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How to Use These Review Notes:

The best way to use these review notes is in the following ways:

1. Read from these review notes as a part of your mini
sessions each day. Switch between reading a few pages of
these notes and taking quizzes on the SuperfastCPA app.
Doing this multiple times a day will get you through the notes
at least a couple or more times throughout your study
process.

2. When doing your 2-hour main study session each day,
before starting a new section or topic, find that topic in these
review notes and read through it to get a base understanding
of what you are about to study. This doesn’t need to be a
deep read, just a primer to get you started.

3. Read through these review notes all the way through at least
2-3 times in the two days of your 48-hour cram session
before your exam.

AICPA Blueprints and “Representative Tasks”

We have made these review notes to mirror the AICPA blueprints.
You will notice that each section says one of the following:
Remembering and Understanding, Application, Analysis, or
Evaluation (Evaluation will only be on the Audit exam).

e If a section says Remembering and Understanding, that
means it will almost certainly be tested as a Multiple Choice
Question if it is tested.

e If a section says Application, that means it could be tested
as either a Multiple Choice Question or a Simulation.

e If a section says either Analysis or Evaluation (for Audit
only), it will almost certainly be tested as a Simulation.
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Area I: Business Analysis

A. Current Period/Historical Analysis, Including
Use of Data

1. Financial Statement Analysis

Application: Determine attribute structures, format, and sources of
data needed to prepare financial statement analysis.

1. Attribute Structures:

Attribute structures are the specific data fields (and their labels)
you must capture so calculations are possible and
understandable. Good attribute structures make formulas
plug-and-use and make comparisons consistent across periods
and companies.

e Liquidity fields: Cash, marketable securities, net accounts
receivable, inventory, accounts payable, and other current
liabilities are the attributes that let you compute the current
ratio and quick ratio accurately because they represent the
numerator and denominator components.

e Profitability fields: Net sales, operating income, net income,
and total assets at both the beginning and end of the period
are the attributes needed to compute operating profit margin,
profit margin, asset turnover, and return on assets because
each formula directly references these totals.

e Efficiency and cycle fields: Net credit sales, cost of goods
sold, average accounts receivable, average inventory,
average accounts payable, invoice dates, and payment
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dates are the attributes that enable days sales outstanding,
days inventory outstanding, days payables outstanding, and
the cash conversion cycle because they capture both
amounts and timing.

e Leverage and coverage fields: Total debt split between
current and long-term, total assets, earnings before interest
and taxes, and interest expense are the attributes required
for debt-to-assets and times interest earned because they
isolate borrowing levels and interest-paying capacity.

2. Format:

Format is how those fields (the attributes) are organized and
stored—time stamps, units, averages vs. endpoints, and
classifications—so the math is valid and the results are
comparable across periods and companies. The same attribute
values in a poor format can produce wrong conclusions (for
example, using period-end assets instead of averages in return
on assets).

e Averaging setup: Storing beginning and ending balances for
accounts receivable, accounts payable, inventory, and total
assets ensures you can compute averages, which is
essential for turnover ratios and return on assets because
those measures are designed to reflect activity over a
period, not a point in time.

e Clear classifications: Tagging accounts as current vs.
noncurrent and flagging the current portion of long-term debt
ensures liquidity ratios are not distorted because
reclassifications directly change the denominator of the
current ratio and quick ratio.
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e Dates and terms: Capturing invoice dates, due dates,
payment dates, and credit terms enables accurate days
sales outstanding, days payables outstanding, and cash
conversion cycle because these metrics hinge on the
number of days cash is tied up or deferred.

e Comparable measures: Recording revenue net of returns
and allowances and separating cash from credit sales keeps
margins and turnover comparable because it aligns the
numerator (sales or cost of goods sold) with the relevant
denominator (receivables or inventory driven by credit
activity).

3. Sources of Data:

Sources of data are the systems and documents from which you
obtain the fields, determining both reliability and the level of detail;
think “which statement, subledger, schedule, or disclosure is the
authoritative source, and do | need totals or transactions.”

e Core statements and general ledger: The income statement
and balance sheet, supported by the general ledger or trial
balance, provide authoritative totals for sales, expenses,
assets, and liabilities, which is necessary because ratio
numerators and denominators must tie to reported figures.

e Subledgers and operational systems: Accounts
receivable/accounts payable aging and the inventory
subledger supply transaction-level amounts and dates,
which is necessary because turnover and cash conversion
cycle calculations rely on invoice-level timing and average
balances derived from detailed records.
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e Debt schedules and footnotes: Maturity ladders, interest
rates, covenant definitions, and the current portion of
long-term debt come from debt schedules and disclosures,
which is necessary because leverage and coverage ratios
depend on precise debt classification and interest costs.

e Policy notes and benchmarks: Accounting policy notes (for
example, revenue recognition and inventory method) and
industry databases or peer filings provide context and
comparatives, which is necessary because consistent
policies and external benchmarks make cross-company ratio
analysis meaningful.
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Analysis: Compare current period financial statement accounts to
prior periods or budget and explain variances.

Variance analysis is a quick way to explain why actual results
differ from standards or budgets by separating differences into
price/rate (what we paid per unit), usage/efficiency (how much
input we used for the output), volume (how many units we
produced or sold), and fixed-cost budget vs. capacity utilization.

Materials: Price Variance

e \What it measures: This variance asks whether the price paid
per unit of material differed from the standard (planned) price
per unit.

e Formula (price effect only): Material Price Variance = actual
quantity of material purchased x (actual price per unit —
standard price per unit)

e Sign rule: If the actual price is less than the standard price,
the variance is Favorable; if the actual price is greater than
the standard price, the variance is Unfavorable.

e Common Causes: Prices may differ because purchasing
negotiated a discount, suppliers offered bulk-buy terms,
market prices fell, or the company timed purchases
strategically. Prices may increase due to rush orders, lost
early-payment discounts, or adverse market movements.

Example: The company purchased 1,000 pounds of material at
$4.80 per pound, while the standard price was $5.00 per pound.
Material Price Variance = 1,000 x ($4.80 — $5.00) = 1,000 x
(-$0.20) = -$200 — $200 Favorable. Interpretation: The
company paid $0.20 less per pound than planned, which reduced
material cost by $200 and is therefore Favorable.
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Materials: Usage (Quantity) Variance

What it measures: This variance asks whether production
used more or less material than the standard amount
allowed for the actual output.

How to find the standard quantity allowed: Standard quantity
allowed = standard pounds per finished unit x actual units
produced

Formula (quantity effect only): Material Usage Variance =
standard price per unit x (actual quantity of material used -
standard quantity allowed)

Sign rule: If the actual quantity used is less than the
standard quantity allowed, the variance is Favorable; if it is
greater, the variance is Unfavorable.

Common Causes: Extra usage may occur because materials
were lower quality and created scrap, machines were poorly
calibrated, workers were inexperienced, rework was
required, the schedule was rushed, or the standard bill of
materials was outdated.

Example: The factory produced 500 units. The standard is 2
pounds per unit, so the standard quantity allowed is 1,000
pounds. The factory actually used 1,100 pounds, and the
standard price is $5.00 per pound. Material Usage Variance =
$5.00 % (1,100 - 1,000) = $5.00 % 100 = $500 Unfavorable.
Interpretation: The process consumed 100 pounds more than
expected for this level of output, so costs increased by $500 and
the variance is Unfavorable.
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Direct Labor: Rate Variance

e \What it measures: This variance asks whether the actual
wage rate paid per hour differed from the standard labor rate
per hour.

e Formula: Direct Labor Rate Variance = actual labor hours
worked x (actual wage rate per hour — standard wage rate
per hour)

e Sign rule: If the actual wage rate is less than the standard
rate, the variance is Favorable; if it is greater, the variance is
Unfavorable.

e Common Causes: Wage rates may be lower because the
mix included more junior workers, negotiated rates
improved, or temporary labor was cheaper. Rates may be
higher due to overtime premiums, union adjustments, or a
shift toward higher-skilled workers.

Example: Workers logged 420 hours at an actual wage rate of
$19 per hour, while the standard rate is $20 per hour. Direct Labor
Rate Variance = 420 x ($19 — $20) = 420 % (-$1) = -$420 —
$420 Favorable. Interpretation: The team was paid 1 less per
hour than planned, which saved $420 and makes the variance
Favorable.

Direct Labor: Efficiency Variance

e \What it measures: This variance asks whether the team
used more or fewer labor hours than the standard hours
allowed for the actual output.

e How to find the standard hours allowed: Standard hours
allowed = standard hours per finished unit x actual units
produced
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e Formula: Direct Labor Efficiency Variance = standard wage
rate per hour x (actual labor hours worked - standard hours
allowed)

e Sign rule: If actual hours are less than standard hours
allowed, the variance is Favorable; if actual hours are
greater, the variance is Unfavorable.

e Common Causes: Excess hours often arise from downtime,
extra setups or changeovers, rework, learning-curve effects,
poor scheduling, bottlenecks, or unrealistic time standards.

Example: The factory produced 100 units. The standard is 4
hours per unit, so the standard hours allowed are 400 hours.
Actual hours were 420 hours, and the standard rate is $20 per
hour. Direct Labor Efficiency Variance = $20 x (420 — 400) = $20
x 20 = $400 Unfavorable. Interpretation: The team used 20 more
hours than expected for this output, increasing cost by $400 and
creating an Unfavorable variance.

Variable Overhead: Spending Variance

e What it measures: This variance asks whether the variable
overhead cost per driver-hour (for example, per labor hour or
machine hour) differed from the standard variable overhead
rate.

e Helpful intermediate step: Actual variable overhead rate per
hour = actual total variable overhead + actual driver-hours

e Formula (rate effect): Variable Overhead Spending Variance
= actual driver-hours x (actual variable overhead rate per
hour — standard variable overhead rate per hour)

e Sign rule: If the actual variable overhead rate is less than the
standard rate, the variance is Favorable; if it is greater, the
variance is Unfavorable.
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Common Causes: Spending can increase because utility
prices rose, indirect supplies became more expensive,
maintenance contract rates increased, or small-batch
purchasing drove up per-unit costs.

Example: Actual driver-hours total 1,000 hours. The actual
variable overhead rate is $3.10 per hour, and the standard rate is
$3.00 per hour. Variable Overhead Spending Variance = 1,000 %
($3.10 — $3.00) = 1,000 x $0.10 = $100 Unfavorable.
Interpretation: Each driver-hour cost $0.10 more than planned,
increasing variable overhead by $100 and creating an
Unfavorable variance.

Variable Overhead: Efficiency Variance

What it measures: This variance asks whether the process
used more driver-hours than the standard allowed for the
actual output.

How to find the standard driver-hours allowed: Standard
driver-hours allowed = standard driver-hours per finished unit
x actual units produced

Formula (usage effect): Variable Overhead Efficiency
Variance = standard variable overhead rate per hour x
(actual driver-hours — standard driver-hours allowed)

Sign rule: If actual driver-hours are less than standard
driver-hours allowed, the variance is Favorable; if they are
greater, the variance is Unfavorable.

Common Causes: Extra driver-hours may be driven by
inefficient setups, machine slowdowns, maintenance delays,
inexperienced crews, or scheduling issues that reduce
throughput.
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Example: The standard variable overhead rate is $3.00 per hour.
Actual driver-hours are 1,000 hours, and the standard
driver-hours allowed are 950 hours. Variable Overhead Efficiency
Variance = $3.00 x (1,000 - 950) = $3.00 % 50 = $150
Unfavorable. Interpretation: The process required 50 more
driver-hours than expected, which increased cost by $150 and is
Unfavorable.

Fixed Overhead: Budget (Spending) Variance

e What it measures: This variance asks whether actual total
fixed overhead differed from budgeted total fixed overhead.

e Formula: Fixed Overhead Budget Variance = actual total
fixed overhead — budgeted total fixed overhead

e Sign rule: If actual fixed overhead is less than budgeted fixed
overhead, the variance is Favorable; if it is greater, the
variance is Unfavorable.

e Common Causes: Fixed costs may rise because property
taxes or insurance increased, unexpected repairs occurred,
supervisory salaries changed, or capacity decisions
triggered step-costs.

Example: Actual total fixed overhead is $101,500, and budgeted
total fixed overhead is $100,000. Fixed Overhead Budget
Variance = $101,500 — $100,000 = $1,500 Unfavorable.
Interpretation: Fixed costs exceeded the budget by $1,500, which
makes the variance Unfavorable.
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Fixed Overhead: Production Volume Variance

What it measures: This variance asks whether capacity was
under- or over-utilized versus the denominator (normal)
activity level used to set the fixed overhead rate.

How to find the fixed overhead rate per unit: Fixed overhead
rate per unit = budgeted total fixed overhead + denominator
(normal) units

Formula (capacity utilization effect): Fixed Overhead
Production Volume Variance = fixed overhead rate per unit x
(actual units produced — denominator units)

Sign rule: If actual units produced exceed denominator units,
the variance is Favorable because fixed costs are spread
over more units; if actual units produced are lower, the
variance is Unfavorable due to under-absorption of fixed
costs.

Common Causes: Capacity may be under-utilized because
demand dropped unexpectedly, a major maintenance outage
occurred, supply shortages constrained production, or the
denominator volume was set unrealistically high.

Example: Budgeted total fixed overhead is $100,000 and
denominator volume is 10,000 units, so the fixed overhead rate is
$10 per unit. Actual units produced are 9,000 units. Fixed
Overhead Production Volume Variance = $10 % (9,000 - 10,000)
=$10 x (-1,000) = -$10,000 — $10,000 Unfavorable.
Interpretation: The plant produced 1,000 fewer units than the
planning base, so fixed costs were under-absorbed by $10,000,
creating an Unfavorable variance.
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Sales: Selling Price Variance

e What it measures: This variance asks whether the actual
selling price per unit differed from the standard or budgeted
selling price per unit.

e Formula: Selling Price Variance = actual quantity sold x
(actual selling price per unit — standard selling price per unit)

e Sign rule: If the actual selling price is greater than the
standard selling price, the variance is Favorable; if it is lower,
the variance is Unfavorable.

e Common Causes: Prices may fall due to competitive
discounting, promotional campaigns, channel or regional
pricing differences, or a shift toward lower-priced products
within the mix.

Example: The company sold 1,200 units at an actual price of $18
per unit, while the standard selling price was $20 per unit. Selling
Price Variance = 1,200 x ($18 — $20) = 1,200 x (-$2) = -$2,400
— $2,400 Unfavorable. Interpretation: The average selling price
was $2 less than planned, reducing revenue by $2,400 and
creating an Unfavorable variance.

Sales: Volume Variance (Contribution Margin approach)

e What it measures: This variance asks whether the number of
units sold differed from budget, valuing the difference at the
standard contribution margin per unit so that the variance
reflects profit impact rather than just revenue.

e How to find the standard contribution margin per unit:
Standard contribution margin per unit = standard selling
price per unit — standard variable cost per unit
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e Formula: Sales Volume Variance = standard contribution
margin per unit x (actual quantity sold — budgeted quantity
sold)

e Sign rule: If actual units sold exceed budgeted units, the
variance is Favorable; if actual units sold are lower, the
variance is Unfavorable.

e Common Causes: Volume may change because demand
increased, new customers were acquired, stock-outs were
avoided or occurred, competitors exited or entered, or
seasonality was stronger or weaker than expected.

Example: The standard selling price per unit is $20, the standard
variable cost per unit is $14, so the standard contribution margin
per unit is $6. Budgeted quantity sold is 1,000 units and actual
quantity sold is 1,200 units. Sales Volume Variance = $6 x (1,200
- 1,000) = $6 x 200 = $1,200 Favorable. Interpretation: Selling
200 more units than planned increased profit by $1,200 at
Standard contribution margins, which makes the variance
Favorable.

