total assets as the base amount and wanted to see what percentage of towl
_ssets were made up of cash in the curréNt Year. the following caleulation would oceur.
Cornmon-size percentage= (610,000 / $250,000) *100 = 443 .

Cash in the current year is $110,000 and total assets equal $250,000, giving a common-size percentade

of L%
If the company had an expected cash ba'a:m ©f 40% of total assets, they would be exceeding expectation® &
+ 3 . a +
may not be enough of a difference to ™ he @ change, but if they notice this deviates from industry sta™ e
they may need to make adjustments, SU°" 5 red

The figure below shows the common-SiZ& caleulations on the comparative income stat: ts and compafaﬂve
iahli atements a
balance sheets for Mistborn Trading: The highligh

ted pa ¢ 10
- Part of the figure shows the number used as the 3%
create the cornrmnon-sizing.

ucing t i @SS
9 the amount of cash on hand to reinvest in the busin®

1
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VERTICAL ANALYSIS

Mistborn Trading
Comparative year-end Income Statement
Current |, year current o oryear
year year

Revenue 120,000 100,000 100% 100% Revenueisthe base for the P&L
Cost of sales 60,000 50,000 50% 50%
Gross profit 60,000 50,000 50% 50%
Rent expense 5,500 5,000 5% 5%
Depreciation expense 3,600 2,500 3% 3%
Wages expense 5400 3,000 5% 2o
Utilities expense 2,500 1,500 2% 2
Net profit before interest and tax 43,000 38,000 36% 38%

0% 0%
Interest expense 5,400 3,000 5% 3%
Income tax 6,000 5000 5% 2%
Net profit after interest and tax 31,600 30,000 26% 30%

Mistborn Trading
Comparative year-end Balance Sheets
Current . vear Current  pioryear
year year
Assets Total assetsis the base for the Balance Sheet
Current assets »
Cash 110,000 90,000 24% 45%
Accounts recelvable 30,000 20,000 12% 10%
Inventory 40,000 35,000 16% 18%
Non-current assets
Property plant and equipment 50,000 40,000 20%  20%
Land 20,000 15,000 8% 8%
Total assets 250,000 200,000 100%  100%
Liabllitias
Current liabilities
Accounts payable 75,000 60,000 30% 30%
Unearned reyenue 25,000 10,000 10% 5%
Non-currens liobilities
Bank loan 50,000 40,000 20%  20%
Total liabilities 150,000 110,000 60%  55%
NETAssers 100,000 90,000 40% 45%
_

Equity
Share capital 80,000 75,000 32% 38%
Retained €arnings 20,000 15,000 8% .
Total equity 100,000 90,000 20K, o 437

Even though vertical analysis is a statement comparison within the same year, MT can use information from the
Prior year's vertical analysis to make sure the business is operating as expecfed. For exa»mp.l'e.A unearned revenues
INcreased from the prior year to the current year and made up a larger porfuon o‘f total liabilities .and e
shareholders' equity. This could be due to many factors, and Mistborn Trading will need to examine this Tu

s ]
€€ Why this change has occurred.
ill examine ratio analysis.

i wi
But what other forms of analysis are available? In the next section, we
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Overview of Financial Ratios

nformation make informed decisions about a businesg
plier, make a loan, or alter internal operations, among
esulting from ratio analysis can pe

get expectations, and compare

ernal and external users of i
t, become a sup
analysis. The information r

Financial ratios help both int
A stakeholder could be looking to inves
other things, based in part on the outcomes of ratio

used to examine trends in performance, establish benchmarks for success, set bud
main categories of ratios: liquidity, solvency, efficiency, and profitability

for some ratios, the industry in which the business operates can
ions. You will learn more about ratios, industry

industry competitors. There are four

Note that while there are more ideal outcomes
ach of these ratios has over stakeholder decis

change the influence e
unting or finance in more detail.

standards, and ratio interpretation if you go on to study accol

Liquidity Ratios

pay short-term obligations if they came due immediately

Liquidity ratios show the ability of the business to
with assets that can be quickly converted to cash. This is done by comparing current assets to current liabilities

Lenders, for example, may consider the outcomes of liquidity ratios when deciding whether to extend a loan toa
company. A business would like to be liquid enough to manage any currently due obligations but not too liquid
where they may not be effectively investing in growth opportunities. Three common liquidity measurements are

working capital, current ratio, and quick ratio.

Working Capital

;‘::fl,k;r;i cC;L;:ital measures the financial health of an organisation in the short-term by finding the difference

DEetw: S iliti i

ol Om::ltiszs:i;sy ra::y sztrrs(r;t kLliabllttles. A buslness'will need enough current assets to cover current

e \A/mk,mg g ZL: to contlnuc. operatxohs in the future. Before a lender extends credit, they

N b hmess to see if the business can meet their obligations. A larger difference

the other hand, too large of a diffi - Oft-t?(n? debts and a lender may be more willing to extend the loa g
e ifference may indicate that the business may not be correctly using their assets 0

Grow

the business. The formula for working capital is:
Worki ital = Cur
orking Capital = Current Assets - Current Liabilities

Using Mist Tradi i i
o] ! born Trading, working capital is computed as follows for t
Working capital =180,000 - 100,000 = $80,000 ' B
In this ¢ : .

current assets were $180,000, and ci f
than current liat . 180,000, and current liabilities we :
rent liabili Adist " re $100,000 i f 1
: f for Mistborn Trading and they would casilybe able t . Current assets were far gre2
alue of the difference for worki s o cover short-terr
ce for working capital is limited given company si m debst. oy
size and scope. It is Most Us

to convert this information to a ratio to deter mine the busin “ur
formati to a rati re
-
o ine siness's cu

The dollar v

nt financial health. This ratio is the current

Current Ratio

Woarking capi = n n
fKing capital expressed a i
ara ok Sy e
as atio is the current ratio, The Curren h 1
= I S t of cU
Lratio considers t € amour f ! :
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available to cover current liabilities. The higher the current r.
term debt. The formula for current ratio js:

ati i "
10, the more likely the company can cover its short-

current Ratio ={ _Current Assets
Current Liabilities

The current ratio in the current year for Mistborn Trading is:
Current ratio = (180,000 /100,000) = 1.8

A 1.8 ratio means the business has 180% as many current assets as current liabilities; typically, this would be

plenty to cover obligations. This may be an acceptable ratio for Mistborn Trading, but if it is too high (for example

if the current ratio was 10), they may want to consider using those assets in a different way to grow the business.

Quick Ratio

The quick ratio, also known as the acid-test ratio, is similar to the current ratio except current assets are more
narrowly defined as the most liquid assets, which exclude inventory and prepaid expenses. The conversion of
inventory and prepaid expenses to cash can sometimes take more time than the liquidation of other current
assets. A business will want to know what they have on hand and can use quickly if an immediate obligation is
due. The formula for the quick ratio is:

. " Cash + Short-Term Investments + Accounts Receivable
Quick Ratio =

Current Liabilities

The quick ratio for Mistborn Trading in the current year is:
Quick ratio = (140,000 /100,000) = 1.4
A 14 ratio means the business has enough quick assets to cover current liabilities. When evaluating a business,
we want to see that the quick ratio is above 1. A quick ratio below one means that the business does not have
enough liquid assets to pay their debts and may be at risk of being insolvent.

Another category of financial measurement uses solvency ratios.

Solvency Ratios

Solvency implies that a business can meet its long-term obligations and will likely stay in business in the future.
-term. Meeting long-term

To stay in business the company must generate more revenue than debt in the long :
solvency ratios are the

obligations includes the ability to pay any interest incurred on long-term debt. Two main
debt-to-equity ratio and the times interest earned ratio.

Debt to Equity Ratio

between debt and equity as it relates to business financing. A

Business can take out loans, issue shares, and retain earnings to er usgd er futurehg:eensc))iss t;::;:;i:zz;i
fUnning. It is less risky and less costly to use equity sources for flnancntntij‘a[|t5351|‘|:ars1 e toeatity
resources (obtain a loan). This is mainly due to interest expense repayr:enw R e
(R fess nitiaEthisren e TR AR Ruginess fNa”ts tod n!:t financing. The formula for the debt to
0 its financing, Ideally, a buisiness would prefer more eauity than de

€quity ratio is:

The debt-to-equity ratio shows the relationship
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Total liabilities
Total equity

Debt—to—equity ratio =

The information needed to compute the debt-to-equity ratio for Mistborn Trading in the current year can be
found on the balance sheet.
Debt to equity ratio = (150,000 /100,000) =1.5
This means that for every $1 of equity (contributions from shareholders and past earni £ the firm) $1.50
is contributed from lenders. This could be a concern for Mistborn Trading. This could bre ';?sdoﬂag - po';enlial

investors that the business could be trending toward insolvency because they h bligations. MT
might want to get the ratio below 1.1 to improve their long-term business viabil.ty ave too many obliga
Ity.

Times Interest Earned Ratio

Time interest earned measures the business's ability to ¢ ;
Pay interest expense on | i d. This
ili i i i ; ; ong-term debt incurrec:
ability to pay is de.termmed by the évalllable earnings (profit) before interest and o, QE ducted These
earnings are considered the operating income. Lenders will pay attention to this ratijsb( fBIT) are dj uccrec-’it e
efore extending 2

more times over a business can cover interest, the more li
e likely a lender wi I
: . Q r will i ormula
for times interest earned is: extend long-term credit. The f

Times Interest Earned = (Earnings before Interest and Taxes
Interest Expense

The information needed to compute times interest earned for Mistborn Tradin pe found
on the income statement. g in the current year can

Times interest earned = (43,000/5400) = 7.96

Thc. $43,000 is the net profit before i-nterest and tax. The 7.96 times outcome s . ding can

easily repay interest on an outstanding loan and creditors would have little ri:kgS:Sts that Mistbor? Trawomd be
b e . at Mj i

unable to pay. However, this idea that they could easily repay interest woUld ehanga s th(IES"c:)bcor.n Trad;‘\tjined loanS
usiness O

of interest rates changed. It could also change if the business environm - gbility ©
generate revenue and the expenses they incur. ent changes - affecting their 2 !

Another category of financial measurement uses efficiency ratio:
S.

Efficiency Ratios

Efficiency shows how well a business uses and manages theijr assets. Are ey are
a i < . ea! 7 y Py d
management of sales, accounts receivable, and inventory. A business thats' of importance with emac';
Is efficient typi ill be
ypically wi

generate revenues quickly using the assets it acquires. Let's exg ra it .
ur efficienc ; ec
Y ratios: accounts "

: i uable
turnover, total asset turnover, inventory turnover, and days' sales =
ininventory,

Accounts Receivable Turnover

Acc t s

2 ounts recelvable turnover measures how many times in a period (usualf ¢ cash

rom i i m 7 A :

f accounts receivable. A higher number of times could mean cash is ?:a vear) a business will collec i

customers are of high quality. A higher number i Collec - t cr
ighq Y g umber is usually preferable becayse & ted more quickly and th? ested

€ cash colle reinV!
cted can bé
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in the busin i f tim mean h ollected slot on the: n
siness at a quicker rate. A lower number of times could mean cash is coll lowly these accounts
and mers m t ified ti e he form our
customers ay not be proper ly qualified to accept the debt. The formula for acc ts receivable turnover is:

Net Credit Sales )
Average Accounts Receivable

Accounts Receivable Turnover =(

T TR T T (Beglnnlng Accounts Receivabl: + Ending Accounts Receivable )
Many businesses do not split credit and cash sales, in which case an assumption is made that all sales are
credit sales and therefore total sales or revenue would be used to compute accounts receivable turnover. Average
accounts receivable is found by dividing the sum of beginning and ending accounts receivable balances found
on the balance sheet. The beginning accounts receivable balance in the current year is taken from the ending
accounts receivable balance in the prior year.
When computing the accounts receivable turnover for Mistborn Trading,
$100,000 of the $120,000 of the revenue found on the income statementint
Accounts receivable turnover = (100,000/ (20,000+30,000)/2
Accounts receivable turnover = (100,000/ 25,000) = 4

thAn accounts receivable turnover of four times per year may be low for Mistborn Tra
€Y May want to consider stricter credit lending practices to make sure credit customers are of a higher quality.

T " .
hey may also need to be more aggressive with collecting any outstanding accounts receivables from customers.

let's assume net credit sales make up
he current year.

ding. Given this outcome,

Days in receivables

The days in receivables ratio tells us how many days 2 customer's debt is outstanding before they pay. We use the

Accoy .
Nts Receivable Turnover ratio to calculate it.

Diws § Hl 365
a¥s in recel g = .
g i e Accounts receivable turnover

Therefore for Mistborn Trading, we can calculate the days in receivables as follows:

. Days in receivables = 365/4 = 91
his is an extremely long time to wait for customers to pay, and anything could happen to those customers

during that period - for example, they could go out of business and therefore be unable to pay you. Collecting
Sooner is always better and in most industries, the average period of time to give a customer credit is 30 days.

Inventory Turnover

s sold and replaced inventory. This can

In " ~
Ventory turnover measures how many times during theyear a business ha
however, an extremely high turnover

tell a business how well inventory is managed. A higher ratio is preferable;
May mean that the company does not have enough inventory available to meet dema

Mean the company has too much supply of inventory on hand. The formula for inventory turnover is:
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Cost of Goods Sold
Inventory Turnover = Average Inventory

inning Inventory + Ending Inventor
Average Inventory = Beginning r)zl y

Cost of goods sold (or Cost of sales) for the current year is found on the income statement/P&L, Average

inventory is found by dividing the sum of beginning and ending inventory balances found on the balance sheet,
The beainning inventory balance in the current year is taken from the ending inventory balance in the prior year.
Mistborn Trading's inventory turnover is:
[nventory turnover = (60,000 / (35,000+40,000)/2 )
Inventory turnover = (60,000 /37,500) =1.6
16 times s a very low turnover rate for Mistborn Trading. This may mean the company. is maintaining too high
an inventory supply to meet a low demand from customers. They may want to decrease their on-hand inventory
to free up more liquid assets to use in other ways.

Days' Sales in Inventory

Days' sales in inventory expresses the number of days it takes a business to turn inventory into sales. This assumes
that no new purchase of inventory occurred within that time period. The fewer the number of days, the more
quickly the business can sell its inventory. The higher the number of days, the longer it takes to sell its inventory.
The formula for days' sales in inventory is:

365
Inventory turnover

Days in inventory =

Mistborn Trading's days' sales in inventory is:
Days'sales in inventory = 365/1.6 = 228 days
5 T . .
228 days is a long time to sel] inventory. While industry averages dicta

to sell inventory, in most cases 228 days is unsustainable long
their inventory

tes what is an acceptable number of days

~term. Mistborn Tradi i .
A . : i ] ng will need to better managd
and sales strategies to move Inventory more quickly,

Days sales in inventory !
that sells Aston Martins
a luxury

should also be examined within the context of the item
is likely to have a higher days sales in inventory and low:

rod! i
- preduct. In comparison, Toyota focuses on making money by selling v
ower days sales and higher inventory turnover, K h

(s) being sold. A car dealershiP
er inventory turnover because it

Total Asset Turnover

Ratio analysis | 17

the business is using their assets very efficiently to
means Produce net sales, The formula for total asset turnover
is:
Total Asset Turnover = Net Sales )

Average Total Assets

Average Total Assets = Beginning Total Assets + Ending Total AssetS)

2

Average total assets are found by dividing the sum of beginning and ending total assets balances found on the
balance sheet. The beginning total assets balance in the current year is taken from the ending total assets balance
in the prior year.

Mistborn Trading's total asset turnover is:

Total asset turnover = (120,000 / (200,000+250,000)/2 )
Total asset turnover = (120,000 /225,000) = 0.53

The outcome of 0,53 means that for every $1 of assets, $0.53 of sales revenue are generated. Over time, Mistborn

Trading would like to see this turnover ratio increase.

The last category of financial measurement examines profitability ratios.

Profitability Ratios

produces returns given their operational performance. The business
rofit goal attainment, business revenues need
ents and ratios: profit margin, return on total

Profitability considers how well a business
needs to leverage its operations to increase profit. To assist with p
to outweigh expenses. Let's consider three profitability measurem

assets, and return on equity.

Profit Margin

nslated into income. This ratio shows how much of

as tra
h sales dollar

figure (the closer it gets to 1), the more of eac
toward expenses. The formula for

Profit margin represents how much of sales revenue h
each $1 of sales is returned as profit. The larger the ratio ey
Is returned as profit. The portion of the sales dollar not returned as profit g

Profit margin is:

Net profit
Profit margin = {pevanye or Sales

gin in the current year s

For Mistb ing, the profit mar
orn Trading, the p 633 = 26.33%

Profit margin = 31,600/120,000 = 0.2
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Cost of Goods Sold
Inventory Turnover = Average Inventory

inning Inventory + Ending Inventor
Average Inventory = Beginning r)zl y

Cost of goods sold (or Cost of sales) for the current year is found on the income statement/P&L, Average

inventory is found by dividing the sum of beginning and ending inventory balances found on the balance sheet,
The beainning inventory balance in the current year is taken from the ending inventory balance in the prior year.
Mistborn Trading's inventory turnover is:
[nventory turnover = (60,000 / (35,000+40,000)/2 )
Inventory turnover = (60,000 /37,500) =1.6
16 times s a very low turnover rate for Mistborn Trading. This may mean the company. is maintaining too high
an inventory supply to meet a low demand from customers. They may want to decrease their on-hand inventory
to free up more liquid assets to use in other ways.

Days' Sales in Inventory

Days' sales in inventory expresses the number of days it takes a business to turn inventory into sales. This assumes
that no new purchase of inventory occurred within that time period. The fewer the number of days, the more
quickly the business can sell its inventory. The higher the number of days, the longer it takes to sell its inventory.
The formula for days' sales in inventory is:

365
Inventory turnover

Days in inventory =

Mistborn Trading's days' sales in inventory is:
Days'sales in inventory = 365/1.6 = 228 days
5 T . .
228 days is a long time to sel] inventory. While industry averages dicta

to sell inventory, in most cases 228 days is unsustainable long
their inventory

tes what is an acceptable number of days

~term. Mistborn Tradi i .
A . : i ] ng will need to better managd
and sales strategies to move Inventory more quickly,

Days sales in inventory !
that sells Aston Martins
a luxury

should also be examined within the context of the item
is likely to have a higher days sales in inventory and low:

rod! i
- preduct. In comparison, Toyota focuses on making money by selling v
ower days sales and higher inventory turnover, K h

(s) being sold. A car dealershiP
er inventory turnover because it

Total Asset Turnover
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the business is using their assets very efficiently to
means Produce net sales, The formula for total asset turnover
is:
Total Asset Turnover = Net Sales )

Average Total Assets

Average Total Assets = Beginning Total Assets + Ending Total AssetS)

2

Average total assets are found by dividing the sum of beginning and ending total assets balances found on the
balance sheet. The beginning total assets balance in the current year is taken from the ending total assets balance
in the prior year.

Mistborn Trading's total asset turnover is:

Total asset turnover = (120,000 / (200,000+250,000)/2 )
Total asset turnover = (120,000 /225,000) = 0.53

The outcome of 0,53 means that for every $1 of assets, $0.53 of sales revenue are generated. Over time, Mistborn

Trading would like to see this turnover ratio increase.

The last category of financial measurement examines profitability ratios.

Profitability Ratios

produces returns given their operational performance. The business
rofit goal attainment, business revenues need
ents and ratios: profit margin, return on total

Profitability considers how well a business
needs to leverage its operations to increase profit. To assist with p
to outweigh expenses. Let's consider three profitability measurem

assets, and return on equity.

Profit Margin

nslated into income. This ratio shows how much of

as tra
h sales dollar

figure (the closer it gets to 1), the more of eac
toward expenses. The formula for

Profit margin represents how much of sales revenue h
each $1 of sales is returned as profit. The larger the ratio ey
Is returned as profit. The portion of the sales dollar not returned as profit g

Profit margin is:

Net profit
Profit margin = {pevanye or Sales

gin in the current year s

For Mistb ing, the profit mar
orn Trading, the p 633 = 26.33%

Profit margin = 31,600/120,000 = 0.2
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t, If Mistborn Trading thinks this is too |gy, th
1the

$0.26 returns as profi
crease sales.

s that for every dollar of sales,

This mean ‘
o reduce expenses and in

company could try and find ways t

Return on Assets (ROA)

assets successfully to generate a profit. The higher
et use. Average total assets are found by dividing
balance sheet. The beginning total assets
prior year. The formula for return

ness's ability to use its
fit is created from ass!
balances found on the
ding total assets palance in the

The return on assets measures the busi
the return (ratio outcome), the more pro

m of beginning and ending total assets

the su
m the en

balance in the current year is taken frol

on total assets is:
A ( Net Income
Return on Total ASSets = { \ve age Total Assets

inning Total Assets + Ending T
AverageTotalAssets=(B"'\g'rmmg otal = 9 c’ta]ASSGts)

For Mistborn Trading, the return on assets for the current year is:
Return on assets = (31,600 / (200,000+250,000/2) )
Return on assets = (31,600 /225,000) = 01404 = 14.04%
Therefore assets in total are returning $0.14 for every $1 of asset.
The higher the figure, the better the company is using its assets to create a profit. Industry standards can dictate

what is an acceptable return.

Return on Equity

turn on equity (ROE) measures the business's ability to use its invested capital (from shareholders) and retained
earnings 2| i i
r‘ ings to generate income. The invested capital comes from shareholders investments in the company's shares
and its retained earni is lever i i
retained earnings and is leveraged to create profit. The higher the return, the better the business is at using

s inyv

nents to yield a profit. The formula for return on equity is:

Net profit
Average total equity

Return on equity =

Average total equity = (Equity current year + Equity previous year)
2

Average total equity j
Y is found by dividi
sidi s Bt
¥ aiding the sum of beginning and ending total equity bal But how do e
! al equity balances. But how

2 29
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find these palances? The beginning total equity balance jn the current
i

. Year is taken from the ending total equit
palanceé in the prior year. J 5
- : . ' -
For Mistborn Trading, we will use the netincome figure anqd assume no preferred dividends have been paid. The
turn on equity for the current year is: .
rel

Return on equity = (31,600 / (30,000 + 100,000)/2)
Return on equity = (31,600 /95,000) = 03326 = 33.26%
The higher the figure, the better the business is using the investments by shareholders

and past profits to
generate further profit. Industry standards can dictate what is an acceptable return.

SOLUTION GUIDE

The entire spreadsheet and solutions for the horizontal analysis, vertical analysis and ratio analysis is provided
pelow. Check out the formulas used in Excel to make it easier to conduct this analysis.
Chapter-6:-Mistborn-Trading-financial-statements SOLUTIONS
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Comparing business reports to other
measures

AMANDA WHITE

y : ; i o
So far we've examined comparing the business to itself through the prior period. But what other comparisons L
users of financial statements make to help them in their decision making?

Industry averages

It is difficult to conduct horizontal or vertical analysis using industry averages because no one creates an industry
average set of financial statements. However, many analysis websites collate firms in the same industry to create
industry averages for ratios. Therefore, you can compare the current ratio of one business, to the industry averagé
to determine how the business is performing against the rest of the industry. I

There are some caveats to this approach. For example, some industries may have very large and very 5".‘3
players. A small owner-operated IGA Supermarket would have a slightly different business model and buylﬁg
power than Woolworths or Coles and thus comparing the IGA supermarket ratios to a major supermarket chain
might not be useful.

Another caveat is where an industry grouping might be very diverse. For example, biotechnology could include
2 whole range of firms, from medical research to large pharmaceutical companies - the businesses inthe industry
average might not be similar (or homogenous), resulting in averages that might not be meaningful.

Trends over time

< o . he
We have examined just two years in our analysis, however, the more data points that you have, the greater t

o : i oW
chances of seeing a trend develop over time. Analysis websites like Morningstar and Investing.com will sh
longer trends of data.

Budgets/forecasts

; - . ed
The final comparison a business may make is between their ACTUAL performance (based on record e
transactions) and their BUDGET or FORECAST for the same period. Did they do better than their budget? Generd
more revenue? Decrease expenses?
A > 7 ce
We will learn in a later section that budgets can be manipulated, especially when part of 2 peff"'man

- ifiei i h a
measurement or bonus scheme, perhaps artificially. Therefore any comparison to budgets should be made it
heaithy dose of scepticism.

31
. (I
Comparing business reports to other measures






CHAPTER 7: ACCOUNTABILITY AND
MANAGEMENT DECISION MAKING

In this introduction to management accounting, we examine
. Who are the internal users of accounting information?
. The three primary responsibilities of management

. Characteristics of information for decision making

Management accounting is accounting and analysis for internal decision making - but before we dive into the
technicalities like budgeting and planning - we need to understand the needs of internal decision makers.

Chapter 7: T
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Who are the internal users of accounting
information?

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Accounting information is collected about every business transaction that occurs - sales to customers, purchases
from suppliers, the effort exerted by employees and rewarding shareholdersfowners for their efforts. In the
previous chapters we have examined how to record transactions, collate them and report them in financial
statements, We have also examined how to conduct preliminary analysis related to the financial statements in
terms of horizontal, vertical and ratio analysis. The financial accounting process provides a useful level of detail for
external users, such as investors and creditors, but it does not provide enough detailed information for the types of
decisions made in the day-to-day operation of the business or for the types of decisions that guide the company
long term. Managerial accounting is the process that allows decision makers to set and evaluate business goals by
determining what information they need to make a particular decision and how to analyse and communicate this
information

But who are internal users of accounting information within a business?

The easy answer is, who are all the people who work within that business? Every one of them will be making
decisions in the business that could be informed by accounting information. Here are some examples:

Internal user How they may use accounting information — o]
Examine sales trends to determj -
16 provide arowth, mine what sort of sales strategies may be used in the pusiness

Sales staff

Betetminewhichisalespeople are Performing strongly so that they can be rewarded
g?\;';rt:gfsaacdﬁﬁzéﬁg ::iztaTna;:ﬁgaslgng with marketing metrics (such as the performfa";zere
marketing campaigns. Clal media, print, radio) to make decisions about fu

Marketing staff

Work with the s

ales staff, combining i . .
on each item to decide on f bining information about sales, marketing and profits made

Uture sales strategies and negotiate discounts.

elEJvS:l:;ftoe'mZté%r;trzlfalgfgdtgctihe costs of inputs for production (raw materials) and labour 10
TR o Chieva ecar Ng the goods a business sells, Evaluating these costs may help
Omies of scale, potentially reducing costs and increasingd profits

S:ea:’:lrr;ea)tjl;)eeslz:\lsrse;rseen:zg;/gra(r;&e Eio predict the need for logistical support For»exvample,
shipping staff. nd Christmas or sale periods for additional logistics 27

Production / manufacturing
staff

Loaistics / shipping staff

The logistics team may also notice increa ers
ighlighti i Se jstom
~ highlighting a potential product quality is‘:uf‘éumber of returned packages from cu

The:”:z':fi;:g;‘;;z’:gg;i decide what sort of research and development activi
engage Fihe potential he s 9rowth. This will require the preparation of budge
evaluation of the potential R&D activities and their potential benefits,

ties they

Research and development
= ts and an

staff

The internal auditors will use accountin

i inf i : : ther
systems to determine Whether there is sy fraa Lo 25 Well as information from o

Internal audit staff 5
any fraud or a failure to follow business processe:

Information is the most powerful tool that a business can use. Businesses are collecting more and more dats
about their operations and environment. Combining this information with accounting information a]|owl5
businesses to hopefully become more agile in their decision making and make more optimal decisions for thel’
current situation.

Business analytics is an emerging discipline - combining both data analytics and business knowledge ~ -
unearth insights into the business and their environment that can be leveraged for better decision making: cl
hopefully greater organisational performance.
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The three primary responsibilities of
Management

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

What is the role of a manager?

Very few people will graduate university and step into the role of manager. Instead, most will start in some sort of
other capacity and as a reward for performance, be promoted into a role that makes them responsible for others

and the performance of a business unit.

The study of management accounting is about the study of information and techniques required to make daily
business decisions to help an organisation achieve its objectives. However, first, it is important to understand the
various roles managers play in a business in order to understand the types of information and the level of detail
that are needed. Most of the job responsibilities of a manager fit into one of three categories: planning, controlling,
or evaluating.

The model in the figure below sums up the three primary responsibilities of management and the management
accountant’s role in the process. As you can see from the model, the function of accomplishing an entity's mission

statement is a circular, ongoing process. . . L
The Process of Adhering to the Mission Statement. (attribution: Copyright Rice University, OpenStax, under CC

BY-NC-SA 4.0 license)

Planning

Evaluating

Controlling
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Planning

One of the first items on a new company's agenda is the creation of a mission statement. A mission statement s @
short statement of @ company's purpose and focus. This statement should be broad enough that it will encompass
future growth and changes of the company. The table below contains the mission statement of three different
types of companies: a3 manufacturer, an e-commerce company, and a service company.

Sample Mission Statements

Company Mission Statement
Dow “To passionately create innovation for our stakeholders at the intersection of chemistry, biology, and
Chemical physics” !

Starbucks “To inspire and nurture the human spirit—one person, one cup, and one neighborhood at a time w2

Google “Our mission is to organize the world's information and malke it universally accessible and useful”®

Once the mission of the company has been determined, the company can begin the process of setting goals,
or what the company expects to accomplish over time, and objectives, or the targets that need to be met in
order to meet the company's goals. This is known as planning. Planning occurs at all levels of an organisation and
can cover various periods of time. One type of planning, called strategic planning, involves setting priorities and
determining how to allocate corporate resources to help an organisation accomplish both short-term and long-
term goals. For example, one hotel may want to be the low-price, no-frills, clean alternative, while another may
decide to be the superior quality, high-price luxury hotel with many amenities. Obviously, to be successful, either
of these businesses must determine the goals necessary to meet their particular strategy.

Typically, 2 strategic plan will span any number of years an organisation chooses (three, five, seven, of even
ten years), and often companies will have multiple strategic plans, such as one for three years, one for five years:
and one for ten years. Given the time length involved in many plans, the organisation also needs to factor in the
potential effects of changes in their senior executive leadership and the composition of the board of directors.

What types of objectives are part of a strategic plan? Strategic objectives should be diverse and will va¥
from company to company and from industry to industry, but some general goals can include maximising
market share, increasing short-term profits, increasing innovation, offering the best value for the cost, maintaining
commitment to community programs, and exceeding environmental protection mandates. A

From a managerial accounting perspective, planning involves determining steps or actions to meet the
strategic ol other goals of the company. For example, High Valley Cheese, a major producer of organic dairy
products in Mudgee (in central NSW), has made increasing the market share of its products one of its strateglc

goals. However, to be truly effective, the goals need to be defined specifically. For example, the goals might be
stated in terms of percentage growth, both annually and in terms of the number of markets addressed in the!’
arowth projections.

Also, High Valley Cheese's planning process would include the steps the company plans to use to implement to
increase market share. These plans may include current-year plans, five-year plans, and ten-year plans. )

The current-year plan may be to sell the company’s products in 10 percent more stores in the states in which it
currently operates. The five-year plan may be to sell the products internationally in three countries, and the ten-
year plan may be to acquire their chief competitor and, thus, their customers, Each of these plans will require
outlining specific steps to reach these goals and communicating those steps to the employees who will carty out
or have an impact on reaching these goals and implementing these plans,

Planning can involve financial and nen-financial processes and measures, One planning tool that we will coveris
the budgeting process, which requires management to assess the resources - for example, time, money: and
number and type of employees needed - to meet current-year objectives, Budgeting often includes both finar\C'al
Qata. such as worker pay rates, and non-financial data, such as the number of customers an employee can serve
N a given time period.

A retail company can plan for the expected sales volume, a hospital can plan for the number of x-rays they
expect to administer, a law firm can plan the hours expected for the varioys types of legal services they perfofm'
a ranufacturing firm can plan for the level of quality expected in each item produced, and a utility company
can plan for the le‘ve\ o-f air pollutants that are accgptable. Notice that in each of these examples, the aspect of
the business that is being planned and evaluated is a qualitative (non-financl’al) factor or characteristic. In your
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study of managerial accounting, you will learn about many situations in which both financial and non-financial
data or information are equally relevant. However, the qualitative aspects are typically not quantified in dollars but
evaluated using some other standards, such as customers served or students advised.

While these functions are initially stated in qualitative terms, most of these items would 2t some point be
translated into a dollar value or dollar effect. In each of these examples, the managerial accounting function would
help to determine the variables that would help appropriately measure the desired goal as well as plan how to
Quantify these measures, However, measures are only useful if tracked and used to determine their effectiveness

This is known as the control function of management.

