
CONSTRUCTION ACCOUNTING

Topic Objective:

At the end of this topic student would be able to:

 Define the term construction management

 Describe the role of financial management in construction management

 Discuss construction contract in financial management

Definition/Overview:

Construction Management: Construction Management refers either to the study and practice of

the managerial and technological aspects of the construction industry (including construction,

construction science, construction management, and construction technology), or to a business

model where one party to a construction contract serves as a construction consultant, providing

both design and construction advice.

Key Points:

1. Construction Management

In the fields of architecture and civil engineering, construction is a process that consists of

the building or assembling of infrastructure. Far from being a single activity, large scale

construction is a feat of multitasking. Normally the job is managed by the project manager

and supervised by the construction manager, design engineer, construction engineer or

project architect. For the successful execution of a project, effective planning is essential.

Those involved with the design and execution of the infrastructure in question must consider

the environmental impact of the job, the successful scheduling, budgeting, site safety,

availability of materials, logistics, inconvenience to the public caused by construction delays,
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preparing tender documents, etc. The Construction Management Association of America

(CMAA) says the 120 most common responsibilities of a Construction Manager fall into the

following 7 categories: Project Management Planning, Cost Management, Time

Management, Quality Management, Contract Administration, Safety Management, and CM

Professional Practice which includes specific activities like defining the responsibilities and

management structure of the project management team, organizing and leading by

implementing project controls, defining roles and responsibilities and developing

communication protocols, and identifying elements of project design and construction likely

to give rise to disputes and claims.

2. Construction Contract

A Construction Contract is a contract specifically negotiated for the construction of an asset

or a combination of Assets that are closely interrelated or interdependent in terms of their

design, technology and function or their ultimate purpose or use. Managing the activities of

Construction contract in a productive way produces the concept of Constructability.

Constructability has been defined as the optimum use of construction knowledge and

experience in planning, design, procurement, and field operations to achieve overall project

objectives. As a result of constructability, the quality of a constructed facility can be

improved by better communication among major project participants such as design

engineers and construction professionals. Communication among these participants reduces

the chance of project failure and other related performance problems.

3. Construction Contracts Financial Management

When a contract covers a number of assets, the construction of each asset shall be treated as a

separate construction contract when:

 Separate proposals have been submitted for each asset.

 Each asset has been subject to separate negotiation and the contractor and customer have been

able to accept or reject that part of the contract relating to each asset.

 The cost and revenue of each asset can be identified.
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A group of contracts whether with a single customer or with several customers, shall be

treated as a single contract when:

 The group of projects are negotiated as a single package

 The contracts are so closely interrelated that they are, in effect, part of a single project with an

overall profit margin

 The contracts are performed concurrently or in a continuous sequence.

A contract may provide for the construction of an additional asset at the option of the

customer or may be amended to include the construction of an additional asset. The

construction of the additional asset shall be treated as a separate construction contract when:

 The asset differs significantly in design, technology or function from the asset or assets covered

by the original contract.

 The price of the asset is negotiated without regard to the original contract price.

4. Cost & Revenue Recognition

Contract Revenue5 is measured at a fair value of the consideration received or receivable.

The measurement of the contract revenue is effected by a variety of uncertainties that depend

on the outcome of the future events. The estimates often need to be revised as events occur

and uncertainties are resolved. Therefore, the amount of contract revenue may increase or

decrease from one period to the next. For example:

 A contractor and a customer may agree variations or claims that increase or decrease contract

revenue in a period subsequent to that in which the contract was initially agreed.

 The amount of revenue agreed in a fixed price contract may increase as a result of cost escalation

clauses.

 The amount of contract revenue may decrease a result of penalties arising from delays caused by

the contractor in the completion of the contract.
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 When a fixed price contract involves a fixed price per unit of output, contract revenue increases

as the number of units is increased.

A variation is an instruction by the customer for a change in the scope of the work to be

performed under the contract. A variation may lead to an increase or decrease in the contract

revenue. In addition to incentive payments are additional amounts paid to the contractor if

the specified performance standards are met or exceeded. Contract Cost 6 include site labor

costs inclusive of supervision costs, cost of material used in contract, depreciation of plant &

equipment used on the contract, cost of moving plant, equipment and material to and from

the contract site, cost of hiring plant & equipment, cost of design and technical assistance,

estimated cost of rectification and claims from third party. Contract cost however can be

reduced by the incidental income. Attributable costs may include insurance, cost of design

and technical assistance and construction overheads. Non attributable costs are general admin

costs for which reimbursement is not specified in the contract or selling costs. When the

outcome of the construction contract can be estimated reliably, contract revenue and contract

costs associated with the construction contract shall be recognized as revenue and expenses

respectively by the reference to the stage of completion of the contract activity at the Balance

Sheet.