Variable Cost: Flexible Budget Variance (total variable cost)

e \What it measures: After adjusting standard variable costs for
the actual volume, this variance asks whether total variable
costs were higher or lower than expected.

e How to build the flexible budget amount: Flexible budget
variable cost = standard variable cost per unit x actual units
(produced or sold, as appropriate)

e Formula (total departure from standard at actual volume):
Variable Cost Flexible Budget Variance = actual total variable
cost — flexible budget variable cost. A positive number
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(actual greater than flexible) is Unfavorable; a negative
number is Favorable.

e Common Causes: Total variable costs may exceed the
flexible budget because input prices rose, inputs were used
less efficiently than standard, or there were mix changes that
increased variable cost per unit.

Example: The standard variable cost per unit is $14. The actual
number of units is 1,200, so the flexible budget variable cost is
1,200 % $14 = 16,800. Actual total variable cost is $17,100.
Variable Cost Flexible Budget Variance = $17,100 — $16,800 =
$300 Unfavorable. Interpretation: At the actual volume, variable
costs were $300 higher than expected, which indicates price/rate
or usage/efficiency issues in one or more inputs.
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Analysis: Interpret financial statement fluctuations and ratios (e.g.,
profitability, liquidity, solvency, performance).

1. Liquidity Ratios: Can the company meet near-term
obligations?

These ratios compare resources that will turn into cash soon with
obligations that come due soon. They help judge day-to-day
safety.

Working capital:

e Formula: Working capital = Current assets — Current
liabilities

e Interpretation: A larger positive number means a wider
cushion for paying bills and running operations.

e Example: If current assets are $600 and current liabilities are
$400, then working capital is $200 ($600 - $400). This
indicates a reasonable buffer.

Current ratio:

Current Assets

e Formula: Current Ratio =

Current Liabilities
e Interpretation: Values above 1.0 indicate that near-term
assets exceed near-term obligations. Very high values can

mean excess idle assets.

$600 of Current Assets 1.5
$400 of Current Liabilities =~

e Example:

19 | © SuperfastCPA. All Rights Reserved.



Quick ratio (also called acid-test):

e Formula:

Cash + Cash Equivalents + Marketable Securities + Accounts Receivable

Quick Ratio =

Current Liabilities

e Interpretation: This is a stricter liquidity test because it
excludes inventory and prepaid items. It is useful when
inventory is slow-moving or risky.

e Example: If quick assets total $450 and current liabilities are

$300, the quick ratio is 1.5 (igég ), which indicates adequate

immediate liquidity.
How common actions affect liquidity:

e Shifting between current assets: When cash is used to buy
inventory, total current assets are unchanged, so the current
ratio is unchanged. The quick ratio falls because cash
decreases and inventory is not counted in quick assets.

e Refinancing a short-term payable into a long-term note:
Current liabilities decrease and current assets stay the
same. Working capital and the current ratio increase.

e Declaring a cash dividend: A dividend payable is recorded
and current liabilities increase, while current assets do not
change at that moment. The current ratio decreases.

e Borrowing cash with a long-term note: Cash (a current asset)
increases while current liabilities do not. The current ratio
increases.
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2. Performance Ratios (Efficiency/Activity): How fast do
operations turn resources into cash?

These ratios track how quickly the company sells inventory,
collects from customers, and pays suppliers. Faster movement
usually frees up cash.

Inventory turnover:

Cost of Sales
Average Inventory

e Interpretation: Higher turnover means inventory moves faster

and less cash is tied up.

$600 Cost of Sales
$200 Average Inventory

e Formula: Inventory turnover =

e Example: = Inventory turns over 3 times

per year.

Receivables turnover:

Net Credit Sales
Average Accounts Receivable

e Interpretation: A higher number means customers are paying
faster.

e Formula:; Receivables turnover =

$900
$300

e Example: = Receivables turn over 3 times per year.

Payables turnover:

Cost of Sales
Average Accounts Payable

e Interpretation: A lower number means the company is taking
longer to pay suppliers, which temporarily provides
financing.

e Formula: Payables turnover =
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Days measures:

365
Inventory Turnover
365
Receivables Turnover
365
Payables Turnover

e Days inventory outstanding =

e Days sales outstanding =

e Days payables outstanding =

e Interpretation: These show the average number of days
inventory sits, the average number of days to collect, and the
average number of days to pay.

Cash conversion cycle:

e Formula: Cash conversion cycle = Days sales outstanding +
Days inventory outstanding — Days payables outstanding

e Interpretation: This is the net number of days that cash is
tied up in operations. Lower is better because cash returns
sooner.

e Example: If the three components are 90 days, 120 days,
and 90 days, then the cash conversion cycle is 120 days (90
+ 120 - 90). Collecting faster lowers this number.

~~ Key Tip: A meaningful improvement in the cash conversion
cycle can come from any of the three levers: selling inventory
faster, collecting faster, or paying suppliers more slowly (within
terms).

3. Profitability Ratios: How much profit per dollar of sales
and assets?

These ratios explain earnings power. They show what portion of
sales turns into profit and how effectively assets generate
earnings.
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Operating profit and operating profit margin:

e Formula: Operating profit = Gross Profit — Operating

Expenses
Operating Profit
Sales

e Formula: Operating profit margin =

e Interpretation: The margin shows the percentage of sales left
after operating costs but before interest and taxes.

e Example: If operating profit is $100 and sales are $200, the
$100
$200 )

operating profit margin is 50 percent (

Profit margin on sales:

Net Income
Sales

e Formula: Profit margin =

e Interpretation: This is the bottom-line cents earned per sales

dollar.

e Example: If net income is $20 and sales are $200, the profit
$20
$200 )

margin is 10 percent (

Return on assets (two equivalent views):

Net Income
Average Total Assets

e Formula: Return on assets =

e Equivalent formula: Return on assets = Profit margin x Asset
turnover

e Interpretation: This measure blends pricing and cost control
(profit margin) with efficiency (asset turnover).

e Example: If return on assets is 10 percent and asset
turnover is 4 times, then profit margin is 2.5 percent because

—2-=2.5%.
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4. Solvency and Coverage Ratios: Can the company meet
long-term commitments?

These ratios consider the capital structure and the ability to cover
fixed charges.

Total debt to total assets:

Total Debt
Total Assets

e Interpretation: This is the share of assets financed by debit.
Lower values generally mean less long-term risk.

e Example: Borrowing new cash with a long-term note
increases both total debt and total assets by the same
amount.

e The ratio may change only slightly because the numerator
and denominator move together.

e Formula: Total debt to total assets =

Times interest earned (interest coverage):

Operating Profit
Interest Expense

e Interpretation: This shows how many times operating profit
covers interest. Higher coverage means lower risk of failing
to meet interest payments.

e Example: If operating profit is $240 and interest expense is
$60, coverage is 4 times, which is more comfortable than, for
example, 2 times.

e Loan structure and near-term pressure:

An amortizing loan includes principal due within one year,
which sits in current liabilities and reduces working capital.
An interest-only loan with a lump-sum principal at maturity

e Formula: Times interest earned =
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keeps current liabilities lower during the term and therefore
leaves working capital higher, all else equal.

~~ Key Tip: Distinguish short-term classification from long-term
classification. The current portion of any long-term debt belongs in
current liabilities and affects liquidity ratios immediately.
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Analysis: Use outputs (e.q. reports, visualizations) from data
analytic techniques to identify patterns, trends, and correlations to
explain an entity's results.

Data analytics helps accountants transform raw data into
meaningful insight. By using analytic techniques and outputs such
as reports and visualizations, professionals can identify what
happened, why it happened, and what might happen next.

These insights support decision-making, variance analysis, and
forecasting.

1. Common Data Analytic Techniques:
Descriptive Analytics: What happened?

Summarizes historical data to provide a factual overview of
performance.

e Examples:
o A monthly sales report showing revenue by product
line.
o A pie chart displaying each region’s contribution to total
sales.
o A dashboard summarizing current ratios and profit
margins.
e Purpose: Establishes a performance baseline by showing
actual results, not causes.
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Diagnostic Analytics: Why did it happen?

Examines relationships and drivers to explain deviations or
unusual results.

e Examples:
o Comparing sales growth to marketing spend to see if
promotions drove higher revenue.
o Investigating whether an unfavorable materials variance
came from price increases or excess usage.
o Segmenting customer data to see which group
contributed most to profit decline.
e Purpose: Pinpoints root causes of performance results,
helping management take targeted action.

~~ Key Tip: Diagnostic analytics connects data relationships — it
turns raw numbers into business explanations.

Predictive Analytics: What is likely to happen?

Uses statistical models and historical patterns to forecast future
outcomes.

e Examples:
o Regression analysis predicting next quarter’s sales
from prior trends.
o Time-series forecasting of seasonal inventory demand.
o Predicting cash flow based on prior inflow and outflow
patterns.
e Purpose: Supports proactive planning by anticipating future
performance.

27 | © SuperfastCPA. All Rights Reserved.



+~ Key Tip: Forecasts are only as good as the underlying data —
ensure data accuracy and consistency before modeling.

Prescriptive Analytics: What should we do about it?
Recommends actions that can optimize results or minimize risk.

e Examples:
o Simulating the effect of different pricing strategies on
profit.
o Using optimization tools to determine the best
production mix under resource constraints.
o Running “what-if” analyses to choose between
competing investment options.
e Purpose: Converts analytic insights into actionable
decisions.

2. Common Analytic Outputs:
Reports:

Structured summaries of quantitative data used to measure,
compare, and monitor performance.

e Types and Examples:
o Variance Reports: Actual vs. budgeted expenses
highlight areas needing investigation.
o Trend Reports: Multi-period summaries reveal
movement in revenues or costs.
o Drill-Down Reports: Allow deeper inspection, such as
viewing sales by individual customer.
e Purpose: Provides the factual foundation for evaluating
whether results align with expectations.
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Visualizations:

Graphical representations that help identify relationships and
communicate insights quickly.

e Common Visualization Types:
o Line Charts: Show movement over time (e.g., quarterly
revenue growth).
o Bar or Column Charts: Compare categories (e.g., sales
by product).
o Pie Charts: lllustrate composition (e.g., market share).
o Scatterplots: Reveal relationships between variables
(e.g., advertising spend vs. sales).
o Heat Maps: Highlight areas of concentration (e.g., sales
density by region).
e Purpose: Simplifies large datasets into visuals that make
patterns, outliers, and trends easier to detect.

~~ Key Tip: Choose the visualization that matches your analytic
goal — use line charts for time trends, bars for comparisons, and
scatterplots for correlations.

3. Identifying Patterns, Trends, and Correlations:
Patterns:

A pattern is a recurring relationship or behavior in data that
repeats under similar conditions.

e Examples:
o Sales consistently spike at month-end or on weekends.
o Utility costs increase during peak production months.
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e Meaning: Indicates a stable relationship that can help
forecast future behavior or guide resource allocation.

e Application: Recognizing patterns allows managers to
anticipate needs (e.g., scheduling more staff during known

busy periods).

Trends:

A trend is a directional movement in data — upward, downward,
or stable — across multiple time periods.

e Examples:
o An upward trend in selling expenses year-over-year.
o A downward trend in customer satisfaction scores
following a policy change.
o Flat revenue suggesting a mature or saturated market.
e Meaning: Trends show long-term performance direction and
help determine whether changes are temporary or structural.

Correlations:

A correlation shows the degree and direction of association
between two variables.

e Positive Correlation: Both variables move together.
o Example: As advertising spend increases, revenue
increases.
e Negative Correlation: One variable rises as the other falls.
o Example: As defect rates increase, customer
satisfaction decreases.
e No Correlation: Variables move independently.
o Example: Office coffee consumption and total sales.
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e Meaning: Correlations suggest potential relationships worth
further exploration, but they don’t confirm causality.

~~ Key Tip: Always question whether a third factor (e.g.,
seasonality or pricing policy) may drive the observed correlation.

31 | © SuperfastCPA. All Rights Reserved.



Analysis: Derive the impact of transactions on the financial
statements and notes to the financial statements.

Scenario 1: Credit sale of inventory

Situation: Imagine a company that sells 100 units of its product for
$20 each, all on credit. Each unit costs $12 to produce. No cash
changes hands yet — the sale is made on account.

Step 1: Identify what’s happening

Revenue is recognized when goods are delivered, and cost of
goods sold (COGS) is recognized at the same time. The sale
increases receivables and decreases inventory. There’s no
immediate cash effect.

Step 2: Calculations

e Revenue = 100 x $20 = $2,000
e COGS=100x $12=9$1,200
e Gross profit = $2,000 - $1,200 = $800

Step 3: Record the journal entries

e Dr Accounts Receivable $2,000
° Cr Sales Revenue $2,000

e Dr Cost of Goods Sold $1,200
° Cr Inventory $1,200

Step 4: Financial statement impact

e Income statement: Sales +$2,000; COGS +$1,200; Profit
+$800

e Balance sheet: A/R +$2,000; Inventory —$1,200; Equity
+$800 (via retained earnings)
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Step 5: Interpretation

Income rises, but cash hasn’t arrived yet. Liquidity ratios may
improve because current assets grew slightly, but true cash
liquidity is unchanged.

Step 6: Notes/disclosures
Revenue recognition timing, customer credit terms, and inventory
costing method would all be disclosed in the notes.

Scenario 2: Borrow to buy equipment and record
depreciation

Situation: Now imagine the same company borrows $5,000 on a
three-year note and immediately uses the funds to buy equipment
costing $5,000. By year-end, the company records $1,000 of
depreciation expense. We'll ignore interest for simplicity.

Step 1: Identify what’s happening

The company uses financing (cash inflow), invests in a long-term
asset (cash outflow), and records depreciation (a noncash
expense). The overall cash balance ends the year unchanged.

Step 2: Calculations
Equipment cost = $5,000
Depreciation = $5,000 + 5 years = $1,000

Step 3: Record the journal entries

e Borrowing the Cash
o Dr Cash $5,000
0 Cr Notes Payable $5,000
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e Buying the Equipment
o Dr Equipment $5,000
o Cr Cash $5,000
e Depreciation
o Dr Depreciation Expense $1,000
o Cr Accumulated Depreciation $1,000

Step 4: Financial statement impact

e /ncome statement:
o Depreciation expense +$1,000 — Pretax income
-$1,000
e Balance sheet:
o Equipment +$5,000
o Accumulated depreciation =$1,000
o — Net PPE +%$4,000
o Notes payable +$5,000
o Retained earnings —$1,000
e Cash flow:
o Operating: +$1,000 add-back for noncash depreciation
offsets =$1,000 income — net $0
o Investing: =$5,000 for equipment
o Financing: +$5,000 for loan
o Net cash change = $0

Step 5: Interpretation

The transaction increases total assets and long-term debt but
reduces equity slightly due to depreciation. There’s no cash
impact this year even though an expense was recorded.

Step 6: Notes/disclosures
The notes would include the debt’s key terms, the depreciation
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method and useful life of the equipment, and possibly a schedule
of long-term obligations.

~~ Key Tip : Borrowing to buy equipment often nets to no cash
change initially, but it shifts the company’s capital structure and
future cash commitments through debt service and depreciation.

35 | © SuperfastCPA. All Rights Reserved.



2. Non-Financial & Non-GAAP Measures of
Performance

Remembering and Understanding: Identify relevant non-financial
and non-GAAP measures used to analyze an entity's
performance.

1. Nonfinancial Performance Measures:

Definition: Nonfinancial performance measures are indicators that
reflect how efficiently and effectively an organization operates
beyond what financial statements show. They often describe
drivers of future financial results rather than past dollar outcomes.

Purpose: These measures help explain why financial performance
looks the way it does and whether results are sustainable.