Controlling

To measure Whether plans are meeting objectives or goals, management must put in place ways to .assess success
or lack of success. Controlling involves the monitoring of the planning objectives tha_t were put into place. For
&Xample, if you have a retail store and you have a plan to minimise shoplifting, you can implement a comrol: such
asantitheft tags that trigger an alarm when someone removes them from the store. You could also install in the
ceilings Cameras that provide a different view of customers shoppin.g and the.ve_fore may catch a thief more easily
or clearly, The antitheft tags and cameras serve as your controls against shophfsmg ' ‘

Managerial accounting is a useful tool in the management control function. Managerial accounting helps
determine the appropriate controls for measuring the success of; plan. There are many types of controls that
2 Company can use. Some controls can be in the form of financial measures, such as the ratio for inventory
trnover, which is a measure of inventory control and is defined as Cost of Goods Sold + Average Inventory, or in
the form of 5 performance measure, such as decreasing production costs by 10 percent to help guide or control
the decisions made by managers, Other controls can be physical contro{s, such as fir?gerprint ide-ntification or
Password protection. Essentially, the controlling function in management involves helping to coordinate the day-
to-day activities of a business so that these activities lead to meeting coTporate goals. .

Without controls, it is very unlikely a plan would be successful, and it would be difficult to know if your plan
Was a success, Consider the plan by High Valley Cheese to increase market share. The Plan for the first year was
0 increase market share by selling the company's products in 19 percent more stores in tt'we states in which the
Company already operates. How will the company implement this plan?' The implementation, or carrying out, of
the plan will require the company to put controlsin place to measure which new stores are successfully selling the
Company/'s products, which products are being sold the most, what the sales volume and dollar value of the new
stores are, ang whether the sales in these new stores are affecting the vo!unjve of sales in current stores. Without
this information, the company would not know if the plan is reaching the desired result of increased market share.

The contr| function helps to determine the courses of action.tha( are taken in the implementation of a plan
by helping to define and administer the steps of the plan. essentially, the control function facilitates coordination
of the plan within the organisation. It is through the system of contrt?ls that the actual results of decisions made
in ImD'EmEnting a plan can be identified and measured. Managerial accounting not only helps to determine
3nd design control measures, it also assists by providing performance reports and control reports that focus on
Variances between the planned objective performance and the actual performance. Control is achieved through
effective feedback, or information that is used to assess a Process: Feedback allows management to evaluate the
results, determine whether progress is being made, of determine whether corrective measures need to be taken.

This evaluation is in the next management function.

Evaluating

Managers must ultimately determine whether the company has met the goals set in the planning phase.
Evaluating also called assZssin or analysing, involves comparing actual results against expected results, and it
€8N oceyr .at the product depa?tment division, and company levels. When there are deviations from the stated

Objective ; difications are needed:
S, ma de what mogaific ~ .
The COntro|sntahietriVZUSt :f?:‘to place to coordinate the implementation of a particular company plan must
re p

be Svaluated so that s can be measured, of corrective action can be taken. Consider High Valley Cheese's
0 that succes g
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one-year plan to increase market share by selling products in 10 percent more stores in the states in which the
company currently operates. Suppose one of the controls put into place is to measure the sales in the current
stores to determine if selling the company's products in new stores is adding new sales or merely moving sales
from existing stores. This control measure, same-store sales, must be evaluated to determine the effect of the
decision to expand the selling of products within the state. This control measure will be evaluated by comparing
sales in the current year in those stores to sales from the prior year in those same stores. The results of this
evaluation will help guide management in their decision to move forward with their plan, to modify the plan, or to
scrap the plan.

As discussed previously, not all evaluations will involve quantitative or financial measures. In expanding market
share, the company wants to maintain or improve its reputation with custormers and does not want the planned
increased availability or easier access to their products to decrease customer perceptions of the products or
the company. They could use customer surveys to evaluate the perceived effect on the company's reputation
a3s a result of implementing this one-year plan. However, there are many ways that companies can evaluate
various controls. In addition to the financial gauges, organisations are now measuring efficiencies, customer
development, employee retention, and sustainability.

IManagers spend their time in various stages of planning, controlling, and evaluating. Generally, higher-level
managers spend more time on planning, whereas lower-level managers spend more time on evaluating. Atany
level, managers work closely with the managerial accounting team to help in each of these stages. Managerial
accountants help determine whether plans are measurable, what controls should be implemented to carry out
2 plan, and what are the proper means of evaluation of those controls, This would include the type of feedback
necessary for management to assess the results of their plans and actions. Management accountants generate
the reports and information needed to assess the results of the various evaluations, and they help interpret the
results.

To put this in context, think about how you will spend your weekend. First, you are the manager of your own
time. You must plan based on your workload and on how much time you will spend studying, exercising, sleeping:
and meeting with friends. You then control how your plan is implemented by setting self-imposed or possibl)’
aroup meeting-imposed deadlines, and last, you evaluate how wel| You carried out your plan by gathering moré
data—such as grades on assignments, personal fulfillment, and number of hours of sleep—to determine if you
met your plans (goals). Not planning, controlling, and evaluating often results in less-than-desirable outcomes:
such as late assignments, too little sleep, or bad grades. In this scenario, you did not need a separate managerial
accountant to help you with these functions, because you could manage planning, controlling, and evaluating on

yeur own. However, in the business world, most businesses will have both managers and managerial accountan[s'
{Figure] illustrates some examples.

Relating Managerial Accounting Functions to Various Business Majors

Planning

Controlling

Evaluating

Sales

What are our expected sales
for each product in each
geocgraphic region?

How much should be
budgeted for salaries and
commissions for our
salespeople?

Are we meeting expected
sales growth in each region?
Are each of the salespeople
meeting their sales
projections?

How do our actual sales
compare to our forecasted or
budgeted sales?

What sales prormotions are
our cormnpetitors offering, and
what effect is it having on our
market share?

Human Resources

How much should we budget for
salary and wage increases for the
year?
How much should we plan t

Id o spen
on safety and training for the y:ar?d

Is our projected bud
salaries sufficient?
Are we meeting our safety and
training goals?

get for wages and

Would it be cheaper to hir,

€ tempora
employees to get through our "bpusy‘!'y
5eason or o pay our current
employees for overtime?

Logistics

Should we invest in vadm-frequeﬂocy
identification (RFID) processors t
enable computer tracking ©
Inventory?

How much raw material should be
ordered and delivered to ensure
timely delivery of our finished
products to our customers?

Are our products being delweredr‘o
our customers in a timely manner
and at what cost? in
Are we dealing with stock-outs! 5
inventory? If so, what is that cost!
us?

What are the cost differences In
starting our own delivery service
versus continuing to use other
carriers?

Should we outsource the art
manufacturing of a component P
or continue to make it ourselVEvS-
What are the price differences
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Accountability of the management function

Management of any business or organisation must be held accountable for the decisions they make in relation
to their functions - their decisions related to planning, controlling and evaluating affect the value of shareholders
equity. Management are accountable to shareholders/owners through the process of corporate governance. A

reminder from Chapter 4 in relation to a definition of corporate governance:

the framework of rules, relationships, systems and processes within and by which authority is
exercised and controlled within corporations. It encompasses the mechanisms by which

companies, and those in control, are held to account

(ustice Owen in the HIH Royal Commission, The Failure of HIH Insurance Volume 1: A Corporate Collapse and Its
Lessons, Commonwealth of Australia, April 2003 at page XxXiv.)

Owners and shareholders must hold management accountable. Management accounting information plays a
critical role — allowing owners (and in larger companies, their representatives - the board of directors) to evaluate

the outcomes of management's decisions. . i
In the remainder of this textbook, we will learn different tools and techniques to analyse accounting and non-

3ccounting data to evaluate the outcomes of past decisions, and guide future decisions that need to be made
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Characteristics of information for decision
making

AMANDA WHITE

Information for internal decision making should meet a number of characteristics.

Accurate
Complete
Reliable
Relevant

ty g N

Timely

Accurate information is that recorded correctly from the original transaction.

. L. . . = eSO
Complete information is one where all transactions have been recorded, with no transactions are missing
purposely omitted.

- 5 S T . for
Reliable information is that which is both accurate and complete, consistently, so that it can be relied upon
decision making.

Relevant information is that which is useful in the decision making process (and is highly dependent on the
decision being made of course!)

Timely information is that which is produced so that it is available when decisions need to be made.

Information that managers need to make decisions on a daily basis in a business must meet all of thest‘;
requirements. Accurate and complete information, that then becomes reliable, is the product of strong systems ©
internal control and accounting systems. Where information for decision making is incomplete - managers ma}:
not make the best decision for the business. Decision makers must decide what information is relevant to th_el
needs, a common deficiency in decision making is simply accepting whatever reports your business's informatio”
systems pravide, rather than considering what information is really useful in the decision making process arr‘\e
trying to obtain it. If information is not provided in a timely manner, managers may not be able to react t(‘ﬂ'
changes in the industry or moves by competitors quickly enough - resulting in lost customer share. declining
revenues and declining profits,

Therefore, if you're making decisions in a business - as an accountant, as a marketing executive, 35 a supplY

" b 2 v . . . i ou
chaln manager - it is wise to keep these characteristics in mind when evaluating the information available t© Y
1o support decision making.
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CHAPTER 8: DECISION MAKING IN THE
SHORT TERM - COST-VOLUME-PROFIT
ANALYSIS

Internal decision makers in a business will need to make decisions frequently about the products including setting
a sales price, determining discounts and evaluating costs. In this chapter we will learn:

- Why costs matter

. To understand the cost equation

« The concept of the contribution margin

- Calculate the break even point for a business

- Perform sensitivity analysis for a business that sells a single product

- Perform sensitivity analysis for a business that sells multiple products
- To calculate the degree of operating leverage

. ; ) - 4
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Why does understanding costs matter?

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

lBalancing Fost. Volume, and Profit. Managers employ cost-volume-profit (CVP) analysis to determine the sales
ev§\ at which they break even or balance their revenue with their expenses. (credit: modification of "Balance
Swing Equality” by “Mediamodifier’/Pixabay, CCO)

EXPENSES

As president of the Business STUdents Club, you are working on a fundraiser selling T-shirts on campus:

funds going towards OzHarvest ~ @ charity providing meals to the less fortunate. You have gotten quotes o8
several suppliers ranging fro™ $8 to $10 per shirt and now have to select a ver.wdor The prices vary based *7

‘ ar
21 het,he’ the T-shirts have pockets. have long sleeves or short sleeves, and are printed on one side of poth. Yo! <
onfident that you can sell tN€™ for $15 each. However, the university will charge a fee of $100 to have @ stall o
€@mpus, and your T-shirt s21€% must cover this cost and any net profit will be donated to charity

Aig n il gi :
In addition, several of the V€ dors will give volume discounts—the more shirts you purchase

with the

ot
- S oRexact) ; the less each shi r
Sts. In short, you need to K xactly which style of T-shirt, vendor, and quantity will allow you t -

reac!
desired nef . our fixed ex ° oto
t profit and cover ¥ pense of $100. You decide on a re wi that
short-sl ocket
$10 each et el for $15. eeve shirt witha p
i -
5 ;hls $5 per shirt "gross p'cg;oo\;:: f";é 9o toward covering the $100 student sale fee. That means you wil e tol
&l 20 shirts 1o ( =20 shirts). After selli i ' i il
pay the fee elling the first 20 shirt it wi ilable t
comi H . S s, the $5 profit will be ava ¢
“ontributing towards you' Oit :;::ﬂ 'dlanahon' Your goal is to donate $750 which will provide 1500 meals @ %
{ .
N need. This means the t57 ed to W‘:l r]\eed “-) generate an additional $750 on top of the first 20 shirts:
thA‘ %5 per shirt you will r\i You S‘TQ 50 shirts to reach your donation target ($750/$5). How many shirts
€ club need to sell overal'” will need to sell a total of 170 shirts: 20 to cover your fixed cost of $100 and ?
additionaf 150 to cover the€ donation target ($750). %
What you have just comnP
€3N use this type of analys'?

|

leted is a cost- o ‘
A Wid:o!ume-proflt analysis. In this chapter, we will explore how manage
range of decisions about their business operations

Why does understanding costs matter?



Understanding the cost equation

AMANDA WHITE; DIXON COOPER; MITCHELL FRANKLIN; AND PATTY GRAYBEAL

To be able to complete any cost-volume-profit (CVP) analysis, first we must understand some basic information

about costs that businesses incur. et i
Costs can be classified in many ways — and there can be many starting points in terms of categorising costs -

but let’s start with the following classifications:

1. Variable costs
2. Fixed costs
3. Mixed costs

duced or provided changes. Fixed costs are exactly
e quantity / volume of goods or services produced
able and fixed components (and when conducting

Variable costs change as the quantity of goods or services pro
as the name implies — they remain the same regardless of th
Within the period. Mixed costs are those a combination of vari
CVP analysis, we will break mixed costs into fixed and variable components). PR

Consider the following example. Amantha's Artistry (AA) makes sweet treats. Amantha's variable costs are flour,
butter, sugar, vanilla essence and other ingredients in her cupc i b 0
and public liability insurance. Amantha's mixed costs include her utilities. Electricity for example, has a fixed
component (a monthly access charge) and a variable component based on how much electricity is used (which is

akes. The fixed costs are the rent for her store

dependent on how many hours a day the ovens are in use).
This can be represented in an equation

Y=a+bx

where Y is the total cost, a is the fixed cost, b is the variable cOst PE? ol and xis the level of activity.
The cost equation is ; linear equation that takes into consideration total fixed costs, the fixed component of

mixed costs and variable cost per unit. Cost equations can use past data to determine patterns of past costs that

€an then project future costs, or they can use estimated or expected future data to estimate future costs,
Let's take 4 - in-depth.look at the cost equation by examining the costs incurred by Amantha's Artistry in

e Manufacture of sweet treats, as shown in the table below.

Cost Information for Amantha's Artistry

Cost Incurred Fixed or Variable Cost

Rent on premises Fixed $20,000 per year
Public liability insurance Fixed $15,000 per year
Ingredients Varlable $2 per treat
Staff labour Variable AN

BY2pplying the cost equation, Amantha's Artistry can predict its costs at any level of activity (x) as follows:

- Determine total fixed costs: $30,000 + $15.000 = $35,000
2 Determine variable costs per unit: $2 + $1= $3

3. Complete the cost equation: Y = $35,000 * $3x

Using thig COUAtionTA tha's Artistry Can Now predict its total costs (¥) for any given level of activity (x), as show
ion, Amantha

in the table below
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Treats produced per annum Cost equation Total costs
5,000 Y = $35,000 + ($3 x §,000) $50,000
12.000 Y = $35,000 + ($3 x12,000) $71,000
| 20,000 Y = $35000 + ($3 x 20,000) $95,000

\When using this approach, Amantha's Artistry must be certain that it is only predicting costs for its relevant range:
Eor example, I the business expands over 40,000 treats, the business would need to expand and rent a larger
premises.,

Why do we need to distinguish between fixed and variable costs?

Distinguishing between fixed and variable costs is critical because the total cost is the sum of all fixed costs (the
total fixed costs) and all variable costs (the total variable costs). For every unit produced, every customer served,

or evary hotel room rented, for example, managers can determine their total costs both per unit of activity andin
total by combining their fixed and variable costs together,

The graphic in (Figure) illustrates the concept of total costs,

_- Total Cost

/ Variable Cost

Price

Fixed Cost

Units

atal Cost as the Surn of Total Fixed Costs and Total Variable Costs. (attribution: Copyright Rice universit
OpensStax, under CC BY-NC-SA 4.0 license) i

Rernember that the reason that businesses take the time and effort to classify costs as either fixed of variabl "

* - t i f

to be able to control costs, When they classify costs properly, managers can use cost data to make decision® i
3 o

plan for the future of the business.
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Example - Boeing,

V ) ng. The Boeing Company
If you've ever flown on an airplane, there's a good chance you l;n?rll?::is i -]
generates around $90 billion each year from selling thousands of airgl

eople, and it's indirectly
military customers around the world. It employs around 290.00::;5‘ ::ors T
responsible for more than a million jobs through its suppliers, ¢ ]

s ilding in the world, a colossz|
main assembly line in Everett, WA (USA), is housed in the Iarg';est[bun‘llc:r;gr:a ::ive i
facility that covers nearly a half-trillion cubic feet. Boeing is, s't“p v P RN
) e éoeing’ s managers know the exact cost of everything the con;rr:d 5):-, Ty (G
" 3 er, S i
airplanes: every propeller, flap, seat belt, welder, comztlj:dpggrf:::::lanes or fewer. They also know
: ; ro
they know how those costs would change if they p . made on each sale. Bosing's
the price at which they sold each plane and the To::atz:: 7:? rpezrl‘fime, if the company Is to remzin
1 X this infor {
EXecutives expect their managers to know.
Profitable,

Test your understanding

we move onto using these costs to conduct cost-
Testyou und d f fixed. variable and mixed costs before we move g
Understanding of fixed, var

volume-profit (CVP) analysis.

A is version of the text. You can view it online
@ 5P element has been excluded from this versio ¢
n interactive H5P ele

here:

=2072#h5p:23
bttps:foer. prossbooks pub/utsaccountingl/2p=2072:h5)
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margin - the foundation for

Contribution
CVP

MITCHELL Fi

i A WHITE
RANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMAND.

Fixed costs, relevant range and variable costs

To be able to conduct Cost Volume Profit (CVP) analysis, we need to understand something called the

contribution margin, However, before examining contribution margins, let's review some key concepts; fixed

costs, relevant range and variable costs. : -
Fixed costs are those costs that will not change within a given range of production. For example, in the current

case, the fixed costs will be the student sales staff fee of $100. No matter how many shirts the club sells within
the relevant range, the fee will be locked in at $100. The relevant range is the anticipated production activity leve|
Fixed costs remain constant within a relevant range. If production levels exceed expectations, then additional fixed
costs will be required (eg have two stalls).

For example, assume that the Club is going to hire a people mover van to get students to a weekend study
camp. A people-mover van like a Toyota HiAce People mover will hold twelve passengers, at a cost of $200 per van,
If they send one to twelve participants, the fixed cost for the van would be $200. If they send thirteen to twenty four
students, the fixed cost would be $400 because they will need two vans. We would consider the relevant range to
be between one and twelve passengers, and the fixed cost in this range would be $200. If they exceed the initial
relevant range, the fixed costs would increase to $400 for thirteen to twenty four passengers.

Variable costs are those costs that vary per unit of production. Direct materials are often typical variable costs,
because you normally use more direct materials when you produce more items, In our example, if the students
saold 100 shirts, assuming an individual variable cost per shirt of $10, the total variable costs would be $1,000 (100 x
$10). If they sold 250 shirts, again assuming an individual variable cost per shirt of $10, then the total variable costs
would $2,500 (250 = $10).

Defining the contribution margin

Contribution margin is the amount by which a product’s selling price exceeds its total variable cost per unit. This

erence between the sales price and the per unit variable cost is called the contribution margin because it is
unit contribution toward covering the fixed costs, It typically is calculated by comparing the sales revenue
ated by the sale of one item versus the variable cost of the item:

Contribution Margin = Sales - Variable Costs

In ou nple, th
Com:;i‘tei:':rxz.-, {lrfd(Ic[s -r_e\/e»:rlue from onc‘—\ shirt is $15 and the variable cost of one shirt is $10, so the individua!
S ..3rg>4.n 1S 55. This $5 contribution margin is assumed to first cover fixed ts first and then 3"
ontribution after fixed costs are covered can be considered profit e
As you will see, it is pot Just small o . :
Rrevious_section, that bene

- perations, such as the Business Students Club scenario provided in the
f;t l.rorn cost-volume-profit (CVP) analysis. At some point, all businesses find

2810 Guosksme:
much will each umtt;i‘::‘?b\tlons. lﬂow ol units' must be sold in order to reach a desired income
>+7 newmuch of the sales price from each unit will help cover our fixed costs?

Xample, Starbucks face - )
R S o S:cus these same questions every day, only on a larger scale. When they introduce
; S sea e . 3
sonal specialty drinks, they must determine the fixed and variable costs as<ociafed

themselves asking the same
level? How
For e

new
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variable costs per unit and additional fixed costs o
small the enterprise, understanding how fixed co contrib
sound decision-making. sts, variab|

pucks. Large corporations like Starbu
cks use cost.
-Volume-

€ costs, 3
, and vol
uUme are related to income is vital for

Star
profit is to m
lysis to make decisio S about their
tthe

I revenues,

products and services to ensure that they are maximi:
Ising thej

Unders i )

the ter:r:a‘:‘;:zv:ut(:n:sehﬁxec; costs, variable costs, and sales in CVP analyses requires an understanding of

Shofts Sndl I oo y have eard t'hat resta\.Jrants and supermarkgts have very low margins, while jewellery

i the difference betu es have very high n.'oar.gms. YVhat 'does “mlargun" mean? In the broadest terms, margin

club's T-shirt sale, 1o d.en a product or service's selling price and its cost of production. Recall the accounting
- ifference between the sales price per T-shirt and the purchase price of the T-shirts was the

accountin ) :
r\gclubs margin:

Sales Price $15
Cost per T-shirt 10
Margin $ 5

Recal| i
the bagi that in the previous section, we explained the charact
will uselcs.of cost behavior. Let's now apply these behaviors to t
the ¢ “,"S ‘margin” to cover fixed expenses and hopefully to pr
ontribution margin

ariable costs and introduced

eristics of fixed and V:
he concept of contribution margin. The company

ovide a profit. There are multiple ways to analyse

150 |
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1. by unit of production
2. asaratio
3. intotal.

Let's begin by examining contribution margin on a per unit basis.
Unit Contribution Margin

Whertl the co'ntril'aution m.argin is ca!ct_;lated on a per unit basis, it is referred to as the contribution margin per unit
or unit contribution margin. You can find the contribution margin per unit using the equation shown below:

Contribution margin per unit = Per unit sales price - Variable cost per unit

Itis important to.notg th-at this 'unlt co.ntributlon margin can be calculated either in dollars or as a percentagé:
To demonstrate this principle, let's consider the costs and revenues of Leung Manufacturing, a small company
that manufactures and sells birdbaths to specialty retailers. The birdbaths are named after recoénisable Australian

Adult Crimson Rosella J3 Harrison (https/Avwwijjhartison.com.au/), cc gy- S - )
licenses/by-sa/3.0>, via Wikimedia Commons . CCBY-SA 3.0 <httpsi/kreativecommons.ora/

Leung Manufacturing sells its Rosella Model for $100 and incurs variable costs of $20 i der to calculat®
: : g st - . i oc

their per unit contribution margin, we use the formula in the table below to det p'er ity it basis

oy el . er ni i

their contribution margin is: e

Contributi )
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Leung Manufacturing
ROSELLA Model for year ending 30 June 2022

Sales price per unit A
~ Variable cost per unit 320
$80

= Contribution margin per unit

This means that for every Rosella model they sell, they will have $80 to contribute toward covering fixed costs, such

asrent, insurance, and manager salaries.
But Leung Manufacturing manufactures and sells more than one model of birdbath. They also sell z Cockatoo
Model for $75, and these birdbaths incur variable costs of $15 per unit. For the Cockatoo Model, their contribution

mMargin on a per unit basis is the $75 sales price less the $15 per unit variable costs is as follows:

Leung Manufacturing
COCKATOO Modegl for year ending 30 June 2022

Sales price per unit o
- Variable cost per unit -
$60

= Contribution margin per unit

This demonstrates that, for every Cockatoo model they sell, they will have $60 to contribute toward covering
fixed costs and, if there is any left, toward profit. Every product that a company manufactures or every service a

€ompany provides will have a unique contribution margin per unit. ) -
In these examples, the contribution margin per unit was calculated in dollars per unit, but another way to

c g
alculate contribution margin is as a ratio (percentage).

Contribution Margin Ratio
The contribution margin ratio (CMR) is the percentage of a unit's selling price that exceeds total unit variable costs.
Inother words, contribution margin is expressed asa percentage of sales price and is calculated using this formula:

__ Contribution Margin per Unit
Contribution Margin Ratio = Sales Price per Unit

el Leung Manufacturing and their ROSELLA Model, the contribution margin ratio will be

$80 Contribution Margin per Unit e
$100 Sales Price per Unit .

Ata contribution margin ratio of 80%, approximately $0.80 of each sales dollar generated by the sale of a
Rosellg Model is available to cover fixed expenses and contribute to Profit. The contribution margin ratio for the

birdbath implies that, for every $1 generated by the sale of a Rosella Model, they have $0.80 that contributes to
' dollar represents the variable cost of the item and 80% of the sales

fi
xed costs ang profit. Thus, 20% of each sales ibuti .
ribution margin on a per unit basis, each has

dolariis margin. Just as each product or service has its own cont |
a Unique contribution margin ratio Although this process is extremnely useful for analysing the profitability of a

single progyct good, or service, managers also need to se€ the "big picture”and will examine contribution margin

into "
tal across a)| products, goods, or services.

Another example of contribution margin

You rent a kiosic (a free standing stall) in the local shopping centre for $300 a month and use it to sell T-shirts

1
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with sporting team logos from all over the world. You sell each T-shirt for $25, and your cost for each shirt is $15
(including appropriate licensing and royalty fees for using the sporting team logos). You also pay your sales person
a commission of $0.50 per T-shirt sold in addition to a salary of $400 per month. Construct a contribution margin

income statement for two different months: in one month, assume 100 T-shirts are sold, and in the other, assume

200 T-shirts are sold.

Solution S
Pertinent information Contribution margin Contribution margin
income statement income statement
100 units sold 200 units sold
Sales price per unit $ 25 | Sales revenue $2,500 | Sales revenue $5,000
Variable costs: Variable costs per unit 1,550 | Variable costs per unit 3,100
($15 + 0.50) x 100 units ($15 + 0.50) x 200 units
Per shirt cost 15 | Contribution margin 950 | Contribution margin 1,900
Per shirt commission 0.50 | Fixed costs 700 | Fixed costs 700
Fixed costs: Net operating Net operating
Kiosk rental 300 | income $ 250 | income $1,200
Salary 400

Total Contribution Margin

This “big picture"” is gained by calculating total contribution margin - the total amount by which total sales exceed
total variable costs. We calculate total contribution margin by multiplying per unit contribution margin by sale.S
volume or number of units sold. This approach allows managers to determine how much profit a company '
making before paying its fixed expenses. For Leung Manufacturing, if the managers want to determine how much

their Rosella Model contributes to the overall profitability of the company, they can calculate total contribution
margin as follows:

Leung Manufacturing
ROSELLA Model for month ending 31 May 2022

Units sold 500 units
Contribution margin per unit $80
= Total contribution margin (S00 x $80) $40,000

For the month of May, sales from the Rosella Model contributed $40,000 toward fixed costs. Lookind 28
contribution margin in total allows managers to evaluate whether a particular product is profitable and hoW tne
sales revenue from that product contributes to the overall profitability of the company. In fact, we can create 3
specialised income statement called a contribution margin income statement to determine how changes in SN
volume impact the bottom line.

Tollustrate how this form of income statement can be used, contribution margin income statements for Leund
Manufacturing are shown for the months of May and June, where fixed costs are $23,000 per month.

In May, Leung sold 500 Rosella Models at $100 per unit, which resulted in the operating income shown on the
contribution margin income statement:

Leung Manufacturing
Contribution Margin Income Statement for month ending 31 May 2022

Sales (500 units x $100/unit)

$50,000
Less Variable costs (500 units x $20/unit) $10,000
CONTRIBUTION MARGIN $40,000
Less Fixed costs $23,000
Net profit $17,000
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i T f t changed
InJune, 750 of the Rosella models were sold. When comparing the two statements, take note of wha g
and what remained the same from May to June.

Leung Manufacturing )
Contribution Margin Income Statement for month ending 30 June 2022
ontri

$75,000
$15,000
$60,000
$23,000
$37,000

Sales (750 units x $100/unit)

Less Variable costs (750 units x $20/unit)
CONTRIBUTION MARGIN

Less Fixed costs

Net profit

i hanging sales volume on operating
Using this contribution margin format makes it easy to se€ the‘ e o;txcedgan?d sold, more of the per-unit
) 9 ned hanged; however, as more units are pro
Ncome. Fixed costs remained unc i '

% 's net income. ) o
el e o contibuie e Company; ut CVP and the contribution margin income statement.
ints abol
Before going further, let's note several key poin

i is not shared with external
ini e statement is used for internal purposes and
First, the contribution margin incom
stakeholders, /income statement, when net profit is shown, it actually refers to
- ; % : co ) ) -
e Eclailsed profit andoss/iy : ider taxes when performing a
net D’::fll}:: \I;itt:;sustpregard to incormne taxes. Companies can also i?:;eyond thesoake st his e ntory
lysi both tax and post-tax profit, however tha
analysis to project both pre-

Course on accounting.

. . '
Why use three different methods to discuss contribution margin?
s

-unit basis, calculated as a ratio, or incorporated
R ibution margin is calculated on a per o b' lable to cover fixed expenses and
: €gardless of Whether contribution ess how much sales revenue is available - X Shater
nt i three expre e financial performance, a
(o il statement, al ine how all three approaches convey the sam P
Ontribute to profit. Let's examine

epresenteq somewhat differently. . rgin was $80 for a Leung Rosella birdbath. When Leung sold 500
You wil| recall that the per-unit contribution ma

d profit.
ite i ; ixed expenses an ) ) o
Units jn May, each unit contributed $80 to'ﬂ):iiomi Statement as previously calculated to verify the contribution
Now, let's use June’s Contribution Margin

i 80%, by applying this formula:
m IbUtion margin Fatio prev,'ouslycaIcuIated,th:h was 80%, by applying
2r9in based on the contribution

i Margin Ratio = Total Contribution Margin
ntribution Margi t
otal Sales x Cont ibu

i io (CMR) is $0.80. Therefore,
June sales were $75,000. The Contribution Marg""_’;a;:o(oo 6050 = Sec000;
Total Contribution Margin = Total Sales x CMio-me s'tatement S
m i i inin
This atches with the Contribution margi

i i iti information for managers.
in is expressed, it provides critical 1(1071 t
Regardless of how contribution margin tes to the business's profitability allows managers to

i tribu ”
ggrsaiics een i I discontinued. When allocating
nderstanding how each Droductc; gojmes they should expand or which might be
"Make decisions such as which produc

i cvP
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scarce resources, the contribution margin will help them focus on those products or services with the highest
margin, thereby maximising profits.

The evolution of Cost-Volume-Profit relationships

The CVP relationships of many organisations have become more complex recently because many labour-intensive
jobs have been replaced by or supplemented with technology, changing both fixed and variable costs. For those
organizations that are still labour-intensive, the labour costs tend to be variable costs, since at higher levels of
activity there will be a demand for more labour usage. For example, assuming one worb'<er is needed for every 50
customers per hour, we might need two workers for an average sales season, but during the Christrmas seasom
the store might experience 250 customers per hour and thus would need five \'Norkers

However, the growing trend in many segments of the economy is to convert l;bour—intensive enterprises
(primarily variable costs) to operations heavily dependent on equipment or technology (primarily fixed costs). For
example, in retail, many functions that were previously performed Bepenpleiare no)\/Np e by e
or software, such as the self-checkout machines in stores such as Woolworths and cjes Since machine and
software costs are often depreciated or amortised, these costs tend to be the same or fixed ;10 matter the level of
activity within a given relevant range. !

In China, completely unmanned grocery stores have been created that use facial recognition for accessing the
store. Patrons will shop, bag the purchased items, leave the store, and be billed based ogn what they put in their
bags. Along with managing the purchasing process, inventory is maintained by sensors that let managers know
when they need to restock an item.

In the United States, Amazon uses Amazon Go stores to offer the same service. Check out this video (copyright
owned by CNET) for an example of an Amazon Go store. Note that there i esin the
USA, but none in Australia or Asia. are currently 25 Amazon Go stor

In Australia, COVID19 accelerated the click-and-collect service offered by retailers. C can order onliné
from most stores and have it ready to pick up in just a few hours (avoiding potent:n llf:xo"\:vearust times for courie’
or postal delivery). In some instances, you don't even need to enter the store Woolw)::rthsgoffers 3 direct-to'boot
<ervice - order your items online and book a window to pick them up, When - ou arrive, click a button on the 3PP
or in the text message you received letting you know your groceries a dy_ rrive, click a u o ot
order and place It directly in your bt re ready — and someone will bring

Another major innovation affecting labor costs is the development of driverless cars and trucks (primarily fixed
costs), which will have a major imPaCF on the number of taxi and truck drivers in the future ( fi:“’“y variabl®
costs), The fitst to be approved for Use is the Nuro system in the USA (you can read more about Npuro in this articl®
frorn CNET). Do these labour-saving processes change the cost structure for the comn ? Are var{agle costs
decreased? What about fixed costs? Let's look at this in more detail. pany?

When ordering food through an app. there is no need to have an employee take the order, but someoné still
needs to prepare the food and package it for the customer. The variable costs associated r' hrlthe wages of orde’
takers will likely decrease, but the fixed costs associated with additional technolo [ te \|,|VIt for online ordering
will likely increase. When grocery customers place their orders online, this not onl grye C:Ja 0\"\/ c:eased fixed cOSt®
for the new technology, but it can also increase variable labor costs, as emplo! eeys q ITGSCI’N; i Cuswmers.
online orders. Many stores may move customer-facing positions to online or}cljer ftaJIr:llr:::nte rat(l)'\er than hirind
additional employees. Other stores may have employees fill online grocery orders duri | downtimes. goth
Woolworths and Coles operate “dark stores" in Australia - stores that have no custome?s,gaanV:?; designed only !
online order fulfilrnent.