Topic Objective:

At the end of this topic student would be able to:

 Define the term construction accounting

 Describe the role of construction accounting in construction management

Definition/Overview:
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Construction accounting: Construction accounting is a form of project accounting applied to

construction projects. Construction accounting is a vitally necessary form of accounting,

especially when multiple contracts come into play. The construction field uses many terms not

used in other forms of accounting, such as draw and progress billing.

Key Points:

1. Construction accounting

Construction accounting may also need to account for vehicles and equipment, which may or

may not be owned by the company as a fixed asset. Construction accounting requires

invoicing and vendor payment, more or less as to the amount of business done. Project

accounting (sometimes referred to as job cost accounting) is the practice of creating financial

reports specifically designed to track the financial progress of projects, which can then be

used by managers to aid project management. Standard accounting is primarily aimed at

monitoring financial progress of organizational elements (geographical or functional

departments, divisions and the enterprise as a whole) over defined time periods (typically

weeks, months, quarters and years). Projects differ in that they frequently cross

organizational boundaries, may last for anything from a few days or weeks to a number of

years, during which time budgets may also be revised many times. They may also be one of a

number of projects that make up a larger overall project or program. Consequently, in a

project management environment costs (both direct and overhead) and revenues are also

allocated to projects, which may be subdivided into a work breakdown structure, and

grouped together into project hierarchies. Project accounting permits reporting at any such

level that has been defined, and often allows comparison with historical as well as current

budgets. Project accounting is commonly use at government contractors, where the ability to

account for costs by contract (and sometimes contract line item, or CLIN) is usually a

requirement for interim payments.

Percentage-of-completion is frequently independently assessed by a project manager.

Funding advances and actual-to-budget cost variances are calculated using the project budget
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adjusted to percent-of-completion. Where labor costs are a significant portion of overall

project cost, it is usually necessary for employees to fill out a timesheet in order to generate

the data to allocate project costs. The capital budget processes of corporations and

governments are chiefly concerned with major investment projects that typically have

upfront costs and longer term benefits. Investment go / no-go decisions are largely based on

net present value assessments. Project accounting of the costs and benefits can provide

crucially important feedback on the quality of these important decisions. An interesting

specialized form of project accounting is production accounting, which tracks the costs of

individual movie and television episode film production costs. A movie studio will employ

production accounting to track the costs of its many separate projects.

Topic Objective:

At the end of this topic student would be able to:

 Define the term accounting

 Describe accounting transactions

Definition/Overview:

Accounting: Accounting is the process of identifying, measuring and communicating economic

information so a user of the information may make informed economic judgments and decisions

based on it.

Key Points:
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1. Accounting Transactions

Accounting is the degree of measurement of financial transactions which are transfers of

legal property rights made under contractual relationships. Non-financial transactions are

specifically excluded due to conservatism and materiality principles. At the heart of modern

financial accounting is the double-entry bookkeeping system. This system involves making at

least two entries for every transaction: a debit in one account, and a corresponding credit in

another account. The sum of all debits should always equal the sum of all credits, providing a

simple way to check for errors. This system was first used in medieval Europe, although

claims have been made that the system dates back to Ancient Rome or Greece. According to

critics of standard accounting practices, it has changed little since. Accounting reform

measures of some kind have been taken in each generation to attempt to keep bookkeeping

relevant to capital assets or production capacity. However, these have not changed the basic

principles, which are supposed to be independent of economics as such. In recent times, the

divergence of accounting from economic principles has resulted in controversial reforms to

make financial reports more indicative of economic reality.

Topic Objective:

At the end of this topic student would be able to:

 Define the term management accounting

 Describe construction accounting in construction management

 Discuss the aims and objectives of construction management

Definition/Overview:

Management Accounting: Management accounting is concerned with the provisions and use of

accounting information to managers within organizations, to provide them with the basis to make

informed business decisions that will allow them to be better equipped in their management and

control functions.
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Key Points:

1. Construction Accounting

In contrast to financial accountancy information, management accounting information is:

 usually confidential and used by management, instead of publicly reported;

 forward-looking, instead of historical;

 pragmatically computed using extensive management information systems and internal controls,

instead of complying with accounting standards

This is because of the different emphasis: management accounting information is used within

an organization, typically for decision-making.