Common categories and examples:

e Operational efficiency:

o Production cycle time (average time to produce one

unit)

o On-time delivery rate (%)

o Machine utilization rate (%)

o Inventory accuracy (% of inventory correctly recorded)
e Quality and customer satisfaction:

o Number of defects per thousand units

o Customer complaints or return rates

o Customer satisfaction or Net Promoter Score (NPS)
e Employee performance:

o Staff turnover or retention rate

o Training hours per employee
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o Safety incidents or lost-time injury rate

e Sustainability and governance:
o Energy use or carbon footprint per unit produced
o Compliance findings or audit observations

-~ Key Tip: Nonfinancial measures are often leading indicators
— they move before financial results change. For example, higher
defect rates today may signal lower profitability next quarter due
to rework or returns.

2. Non-GAAP Measures:

Definition: Non-GAAP (Generally Accepted Accounting Principles)
measures are performance metrics that adjust or supplement
GAAP results to provide management’s view of “core” or
“normalized” operations. They are not defined by accounting
standards but must be reconciled to the most comparable GAAP
figure when presented publicly.

Purpose: To help analysts and investors understand underlying
trends by removing items considered unusual, nonrecurring, or
noncash.

Common non-GAAP examples:

e EBITDA: Earnings Before Interest, Taxes, Depreciation, and
Amortization
o Often used to approximate cash earnings from
operations.
o Calculation: EBITDA = Net Income + Interest + Taxes +
Depreciation + Amortization
e Adjusted net income: Net income excluding one-time
gains/losses (e.g., restructuring costs, litigation settlements).
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e Free cash flow: Cash flow from operations — capital
expenditures. This measures cash available to pay debt or
dividends.

e Core operating income or margin: Operating income
excluding certain restructuring or acquisition costs.

+~ Key Tip: Non-GAAP measures help internal and external
users focus on recurring performance, but they must be clearly
defined and reconciled to avoid misleading reporting.

3. Conformance vs. Nonconformance Costs: How quality
affects performance

These come from Cost of Quality (COQ) analysis — a way to
measure how much an organization spends to prevent, detect,
and correct quality problems.

Conformance Costs (Costs of doing it right)

Definition: Costs incurred to ensure products or services meet
quality standards. They are investments in prevention and
detection.

Two main types:

1. Prevention costs:
o Spent to avoid defects before they occur.
o Examples: quality training, preventive maintenance,
process redesign, supplier certification.
o Goal: Stop problems at the source.
2. Appraisal costs:
o Spent to inspect and test products before they reach
customers.
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o Examples: inspections, test equipment, quality audits,
statistical sampling.

Example:
If prevention = $40,000 and appraisal = $20,000, total
conformance costs = $60,000.

These costs may seem high upfront, but they reduce later failure
costs significantly.

~~ Key Tip: Increasing prevention and appraisal spending often
decreases total cost of quality over time because it lowers defect
and rework costs downstream.

Nonconformance Costs (Costs of doing it wrong)

Definition: Costs that result when products or services fail to meet
requirements.

Two main types:

1. Internal failure costs:
o Defects found before shipment or delivery.
o Examples: scrap, rework, re-inspection, downtime,
wasted materials.
2. External failure costs:
o Defects found after delivery.
o Examples: warranty claims, product recalls, repairs,
loss of goodwill, customer refunds.

Example:
If internal failures = $30,000 and external failures = $90,000, total
nonconformance costs = $120,000.
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Relationship between conformance and nonconformance
The two sets of costs move in opposite directions:

e As conformance costs (prevention and appraisal) increase
moderately — nonconformance costs (failures) tend to
decrease sharply.

e The total cost of quality = conformance + nonconformance.
The goal is to minimize the total, not each part individually.

Example:

e [f a company spends $60,000 on prevention/appraisal and
has $120,000 in failures, total COQ = $180,000.

e [fit invests more in prevention next year (say +$20,000), but
failures drop to $60,000, total COQ = $140,000 — a net
saving of $40,000.

~~ Key Tip: The optimal point is where additional quality
spending yields minimal further reduction in failure costs — the
lowest total cost of quality.

Why nonfinancial and non-GAAP measures matter together

e Nonfinancial measures (like defect rate or on-time delivery)
predict performance changes.

e Non-GAAP measures (like EBITDA or adjusted profit) clarify
performance by filtering accounting noise.

e Quality cost analysis bridges the two: it quantifies how
operational quality decisions (nonfinancial) translate into
financial performance improvements.
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Application: Identify and apply internal and external benchmarking
(e.g. competitor analysis) techniques to measure an entity's
performance.

1. Benchmarking: Overview and Purpose

Benchmarking is the process of comparing an organization’s
performance, processes, or outcomes against a standard or
reference point to evaluate effectiveness and identify
opportunities for improvement.

Purpose:

e To determine whether performance is good, average, or
lagging relative to peers or best practices.

e To set performance targets and identify areas where
operations can become more efficient or competitive.

e To define or measure critical success factors—the key
activities that drive superior performance.

~~ Key Tip : Benchmarking doesn’t just show what the numbers
are—it helps management ask why performance differs and how
to close the gap.

2. Types of Benchmarking:

Internal Benchmarking:

e Definition: Comparing performance across units,
departments, or time periods within the same organization.

e Purpose: ldentifies internal best practices and promotes
consistent standards company-wide.
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e Examples:
o Comparing profit margins or cycle times across different
plants or branches.
o Measuring employee turnover rates or customer
satisfaction scores among regional offices.
o Tracking year-over-year improvements in production
efficiency.
e Limitation: Does not reveal whether the company’s “best”
internal process is competitive externally.

External Benchmarking:

e Definition: Comparing the company’s performance to other
organizations, either competitors or best-in-class
entities—even those outside the same industry.

e Purpose: Evaluates how the company measures up against
external standards and helps identify performance gaps that
might limit competitiveness.

e Types of external benchmarks:

o Competitor benchmarking: Compare financial ratios,
cost structures, and productivity measures against
direct rivals.

o Functional or process benchmarking: Compare similar
processes across industries to learn from best-in-class
performers.

o Industry benchmarking: Compare to overall industry
averages or published metrics.
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e Limitations:
o Data may be limited, outdated, or not perfectly
comparable.
o Differences in size, product mix, or accounting policies
can distort comparisons.
o Requires caution to avoid disclosing proprietary
information.

3. Competitor Analysis:

e Definition: Competitor analysis is a form of external
benchmarking that focuses specifically on comparing an
entity’s performance to that of its direct competitors. It
helps identify strengths, weaknesses, and opportunities in
the market.

e Purpose:

o Understand how the company’s financial and
operational results stack up against others competing
for the same customers.

o ldentify where the company leads or lags (e.g., pricing,
margins, efficiency, customer service).

o Support strategic decisions such as pricing, marketing,
and investment priorities.

e Common areas of comparison:

o Profitability: Net profit margin, gross margin, return on
assets (ROA).

o Efficiency: Inventory turnover, days sales outstanding,
operating cycle.

o Liquidity and solvency: Current ratio, debt-to-equity,
interest coverage.
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o Market and customer metrics: Market share, customer
retention, delivery speed, product defect rate.

Example:
Two retail companies—Alpha and Beta—compete in the same

region.

e Alpha’s gross margin = 356%; Beta’s = 40%.
e Alpha’s inventory turnover = 6 times; Beta’s = 9 times.

Interpretation: Beta sells inventory faster and earns higher
margins, suggesting better cost control or stronger pricing power.
Alpha may use these insights to review pricing, sourcing, or
merchandising strategies.
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Application: Use a balanced scorecard approach to measure an
entity's performance.

The balanced scorecard is a performance management
framework that evaluates how well an entity is achieving its
strategic objectives across multiple perspectives—not just
financial results. It balances short-term financial outcomes with
long-term operational, customer, and learning measures that drive
future performance.

1. Perspectives of the Balanced Scorecard:

Financial Perspective: What are the results for shareholders?
Focuses on profitability, growth, and cost efficiency.

e Examples:
o Return on investment (ROI)
o Profit margin
o Cash flow from operations
e Purpose: Shows whether the company’s strategy is
improving financial performance and shareholder value.

Customer Perspective: How do customers view the
company?

Measures how well the entity meets customer needs and market
expectations.

e Examples:
o Customer satisfaction or retention rate
o Market share
o On-time delivery percentage
e Purpose: Indicates the strength of customer relationships
and predicts future revenue potential.
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Internal Process Perspective: How efficiently do we operate?
Assesses the effectiveness of key internal activities that create
products or services.

e Examples:
o Production cycle time
o Defect or rework rate
o Cost per unit produced
e Purpose: Highlights operational improvements that can lower
costs and raise quality.

Learning and Growth Perspective: How are we improving for
the future?

Evaluates the company’s ability to adapt, innovate, and develop
employee capability.

e Examples:
o Employee training hours
o Staff turnover rate
o System reliability or innovation index
e Purpose: Measures the foundation for sustainable success
through people, culture, and technology.

- Key Tip: Financial results show what happened; the other
three perspectives explain why it happened and how performance
can continue to improve.

2. How the Balanced Scorecard Measures Performance:

The balanced scorecard converts strategy into measurable
objectives under each perspective. Each perspective includes:

e Objectives: What the organization wants to achieve.
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e Measures: How success will be quantified.
e Targets: Specific numerical goals.
e Initiatives: Actions taken to reach the targets.

When viewed together, the perspectives form a cause-and-effect
chain: Strong employee development (Learning & Growth) —
Better internal processes (Internal) — Higher customer
satisfaction (Customer) — Improved profits (Financial)

~ Key Tip: Balanced scorecards link daily actions to strategic
outcomes, ensuring that improvements in one area contribute to
long-term financial success.

Example:

A company wants to improve profitability through better customer
service. It focuses on the Customer Perspective of the balanced
scorecard.

Objectives, measures, and results:

e Objective: Increase customer retention.

e Measure: Customer retention rate (% of repeat customers).

e Target: Improve from 80% to 90%.

e Initiative: Implement a new service-response system to
resolve issues within 24 hours.

After one year, the company reaches a 92% retention rate. This
improvement leads to higher repeat sales and ultimately raises
profit margin—demonstrating how performance in one
perspective (Customer) supports financial goals.
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Analysis: Interpret non-financial (e.g., customer retention rate,
employee turnover, labor productivity rate, ticket response time)
and non-GAAP (e.g., EBITDA, free cash flow, core earnings,
adjusted net income for non-recurring expenses) measures and
analyze specific aspects of an entity’s performance and risk
profile.

This task will be represented in a task-based simulation and
would cover various aspects of the items covered previously in
this topic.
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3. Managerial and Cost Accounting

Application: Calculate fixed, variable and mixed costs.

Cost behavior describes how total costs respond to changes in
activity levels such as units produced, labor hours, or machine
hours. Understanding whether a cost is fixed, variable, or mixed
allows management to forecast, budget, and analyze how costs
will behave as production changes.

1. Variable Costs:

e Definition: Variable costs increase or decrease in total as the
activity level (the cost driver) changes, but the cost per unit
remains the same.

e Formula: Variable cost per unit = Total variable cost + Activity
level

Example:

Pelton Company produced 400 chairs in May at a total direct
material cost of $6,000 and 600 chairs in June at a total direct
material cost of $9,000.

e May: $6,000 + 400 = $15 per chair
e June: $9,000 + 600 = $15 per chair

Even though total cost increased with higher output, the cost per
unit stayed constant at $15. This consistent per-unit rate identifies
the cost as variable.

~ Key Tip: Total variable costs move with production, but
per-unit cost does not.
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2. Fixed Costs:

e Definition: Fixed costs do not change in total within a
relevant range of activity, but the cost per unit decreases as
production increases.

e Formula: Fixed cost per unit = Total fixed cost + Activity level

Example:
Salter Inc. pays $12,000 per month to rent its production facility.

e In June, 2,000 units were produced — $12,000 + 2,000 =
$6.00 per unit

e In July, 3,000 units were produced — $12,000 + 3,000 =
$4.00 per unit

The total rent stayed at $12,000, but the cost per unit fell as
output rose. This behavior defines fixed costs.

~ Key Tip: Fixed costs are constant in total, but spread across
more (or fewer) units as production changes.

3. Mixed Costs:

e Definition: Mixed costs have a fixed base that does not
change with activity and a variable portion that rises as
activity increases.

e Formula: Total mixed cost = Fixed cost + (Variable rate x
Activity level)

Example:

Marlo Co. pays a monthly utility bill that includes a fixed charge of
$2,000 plus $3 per machine hour used. In April, the company
used 6,000 machine hours.
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e Fixed portion = $2,000
e Variable portion = $3 x 6,000 = $18,000
e Total mixed cost = $2,000 + $18,000 = $20,000

This mix of fixed and variable components makes it a mixed
cost.

~~ Key Tip: Mixed costs increase with activity but always start
with a fixed minimum.

4. Calculating Variable and Fixed Portions from Mixed Costs:

To separate a mixed cost into its variable and fixed parts, use the
high-low method, which estimates cost behavior based on two
activity levels.

Steps:

1. Identify the highest and lowest activity levels and their total
costs.

2. Compute the change in cost and the change in activity.

3. Divide the change in cost by the change in activity to find the
variable rate.

4. Use the mixed cost formula to find the fixed portion.

Example:
Harper Co. recorded the following costs:

e January: 4,000 machine hours — $14,000 total cost
e February: 6,000 machine hours — $18,000 total cost

Step 1:
e Change in cost = $18,000 — $14,000 = $4,000
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e Change in hours = 6,000 - 4,000 = 2,000
Step 2: Variable cost per hour = $4,000 + 2,000 = $2 per hour
Step 3: Fixed cost = $14,000 — ($2 x 4,000) = $6,000

Step 4 (Cost equation): Total cost = $6,000 fixed cost + ($2 x
machine hours)

So, the cost is mixed, with $6,000 fixed and $2 variable per hour.
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Application: Describe and use the different costing methods
including absorption, variable, activity-based, process and job
order costing.

Costing methods determine how production costs are assigned to
products and how those costs flow through the financial
statements. Each method provides different insight into pricing,
profitability, and performance evaluation.

1. Absorption Costing:

Definition: Under absorption costing (also called full costing), all
manufacturing costs—both variable and fixed—are assigned to
products. This includes:

e Direct materials

e Direct labor

e Variable manufacturing overhead
e Fixed manufacturing overhead

Nonmanufacturing costs (selling and administrative) are
expensed in the period incurred.

Example:
A company produces 1,000 units.

e Direct materials = $20,000

e Direct labor = $10,000

e Variable overhead = $5,000

e Fixed overhead = $15,000

Total manufacturing cost = $50,000

Cost per unit = $50,000 + 1,000 = $50 per unit

53 | © SuperfastCPA. All Rights Reserved.



If 800 units are sold, 200 remain in inventory carrying $50 x 200 =
$10,000 in costs.

~~ Key Tip: Absorption costing is required for external financial
reporting (GAAP) because it matches all manufacturing costs with
the units produced.

2. Variable Costing:

Definition: Under variable (direct) costing, only variable
manufacturing costs are assigned to products:

e Direct materials
e Direct labor
e Variable manufacturing overhead

Fixed manufacturing overhead is treated as a period expense and
not inventoried.

Example:
Using the same data as above:

e Direct materials = $20,000
e Direct labor = $10,000

e Variable overhead = $5,000
e Fixed overhead = $15,000

Variable production costs = $20,000 + $10,000 + $5,000 =
$35,000
Cost per unit = $35,000 + 1,000 = $35

Fixed overhead of $15,000 is expensed immediately, not included
in inventory.
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~~ Key Tip: Variable costing is useful for internal decision-making
and CVP analysis because it separates fixed and variable costs
clearly.