Using driverless cars and trucks decreases the variable costs tied to the wages of the dri put requires 2
major investment in fixed-cost assets = the autonomous vehicles - and compar?ies jv t l: dnv:ri charge Price®
that allowed themn to recoup their expensive investments in the technology as well o k p f?t A|[emati\le[)"
companies that rely on shipping aﬁd delivery companies that use driverless techas|ma - D’z : f ced with an
increase in transportation or shipPING Costs (variable costs). These costs may be :0 :Qy e ta chnology
often more expensive when it is new than it will be in the future, when it is ’ igher because t& e o
produce and also more accessible: A good example of the change in cost of e e mo're C'OSt y tion ove!
time is the personal computer, which was very expensive when it was first dae::;g';:dchbnc;iiglcadl ln:‘e‘;‘;id in cost

ut has dec C
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significantly since that time. The same will likely happen over time with the cost of creating and using driverless
transportation.

You might wonder Wwhy a company would trade variable costs for fixed costs. One reason might be to meet
€ompany goals, such as gaining market share. Other reasons include being a leader in the use of innovation and
improving efficiencies. If a company uses the latest technology, such as online ordering and delivery, this may help
the company attract a new type of customer or create loyalty with longstanding customers. In addition, although
fixed costs are riskier because they exist regardless of the sales level, once those fixed costs are met, profits grow,
All of these new trends result in changes in the composition of fixed and variable costs for a company and it is this
composition that helps determine a company’s profit.

As you will learn in future chapters, in order for businesses to remain profitable, it is imporFant for managers to
understand how to measure and manage fixed and variable costs for decision-making. In tt'n‘s chap:e_r. we begirn
&Xamining the relationship among sales volume, fixed costs, variable costs, and profit in ?lecns:on-mal‘«ng. We will
discuss how to use the concepts of fixed and variable costs and their relationship to profit to de.termlr?e the sales
Needed to break even or to reach a desired profit. You will also learn how to plan for changes in selling price or

Costs, whether a single product, multiple products, or services are involved.

What sort of decisions can be made with CVP analysis?

Once You understand variable costs, fixed costs and CVP - the application to internal decision making is vast. The

t8ble below provides some examples.

Link between Business Decision and Cost Information Used

Pecision Cost Information
Discont; : duct, potential reduction in fixed costs
ling ¢ @ PrOdUCt v able costs, overhead directly tied to product, p

Shia e i i ntial overhead increases (utilities, security personnel)
shift nd prodtiction Labor costs, cost of fringe benefits, potenti

Open additional retail Fixed costs, variable operating costs, potential increases in administrative expenses at corporate
Outlets headquarters

Deciding Between Orders

You are evaluating orders from two new customers, but you will only be able to acceptvone of the o.rders without
i”Creasmg your fixed costs. Management has directed you to choose th? one that is rr!ost profitable -for Fhe
COMpany Customer A is ordering 500 units and is willing to pay» $299 per unit, and these urfnrts have a contribution
Margin of $60 per unit. Customer B is ordering 1,000 units and is willing to pay $140 per unit, and these units have

>

& Contribution margin ratio of 40%. Which order do you select gha g, .

Watch this vi f ia reviewi h. T contribution margin to learn more. Keep in mind
is vi

that contribution margin per sale first contributes to meeting fixed costs and then to profit,

Key Concepts and Summary

te how much of every dollar in sales is available to cover fixed
Contribution margin can be used to calcula

eXpenses and contribute to profit. : A . ‘
Contribution margin can be expressed on a per-unit basis, as? ratio, Of.ln total. '
enna ment, the Contribution Margin Income Statement, can be useful in

- i tei
A specialised profit and loss/income sta ! : L
looking at total sales and total contribution margin at varying levels of activity.
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Check your understanding

By completing the following activity

@ An interactive H5P element has been excluded from this version of the text. You can view it online
here:

httpsi/oer presshooks pub/utsaccountingl/2p=2090#h5p-24
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Calculate the break-even point

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Assumptions required for cost-volume-profit analysis

Ina previous section, you learned how to determine and recognise the fixed and variable components of costs, and
NOW you have learned about contribution margin, Those concepts can be used together to conduct cost-volume-
profit (CvpP) analysis, which is a method used by companies to determine what will occur financially if selling prices

change, costs (either fixed or variable) change, or sales/production volume changes.
Itisimportant, first, to make several assumptions about operations in order to understand CVP analysis and the

associated contribution margin income statement. However, while the following assumption§ are typical in CVP

analysis, there can be exceptions. For example, while we typically assume that the sales price will remain the same,

there might be exceptions where a quantity discount might be allowed. Our CVP analysis will be based on these

four (4) assumptions;

). Costs are linear and can clearly be designated as either fixed or variable. In other words, fixed costs remain
fixed in total over the relevant range and variable costs remain fixed on a per-unit basis. For example, if a
Company has the capability of producing up to 1,000 units a month of a product given its current resources,

the relevant range would be 0 to 1,000, If they decided that they wanted to produce 1,800 units a month, they

Would have to secure additional production capacity. While they might be able to add an extra production
ying an additional machine that would increase

shift and then produce 1,800 units a month without bu N )
Production capacity to 2,000 units a month, companies often [RGa a"hel produstion squipiment
to increase their relevantl ratige Inthi example, the production capacity between 1,800 and 2,000 would be

N expense that currently would not provide additional ¢ '
2, Selling price per unit remains constant and does not increase or decrease based on volume (i.e, customers

ontribution toward fixed costs,

are not given discounts based on quantity purchased). '
Inthe case of manufacturing businesses, inventory does not change because we make the assumption that

all units
Produced are sold. i
the sales mix remains constant. For example, if we are

In the case of company that sells multiple products, ) |
a beverage supplier, we might assume that our beverage sales are 3 units of coffee pods and two units of tea

bags,

Using these assumptions, we can begin our discussion of CVP analysis with the break-even point.

Basics of the break-even point

sales dollars) or Production level (total units produced) at which

Th
© break-even point is the dollar amount (total '
In other Words, no profit or loss occurs at break-even

th o
€ ©Ompany has recovered all variable and fixed costs .
because Total Cost = Total Revenue. (Figure) illustrates the components of the break-even point:
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Break-Even pojny
(attribution: Copy i
: HON: Copyry

TOtal Rice University, D

OpenStax, under (o(e

Revenue BY-NC-SA40icen,

preak-Even Point
)
— Profit

Total
Costs

|
|

Break-Even Point

Dollars

Loss

y

% /.’

Units sold

The basic theory illustrated in the diagram above is that, because of the existence of fixed costs in most production
ocesses, in the first stages of production and subsequent sale of the products, the company will report a loss
varnple, assume that in an extreme case the company has fixed costs of $20,000, a sales price of $400 per
unit and variable costs of $250 per unit, and it sells no units. It would realize a loss of $20,000 (the fixed costs) since
it gnised no revenue or variable costs. This loss explains why the company's cost graph recognised costs (In
this example, $20,000) even though there were no sales. If it subsequently sells units, the loss would be reduced by

$150 (the contribution margin) for each unit sold. This relationship will be continued until we reach the break-even

o

o

point, where total revenue equals total costs. Once we reach the break-even point for each unit sold the company
will see an increase in profits of $150.

For each additional unit sold, the loss typically is lessened until it reaches the break-even point. At this stagé
the company is theoretically making neither a profit nor a loss - hence the term “break-even”. After the next sale
beyend the break-even point, the company will begin to make a profit, and the profit will continue to increase
as more units are sold, While there are exceptions and complications that could be incorporated, these aré the

general guidelines for break-even analysis.

As you can imagine, the concept of the break-even point applies to every business endeavor—manufacturing

retail, and service. Because of its universal applicability, it is a critical concept to managers, business owners, and
a

accountants. When a corpany first starts out, it is important for the owners to know when their sales will be
sufficient to cover all of their fixed costs and begin to generate a profit for the business. Larger companies may

look at the break-even point when investing in new machinery, plants, or equipment in order to predict how long

! . I new or additional fixed costs, Since the break-even point represen[s
that point where the company is neither losing nor making money ¢ will
St £

help the company reach and exc

it will take for their sales volume to cove

managers need to make decisions tha

as possible. No business can operate for very long P
ill suffer losses so great that they

ed this point as quickly
break-even. Eventually the company wi

elow

are forced to close their doors.
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greak-even analysis and Profitability

1he first step in determining the viability of the businss
¢he true cost of the product or service and the timeline
need an estimate of 3 product or service's cost ang relato
the break-even point.

eci:
Sion to sell a preduct or provi

Y € pri rs ce. C ans
Payment for h Eth nagers
y product o service. Ethical g
ed reve| ue streams to evaluate t|

deace i
Ge a service is analysing
e chance of reaching

ining an accurate price for a :
e e s the volu ° ; product or service requires a detailed anal
nges a me incr i S analysi "
cost chang ! -eases. This analysis includes the timing of lysis of both the cost and how the
well as how these costs will be financed. An exampleisan T . g of both costs and receipts for payment
servi I e

. ce ;
be frontloaded. When costs or activities are frontloaded, a great ot S carporationwhiers th epsts il
: a )

as
o Gt eiprolect AT Sorvi eontraciis e Proportion of the costs or activities occur inan
m
east 120 days of employee cost: i
atl \% ploy: s before a payment will be received for the costs incurred. An IT :
. An IT service contract

00 in monthl i %
for $100,000 i y services with a 30% profit margin will require 4 months of inanci
palanced over the four months before a single payment is received RETROSRL ARt G208 eEp

ployee cost intensive and requires an esti

Thaicveral DTO'fIt at a specific point in time requires a careful determination of all
creating and selling the product or providing the service. An ethical mana erial =l of the CO.Sts aSS,OCIEIEd i
cost estimate, regardless of management's desire to sell a product or proviie 3 :Ccéuntant wxll.provxde a realisti
product on its face needs additional analysis provided by the managerial accoun:\rlwlfe. ihatmignt be 2 uerati

To illustrate the concept of break-even, we will
L return to Leung Manufacturi i I
they manufacture and sell. 9 turing and look at the Rosella birdbath

Sales where net profit is $0

L?ung Manufacturing is interested in finding out the point at which they break even selling their Rosella Model
birdbath. They will break even when the operating income is $0. The operating income is determined by
subtracting the total variable and fixed costs from the sales revenue generated by an enterprise. In other word;
the managers at Leung want to know how many Rosella birdbaths they will need to sell in order to cover [heirl
fixed expenses and break even. Information on this product is:

—

Leung Manufacturing
Rosella Model - for the year ending 30 June 2022

Sales Price per Unit .
Variable Cost per Unit =
C

ONTRIBUTION MARGIN per Unit -
Total Fixed Costs per Month Lo

for the Rosella and determine how

| o ; ' :
N order to find their break-even point, we will use the contribution margin
own in the formula in (Figure).

ma T et i
Y contribution margins we need in order to cover the fixed expenses, as sh

Break-Even Pointin
Units. (attribution

Total Fixed Costs e
Break-Even Point in Units: ’ Copyright Rice
. i i i er Unit University, OpenStox,
contribution Margin p L
license)

Abplying rh
PRIying this to Leung calculates as:
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Break Evenunits = $18,000 / $80 = 225 units

What this tells us is that Leung must sell 225 Rosella Model birdbaths in order to cover their fixed expenses. In
other words, they will not begin to show a profit until they sell the 226™ unit, This is illustrated in their contribution
margin income statement.

Leung Manufacturing 3
Contribution Margin Income Statemen
for the year ending 30 June 2022

<ales (225 units x $100 sales price)
Varizble Costs (225 units x $20 VC)
CONTRIBUTION MARGIN

Fixed Costs

NET PROFIT

The break-even point for Leung Manufacturing at a sales volume of $22,500 (225 units) is shown graphically in
the diagram below.

$40,000

$30,000

$22,500

$20,000
$18,000

Dollars

Break-Even Point
(225 units, $22,500 sales)

Loss
$10,000

. 225 500
Birdbaths sold (units)

Break-Even Point for 225 Units. (attribution: Copyright Rice University, Openstax under CC BY-NC-SA 4.0 |icen59’

o Sam e e el Manufacturing sells 225 Rosella Model birdbaths they will make no profit B 3

not suffer a loss because all of their fixed expenses are covered, However, what ha hen they do not sell 2
units? If that happens, the business will make a net loss, IR RN

. 16
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S

Sales where a loss is made (profit is negative)

In a recent month, local flooding caused Leung to close for several days, reducing the number of units they could
ship and sell from 225 units to 175 units. The information in the table below reflects this drop in sales.

Leung Manufacturinsg( . ot
Contribution Margin Income Stateme;
for the year ending 30 June 2022

Sales (175 units x $100 sales price) sw.soo
Variable Costs (1775 units x $20 VC) oo
CONTRIBUTION MARGIN "
Fixed Costs s
NET PROFIT (LOSS) -

enough sales revenue to cover their fixed expenses and

AL175 units ($17,500 in sales), Leung does not generate :
even point of 225 units.

they suffer a loss of $4,000. They did not reach the break-

Break-Even Point for

$40,000 175 Units. (attribution:

Sales ) t
Copyright Rice
University, OpenStax,
gnder CC BY-NC-5A 4.0
o TotalCost, = icease)
$30,000
@ 521,500 [ s
]
3 $20,000 \
Q $ 8,000 Break-Even Point
$17,500 (225 units, $21,500 sales)

\ CUrrent salES

$10,000 (175 units, $17.500 sales)

0SS

R 175 225 500
Birdbaths sold (units)

Sales where net profit is positive

d sells 300 Rosella birdbaths? We have already established that
hem at break-even. When sales exceed the break-even point
s will go toward profit. This is reflected on their income

What happens when Leung has a busy month an
the contribytion margin from 225 units will put ther
the unjt contribution margin from the additional unit
statement,
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Leung Manufacturing
Contribution Margin Income Statement
for the year ending 30 June 2022
Sales (300 units x $100 sales price) . $30,000
Variable Costs (300 units x $20 VC) $6,000
CONTRIBUTION MARGIN 3 $24,000
Fixed Costs $18,000
NET PROFIT $6,000

Again, looking at the graph for break-even below, you will see that their sales have moved them beyond the point
where total revenue is equal to total cost and into the profit area of the graph.

- Break-Even Po:_nt for )
sales 300 Units. (attribution:
Copyright Rice
University, Openstax,4 :
under CC BY-NC-SA 4!
Total Cost license)
$28,500
$22,500
2
2 520,000
o $18,000

Break-Even Point

(225 units, $22,500 sales)
$10,000

0 225 300
Birdbaths sold (units)

500

Leung Manufacturing can use the information from these different scenarios to inform many of their decisions
about operations, such as sales goals.

However, using the contribution margin per unit is not the only way to determine a break-even point. recall that
we were able to determine a contribution margin expressed in dollars by finding the contribution margin ratio. We
can apply that contribution margin ratio to the break-even analysis to determine the break-even pointin dollars:
For exarmple, we know that Leung had $18,000 in fixed costs and a contribution margin ratio of 80% for the Rosell2
modlel. We will use this ratio to calculate the break-even point in dollars.

intin
Breok-Even I?am_l In |
Break-Even Point in Dollars = Fixed Costs Breok S%:imw
Contribution Margin Ratio e OPE"S;ZXAO
under CC BY-NC-
license)

Applying the formula to Leung gives this calculation:

: 1
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Break-Even point = $18,000/0.80 = $22,500

Leung Manufacturing will have to generate $22,500 in monthly sales in order to cover all of their fixed costs. In

order for us to verify that Leung's break-even point is $22.500 {or 225 units) we will look again at the contribution

margin income statement at break-even:

.

Leung Manufacturing

for the year ending 30 June 2022

Contribution Margin Income Statement

Sales (225 units x $100 sales price)

Variable Costs (225 units x $20 VC)
CONTRIBUTION MARGIN

Fixed Costs

NET PROFIT

By knowing at what level sales are sufficient to cover fixed expenses is critical, but companies want to be able to

make a profit and can use this break-even analysis to helP them.

Example - the cost of a haircut

how many ladies' haircuts your salon needs to sell in a
on. You have determined that, at the current price of $35
each cut. These variable costs include stylist wages, hair

You are the manager of a hair salon and want to know
month in order to cover the fixed costs of running the sal
Per haircut, you have $20 in variable costs associated with
Product, and shop supplies. Your fixed costs are $3.000 P& (i
unit basis ang discover the following:

Sales price per service $ 35
Variable cost per service 20
Contribution margin per service 15
Break-even (in services) 200

e open 6 days per week. Considering the break-even

You have i king in the salon and ar
4 stylists plus yourself working r break even? If it does, what will need to happen?

X i ; eve

POINt and the number of available stylists, will the salon
int?

What can be done to achieve the break-even point’

Examples of the effects of variable and fixed costs in determining the

break-even point

are in business to make a profit. Break-even analysis
Companies typ; imply break even, asthey
S typically do not want to simply
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also can help companies determine the level of sales (in dollars or in units) that is needed to make a desired profit.
The process for factoring a desired level of profit into a break-even analysis is to add the desired level of profit to
the fixed costs and then calculate a new break-even point. We know that Leung Manufacturing breaks even at 225
Rosella birdbaths, but what if they have a target profit for the month of July? They can simply add that target to
their fixed costs. By calculating a target profit, they will produce and (hopefully) sell enough bird baths to cover
both fixed costs and the target profit.

If Leung wants to earn $16,000 in profit in the month of June, we can calculate their new break-even point as
follows:

Target sales = (Fixed costs + Desired Profit) / Contribution Margin per unit
= (18,000 +16,000) / 80
= 425 units

We have already established that the $18,000 in fixed costs is covered at the 225 units mark, so an additional 200

units will cover the desired profit (200 units x $80 per unit contribution margin = $16,000). Alternatively, we can
calculate this in terms of dollars by using the contribution margin ratio, ) ’

f
|
|
‘ Target sales = (Fixed costs + Desired Profit) / Contribution Margin Ratio
l = (18,000 +16,000) / 0.8

b =$42,500

Note - when you use the Contribution Margin in dollars, th o S on
,» the output is in units, e Contributio
Margin Ratio, the output is in dollars. its. When you use th

As done previously, we can confirm this calculation using the contribution margin income statem_e%

Sales (425 units at $100 per unit) $42,500
Variable Costs (425 units at $20 per unit) 8,500
Contribution Margin m
Fixed Costs 18,000
Operating Income (loss) $m

—

Application of break-even concepts for a service organisation

Because break-even analysis is applicable to any business enterprise, we can 3 ly th rinciples © 2
service business. For example, Marshall & Hirito is a mid-sized accounting firmptphy fhese 'same ° ide rang® 0!
accounting services to its clients but relies heavily on personal income tax pre; ét provides ’a Wf its reveﬂue'
They have analysed the cost to the firm associated with preparing these retparauon o muc; i rrined e
following cost structure for the preparation of a standard Individual Income Tax ;;:zhr:'hey R
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i $400
Charge to Client (sales price per return) o
Variable Cost per Return

e salaries of the accountants who are responsible

faredwith ™ tribution
They have fixed costs of $14,000 per month associa

Or preparir h b € poi i mine the con
heil - oint, they first deter
In order to determine their reak-even 1
for pr ri g the tax return In

i i wh:
margin for tax return preparation as sho

$400
150
250

Sales Price per Return
Variable Cost per Return o
Contribution Margin per

i int:
Now they can calculate their break-even poi

ibution margin
Break-evenynits = Fixed costs / Contributio
= $14,000 /250
= 56 tax returns

per of ta urns) but t an a -even
f tax returns) but they can Iso find a break-ev
um

: i ibuti rgin ratio
int i units (the D io. Fi find the contribution ma
Remember, this is the break-even point in U giiratio First. theiy

ibution mar
‘ i tribution
Point expressed in dollars by using the con

int in dollars:
_even pOIrlT.I
Then, they use the ratio to calculate the break-e

i rgin ratio
Break-even = Fixed costs / Contribution marg
=$14,000/0.625
=$22,400

margin i m tement:
ibuti argin income sta

e can i tribution

onfirm i ring a con
We can ¢ firm these figures by prepa
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Sales (56 at $400 per return) $22,400
Variable Costs (56 at $150 per return) 8,400
Contribution Margin 14,000
Fixed costs Jﬁgt_)g
Operating Income (loss) $ 0

iri 2 f |0sS:
Therefore, as long as Marshall & Hirito prepares 56 tax returns, they will earn no profit but also incur no o
- 5 . s
What if Marshall & Hirito has a target monthly profit of $10,000? They can use the break-even analysis Pf‘_’ce iy
determine how many returns they will need to prepare in order to cover their fixed expenses and reach their ta
profit:

Target returns = (Fixed costs + Target Profit) / Contribution Margin per unit
= (14,000 +10,000) / 250

=96 units (or tax returns)

i : .« in dollar®
They will need to prepare 96 returns during the month in order to realize a $10,000 profit, Expressing thisin
instead of units requires that we use the contribution margin ratio as shown:

Target sales = (Fixed costs + Target Profit) / Contribution Margin Ratio
= (14,000 +10,000) / 0.625
= $38,400

i . . neraté
Marshall & Hirito now knows that, in order to cover the fixed costs associated with this service, they must €
$38,400 in revenue. Once again, let's verify this by constructing a contribution margin income statement:

"
_—
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n ﬁc;'omé's;té.t'ement
cember 31, 2019

$38,400
14,400
24,000
14,000
$10,000

Sales (96 at $400 per return)
Variable Costs (96 at $150 per return)
Contribution Margin

Fixed Costs

Operating Income (loss)

Asyou can see, the $38,400 in revenue will not only cover the $14,000 in fixed costs, but will supply Marshall &

Hiito with the $10,000 in profit (net income) they desire. _ ) : o
AS You've learned. break-even can be calculated using either contribution margin per unit or the contribution
Margin ratio. Now that you have seen this process, lets look
tegether to illustrate how either method will provide the Sl
Suppose that Channing's Chairs designs, builds, and sells unique €rg ) :
Their bestselling chair is the Spine Saver. (Fig re) illustrates how Channing could determine the break-even point
Insales dollars using either the contribution margin Per uniterthe sentrlbution;matin pasior

at an example of these two concepts presented
financial results.

Channing's
Sales sts/
S Cost Contribution  Fixed :‘I,):,e:us:ﬂon BrealcEven  Break Even Brqu.Even<‘::°InL =
perunie "' Unit Margin Cosis in per Unit in Units In Dollars (attribution: Copyright
per Unit Margin p Rice University,
$1,250 /$400 42 42x$1,250= | OpenStax, under CC
3850 $400 s16800  $16,800% $52,500 | BY-NC-5A 40 ficense)

oo g g Bt Sk ek

N per Un Dollars (FC*
($1,250 350)It Rastl::) (Dcys/;s;?;)or 416,800+ 0.32) Price or $52,500 + $1,250)

$400 320 §52,500 _ “42Units )

Note that in either scenario, the break-even point is the same in dollars and units, regardless of approach. Thus,
YoUcan always find the brea'k»even point (or a desired profit) in Un"sé"d_the” convert it to sales by multiplying by
the selling price per Unit. Alternatively, you can find the break-even pointin sales dollars and then find the number
of unj - i ! :

funits by dividing by the selling price per unit.

What about incorporating taxes?

Sofar, we have conducted all of our analysis excluding tax. Tax ral:; :Z; i"“:f’fPGrated business in Australia is 30%
(Aliﬂtal_imxm-on Office). Therefore, to calculate net profit AFT » We simply deduct 30% from pre-tax net
Profit in taxes,

We can also incorporate taxes into our Tar
SXample, if a pusiness desires to make $15050
target profit BEFORE tax. This would be calculate
because §150,000 represents 70% of net profit before t3

get Profit figure when conducting CVP sensitivity analysis. For
0 in profit AFTER taX: then we need to calculate their desired or
d by dividing $150:500 by 70 and multiplying by 100. This is
+. The desired Pre-tax profit would be $215,000.
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Perform break-even sensitivity analysis for
a single product

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Finding the break-even point or the sales necessary to meet a desired profit is very useful to a business, but cost-
volume-profit analysis also can be used to conduct a sensitivity analysis, which shows what will happen if the
sales price, units sold, variable cost per unit, or fixed costs change. Businesses use this type of analysis to consider

possible scenarios that assist them in planning. It allows businesses to say "what if?" and consider the possible
outcomes.

The effects on break-even under changing business conditions

Circumstances often change within a business, within an industry, or even within the economy that impact the

decision-making of an organisation. Sometimes, these effects are sudden and unexpected, for example, if 3 flood
destroyed the factory of a business's major supplier; other times, they occur more slowl)‘/ such as when union
negotiations affect your labour costs. In either of these situations, costs to the business will I:;e affected. Using cvP
analysis, the business can predict how these changes will affect. profits.

Changing a single variable

To demonstrate the effects of changing any one of these variables, consider Back Door Café, a small coffee shoP
that roasts its own beans to make coffee. They also sell a variety of baked goods and T—Shirés with their 1090 on
them. They track their costs carefully and use CVP analysis to make sure that their sales cover their fixed coStS and
provide a reasonable level of profit for the owners. There are 3 potential components that could be changed —the

szles price, the variable costs or the fixed costs. Let's analyse the impact of a change of each of these (in isolation
not compounded) g

Change in sales price

The cwner of Back Door has one of her employees conduct a survey of the other coffee shops in the aréd g
finds that competitors are charging $0.75 more for coffee, As a result, the owner wants to determine what woul

happen te operating income if she increased her price by forms
Y just $0.50 and sales r i so she per
the following analysis: SpRInRd constant
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Price Change Analysis

With Current Price With New Price
Sales Price per Unit $ 3.75 $ 4.25
Variable Cost per Unit $ 1.50 $ 1.50
Contribution Margin per Unit $ 225 5275
Fixed Costs $2,475 $2,475
Break-even (in units) 1,100 900
$4,125 $3,825

Break-Even (in dollars) :

Contribution Margin Income Statement

Current Price versus New Price
Unit Sales, Expe(:ted 1,500 1,500
Sales $5,625 $6,375
Variable Costs 2,250 2,250
Contribution Margin $3,375 $4,12
Fixed Costs 2475 2,475
Net Income $ 900 $1,650

50 increase in the price of their coffee drinks, but the net profit/
this increase in profit is that, if the sales price increases
1,500 units, then this will result in an increase in overall

T! )
im;he only variable that has changed is the $0-
°me will increase by $750. Another way to think of

by
¥ $050 per coffee drink and the estimated sales ar
contribution margin of $750. Moreover, since all of the fixed costs Were met by the lower sales price, all of this $750

99€s 1o profit., Again, this is assuming the higher sales price does not decrease the number of units sold. Since the
other coffee shops V\’Iill still be priced higher than Back Door: the owner believes that there will not be a decrease
"Nsales volume,

W ; .
. hen making this adjustment to their sales price:
Which

Back Door Café is engaging in target pricing, a process in
a company uses market analysis and production information to determine the maximum price customers
pe produced at a cost that allows both the desired profit

are willj
Willing to pay for a good or service. If the good 8"
percentage as well as deliver the good at price acceptable to the customer, then the company should proceed

With the product: otherwise, the company will not achieve its desired profit goals,

Change in variable cost

{n March, the owner of Back Door receives a letter from her cups supplier informing her that there is a $0.05 price
INCrease dye to higher material prices Assume that the example uses the original $3.75 per unit sales price. The
OWner wants to know what would happen to net profit/income if she absorbs the cost increase (not passing it on

to . is:
her Customers), so she performs the following analysis:

17 - i uct
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Variable Cost Change Analysis

With Current Price With Increased
Variable Cost
Sales Price per Unit $ 3.75 $ 3.75
Variable Cost per Unit $ 1.50 $ 1.55
Contribution Margin per Unit $ 2.25 $ 2.20
Fixed Costs $2,475 $ 2475
Break-even in Units 1,100 1,125
Break-even in Dollars $4,125 $4,218.75

Monthly Fontributlon Margin Income Statement
Current Variable Costs versus Increased Variable Costs

Unit Sales, Expected

1,500 1,500
Sales $5,625 $ 5625
Variable Costs 2,250 __,l,_ié
Contribution Margin $3,375 $ 3,300
Fixed Costs 2,475 :»,Zl,ié
Net Income $_900 s__ 825

She is surprised to see that just a $0.05 increase in variable costs (cups) will reduce her net income by $75. The
owner may decide that she is fine with the lower income, but if she wants to maintain her income, she will need fo
find 2 new cup supplier, reduce other costs, or pass the price increase on to her customers. Because the increase "
the cost of the cups was a variable cost, the impact on net profit/income can be seen by taking the increase in C?S[
per unit, $0.05, and multiplying that by the units expected to be sold, 1,500, to see the impact on the contf”i’unc'n
margin, which in this case would be a decrease of $75. This also means a decrease in net income of $75.

Change in fixed cost

Back Door Café's lease is coming up for renewal. The owner calls the landlord to indicate that she wants t© rene“;
her iease for another 5 years. The landlord is happy to hear she will continue renting from him but informs N
that the rent will increase $225 per month. She is not certain that she can afford an additional $225 per month 2" e
telis him she needs to look at her numbers and will call him back, She pulls out her CVP spreadsheet and a'dJ‘J?:)V
her monthly fixed costs upwards by $225. Assume that the example uses the original $3.75 per unit sales price
coffee drinks. The results of her analysis of the impact of the rent increase on her annual net income are:

17
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Fixed Cost Change Analysis

With Current Price With Increased
Fixed Cost

Sales Price per Unit $ 375 $ 3.75
Variable Cost per Unit $ 1.50 $ 1.50
Contribution Margin per Unit $ 225 5225
Fixed Costs $2,475 $2,700
Break-even in Units 1,100 1,200

Break-even in Dollars $4,125 $4,500

Monthly Contribution Margin Income Statement

Current Fixed Costs versus Increased Fixed Costs

Unit Sales, Expected 1,500 1,500

Sales $5,625 $5,625
Variable Costs 220 2359
Contribution Margin $3,375 $3,375
Fixed Costs g 2700
Net Income $__9_/£ $__6_7_5

Because the rent increase is a change in @ fixed cost, the contribution margin per unit reméins the same.
HoweVer, the break-even point in both units and dollars increase because more units of contribution are needed
to cover the $225 monthly increase in fixed costs. If the owner of the. Back Do.or agrees to the increasg in rent f‘_”
the new lease, she will likely look for ways to increase the contribution margin per unit to offset this increase in

fixed costs,

Ineach of the prior examples, only one variable was changed— sales price, variable costs, or fixed costs. There are
es,

some .
°Me generalisations or rules of thumb that can be M2
affects the break-even point. These general rules of thumb are s

de regarding how a change in any one of these variables
ummarised in the table below

Rules of thump regarding changes in preak-even point from a change in one variable

Condition
Result A
tribution Margin is Higher, Need Fewer Sales to Break Even)

S &
ales Price Increases  Break-Even Point Decreases (Con

Sales Prig, ot is L
e n Margin is Lower, Need More Sales to Break Even

Decreases Break-Even Point Increases (Contributi )
Variable ¢ is Lowi

oS! n Margin is Lower, Need More Sales to Break Even!
Increase = Break-Even Point Increases (Contrlbuno )
Variable ¢ - rion Margin is Higher, N

osts tion Marg gher, Need Fewer Sales to Break Even)
Decrease Break-Even Point Decreases (Contribu

K-E Point Increases (contribution Margin Does Not Change, but Need More Sales to Meet
Break-Even Poin
Fixed Costs)

Break-Even Point Decreases
Fixed Costs)

Fixed Costs
Increase
(Contribution Margin Does Not Change, but Need Fewer Sales to Meet

Fixed Costs Decrease

. ow to calculate break even in units and dollars and at.a desired
Watch this video that walks mrough..slgpﬂs—t-gp‘-b

rofi
RLofit or sales level to learn more.

s 2 uct
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Changing multiple variables

We have analysed situations in which one variable changes, but often, more than one change will occur at a timf-\
For examnple, a business may need to lower its selling price to compete, but they may also be able to lower certain
variable costs by switching suppliers.