2. Aims of Construction Accounting

 Formulating strategies

 Planning and constructing business activities

 Helps in making decision

 Optimal use of resources

 Supporting financial reports preparation

 Safeguarding asset

3. Traditional vs. innovative management accounting practices

In the late 1980s, accounting practitioners and educators were heavily criticized on the

grounds that management accounting practices (and, even more so, the curriculum taught to

accounting students) had changed little over the preceding 60 years, despite radical changes

in the business environment. Professional accounting institutes, perhaps fearing that

management accountants would increasingly be seen as superfluous in business
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organizations, subsequently devoted considerable resources to the development of a more

innovative skills set for management accountants. The distinction between traditional and

innovative management accounting practices can be illustrated by reference to cost control

techniques. Cost accounting is a central method in management accounting, and traditionally,

management accountants principal technique was variance analysis, which is a systematic

approach to the comparison of the actual and budgeted costs of the raw materials and labor

used during a production period.

While some form of variance analysis is still used by most manufacturing firms, it nowadays

tends to be used in conjunction with innovative techniques such as life cycle cost analysis

and activity-based costing, which are designed with specific aspects of the modern business

environment in mind. Lifecycle costing recognizes that managers ability to influence the cost

of manufacturing a product is at its greatest when the product is still at the design stage of its

product lifecycle (i.e., before the design has been finalised and production commenced),

since small changes to the product design may lead to significant savings in the cost of

manufacturing the product. Activity-based costing (ABC) recognizes that, in modern

factories, most manufacturing costs are determined by the amount of activities (e.g., the

number of production runs per month, and the amount of production equipment idle time)

and that the key to effective cost control is therefore optimizing the efficiency of these

activities. Activity-based accounting is also known as Cause and Effect accounting.

Both lifecycle costing and activity-based costing recognize that, in the typical modern

factory, the avoidance of disruptive events (such as machine breakdowns and quality control

failures) is of far greater importance than (for example) reducing the costs of raw materials.

Activity-based costing also deemphasizes direct labor as a cost driver and concentrates

instead on activities that drive costs, such as the provision of a service or the production of a

product component.
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In Section 2 of this course you will cover these topics:
Depreciation

Analysis Of Financial Statements

Managing Costs

Determining Labor Burden

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

Topic Objective:

At the end of this topic student would be able to:

 Define the term depreciation

 Describe the use of depreciation in construction accounting

 Discuss various methods of depreciation

Definition/Overview:

Depreciation: Depreciation is a term used in accounting, economics and finance to spread the

cost of an asset over the span of several years. In simple words we can say that depreciation is

the reduction in the value of an asset due to usage, passage of time, wear and tear, technological

outdating or absolution, depletion or other such factors.
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Key Points:

1. Depreciation

In accounting, depreciation is a term used to describe any method of attributing the historical

or purchase cost of an asset, across its useful life, roughly corresponding to normal wear and

tear. It is of most use when dealing with assets of a short, fixed service life, and which is an

example of applying the matching principle as per generally accepted accounting principles.

Depreciation in accounting is often mistakenly seen as a basis for recognizing impairment of

an asset, but unexpected changes in value, where seen as significant enough to account for,

are handled through write-downs or similar techniques which adjust the book value of the

asset to reflect its current value. Therefore, it is important to recognize that depreciation,

when used as a technical accounting term, is the allocation of the historical cost of an asset

across time periods when the asset is employed to generate revenues. This process of cost

allocation has little or no direct relationship to the market value or current selling price of the

asset, it is simply the recognition that a portion of the asset's cost--the portion that will never

be recuperated through re-sale or disposal of the asset--was "used up" in the generation of

revenues for that time period.

2. The Use of Depreciation

The use of depreciation affects the financial statements and in some countries the taxes of

companies and individuals. The recording of depreciation will cause an expense to be

recognized, thereby lowering stated profits on the income statement, while the net value of

the asset (the portion of the historical cost of the asset that remains to provide future value to

the company) will decline on the balance sheet. Depreciation reported for accounting and tax

purposes may differ substantially. Depreciation and its related concept, amortization

(generally, the depreciation of intangible assets), are non-cash expenses. Neither depreciation
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nor amortization will directly affect the cash flow of a company, as both are accounting

representations of expenses attributable to a given period. In accounting statements,

depreciation may neither figure in the cash flow statement, nor may be "added back" to net

income (along with other items) to derive the operating cash flow. Depreciation recognized

for tax purposes will, however, affect the cash flow of the company, as tax depreciation will

reduce taxable profits; there is generally no requirement that treatment of depreciation for tax

and accounting purposes be identical. Where depreciation is shown on accounting

statements, the figure usually does not relate to depreciation for tax purposes.