3. Activity-Based Costing (ABC):

Definition: Activity-based costing assigns overhead to products
based on the activities that generate those costs rather than a
single cost driver like labor hours. Each activity has its own cost
pool and cost driver.

Common activity cost pools and drivers:

e Machine setups — number of setups

e Quality inspections — number of inspections
e Purchase orders — number of orders

e Shipping — number of shipments

Example:

e Total setup cost = $20,000 for 100 setups — $200 per setup.

e Product A requires 10 setups — 10 x $200 = $2,000
assigned.

e Product B requires 5 setups — 5 x $200 = $1,000 assigned.

ABC helps assign overhead more accurately when products use
resources differently.

~~ Key Tip: ABC improves cost accuracy in complex
environments, revealing which products or customers consume
the most resources.
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4. Process Costing:

Definition: Process costing is used when identical or continuous
products are produced (e.g., food, chemicals, paper). Costs are
accumulated by process or department, and the cost per unit is
based on the average cost of all units produced.

Example:
A paint manufacturer produces 10,000 gallons of paint and incurs:

e Materials = $60,000

e Labor = $30,000

e Overhead = $10,000

e Total = $100,000 for 10,000 gallons produced.

Cost per gallon = $100,000 + 10,000 = $10 per gallon.

Each gallon is assigned the same $10 cost because production is
uniform.

5. Job Order Costing:

Definition: Job order costing is used when products are
customized or distinct (e.g., furniture, construction, consulting).
Costs are accumulated by job or batch, not by process.

Each job’s cost = Direct materials + Direct labor + Applied
overhead

Example:
Job 101 requires:

e Direct materials = $2,000
e Direct labor = $1,000 (50 hours x $20/hour)
e Overhead applied at $15 per labor hour = 50 x $15 = $750
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Total job cost = $2,000 + $1,000 + $750 = $3,750.
6. Joint Product Costing:

Definition: When a single production process yields multiple
products simultaneously, the shared costs up to the split-off point
are called joint costs. After the split-off point, costs are traceable
to individual products (called separable costs).

Common allocation methods:

e Physical units method: Allocate joint costs based on quantity
produced.

e Sales value at split-off method: Allocate joint costs based on
relative sales value.

e Net realizable value (NRV) method: Allocate based on final
sales value minus separable costs.

Example:
A process yields 1,000 gallons of Product X and 500 gallons of
Product Y.

e Total joint cost = $15,000.
e Sales value at split-off: X = $20,000; Y = $10,000.
e Total sales value = $30,000.

Allocation:

e X =$15,000 joint cost x ($20,000 split off + $30,000 total) =
$10,000

e Y =$15,000 joint cost x ($10,000 split off + $30,000 total) =
$5,000

57 | © SuperfastCPA. All Rights Reserved.



Analysis: Derive the appropriate variance analysis method to
measure the key cost drivers by analyzing business scenarios.

Variance analysis can be applied to any key cost
driver—materials, labor, overhead, or sales—but the right method
depends on what is changing in the scenario. The goal is to
identify whether the difference came from price, quantity,
efficiency, or capacity.

If the scenario involves a difference in the price or rate paid for an
input, such as paying more or less per pound of material or per
labor hour than the standard, use a price (rate) variance. Price
variances isolate the cost impact of paying a different rate for the
same quantity of input.
e Example: If a company paid workers $19 per hour instead of
the $20 standard rate, the difference is a labor rate variance.

If the scenario involves a difference in the quantity or amount of
input used, such as using more or fewer materials or labor hours
than the standard allowed for actual output, use an efficiency
(usage) variance. Efficiency variances measure how effectively
resources were used.

e Example: If the standard allows 1,000 pounds of material for
the output achieved but the company actually used 1,100
pounds, the excess is measured by the material usage
variance.

If the change involves indirect costs (overhead) and the focus is

on the rate of spending, use a variable overhead spending
variance. This variance examines whether variable overhead
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costs, such as utilities or indirect supplies, were higher or lower
per hour than the standard rate.

If overhead differences are caused by more or fewer driver-hours
being used than expected, use a variable overhead efficiency
variance. This focuses on how efficiently indirect activities were
performed, not their price.

If a scenario compares actual fixed overhead to the budgeted
amount, use a fixed overhead budget variance. This measures
whether fixed costs like rent or insurance were over- or
under-spent compared to plan.

If the issue is that production volume was above or below the
normal activity level used to set the fixed overhead rate, use a
fixed overhead production volume variance. This variance
measures how well capacity was utilized. Producing fewer units
than expected causes fixed overhead to be under-absorbed and
creates an unfavorable variance.

If the question compares actual selling prices to budgeted or
standard prices, use a selling price variance. This shows
whether the difference in average selling price increased or
decreased revenue.
e Example: Selling products at $18 per unit instead of the $20
budgeted price creates an unfavorable selling price variance.

If the number of units sold differs from the budget, use a sales
volume variance. This measures how changes in sales quantity
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affect profit. Selling more units than budgeted creates a favorable
variance because it increases contribution margin.

Finally, if the scenario compares actual total variable cost to the
flexible budget at actual volume, use a flexible budget variance.
This captures the overall impact of price and efficiency differences
across inputs.

+~ Key Tip: To determine the right variance method, first ask
“What changed?”
e |f the change is in price or rate, use a price or rate variance.
e If the change is in quantity or efficiency, use an efficiency or
usage variance.
e If the change relates to capacity or output volume, use a
volume variance.
e If the change is in fixed spending, use a budget variance.

Once you know what changed, apply the matching variance
formula to measure its cost impact.
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Analysis: Interpret sales results by performing price, volume and
mix analysis.

Sales variance analysis helps identify why total sales revenue
differs from the budget by breaking the difference into three key
drivers: price, volume, and mix. Each variance explains a specific
cause of change in total revenue.

1. Price Analysis:
Price analysis focuses on how changes in the selling price per
unit affected total revenue.
e Formula: Price Variance = (Actual Selling Price — Budgeted
Selling Price) x Actual Quantity Sold
e Interpretation: A positive (favorable) price variance means
products were sold at a higher average price than
planned—often due to strong demand, improved product
quality, or successful premium pricing. A negative
(unfavorable) price variance indicates sales were made at
lower prices than budgeted, possibly due to discounts,
competition, or a higher share of lower-end products.

~~ Key Tip: Price variance isolates the effect of price changes—it
shows how pricing decisions or market conditions directly
influenced revenue.

2. Volume Analysis:
Volume analysis measures how changes in the number of units
sold affected total revenue compared to the budget.
e Formula: Volume Variance = (Actual Quantity Sold -
Budgeted Quantity Sold) x Budgeted Selling Price
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e Interpretation: A favorable volume variance means more
units were sold than expected, possibly from stronger market
demand or effective sales campaigns. An unfavorable
variance means fewer units were sold, which might result
from weaker demand, new competition, or external
economic factors.

3. Mix Analysis:

Mix analysis examines how the proportion of each product sold
affects total revenue. It shows whether the company sold more of
higher-priced or lower-priced products than expected.

e Formula: Mix Variance = (Actual Mix % — Budgeted Mix %) x
Budgeted Selling Price x Actual Total Quantity Sold

To apply this, first calculate each product’s mix percentage:

e Actual Mix % is the percentage of total sales volume made
up by a product in the current period.
o Example: If Product A sold 600 units out of 2,000 total,
its actual mix is 600 + 2,000 = 30%.
e Budgeted Mix % is the percentage that product was
expected to represent in the budget.
o Example: If Product A was budgeted to be 25% of total
units, then its budgeted mix is 25%.

The variance then measures how that shift in proportions affected
total revenue when multiplied by the product’s price and the total
quantity sold.

e Interpretation: A favorable mix variance means a greater
share of higher-priced or higher-margin products were sold,
increasing total revenue. An unfavorable mix variance
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means a larger share of lower-priced products were sold,
reducing total revenue.

~~ Key Tip: Mix variance focuses on the composition of sales,
not just how many units were sold or at what price. Even if total
sales units meet the budget, a change in the sales mix can raise
or lower revenue and profit.
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B. Prospective analysis, including the use of
data

1. Budgeting, Forecasting and Projection

Application: Determine methods to transform (e.g., preparing,
cleaning, scrubbing) structured and unstructured data to make it
useful for decision-making.

Organizations collect data in many different forms. Before it can
be analyzed, data must be transformed—prepared, cleaned, and
standardized—to ensure accuracy and consistency. This process
turns raw information into something reliable and usable for
decision-making.

1. Structured vs. Unstructured Data:
Structured Data:

Structured data is organized in a defined format—usually rows
and columns—so it can be easily stored in databases and
analyzed with formulas or queries.

e Examples: Sales transactions, inventory tables, general
ledger data, or customer records with defined fields (name,
date, amount).

Unstructured Data:

Unstructured data has no fixed format or consistent organization,
making it harder to process automatically.
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e Examples: Emails, PDF reports, text comments, images, or
social media posts.

~~ Key Tip: Structured data is ready for quantitative analysis,
while unstructured data often needs extra preparation (like text or
image processing) before it can be used.

2. Data Preparation:

Definition: Data preparation involves gathering and organizing
data from multiple sources into a usable format for analysis.

Methods include:

e Extracting data from systems such as ERP, CRM, or
spreadsheets.

e Combining datasets so that information from different
sources aligns (e.g., merging sales data with customer
demographics).

e Standardizing formats for dates, currencies, and categories
to make them consistent across files.

Example: Before analyzing profitability, an accountant combines
product sales data (from the sales system) with cost data (from
the ERP) and ensures both use the same date format and product
codes.

3. Data Cleaning:

Definition: Data cleaning corrects errors, removes duplicates, and
fills in missing or inconsistent values to improve data accuracy.
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Common methods:

e Removing duplicates: Ensuring each record appears only
once.

e Fixing errors: Correcting misspellings, incorrect codes, or
wrong numbers.

e Handling missing data: Using averages, prior values, or
known substitutes.

e \alidating data ranges: Checking that numerical values fall
within logical limits.

Example: If a dataset shows one sale recorded as $50,000
instead of $500, cleaning would identify and correct the error
before analysis.

4. Data Scrubbing:

Definition: Data scrubbing (sometimes used interchangeably with
cleaning) goes a step further—it not only corrects errors but also
standardizes and enriches data for advanced analysis.

Methods include:

e Formatting consistency: Making capitalization, codes, and
categories uniform.

e Removing irrelevant data: Deleting fields or records that add
noise (e.g., empty text fields).

e Cross-checking data: Comparing with trusted sources to
verify accuracy.

e Converting unstructured data: Turning text or document data
into analyzable form (e.g., using keyword tagging or natural
language tools).
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Example: If customer comments are collected in text form,
scrubbing might involve tagqging keywords like “delivery” or “price”
to allow analysis of common themes.
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Application: Prepare a budget using supportable assumptions.

Budgets are forward-looking financial plans that translate goals
and assumptions into measurable targets. Preparing a
supportable budget means linking each step logically, so every
estimate flows naturally from the one before it. The process
begins with sales, which drive production, purchases, and
ultimately cash flow.

1. Flow of the Budgeting Process:

Budgets follow a logical order because each one depends on
information from the prior step.

Typical sequence: Sales budget — Production budget — Direct
materials, direct labor, and overhead budgets — Cost of goods
sold — Cash and income statement budgets

1. Sales Budget:

This is the starting point, estimating the quantity and dollar
amount of sales expected for the period.

o Example: If a company expects to sell 10,000 units at
$50 each, the sales budget is $500,000.

2. Production Budget:

Determines how many units must be produced to meet sales
and inventory requirements.

o Formula: Budgeted Production = Budgeted Sales +
Desired Ending Inventory — Beginning Inventory

o Example: If sales are 14,000 units, beginning inventory
is 2,600, and the company wants 3,000 units in ending
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inventory, production should be 14,000 + 3,000 - 2,600
= 14,400 units.

3. Direct Materials, Labor, and Overhead Budgets:

These depend on the production budget. Once the number
of units to be produced is known, materials and labor
requirements can be calculated.

o Materials Needed for Production: Units to be produced
x Material required per unit

o Materials to Purchase: Materials needed for production
+ Desired ending inventory — Beginning inventory

o Example: Producing 10,400 units at 4 pounds each
requires 41,600 pounds of material. If 4,000 pounds are
in inventory and the company wants 4,400 pounds on
hand, it must purchase 41,600 + 4,400 — 4,000 =
42,000 pounds.

4. Cost of Goods Sold (COGS) Budget:

Combines the materials, labor, and overhead budgets to
estimate total production cost and the cost of goods
expected to be sold.

o Example: If COGS averages 60% of sales and sales
are $300,000, then COGS is $180,000.

5. Cash Budget and Master Budget:
o The cash budget summarizes inflows (collections) and
outflows (payments) to ensure liquidity.
o The master budget combines all schedules into one
integrated plan—the income statement, balance sheet,
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and cash flow forecasts all connect back to these
earlier budgets.

2. Flexible Budgets:

A flexible budget adjusts expected costs for actual activity levels.
It separates variable costs, which change with production volume,
from fixed costs, which stay constant within the relevant range.

Example:

A static budget for 10,000 units includes $24,000 materials,
$16,000 labor, and $20,000 overhead (of which $8,000 is fixed).
At 12,000 units:

o Materials = 12,000 x $2.40 (“5275-) = $28,800

Labor = 12,000 x $1.60 (25555)= 819,200

Variable overhead = 12,000 x $1.20 (22200 = ¢14 400

10,000 )
Fixed overhead = $8,000
Total = $28,800 + $19,200 + $14,400 + $8,000 = $70,400

This approach ensures that performance comparisons reflect
efficiency, not just volume differences.

3. Using Assumptions to Build Budgets:

Supportable budgets rely on assumptions that can be justified
with data or past results. Examples include:

e Sales growth rates based on historical trends or market
research.

e Inventory policies (e.g., ending inventory = 20% of next
month’s sales).
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e Material usage based on standard bills of materials.
e Labor hours per unit derived from production standards.

Each assumption links one part of the budget to another, ensuring
internal consistency.

Example: Increasing sales projections automatically raises
production needs, which increases materials and labor budgets,
and ultimately affects cash requirements.
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Application: Use forecasting and projection techniques to model
financial results including revenue growth, cost and expense
characteristics and profitability.

Forecasting and projection techniques allow management to
estimate how the business will perform under expected or
hypothetical conditions. These models use data on sales, costs,
and expenses to evaluate how future changes—Iike growth rates,
pricing decisions, or cost fluctuations—will affect profitability. The
goal is to turn assumptions into measurable, supportable
outcomes that guide planning and performance evaluation.

1. Forecasting and Projection Basics:

Forecasting: Uses historical data and observable trends to predict
the most likely outcome under current conditions.

e Example: If revenue has increased by 5% per year for the
past three years, management might forecast another 5%
increase next year, assuming market conditions stay similar.

Projection: Estimates what results would look like under specific
“what-if” scenarios, often for decision-making or sensitivity
analysis.

e Example: Management could project profit if sales grow
10% but labor costs rise 5%, testing the impact of competing
assumptions.

Together, forecasting and projection help organizations plan
realistically while also preparing for alternative outcomes.

~ Key Tip: Forecasts show what’s expected to happen;
projections show what could happen under different assumptions.
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2. Cost-Volume-Profit (CVP) Relationships:

CVP analysis connects sales, costs, and profit to show how
changes in one affect the others, assuming linear cost behavior
within the relevant range.

Key terms:

e Sales price per unit: Amount charged per unit sold.

e \ariable cost per unit: Costs that move directly with volume
(e.g., materials, labor).

e Fixed costs: Remain constant regardless of output (e.g.,
rent, salaries).

e Contribution margin per unit: Sales price — Variable cost per
unit; the portion of each sale that covers fixed costs and
profit.

Understanding the contribution margin helps forecast whether
projected sales levels will be sufficient to meet profit goals.