Suppose Back Door Café has the opportunity to purchase a new espresso machine that will reduce the amount
of coffee beans required for an espresso drink by putting the beans under higher pressure. The new rmachine will
cost $15,000, but it will decrease the variable cost per cup by $0.05, The owner wants to see what the effect will bé
on the net income and break-even point if she purchases the new machine. She has arranged financing for the

new machine and the monthly payment will increase her fixed costs by $400 per month. When she conducts this
analysis, she gets the following results:

Variable Cost and Fixed Cost Change Analysis 11’7
With Current Price With Decreased VC
and Increased FC
Sales Price per Unit $ 3.75 $ 3.75
Variable Cost per Unit $ 1.50 $ 1.45
Contribution Margin per Unit $ 2.25 $ 2.30
Fixed Costs $ 2475 $ 2875
Break-even in Units 1,100 1,250
Break-even in Dollars $4,125.00 $4,687.50
Monthly Contribution Margin Income Statement
Current Fixed Costs versus Increased Fixed Costs
Unit Sales, Expected 1,500 1,500
Sales $ 5,625 $ 5625
Variable Costs 2,250 __2175
Contribution Margin $ 3,375 $ 3450
Fixed Costs 2,475 _EEZE
Net Income $ 900 $ ;75

Looking at the “what-if” analysis, we see that the contribution margin per unit increases because of the SQ-::
reduction in variable cost per unit. As a result, she has a higher total contribution margin available to cover f!xed
expenses, This is good, because the monthly payment on the espresso machine represents an mcroascd f?xed
cost. Even though the contribution margin ratio increases, it is not enough to totally offset the increase M ﬂxi‘q
costs, and her monthly break-even point has risen from $4,125.00 to $4,687.50. If the new break-even point inun e-
is a realistic number (within the relevant range), then she would decide to purchase the new machine becau£;;
once it has been paid for, her break-even point will fall and her net profit/income will rise. Performing this anaIySCt
Is an effective way for managers and business owners to look into the future, so to speak, and see what o
business decisions will have on their financial position ut

Let's look at another option the owner of the Back Door Café has to consider when making the decision abOn
this new machine. What would happen if she purchased the new machine to realise the variable cost saving® °
also raised her price by just $0.20? She feels confident that such a small price increase will go virtuall

y unnotice
by her customers but may help her offset the increase in fixed costs, She runs the analysis as follows:
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Selling price, variable cost, and fixed cost change analysis

With Current With decreased VC  With increased SP,
Price and increased FC  decreased VC, and
increased FC

Sales price per unit $ 3.75 $ 375 $ 395
Variable cost per unit $ 150 $ 145 $ 145
Contribution margin per unit $ 2.25 $ 2.30 $ 2.50
Fixed costs $ 2475 $ 2,875 $ 2875
Break-even in units 1,100 1,250 1,150
Break-even in dollars $4,125.00 $4,687.50 $4,542.50
Monthly contribution margin income statement
Unit sales, expected 1,500 1,500 1,500
Sales $ 5625 $ 5625 $ 5,925
Variable costs 2,250 2,175 2,175
Contribution margin $ 3375 $ 3,450 $ 3,750
Fixed costs 2,475 2,875 2,875
Net income $j6 $ 575 $ 875
i=f B — —_—

the per-unit contribution margin, a decrease in the break-
She has changed three variables in her costs —sales price,
se almost gets her back to the net profit/ income she

I =
he analysis shows the expected result: an increase in
eve ) e
y N Point, and an increase in the net operating income:
ar A
iable cost, and fixed cost, In fact, the small price incre3

23S expecting before the purchase of the new espresso machine. 5
By now, you should begin to understand why Ccvp analysis is such a powerful tool. The owner of Back Door Café
155 until she meets the financial goals for her company. There

d meaningful as a cost-volume-profit analysis.

ca

cash in Australia, you will have likely thought about

Durchasing a $1 coffee from any 7 Eleven convenience store or at a Woolworths or Coles metro store. But how can
I

th

ey sel| coffee so cheaply?
ery small, these stores hope to make up the difference in quantity.
her items while in the store - a donut, some fruit, a chocolate bar
ch individual item.

ThlumE! Although the margin on each unit is Vi
5 & also hope that consurmers will purchase ot
chips ~ where the margins are much higher for ea

Free tools and templates

Rather than creating sensitivity analysis by hand ~You can use an excel template like this one

ven an n =

+ o uct
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Test your understanding

By completing the following multiple choice questions in relation to sensitivity analysis

@ :” interactive H5P element has been excluded from this version of the text. You can view it online
ere:

] hitpsHoer pressbooks pub/utsaccountingl/2p=2131#h5p-25

L
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Perform break-even sensitivity analysis for
a multi-product environment

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

UP to this point in our cvP analysis, we have assumed that a business only sells one product, but we know
that, realistically, this is not the case. Most businesses operate in a multi-product environment, in which they sell
different Products, manufacture different products, or offer different types of services. Businesses price each one of
their products or services differently, and the costs associated with each of those products or services vary as well.
In addition, companies have limited resources, such as time and labour, and must decide which products to sell
Orproduce and in what quantities, or which services to offer in order to be the most profitable. These profitability
considerations are often helps a business decide on its sales mix - the rough proportions of their products that

they plan to sel|.

The basics of break-even analysis in a multi-product environment

Fn order to perform a break-even analysis for a company that sells multiple products or provides multiple services,
Uis important to understand the concept of a sales mix. A sales mix represents the relative proportions of the
Products that 4 company sells—in other words, the percentage of the company's total revenue that comes from
Product A, product B, product C, and so forth. Sales mix is important to business owners and managers because
they seek to have a mix that maximises profit, since not all products have the same profit margin. Businesses can
maximise theijr profits if they are able to achieve a sales mix that is heavy with high-margin products, geods, or
Services. If 5 company focuses on a sales mix heavy with low-margin items, overall profitability will often suffer.
Performing a break-even analysis for these multi-product businesses is more complex because each product
has a diiferem selling price, a different variable cost, and, ultimately, a different contribution margin. We must also
Proceed unger the assumption that the sales mix remains constant; if it does change, the CVP analysis must be

revised to reflect the change in sales mix. For the sake of clarity, we will also assume that all costs are companywide

€9sts, and each product contributes toward covering these COmPanyw ide costs.

Example— Selling'sandwiches

You are the manager of a sandwich shop located near a Universityl campus. The university has
'ecently added a fast-food style café to the universityfooq courF, which has reduced the number of
students eating at your shop. Your highest margin lte-ms are d_rlnks (@ cont.rlbution margin of
approximateiy 90%) and vegetarian subs (a contribution m.arg?m of approximately 75%). How can
YOU Use CVP analysis to help you compete with the unl\{er51fy s food cou.rt cafe? What would you
Suggest as possible ways to increase business while maintaining target income levels?

To conduct appropriate CVP analysis we need to know

" contribution margin for each product
the existing sales mix of products

: environm
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Calculating break-even analysis in a multi-product environment

When a business sells more than one product or provides more than one service, break-even analysis is moré
complex because not all of the products sell for the same price or have the same costs associated with them:
Each product has its own margin. Consequently, the break-even point in a multi-product environment depends
on the mix of products sold. Further, when the mix of products changes, so does the break-even point. If
demand shifts and customers purchase more low-margin products, then the break-even point rises. Conversely,
if customers purchase more high-margin products, the break-even point falls. In fact, even if total sales dollars
remain unchanged, the break-even point can change based on the sales mix. Let's look at an example of how
break-even analysis works in a multi-product environment.

In multi-product CVP analysis, the company's sales mix is viewed as a composite unit, a selection of discrete
products associated together in proportion to the sales mix. The composite unit is not sold to customers butisa
concept used to calculate a weighted average unit contribution margin, which is then used to estimate the break-
even point. Think of a weighted average unit as a virtual basket of fruit that contains the proportion of individual
fruits equal to the company's sales mix. If we purchased these items individually to make the fruit basket, eachone
would have a separate price and a different contribution margin. This is how a weighted average unit works inCVP
analysis. We calculate the contribution margins of all of the component parts of the weighted average unit and
then use the total to calculate the break-even point., It is important to note that fixed costs are allocated amond
the various components (products) that make up this weighted average unit. Should a product be eliminated
from the weighted average unit or sales mix, the fixed costs must be re-allocated among the remaining products

If we use the fruit basket as an example, we can look at the individual fruits that make up the basket: apples
oranges, bananas, and pears. We see that each individual fruit has a selling price and a cost. Each fruit has its °V‘{"
contribution margin. But how would we determine the contribution margin for a weighted average of fruit, or I
other words, for our basket of fruit?

For our particular baskets, we will use 5 apples, 3 oranges, 2 bananas, and 1 pear. This means that our product
mix is 53:21, as shown in (Figure).

Contribution Margin Based on Product Mix. (attribution: Copyright Rice University, OpenStax, under cC BY‘NC'SA
4.0 license)

Fruit Number Selling Total Selling Cost per Total m}

of Units Price Price Unit Cost Margin |

per Unit ‘

Apple 5 $0.60 $3.00 $0.25 $1.25 11;175//\

Orange 3 1.00 3.00 0.75 225 075 |

Banana 2 0.80 1.60 0.50 1.00 060 |

Pear 1 1.90 1.90 1.50 1.50 0:40 |
Total $9.50 $6.00 $3.50

Notice that the composite contribution margin is based on the number of units of each item that is included
in the composite item. If we change the composition of the basket, then the composite contribution margl'“l
would change even though contribution margin of the individual items would not change. For example, if we o" Z
include 4 apples, the contribution margin of a single apple is still $0.35, but the contribution margin of the apP'®
in the basket is $140, not $1.75 as it is when 5 apples are included in the basket. Let's look at an additional exampl®
and see how we find the break-even point for this weighted average basket.

Practical example

) . % i

Let's meet Soul Sisters — they are a social enterprise who work with refugee women to help develoP il
- ; i e

seamstress skills while producing ethical fashion. They currently make three clothing items —a long sleeve blou®

¥ i i n
a pair of work pants and a work skirt with pockets. Each item has its own sales price, variable cost and CO”U'DUUO
margin, as shown below; l

Perform break-
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Sales price per item Variable cost peritem  Contribution margin

Long sleeve blouse $150 $75 $75
Work pants $140 450 $90
Work skirt 315 $65 $50

The sales mix is that if the business sold 10 products - 6 would be blouses, 3 would be work pants and 1 would be
a work skirt.

Our next step is to calculate a weighted average contribution margin:

Weighted contribution

Contribution margin Mix (Cnr;a;gh:‘?x)
Long sleeve blouse 75 , 60% $45
$90 | 30% 27

$50 ] 10% g

Weighted average contribution margin for one unit $77

What is the break even point? To do this, we need to know the fixed costs. Soul Sisters tells us that fixed costs
are $13,860, We use the weighted average contribution margin in the same way as we would use the contribution

margj
9N to calculate the break even point:

Break eVenunits = Fixed costs / Weighted average contribution margin
= 313,860/ 77
=180 units

H°W°V0r. We don't actually sell this weighted average unit. So we need to break up the 180 units into the 3 different.

pr -
oducts Using our mix of 60%. 30% and 10%.

Total break even units Mix Break even sales in units
Long sieeve blouse 180 50% 198
Work pants 180 30% 54
Work sir = 10% 18

Using a forecasted or estimated contribution margin income statement, let's verify that the break even sales in

unj .
s at Soy) Sisters is correct.
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SOUL SISTERS

Forecasted Contribution Margin Income Statement

Sales
Long sleeve blouse (108 x $75) 16,200
Work pants (54 x $20) 7560
Work skirt (18 x $50) 2,070
Total sales 25,830
Less Variable Costs
Leng sleeve blouse (108 x $75) 8,100
Work pants (54 x $50) 2700
Work skirt (18 x $65) 1170
Total variable costs 1n.970
"
CONTRIBUTION MARGIN 12.860
! e
Fixed costs 13.860
3 /
NET PROFIT/INCOME o

Soul Sisters can use this CVP analysis for a wide range of business decisions and for planning purposes
Remember, however, that if the sales mix changes from its current ratio, then the break-even point will chang®

For planning purposes, Soul Sisters can change the sales mix, sales price, or variable cost of one or more 0

f the

products in the composite unit and perform a “what-if" analysis,

One way that businesses can easily conduct this analysis is by building a CVP sensitivity analysis template. we've
provided one for you below that can be used in various situations.

Break even and CVP analysis - multi-product

Perform b - itivi 2
reak-even sensitivity analysis for a multi-product environment |17




Understanding the degree of operating
leverage

AMANDA wWH ITE

. ?
What is the degree of operating leverage?
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Net profit or income I
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fixed costs and lower variable costs (one reason could be high levels of automated machinery) will have a higher
operating leverage. Businesses that have higher variable costs and therefore lower operating leverage, may have
lower fixed costs. To make a more informed decision — examining the number of units to be sold to break even
could be useful in assessing which firm may be a better investment.

Investopedia has produced a summary video about the Degree of Operating Leverage [link opens a YouTube
video]
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CHAPTER 9 PLANNING FOR THE FUTURE
USING BUDGETS

Chris and Nikki needed to budget effectively in order to take advantage of sightseeing opportunities while
studying abroad. (credit: modification of “Tourists: Here or there?" by “morebyless”/Flickr, CC BY 2.0)

Chris and Nikki are studying abroad next year as part of a university exchange program. Chris wants to spend her
weekends sightseeing, but she does not have a lot of extra money. She creates a budget so she can save money
1o sightsee. She can reliably predict costs such as university fees, books, travel, and much of the sightseeing costs.
She can also predict the amount of resources she will have to meet those costs, including scholarships, some
savings, and earnings from her job here in Australia.

Chrie developed a budget from this information and planned for emergencies by including extra working hours
and listing expenses that could be eliminated. On her trip, Chris was very careful with expenses and visited all the
places she budgeted to visit.

Chris's reommate, Nikki, on the other hand, did not plan ahead before going abroad. She did not have any travel
funds for the last several weeks and lamented that she should not have purchased so many souvenirs.

Chris and Nikki are clear illustrations of why people and companies prepare budgets. Preparing a budget for
future anticipated activities requires a business to look critically at its revenue and expenses. A good budget gives
management the ability to evaluate results at the end of the budget cycle. Even well-planned budgets can have
ernergencies or unplanned financial disruptions, but having a budget provides a business with the information to

d'ev?iop an alternative budget. A good budget can be adjusted to work with changes in income and still produce
similar results.
Bt st o omt e T e it Haring SES
: ough this chapter, we will be learning:

1. Howand why rmanagers use budgets

2. Understanding the structure of budgets
3. Preparing a sales budget

Preparing operating budgets

Preparing a cash budget

Using budgets to evaluated performance

Ea

o ¢
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Describe how ang W
pudgets

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXoN coopgq
i AND AMAND,
A WHITE

Y Managers yse

Why do managers need budgets?

jmplementation of a business's strategic p|
gic plan often beging
Ins by determining mana .
gement’s basic expectations
ectations

about future economic, competitive,
b . a ;
! e : nd technological conditi i
long-term and short-term. As detailed in Chapter 7 Ons, and their effects on anticipat:
. . i I ; ‘
controlling involves monitoring the planning obje t" i e
planning, controlling and evaluating. wectives

This image j -
ge is a derivative of 0 . ) i ) -
CCBY-NC-5A 4.0 e of the three responsibilities of management (attribution: Copyright Rice University, OpenStax, under

The busj )
business wil| develop strategies and plans to help them achieve these goals. Budgeting helps businesses
). A good budgeting system

consj
will hder the costs of their strategies and plans (over both the short and longer term
s company reach its strategic goals by allowing management to plan and to control major categories of

activj ; ! L
Ity, such as revenue, expenses, and predicting and managing the cash required for these activities

The
'® are many advantages to budgeting, including:

Communication
H ? i takeholders, such as
Budgeting is a formal method to communicate 3 business's plans t? its '”te”"a;;bmw S
eXecutives, department managers, and others who have an interest in—or resp!
the business's performance. e
. y ;
p Budge"”g requires managers to plan for both revenues an
Ianning
y managers use budgets | 185
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. Preparing a budget requires managers to consider and evaluate

« The assumptions used to prepare the budget.
+ Long-term financial goals.
« Short-term financial goals.
= The business's position in the market.
« How each department supports the strategic plan.
- Preparing a budget requires departments to work together to
» Determine realisable sales goals.

+ Compute the manufacturing or other requirements necessary to meet the sales goals.
+ Solve bottlenecks that are predicted by the budget.

« Allocate resources so they can be used effectively to meet the sales and manufacturing goals.
+ Compare forecasted or flexible budgets with actual results.
Evaluation

= When compared to actual results, budgets are early alerts and they forecast:
= Cash flows for various levels of production.
+ When loans may be required or when loans may be reduced.
= Budgets show which areas, departments, units, and so forth, are profitable or meet their appropriate

goals. Similarly, they also show which components are unprofitable or do not reach their anticipated
goals.

< Budgets set defined benchmarks that may be used for evaluating business and management
performance, including raises and bonuses, as well as negative consequences, such as firing.

As with every set of advantages, there are also disadvantages

Budgets can be inflexible
- They are based on assumptions which may not turn out to be correct

+ They can take a long time to create - especially in large organisations where each department must prepare
a budget

To understand the benefits of budgeting, consider Big Bad Bikes, a company that manufactures high'e"d
mountain bikes. The company will begin producing and selling bike trainers this year. Trainers are stands that
allow a rider to ride their bike indoors similar to the way bikes are used in spinning classes. Big Bad Bikes
has a 5-year plan and has always been successful in managing its budget. Managers participate in developind
the budget and are aware that all expenses must be related to the company's strategic plan. They know that
managing their departments is much easier when the budget is developed to support the strategic plan.

The plan for Big Bad Bikes is to introduce itself to the trainer market with a sales price of $70 for the first two
quarters of the year and then raise the price to $75 per unit. The marketing department estimates that sales will
be 1,000 units for the first two quarters, 1,500 for the third quarter, and 2,500 per quarter through the second yea"

Management will work with each department to communicate goals and build a budget based on the sales plan:
The resulting budget can be evaluated by all departments involved

Budgets have the potential to impact employee behaviour

In the long run, proper budget reporting assists management in making good decisions. Management ige=
budgets to evaluate the performance of employees and their department. They can also use.budgets to evaluaté
and benchmark the performance of a business unit in a large business or of the entire performance of a small

entit-y. They can also use budgets to evaluate separate projects, |n budgeting sjtuati loyees may fedlj3
tension between reporting actual results and reporting results that r et

by
¥ i) each the predetermined goals created
the budget, This creates a situation where managers may choose to act unethi * ountants to
report favorable financial results not supported by the operations, bl

Accountants need to be aware of this circumstance m
and use ethical et
standards when assisting the develoP
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and creation of budgets, After a proper budget has been created, the reporting of the actual results will assist
in creating a realistic and honest picture of the actual operations for the managers reviewing the budget.
The budget accountant needs to take steps to ensure that employees are not trying to rnisreport the budget
results; for example, managers might be tempted to set artificially low standards to ensure that targets are hit
and significantly exceeded. Such results could lead to what might be considered as excessive bonuses paid to
managers.

The basics of budgeting

All businesses — large and small — have limits on the amount of money or resources they can receive and pay
eived and when and how the cash or other

estimating whe other resources will be rec
9 n and how much cash or e benefits of budgeting include improved

esources will be used is the budget. As you've learned, some of th:
COmmunicatio i inati evaluation.
n, planning, coordination, and tructed based on the needs of the business for

All budgets are itati and will be cons!
X quantitative plans for the future ’
Which the budget is being created. Depending on the complexity, some budgets can take months or even years

to develop. The most common time period covered by 3 budget is one year, although the time per.bd e
ffom strategic, long-term budgets to very detailed, short-term budgets. Generally, the closer the business isto the

start of the p < ti - /led the budget becomes.
udget's time period, the more detailed t . o
Management begins with a vision of the future. The long-term vision sets the‘dlrectlon. of'the company. The
Vision develops into goals and strategies that are built into the budget and are directly or indirectly reflected on

the master budget.

Test your understanding

T .
Ythese questions about the theory behind using budgets

@ An interactive H5P element has been excluded from this version of the text. You can view it online

here:
Jo? 1 L J
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The structure of budgets
s — the budget that exists above all others. It will contain every
for.
source of revenue coming into Il need to pa){ or. ‘
The master budget has two major categories: the financial budget and the operating budget. The financig|

budget plans the use of assets and liabilities and results in a projected balance sheet. The operating budget
nd results in a projected income statement. The operating budget has

The master budget is exactly as the term describe! ' i
the business and every cost the business Wi

helps plan future revenue and expenses a !
several subsidiary budgets that all begin with projected sales. For example, management estimates sales for the

upcoming few years. It then breaks down estimated sales into quarters, months, and weeks and prepares the sales
budget. The sales budget is the foundation for other operating budgets. Management uses the number of units
from the sales budget and the company's inventory policy to determine how many units need to be produced.
This information in units and in dollars becomes the production budget.

The production budget is then broken up into budgets for materials, labour, and overhead. The materials
are variable cost raw materials used to manufacture the item. Labour is the variable cost of people used to
manufacture the item. Overhead is generally the fixed costs that support manufacturing - such as rent for the
premises, costs to maintain machines, power to run machines. To create these budgets we use information such
as the standard quantity and standard price for raw materials that need to be purchased, the standard direct
labour rate and the standard direct labour hours that need to be scheduled, and the standard costs for all other
direct and indirect operating expenses. Companies use the historic quantities of the amount of material per unit
and the hours of direct labour per unit to compute a standard used to estimate the quantity of materials and
labour hours needed for the expected level of production. Current costs are used to develop standard costs for the
price of materials, the direct labour rate, as well as an estimate of overhead costs.

The figure below lays out how operating budgets and financial budgets are related within a master budget.

Sales budget

| (projected unit and dollar.

| sales)
12
o |
o
=) |
3 {
a
o -
£
5 Xy ok t labour bud hoa
2 1y
a (c d ! )
Y |

\ Budgoted PAL / Selling & admin *J
Income statement

(%) —— - —
©
o
©
3
a
= -
Q
=4
©
=
&

Cperating Budgets, Financi gets. (attribution: ¢ opyright Rice Unive
] al Budgets, and the Relationshij s,
& 5 ! 4 ets, e Relationship between Bud ; s . ;
OpenStay, under CC BY-NC-SA 4.0 license) / adjusted for Australian rerminologt /{ Fetiens & d persigi
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How are budgets developeq?

The budget development process results jn Varioy
anits prOdUCed, but they all begin with a plan. To
often starts with the curren't year's budget ang adj -, tition, management
There are various strategies Fornpanies use in a amour;ts Ty
example, budgets can be derived from a top-down approach or from 5 bottom~u§znmrn
the general differer?ce betheen the top-down approach and the bott pPp
wpically begins with senior ma”agerﬁent. The goals, assumption
information are passed from the senior Manag
downward. Each department must then determin,
the company goals. The benefit of this approach js that it ties in to the strategic plan and ¢
penefit of passing the amount of allowed expenses downwarg is that the final anticipat
the vetting (fact checking and information gathering) process,
In the top-down approach, management must devote attentio

S budgets for varioy
Save time ang elimin
Usts it to meet future
djusting the budget

S PUrposes, such as févenue, expenses or
ate unnecessary repet

g for the future. For
oach. (Figure) shows
OM-Up approach. The top-down approach
S, and predicted fevenue and expensss
er to middle Managers, who further

e how it can allocate jts expenses efficie

Pass the information
ntly while still meeting
ompany goals. Another
ed costs are reduced by

n to efficiently allocating resources to ensurs

fas " rreparedbyindiiduslswhoare otfarmlliar with specific operations and expenses to understand each

department's nuances.

Middle
Management

_ Lower Management |
| (Operations) |

top-down approach to budgeting starts with upper-level

Top-Down versus Bottom-Up Approach to Budgeting. The e T
nput from low

Mmanagement, while the bottom-up approach stor'flscv;lzhél Ly
Copyright Rice University, OpenStax, under CC BY-NC-. .

i e lowest
oo i
self-i osed or participative budget) begins at th
also named a elf-imp g

e expected departmental goals, the
t of resources needed to reach these

The bottom-up approach (sometimes o isiad th
- o the AR i S G- o’ c ates the amoun ement
departments then plans and predicts their sales and estim L o passes It on t0 UPPET avels Of;’ar‘:;v’duals'

i i L wledgeable i
9oals, This i ion i municated to the super / ; 4 and that knowledg |
The og nformation is com b 2ro that managers feel thelr work is vaIu(la i g attainable. The drawback is
Vantage is approac o
develop the iuzgfe?l:jthprzmistic numbers. Therefore, the budgethls Z:r:tegic plan.
i tand the
that Managers may not fully understand or may misunders

hes include:
m-up approac
Other approaches in addition to the top-down and botto

m k to develop a
i managers Work

op while the
th h— guidelines and targets aré set at the top

€ combination approach-g

Budget within the targeted parameters. o
#8ro-based budgeting approach - budg‘?t'”gd »rl
'®venues and expenses that can be supporte

budget only
ith zero dollars and then adds to:::- out
W (ZF  those wishing t© learn m:
fied. (FO

1892
ding the structure of budgets |
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Investopedia's zero based budgeting page)
rolling budget approach — budget is adjusted monthly, and a new month is added as each month passes.

The role of the master budget

Most organisations will create a master budget—whether that business is large or small, public or private, or a
merchandising, manufacturing, or service company. A master budget is one that includes two areas, operational
and financial, each of which has its own sub-budgets. The operating budget spans several areas that help plan
and manage day-to-day business. The financial budget depicts the expectations for cash inflows and outflows,
including cash payments for planned operations, the purchase or sale of assets, the payment or financing of loans,
and changes in equity. Each of the sub-budgets is made up of separate but interrelated budgets, and the number
and type of separate budgets will differ depending on the type and size of the business. For example, the sales
budget predicts the sales expected for each quarter. The direct materials budget uses information from the sales
budget to compute the number of units necessary for production. This information is used in other budgets,
such as the direct materials budget, which plans when materials will be purchased, how much will be purchased.

and how much that material should cost. We will demonstrate how to create each of these sub-budgets in later
sections.

The role of operating budgets

An operating budget consists of the sales budget, production budget, direct material budget, direct labour
budget, and overhead budget. These budgets serve to assist in planning and monitoring the day-to-day activities
of the organisation by informing management of how many units need to be produced, how much material
needs to be ordered, how many labour hours need to be scheduled, and the amount of overhead expected to bé
incurred. The individual pieces of the operating budget collectively lead to the creation of the budgeted income
staterent. For example, Big Bad Bikes estimates it will sell 1,000 trainers for $70 each in the first quarter and
prepares a sales budget to show the sales by quarter. Management understands that it needs to have on hand
the 1,000 trainers that it estimates will be sold. It also understands that additional inventory needs to be on hand
in the event there are additional sales and to prepare for sales in the second quarter. This information is used to
develop a production budget. Each trainer requires 32 kilograms of material that usually costs $1.25 per kilogram-
Knowing how many units are to be produced and how much inventory needs to be on hand is used to develoP a
direct materials budget.

The direct materials budget lets managers know when and how much raw materials need to be ordered. The
same s true for direct labour, as management knows how many units will be manufactured and how many
hours of direct labour are needed. The necessary hours of direct labour and the estimated labour rate are used ©
develop the direct labour budget. While the materials and labour are determined from the production pudget
only the variable overhead can be determined from the production budget. Existing information regarding fixed
manufacturing costs are combined with variable manufacturing costs to determine the manufacturing overhead
budget. The information from the sales budget is used to determine the sales and administrative budget. Finally,

the sales, direct materials, direct labour, fixed manufacturing overhead budget, and sales and dministrative
: ' a
budgets are used to develop a pro-forma income statement.

The role of financial budgets

A financial budget consists of the cash budget, the budgeted bala
i nce sheet, an : nses:
Similar to the individual budgets that make up the operating et St C:ithe bvudget for capital exp€ ok
with planning and monitoring the financing / cash requirements of the‘busin nanc'lal budgets serve to Tvays
mean high levels of cash in the business's bank accounts, Management must esls' High profits may not alV e
plan carefully how much cas!
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anticipated to come in from sales and customers each month, and what cash may be paid out. If a business is
unable to pay their bills when they are due - they may be trading while insolvent, which is illegal in Australia,

The business may also need to consider its plans for property plant and equipment (often called “capital assets”
or “capital expenditure”, sometimes shortened to “capex’). It may take time to save cash to spend on capex, or the
business may need to apply for loan. The cash budget will also assist management in helping thern determine

Whether they will have sufficient cash to repay such loans.

Abusiness might also want to keep a minimum level of cash in case of emergencies.

Key concepts and summary

* Agood budgeting system assists management in reaching their goals thro:g:c:r:( p:r;zisng and control of
cash inflows through revenue and financing and outflows through Pa)’me"c" - baZed bu‘dgeting
There are various budgeti os including bottom-up, top-down, an 2 :
geting strategies including ; ooy "
' Astatic budget is prepared at one level of activity, while a flexible budget allows the variable expenses to be

adjusted for various |e ivi
vels of activity. inancial budgets.
Amaster budget includes the subcategories of operating budgets and fina g

Amaster budget is developed at the estimated level of activity.

Test your understanding

d from this version of the text. You can view it online

@ An interactive H5P element has been exclude
here:

d from this version of the text. You can view it online
TO

@ An interactive H5P element hos been exclude

here:

Understanding the structure of budgets | 191



Preparing a sales budget

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL; AND DIXON COOPER

Why we need to prepare a sales budget

Remember that our operating budgets involve examining the expectations for the primary operations (sales and
manufacturing of a good) of the business. Assumptions such as sales in units, sales price, manufacturing costs
per unit, and direct material needed per unit involve a significant amount of time and input from various parts of
the business. It is important to obtain all of the information, however, because the more accurate the information,
the more accurate the resulting budget, and the more likely management is to effectively monitor and achieve its
budget goals. In this section — we will start with the first part of our operating budget - the sales budget.

Sales budget
(projected unit and dollar
sales)

Operating budgets

Financial budgets

Operating Budgets, Financial Budgets, and the Relationship

between Budgets. (attribution: . . ersit,
OpenStax, under CC BY-NC-SA 4.0 license) / adjusted for Au: gets. (attribution: Copyright Rice University,

stralian terminology and emphasis added

In order for a business to align the budget with the strategic plan, it must budget for the day-to-day operations
of the business. This means the business must understand when and how many sales will occur, as well as what
expenses are required to generate those sales, In short, each component - sales, production/manufacturing. an
other expenses - must be properly budgeted to generate the operating budget components and the resulting
budgeted P&L/incorne statement.

The budgeting process begins with the estimate of sales, When management has a solid estimate of sales
for each quarter, month, week, or other relevant time period, they can determine how many units must beé
produced. From there, they determine the expenditures, such as direct materials necessary to produce the units:
It is critical for the sales estimate to be accurate so that management knows how many units to produce. If the
business under-estimates customer demand, they will not have enough inventory to satisfy customers, and they

will not have ordered enough material or scheduled enough direct labouyr to manufacture more units. Customers
may then shop somewhere else to meet their needs. Likewise, if sales are overestimated, mana eme.nl will have
purchased more material than necessary and have a larger labor force than need ' g

. e
ed. This overestimate will €84
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management to have spent more cash than was necessary. No manager has a crystal ball and can predict
demand precisely — but the better management and the marketing department can become at predicting
demand, the businesses resources of materials, labour and cash can be most optimally utilised.

How to prepare a sales budget

The sales budget details the expected sales in units and the sales price fgr the budget perugd. :lhs: Infi).'r:r:\a'e(.)r\
from the sales budget is carried to several places in the master budget. It is used to determine how many units
MUst be produced as well as when and how much cash will be collected from those sales. \

The sales budget requires the business to generate a sales forecast for the year.:h]e( mac;l;ilt:‘ng des::::gf,
Will work with management to build a sales forecast for the period (usually a year, broken v a

L i ate sales:
months). That sales forecast will use the following information to gener

Sales activity for the business from previous years
Competitor sales activity

Industry trends

Economy-wide trends

Planned marketing campaigns

Weather

i ber of units that will be sold in each
For eXam : : f ation to estimate the num
Ple, Big Bad Bikes used the above inform ' o
duarter of the coming year. The number of units is multiplied by the salesiprige tardetemaine i

as shown j
Nin the table below, Sales Budget for Big

1G BAD BIKES Bad Bikes. (attribution:
:)kalalode Copyright Rice
:al:.sdﬂll;:?:l; per 31, 2019 University, OpenStax,
For the Year Ende 2 under CC BY-NC-SA 4.0
Quarter3  Quarterd Total | ficense)

uarter 2
Quarter 1 Q 2,500 6,000

Expected sales (Units) 1,000 1,000 1'532 s 75
?ales Price per Unit $ 70 $__70 21—12’50—0 $187.500 $440,000
$70,000 $70,000 :

Otal Sales Revenue

: ny units must be produced each week,
s i i et to determine how ma A
sales budget Jeads into the production budg et, which will be discussed in a later section.

i ud
month, Quarter, or year, It also leads into the cash receipts budg

Fluctuations in sales budgets

that the new product is expected to increase
The ex its i i ikes example above shows , ; .
o irf\-’eQC:edtsaI;as units in the ?ihB'aCr‘nBay be due to the fact that it will take time to build demand for this new
arter 3 and Quarter 4. This rds Christmas.
Product, it may also be because they expect greater s::z; [Z::end on the seasons. Sales budgets for livestock
: ts . ’
s budgets for fruit and vegetable produc cordance with the reproductive schedules of animals,

. in ac
\F:,f:ducers (such as beef, pork and lamb) will ﬂuc;u::;: Zudgets for seafood producers are highest in Australia
€reas for chickens it might be more standard.

aroungd EScto Good ' Friday. [s.a day, where traditionally Christians ea; Zeafood) andtct:nstmas fwgerehho:
i e are nof I
Simmere rner (zlas 00! . ri ;yners that we see on television inthe USAan du;;op dren ! enorrna')L:J utcl eat
S . ian arge turkey din ST in Australia except around Ramadan, where camel burgers
I almost non-existent sales ight markets.
. an Nig
Night markets have become a common fixture at Ra:;:mefs and your market when preparing a sales budget.
Itisim iness, your ¢
Portant to understand your busi 2
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Preparing production budgets

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Why we need to prepare a production budget

To be able to meet the demand predicted by the marketing department and management, the production of
manufacturing department must be able to plan out how much inventory must be made and what components

(materials, labour and overhead) will be required. A production budget plans out the inventory, and then sub-
budgets related to materials, labour and overhead are produced.,

In our master budget diagram, the coloured budgets are the ones we will learn how to produce in this section:

Operating budgets

Operating Budgets, Financial Budgets, and the Relationship between Budagets. (attribution: Copyright Rice University,
OpenStax, under CC BY-NC-SA 4.0 license)/ adjusted for Australian terminology and emphc':s:s z}:ﬁd%d

Preparing a production budget

Estimating sales leads to identifying the desired quantity of inventory to meet the demand. Management wants
to have enough inventory to meet production, but they do not want too much in the ending inventory t@ avoid

paying for unnecessary storage. Management often uses a formula to estimate how much should remain I
ending inventory. Management wants to be flexible with its budgetin

g, wants to create budgets that can grow o
shrink as needed, and needs to have inventory on hand. So the amount of ending inventory often is a pefcentage
of the next week's, month's, or quarter's sales,

In creating the production budget, a major issue is how much inventory should be on hand. Having inventory o
hand helps the company avoid losing a customer because the product isn't available, However, there are storag®
costs associated with holding inventory as well as having a lag time between paying to manufacture a product and
receiving cash from selling that product. Management must balance the two issues and determine the amount
of inventory that should be available.

When determining the number of units needed to be produced, start with the estimated sales plus the desired
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ending inventory to derive the maximum number of units that must be available during the period. Since the
number of units in beginning inventory are already produced, subtracting the beginning inventory from the
9oods available results in the number of units that need to be produced.

After management has estimated how many units will sell and how many units need to be in ending inventory,
it develops the production budget to compute the number of units that need to be preduced during each quarter.

The formula is the reverse of the formula for the cost of goods sold.

Number of Units Produced
Goods Sold
+ Ending Inventory

Cost of Goods Sold
Beginning Inventory

*+ Purchases (or produced)

Goods available for sale Goods available for sale

ZEnding Inventory

The number of units expected to be sold plus the desired ending inventory eguals the number of units tr;at are
SVailable. When the beginning inventory is subtracted from the number of units available, management knows
E BTl 01 e e iRie e T meet soke it. Therefore, stores such as KMart

'@ merchandising firm, retailers do not produce their inventory but purchase it. The A s
and Bigw do not have raw materials and instead substitute the number of units tf:1 be gurc p e

el ased.
Number of units to be produced; the result is the merchandise mventor)-/ to be pL'ArC i e o

Toillustrate the steps in developing a production budget, recall that Big Bad Bikes is in g produ:

that the m X For new products, Big Bad Bikes requires a target
arketi 3 . strong sales. T
Ng department thinks will have o Ug;fortu"'a[ely they were unable to manufacture any units
sales. !

ginning inventory is 0 units. As shown in (Figure), sales
ed to be in ending inventory, the ending inventory for
nits for quarter 2 and a required ending inventory of
|able during the quarter. Since 1,300 units needed
Bad Bikes needs to manufacture 1,300 units, as

- Beginning Inventory

E::‘o':’egt;nventory of 30% of the next quarter's '
in € end of the current year, so the first quarter’s be.

Auarter2 are estimated at 1,000 units; since 30% s requir
quarter I needs to be 300 units. With expected sales 0f 1,000 U

309 . ) .
0%, or 300 Units, Big Bad Bikes needs to have 1,300 units aval :

Production Budget for
Big Bad Bikes,
(attribution: Copyright
Rice University,
OpenStax, under CC
BY-NC-54A 4.0 license)

Production Budget
For the Year Ended December 31,2019
Quarter3

Quarter 4

Quarter 2

Quarter 1

2,500

EXPF“Ed Sales 1,000 1,000 1';?8 1.050
T:[sn:'ed En.ding Inventory 300 450 T35 3550
B B:giRec.]erd Units 1,300 1:38 .450 =
nni =t o

ng Inventory 0 =% 7800 7800

Required Prodyction 1,300 .

i i timate the sales for the
he sam i uarter 4, Big Bad Bikes must es
i - A cider oo I e ending inventory In 4 i il in each of the next
first quarter of the neXtet:rm!’;e tBZd Bikesi marketing department believes sales will lncredaieslooeﬂ:’r e nex
s ear and 4,
*Sveral quarters, ang th); estir?\ate cales as 3,500 for the first quarter of the‘next Yu"ed oy
3 i B
duarter of the next year '}r,hirty percent of 3500 is 1,050, s0 the number of units req

for . 4
i o rter of the next year provides information needed for
a

ot:‘he NUmber of units needed in production for the first qu e leb cateriios the aurnber Grlinits
&r budgets gy ; ; dget, so Big g o £1350
ch as the direct materials budget the desired ending inventory of 1,
(Teded in production for that first quarter. The estimated sales i;zfioszgdun,-ts e
0% of the 00) determines g
Next quarter's estimated sales of 4.5
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-

which mean e number O units that need
tory s estimated to be 1,050, whic eans the number f to be prog o
he beginning inventory

during the first quarter of year 2 is 3,800.
The number of units needed to be pro
to determine the quantity of direct or raw m

duced each quarter was computed from the estimated sales and jg Used
aterial to purchase, to schedule enough direct labour to Manufactyre

" d to approximate the overhead required for production. It is also.necessary to estimate the saleg for
the units, an he next year. The ending inventory for the current year Is based on the sales estimates fo

the first quarter of t t, the production budget and direct materials budget e

the first quarter of the following year. From this amoun’
calculated and flow to the operating and cash budget.

Preparing a direct materials budget

From the production budget, management knows how many units need to be prcrduced in each b.udget period,
Management is already aware of how much material it needs to produce each unit and ca‘n combine the direct
material per unit with the production budget to compute the direct materials budget. This information is used to
ensure the correct quantity of materials is ordered and the correct amount is budgeted for those materials.

Similar to the production budget, management wants to have an ending inventory available to ensure there are
enough materials on hand. The direct materials budget illustrates how much material needs to be ordered and
how much that material costs. The calculation is similar to that used in the production budget, with the addition
of the cost per unit,

If Big Bad Bikes uses 3.2 pounds of material for each trainer it manufactures and each pound of material costs
$1.25, we can create a direct materials budget. Management's goal is to have 20% of the next quarter's material
needs on hand as the desired ending materials inventory. Therefore, the determination of each quarter's material
needs is partially dependent on the following quarter's production requirements. The desired ending inventory of
material is readily determined for quarters 1 through 3 as those needs are based on the production requirements
for quarters 2 through 4. To compute the desired ending materials inventory for quarter 4, we need the production
requirements for quarter 1 of year 2. Recall that the number of units to be produced during the first quarter of
year 2 is 3,800  Thus, quarter 4 materials ending inventory requirement is 20% of 3,800. That information is used to
compute the direct materials budget shown in (Figure).

I = : Direct Materials
Direct Materials Budget Budgelfor 8lg Boc
I For the Year Ended December 31, 2019 s _(attr/b_uuon.‘
Copyright Rice
L Quarter1  Quarter2 Quarter3  Quarter4 Total University, OpensStax,
! Units to be Produced 1,300 1,150 1,800 2,800 7,050 ;‘,‘Iggf;efc e
Direct Material per Unit 320 320 3.20 3.20 3.20
| Total Pounds Needed for Production 4,160 3,680 5,760 8,960 22,560
nding Inventory _736 1152 1,792 2,432 2,432
aterial Required 4,896 4832 7,552 11,392 24,992
- ning Inventory 0 736 1,152 1,792 ' L';
of Direct Material Required 4,896 4,096 6,400 3600 24,992
| Cost per Pound $ 1.25 $ 1.25 $11:25 $ 1 25 s /l 7;
aterial Purchase  $6,120 $5,120 $8,000 $T2000  §37 240

Man WS W m i i
Management knows how much the materials will cost and integrates this information into the schedule of
expect ash dis i i T
US;Ed edth;ndm)bursemeS' which will be shown in the section on cash budgets. This information will also be
in the bu i m } :
3.2 pounds of mgaett:f'1 :”Com@ _Stale entand on the budgeted balance sheet. With 6,000 units estimated for s2lé
I fal per unit, and $1.25 per pound, the d i : :
, - ; ] Irect materials used repr 0 of the cost @
goads sold. The remaining $7,240 is included in ending inventory as units complet F;esednt S’Zz’mloot ial
eted and raw material.
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preparing a direct labour budget

f Big Bad Bikes knows that they need 45 minutes o

. i OUrs of direct |,
pour rate for this type of manufacturing is $2q Per hour, ¢ abol

i ur for each unit Produced, and the
sty : €omputation for gi i begil i
the number of units in the production budget. As shown in (Figure) o Bl s

la

the number of units produced each quarter
€ct labour hours Needed to be scheduled in
multiplied by the direct labour rate per hour,
ment budget and operating budget llustrated

multiplied by the number of hours per unit equals ti

he required djr
order to meet production needs. The tota| number o

f hours is next

and the labour cost can be budgeted and used in the cash disburse,

in Prepare Financial Budgets.

S1G BAD BIKE Direct Labour Budget
Direct Labor Budget for Big Bad Bikes

For the Year Ended December 31,2019 (attribution: Copyright
Rice University,
Quarter1 Quarter2 Quarters Quarter4  Total gﬁ%’é’;’: Zg‘z:;:sce)
Units to be Produced 1,300 1,150 1,800 2,800 7,050
Direct Labor Hours per Unit 00.75 00.75 00.75 00.75 00.75
Total Required Direct Labor Hours 975 862.50 1,350 2,100 5,287.50
Labor Cost per Hour $ 20 S 20 $ 20 $ 20 s 20
Total Direct Labor Cost $19,500 $17,250 $27,000 $42,000 s 105,7&

The direct labour of $105,750 will be apportioned to the budgeted income statement and budgeted balance sheet.
With 0.75 hours of direct labour per unit and $20 per direct labour hour, each unit will cost $15 in direct labour, Of
the 7,050 units produced, 6,000 units will be sold, so $90,000 represents the labour portion of the t?ost cff go?ds
sold and will be shown on the income statement, while the remaining $15,750 will be the labour portion of ending
inventory and will be shown on the balance sheet.

Preparing the overhead budget

1 by the direct
T"e manufacturing overhead budget includes the remainder of the production Ci:«(:sesr;o::rc::i?s v)\//ill typically
Materials and direct labour budgets. In the manufacturing overhead buggetl::,:cteristi;s which are generally
3llocate overhead costs depending upon their cost behavior production ble compon'ent will be treated as
classified as either variable or fixed. Based on this allocation. procesé he V:-nr:aaonent will be treated as remaining
9ceurring proportionately in relation to budgeted activity, while the fixed co |
Constant, e appropriate

i ine that th
i dget, they first determi
- o el e S e e overhead allocation rates for the variable

driver for assigning overhead costs to products is direct.lab.our hours. :’2

OVerhead costs are: indirect material of $1.00 per hour, indirect Iabosarter are: supervis

hour, and utilities of $0.50 per hour. The fixed overhead costs p?rt?On expenses of $3,000.

Maintenance salaries of $4,000, insurance of $7,000, and de'p'ec:abour budget, the variabl R
e e e fromtt'h: ?;rteeCtﬂje fixed costs are the same for each qu )

o hours Multiplied by the variable overhead applicatio :

shown in the manufacturing overhead budget in (Eigurel.

f $1.25 per hour, maintenance of 50‘25- per
' or salaries of $15,000, fixed

e costs are the number

r
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///—_——— MonUfClCtun‘ng
Bl Overhead Budget for
wManufacturing Overhead Budg‘“19 Big Bad Bikes,
| For the Year Ended pecember 31, 20 (qttnbugorx Copyright
! 2 Quarter3  Quarter 4 Total Rice University,
Qe G OpensStax, under cc
] el R ENE S Ollitensey
Variable Costs o s 1.350 $ 2,100 .
Indirect Material s 975 s 8 1’688 2625 €609
Indirect Labor 1,219 1,078 '338 o e
Maintenance ig‘; ‘2‘;‘13 — 1,050 o
e 2026 2,58 4,051 $6300 § 15863
Total Variable Manufacturing Costs $ 2,926 $ 2,588 $ 4,051
Fixed Costs
|'(Seuperwsc:r/ Salaries $15,000 $15,000 $15,000 512288
Maintenance Salaries 4,000 4,000 4,000 ,000
Insurance 7,000 7,000 7,000 7.
| Depreciation 3,000 3,000 3,003 n:ggg
| Total Fixed Manufacturing Costs SZ},OOO SZ&QQL) $29,00 555'306 5@?3@
| Total Manufacturing Overhead $31,925 $31,588 $33,050 :

The total manufacturing overhead cost was $131,863 for 7,050 units, or $18.70 per unit (rounded). Since 6,000 units
are sold, $112,200 (6,000 units x $18.70 /unit) will be expensed as cost of goods sold, while the remaining $19,663 will

be part of finished goods ending inventory.

Preparing the selling and administration budget

The direct materials budget, the direct labour budget, and the manufacturing overhead budget plan for all costs
related to production, while the selling and administrative expense budget contains a listing of variable and fixed
expenses estimated to be incurred in all areas other than production costs. While this one budget contains all
nonmanufacturing expenses, in practice, it actually comprises several small budgets created by managers in sales
and administrative positions. All managers must follow the budget, but setting an appropriate budget for selling
and administrative functions is complicated and is not always thoroughly understood by managers without a
background in managerial accounting.

If Big Bad Bikes pays a sales commission of $2 per unit sold and a transportation cost of $0.50 per unit, they can
use these costs to put together their sales and administrative budget. All other costs are fixed costs per quarter:
sales salaries of $5,000; administrative salaries of $5,000; marketing expenses of $5,000; insurance of $1,000; and
depreciation of $2,000. The sales and administrative budget is shown in Figure), along with the budgeted sales
used In the computation of variable sales and administrative expenses.

1 Sales and
| Sales and Administrative Expense Budget Administrative
For the Year Ended December 31, 2019 Expense Budget for
o IR LRI el | Big Bad Bikes.
Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total | (ottribution: Copyright
i Rice University,
| Variable Expenses e (O 1:300 2,500 6,000 | OpensStax, under ce

BY-NC-SA 4.0 license)

ffl',{l,chi“fl ; 2,000 2,000 3,000 5,000 12,000
(P .\(:P b;, 500 500 __750 1.250 3,000
Tt Marebl $ 72,500 572,500 $3,750 $ 6,250 575000

| Fixed Expenses :

Sales Salaries $ 3 ;
Administrative Salaries ) iggg ’ gsgg ’ i,OOO g e,
Marketing Expenses 5,000 5'050 000 20,000
Insurance Expenses 1,000 I'UUO 20,000
'ecv.:imn Expenses .00 7'000 ey
xed Expenses $18,000 S 8,000
ns;Itrlg and Administrative - $72,000
$20,5
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Uakimeny |

Iymanufacturing costs are treated as 3 produc
on

e . tcostang
he sales and administrative budget are Period ey
the

Ncluded i
ne
Penses an L

ding invent
i tory, so alf of
dincluded in the budgete 7 s0all of the expenses in

ed income st

atement,

gudgeted P&L/income statement

A budgeted income statement is formatted simifarly traditional

budgeted data. Once all of the operating budgets haye be ncome statement except that it ¢
income statement and budgeted balance sheet. Th
<old and the ending inventory. In this introductory t
statement because of the complexity surrounding th
However, for those looking to become accountants, t
that all components of our Sales budget, Production
2 budgeted P&L/income statement.

. m::ucf;ecatzeq, these costs are used to prepare a budge

: fing costs are allocated to the cost of goo
ext, we will not cover how to create the budgeted in
e}allo(catlon of cost of goods sold and raw materials inve
his will be covered in your later studies, |t is sufficient to-
budget and Selling and admin budget will form the b:

ds
come

ntory.

know

asis or

Test your understanding

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:

er.press S, utsaccountingl/?p=2184#h5p-.
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Preparing a cash budget

PER; AND AMANDA WHITE

H ON COO
MITCHELL FRANKLIN; PATTY GRAYBEAL; DIX

Why we need to prepare a cash budget

e anci 0 g e ns O eb sines
h ncial budgets involves examini the expectations 10! ancing t peratio th
g e o T

pla g e business. e budget helps estimate the source, amount, and tij Ning of ca
n or the cas! eeds of tl busi ndt

collectio eded or debt can
ction and cash payments a well as determine If a when a lona ancing is need 3
| i h ts as d f d wh ddit f

i fi preparing the cash budget as shown in the master budget diagram below (preparing a capital
We will focus on

d budgeted balance sheet is beyond the introductory scope of this text). ch is critica.l ff)r the

SR RAdEs ae uch cash is going to be received and why, as well as the size and timing of

business to unders?tand how m|o ees, Remember that trading while insolvent (that is, trading while unable to

payments to suppliers a:?hZT:N ior i.ncorporated entities - Directors can face serious penalties if founjd to have

anr\:’otrjddi::[;)b]z:igr]\aelsns.sand incu;ring new debts when they knew that existing debts could not be paid (refer to
ee| a

SIC's guide to insolvency for dire if you would like to extend your understanding further).
ASIC's quid n: ncy for directors

Financial budgets

Operating Bud

. Finencial Budgets, and the Relationship between Budgets. (attribution: Copyright Rice University,
OpenStax, und

CC BY-NC-SA 4.0 license) / adjusted for Australian terminology and emphasis added

Preparing a cash budget

The cash budget is the combined budget of all inflows and outflows of cash. It should be divided into the
shortest time period possible, so management can

i i be quickly made aware of potential problems resulting ff‘?m
fluctuations in cash flow. One goal of this budget is to anticipate the timing of cash inflows and outflows, which
allows 2 company to try to avoid a decrease in the cash balance due to paying out more cash than it receives:

In order to provide timely feedback and alert Management to short-term cash needs, the cash flow budget 4
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|

Comm"”'y geared toward monthly or Quarterjy figu
res,

(Eigure) Shows f,

udge[. |
b Wthe othe, budget

1S tie into the cash

OPERATING BUDGET
FINANCIAL BUDGET
[ S ] —

Cash Budget
>

rEnding Invenlorﬂ m

l Cost of Goods Sold Income Statement

Balance Sheet

elationship between Budgets. (attribution: C ight Rice University, O, en. nder 4 n: m E
R d . (attrib . Copyri
A e yg yrig i Iversity, OpenStax, under CC BY-NC-SA 4.0 lice se)/amendad

Cashissoi i
- SO Important to the operations of a company that, often, companies will arrange to have an emergency
sh s j i i i
: .<3l:1rce, such as a /ine of credit, to avoid defaulting on current payables due and also to protect against other
Nanticipated expenses, such as major repair costs on equipment.

S:;a:os:ethe cash budget accounts for every inflow and outflow of cash, it is broken down into smaller
nts. The cash receipts schedule includes all of the cash inflow expected to be received from customer
fales, Whether those Customers pay at the same rate or even if they pay at all. The cash receipts schedule
Includes all the cash expected to be received and does not include the amount of the receivables estimated as
Uncollectible, The cash payments schedule plans the outflow or payments of all accounts payable, showing when
:ca::dv:jilll be Lfsed to pay for direct material purchases. Both the cash receipts schedule and the cash péyments
€areincluded along with other cash transactions in a cash budget. The cash budget, then, combines the
cash collection schedule, the cash payment schedule, and all other budgets that plan for the inflow or outflow of
Cas.h' When everything is combined into one budget, that budget shows if financing arrangements are needed to
Maintain balances or if excess cash is available to pay for additional liabilities or assets
The OPerating budgets all begin with the sales budget. The cash receipts schedule does as well. Since purchases
'€ Made at varying times during the period and cash is received from customers at varying rates, SRR fisedec
;0 o mate how much will be collected in the month of sale, the month after the sale, two months after the sale,
nTc:JS”‘T::trrth. Bad debts also need to be estimated, si-nce that is cash _that \flvllltzztt?aei;z:lj;t::\;w” £ e
“Strate, let's return to Big Bad Bikes. They believe cash collections fof ; iners. In the
Collect; . : daet cash collections for the trai
Ons from their bicycle sales, so they will use that pattern to budg it e
QUarter Of sales, 65% § Il be collected. In the guarter after the sale, 30% will D
This leaves 5o oo of ha qyarters e WI' - Uncollectible sales are those accounts receivables [hz_lc cannot
be Collect & of the sales considered uncollectible. Unc civable) to an Expense: These unco”ect.lble sales
ed and must be converted from an asset (Accounts rec o U textbook, Accounting Business and

are il
Called bad debts and we will explore these in more detail in the !
t realisable

ed. An estimate of the ne

SDCiety
the cash collections schedule:

Tt ot i collect:
alae diagram below illustrates when each quarter’s sales o becion from
n i ing i
€€ Of Accounts Receivable can be reconciled by using informa
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Illustration of a rule for
estimating cash

Quarter 4: Beginning balance of Accounts Receivable (Quarter 3 Sales of $112,500 x 30%) $ 33,750 eeeipts (attribution:

+ Quarter 4: Sales 187,500 ight Rice
— Quarter 4: Cash Receipts (65% of Quarter 4 Sales) 121,875 6?5{;?3,; Openstax,
= Quarter 4: Ending Balance in Gross Accounts Receivable $ 99,375 Uinder GG 'BV—NC-SA 40

- " license)
Note the Ending Balance is gross accounts recelvable which includes the 5% estimated uncollectible,

but that ameunt would be excluded from net realizable accounts receivable.

Cash Receipts
Percentage of Sales Collected Schedule for Big Bad
Bikes. (attribution:
Quarter 1 Quarter2 Quarter3 Quarter 4 | Copyright Rice
University, Openstax

Prior year, Quarter 4 Sales  30% under CC BY-NC-SA 40
Quarter 1 Sales 65% 30% license)

Quarter 2 Sales 65% 30%

Quarter 3 Sales 65% 30%

Quarter 4 Sales 65%

For example, in quarter 1 of year 2, 65% of the quarter 1 sales will be collected in cash, as well as 30% of the sales
from quarter 4 of the prior year. There were no sales in quarter 4 of the prior year so 30% of zero sales shows the
collections are $0. Using information from Big Bad Bikes sales budget, the cash collections from the sales are
shown in (Figure).

316 BAD BIK Cash Collections
Cash Collections Schedule Schedule for Big B9
For the Year Ended December 31, 2019 Bikes. (attribution:
Copyright Rice
| Sales Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total Uni\‘rersity, OpenStaxz A
Collections from under CC BY-NC-SA
prior year Quarter 4 0 0 license)
| Quarter 1 $ 70,000 $45,500 $21,000
Guarter 2 70,000 45,500 $21,000 s gg'zgg
Quarter 3 112,500 73125 $ 33,750 106’875
Quarter 4 187,500 121,87 ¥
Total Collections $440,000 $45,500 $66,500 SATZE R /5 121,875
| Accounts Receivable $ 78,250 ‘ 1625 $361.750
—_— . 4 — P L

When the cash collections schedule is made for sales, management must account for other potential cash
collections such as cash received from the sale of equipment or the issuance of stock. These are listed individually
in the cash inflows portion of the cash budget. )

The cash payments schedule, on the other hand, shows when cash will be used to pay for Accounts payable:
One such example are direct material purchases, which originates from the direct maie)r/ials pudget. When Linl=
production budget is determined from the sales, management Prepares the direct materials budget to deterrﬂi”e
when and how much material needs to be ordered. Orders for materials take lace th h tg:he quarter T
payments for the purchases are made at different intervals from the orders. A sng\ed | T:UQ :U ments is similar
to the cash collections schedule, except that it accounts for the Companyl's h o o. o pa); he Compaﬁ)"S
sales. The information from the cash payments schedule feeds into the cash Fbmcrjc pees Instead of ¢

Big Bad Bikes typically pays half of its purchases in the qQuarter of purcha N Tget. 2 i ie paid in the
following quarter, so payments in the first quarter include Payments for oo remalnlng halt = P T uarter
as well as half of the purchases for the preceding quarter. (Eigure) Showpurchases made during the first 4 ill be

s when each quarter’s purchases W!
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paid, Addltiona”y, the balance of purchases jn Accounts Payable can be reconciled by using information from the
Cash Payment Schedule as follows:

Quarter 4; Beginning balance of Accounts Payable $ 4,000+
* Quarter 4. Purchase of direct material 12,000
=~ Quarter 4. Cash Payments 10,000

$ 6,000%

* Big Bad g; - ) . Foateh
9 Bad Bikes has a policy of paying 50% of purchases in the quarter of purchases, ang

e "Maining 5094 the month after the purchase. The beginning balance of accounts

Payable should pe 50% of the prior quarter’s purchases.

Husty, : iversit NStax, under CC BY-NC-54 4
licens, ing cash receipts. (attribution: Copyright Rice University, Openstax, Salil

:}tion ofa rule for estimar;

Percentage of Cash Payments for Purchases
Quarter2  Quarter3  Quarter 4

Quarter 1

Pri

onr Year, Quarter 4 Purchases 50%
uarter T Purchases 50% 50% Sk
arter 2 Pu 50% i
rchases 50%

5 Uarter 3 PU"Chases
Yarter 4 Purchases

Cash p “NC-SA 4.0 license
WYment Schedule, (attribution: Copyright Rice University, Openstax, under CC BY-N )

The fip. | as the current quarter. Again, since
Stquarte he prior quarter as well as Aarer Again,

t ] Ofthe year plans cash payments from the p 4 :

he traj TSare 5 NeW product, in this e;r)rl)ple there are no purchases in the preceding quarter, and the Payments

Cash Payments

Schedule for Big Bad

Bikes. (attribution:

{ HIKES

Cash ﬁayrﬁents Schedule

£ hejieachefiEee el 4018 T T
uarter d 9
Purchases  Quarter1 Quarter2  Quarter3  Q under CC BY-NC-SA 4.0
7 lerg, Prior yeo, s 0 7 $5.120 license)
Arter ¢ 3
,060 :
Quare, , 6,120 3,060 S; 2 21560 ; 120
Quarte, 3 5,120 " 155 s 4,000 ,000
TQU""(er a4 8,000 ¢ 6,000 6,000
Otal py 12,000 — $70,000 $25,240
ym, =2,000 . 1560
nts pe $31,240 $3,060 $5620 $6,

ts p.
yable $ 6,000

Whilg ; count, there are other outflows of cash
the ca s of material on ac .
f *N Payment is made for purchase he year. Typically, this includes
tor the “Mpany, a0y m: e :Smust estimate all other cash payments for F:a; :.:se,t Zyzlc:tyand any other
g I U )
he Many SCturing overhegngeun;;; the sales and administrative budget.. fhe:;i’ the bugget R
3 . t requiring cash, '
Payments i iation is an expense NO budget following cash receipts.
b Zr cas:w. Slgce depr:cl Cash payments are listed on the cash budg g
Udgets less depreciation.

(E oM the
Showsg the major Ccomponents of the cash budget.
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JOB COST SHEET General Overview of
General Overview of Cash Budget Components* Cash Budget
Components. A cash
+ Other cash recelpts issuance of stock, botrowing money, recelving Interest or dividends inflows and out flows
from selling 3ssets such as equipment, etc.) ' from the sub-budgets
Sch payments for Purchases or Production of Inventory as well as any cash
L O paymen= o anufacuing etpersests iterns that might not
~ Cash Payﬂ"ents for sellt'ng and administrative expenses** appear on one ofthe
~Cathp ayments for capital asset purchases sub-budgets.
- Other cash payments (paying interest, paying loan payments, etc.) (attribution: Copyright
= Net Cash Rice University,
” OpenStax, under CC
*Thisis @ 93":;:1;‘:5:‘2:‘:1::(:2 types of ;ash transactions that might appear in a cash budget S Hieenge]
mponents but not of
and is reP’e ; atyplcal presentation of tf
“#1joge that 45P reciation, a non-cash expense, would be excluded from these ex’:::s:mponems

et totals the cas i :
jVa"able cash, th:cr:s:‘g:?:ﬁr‘:\ta:ds it to the beginning cash balance to determine the available
rter. Thisamount is the i are_ subtracted to compute the net cash excess or deficiency of
a2 teriingli potential ending cash balance. Organizations typically require a minimum
sk balanc® Iffinancing tolé:e::h ltr;‘itcash balance does not meet the minimum amount, management must
:|: to aequi” cessamount may be useadmt:))l:)r;; :n[;fi::r:e'mia: uiliioesh betenice sicsed s faR PRI 2
*Ncg, the er e minimum.ca ! cing loans and interest.
ing '3 gag BIK f9%. They also plan tjri\s::(l::;ceii:;qmlrem?m of $10,000 and has a line of credit available fo
kY] grg5t rate © egCh quarter, and to purchase a con;a cfap,{a; stock for $5,000 in the first quarter, to pay taxes of
bal| G durif‘g_ pad Bikes is $13,000, which can be :’s:::l gcfozZ[)trTZSh i: k;he thi Gu s The seaiinice 8
cash budget shown in (Eigure).

é The cash PY
cash‘ From t"
SSh for ghe d

ran

3
Nes for P
ca ) dget for Big
Cash Budget Cash Bu hEdies
For the Year Bad Bikes. (attribution:
| Ended December 31, 2019 Copyright Rice
: Quarter1 Qu University, Openstax.
] pnce $13 EE A QAT AR o al under CC BY-NC-SA %
& ,001 i
Cop Mnin=—h P2 tomers 0 $10000  § 10,000 $ 10,000 $ 13,000 e
( ecllbgCa: 4 Gchedule) 45,500
1 Cq, Ons o a7 . 66,500 0125 1
[ 2uj, N Cofpecti? ) 5,000 ' $5,625 361,750
r::‘v‘»r\r bk 50 during the Period $50.500  $66,500 § 94,125 $155,625 5,000
[~aagh colleys SIS0 ST6500  $104125  Siencrs  $379750
| D 'Sk, Sapl hRE A
R Shigclatle 11 Payments Schedule) 3,06
T (&3 .060 5,620
DirgSt pyeement (7 bor Budge) 19,500 17,250 23'550 10000 25240
| "“'n‘ L%‘Enalfr ¢ pread Less Depreciation ‘ ,000 42,000 105,750
if. 0 |
[seMptacy ! 0ove 28925 28588 30,050
|28l S g b ¢ 21e Fapenses Less . 32,300 119,863
| o “hH Budgl,n’) 2 and Administrative
R AdTT 51 18500 18,500
| pu On, Qn(';}lmn‘ 5] 1,000 o 19,750 22,250 79,000
To‘rtl“ﬁ T‘:“ Budgis. (56251)'(-'11 Asset Budget) : ;'ggg 1,000 4,000
| e ayiong N Exp€ 70,935 e L
[Exe ) 3¢ o P r $70,985  $70,958 T Tl 8,500
| Fing \QE.sbzr cgp:ﬂlél Available Cash (fgenal e i ?figg 2127,559 S
s : $0 8,075 § 37,397
[ +B N rsem® & 2 $ 37,397
(R Q. ! v,} Qr‘(lené,‘/, Roat
| ~Re, g, 9 : ' 4,458
| Enu.hegq“vi g9 interest : 21,943
L rn s o $10,000  $10,000 § 1‘01565) (21,632)  (22.897)
Qs ind, o : 000 §36443 5 36443
Shpata” _—
4
2041 K /ash budget

3
Naringd
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Using budgets to evaluate performance

AMANDA WHITE

Comparing budget vs actual performance

Remember that budgets are used as part of management's three responsibilities - they help management create
specific plans to meet strategic objectives and that has been the focus of this chapter. However, budgets also also
play a role in evaluating business performance by comparing actual performance to our plan or budget.

BUDGETS

~

Controlling

e sty

<t

T.hlee responsibilities of management {agtribution: Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0
license)/ derivative work by Amanda White - amendment to include the relationship of budgets to the three
responsibilities of management

Is the comparison of budgeted performance to actual performance a fair one?

Our budgets are created using a number of assumptions including those related to:

+ customer demand
economic sentiment
price of raw materials
availability of raw materials
pay rates of labour
prices of overheads and selling and administration costs

However, as the COVID19 pandemic clearly illustrated, budgets and plans may need to be adjusted due to changes
in an industry, a country's economic situation or in reaction to global events. A budget prepared in December 2019
for the period January to December 2020 would not be usefyl when comparing to ACTUAL fi cial results for
January to December 2020. The original budget produced for planning is A bl‘ldgelnan
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Asaresult of this potentially unfair comparison, businesses use a technique called flexible budgeting - where an
original budget can be adjusted for changes in sales volume or activity. A flexible budget 2djusts the cost of goods
Produced for varying levels of production and is more useful than a static budget, which remzains 3t one amount
regardless of the production level. A flexible budget is created at the end of the accounting period, whereas the
static budget is created before the fiscal year begins.