~~ Key Tip: The contribution margin is the core of profitability
analysis—every CVP, breakeven, and target-profit question builds
from it.

3. Breakeven and Profit Forecasting:

The breakeven point shows how many units (or sales dollars) are
needed for total revenue to equal total costs—no profit or loss.

Formulas:

Fixed Costs
Contribution margin per unit

e Breakeven units =

e Breakeven sales = Breakeven units x Selling price per unit
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Example: /f fixed costs are $120,000, price $50, and variable cost
$120,000 —
$20

$30, then contribution margin = $20. Breakeven units =
6,000 units. Breakeven sales = 6,000 x $50 = $300,000.
To forecast required sales for a target profit:

(Fixed Costs + Target profit)
Contribution margin per unit

e Required units =

Example: With fixed costs of $80,000 and a $20,000 profit goal,

_ ($80,000 + $20,000)

and CM of $40, required units = o = 2,500 units.

This technique models how volume changes affect profit and
supports budgeting and goal setting.

~~ Key Tip: When a question asks for breakeven in sales dollars,
use the contribution margin ratio instead of per-unit margin for
faster calculation.

4. Profitability Modeling:

Forecasting profitability combines projected sales, costs, and
expenses to estimate operating income.

Formula: Operating income = (Sales price — Variable cost) x Units
— Fixed costs

Example: Price $75, variable cost $45, fixed costs $90,000, and
3,500 units: ($75 — $45) x 3,500 - $90,000 = $15,000 operating
income.

This reveals whether expected volume will generate enough
contribution margin to cover fixed costs and produce profit.
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5. Setting Prices for Profit Goals:

When companies set profit targets, they can determine the selling
price needed to achieve them (common for new products or bids).

Example: If variable cost per unit is $30 and the company wants
a 40% margin on sales price, then 60% of the price covers cost.
Sales price = $30 + 0.60 = $50 per unit.

~~ Key Tip: If the profit margin is “based on sales price,” divide

by (1 — margin %). If it's “based on cost,” multiply by (1 + margin
%). Mixing those up is a frequent CPA exam trap.

6. Forecasting with Statistical Tools:

When forecasting depends on relationships between variables,
use correlation and regression.

e Correlation coefficient (r): Measures how strongly two
variables move together, from -1 to +1.

e Coefficient of determination (R?): Shows how much of the
variation in one variable is explained by the other.

Example: Ifr = 0.5, then R? = 0.25, meaning 25% of the variation
in sales is explained by advertising spend, with the remaining
75% due to other factors. Correlation does not prove
causation.
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Analysis: Prepare and interpret the results of planning techniques
including cost benefit analysis, sensitivity analysis, what-if
scenarios, breakeven analysis and predictive analytics.

Planning techniques help management evaluate different
strategies, test assumptions, and understand how changes in
costs, prices, or activity levels affect performance. These tools are
often used together to strengthen forecasts, support investment
decisions, and assess financial risks before committing to a plan.

1. Cost-Benefit Analysis:

Cost-benefit analysis compares the total expected benefits of an
action to its total expected costs to determine if it adds value to
the organization. It helps ensure that resources are spent on
projects with positive net returns.

e Formula: Net Benefit = Total Expected Benefits — Total
Expected Costs

e Example: A manufacturer considers automating part of its
process. The system costs $250,000 to install but saves
$100,000 per year in labor. Over three years, total benefits =
$300,000, total cost = $250,000, net benefit = $50,000.
Since benefits exceed costs, the project is financially sound.

e Cost-benefit analysis can include both quantitative (financial)
and qualitative (strategic or customer-related) factors to
provide a complete picture of value.
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2. Sensitivity Analysis:

Sensitivity analysis measures how much an outcome changes
when a single key assumption changes. It isolates the effect of
one variable—like sales volume, price, or cost—while holding
others constant.

e Example: If profit is $50,000 at 10% sales growth but drops
to $20,000 when growth is only 5%, profit is highly sensitive
fo sales performance.

e This analysis helps managers identify which assumptions
have the biggest impact on results, highlighting the most
important risks or opportunities.

3. What-If (Scenario) Analysis:

What-if analysis tests how results change when multiple
assumptions vary together. It helps model best-case, worst-case,
and expected-case scenarios to see the full range of possible
outcomes.

e Example: Management might test how profit changes if
sales volume increases 10% but material costs rise 5%, or if
both decline at the same time. These scenarios show how
flexible or risky the plan is.

e Scenario analysis is especially useful when planning under
uncertainty, since real-world outcomes often involve several
changing factors at once.

~~ Key Tip: What-if analysis combines multiple variables—use it
for comprehensive “big picture” planning and risk management.
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4. Breakeven Analysis:

Breakeven analysis identifies the level of sales needed for total
revenue to equal total costs, resulting in zero profit or loss. It is a
fundamental planning tool for setting prices, controlling costs, and
evaluating capacity.

Formulas:

Fixed Costs
(Selling price — Variable cost per unit)

e Breakeven units =

e Breakeven sales = Breakeven units x Selling price per unit

Example: If fixed costs are $100,000, price $50, and variable cost
$30, breakeven = $100,000 + ($50 — $30) = 5,000 units. Selling
more than 5,000 units generates profit; fewer leads to a loss.

Breakeven analysis can also be used with contribution margin
ratios to analyze profitability in sales dollars rather than units.

5. Predictive Analytics:

Predictive analytics uses statistical models and data trends to
forecast future outcomes. It applies techniques like regression,
correlation, and machine learning to identify patterns and predict
performance metrics such as sales, costs, or customer demand.

e Example: Using three years of historical sales and
advertising data, a regression model predicts next quarter’s
sales. Management can then adjust marketing spending to
match expected results.

e Predictive analytics helps turn historical data into
forward-looking insight, improving accuracy in forecasting
and planning.
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~~ Key Tip: The strength of predictive analytics depends on data
quality—clean, consistent inputs lead to more reliable forecasts.
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Analysis: Analyze results of forecasts and projections using ratio
analysis and explanations of correlations to, or variations from,
key financial indices.

This task will be represented in a task-based simulation and
would cover various aspects of the items covered previously in
this topic.

80 | © SuperfastCPA. All Rights Reserved.



2. Capital Structure

Application: Calculate the cost of capital for a given financial
scenario.

The cost of capital represents the minimum return a company
must earn on its investments to satisfy investors and creditors. It
reflects the blended cost of all financing sources—debt, preferred
stock, and common equity—weighted by their relative proportions
in the company’s capital structure. The result is the weighted
average cost of capital (WACC), which serves as the company’s
hurdle rate for evaluating new projects.

1. Components of the Cost of Capital:
A company can raise funds through several sources, each with its
own required rate of return:

e Common equity (or retained earnings): The return expected
by shareholders. If no new shares are issued, the cost of
retained earnings equals the cost of equity, since both
represent the required return on existing stock.

e Preferred stock: The return investors expect based on the
fixed dividend paid by preferred shares.

e Debt: The interest rate the company pays on borrowed
funds, adjusted for taxes because interest is deductible.

2. Cost of Common Equity Using CAPM:
The Capital Asset Pricing Model (CAPM) estimates the required
return on equity based on market risk.

e Formula: Cost of Equity = Risk-Free Rate + Beta x (Market
Return — Risk-Free Rate)

81 | © SuperfastCPA. All Rights Reserved.



e The risk-free rate represents a return with no default risk
(like U.S. Treasury bonds), while the market return reflects
the average performance of the stock market. Beta
measures how volatile the company’s stock is relative to the
market—higher beta means higher risk and a higher
required return.

e \When the company uses retained earnings instead of
issuing new stock, the cost of retained earnings is the same
as the cost of equity because there are no flotation
(issuance) costs.

3. Cost of Preferred Stock:
Preferred stockholders receive fixed dividends, so their required
rate of return is based on dividend yield:

e Formula: Cost of Preferred Stock = Annual Dividend +
Current Market Price per Share

e If multiple preferred stock classes exist, calculate the cost of
each, then weight them by their market values to find the
overall cost of preferred equity.

4. After-Tax Cost of Debt:
Because interest expense is tax-deductible, the after-tax cost of
debt is lower than the stated (pre-tax) rate.

e Formula: After-Tax Cost of Debt = Pre-Tax Cost of Debt x (1
— Tax Rate)

e This adjustment reflects the tax savings created by interest
payments, often called the tax shield.

5. Weighted Average Cost of Capital (WACC):
Once each component’s cost is determined, WACC is calculated

82 | © SuperfastCPA. All Rights Reserved.



by weighting each cost by its share of total capital (based on
market values).

e Formula: WACC = (Weight of Equity x Cost of Equity) +
(Weight of Preferred x Cost of Preferred) + (Weight of Debt x
After-Tax Cost of Debt)

e WACC shows the average rate the company must pay for
every dollar of financing. It serves as the benchmark return
when deciding whether to pursue new projects or
investments.

6. How Leverage Affects WACC:

Adding some debt to the capital structure can reduce WACC
initially, since debt is usually cheaper than equity and offers a tax
advantage. However, taking on too much debt increases financial
risk, which causes both lenders and shareholders to demand
higher returns. At that point, WACC begins to rise again. The goal
is to find the optimal balance where financing costs are minimized
without raising risk excessively.

Example: Calculating WACC Step-by-Step
Brandon Co. has the following capital structure and costs:

e Common equity: $400,000, with a cost of 12%
e Preferred stock: $300,000, with a cost of 8%
e Debt: $300,000, with a pre-tax cost of 5%

e Corporate tax rate: 30%

Step 1: Determine the weight of each component based on total
capital.

e Total capital = $400,000 + $300,000 + $300,000 =
$1,000,000
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e Equity weight = 0.40; Preferred weight = 0.30; Debt weight =
0.30

Step 2: Adjust the cost of debt for taxes.
After-tax cost of debt = 5% x (1 —0.30) = 3.5%

Step 3: Apply the WACC formula.

o WACC =(0.40 equity x 12% cost) + (0.30 preferred x 8%
cost) + (0.30 debt x 3.5% after tax cost)
o WACC =4.8% +2.4% + 1.05% = 8.25%

Interpretation: Brandon Co. must earn at least 8.25% on its
investments to satisfy all investors—equity holders, preferred
Shareholders, and lenders. If new projects yield a return greater
than 8.25%, they add value to the company.
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Application: Determine the impact of changes in an entity’s capital
structure on cost of capital, loan covenants, liquidity and leverage.

A company’s capital structure is the mix of debt and equity it uses
to finance operations. Changes in that mix affect the company’s
cost of capital, financial leverage, liquidity, and loan covenants.
Understanding how each reacts helps accountants predict the
financial and risk impact of financing decisions.

1. Financial Leverage:

The debt-to-equity ratio measures financial leverage, or how
much the company relies on borrowed money compared to owner
financing.

Total Debt
Total Equity

e A higher ratio means the company is more leveraged — it
has more debt relative to equity. This can increase returns
for owners when times are good but also raises financial
risk.

e Formula: Debt-to-Equity =

Example:

e A company has $300,000 in equity and $200,000 in debt, so

the debt-to-equity ratio is 0.67 ( $§38%8823§Z’; ).

e [fit borrows another $150,000 without adding equity, the new

. . $350,000 _
ratio is 3300000 1.17.
e The company is now more financially leveraged and carries
higher risk.
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2. Cost of Capital and Taxes:

The weighted average cost of capital (WACC) is the average rate
a company must earn to satisfy both lenders and owners. Debt is
usually cheaper than equity because of the tax shield — interest
expense is deductible. When the corporate tax rate increases, the
after-tax cost of debt decreases, which lowers WACC slightly.

Example:
Suppose a company’s debt costs 6% before taxes.

o Ata 20% tax rate:

After-tax cost of debt = 6% * (1 —0.20) = 4.8%
o At a 35% tax rate:

After-tax cost of debt = 6% x (1 - 0.35) = 3.9%

So, as the tax rate increases from 20% to 35%, the company
keeps more benefit from the tax deduction on interest. The debt
effectively becomes cheaper, and the overall WACC decreases
slightly because of this larger tax shield.

3. Basis Points and Borrowing Costs:
Lenders often describe interest rate changes in basis points.
e 1 basis point = 0.01% (100 basis points = 1%).

When a company increases debt, lenders view it as riskier and
raise the interest rate by adding more basis points over a
benchmark (like Treasury rates).
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Example:

e [fthe 10-year Treasury rate is 4% and the company pays
150 basis points above that, the rate is 5.5%.

e [fthe company takes on more debt and lenders now charge
250 basis points, the rate becomes 6.5%.

o After tax (at 30%), that equals 6.5% % (1 — 0.30) = 4.55%.

e This shows how more leverage can increase borrowing
costs even after taxes.

4. Liquidity:

Liquidity measures how easily a company can pay short-term
obligations. The current ratio (current assets + current liabilities) is
a key indicator. When a company adds short-term debt without
increasing current assets, the ratio falls — meaning liquidity
weakens.

Example:

If a company’s current ratio drops from 1.8 to 1.2 after issuing
Short-term debt, it has less ability to meet upcoming payments
and may violate loan covenants that require a minimum ratio (for
example, 1.5).

5. Loan Covenants:

Loan covenants are conditions set by lenders to limit risk.
Common examples include:

e Maximum debt-to-equity ratio: Limits how much debt a
company can take on.

e Minimum current ratio: Ensures the company keeps enough
liquidity.
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e Minimum interest coverage ratio: Ensures earnings can
cover interest costs.

If a company adds debt and violates a covenant, lenders may
raise interest rates, restrict dividends, or even demand
repayment.

Example: Bringing It All Together
Summit Co. has $600,000 in equity and $400,000 in debt. The

interest rate on debt is 5%, and the tax rate is 30%.
Before:

.. _  $400,000 debt _
e Debt-to-equity = $600,000 equity 0.67

e After-tax cost of debt = 5% x (1—-0.30) = 3.5%

Scenario 1 — Adds $300,000 of new debt:

e New debt = $700,000 ($400,000 + $300,000) —
$700,000debt  _ 4 4
$600,000 equity

e Lenders now charge 6% due to higher risk — After-tax = 6%
x(1-0.30) =4.2%

e [everage increases, borrowing costs rise, and liquidity may
weaken due to higher interest payments.

Debt-to-equity =

Scenario 2 — Adds $150,000 debt and $150,000 equity:

e New debt = $550,000; new equity = $750,000 —
Debt-to-equity = 0.73

e Lower leverage risk may reduce rates to 4.8%, making
borrowing cheaper and liquidity stronger.
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This comparison shows that moderate leverage can help reduce
the cost of capital, but excessive debt increases risk and may
trigger covenant issues.
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Analysis: Compare the strategies for financing new business
initiatives and operations within the context of an optimal capital
Structure.

An optimal capital structure is the mix of debt and equity that
minimizes a company’s overall cost of capital while balancing
financial risk and return. In other words, it's the point where the
company can fund operations and growth at the lowest possible
cost without taking on so much debt that risk becomes excessive.

A key principle to remember: Greater risk requires greater return.
As debt levels rise, lenders and investors demand higher returns
to compensate for added financial risk.

1. What “Optimal Capital Structure” Means:

e A company’s capital comes mainly from debt, equity, and
sometimes preferred stock.

e Debt is cheaper because of the tax deduction on interest, but
too much debt increases the risk of default.

e Equity is safer but more expensive because shareholders
expect higher returns for taking on more risk.

e The optimal capital structure is the balance between these
forces — enough debt to benefit from the tax shield, but not
so much that financial risk or borrowing costs rise sharply.

Example:

A company with very little debt may have a WACC of 9%. Adding
moderate debt lowers WACC to 7% because of the tax benefit. If
the company borrows heavily, lenders demand higher interest,
and WACC climbs back up to 8%. The minimum point (7%)
represents the optimal structure.
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2. Financing Strategies for New Business Initiatives:

When funding new projects, management must decide how to
raise capital and how it affects risk, control, and cost.

Debt Financing: Borrowing through loans or bonds.

e Advantages: Lower cost due to tax-deductible interest; no
dilution of ownership.

e Disadvantages: Increases financial risk and required debt
service; may restrict flexibility through covenants.

e Best used when: Cash flows are stable, interest rates are
favorable, and the company wants to retain control.

Equity Financing: Issuing new stock or using retained earnings.

e Advantages: No required repayment; improves solvency and
borrowing capacity.

e Disadvantages: More expensive than debt; may dilute
ownership and reduce earnings per share.

e Best used when: The company’s leverage is already high or
when consistent cash flow to cover debt payments isn'’t
guaranteed.

Hybrid Financing (Preferred Stock or Convertible Debt):
Combines features of debt and equity.

e Advantages: Offers flexibility—regular dividends like debt
interest but often no fixed maturity.

e Disadvantages: Usually more expensive than debt; still
increases required returns to investors.

e Best used when: A company wants to raise funds without
taking on too much debt or diluting control too heavily.
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3. Strategic Comparison

Financing Cost Risk Ownership | Effect on
Strategy Control WACC
Debt Lower (tax | Higher Retained Can reduce
deductible) WACC up to
a point
Equity Higher Lower Diluted if Reduces
new shares |risk but
issued raises
WACC
Hybrid Moderate Moderate | Partially Balances
diluted risk and cost
+~ Key Tips:

e Companies seek the structure that minimizes WACC while
maintaining financial flexibility.
e Too much debt increases risk and borrowing costs; too little

misses the tax advantage.

e Management should align financing choices with cash flow

stability and risk tolerance.

e Retained earnings are often the least expensive equity
source since they involve no flotation costs.
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Analysis: Interpret the impact of various capital structures on
financial statements and key performance measures.

This task will be represented in a task-based simulation and
would cover various aspects of the items covered previously in
this topic.
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3. Investment Alternatives Using Financial Valuation
Decision Models

Application: Calculate the present value of future cash flows or
the net present value of a potential investment.

Present value (PV) and net present value (NPV) are fundamental
tools in accounting and finance used to measure the value of
future cash flows in today’s terms. They help assess whether
future payments, receipts, or investments are worth their cost
today by considering the time value of money—the idea that a
dollar today is worth more than a dollar in the future because it
can earn interest or investment returns.

1. Present Value (PV):

Present value is the current worth of a single future amount or a
series of future payments, discounted back using an appropriate
interest or discount rate.

Future Value

e Formula: Present value =

number of periods

(1 + discount rate)
o Present value = PV
o Future value (the amount to be received in the future) =
FV
o Discount rate (interest rate per period) =r
o Number of periods = n

Example: You will receive $100,000 five years from now, and the
annual discount rate is 6%.

* PV= (11305032)5 - 11(?;)’308020 = $74,725 (approx.)
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e This means receiving $100,000 in five years is worth about
$74,725 today.

~~ Key Tip: The higher the discount rate or the longer the time
period, the lower the present value.

2. Net Present Value (NPV):

Net present value compares the present value of cash inflows
with the present value of cash outflows to determine whether an
investment or project creates value.

Formula: NPV = (Sum of PV of Inflows) — (Sum of PV of Outflows)

e If NPV is greater than O, the investment adds value.
e If NPV is less than 0, the investment decreases value.

Example: A company is evaluating a new project that costs
$400,000 today and will generate $120,000 per year for five
years. The discount rate is 8%.

Step 1: Find the present value of the future inflows (use the
present value of an annuity formula):

e Formula: Present value of future inflows = P x ——110

o P = Payment amount per period
o r = Discount rate (interest rate per period)
o Number of periods = n

-5
o PV =$120,000 x (-=1298)

0.08

e PV =2§120,000 % 3.9927 = about $479,125
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Step 2: Subtract the cost of the project:
o NPV =$479,125 - $400,000 = +$79,125

Because the NPV is positive, the project would be expected to
increase the company’s overall value.

3. Why PV and NPV Matter
These calculations are widely used in business and finance to:

e Evaluate investment projects or new equipment purchases.

e Compare financing or lease options.

e Measure the cost or benefit of future cash flows like loan
payments or long-term contracts.

They help decision-makers understand not just how much money
will be received or paid, but when those cash flows occur and
what they are worth today.

) Key Tips:

e Present value tells you how much a future amount is worth

now.
e Net present value tells you whether an investment adds or
subtracts value when timing and interest are considered.
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Application: Determine the impact of changes to assumptions
used to value an investment (e.q., using the Black-Scholes option
pricing model).

When an asset’s fair value is estimated, the result depends
heavily on the assumptions built into the valuation model. Even
small changes in those assumptions—such as the discount rate,
growth rate, or expected volatility—can significantly change the
calculated value. This is why it is essential to understand which
assumptions are most sensitive and how they affect the valuation
outcome.

1. Understanding Sensitivity in Valuation:

Every valuation method depends on a set of key assumptions.
The most common ones are the discount rate (the required
return), the growth rate of future cash flows, and, in the case of
options, volatility.

e Increasing the discount rate reduces the present value of
future cash flows, which lowers the asset’s fair value.

e Increasing the growth rate of cash flows increases the
asset’s fair value because the expected future benefits are
larger.

e Increasing volatility raises the value of options, because
higher uncertainty increases the potential upside.

In practice, valuation analysts often test the sensitivity of their
models by adjusting one assumption at a time to see how much
the value changes. This is known as sensitivity analysis.
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+~ Key Tip: Always identify which assumption has the greatest
impact on value. In most cases, this is the discount rate or the
growth rate.

2. Constant Growth Dividend Discount Model (DDM):

The Dividend Discount Model estimates the value of an equity
investment based on expected future dividends. When dividends
are expected to grow at a constant rate, the formula is:

Next year's dividend
(Required return — Growth rate)

Value =

Example:
A company expects to pay a $3 dividend next year. The required
return (discount rate) is 9%, and the expected growth rate is 3%.

_ $3 _
o Value = 009 00 $50

e Now, if the growth rate increases to 4%, the value becomes:

— $3 —
Value = (0.09—0.04) $60

e [fthe required return increases to 12%, the value becomes:

_ $3 _
Value = 01z 00D $33.33

This example shows how even a small change in either
assumption can cause a large change in value. The closer the
discount rate and growth rate are to each other, the more
sensitive the model becomes.

3. Zero Growth (Perpetuity) Model:

If dividends or cash flows are expected to remain constant
indefinitely, the valuation model simplifies to a zero-growth
perpetuity:
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Annual cash flow
Required return

Value =

Example:
If a company pays a constant annual dividend of $5 and the
required return is 8%, then:

o Value = —> = $62.50

If the required return increases to 10%, the value decreases to:

o Value =—>- = $50.00

This model is less sensitive than the constant-growth model
because there is no growth rate to amplify the effect of changes in
assumptions, but the discount rate still has a direct inverse
relationship with value.

4. Income Approach and Discount Rate Changes:

The income approach estimates value by converting expected
future cash flows into today’s dollars using a discount rate. This
rate represents the return a market participant would require to
invest in the asset, based on its risk.

To calculate value, each year’s cash flow is divided by (1 +
discount rate) raised to the number of years in the future that the
cash flow occurs:

e Value = (Cash Flow in Year 1 = (1 + r)*) + (Cash Flow in
Year2 + (1 +r)*2) + ... + (Cash Flow in Year n + (1 +r)"n)

In simpler terms, this means that money expected in the future is
worth less today, because of the time value of money.
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e \When the discount rate increases, each cash flow is
discounted more heavily, reducing total present value.

e When the discount rate decreases, each cash flow is
discounted less, increasing total value.

e When future cash flows are expected to grow or last for
more years, value increases because more income is being
received.

5. Black-Scholes Option Pricing Model:

The Black-Scholes model is used to value financial options, but
it's also a good example of how assumption changes affect
valuation. The model relies on several key inputs:

e The current stock price

e The strike (exercise) price

e The time to expiration

e The risk-free rate

e The volatility of the underlying stock

Among these inputs, volatility and time are the most influential.

e Higher volatility increases the value of both call and put
options, because greater uncertainty means more potential
upside.

e Longer time to expiration also increases an option’s value,
because there is more time for a favorable price movement.

~~ Key Tip: In most valuation models, increasing uncertainty
increases value for assets with upside potential (like options), but
decreases value for fixed-income or stable cash flow assets (like
bonds).
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Analysis: Compare investment alternatives (e.q., system
replacement, make, lease or buy decisions) using financial
metrics and modeling (e.q., payback period, net-present value,
economic value added, cash flow analysis, internal rate of return).

When a company faces an investment decision—such as
replacing equipment, leasing versus buying, or developing a new
system—it must compare alternatives using financial metrics that
evaluate profitability, risk, and timing of cash flows. These tools
help determine which option provides the best economic benefit.

1. Payback Period:

The payback period measures how long it takes for an investment
to recover its initial cost through net cash inflows. It focuses on
liquidity rather than profitability.

e Formula: Payback Period = Initial Investment + Annual Net
Cash Inflow

Example:
If a project costs $100,000 and produces $25,000 in cash inflows
per year:

e Payback Period = $100,000 + $25,000 = 4 years.

Interpretation: Shorter payback periods are preferred because
they recover cash faster. However, this method ignores cash
flows after payback and does not consider the time value of
money.
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2. Net Present Value (NPV):

NPV measures the difference between the present value of
expected cash inflows and outflows, discounted using a required
rate of return. It accounts for both profitability and time value of
money.

e Formula: NPV = (Present Value of Inflows) — (Present Value
of Outflows)

Example:

A project costs $100,000 and generates $30,000 per year for 5
years. Let’s assume that at a 10% discount rate, the present
value of inflows = $113,700.

e NPV =$§113,700 — $100,000 = +$13,700.

A positive NPV means the project adds value and should be
accepted; a negative NPV means it reduces value and should be
rejected.

~~ Key Tip: NPV is the most reliable metric for comparing
projects because it directly measures how much value an
investment adds to the company.

3. Internal Rate of Return (IRR):

The IRR is the discount rate that makes the NPV of an investment
equal to zero. It represents the project’s expected rate of return.

Decision Rule:

e If IRR > Required Rate of Return — Accept the project.
e If IRR < Required Rate of Return — Reject the project.
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Example:

If the company’s required return is 10%, and a $100,000
investment produces $30,000 per year for 5 years with an IRR
calculated to be approximately 15%, then the project should be
accepted because 15% is higher than 10%.

Limitations: IRR assumes cash flows can be reinvested at the IRR
rate, which may not be realistic, and it can give misleading results
when comparing projects with different sizes or timing of cash
flows.

4. Cash Flow Analysis:

Cash flow analysis focuses on the net inflows and outflows
associated with each investment option. It ensures that decisions
are based on actual cash, not accounting income.

Include:

e Initial cost (outflow)

e Operating inflows (cost savings, revenue increases)

e Disposal or salvage value

e Tax effects (depreciation tax shield)

Example:

If a new machine saves $15,000 in labor annually and costs
$45,000, it produces a net cash benefit of $15,000 per year, or
$75,000 over 5 years, before considering taxes and time value.

5. Economic Value Added (EVA):

EVA measures the amount by which a company’s return exceeds
its cost of capital. It shows whether an investment truly increases
shareholder value.
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e Formula: EVA = Net Operating Profit After Tax (NOPAT) —
(Capital x Cost of Capital)

Example:
If NOPAT = $200,000, total capital = $1,000,000, and cost of
capital = 10%,

e EVA = $200,000 - ($1,000,000 % 0.10) = $100,000.

A positive EVA means the project earns more than its financing
cost; a negative EVA means it destroys value.

6. Make, Lease, or Buy and System Replacement Decisions:

Companies often face choices between making a component
internally, leasing equipment, or buying it outright. These
decisions rely on comparing the present value of all future cash
flows under each option.

e Make: Include production costs, overhead, and opportunity
costs.

e Buy: Include purchase price and ongoing costs.

e Lease: Include lease payments and any related tax benefits.

The best choice is the one with the lowest total cost (in present
value terms) or the highest NPV if the investment generates
returns.

Example:

If buying costs $90,000, leasing costs $20,000 per year for 5
years, and the discount rate is 10%, the company would calculate
the present value of lease payments and compare it to the
$90,000 purchase price to determine which option is cheaper
overall.
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4. Risk Management

Remembering and Understanding: Recall the purpose and
objectives of the COSO ERM framework.

Enterprise Risk Management (ERM) is the culture, capabilities,
and practices integrated with strategy-setting and performance
that organizations use to manage risk in creating, preserving, and
realizing value. ERM recognizes that all organizations face
uncertainty, and managing that uncertainty effectively helps
achieve objectives while protecting value.

1. Purpose of COSO ERM:

The main purpose of the COSO ERM framework is to help
organizations identify, assess, and respond to risk in a way that
supports achieving strategy and business objectives. Rather than
eliminating risk, ERM helps management understand and
manage risk within the organization’s risk appetite, aligning
risk-taking with value creation.

2. Objectives of COSO ERM:

1. Enhance decision-making: Helps management make
informed choices by understanding how risk affects
objectives.

2. Reduce performance variability: Anticipating and managing
risk leads to more stable and predictable results.

3. Align strategy with risk appetite: Ensures that objectives are
realistic and consistent with the organization’s tolerance for
risk.

4. Support value creation and preservation: Balances growth
and opportunity with appropriate risk management.
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3. Key Components that Support the Purpose:

e Governance and Culture: Sets the tone at the top, defining
risk responsibilities and promoting accountability.

e Strategy and Objective-Setting: Integrates risk
considerations into strategic planning.

e Performance: Identifies and assesses risks that could affect
achievement of objectives.

e Review and Revision: Monitors changes and adapts the
ERM approach as conditions evolve.

e Information, Communication, and Reporting: Ensures
relevant risk information flows across the organization.

4. Limitations of COSO ERM:

Even a strong ERM system cannot eliminate all risk. It remains
subject to uncertainty, external factors, human error, bias in
judgment, collusion, and management override. ERM provides
reasonable—not absolute—assurance that objectives will be
achieved.

5. Roles and Responsibilities:
e Board of Directors: Provides oversight and ensures
management considers risk in strategy and performance.
e Management: Leads day-to-day ERM activities and
integrates them across business units.
e Employees: Contribute to identifying and managing risk
within their roles.

ERM is most effective when it's embedded throughout the
organization, not confined to a single department.
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Remembering and Understanding: Recall how the COSO ERM
framework can be applied to identify, respond to, and report
environmental, social and governance (ESG) related risks.

The COSO ERM framework helps organizations identify, assess,
and manage ESG (environmental, social and governance)-related
risks in the same structured way as other business risks. ESG
factors—such as climate change, social impact, and governance
practices—can affect reputation, compliance, strategy, and
long-term value, so they must be integrated into enterprise risk
management.

1. Identifying ESG Risks:

Organizations use the Governance and Culture and Strategy and
Objective-Setting components of COSO ERM to recognize ESG
risks early.

Examples include:

e Environmental: regulatory changes, resource scarcity, or
climate impact

e Social: labor practices, diversity, community relations, or
supply chain ethics

e Governance: board oversight, data privacy, or corruption risk
By mapping these risks to strategic objectives, management
ensures ESG factors are not overlooked in planning.

2. Responding to ESG Risks:
The performance component focuses on evaluating and
responding to ESG risks.
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Common responses include:

e Reducing risk (e.g., investing in cleaner technology)

e Sharing risk (e.g., through insurance or partnerships)

e Accepting risk when it aligns with strategy and within risk
appetite

The key is aligning ESG risk responses with the organization’s
overall strategy, resources, and tolerance for risk.