In our next chapter, we will learn how to create a flexible budget so that we can then perform evaiua

business performance in a fair and equitable way.

tion of
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cHAPTER 10: SHORT-TER)\ PE
eVALUATION USING VARIANCE

pemember in our previous chapter we discussed how com
performance might not be.a great comparison? The assumpt;
changed due to a change in the global economy, in the bus;
raised the idea of a better way of creating a comparison byiusi
n more about how to use a flexible budget to evaluate sho

Paring our actua| performance 1o our b
onsvurﬁder Which we made our budge
ness's Industry or with Customers or ;
Ng a flexible budget, In this chapter, we
rt-term performance, b

udgeted

t might have

sup,

lier. We

aregoing to

|ear!

Let's look at an example

Bar Xpresso (the name of my dad's cafe before he
retired) prepares a budget for the year. Projections are
prepared about how many hot and cold beverages,
toast and pastries and hot lunches will be sold each
month.

However, COVIDIS hits and Bar Xpresso's business is
severely affected. No in-cafe dining is permitted,
resulting in less hot lunches sold and an overall
decrease in customer traffic. Therefore, to be able to
figure out whether Bar Xpresso is performing well
against the budget - the budget needs to be adjusted
to be flexible. Once adjusted for the actual sales, the
business doesn't seem to be making as much profit as
it should be. The Bar Xpresso owner also notices that
they seem to be using higher levels of beans and the
wage bill is disproportionately higher. How can the
business try and investigate the potential causes of
these differences?

Variance analysis!

Variance analysis will allow the business to identify
eXactly what is driving higher or lower profits by
digging into the components of the budget - the
Prices at which they sell their goods, the prices of
NPuts and how efficiently the business uses its inputs
1o create the product or service that they sell.

|h this chapter, we will cover the following learning
Objectives:

hoto/
1 : htt) s:MMvmpexels.com/p
i chemere e use-3951751/- CC

by Kse
o Jit-stylish-coffee-ho!

interior-of-well-
Create a flexible budget budget
: " "
Conduct variance analysis using a static budget and flex@le Jgets for sales, rmaterials and labour
|dentify What drives variances between the static and flexible budg
) ) iness
Discuss how this information can be used to improve @ busin

is | 209
i iance analysis |
ce evaluation using varian
erforman
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creating a flexible bydget
e

ITCHELL FRANKLIN; PA
., ; PATTY GRAYBEAL; DIXON COOPER
i AND AMA|
NDA WHT!
E

What is @ flexible budget?

in Chapter 9, Usin d to evaluate perfor
mance,

of our original budget, but using the sales it
first is the static budget —our original bUdQUanuues
get -

We discussed
the ide.
that were a of a flexible budget
actually recorded. This result: e
S in twi

rojected sales quantiti . labelled stati
el d ities and prices, materials, labour anjtatlc because it does not move
' overhead to or chan
generate our b
udgeted pr

pudget is our flexible budget i
-u
S st but GeE azltrlzlall c?fthe same assumptions about sal
units sold sales price, cost
] 5 of raw m

0 budg
ge. We use our
ofit. The second
aterials and cost

How do we create a flexible budget?

A flexible budget is one b
eX ased on differ
A ipsted level of production. This f er_ﬁt_\./olumes of sales. A flexible budget f]
would look like at various levels §f IS| o G eStg vt he s i
= ) imate
monthly), rather than in advance, si - F':X'b|9 SRR TSR L ::hat :he i o sl
‘ , since the idea i AL !
appropriate at the actual i RS i i
aroctictionlevel e operating income to the .
i expenses deemed

7o,
077 R

-

Lobster Instant Noodles
Example - Lobster Instant Noodles

hat are commonly eaten by university students
tes and you've gotan instant meal. The business
ect variable costs for materials $0.80,
also fixed costs of $25,000 related to

Lobster
Seireny thlzsvtvzr:ithS?Odles make instant ramen noodles in cups t
had planned to . Simply add boiling water, close the lid for 3 minu
3bour §1.00, oy sell 25,000 units in 2022 at a price of $6.50. There were dir
the factory :;nde;head $0.50 and selling and administration $050. There were
The statijc bud 25,000 related to selling and administration:
get for Lobster Instant Noodles in 2022 is as follows:
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Lobster Instant Noodles

Static Budget Actual Variance
Budgeted sales (units) 25,000 18,000 (7,000)
Budgeted price $ 650
Total sales $ 162,500.00 $ 108,000.00 S (54,500.00)
Per unit
Less Cost of Goods sold
ST & 080 $ 2000000 $ 21,600.00 $ 1,600.00
Direct labour $ 1,00 $ 2500000 $ 1800000 $ (7,000.00)
Variable overhead $ 0.50 § 12,500.00 $  8100.00 $ (4,400.00)
e i e § 2500000 $ 2400000 $ (1,000.00)
§ 8250000 $ 71,700.00 $ (10,800.00)
GROSS PROFIT S 80,000.00 $ 36,300.00 $ (43,700.00)
Variable sellingandadmin ¢  0.50 $ 12,500.00 S 990000 $ (2600.00)

Fixed selling and admin ¢ 2500000 $ 25500.00 $  500.00

| o o ardBUREM OO
§ 42,500.00 $  900.00 5 (41,600.00)

NET PROFIT

To create the flexible budget - we use the standard amounts for the sales p.rice. materials, labour, overh‘ead, and
selling and administration costs. We can then compare our static budget, flexible budget and actual. This is shown
Below for Lobster Instant Noodles.
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Lobster Instant Noodles

Flexible Flexible
static Budget  Budget Actual Variance
18,000 18,000
Budgeted sales (units) : 25;3023 : e
?gi;gli::spnce $162,500.00 $ 117,000.00 $ 108,000.00 $ (9,000.00)
Per unit
Less Cost of Goods sold
Direct material S 0.80 $ 20,000.00 $ 14,400.00 $ 21,600.00 $ 7,200.00
Direct labour S 1.00 $ 25000.00 $ 18000.00 $ 18,000.00 $ .
Variable overhead S 0.50 $ 12,500.00 $ 9,000.00 $  8100.00 S (900.00)
Fixed overhead $ 25,000.00 S 25,000.00 S 24,000.00 $ (1,000.00)
$ 82,500.00 $ 66,400.00 $ 71,700.00 $ 5,300.00
GROSS PROFIT $ 80,000.00 $ 50,600.00 $ 36,300.00 $ (14,300.00)
Variable sellingand admin ~ $ 0.50 $ 12,500.00 $ 9,000.00 $ 9,900.00 $ 900.00
Fixed selling and admin $ 25,000.00 $ 25,000.00 $ 25,500.00 $ 500.00
NET PROFIT $ 42,500.00 $ 16,600.00 $ 900.00 $ (15,700.00)

As you can see, the flexible budget indicates we should have made $16,600 in profit, a more reasonable number
than $42,500 given the decrease in sales by 7,000 units,

Now that we know how to create the flexible budget, the next step is to understand the variance analysis - the
comparison between the flexible budget and the business's actual performance.
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conducting a variance 5
static and flexible budget

AMANDA WHITE; MITCHELL FRANKLIN; PATTY GRAYBEAL: AND DIXoN
1 COOPER

nalysis using the

Why compare the static and flexible budgets

As you've learned, an advantage of budgeting is evaluatin,

g performance. Havj i
their budgets helps managers keep track of expenses and Wil ot Lok

work toward the company's goals. Companie

P budgets as a tool for planning operations and cash
ing the prior year. Did the company earn the expected
NSes or revenues were not on the budget? Critically
Ty results can help management plan for the future, '
udgeted performance and the actual performance.
|dentifying the variances do not necessarily tell us what is causing the issues, but highlights the issue so that
management and the business can investigate the cause. Variances are Categorised as either favourable or
unfavourable. A favourable variance is when revenue is higher than budgeted or expenses are lowar than
budgeted. An unfavourable variance is when revenue is lower than budgeted or expenses are higher than

budgeted.

flow. Part of understanding revenue and expenses is evaluat
profit? Could it have earned a higher profit? What expe
evaluating the actual results versus the estimated budgeta

The variance is the difference between the flexible b

Comparing Favourable to Unfavourable Variances
Favourable Unfavourable
Actual Sales > Budgeted Sales Actual Sales < Budgeted Sales

Actual Expenses < Budgeted Expenses Actual Expenses > Budgeted expenses

Itis easy to understand that an unfavourable variance may be a problem. But that is not always true, as a higher
rate for wages may mean the company has a higher quality employee who is able to waste less material. Likewise,

having a favourable variance indicates that more revenue was earned or less expenses were incurred but further
analysis can indicate if costs were cut too far and better materials should have been purchased.

Example - Lobster Instant Noodles

; i are favourable
The Lobster Instant Noodles variance analysis has been updated to include whether the variances &t

e. Remember -a neg ni n't mi I —-remer r to think about the iterr
v le. ative variance does 't mean unfavou able - remember to ; J
ive variance or revenue means that we ea ed less tha expected. However a negative variance ora

. i }
€XPense means that we spent less than expected - that is a good thing!
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Lobster Instant Noodles

Flexible Flexible

Static Budget  Budget Actual Variance
Budgeted sales (units) 25,000 18,000 18,000
Budgeted price S 6.50 $ 6.50
Total sales $162,500.00 $117,000.00 $ 108,000.00 $ (9,000.00) Unfavourable

Per unit

Less Cost of Goods sold
Direct material $ 0.80 $ 20,000.00 $ 14,400.00 $ 21,600.00 $ 7,200.00 Unfavourable
Direct labour S 1,00 $ 25000.00 $ 18,000.00 $ 18,000.00 $ -
Variable overhead S 0.50 $ 12,500.00 $ 9,000.00 $ 83100.00 $ (900.00) Favourable
Fixed overhead $ 25,000.00 $ 25000.00 $ 24,000.00 $ (1,000.00) Favourable

$ 82500.00 $ 66,400.00 $ 71,700.00 $ 5,300.00 Unfavourable
GROSS PROFIT $ 80,000.00 $ 50,600.00 $ 36,300.00 $ (14,300.00) Unfavourable
Variable selling and admin  $ 0.50 $ 12,500.00 $ 9,000.00 $ 9,900.00 $ 900.00 Unfavourable
Fixed selling and admin $ 25,000.00 $ 25000.00 $ 25500.00 $ 500.00 Unfavourable

NET PROFIT

W

42,500.00 $ 16,600.00 $ 900,00 $(15,700.00) Unfavourable

Far Lobster Instant Noodles, we can see that we spent more on direct materials, but less on manufacturing
overhead. We spent more on selling and administration costs overall. Variable analysis is like a torch. It spotlights
for us where the issues may be - but we must evaluate whether the variance is significant (is it big enough to
warrant investigation) and then conduct further analysis.

What caused us to spent $7,200 more on direct materials during the year than our original forecast? How did we
make a saving on fixed overhead? The critical skill for employees of a business is knowing how to read a variance
analysis and then ask the right questions of the right people to determine whether you have a problem.
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Identifying the causes of variances

AMANDA WHITE

Why identifying the causes of variances is important

As we've discussed many times in this textbook, simply being able to calculate or report accounn:ng figuresis an
important skill - but more important is knowing how to USE accounting information to he?lp a bu5|ﬁess achieve its
Objectives. Therefore, at Lobster Instant Noodles, knowing the business is making a profit =0 .IOSS is an important
fact. But MORE important is understanding WHY the business is making such a small profit in comparison to its

flexible budget. ) ' .
Remember that understanding accounting information is important because it helps us ask the right

QUESTIONS, so that we may get ANSWERS to assist a business in making its next decisions. Thinking about
Lobster Instant Noodles - we want to know WHY we had to spend more on direct materials, but less on overhead,

and why more on selling and administration?

Lobster Instant Noadles

Flexible Flexible

Static Budget  Budget Actual Varlance
Budgeted sales (units) 25,000 18,000 18,000
Budgeted price S 6.50 $ 6.50
Total sales § 162,500.00 § 117,000.00 $ 108,000.00 $ (9,000.00) Unfavourable

Per unit

Less Cost of Goods sold
Direct material $ 0.80 $ 20,000.00 $ 14,400.00 $ 21,600.00 $ 7,200.00 Unfavourable
Direct labour $ 100 $ 25000.00 $ 18000.00 S 18,000.00 $ 5
Variable overhead S 0.50 $ 12,500.00 $ 9,000.00 $ 810000 $  (900.00) Favourable
Fixed overhead § 2500000 $ 25000.00 $ 24000.00 $ (1,000.00) Favourable

§ 82,500.00 $ 66,400.00 $ 71,700.00 § 5300.00 Unfavourable
GROSS PROFIT $ 80,000.00 $ 50,600.00 $ 36,300.00 $ (14,300.00) Unfavourable

. . ; ,900.00 $ 900,00 Unfavourabl
Variable selling and admin 0.50 12,500.00 $ 9,00000 $ 9,9 avourable
ganda $ ¢ 2500000 $ 2500000 $ 2550000 $ 50000 Unfavourable

Fixed selling and admin

16,600.00 §  900.00 $(15,700.00) Unfavourable

NET PROFIT $ 42,500.00 $
Lobster instant Noodles - variance analysis of the flexible budget and actual performance (Copyright Amanda White
C-BY-NC-54)

ol RO ona o enter the accounting major or specialise in accounting - those further studies will cover how
Wwe analyse variances in much greater detail than is covered in this text. The approach taken here is to help
You Understand the underlying theory behind variance analysis without going into complicated formulas and

terminology,
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Sales-related variances

Think back to how we create the sales budget as shown in the formula below. Our budgeted sales is calculated by
multiplying our predicted sales (developed by marketing and management) by the sales price.

Budgeted sales ='Predicted sales (units) x Sales price

Our flexible budget uses the same units sold as the actual sales for the year. This means that the only other
factor that could result in actual performance being different from budgeted performance is the Sales Price. If we
work backwards, $108,000 divided by 18,000 units provides us with an Actual Sales Price of $6.00. This is $0.50 less
than our original budget of $6.50.

Our next step would be to investigate why the sales price was dropped. We may need to meet with the Sales
Manager, or Marketing team to find out the reason for the price drop. This could include reasons such as (but not
limited to):

- The business was loosing customers to a competitor who was charging less than $6.50
+ The economic impact of COVID19 meant that customers were not willing to pay the original budgeted price

Material-related variances

When preparing the budget for our direct materials, we take our predicted sales and multiply this by the
budgeted materials used per unit and the price of raw materials. In our Lobster Instant Noodles example, we
haven't been provided with this information so far, However, if we compare our actual direct materials per unitand
our budgeted raw materials per unit, there is a difference.

‘ Direct Budgeted

Sales GG OB Price of raw

materials = X :
budget (units) per unit materials

Lobster Instant Noodles budgeted for $0.80 per unit of raw materials (mostly wheat for the noodles, flavour
powder and the packaging for the cup). However, the business actually used $1.20 of raw materials ($21,600 in total
raw materials divided by 18,000 units = $1.20 per unit). The business spent 50% more on raw materials than the
budget.

Presume we are given the following new information

+ the raw materials were priced at $0.40 per 100g and each cup should use 200g of raw materials
+ raw material prices did not change since the budget was prepared

Then we can deduce that the business must have used 300g of raw materials to make each cup of noodles ($1.20
per unit total DM cost and $0.40 per 100g). Why did the business use more raw materials? Potential reasons could

include (but are not limited to)

+ the raw materials were of poorer quality and there was more wastage
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- the production process had become more inefficient
Business employees and owners can take action on these issues and look at changing suppliers to one that
Provides a better quality product, or investigate how they can reduce wastage of the raw materials going into the

product.
Alternatively, the purchasing managers who arrange to buy the wheat and cups tell us that due to the

worldwide supply chain issues and also the Russian invasion of Ukraine, wheat prices have increased significantly.
The business still uses 200g of raw materials, but the prices went up $0.60 per 100g of materials, The key action

the business might take here is to try and find a cheaper supplier.

Labour-related variances

When Preparing the budget for our direct labour, we take our predicted sales and multiply this by the budgeted
labour hours used per unit and the rate of pay for our labour / employees.

_Budgeted Rate of pay
, pay
labourhours  x o

used par unit

In our Lobster | nstant Noodles example, we haven't been provided with this information so far. However, if we

coMpare our actual and flexible budget for direct labour - you'll notice that nothing has changed. There is 0

Variance. What does this mean? It could mean one of a few options:
That the business used the expected number of Jabour hours per unit and the rate of pay is as expected

We could be paying employees more per hour, but they may be more efficient - resulting in less hours but at

@ higher rate, and the same total wage bill ., -
We could be paying employees less per hour, but they may be inefficient - resulting in greater hours, but at a

lesser rate, and the same total wage bill.
Globally, there is a world wide shortage of labour due to CoVID19 iliness and the need for employees to take
Sick leave or isolation leave. This has left many businesses - from supermarkets, to restaurants, retail stores and
Manufacturing facilities short of employees. This has meant that the hourly rate of pay has increased in many
INdustries, However, we have also seen the opposite - with many employees having lost their jobs during COVIDI9

and looking for work - some businesses may be paying less per hour because more labour is available.

Overhead and selling and administration-related variances

Asyou can see from the Lobster Instant Noodles variance analysis, the business saved money on variable overhead

°nd fixed overhead. The overhead costing process is quite complicated and we have not gone into detail as to
we do not expect students to be able to conduct variance analysis in any

h :
W overhead is calculated. Therefore, ’ )
Sreat detaj| for overhead and selling and administration-related variances. Simply understanding favourable and

Unfavourable and being able to brainstorm potential reasons for overall changes is sufficient. Some ideas have

been Provided below:
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Overhead variances

Selling and administration variances

The business negotiated a decrease in a fixed cost such
as the rent for the factory or equipment

The business installed solar panels on the factory roof
resulting in less paid for electricity to run the
manufacturing equipment

The business re-evaluated how they calculated their
overhead costs and found an error resulting in a change
in the overhead

+ The business changed advertising strategies from fixed

costs in traditional media (print, television, radio) to a
greater focus on social media spending which has a
greater variable component

+ The business shifted from standard post services to

exlpress post to keep customers happy and encourage
sales
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Describe how companies use variance
analysis

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

How businesses use variance analysis

Companies use variance analysis in different ways. The starting point is the determination of standards aga?—\st
Which to compare actual results. Many companies produce variance reports, and the man.agement res?onsxoze
for the variances must explain any variances outside of a certain range. Some companies only require that
unfavorable variances be explained, while many companies require both favourable and unfavourable variances

to be explained. . h to identi i
Requiring managers to determine what caused unfavourable variances forces them to identify potential

Problem areas or consider if the variance was a one-time occurrence. Requlri_ng ma"agerSA 19 Xplain favourzble
Variances allows them to assess whether the favourable variance is susta‘,nable s 'What ot
favourable variance allows management to plan for it in the future, depending on whether it was a one-time
Variance or it will be ongoing. :

Another possibilitey igfhc::i\anagement may have built the favourable lvarlance into ';he standards;h/;anagement
May overestimate the material price, labour wage rate, material qu.ar?my, or labour hours per unit, for examplg.
This method of overestimation, sometimes called budget slack, is built into the sltandards SO management can still
look goog even if costs are higher than planned. In either case, manégers potentially ;ar: helg other manégers and
the company overall by noticing particular problem areas or by %harnng kno\fV'Edgit Z c'a'n In;irvte ey oo

Often, Management will manage “to the variances,” meamng they will ma eth eclslio: a n:ayh not be
aCl\fantageous to the company’s best interests over the long run,-m order to‘mee‘t ; el adf:: report threshold
limits. This can occur when the standards are improperly established, causing significant differences between

actual ang standard numbers.

Ethical considerations when using variance analysis over the
long-term

The Proper use of variance analysis is a significant tool for an organisation to 'ETBC"‘ _'tS ‘OﬁQ;IIEfm goals. Wheq its
accounting system recognises a variance, a business needs to understand the significant influence ofaccoummg
Not only in recording its financial results, but also in how feacting tothat Yarvance . Shapé WEMEL S
1M managers use variance analysis only to determine a short-term

any

behayi
OuUr toward reaching its goals. i i
®action, and do © et 9 . che variance occurred from a long-term perspective. A more long-term analysis
, not analyse why nsibility accounting in which authority and accountability for tasks
s respo

"2 It s important for

of Varian
. ces allows an approach that “i

i trol over them.
S delegateq downward to those managers with the most influence and con

i & tive.
Mana . ith more than just a short-term perspec
gers to analyse the reported variances with 6l For @aripks, sl maRager it

Mana i i bers for the current perio
gers sometimes focus only on making num . ) ;
decige to make a manufacturing{:ﬁvision's results look profltable in the short term at the expense of reaching

i i i ir costs as a percentage
e busj ; nce could be an increase in repair cos
Usiness's long-term goals. A recognisable cost varia ] e /
; ‘ ¥ y

ot Sales on an increasing basis. This variance could indicate that equipment lf not op‘erannngl ;.lc;‘etn:y: : is
' ) i i ipment mi e higher
lhcreasing overall cost. However, the expense of implementing new, more efficient egl;lpm re airfhe ou[dgtEd
than epairing the cur}em equi;ament In the short term, it might be more economic | P :

(]
qument. but in the long term,

i sts is not
of eco-friendly manufacturing. If the system use for controlling co:

izational incentive to be concerned with
has no organization
“the manager

e ; . R
bUSIness with a long-term perspective,
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important issues unrelated to anything but the immediate costs" related to the variance. A manager needs to be
cognisant of their organisation's goals when making decisions based on variance analysis.

Management can use standard costs to prepare the budget for the upcoming period, using the past information
to possibly make changes to production elements. Standard costs are a measurement tool and can thus be used
to evaluate performance. As you've learned, management may manage “to the variances” and can manipulate
results to meet expectations. To reduce this possibility, performance should be measured on multiple outcomes,
not simply on standard cost variances.

As shown in the table below, standard costs have pros and cons to consider when using them in the decision-
making and evaluation processes.

Standard Costs

Pros Cons
Useful when developing a future budget + Mightignore customer and employee satisfaction rates
Can be used as a benchmark for . + Information could be historical data and not useful in real-time
performance and quality expectations decision-making needs
Can individually identify areas of success  « The system to mana i
C 1 ge and develop standard costs requires a lot of
and areas for improvement resources, which could be costly and time consumingq

Standard costing provides many benefits and challenges, and a thorough analysis of each variance and the
possible unfavourable or favourable outcomes is required to set future expectations and adjust current production
goals.

Footnotes

13Jeffrey R. Cohen and Laurie W. Pant. "The Only Thing That Counts Is That Which Is Counted: A Discussion of
Behavioral and Ethical Issues in Cost Accounting That Are Relevant for the OB Professor." September 18,2018.
httpf//citeseerx.ist.psu.edu/viedeC/download?doi='|0J,].1026‘5569&rep=rep’|&type=pdf
2 Jeffrey R. Cohen and Laurie W. Pant. “The Only Thing That Counts Is That Which |Is Counted: A Discussion of
Behavioral and Ethical Issues in Cost Accounting That Are Relevant for the OB Professor.” September 18, 2018.
http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.U.1026.5569&rep=rep1&type=pdf
3 Jeffrey R. Cohen and Laurie W. Pant. “The Only Thing That Counts Is That Which Is Counted: A Discussion of
Behavioral and Ethical Issues in Cost Accounting That Are Relevant for the OB Professor.” September 18, 2018.
http://citeseerxist.psu‘edu/viewdoc/download?doi=10.1.1.1026‘55698.rep=repl&type=pdf
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CHAPTER 11: SHORT TERM DECISION
MAKING USING RELEVANT COSTING

You're a designer for a clothing brand - your business started small, with ' I l
You making clothes yourself. Eventually growth meant that you hired a H-*T
9roup of seamstresses to sew clothes for you. However, the business has ‘ ‘
exploded when people participating in an online reality show started |

Wearing and raving about your clothes on social media.

‘ Business has exploded! But now you've got some choices as demand has
Increased and you're confused about how to make these decisions. Some of
the choices you are faced with include:

One of these tv stars has approached you about doing a collaboration of
Special leggings - do you accept?
A major seller is a waterfall cardigan that mixes and matches YRhImen:
Outfits. A factory in Vietnam has approached you - they can make ihe
cardigan for you - is this a good option?

* Alowseller js leather jackets, but could it be because of the weather or
is the product just a dud? Should we keep it or drop this product?
With all of these decisions - the business has limited funds -what is the

best way to spend them? Photo by Maria Orlova:
https/www,pexels.com/photo/

fashion-store-interior-with-garments-h

us make
anging-on-racks-4940756/ (CCO)

[ i -
t; this chapter — we'll examine what information is required to help
e ni
se decisions, our learning objectives are:

Understand what relevant information is required for these types of decisions
Make a decision about whether to accept a special order

Make a decision about whether to make or buy a product or component

Make a decision about whether to keep or drop a product, service or department
Make a decision when our resources are scarce =
Consider what information is required when making longer term decislons
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lder.wtify relevant information for
decnsion-making

MITCHEL .
L FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Choosing between alternatives

Al ;
di“:?:;:‘ézg;:'ng we do in life results from choosing betwes
828 tuie o ql.-lencesA For example, when choosi
Ty vl Natives anq two sets of conseguence 4 b A
and being hue'."and be }Nulling to prepare the food > e
Businessas 3 gry during class. Just as our lives
typica“y ha.s Most every aspect of being in busi
One or more consequences

to S
l;D:Ctit:i;::‘?lslc’n-making processes but po
Shioft e dne“:d'e by businesses can ha
align | wnhlsrons often address z ter
differem ol ofpen’nanent problem solving and
What is ey analyses and different types of zc
] o ered short-term and what i
) non-current assets and lia . Current

is inter,
Preted as s . -
ome ti \on-curi
Months fro, me in the next 12 months. Non-c

fo,

the differen':e ?noW- Accounting distinguishes batwesn

betweer, short-t the general nature of these decisions but 2is0 because e

imnaCt expands €rm and long-term decision categories. As the trrfwe herizon cver:.'n.i:h the ::

cOnsidered ther‘ mc."e costs become relevant to the decision-making prf:ce;s;ln a«d:}ucn, when

decisiohs. T'he taz will be additional factors such as interest (paid or received) th
le below provides examples of short-term and long

2
0
9.

ece

-term business decisions.

Short-term and long-term business decisions should be analysed using different frameworks.

Exam

Ples of

Short., Shert-Term and Long-Term Business Decisions
~Te : .

"™ Business Decisions Long-Term Business Decisions

Buying new equipment versus remodeling old

Accepti
Ptin .
ererminginagsg,ec'a' production order : {
D?ducts S pledicioi tomeaiy (e:ﬁumsrn"r-lxzn\:/hich products to manufacture
tSoure; . 00! /
Fury "ring a part or service . Expanding into a new area or country
. Diversifying by buying another business

her pr, i
©Ocessing or refining a current product

Short.
rt-term decision-making

Shor

Tty .

o decision'making is vital in any business. Considering the business challenges facing Gearhead
footwear, and accessories. Gearhead

Outf;
Itters . .
MUt cqp, @ retailer sells men's, women's and children's outdoor clothing, .
¥ @ certain level and variety of inventory to meet the demands of its customers. The company \{le have
decisions to promote sustainability and

Mainta;
ai : :
" appropriate accounting records to make proper business

Qrowt h
Will every sale result in

HOW .

mi i i 2

arnic-ght Gearhead be able to compete with larger chains and remain proflta?!.e Lo, o

Ompg 'Pated profit to the company? Consider what specialised short-term decision-ma ga ,Z o 0
Y may yse to meet its goals. Should more of an itern than normal be purchased for res

Identify refevant information for decision-making | 225



larger discount from the supplier? What information about cost, volume, and profit is needed to make a sound
business decision in this case? Some items may be sold at a loss (or lesser profit) to attract customers to the store
(often called loss-leaders in marketing terminology). What type of information and accounting system is needed
to help in this situation? The company requires relevant, consistent, and reliable data to determine the proper
course of action. But what information is considered “relevant”?

Relevant information for short-term decision-making

Business decision-making can be outlined as a process that is applied by management with each decision that is
made. The process of decision-making in a managerial business environment can be summed up in these steps.

1. Identify the objective or goal. For a business, typically the goal is to maximise revenues or minimise costs.

2. Identify alternative courses of action that can achieve the goal or address an obstacle that is hindering goal
achievement.

3. Perform a comprehensive analysis of potential solutions. This includes identifying revenues, costs, benefits,
and other financial and qualitative variables.
Decide, based upon the analysis, the best course of action.

5. Review, analyse, and evaluate the results of the decision.

The first step of the decision-making process is to identify the goal. In the decisions discussed in this course,
the guantitative goal will either be to maximise revenues or to minimise costs. The second step is to identify
the alternative courses of action to achieve the goal. (In the real world, steps one and two may require more
thought and research that you will learn about in advanced cost accounting and management courses.). This
chapter focuses on steps three and four, which involve short-term decision analysis: determining the appropriate
information necessary for making a decision that will impact the company in the short term, usually 12 months or
fewer, and using that information in a proper analysis in order to reach an informed decision among alternatives.
Step five, which involves reviewing and evaluating the decision, is briefly addressed with each type of decision
analysed.

Though these same general steps could be used in long-term decision analyses, the nature of long-term
decisions is different. Short-term decisions are typically operational in nature: making versus buying a component
of a product, using scarce resources, selling a product as-is or processing it further into a different product. It
is relatively easy to change a short-term decision with minimal impact on the company. Long-term decisions
are strategic in nature and typically involve large sums of money. The effects of a long-term decision can have
significant financial impact on a company for years. Examples of long-term decisions include replacing
manufacturing equipment, building a new factory, or deciding to eliminate a product line. Managers will need
to carefully track and predict costs and revenues to make these decisions - this is because the goal of most
businesses is profit maximisation, hence we need to examine the potential impact of a decision on revenues and
expenses.

In carrying out step three of the managerial decision-making process, a differential analysis compares the
relevant costs and revenues of potential solutions. What does this involve? First, it is important to understand
that there are many types of short-term decisions that a business may face, but these decisions always involve
choosing between alternatives. Examples of these types of decisions include:

- determining whether to accept a special order

making a product or component versus buying the product or component
performing additional processing on a product

keeping versus eliminating a product or segment.

In each of these situations, the business should compare the relevant costs and the relevant revenues of one
alternative to the relevant costs and relevant revenues of the other alternative(s). Therefore, an important step
in the differential analysis of potential solutions is to identify the relevant costs and relevant revenues of the
decision.
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Identifying relevant revenues and costs

What does it mean for something to be relevant? In
the context of decision-making, something is relevant
if it will influence the decision being made. For |
example, suppose you have two options for a summer [
job—either directing traffic for a road safety and |
maintenance business or working for a landscaping
company mowing lawns. For either job, you will be it "..
required to have industrial grade sound protectors l'-’“ m,__-"':
(plugs or headphones) for your ears. This cost would A
not be relevant because it is the same under either
alternative, so it will not influence your decision #
between the two jobs; it would be considered an L: r_ e j
irrelevant cost. You also believe your transportation Photo by Magic K from Pexels - CCO~ https:/w,pexelscom/
costs will be the same for either job; thus this would photo/a-person-using-o-lawn-mower-6728915/

also be an irrelevant cost. iob but N
However, if you are required to have steel-toed boots for the road work job but can wear any pre of ~..Vork boot
for the landscaping job, you would need to consider the difference between the costs, or the differential cost, of

these two types of boots. This difference in cost between the two pairs of boots would be designated as a relevant

cost because it influences your decision.

The two jobs also may have differences in reven - :
revenue influences the decision, it is also a relevant revenue. If both Jobs pay the same hourly wage, it would

have an irrelevant revenue, but if the road safety job offers overtime for any time worked aver 40 hours, then this

overtime wage has the potential to be a relevant revenue if overtime is a likely occurrence. Looking only at these
e alternatives, is known as differential analysis.

ues, called a differential revenue. Because the differential

differences - of both costs and revenues - between th o ; - .
In conducting these types of analyses between alternatives, the initial focus will be on each quantitative factor of

the analysis - in other words, the component that can be measured numerically. Examples of quantitative factors

in business include sales growth, number of defective parts p\todEJced. or num!:)er f’f labor hours worked. However,
in decision-making, it is important also to consider each qua“t'at"/e faf“’_’- which is one t'hat cannot be measured
numerically. For example, using the same summer job scenario, qualitative factors may include the environment
in which you would be working (road dust and tar odors versus pollen and mower exhaust fumes), the amount

of time exposed to the sun, the people with whom you will be working (work'ing with friends versus making new
friends), and weather-related issues (both jobs are outdoolrs. but could one job send you home for the day due
to weather?). Examples of qualitative factors in business mclud‘-" emplo.yee morale, customer satisfaction, and
company or brand image. In making short-term decisions, a business will want to analyse both qualitative and

Quantitative factors. i iti
In short-term decision-making, revenues are often easier to evaluate than costs. In addition, each alternative
i

typically only has one possible one revenue outcome even though there are many costs to consider for each
alternative. How do we know if a cost will have an impact on the decision? The starting point is to understand the

Various labels that are attached to costs in these decision-making environments.