3. Reporting and Monitoring ESG Risks:

The Information, Communication, Reporting, and Review and
Revision components ensure ESG information is captured,
monitored, and communicated effectively.

This includes:

e Internal reporting to the board and management for
decision-making

e External reporting in sustainability or ESG disclosures to
meet stakeholder expectations

e Continuous monitoring as ESG issues evolve rapidly due to
regulation or public pressure

~ Key Tip: COSO ERM provides the structure to treat ESG risks
like any other strategic or operational risk—integrating them into
strategy, governance, and performance monitoring rather than
managing them as separate compliance topics.
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Application: Apply the COSO ERM framework to identify
risk/opportunity scenarios in an entity.

The COSO ERM framework helps organizations identify both
risks that could hinder objectives and opportunities that could
enhance value. The same process used to assess threats can
also uncover potential advantages—ERM aims to support better
decision-making by balancing both.

1. How ERM Identifies Risk and Opportunity Scenarios:
Using COSQO'’s structure, management evaluates internal and
external factors that could affect strategy and performance.

1. Governance and Culture:
Establishes clear accountability for recognizing risk and
opportunity. Leadership promotes a culture that encourages
transparency and open discussion of emerging issues.

2. Strategy and Objective-Setting:
When setting objectives, management identifies
assumptions and external conditions that could create risk or
opportunity.

e Example: A company planning global expansion
identifies risks (foreign exchange volatility, regulatory
barriers) and opportunities (new markets, economies of
scale).

3. Performance:
During execution, risks and opportunities are assessed
based on their likelihood and impact. Tools such as risk
maps or heat maps help prioritize them.

e Example: A retailer launching e-commerce identifies a
cyber risk but also an opportunity to increase market
Share and brand reach.
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4. Review and Revision:
Management reassesses scenarios regularly as conditions
change.

e Example: After new environmental laws are enacted, a
manufacturer reevaluates compliance risk but identifies
an opportunity to innovate with sustainable materials.

5. Information, Communication, and Reporting:
Key risks and opportunities are shared across departments
SO responses can be aligned and tracked.

e Example: The finance team communicates projected
interest rate changes to operations so capital planning
reflects both risk (higher costs) and opportunity
(refinancing at lower rates).

2. Types of Scenarios Identified Through ERM:

e Strategic risks and opportunities: Market entry,
acquisitions, or technology innovation

e Operational risks and opportunities: Supply chain
disruptions or efficiency improvements

e Compliance risks: Regulatory changes or enhanced
reputation from strong governance

e Financial risks: Interest rate, credit, or liquidity risks
balanced against financing opportunities
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Application: Use strategies to mitigate financial risks (e.q., market,
interest rate, currency, liquidity).

Financial risks arise from changes in markets, interest rates,
exchange rates, or a company’s ability to access cash when
needed. Managing these risks helps keep operations stable and
supports long-term value creation. The goal is not to eliminate risk
entirely, but to reduce its impact and keep it within acceptable
limits.

1. Market Risk:

Market risk is the potential for loss due to changes in the overall
economy, stock prices, or commodity values. It affects
investments, pension funds, and asset portfolios.

Mitigation Strategies:

e Diversification: Spreading investments across different
industries, asset classes, and regions reduces exposure to
one specific source of volatility. When one area performs
poorly, others may offset the loss.

o Example: A company invests in both technology and
utility stocks as well as bonds. If tech stocks fall, stable
bond returns help balance the impact.

e Hedging with Options or Futures: Derivatives allow a
company to protect against adverse price movements.

o Example: Buying a put option on a stock portfolio gives
the right to sell at a set price, limiting losses if the
market drops.
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~~ Key Tip: Diversification helps reduce unsystematic
(company-specific) risk, but cannot eliminate systematic (overall
market) risk that affects all investments.

2. Interest Rate Risk:

Interest rate risk occurs when rate changes affect borrowing costs
or investment income. This is especially relevant for companies
with large amounts of debt or interest-sensitive assets.

Mitigation Strategies:

e Fixed-Rate Financing: Choosing fixed-rate loans locks in
borrowing costs and shields the company from rising interest
rates.

o Example: Selecting a 6% fixed loan instead of a 5%
variable loan can save money long-term if rates rise
above 6% later.

e Interest Rate Swaps: A financial contract where a company
exchanges variable interest payments for fixed ones (or vice
versa) to stabilize future expenses.

o Example: A company paying interest at “"SOFR + 2%”
enters a swap to pay a fixed 6% rate and receive
SOFR, effectively locking in a predictable rate.

~ Key Tip: Fixed rates reduce uncertainty when rates are
expected to rise. Variable rates are beneficial when rates are
expected to fall.

3. Currency Risk:
Currency (foreign exchange) risk arises when a company has
international sales, purchases, or investments that will be settled
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in another currency. Changes in exchange rates can cause gains
or losses.

Mitigation Strategies:

e Forward Contracts: Lock in a specific exchange rate for a
future payment or receipt, protecting against unfavorable
rate movements.

o Example: A U.S. company buying goods from Europe
Iin euros enters a forward contract to fix the exchange
rate, ensuring costs don’t rise if the euro strengthens.

e Natural Hedges: Match foreign inflows and outflows in the
same currency to offset exposure naturally.

o Example: A company that earns euros from customers
uses those same euros to pay European suppliers,
reducing conversion risk.

e Partial Hedging: Hedging only part of the exposure lets a
company manage cost while accepting some risk, consistent
with its risk appetite.

~ Key Tip: After any hedge, the remaining exposure is called
residual risk. Management must ensure this remaining risk fits the
organization’s tolerance.

4. Liquidity Risk:

Liquidity risk is the danger of being unable to meet short-term
obligations due to poor cash flow timing, even when the company
is profitable on paper.

113 | © SuperfastCPA. All Rights Reserved.



Mitigation Strategies:

e Maintain Access to Credit: Having a revolving line of credit
provides a backup source of cash when revenue timing is
unpredictable.

o Example: A retailer with seasonal sales uses a credit
line to pay operating expenses during off-season
months.

e \Working Capital Management: Speeding up receivables,
reducing excess inventory, and managing payables carefully
help maintain cash availability.

o Example: Offering small early-payment discounts
encourages customers to pay invoices faster, improving
cash flow.

~~ Key Tip: Liquidity issues often result from timing
mismatches—strong profits do not guarantee cash availability.
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Analysis: Compare various strategies for managing the working
capital of an entity.

Working capital represents the difference between current assets
(cash, receivables, inventory) and current liabilities (payables,
short-term debt). Effective working capital management ensures a
company can meet short-term obligations while supporting daily
operations efficiently. The goal is to balance liquidity (enough
cash available) with profitability (using resources efficiently).

1. Managing Accounts Receivable:
Accounts receivable management focuses on collecting cash
quickly without losing customers.

Strategies include:

e Tightening credit policies: Grant credit only to customers with
strong payment histories.
o Example: A company reduces its collection period from
45 days to 30 days by reviewing customer credit ratings
more often.
e Early payment incentives: Offer discounts to encourage
faster payments.
o Example: “2/10, net 30” terms give customers a 2%
discount if they pay within 10 days.
e Active collection efforts: Follow up promptly on overdue
accounts and use automated reminders.

~ Key Tip: Faster collections improve liquidity but can reduce
sales if credit policies become too strict.
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2. Managing Inventory:
Inventory ties up cash, so managing it effectively helps free up
working capital.

Strategies include:

e Just-in-time (JIT): Keep minimal inventory by aligning
production closely with demand.

o Example: A manufacturer orders raw materials only
when a customer order is received.

e ABC analysis: ABC analysis means sorting inventory into
three groups—A, B, and C—based on how valuable or
important items are, so managers focus most attention on
the few high-value “A” items and less on the many low-value
“C” items.

e Inventory turnover monitoring: Track how often inventory is
sold and replaced to identify slow-moving goods.

~~ Key Tip: Lower inventory increases liquidity but raises the risk
of stockouts and lost sales.

3. Managing Accounts Payable:

Accounts payable management involves optimizing how and
when bills are paid to maintain good supplier relationships while
conserving cash.

Strategies include:

e Negotiate longer payment terms: Extend payables without
harming supplier trust.
o Example: Increasing payment terms from 30 to 45
days improves short-term cash flow.
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e Take advantage of early payment discounts: When cash is
available, early payments can provide effective returns
higher than short-term investments.

o Example: A “2/10, net 30” discount equals about a 36%
annualized savings if taken consistently.

+~ Key Tip: The goal is to delay payments strategically—without
paying late or damaging supplier relationships.

4. Managing Cash and Short-Term Investments:
Cash must be available for operations, but holding too much idle
cash reduces profitability.

Strategies include:

e Cash budgeting: Forecast inflows and outflows to ensure
funds are available for expenses and investments.

e Marketable securities: Invest excess cash in short-term,
low-risk securities like treasury bills to earn interest without
losing liquidity.

e Cash concentration systems: Centralize cash from multiple
accounts to improve control and visibility.

~ Key Tip: Cash management aims for balance—enough
liquidity to cover obligations, but not so much that cash sits
unproductive.

5. Working Capital Financing Strategies:
Companies can choose how aggressively or conservatively to
finance their working capital.
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Strategies include:

e Conservative approach: Use long-term financing (like equity
or bonds) for both fixed assets and part of current assets.
Low risk but higher cost.

e Aggressive approach: Rely heavily on short-term debt to
fund current assets. Lower cost but higher liquidity risk.

e Matching approach: Match asset and liability
maturities—short-term assets funded by short-term debt,
long-term assets by long-term financing.

~~ Key Tip: The matching approach balances risk and cost,
aligning financing duration with asset life.
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Analysis: Derive the impact of a proposed transaction on key
performance measures of an entity.

When analyzing the effect of a proposed transaction, the goal is
to determine how it will influence the company’s key performance
indicators (KPIs). This process helps management, investors, and
stakeholders understand whether the transaction strengthens or
weakens financial performance and position.

Common Key Performance Measures (KPlIs):
These are the most frequently analyzed metrics:

e Earnings Before Interest and Taxes (EBIT): Measures
operating profitability before financing and taxes.

e Earnings Per Share (EPS): Net income available to
shareholders divided by the number of shares outstanding.

e Return on Equity (ROE): Net income + Average
shareholders’ equity; measures profitability from owners’
perspective.

e Gross Margin: (Revenue — Cost of Goods Sold) + Revenue;
shows how efficiently products are produced or sold.

e Net Profit Margin: Net income + Revenue; measures overall
profitability after all expenses.

e Debt-to-Equity Ratio: Total debt + Total equity; indicates
financial leverage.

e Current Ratio: Current assets + Current liabilities; measures
short-term liquidity.

e Quick Ratio: Quick assets (like cash, cash equivalents,
marketable securities, and accounts receivable) + Current
liabilities; measures immediate liquidity.
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Step 1: Understand the Proposed Transaction:
Clearly define what the transaction involves and what parts of the
financial statements it will affect.
Examples include:
e Acquiring another business
e Issuing new shares
e Taking on new debt
e Selling an asset or business segment
e Launching a major capital investment

Step 2: Model the Transaction:
Adjust the company’s financial statements to reflect the
transaction. This means:
e Updating the balance sheet for new assets, liabilities, or
equity.
e Estimating how revenues, expenses, and interest costs will
change.
e Recalculating affected KPIs based on these adjusted figures.

Step 3: Analyze the Impact on KPlIs:

Example 1: Acquisition of Another Company
Scenario: Company A acquires Company B for $1,000,000 in
cash.

e Earnings per share (EPS): If Company B generates strong
earnings, Company A’s total net income will increase, raising
EPS. However, if the acquisition is financed with new debt,
interest expense might offset the benefit.

e Debt-to-Equity Ratio: If the acquisition is funded by
borrowing, total debt increases, raising financial leverage.
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e Current and Quick Ratios: Using cash for the purchase
reduces current assets, potentially lowering liquidity.

e Return on equity (ROE): If earnings rise faster than equity,
ROE will improve; if not, it could decline.

Example 2: Issuing New Shares
Scenario: Company X issues new shares to raise $2,000,000 in
equity.

e Earnings per share (EPS): More shares outstanding dilute
earnings per share unless net income rises proportionally.

e Debt-to-Equity Ratio: If the new equity is used to pay off
debt, leverage decreases, improving solvency.

e Return on equity (ROE): Additional equity may lower ROE
initially, but if the funds are invested profitably, it can improve
over time.

e Current Ratio: If the cash raised is used to strengthen
liquidity, the current ratio will improve.

Example 3: Taking on New Debt for Expansion
Scenario: Company Y borrows $3,000,000 at 6% interest to build
a new production facility.
e Earnings Before Interest and Taxes (EBIT): Expected to rise
if the expansion generates higher operating income.
e Net Profit Margin: May decrease in the short term due to
interest expense.
e Return on equity (ROE): Could rise if the return on new
investment exceeds the cost of debt.
e Debt-to-Equity Ratio: Increases, signaling higher leverage
and risk.
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+~ Key Tip: Always consider both short-term and long-term
effects — a transaction that weakens liquidity or margins now
may still increase shareholder value later if it drives sustainable
growth.

Step 4: Interpret and Communicate Results:
Once the KPIs are recalculated, interpret what the changes mean
strateqically:
e Positive impacts may indicate improved profitability, growth,
or efficiency.
e Negative impacts may signal higher risk, lower liquidity, or
earnings dilution.
Always explain why the changes occur and whether they align
with the company’s objectives and risk tolerance.
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Analysis: Interpret an entity’s strengths, weaknesses,
opportunities and threats (SWQOT) analysis to assess the entity’s
options to achieve its overall business strategy.

A SWOT analysis helps management evaluate both internal and
external factors that influence a company’s strategy.
e Strengths and Weaknesses are internal factors the company
can control.
e Opportunities and Threats are external factors the company
cannot control but must respond to.
Understanding each area allows management to align strategy
with capabilities, risks, and market realities.

1. Strengths:
Strengths are internal attributes that give the company an
advantage in achieving its objectives.
e Strong brand recognition that builds customer loyalty.
e Efficient operations or low costs that improve profit margins.
e Experienced leadership that supports sound
decision-making.
e Strong financial position providing flexibility for investment.
e |nnovative technology that sets the company apart.
Example: A company with large cash reserves can fund new
product launches or acquisitions without borrowing.

~~ Key Tip: True strengths are only those that create measurable
value or support competitive advantage.

2. Weaknesses:

Weaknesses are internal limitations that reduce efficiency or
profitability.

123 | © SuperfastCPA. All Rights Reserved.



e High operating or production costs.

e \Weak brand awareness or poor service.

e Outdated equipment or limited innovation.

e Heavy debt load that increases financial risk.

e Overreliance on a single customer or supplier.
Example: If a company relies on one supplier, any disruption
could halt production, showing a weakness in supply chain
resilience.

3. Opportunities:
Opportunities are external trends or conditions that can be
leveraged for growth or competitive advantage.

e Expansion into new or emerging markets.

e New technologies that improve productivity.

e Partnerships or acquisitions that open new channels.

e Favorable changes in regulation or customer demand.
Example: A company with strong R&D can capitalize on a
growing demand for sustainable products by developing nhew
eco-friendly offerings.

~~ Key Tip: Focus on opportunities that align with the company’s
strengths; chasing every opportunity can dilute resources.

4. Threats:
Threats are external risks that could harm operations or
profitability.

e New competitors or substitute products.
Economic recessions that lower demand.
Regulatory changes increasing costs.
Supply chain disruptions or rising material prices.
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Example: If cheaper competitors enter the market, a company
may need to differentiate through superior quality or service to
maintain sales.