Avoidable versus unavoidable costs

Management must determine if a cost is avoidable or unavoidéble because in the sho'rt run, only avoidable costs
are relevant for decision-making purposes. An avoidable cost is one that. can be elimmated' (in whole or in part)
by choosing one alternative over another. For example, assunjne. that a bike s.hop offers their cust'omerf custom
paint jobs for bikes that the customers already own. If the¥ eliminate Fhe ser\{lce, the cost of the bike pamt'coul’d
be eliminated. Also assume that they had been employing a part-time painter to do the work. The painter's
Compensation would also be an avoidable cost.

away in the short-run by choosing one alternative over
An un d i oes not change or 9o ' -
aucldiable aast Is onethat d or a production facility. These types

7 uipment
another. For example, a company might sign a long-term gl
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of leases typically don't allow for cancellation, so if this one does not, then their required payments are unavoidable
costs for the duration of the lease.

Variable costs are avoidable costs, since variable costs do not exist if the product is no longer made, or if the
portion of the business (such as a segment or division) that generated the variable costs ceases to operate. Fixed
costs, on the other hand, may be unavoidable, partially unavoidable, or avoidable only in certain circumstances.
Remember that fixed costs tend to remain constant for a period of time and within a relevant range of production
and are not easily eliminated in the short-run. Therefore, most fixed costs also are unavoidable. If a fixed cost is
specific only to one of the alternatives, then that fixed cost also may be avoidable. Avoidable costs are future costs
that are relevant to decision-making. Past costs are never an avoidable cost.

Recall that we are using a short-term viewpoint to determine whether or not costs are avoidable. In the
long run, virtually all costs are avoidable. For example, assume that a company has a long-term, ten-year lease
on a production facility that cannot be cancelled. For the first ten years it would be noncancelable and thus
unavoidable. But after ten years it would become avoidable.

Example: AlexCo's Wagons

with beachgoers, shoppers, gardeners and parents.
You can see an example of one in the picture,

Annual sales have been 100,000 wagons per year.
The retail selling price of each wagon is $67.00. To date,
AlexCo has produced each of the components used in
mzking the wagons but has been approached by DAL,
Inc. with an offer to provide the axle and wheel
assembly for $18.75 per assembly. AlexCo's costs to
produce the axle and wheel assembly are $9.00 in
direct materials, $6.50 in direct labor, $3.57 in variable
overhead, and $250 in fixed overhead. Twenty-five y Ak
percent of the fixed overhead is avoidable if the CCO, Photo by Natasha Babenko: https;/ANMNKPEXEIS-Com/
assembly is produced by DAL. Should AlexCo continue  ;pto/boy-wearing-green-polo-shirt-2787279/
to make the axle and wheel assembly or should it buy
the assembly frorn DAL, Inc.?

AlexCo produces collapsible wagons that are popular R T 2 - "'.]

b o

Solution
Relevant Costs
| Make Internally Buy from DAL, Inc.

Direct materials $ 9.00
Direct labor 6.50
Variable overhead 3.57
Avoidable fixed costs 0.63

Total unit relevant cost 19.70 $ 18.75
Units required 100,000 100,000

Total relevant costs $1,970,000 $1,875,000

ignoring qualitative factors, it would be more cost effective for AlexCo to buy the axle and wh.eel aésgmbly
from DAL, Inc. However, AlexCo should be certain of any qualitative issues and not solely base their decision on
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the quantitative analysis. What is the quality of the axels and wheel assemblies from DAL? Will they deliver on
time? Where are the parts made? (where it may be important to customers that goods be made within a specific

country).

Sunk costs

Asunk cost is one that cannot be avoided because it has already occurred. Asunk cost will not change regardless
costs have no bearing on future events and are not

of the alternative that management chooses; therefore, sunk |
relevant in decision-making. The basic premise sounds simple enough, but sunk costs are difficult to ignore due

to human nature and are sometimes incorrectly included in the decision-making process. For example, suppose
nd last year you spent $1,600 on repairs and nayw

you have an old car, a hand-me-down from your grandmother, a -
tires and were just told by your mechanic that the car needs $1,200 in repairs to operate safely. Your gozl is to have

a safe and reliable car. Your alternatives are to get the repairs completed or trafle I theieas f.or s o
g information to help with your decision, The

From a quantitative perspective, you have gathered the followin
trade-in value of your old car will be the minimum given by the dealer, or $200. Tr?e newer used car will requira you
to make monthly payments of $150 for two years. In analysing your e altematwes',“{ha[ g ey
Remember, the $1,600 you have already spent (note the past tense) is a sunk cost; it is a consequence of 3 past
rnative are the following: $1,200 in current repair costs 1o

decision. In this example, the relevant costs for each alte : )
keep your current car or $3,400 (from the 24 payments of $iSUmINHE R NERARGS 1 12 by s viepmd vpadl
such as the sentimental value of your grandmothar's

car. Obviously, you also would consider qualitative factors,
he reliability of a newer car.

car, the excitement of having a newer car or the need for t A o )
Sunk costs are most problematic for business decisions when they pertain to existing equipment. The value of

an asset in the accounting records is a sunk cost regardless of whether a bl{SlnESS Keep‘s the asset or disposes of
t and therefore is sunk and irrelevant to the decision

itin some manner. The cost of the asset occurred in the pas - o
athand. Mangers may be reluctant to ignore sunk costs when making decisions, espzcially if the prior decision to

purchase the asset was an unwise one. Often, when management takes a pati of actltin thatispat achieving the
pe that the effect of prior decisions will improve

desired results, managers may continue the same path in the ho N
the results. The use of the word prior is a key indicator that information is nonrelevant to a current decision

Holding on to old decisions or old commitments is common because letting them go forces management to

admit they made a bad decision.

Future costs that do not differ (irrelevant costs)

Any future cost that does not differ between the alternatives is not a relevant cost for the decisicn. For example, if
aked goods require $930C worth of flour,

a company is considering baking either bagels or doughnuts a:?d botrT b A '
then the cost of flour would not be a relevant cost in determining which of the two had the highest prodiuction
the cost of sound protectors for vour summer job

cost. As relevant information for short-term decision-making, - : !
Would not be relevant to your decision because that cost exists in both SESGHE Ancther irrelevant cost would
be your transportation cost, since that cost is also the same regardle.SS of.thejob You! choose. In another example,
ifa company is planning to produce either red widgets or biue wmgdmg.;s_and will need to hf’e 10 additional
employees to produce either of the goods, the cost of those 10 employees is irrelevant Because it doss not differ

between the alternatives.

Example: Johnson & Johnson's 1982 Recall and Replacement of All Tylenol in the World
L)

In 1982, 30hnson & Johnson was faced with a large-scale business a‘nd ethica.! dilemma. During the FOU(SE‘ of

Several days beginning on September 29,1982, seven deaths occurred in the Ch;ca'ic; (a:: t;:: Were-f:ribu{e,? ©

€onsuming capsules of Extra-Strength Tylenol. The painkiller was, at ﬂje “f:e-TTenOI o rr::otl:1 ; feztsz-se mgt

Product, The company had to decide if the short-term cost of replacing the Ty Johnson & Johi ; L'”ei COZ

to their reputation and their customer’s health and safety. At HETEREREECHEES SULbbies
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consumers first by recalling 31 million bottles of Tylenol capsules from store shelves and offering replacement
product in the safer tablet form free of t:harge."I

As it was later discovered, someone was lacing Tylenol capsules with cyanide and returning the pills in the
original packages to store shelves. However, Johnson & Johnson's decision to incur short-term costs by recalling
all of their pills ultimately paid off, as in the long run, the company's stock value increased and Tylenol sales
recovered. One could look at the decision as an opportunity cost: Johnson & Johnson had to choose between
two alternatives. The company could have chosen a short-term solution with reduced short-term losses, but
by making an ethical business decision, the long-term rewards were greater than the short-term savings.

Opportunity costs

When choosing between two alternatives, usually only one of the two choices can be selected. When this is the
case, you may be faced with opportunity costs, which are the costs associated with not choosing the other
alternative. For example, if you are trying to choose between going to work immediately after completing your
undergraduate degree or going on to study a masters program, you will have an opportunity cost. If you choose
to go to work immediately, your opportunity cost is forgoing a masters degree and any potential job limitations
or advancements that result from that decision. If you choose instead to go directly into a masters degree, your
opportunity cost is the income that you could have been earning by going to work immediately upon graduation
and employment experience that might be helpful in obtaining your next role.

Example: Costs and revenue at Sydney Sweets

Sydney Sweets is a lolly and candy manufacturer in a resort town, just bought a new candy machine for $27,000
and is planning to increase the production of their signature hard candy. Due to the increased production, Sydney
Sweets is deciding between hiring two university students on a casual basis or one full-time employee. Each
university student would work half days totalling 20 hours per week, and would earn $22 per hour. The full-time
employee would work full days 40 hours per week and would earn $22 per hour plus the equivalent of $2 per
hour in sick and annual leave. Each employee is given two t-shirts to wear as their uniform. The t-shirts cost
Sydney Sweets $25 each. In addition, Sydney Sweets provides disposable hair coverings and plastic gloves for the
employees. Each employee uses, on average, six sets of gloves per eight-hour shift or four sets per four-hour shift.
One hair covering per shift per person is typical. The cost of the hair covering is $0.05 per covering and the cost of
a pair of gloves is $0.02 per pair. Identify any relevant costs, relevant revenues, sunk costs, and opportunity costs
that Carolina Clusters needs to consider in making the decision whether to hire two part-time employees or one
full-time employee.
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Solution

University student option (2

Full time employee option

Relevant or not relevant?

Hair covering

2 shifts x $0.05 = $0.10

Revenues

TOTAL RELEVANT COSTS

Sick/annual leave + Uniforms
+ gloves + hair covering

=$0 + $50 + $0.16 + $0.10
=$50.26

Sunk costs: $27,000 for the candy machine - this does not change base
Opportunity costs: None

Therefore, at Sydney Sweets, when looking at the total releva
fexpensive option than two university students. However, we need to t
include the need for greater training costs (not covered in the questions
efficient at making candy because they are working less hours. We may 8

of using 2 staff members to make the candy versus one.

Test your understanding

Item students)
New candy machine $27000 $27000 Not relevant
Hourly rate $22 $22 Not relevant
Hours worked per week 20hrs x 2 = 40 hours 40 hours Not relevant
Sick and annual leave $0 Wours =480 | RELEVANT
Uniforms 2 x $25 = $50 1x $25 = $25 RELEVANT
: ift per day x 6 pairs of

cloves zgsl};:zss.p 53%%):; :ef%:i?f ] ss;g/eps, f%gyﬁzper pair HECEVANT

RELEVANT

1 shift x $0.05 = $0.05

No information given - not
relevant

Sick/annual leave + Uniforms
+ gloves + hair covering
=$80+$25+ 4012 +$0.05

=$10517

d on the employees

nt costs, the full time staff member is the mora
hink about qualitative factors. This could

) or that university students may be less
Iso need to consider the quality impact

Complete these multiple choice questions about the process of deciding between alternatives and relevant

Costing

=

here:

An interactive H5P element has been excluded froi

m this version of the text. You can view it online
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Accept or reject a special order

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Framework for evaluating whether to accept special orders

Both manufacturing and service companies often receive requests to fill special orders. These special orders are
typically for goods or services at a reduced price and are usually a one-time order that, in the short-run, does not
affect normal sales. When deciding whether to accept a special order, management must consider several factors:

1. The capacity required to fulfill the special order

2. Whether the price offered by the buyer will cover the cost of producing the products
3. The role of fixed costs in the analysis

4. Qualitative factors

1. Do we have capacity to fulfil the special order?

The starting point for making this decision is to assess the company's normal production capacity. The normal
capacity is the production level a company can achieve without adding additional production resources, such
as additional equipment or labour. For example, if the company can produce 10,000 towels a month pbased on
its current production capacity, and it is currently contracted to produce 9,000 a month, it could not take on
a special one-time order for 3,000 towels without adding additional equipment or workers. Most companies
do not work at maximum capacity; rather, they function at normal capacity, which is a concept related to 3
company's relevant range. The relevant range is the quantitative range of units that can be produced ba.sed 2
the company’s current productive assets. These assets can include equipment capacity or its labor capacity. The
diagram below demonstrates the difference between the maximum capacity, normal capacity and relevant rangle-
Labour capacity is typically easier to increase on a short-term basis than equipment capacity. The recent examp'e
assumes that labour capacity is available, so only equipment capacity is considered. In the example below, there 1S
a minimum which the machine must produce each month.

Maximum capacity of machine
10,000 towels per month

Normal capacity of machine

9,000 towels per month

Relevant range
3,000 - 10,000 towels per month

= - - — | | — =
10,000
- 5,000 !
0 units / Y
units units

> A : . nt
CC-BY-NC-SA Amanda White - cornparing the difference between maximum capacity, normal capacity and the releva
range
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Example — capacity and range

Assume that based on a company's present equipment, it can produce 20,000 units a month. Its relevant range of
production would be zero to 20,000 units a month. As long as the units of production fall within this range, it does
not need additional equipment. However, if it wanted to increase production from 20,000 units to 24,000 units,
it would need to buy or lease additional equipment. If production is fewer than 20,000 units, the company would
have unused capacity that could be used to produce additional units for its current customers or for new clisnts.
If the company does not have the capacity to produce a special order, it will have to reduce production of
another good or service in order to fulfill the special order or provide another means of producing the goods, such
as hiring temporary workers, running an additional shift, or securing additional equipment. As you will leam, not
having the capacity to fill the special order will create a different analysis than it would if there is sufficient capacity.

2. Will the price asked by the buyer cover costs?

Next, management must determine if the price offered by the buyer will resuit in enough revenue to covar tha
differential costs of producing the items. For example, if price does not meet the variable costs of production, then

accepting the special order would be an unprofitable decision.

3. Are there any implications for fixed costs?

Additionally, fixed costs may be relevant if the company is already operating at capacity, as there may be additional
fixed costs, such as the need to run an extra shift, hire an additional supervisor, or buy or lease additional

€quipment. If the company Is not operating at capacity—in other words, the company has unused capacity—then
the fixed costs are irrelevant to the decision if the special order can be met with this unused capacity.

4. What qualitative issues might arise?

Severa| issues might arise. A logical issue is the concern for how existing customers will feel if they discover a lower
Price was offereqd to the special-order customer. For example, you normally sell an item to a regular customer for
$25 each, Then the customer discovers one of their competitors putina special order and received a price of $20.

Aspecial order that might be profitable could be rejected if the company determined that at.:cepting the special
Order could damage relations with current customers. The viral nature of complaints on social media platforms

like TiKTok, Instagram and Facebook means that the repetitional effect could be wide spread.
IFthe goods in the special order are modified so that they are cheaper to manufacture, current customers may

Prefer the modified, cheaper version of the product. Would this hurt the profitability of the company? What does

i . ion?
this mean for longer term product development? Would it affect the repUtat'Oni ‘
In addition to these considerations, sometimes companies Will take on a special order that will not cover costs

3sed on qualitative assessments. For example, the business requesting the special order might be a potential

client with whom the manufacturer has been trying to establisha business relationship and the preducer is willing
10 take @ one-time |oss. However, our coverage of special orders concentrates on decisions based on quantitative

factors,
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Example - Franco Pty Ltd

Franco Pty Ltd, produces dental office examination
chairs, Franco has the capacity to produce 5000 chairs per =
year and currently is producing 4,000. Each chair retails for
$2,800, and the costs to produce a single chair consist of
direct materials of $750, direct labour of $600, and variable
overhead of $300. Fixed overhead costs of $1,350,000 are
met by selling the first 3,000 chairs. Franco has received a
special order from Ghanem, Inc, to buy 800 chairs for
$1,800. Should Franco accept the special order?

Calculations Using Sample Data

y = vl K
Franco is not operating at capacity and the special order _lr/.,p’ & _; n \fj y 2
does not take them over capacity. Additionally, all the fixed  cco - photo by Daniel Frank: https'/)vvwwp;l;xE/S<COm/

costs have already been met. Therefore, when evaluating Photo/
the special order, Franco must determine if the special black-and-white-dentist-chair-and-equipment-287237/

offer price will meet and exceed the costs to produce the chairs. Analysis is provided in the table below.

Current Cost Special Order Diff Special Order: Supplier
erence in Favor of i
acity.
to Produce Price Offer Accepting Special Order forl%(is;_.cgfpyﬂgm

Direct materials $ 750 Rice University,
OpensStax, under CC

Direct labor 600 i

~NC-. 3 ense,
| Variable overhead 300 BY-NC-5A 4.0 license)
| Variable costs to produce 1,650
‘ Special offer price $1,800 $150 per chair

Since Franco has already met his fixed costs with current production and since he has the capacity to produce
the additional 800 units, Franco only needs to consider his variable costs for this order. Franco's variable cost
to produce one chair is $1650. Ghanem is offering to buy the chairs for $1,800 apiece. By accepting the special
order, Franco would meet his variable costs and make $150 per chair. Considering only quantitative factors, Franco
should accept the special offer,

How would Franco's decision change if the factory was already producing at capacity at the time of the special
offer?

In other words, assume the business is already producing the most it can produce without working more hours
or adding more equipment. Accepting the order would likely mean that Franco would incur additional fixed costs.
Assume that, to fill the order from Ghanem, Franco would have to run an extra shift, and this would require him
to hire a temporary production manager at a cost of $90,000. Assume no other fixed costs would be incurred. Als0
assume Franco will incur additional costs related to maintenance and utilities for this extra shift and estimates
those costs will be $70,000. As shown in the table below, in this scenario, Franco would have to charge Ghanem at
least $1,850 in order to meet his cost.
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Current Special Order

Production Current Offer
1,800
Selling price $f§gg $1 =
Variable cost to produce i '200
Additional costs to recover* 50 Gy
Contribution margin $1,

i ditional costs = $160,000 in costs
*$90,000 supervisor salary + $70,000 ad . &
to recover +%OO chairs in special order = $200 per chair additional costs

due to capacity issue. |

OpenStax, under CC BY-NC-SA

al Order: Supplier Do oy 147 versity,
4. [ Jellt es Not Have Excess Capacity. (attribution: Copyright Rice Universit)
0 /ICense) P

Final analysis of the decision

. i h as the impact on morale if the

- - alitative factors, suc
The analysis of Franco's options did not consider any qu : orkers to fill the special order
COmPan;/is already at capaF::ity and opts to implement overtime or hm-? temDOTarri’q‘:’m slocts 0 meetpthe spﬂc;"l
The analysis also does not consider the effect on regular customers '.f mén:ﬁ:impact on existing Custome.rs Tr’
ther consideration Is
order by not fulfilling some of the regular orders. Ano ; i b .
se effects may create a bad dynamic
the price offered for the special order is lower than the regular ptg:;rTsh; oot o Cermmetior
cus! -
between the company and its customers, or they may cause cu . omers and the risk of losin
in the example Fr:ncz would need to consider the impact of dlSP'acmg,Otherbcl:St: :’Eeet their orders. The nexgcl
! tasii una -

business from regular customers, such as dental supply companies, fhe Isider not only the quantitative but the
Step is to do an overall cost/benefit analysis in which Franco LA T

P t to accept the special order.
Qualitative factors before making his final decision on whether or no!
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Make or buy a component

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Do it ourselves or outsource?

One of the most common outsourcing scenarios is one in which a company must decide whether it is going o
make a component that it needs in manufacturing a product or buy that component already made. For example,
all of the components of the iPhone are made by companies other than Apple.

Toyota purchases some components from other B
manufacturers and makes other parts themselves.
Samsung Electronics provides many of the
compenents for in-car infotainment systems (the
screen that controls your maps, music etc), Other
companies provide vehicle exhaust systems, bearings,
seals and gaskets. Toyota also manufactures some
parts themselves including all engines. So how does
Toyota decide whether to make a component
themselves or buy? They must evaluate both
quantitative and qualitative data to make such a
decision.

This type of analysis is also relevant to the service
industry, for example, TOA Global is an Australian firm
that offers outsourcing for the accounting industry - X
providing services including accounting, bookkeeping, taxation for accounting firms across Australasia. A law firm
may decide to hire certain research activities to be completed by outside experts rather than hire the necessary
staff to keep that function in-house. These are all examples of outsourcing. Outsourcing is the act of using another
company to provide goods or services that your company requires,

Many companies outsource some of their work, but why? Consider this scenario: Today, while driving home
class, one of my car's engine warning lights goes on. | will most likely take my car to a local car repair chain (eg
Ultra Tune) to have it analysed and repaired. However, my dad (who trained as a mechanic at TAFE and worked
in car servicing at Peter Warren Motors in Western Sydney for over a decade) will likely pop the hood, diagnose
the problem by combining his own experience and YouTube, and then fix the problem himself. Why? It is often @
matter of expertise and sometimes simply a matter of cost benefit.

In my dad's time, car engines were more mechanical and less electronic, which made learning to repair cars a

Toyota truck - Pexels (CCO)

from

simpler process that required less expertise and only basic tools. Today, cars have many electronic components
and often requires sophisticated monitors to assess the problem and may involve the replacement of computer
chips or electronic sensors. Thus, | opt to outsource the repair of my car to someone who has the knowledge and
facilities to provide the repair more cost effectively than | could if you did it myself. My dad likely could have made
the repair to his car a few decades ago as cheaply as the mechanic with only a sacrifice of his time. )

Companies outsource for the same reasons. Many companies have found that it is more cost effective to
outsource certain activities, such as payroll, data storage, and web design and hosting. It is more efficient to pay an
outside expert than to hire the appropriate staff to keep a particular task inside the company. In some instances,
even accounting is outsourced - with many small businesses using sophisticated accounting software like Xero or
MYOB, adding or connecting a range of apps for processes like sales or inventory management — and then rather
than having an accountant hired within the business - outsource to one who checks in on them once a week,
fortnight or month.
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Fundamentals of the decision to make or to buy

As with other decisions, the make-versus-buy decision involves both quantitative and qualitative analysis. The
quantitative component requires cost analysis to determine which alternative is more cost effective. This cost

analysis can be performed by looking at the cost to buy the component Versus the cost to produce the
lysis of unavoidable costs. For example, the costs

component, which allows us to make a decision based on an anal
to produce will include direct materials, direct labor, variable overhead, and fixed overhead. If the business chaoses
sts (remember these from

to buy the component instead, the avoidable costs will go away but unavoidable co
earlier in the chapter?) will remain and would need to be considered as part of the cost to buy the component.

Make or buy example - Thermal Mugs Inc

proof personal drink carriers. Thermal's T6 container, its
nside for 6 hours. Thermal has designed a new lid
cost to produce the new lid is $2.19:

Direct materials $0.87
Direct labor 0.45
Fixed overhead Ui
Variable overhead 0.36
Total unit cost $2.19

Thermal Mugs, Inc., manufactures various types of leak-
most insulated carrier, maintains the temperature of the liquid i
for the T6 carrier that allows for easier drinking and pouring. The

Plato Plastics has approached Thermal and offered to produce the 120,000 lids Thermal will require for current
Production levels of the T6 carrier. at a unit price of $1.75 each. Is this a good deal? Should Thermal buy the lids
) nted by Plato seems like a much better

fr9m Plato rather than produce them themselves? Initially, the $1.75 prese : :
Price than the $2.19 that it would cost Thermal to produce the lids. However, more information about the relevant

Costs is necessa ry to determine whether the offer by Plato is the petter offer. Remember that all the variable costs
of Producing the lid will only exist if the lid is produced by Thermal, thus the variable costs (direct materials, direct

labor, and variable overhead) are all relevant costs that will differ between Fhe alternatives. : :
What about the fixed costs? Assume all the fixed costs are not tied directly to the Productuon of the lid and
therefore will still exist even if the lid is purchased externally from plato. This means the fixed costs of $0.51 per unit

a .

'® Unavoidable and therefore are not relevant.
& ; 2

alculations using sample data

Caleulations show that when the relevant costs are compared petween the two alter.natives, |lt is more cost
effective for Thermal to produce the 120,000 units of the Té lid internally than to purchase it from Plato.
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Relevant Costs

Make Internally Buy from Plato
Direct materials $ 0.87
Direct labor 0.45
Variable overhead 0.36
Total unit relevant cost 1.68 $ 175
Units required 120,000 120,000
Total relevant costs $201,600 $210,000

By producing the T6 lid internally, Thermal can save $8,400 ($210,000 - $201,600). How would the analysis
change if a portion of the fixed costs were avoidable? Suppose that, of the $0.51 in fixed costs per unit of the T6 lid,
$0.12 of those fixed costs are associated with interest costs and insurance expenses and thus would be avoidable
if the T6 lid is purchased externally rather than produced internally. How does that change the analysis?

Relevant Costs

Make Internally Buy from Plato
Direct materials $ 087
Direct labor 0.45
Variable overhead 0.36
Avoidable fixed costs 0.12
Total unit relevant cost ~1.80 $ 175
Units required 120,000 120,000
Total relevant costs $216,000 $210,000

In this scenario, it is more cost effective for Thermal to buy the T6 lid from Plato, as Thermal would save $6,000
($216,000 - $210,000).

Final analysis of the decision

The difference in these two presentations of the data emphasises the importance of defining which costs aré
relevant, as improper cost identification can lead to bad decisions.

These analyses only considered the quantitative factors in a make-versus-buy decision, but there are qualitative
factors to consider as well, including:

- Will the T6 lid made by Plato meet the quality requirements of Thermal?

Will Plato continue to produce the T6 lid at the $1.75 price, or is this a teaser rate to obtain the business: with
the plan for the rate to go up in the future?

Can Plato continue to produce the quantity of the lids desired? If more or fewer are needed from Plato, is the
adjusted production level obtainable, and does it affect the cost?

Does using Plato to produce the lids displace Thermal workers or hamper morale?
Does using Plato to produce the lids affect the reputation of Thermal?

In addition, if the decision is to buy the lid, Thermal is dependent on Plato for quality, timely delivery, and cost

control. If Plato fails to deliver the lids on time, this can negatively affect Thermal's production and sales- If the lids
are of poor quality, returns, replacements, and the damage to Thermal's reputation can be significant. without

238 | Make or buy a component



long-term agreements on price increases, Plato can increase the price they charge Thermal, thus making the
entire drink container more expensive and less profitable. However, buying the lid likely means that Thermal has
éxcess production capacity that can now be applied to making other products. If Thermal chooses to make the
lid, this consumes some of the productive capacity and may affect the relationship Thermal has with the outside
supplier if that supplier is already working with Thermal on other products.

Make versus buy, one of many outsourcing decisions, should involve assessing all relevant costs in conjunction
With the qualitative issues that affect the decision or arise because of the choice. Although it may appear
that these types of outsourcing decisions are difficult to resolve, companies throughout the world make these
decisions daily as part of the company’s strategic plan, and therefore, each company must weigh the advantages
and disadvantages of outsourcing production of goods and services, Some examples are shown in the table bejoy,

Advantages and Disadvantages of Outsourcing
Disadvantages of Outsourcing

Advantages of Outsourcing

Takes away control over quality and timing of prc?ua,cn

Utilises external expertise, removes the need for
May limit ability to upsize or downsize production

;:n'h"”se expertise )
rees up c; = : : i
Ao US c:g;:ﬁ:}io&%t;eés‘f:s . May have hidden costs and/or a lack of stability of price
iti . iminish innovation
:\t'f'gnwgstl;lnsanagement to focus on competitive | gfa(}elr?makes it difficult to bring the production back in-house
once it has been remove

Transfers some production and technological
risks to supplier

1 When you are outsourcing, you will need to specify amounts of components or parts w'ell ahead of time. If yoy
Wish to change your production schedule at the last minute, increasing the number of units, you may not be abls
to source an increased quantity of components from your supplier. If you We'f? wanting tQ decrease.pro_duq,on
suddenly, you may also be required to purchase the quantity in your contract with the supplier —even ifit is not 2|

Needed at that time.
In.an Outsourcing decision, the relevant costs and qualitative issues should be analysed thoroughly. If there

&r¢ no qualitative issues that affect the decision and the leasing or purchasing price is less than the relevant
(avoidable) costs of producing the good or service in house, the company should outsource the praduct or seryice,
The following example demonstrates this issue for a service entity.

Toyota Makes some components in- house - the ones that require the highest levels of precision and contribyte
Sreatly o Product longevity. Quantitatively — they may be able to get them made cheaper elsewhere, but
QUalitari\,e,y ~the business believes it is important to have more control over certain components that go into their

Motor Vehicles,

However, rhe iPhone is the ultimate example of outsourcing. Though created in the Unit:c: St‘ates, it is produced

allaroung v : r 200 suppliers —none of which is Apple, Read this
the gl f parts supplied by ove :

arti globe, with th-ousands of p P d to learn how an iPhone gets from the

e Phase in the United States to production of components around the world, to assembly in China, and then

ba i :
ckto the United States for sale in a retail store.

Key Concepts and summary

i i is a choice betwe:
Deciding to outsource a component of the operations or manufacturing of a business | en
altern ati
ves, _ .
¢ rformed by an outside
Choosmg whether to make or to buy a product, or choosing to have services pe y

co § A
Mpany, are outsourcing decisions. duct or service in-house to the cost of

O“tSOUrcing decisions involve comparing the cost to keep the pro

buying the product or service from an outside party. s
An 'Mportant consideration in these types of decisions is unavo!
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Test your understanding

Ensure that you understand the basic theory related to the make or buy decision by attempting these multiple
choice questions.

a An interactive H5P element has been excluded from this version of the text. You can view it online
here:
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Keep or discontinue a segment/division or
product/service

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

The use of segments to organise a business

. i ns, or other managemant

Companies tend to divide their organisation along product lines, geog:p::;:)f::tomanagem=n[ be}i: em,ﬁﬁ
needs for decision-making and reporting. A segment is a portion of the ::warrant reporting that com:‘* of h
suffici imilarities i : ic locations, or customers . o

ufficient similarities in product lines, geographic Inc., has eight segments and the

Electric,
€ompany as a distinct part of the entire company. For example, General coments
Walt Disney Company has four segments. The table below shows these seg

Examples of Company Segments

General Electric Segments Disney Segments

Additive
Aviation
Capital
igi . ia Networks
Slega"(!ﬂ 2 {;daer?(lsa gperiences, and Consumer Products
care 3 7
i i t
Lightin - Studio Entertainment -
Power = - Direct to Consumer and Internati

Renewable Ener:
qy
T’ansportation

As part of the normal operations of a business, managers make decisions suchﬂ?: :\;f;;:t:tzool::::;:::;r;i:
Preduct, whether to continue operating in certain areas, or whether to close en D o ok o}
These are historically some of the most difficult decisions that m?nage’s (TamA etition from online retailers
decisions include Macy's decision to close 100 stores in 2016 due to increased col C:;SS e R
SUch as Amazon.com? and Delta Airline's decision to eliminate 16 routes to save 5

manageme”t use 11 makiha tiesatieael e he quantitative and qualitative aspects. In choosing
AS with other decisions, management must consider both the d g

Lo i iminating the product, segment,
Ween alternatives—that is, in choosing between keeping ans ellthal: re'jam oo
" member ‘
€ relevant revenues and costs should be analysed. Re e the et

e differ between alternatives, Often, the keep-versus-eliminate decisior? a;l'sejn i
aPPears tg pe generating less of a profit than in prior periods or is unproflt:a\:a . <
*S9ment may produce a positive contribution margin but may appsar o
Ofthe allocation of common fixed costs.

lower or negativ

i inue a segment or
FUndamentals of the decision to keep or discontin <
Product/service
L basic aPproaches can be used to analyse data in this type of decision.
Compare contribution margin and fixed costs sined vs dropped.

/s isre
COTT)pare total net income if the segment/product/service 15
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Approach 1- contribution margin and fixed costs

One approach is to compare contribution margins and fixed costs. In this method, the contribution margins with
and without the segment (or division or product line) are determined. The two contribution margins are compared
and the alternative with the greatest contribution margin would be the chosen alternative because it provides the
biggest contribution toward meeting fixed costs,

Approach 2 - net income comparisons

The second approach involves calculating the total net income for retaining the segment and comparing it to
the total net income for dropping the segment. The company would then proceed with the alternative that
has the highest net income. In order to perform these net income calculations, the company would need more
information than they would need in order to follow the contribution margin approach, which does not consider
the costs and revenues that are the same between the alternatives.

Allocating Common Fixed Costs

Acme, Co, has three retail divisions: Small, Medium, and Large. Sales, variable costs, and fixed costs for each of the
divisions are:

Sales Variable Costs Fixed Costs
Small $ 5,000,000 $ 2,875,000 $2,450,000
Medium 10,000,000 7,235,000 5,125,000
Large 25,000,000 18,960, 000 8 230 000

included in the leEd costs are $5,400,000 in allocated common costs, which are spht evenly among the th'ee
divisions. Is an even split the best way to allocate those costs? Why or why not? What other ways might Acme
consider using to allocate the common fixed costs? Other options could be based on volume of use of these
common costs.

Example - SnowBucks

Suppose SnowBucks, Inc,, has three product lines: snow boots, snow sporting equipment, and a clothing line
for winter sports. It has been brought to senior management's attention that the snow boot product line is
unprofitable. The table below shows the data presented to senior management:

[ Operating Incom
} Snow  SnowSporting  Clothing Total Rgpon for SnowBuckS.
| Boots Equipment Line by Segmen
|
Sales 1,150,000 $1,540,000 $1,354,000 $4,044,000 | (attribution: Copyf‘g'"
‘ Cost of goods sold f;’ University.
! s s ice Univi
l Variable manufacturing expenses 423,000 507,000 378,000 1,308,000 | OpenStax, under CC
Fixed manufacturing expenses 392,000 413000 353,000 1,158,000 | BY-NC-SA 4.0 license)
| Gross margin 335,000 620000 623,000 1,578,000
| Selling and administralive expenses
| Variable selling and administrative expenses 195,000 130,000 147,000 472,000
| Fixed selling and administrative expenses 216,000 216,000 216,000 648,000
‘i Operating income STQE,QQO_) S;Z_74.000 $ 260,000 $ _ 458,000

Upon initial review, it appears that the snow boot product line is unprofitable, Should this product line be
eliminated? To adequately analyse this situation, a proper analysis of the relevant revenues and costs must be
made. The income statement above does not separate relevant from non-relevant (also called irrelevant) costs:

In conducting the analysis, the accounting team discovers that each product line is allocated certain costs OVer
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which the product line managers have no control. These allocated costs are typically associated with areas of the
company that do not generate revenue but are necessary for the running of the business, such as salaries for
executives, human resources, and accounting at headquarters.

The cost of these parts of the business must somehow be shared with the revenue-generating portions of the
business. Companies often allocate these costs to other parts of the business based on some formula, such as
dividing the total costs by the number of divisions or segments, as percentage of total revenue, or as percentage
of total square footage. K i

SnowBucks currently allocates these costs equally to the three product lines, and al'I the fixed selling and
administrative expenses are considered allocated costs. In addition, the fixed manufacturing expenses represent
factory rent, depreciation, and insurance, and all these costs will continue to exist regardless of whether the snow
boot division continues, However, included in the fixed manufacturing expenses is the $75,000 55‘5? of a sales
supervisor for each division. This is an avoidable fixed cost as this cost would no longer exist if any division ceased
Operating.

SnowBucks worked example — using the contribution margin method

Based on the new information, a new analysis using a product line margin indicates the following:
Snow Snow Sporting  Clothing Total
Boots Equipment Line
Sales $1,150,000 $1,540,000 $1,354,000 $4,044,000
Variable expenses
Variable manufacturing expenses 423,000 507,000 378'083 1333388
Variable selling and administrative expenses 195,000 130,000 147.,0 .
Contribution margin 532,000 903,000 829,000 2,26;,828
Direct fixed manufacturing expenses 75,000 75,000 75,000 225,
Product margin 457,000 828,000 754,000 2,039,000
Allocated fixed expenses e
Fixed selling and administrative expenses 648, o
Fixed manufacturing expenses 933,00
Operating income $ 458,000

Final analysis of the decision

This new analysis shows that when the relevant costs and revenues are considered, it is apparent the snow boot
product line is contributing toward meeting the fixed costs of the business and therefore to overall corporate
profitability. The reason the snow boot product line was showing an operating loss was due to the allocation of
common costs. Consideration should be given to the way allocated costs are assigned to the various products
to determine if the allocation is logical or if another allocation method, such as one based on each product
line's percentage of the total corporate sales, would provide a better matching of costs and services provided by
corporate headquarters, Management should also consider qualitative factors, such as the impact of removing
one product line on the overall sales of the other products. If customers commonly buy snow boots and skis
together, then discontinuing the snow boot line could impact the sales of snow skis.

Test your understanding

H An interactive H5P element has been excluded from this version of the text. You can view it online
om
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B here:
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Making decisions when resources are
scarce or limited

MITCHELL FRANKLIN; PATTY GRAYBEAL; DIXON COOPER; AND AMANDA WHITE

Understanding the importance of capacity

" ich i i a . and
Companies use various resources to be productive. These resources, which include time, labour, space, a

machines, are limited, thus constraining the ability of a company to have unlimited produ:tnvﬁ capacity. for
example, a retail store is constrained by the amount of floor space available to display its goods, whlle_a law ofn.ce
may be constrained by the number of hours the paralegal team can feasibly work. These' c?nstraxn[s req.ulre
companies to make decisions on the best ways to allocate their resources in a way that maximises the benefit to
the firm. This situation is especially true when a company is operating at capacity or makes multiple products or
provides multiple services.

The question as to which products and how many sho I
example, consider a business that runs at capacity, making four products by running two eight-hou
per day, seven days a week for 50 weeks per year. This business is limited to 5600 working h{ours ?er year (8
hr. shifts x 2 shifts x 7 days per week x 50 weeks) unless a third shift is added. Adding a third shift may be

prohibitive for any number of reasons, including local ordinances that prevent operating twenty-four hours Ia-i\day.
eral hours

s? Which

uld be made is a common constraint problemn. For
r shifts

Environmental Protection Agency constraints, or the down-time of the machines that is required sev
a day for maintenance and calibration. What is the best way for this company to use these work hour
products should it produce first and how many of each should it produce? 7

These types of situations constrain, or limit, management's ability to use their facilities and workforce. Having
limited availability of a resource, such as time, labour, or machine hours means that item becomes a scarce
resource. A constraint is a scarce resource that limits the output or productive capacity of the organisation.

Ordinarily, there are very few actual constraints in any process. Sometimes, there is only one. However, the
existence of a constraint can have a major effect on the productivity of an organisation. This fact applies to all types
of entities, such as production facilities or service providers. One way to view this issue is to consider the old cliche
that a chain is only as strong as its weakest link. In the example, when trying to measure or estimate a business's
maximum efficiency, its results will often be reduced by the overall negative effects of the constraints. When the
constraint slows production, it is called a bottleneck. Managers are often faced with the problem of deciding how
to best use a scarce resource to prevent bottlenecks. Under the constraint of limited resources, how do managers
make decisions when they are working within these conditions?

Fundamentals of how to make decisions when resources are
constrained

As with other short-term decisions, a company must consider the relevant costs and revenues when making
decisions when resources are constrained. Whether the business facing a constraint is a merchandising,
manufacturing, or service organisation, the initial step in allocating scarce or constrained resources is to
determine the unit contribution margin, which is the selling price per unit minus the variable cost per unit,
for each product or service. The company should produce or provide the products or services that generate the
highest contribution margin first, followed by those with the second highest, and so forth. The total contribution
margin will be maximised by promoting those products or accepting those orders with the highest contribution
margin in relation to the scarce resource. In other words, products or services should be ranked based on their
unit contribution margin per production restraint, which is the unit contribution margin divided by the production
restraint.

If constraints are not managed, a bottleneck usually results, meaning that production slows and a back-up

Making decisions when resources are scarce or limited | 245



occurs at stages prior to the bottleneck. For example, in producing boxes of cereal, if the cereal is produced at a
rate of 1,000 grams per minute but the bagging machines can only bag 800 grams per minute, this will create a
bottleneck. Similarly, if on a Saturday morning before a football grand final, the local supermarket and bottle shop
has ten checkout lanes but only opens four of them, long lines will result from the constraint of too few checkout
lanes available during a rush of customers. Management must decide how many scarce resources (employees,
in this example) to pull from stocking the shelves to working at cash registers. It may be difficult to see how
bottlenecks affect profitability, and they appear to be more of a timing or throughput issue. But bottlenecks can
affect profitability in 2 number of ways.

Bottlenecks at the supermarket can result in customers leaving to store shop elsewhere or can negatively affect
the reputation of the store, which can impact future sales. In the cereal example, bottlenecks in the packaging
area can slow the delivery of boxes of cereal to distributors and individual stores. Poor or inconsistent delivery may
drive customers to purchase from other cereal manufacturers, which would have a definite impact on profitability.

A common problem relating to constraints occurs in multi-product production environments. Management
will need to evaluate the constraints to determine the best mix of products that will minimise the effects of
the constraints. In addition to making sure that the best product mix is chosen, managers should seek ways to
increase the effective capacity of the constraint. Conceptually, there are two ways a company can do this: increase
the rate of output at the bottleneck, or increase the time available at the bottleneck. Increasing the capacity of the

constraint or bottleneck is also called relaxing the constraint or elevating the constraint. Some specific examples
of ways to relax the constraint include:

Keep the preduction facilities open longer hours. This may allow the work-flow through the bottleneck area
to be slowed and thus prevent the bottleneck from occurring. However, this may require paying workers
overtime pay.

If working extra hours is not a viable option, then moving additional workers to the bottleneck area may be
beneficial as long as the areas from which they were moved are adequately covered and additional problem
areas do not result.

Instead of using current workers, additional staff may be hired to smooth the work flow through the
bottleneck area.

Outsource some or all of the work in the area of the bottleneck. It may be cheaper and more cost effective to
buy parts of components than to slow production due to the bottleneck.

Redesian the production process to prevent the bottleneck by adding more resources to eliminate the
bottleneck, re-organising the process to distribute the bottleneck-causing activities to different parts of the
praduction process, or managing processing times at other stages prior to the bottleneck to help prevent the
bottleneck form occurring.

Insuring a minimal number of defects and rework, since they typically slow the production process and thus
add to the bottleneck.

Preventing and minimising bottlenecks can have significant benefits to the bottom line (profitability) of the
company. The reduction of bottlenecks allows the company to move more products through the production
phase and thus be ready to sell.

When to include a lifesaving option: the case of the Ford Pinto

The case of the fiery Ford Pinto demonstrates that more than cost and revenue should be considered when
making an ethical business decision.
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In the early 1970s, the Ford Motor Company set out
to build a Pinto for less than $2,000. Cars were much
less expensive then, and Ford had to determine
Whether or not to include a component part that cost
around $10. Given the high cost, Ford decided not to
include the component, a rubber bladder for the fuel
tank. However, in rear-end collisions at over 21 miles per
hour, the rubber bladder component functions to
Prevent the gas tank from flooding the interior of the
car with petrol and fumes. Because of the decision not
toinclude the component, a number of Pintos involved
in collisions exploded into flames, injuring and
sometimes killing the occupants.

Although Ford was aware of the defect, the Photo by Rodrigo Teixeira : httpsi/fwww.pexels.com/photo/
company’s cost/benefit analysis indicated it was less ,hotograph-of-a-burning-car-8881892/
expensive to build Pintos without the rubber bladder, (CC0)
even when including expected reimbursement costs

It in order to reduce overall

for anyone injured or killed. However, the decision to allow a defective product to be bui \
costs caused a significant hit to Ford's reputation. Ultimately, the litigation costs for knowingly constructing a

defective car were higher than the original cost of including the rubber bladder component. While Ford's decision
seemed profitable in the short-term, their financial analysis could have been improved if it also took into account

long-term impacts,

Example - Wood World

Wood World, Inc,, produces wooden desks, chairs, and bookcases. These items are produced using the same
machines, and there is a maximum of 80,000 machine-hours available during the year. The information about the

Production time and costs for these three items is:

Desks Chair Bookcase
Hours to produce 1 0.50 0.25
Selling price $350 $200 $175
Direct materials $ 40 $ 30 $ 35
Direct labor $ 70 $ 65 $ 50
Variable overhead $ 55 $ 50 $ 45
Fixed overhead $ 28 $ 32 $ 24 J

Wood World is limited in producing its products by the number of possible machine-hours. Orders have been
received for 60,000 desks, 48,000 chairs, and 40,000 bookcases, which will require 94,000 machine-hours to
produce. Since there are not enough machine-hours available to fill all of the orders, which orders should Wood

World fill first?

Wood World example — working out

To address this question, Wood World must find the contribution margin per machine-hour since machine-hours
are the constraining factor for production.
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Desks Chair Bookcase
Selling price $ 350 $ 200 $175
Direct materials $ 40 $ 30 $ 35
Direct labor $ 70 $ 65 $ 50
Variable overhead $ 55 $ 50 $ 42
Contribution margin $185 $ 55 $ 48
Hours to produce 1 0.50 0.25
Contribution margin per machine-hour  $185  $110 $192

Final analysis of the decisions

Wood World should fulfill the orders for bookcases first, desks second, and chairs last. The bookcases provide the
highest contribution margin per machine-hour, followed by desks and then chairs. Maximising the contribution

margin per constraint, in this case per machine-hour, is the best way for Wood World to manage the constraint.
How many of each item will be produced?

Available machine hours 80,000
Hours to fill bookcase orders (40,000 x 0.25) 10,000
Remaining hours 70,000
Hours to fill desk orders (60,000 x 1) 60,000
Remaining hours 10,000
Hours needed to produce chairs + 0.50
Chair orders that would be filled 20,000

Therefore, based on contribution margin and the constraint of machine hours, Wood World should fill all 40,000
of the bookease orders first, then fill the 60,000 desk orders and, and fill 20,000 of the chair orders last.

Are there any qualitative issues that Wood World should consider? One concern may be that customers who
typically buy a desk and chair together may not be able to do so if the chair production is affected by a bottleneck.
Another qualitative issue in keeping with the furniture example is that a company might find producing dining
room tables to be significantly more profitable than matching chairs or matching cupboards. However, they will
still be required to produce the less profitable chairs and cupboards, because many consumers will want to buy all
three itemns as a set.

The benefits of effectively managing constraints can be enormous. Managers need to understand the positive
impact effective management of constrained resources can have on the company’s bottom line. The contribution
margin per unit of the scarce resource can be used to assess the value of relaxing the constraint. When there is
unsatisfied demand for a single product because of a constraint, the value of additional time on the constraint
is simply the contribution margin per unit of the scarce resource for that product. When there are two or
more products with unsatisfied demand, the value of additional time on the bottleneck would be the largest
contribution margin per unit of the scarce resource for any product whose demand is unsatisfied. In many
situations, when dealing with conflicting time constraints an evaluation of multiple bottlenecks might identify a
viable solution. While many bottleneck issues and their solutions could be somewhat complex, others might be
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addressed more simply. For example, in some cases the problem might be solved by the addition of an additional

work shift.

Test your understanding

An interactive H5P element has been excluded from this version of the text. You can view it online

@ here:
: =2368#h5p-34

v/Le] ressi saccountingly
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Longer term decision making

AMANDA WHITE

We've examined a number of short-term decision making - accept a special order, make or buy a component, and
keep or drop a product. We also know that in making these decisions - we need to consider capacity constraints,
relevant revenues and costs, identify any avoidable or unavoidable costs, consider the sunk costs and evaluate

whether there are any opportunity costs. However, we have not discussed what might happen if we want to
consider INCREASING the capacity of the business.

This sort of decision is a longer-term one in which the
business is likely to need to spend larger amounts of
funds - either from cash previously saved, or obtained
from a bank loan or increasing shareholder investment
in the business. Business will need to look into the
future (often far into the future - periods like 5,10 and
15 years) and make predictions about potential
revenues and costs (remember our budgeting chapter
- but over a longer time frame) and determine
whether the investment will be worth it.

The technique used to make this type of decision is
Net Present Value - determining the value of future
cash outflows and inflows that arise from the

. e Y - Photo by Jan Kroon: https:/www.pexels.com/photo/
investment taking into account the cost of borrowing gr:ysca‘re-:hoto-of-roag—10389357{CCO)

and inflation. This content will usually be covered in an

introductory finance subject in business/commerce programs. To find out more - read up on the Investopedia
website on NPV.
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CHAPTER 12: ACCOUNTING,
ACCOUNTABILITY AND SOCIAL

RESPONSIBILITY

We are here at the final chapter of Accounting and
Accountability — you've done it - congratulations!!

I hope that by this point you've enjoyed our journey
together learning about accounting, where it came from
and how we use it today to help us maintain accountability
for those making decisions. We've examined this
specifically within the context of business - but the same
principles apply in the areas of charity and not-for-profit
organisations, governments or government bodies.

However as we wrap up, we have one last topic to explore
- social responsibility. We (consumers and the general
public) are requiring businesses and organisations to do
better - to think about more than just profits. To consider
the impact that business or organisation has on its
employees, customers, suppliers, the environment. Just as
We are doing more on an individual level (is anyone else
recycling their soft plastics at home? Or started a compost
bin? Catching more public transport or switching to @

- . eeds
hybrid or electric vehicle?) we also recognise that change alson

level,

NG ne Gaul -
terms of social responsibility. The next section IS authored by Lean . : : 2l
nne spent a decade in the financial planning industry

Technology Sydney and also one of our academic tutors. Lea

to happen at the business and governmental

Our next section is a deep dive into the history of social responsibility to an understanding of where we are in

a PhD student at the University of

before shifting into academia and completing her Honours‘thesis ¢'3n systalnablllty reporting. .
After that, I'd like you to read Terry Wickey's words again - we've linked to some work from Charles Darwin

. . I 5
University - understanding and incorporating the indigenous Pef

We then wrap up with some parting words from m

Chapt

pectives is everyone's responsibility.
e 2. I'll see you all at the end @
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Sustainability as part of accountability and
organisational reporting

LEANNE GAUL

“Sustainaiblity is here to stay or we may not be.” Niall FitzGerald, Co-Chairman of Unilever

Introduction

Sustainability reporting is a relatively new concept when compared with traditional accounting meth?ds
evidenced in Mesopotamia, 6000 years ago].lncreasing legislative, taxation and economic influences commencing
from the industrial revolution in the 19th century have brought about iterative development of accounting and
reporting policy.2 This development seeks to bring together evolving stakeholder needs and expectations and

organisational performance.3

Numerous sustainability reporting terms have developed over time such as; corporate social responsibility (CSR)
reporting, triple bottom line (TBL) reporting, corporate sustainability and social responsibility (CSSR) reporting,
environment, social and governance (ESG) and corporate citizenship reporting.* The evolution of these terms has
led to them being used interchangeably, however this is incorrect, each of these names provide differing context,
however ‘sustainability reporting’ encapsulates the spirit of all terms and will be used for the remainder of this
chapter.

In more recent times the effects of climate change have escalated environmental disasters resulting in
increased stakeholder concerns and a call for greater transparency over environmental and social impacts caused
by organisational operations.® The mechanism for accountability is provided through sustainability reporting,
however these disclosures are an outcome to the policies and practices implemented by organisations, hence
reporting should be viewed as a process of planning, accounting and reporting.6 As this process occurs on a
regular basis it is recognised as the sustainability reporting cyc/e.7 Each phase provides important contributions
to the effectiveness of sustainability performance and reporting outcomes, as summarised in diagram 1 below:
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Diagramn ): Sustainability Reporting Cycle Adapted from: Schaltegger & Wagner, {2006).B

Sustainability Reporting Phase 1- Planning

This phase requires the identification of sustainability risks to the organisation and pinpointing the .m0§t
strategically relevant risk.” Issues in the planning phase are motivated by the sustainability strategy, which is
driven by the organisations mission, vision, goals and objectives, hence communicating an understanding what
of sustainability is to employees and stakeholders becomes crucial. Absence of a clear definition can translate to
stakeholder confusion over what is considered sustainable activity and what is not.

The most widely accepted definition was developed by the World Commission on Environment and
Development in 1987 in their seminal “Our Common Future” report (or the “Brundtland Report").10 The Brundtland
Report focussed on sustainable development to offset rising negative impacts to social and environmeﬂta'
systems triggered by organisational activities. The writers of the report sought to convey the importance of action
to combat the effects of climate change, hence sustainable development was conceived as development that
“meets the needs of the present without compromising the ability of future generations to meet their own
needs”." The concept of ‘future generations' as stakeholders was previously not considered due to their lack of
existence in a present context which did not allow for the possibility of engagement‘z. Several issues have be.en
associated with this definition including the broadness of scope, the concept of ‘needs’ and the lack of attention
to basic sustainability concepts of social and environmental concerns. This diminished specificity has allowed
organisations to adapt sustainability definitions to suit their goals and objectives, such as a skewed appfg'a‘:h
to financial objectives rather than a balanced approach to economic, social and environmental concerns .To
overcome this issue, adaptations of sustainability definitions have been developed since 1987'°, however none
have been widely accepted nor are they as readily recognisable as the Brundtland Report's ct:mtribution.“5

Another important contribution came from John Elkington in 1997, which was developed as a result of the
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increasing environmental disasters in the 1990s.” Elkington focussing on three main areas for sustainability
disclosure; economic, social and environmental matters and called this Triple Bottom Line (TBL) reporting its
focus on profit, people and planet (the 3P's).1BTBL required a synthesis of all three elements incorporating the
traditional financial reporting with environmental and social matters. This enabled insights into each of these
three sustainability capitals, but also highlighted relationships between the 3P's. Why is this important? It allo.ws
the user of the TBL report to understand the impact each capital has on the others, that is how do profit-see‘kung
activities impact the environment and society. The increased scope of TBL reporting increases orga'ni.satnona!
transparency and accountability to stakeholders. For organisations pursuing the TBL approach the mission and
business strategy must reflect this concept and identifying appropriate definitions to frame this pathway must be
undertaken. Let's look at Cisco's mission statement below:

“Shape the future of the Internet by creating unprecedented value and opportunity for our customers,
employees, investors, and ecosystem partners"’]9
Interpreting this mission statement through the TBL lens (3P's) identifies:

Profits - relate to investors;
People - relate to customers and employees; and
Planet - relate to ecosystem or environment.

From an inter-relational perspective: :

unprecedented value and opportunity — are not only possible for each stakeholder group, but can aisc b=
realised through connections. For example: value and opportunities created for employees in the fcrm o
improved skills through better training results in a more efficient workforce which improves profits and drives
innovations to reduce impact on the environment.

Teaching resource:

The Woolworths Group - People, Planet, Prosperity - http:/crs.woolworthsgroup.com.au/

be

Sustainability Reporting Phase 2 — Accounting

Once risks are identified and analysed in the planning phase, organisational managers can then seek to locate
the causal relationship between the sustainability issue and business activities in the accounting y:)hase.20 Once
determined, sustainability targets, KPlIs, practices and activities can be developed and implemented?] Let's look at
some examples taken from Pinna et al. (2018) who examined sustainability KPIs from two soft drink compsnieszzz
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Source: Pinna et al. (2018), p. 865%>

From a sustainability perspective we can understand the risks to environmental and social persPectives from
the given KPIs. The organisations have set a sustainability strategy incorporating impacts to the environment and
social concerns, they have identified KPIs that meet with the strategy and set appropriate measurements through
policies and practices. Once this has been done appropriate targets would need to be set and then data would
be gathered through the relevant period, calculated according to the prescribed formula, t?’\en compared to the
target. If the organisation outperformed its target a positive message would be commumc—ated to the market,
however if it underperformed the opposite may hold. We can see from this the greaterileve.l .cr transparency could
put the organisation at a disadvantage, so why would an organisation produce a sustam'abllnty report? o

The answer is simple, because it is what stakeholders are demanding. ln' recent tlme's th?se orgamsanons
that have continued to operate sustainably and provide sustainability reporting, have maintained h'gh?r st::.ck
prices and lower volatility than non-participating entities?. Therefore greater transparency. ov‘er sustainability
matters has inspired greater confidence in investors driving perceived value. So how do organisations account for
sustainability? '

To account for sustainability performance, formalised frameworks provide a mechar.n . : ;
and standardisation of accounting practices. As accountants we know man;:i:tory complla’ncté \.Nl[h the AUSf-fa ian
Accounting Standards is required for the general-purpose financial reports=, however a sngmfl.cant propﬁomon of
sustainability reporting is voluntary.?® From a mandatory reporting perspective, the Corporations Act 4007(CFh)
provides prescriptive guidance for financial reporting which incorporates the requirement to 'comply with
accounting standards?” Materiality plays an important role in financial reporting disclosure which relates to

information that has a material effect on price or value of the organisation and conseguently r
rial impact

sm to maintain quality

misstatement or non-disclosure causing adverse actions by users of the report‘28 Despite the mate :
of non-financial activities by companies?>, Australian government has not made the move to require companx?s
incorporate environmental and social matters within or supplementary to the compulsory financial
reporting*® An exception is the National Greenhouse and Energy Reporting (NGER) scheme initiated by the
National Greenhouse and Energy Reporting Act 2007 (Cth) which is a national framework providing guidance to
companies reporting on their greenhouse gas emissions, energy production and consumption and other similar
information.

To meet the requirements of disclosure, whether mandatory or voluntary, performance measurement systems
must be developed and implemented. The purpose of standard approaches to measuring organisational
performance is to achieve comparable and complete reporting with the objective of being transparent in
operational activities.*2 Therefore the development of universally accepted standards and frameworks is
critical > To support the development of non-financial standard-setting, numerous international frameworks
have made contributions over time, three of which will be discussed below commencing with the most well-
known provider the Global Reporting Initiative or GRI.

The GRI, established by the Coalition for Environmentally Responsible Economies (CERES) in 1297, is an
independent body that provides organisations with standards to disclose sustainability impacts, thus improving
communications efficacy.3* The GRI standards are splitinto three categories; topic, sector and universal>> Another
global standards provider is AccountAbility offering guidance over three core areas; AAIO00AP-guidance for
organisational response to sustainability concerns and long-term development; AAIOOOSES stakeholder
engagement and AAIO00AS V3 relating to sustainability assurance.® A final consideration was developed by
the International Organization for Standardization (ISO) commencing in 19477 1SO is a collaborative association
facilitating the sharing of knowledge by experts to develop standards.® The ISO standards encapsulate a broad
scope of sustainability issues in order to support global trade, economic growth, innovation, health and safety and
sustainable development.3®

The three standard-setters discussed in the previous paragraph are only a small selection of the available
offerings, however they widely used in the global context. All three standards are offered on an international scale
allowing standardisation of reporting and fostering comparability between organisations, industries, markets and
geographical regions.”o Itis important to note, organisations can use numerous standards from various standard-
setters, this provides flexibility for organisations to select appropriate standards to support sustainability goals and
objectives.
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Additional resources

for additional insights into sustainability reporting guidance and other tools see: Siew, R. Y. J. (2015). A review
of corporate sustainability tools (SRTs). Journal of Environmental Management, 164, (pp. 180-195) — https://doi.
1 jjenvi 1

Sustainability Reporting Phase 3 - Reporting

Beyond the planning and accounting phases follows reporting for accountability to internal and external
stakeholders. Two main forms of reporting will be considered below: (1) stand-alone reporting and (2) integrated
reporting (<IR>):

(1) Stand-alone sustainability reporting - is set apart from the traditional annual report (AR), usually as an
addendum to the AR or separate entirely. This method fails to consider the relationships between

- environmental, social and economic concerns,“! This type of reporting is developed by the organisation,
either internally or through associations such as consultants or best practice.
(2) Integrated reporting (<IR>) - has the potential to overcome the limitations of stand-alone reporting. The
integrated report incorporates economic, social and environmental performance, not only meeting
legislative and regulatory compliance, but also providing insights into the connections or relationships
between all three reporting areas.*2 This supports the TBL concept. <IR> was introduced by the International
Integrated Reporting Council (IIRC) and is a global partnership comprising of regulators, investors, business
and academic stakeholders, accounting professionals and non-government organisations (NGOS)."’3 <IR>isa
framework for reporting, it does not provide standards such as those offered by GRI. Rather it provides a
mechanism to nurture ‘integrated thinking' by and organisation to encourage all business units to set and
maintain sustainability goals.4*

The iterative development of sustainability reporting has created a dynamic environment, which continues in its
ctate of flux. Movement toward integrated reporting has been growing since 2000, however stand-alone reporting

continues to hold favour with a majority of Australian listed companies preferring this method, as discussed in the
following section.

Additional resources

For more reading on concepts discussed in this section click on the links provided below:

1. Integrated reporting website: https://www.integratedreporting.org/

2. *Integrated thinking: A virtuous loop - https:/www.integratedreporting.ora/wp-content/uploads/2021/06/

ntegrated-thinking-virtuous-loop.pdf
3. Integrated reporting examples: http:/examples.integratedreporting.ora/home

4. Stand-alone sustainability report example: APA sustainability report 2021 - https:/www.apa.com.au/
globalassets/asx-releases/2021/apa-sustainability-report-fy2l.pdf

S. M.Bray & M Chapman, What does an integrated report look like? https://home.kpma/content/dam/kpma/
pdf/2013/04/what-does-ir-look-like.pdf

How common is Sustainability Reporting?

The KPMG Sustainability Reporting Survey 2020 (the survey) investigates the incidence of sustainability reporting
from a global perspective. The survey identified 96 percent of the G250 companies* and 80 percent of the
N100 companies""5 produced sustainability reports. Additionally, 76 percent of the G250 companies incorporate
sustainability performance information in their annual reports“, thus aligning with an integrated reporting
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presentation. The Australian sustainability reporting environment includes both mandated and voluntary forms,
predominantly the latter. Due to the voluntary nature of most reporting, managerial discretion over sustainability
reporting content results in a failure to meet stakeholder reporting expectations."a Despite this, Australian
companies producing sustainability disclosures continue to grow with 98 percent of ASX100 companies
publishing reports, increasing from 93 percent in 2017. Those companies taking a more integrated approach

to sustainability reporting increased from 29 percent (2017) to 67 pe;;:ent (2020), indicating a shift in favour of

organisations embedding sustainability goals into business processes.

Sustainability stakeholders

The purpose of organisations producing sustainability reports is to commuqi?ate organisational sustainability
Derformanceso, as such it is important managers select voluntary sustainability content F:ased upon e%ternal
stakeholders' information needs. Increasingly stakeholders are playing greater roles in the evolution of
sustainability reporting from a global perspective.SI Common stakeholder groups are emplo){ees, cus.tomers.
regulators, investors, government, communities, indigenous groups, society or the .broader public, §up;;2ers and
NGOs. stakeholders not commonly cited are transient populations (such as holldaymakers(tc?urlsts) , future
generations® and natural ecosystems/biodiversity.“ The latter two cannot self-represent their interests, hence
they require qualified representation.>® -

Organisational managers are required to prioritise competing stakeholder needs due to their limited resources.

This may result in some stakeholders only having their needs partly met or not at all. Th‘erefore, _efrectlve
engagement by managers involving two-way communications will provide more informed decisions and increase

transparency and effectiveness of reporting.

Self-study task

You work for an Australian energy company — products are a mixture of coal fired and renewable energy and
LPG. List organisational stakeholders and rank in order of most important to least important and provide a short

explanation for each.

Concluding remarks

Escalating global natural disasters from climate change is stimulating stakeholder demand for companies to
Operate sustainably and be accountable for social and environmental impacts from business operations, Hence
Public and private sectors are producing sustainability reports to retain, and attract, customers, investors and
suppliers. The process of producing these reports is time and resource intensive, however outcomes are beneficial
to all participants as organisations foster closer relationships with their stakeholders and build greater efficiencies
in business operations. The sustainability reporting cycle is continuously developing, incorporating innovative
development and improvement to best practice, thus organisations, and other stakeholders, must keep working
toward the goal of sustainable development. To sum up with a quote from Edmund Burke:

“Nobody made a greater mistake that he (or she) who did nothing because he (or she) could only do a little.”

From a sustainability perspective, the key take-away from this quote is individuals can make small contributions
to offset environmental degradation, poverty and social injustice and these small efforts will cohesively generate
significant change for the greater good. This provides context to “Think globally, act locally”.

Footnotes

1. M.R. Mathews, Socially responsible accounting, Routledge & Chapman, London, 1984,
2. ibid
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The end of the road - or is it?

AMANDA WHITE

Photo by S Migaj from Pexels: https://www.pexels.com/photo/
g-person-sitting-on-wooden-planks-across-the-lake-scenery-747964/ (CCO)

If you are as old as me, the chapter title might having you humming the Boyz Il Men song 'End of the Road' at this
point in time. As | write this, it is all that is playing through my head £ (and if you have no idea what I'm talking
about - it was a chart topping hit in 1992 - here is the official music video on YouTube)

You might be thinking —we are very end of the book! Is this the end of all | need to know about accounting?

Some of you will be continuing on in your accounting journey - and the implications of accounting for business
and society in the next textbook - Accounting, Business and Society. For others, this is a temporary rest point while
you embark on studies in other areas.

Over the course of this textbook, we've covered much ground. Starting with how accounting has developed
from ancient times and the role accounting information plays in helping businesses and managers be
accountable to their shareholders. We also considered Indigenous business perspectives and | encourage you to
consider how to improve your understanding of Indigenous perspectives in your future studies and future work
or volunteer roles. There is much that we can gain from having a better understanding of the oldest continuing
civilisation in the world.

To be able to analyse accounting information in our roles within business and other organisations, we need
to have some basic understanding of the fundamentals around recording transactions. However, we didn't talk
about debits and credits - a notation system for recording our accounting transactions. For those continuing in
their accounting study journey, you'll be learning how to overlay the notions of debits and credits over our current
understanding of transactions as affecting our assets, liabilities and owners equity (remember our accounting
equation?).

For those venturing into the operational aspects of business — an understanding of the systems of internal
controls wherever you work or volunteer is going to be important. Protecting the assets and equity of shareholders
is critical and we can partially do that through systems of internal controls - by understanding our business
environment, identifying risks to achieving business objectives and implementing internal controls to try and
mitigate those risks. We also need to ensure that we are gathering data about these transactions and events in
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