5. Using SWOT to Guide Strategy:
After identifying each category, management connects them to
specific actions:

e Leverage strengths to exploit opportunities.

e Fix or minimize weaknesses that block success.

e Prepare responses to limit threats.

e Align decisions with the company’s strategy and risk

tolerance.

Example: A firm with strong finances (strength) and rising
demand in a new region (opportunity) might expand
internationally—but if it also has high debt (weakness) and
uncertain supply chains (threat), it may expand more slowly to
manage risk.
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5. Economic and Market Influences on Business

Application: Determine the effect of supply and demand and
elasticity measures on a product.

1. Demand:
Demand shows how much of a product consumers are willing and
able to buy at different prices.
e Law of Demand: As price decreases, quantity demanded
increases (and vice versa).
e A movement along the demand curve occurs when the
product’s own price changes.
e A shift of the demand curve happens when external factors
change, such as income, preferences, or prices of related
goods.

Factors that shift demand:
e Consumer income: Higher income increases demand for
normal goods and decreases demand for inferior goods.
e Price of substitutes: If the price of a substitute falls, demand
for the original product decreases (shift left).
e Price of complements: If the price of a complement falls,
demand increases (shift right).
e Consumer tastes, population, or expectations: Can increase
or decrease demand at all price levels.
Example: If streaming services become more popular, demand
for movie tickets falls—shifting the demand curve left.

2. Supply:

Supply shows how much of a product producers are willing and
able to sell at various prices.

126 | © SuperfastCPA. All Rights Reserved.



e Law of Supply: As price increases, quantity supplied
increases (and vice versa).

e Movement along the supply curve: Caused by a change in
the product’s own price.

e Shift in the supply curve: Caused by changes in production
costs, technology, or number of producers.

Factors that shift supply:
e Input costs: Higher costs (like labor or materials) decrease
supply (shift left).
e Technology improvements: Lower production costs increase
supply (shift right).
e Number of sellers: More sellers increase supply.
e Producer expectations: If sellers expect higher future prices,
they may reduce current supply.
Example: If fertilizer and labor costs increase, farmers reduce
strawberry production, shifting supply left.

3. Market Equilibrium:
Equilibrium occurs where supply and demand meet—the point
where the quantity supplied equals quantity demanded.

e Price above equilibrium: Surplus (too much supply).

e Price below equilibrium: Shortage (too much demand).

Price Controls:
e Price ceiling: A legal maximum price (e.g., rent control).
When below equilibrium, it causes shortages.
e Price floor: A legal minimum price (e.g., minimum wage).
When above equilibrium, it causes surpluses.
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Example: /f bottled water is capped at $1 when the market price
is $2, a shortage occurs because more people buy while
producers supply less.

4. Price Elasticity of Demand:
Elasticity measures how responsive quantity demanded is to a
change in price.

e Formula: Price Elasticity of Demand =

% Change in Quantity Demanded
% Change in Price

Types of elasticity:

e Elastic demand: Elasticity greater than 1. Consumers are
very responsive to price changes. Example: luxury items or
restaurant meals.

e Inelastic demand: Elasticity less than 1. Consumers are not
very responsive to price changes. Example: necessities like
gas or medicine.

e Unit elastic demand: Elasticity exactly equal to 1. The
percentage change in price and quantity demanded are the
same.

Example: If coffee has an elasticity of 0.5, a 10% price increase

causes only a 5% drop in quantity demanded—demand is

inelastic ( (%) =.5).

+~ Key Tip: When demand is elastic, raising prices lowers total

revenue; when demand is inelastic, raising prices increases total
revenue.
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5. Related Goods: Substitutes and Complements:

e Substitute goods: Products that can replace each other (e.qg.,
beef and chicken). If the price of one rises, demand for the
other increases.

e Complementary goods: Products used together (e.g.,
cameras and memory cards). If the price of one falls,
demand for the other rises.

Example: If digital cameras become cheaper, more cameras are
sold, increasing demand for memory cards. This would be an
example of complementary goods.

~~ Key Tip: On the CPA exam, always identify whether goods

are used together (complements) or used instead of each other
(substitutes) to predict demand shifts correcily.
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Application: Calculate the effect of inflation on a product’s real
price or an entity’s investments, debt and future expenses.

1. Inflation and Purchasing Power:

Inflation reduces the value of money over time — meaning a
dollar buys less in the future than it does today. Even if prices or
income increase in dollar terms (nominal values), their real value
may actually fall once inflation is considered.

e Example: If inflation is 5%, something that costs $100 today
would cost about $105 next year to buy the same thing.

~~ Key Tip: Always separate nominal values (actual dollar
amount) from real values (inflation-adjusted). Real values show
true changes in purchasing power.

2. Calculating the Real Price or Cost:
To find what something is worth in “today’s dollars,” adjust for
inflation using:

Nominal value

Real value = -
(1 + inflation rate)

Example: A maintenance contract originally purchased for $1,000
costs $1,050 after one year, and inflation was 5%.

e Real cost = $1’_g§0 = $1,000.

Even though you pay $50 more nominally, the real cost didn’t
change — it stayed the same once inflation is factored in.

3. Calculating the Real Change in Price:

To measure how much a price truly increased after inflation,
subtract inflation from the nominal rate:
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e Real percentage change = Nominal % change — Inflation %

Example: A software subscription rises from $100 to $110 (10%
nominal increase) during a year with 4% inflation.

e Real change = 10% — 4% = 6% real increase.
e The price went up 10% in dollars, but only 6% after
accounting for inflation.

4. Inflation and Debt (Real Cost of Repayment):
Inflation also affects loans. If prices rise, borrowers repay in
“cheaper” dollars, reducing the real cost of debt.

e Real repayment = Nominal repayment + (1 + inflation rate)"

Example: A $70,000 loan is repaid at $10,500 after one year with
5% inflation.
e Real repayment = $10,500 + 1.05 = $10,000.
e Although the borrower paid $500 in interest, inflation wiped
out the lender’s real return — they broke even in purchasing
power.

~~ Key Tip: If inflation is higher than the interest rate, borrowers
benefit. If it's lower, lenders benefit.

5. Estimating Future Prices and Costs:
You can project how much something will cost in the future using:
e Future price = Present price x (1 + inflation rate)"

Example: Equipment costs $50,000 today and inflation is
expected to be 4% per year for three years.
e Future cost = $50,000 % (1.04)3 = $56,240 (rounded).
e In three years, the company will likely need about $56,000 to
buy the same item.

131 | © SuperfastCPA. All Rights Reserved.



6. Long-Term Real Value Example:
The longer inflation continues, the greater its effect on real value.

Example: A company must repay $30,000 in five years, and
inflation is expected to average 6% annually.
e Real repayment = $30,000 + (1.06)° = $22,400.
e Even though the company pays $30,000 in five years, that
amount is only worth about $22,400 in today’s dollars.
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Application: Calculate and use ratios and measures to quantify
risks associated with risks of an entity (e.q., interest rates,
currency exchange, prices).

Before making financial decisions, it's essential to understand the
risks that could affect an entity’s performance. Ratios and
financial measures help quantify these risks so management can
evaluate how sensitive the company is to changes in interest
rates, exchange rates, and market prices. By analyzing these
ratios, decision-makers can identify where the business is most
exposed and plan strategies to mitigate that exposure.

1. Interest Rate Risk:
Interest rate risk arises when changing interest rates affect a
company’s borrowing costs or investment returns.

e Interest Coverage Ratio (ICR): This measures how easily a
company can pay its interest obligations using operating

earnings.

Earnings before interest and taxes (EBIT)
Interest Expense

o Formula:

Example: If EBIT = $500,000 and interest expense = $100,000,

_ $500,000 _
then ICR = 5100000 5.

Interpretation: The company earns five times its interest expense
— a strong position. A lower ratio signals higher risk if rates rise.

-~ Key Tip: A coverage ratio below 2 may indicate financial
stress or exposure to rate increases.
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2. Currency Exchange Risk:
Currency risk occurs when changes in foreign exchange rates
affect profits, assets, or liabilities.

e Net Foreign Exchange Exposure: This measures the
difference between foreign assets and foreign liabilities.
o Formula: Foreign Assets — Foreign Liabilities

Example: Ifa U.S. company has €500,000 in assets and
€450,000 in liabilities, its exposure is €50,000.

Interpretation: The company benefits if the euro strengthens but
loses if it weakens.

Hedging Example: /f the USD/EUR rate is 1.20 and a company
expects the euro to weaken, it can enter a forward contract to lock
in that 1.20 rate, reducing exchange rate uncertainty.

3. Price (Market) Risk:
Price risk reflects how sensitive profitability is to changes in sales
prices, input costs, or market valuations.

e Gross Margin Ratio: Shows the percentage of revenue left

after covering production costs.

(Sales — COGS)
Sales x 100

o Formula:

Example: /f sales = $1,000,000 and COGS = $700,000, gross
margin = ($1,000,000 - $700,000) + $1,000,000 = 30%.

Interpretation: A declining margin may signal rising costs or
weaker pricing power.
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e Price-to-Earnings (P/E) Ratio: Reflects how much investors
are willing to pay for each dollar of earnings.
o Formula: Market Price per Share + Earnings per Share

Example: If stock price = $50 and EPS = $5, then P/E = 50 + 5 =
10.

Interpretation: A higher P/E suggests strong growth expectations;
a lower one may suggest undervaluation or greater perceived
risk.

~~ Key Tip: Compare P/E ratios to industry averages to assess
whether a stock appears overvalued or undervalued relative to
peers.
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Application: Calculate the opportunity cost of a business decision.

Opportunity cost represents the value of the next best alternative
that is given up when a decision is made. It measures what is
sacrificed by choosing one option over another. In business, it
helps managers evaluate trade-offs between projects,
investments, or resource uses.

Formulas:

e Opportunity Cost = Benefit of best foregone option
e Net Advantage of chosen over best foregone =
Benefit(chosen) — Benefit(best foregone)

Example 1: Investment tradeoff

Option A: buy equipment that earns $12,000 per year; Option B:
pay down debt to save $10,000 per year (both pre-tax for
simplicity).

e Opportunity cost of choosing A = $10,000 (the best foregone
benefit from B).

e Net advantage of A over B = $12,000 - $10,000 = $2,000
per yeatr.

Example 2: Factory product mix (use contribution margin,
not revenue)

e Product X sells for $10 with $6 variable cost, leading to a
contribution margin of $4. The factory can make 1,000 units
of X.

e Product Y sells for $8 with $5 variable cost, leading to a
contribution margin of $3. The factory can make 1,200 units
of Y.
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Contribution margin (X) if chosen = 1,000 x $4 = $4,000.
Contribution margin (Y) if foregone = 1,200 x $3 = $3,600.
Opportunity cost of choosing X = $3,600 (foregone CM from
Y).

e Net advantage of choosing X = $4,000 - $3,600 = $400.

Example 3: Time Allocation (using Profit or Contribution
Margin)

A consultant has 10 hours available and must decide between
two projects. Preparing client tax returns would generate $500 in
profit, while completing a new client proposal during the same
time would generate $700 in profit.

e [fthe consultant chooses to spend the 10 hours on tax
returns, the opportunity cost is $700 — the profit forgone
from not doing the proposal work.

e [fthe consultant instead chooses the proposal, the net
advantage of that choice is $700 — $500 = $200, meaning
the proposal earns $200 more profit than the alternative use
of time.

Key Tip ,“: Don’t book opportunity cost—use it for decisions.
Ignore sunk costs and include only avoidable, incremental cash
flows. For multi-year choices, compute and compare net present
values.
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Analysis: Interpret the impact of market influences on an entity’s
business strategy, operations and risk (e.q., sourcing production
inputs, innovating to develop or diversify product offerings,
seeking new markets, undertaking productivity or cost-cutting
initiatives).

When asked to analyze how market conditions affect a company,
think in terms of cause and effect — what changed in the market,
how the company might respond, and what risks or opportunities
that response creates. The key is to connect market influences to
both strategy (long-term direction) and operations (day-to-day
execution).

1. Sourcing and Production Inputs:
Changes in the cost or availability of materials, labor, or energy
can directly affect operations.

e Example: If steel prices rise sharply, a manufacturing
company might look for new suppliers, buy in bulk, or switch
to alternative materials.

o These responses can control costs but might also
increase dependence on new suppliers or create quality
risks. Always explain how the company balances cost
control and operational stability.

2. Innovation and Product Diversification:
Shifts in technology or customer preferences often push
companies to update or expand their product lines.

e Example: If consumers move toward electric vehicles, a car
company may invest in battery research or new EV models.
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o This supports long-term growth but adds short-term
cost and uncertainty. In your analysis, connect the
strategic goal (staying competitive) with the risk (high
R&D spending and uncertain market demand).

3. Market Expansion and Globalization:
When demand in current markets slows, companies may seek
growth in new regions or customer segments.

e Example: A U.S. retailer entering Asia could increase sales
potential but face new risks such as currency exchange,
local regulations, or cultural differences.

o The key is to show how the company manages those
risks — for instance, by using local partners or hedging
against currency changes.

4. Productivity and Cost Management:
Economic pressure or competition often forces businesses to
improve efficiency or cut costs.

e Example: A company might automate production to reduce
labor costs and increase output. While this can improve
productivity and profitability in the short term, it can also
create new risks — such as high upfront investment costs,
employee layoffs, or technical disruptions. These decisions
affect both financial performance and long-term operational
stability, so management must balance cost savings with
sustainability and workforce impact.

Key Tip ,”: On the CPA Exam, don’t just describe what changed
— explain the chain reaction:
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e Market influence — Company response — Strategic impact
— New or reduced risk.
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Analysis: Compare acquisition and divestiture opportunities based
on given market analysis and investment criteria.

When comparing acquisition and divestiture opportunities, the
goal is to determine which option better supports the company’s
long-term objectives, financial health, and risk profile. Each
decision affects growth, cash flow, and operational focus in
different ways.

1. Acquisitions:

An acquisition occurs when a company purchases another
business or its assets to expand operations or strengthen its
market position.

Key considerations include:

e Strategic fit: Does the acquisition align with the company’s
overall direction and capabilities?

e Synergies: Will combining operations reduce costs or
increase revenue? For example, shared technology or
customer networks can create operational efficiencies.

e Financial return: The expected return should meet internal
benchmarks such as a positive Net Present Value (NPV) or a
satisfactory return on investment (ROI).

e Risks: Acquisitions can bring integration challenges, cultural
mismatches, or excessive leverage if debt is used for
financing.

Example: A software company might acquire a cybersecurity
startup to add new features to its products. While this could
expand the customer base, it may also raise costs and integration
risks if systems are incompatible.
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2. Divestitures:
A divestiture involves selling or spinning off a business segment
to streamline operations, raise capital, or focus on core strengths.

Key considerations include:

e Strategic focus: Divesting noncore or underperforming units
allows management to concentrate on more profitable areas.

e Financial benefits: Sale proceeds can be used to reduce
debt, reinvest in growth, or improve liquidity.

e Market conditions: Selling when asset values are high
maximizes return.

e Operational effects: The company may lose diversification or
scale advantages but gain efficiency and focus.

Example: A manufacturing company might sell an unprofitable
overseas division to focus on domestic production. The sale
improves margins and cash flow but reduces international
presence.

3. Comparing the Two Options:
When analyzing acquisition and divestiture decisions, compare
how each affects:

e Strategy: Does it support expansion or refocus the business
on its strengths?

e Financial performance: Which option improves cash flow,
profitability, or leverage?

e Risk: Does it reduce exposure to volatile markets or increase
dependence on new ventures?

Example: If management can acquire a fast-growing competitor
with a 12% expected return or sell a stagnant segment for
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$8,000,000, the decision depends on whether growth or stability
better supports the company’s current goals.

Key Tip ,”: Strong analysis balances strategic logic with financial
impact. Show how each option affects value creation, efficiency,
and risk over time.
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