In economics depreciation is the decrease in the economic value of the capital stock of a

firm, nation or other entity, either through physical depreciation, obsolescence or changes in

the demand for the services of the capital in question. If capital stock is C0 at the beginning

of a period, investment is I and depreciation D, the capital stock at the end of the period, C1,

is C0 + I D. A company needs to report depreciation accurately in its financial statements in

order to achieve two main objectives: 1) to match its expenses with the income generated by

means of those expenses, and 2) to ensure that the asset values in the balance sheet are not

overstated. An asset acquired in Year 1 is unlikely to be worth the same amount in Year 5.

Depreciation is an estimated or expected view of the decline in value of an asset. For

example, an entity may depreciate its equipment by 15% per year. This rate should be

reasonable in aggregate (such as when a manufacturing company is looking at all of its

machinery), and consistently employed. However, there is no expectation that each

individual item declines in value by the same amount, primarily because the recognition of

depreciation is based upon the allocation of historical costs and not current market prices.

3. Accounting Standards

Accounting standards bodies have detailed rules on which methods of depreciation are

acceptable, and auditors will express a view if they believe the assumptions underlying the

estimates do not give a true and fair view.
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4. Methods of depreciation

There are several methods for calculating depreciation, generally based on either the passage

of time or the level of activity (or use) of the asset.

4.1. Straight-line depreciation

Straight-line depreciation is the simplest and most often used technique, in which the

company estimates the Salvage Value of the asset after the length of time over which

it will be used to generate revenues (useful life), and will expense a portion of

original cost in equal increments over that amount of time. The Salvage Value is an

estimate of the value of the asset at the time it will be sold or disposed of; it may be

zero. Salvage Value is Scrap Value, by another name.

Straight-Line Method:

For example, a vehicle that depreciates over 5 years, is purchased at a cost of

US$17,000, and will have a Salvage Value of US$2000, will depreciate at US$3,000

per year: ($17,000 - $2,000)/ 5 years = $3,000 annual straight-line Depreciation

Expense. In other words, it is the Depreciable Cost of the asset divided by number

of years of its useful life. This table illustrates the straight-line method of

depreciation. Book Value at the beginning of the first year of depreciation is the

Original Cost of the asset. At any time Book Value equals Original Cost minus

Accumulated Depreciation.

Book Value = Original Cost - Accumulated Depreciation

Book Value at the end of year becomes Book Value at the beginning of next year.

The asset is depreciated until the Book Value equals Scrap Value.
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Book Value -

Beginning of Year

Depreciation

Expense

Accumulated

Depreciation

Book Value -

End of Year

$17,000 (Original Cost) $3,000 $3,000 $14,000

$14,000 $3,000 $6,000 $11,000

$11,000 $3,000 $9,000 $8,000

$8,000 $3,000 $12,000 $5,000

$5,000 $3,000 $15,000 $2,000 (Scrap Value)

If the vehicle was to be sold and the sales price exceeded the depreciated value (net

book value) then the excess would be considered a gain and subject to the

depreciation recapture rule. In addition, this gain above the depreciated value would

be recognized as ordinary income by the tax office. If the sales price is ever less than

the book value, the resulting capital loss is tax deductible. If the sale price were ever

more than the original book value, then the gain above the original book value is

recognized as a capital gain. If a company chooses to depreciate an asset at a different

rate from that used by the tax office then this generates a timing difference in the

income statement due to the difference (at a point in time) between the taxation

department's and company's view of the profit.

4.2. Declining-Balance Method

Depreciation methods that provide for a higher depreciation charge in the first year of

an asset's life and gradually decreasing charges in subsequent years are called

accelerated depreciation methods. This may be a more realistic reflection of an

asset's actual expected benefit from the use of the asset: many assets are most useful

when they are new. One popular accelerated method is the declining-balance

method. Under this method the Book Value is multiplied by a fixed rate.
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Annual Depreciation = Depreciation Rate * Book Value at Beginning of Year

The most common rate used is double the straight-line rate. For this reason, this

technique is referred to as the double-declining-balance method. To illustrate,

suppose a business has an asset with $1,000 Original Cost, $100 Salvage Value, and 5

years useful life. First, calculate straight-line depreciation rate. Since the asset has 5

years useful life, the straight-line depreciation rate equals (100% / 5) 20% per year.

With double-declining-balance method, as the name suggests, double that rate, or

40% depreciation rate is used.

The table below illustrates the double-declining-balance method of depreciation.

Book Value at the beginning of the first year of depreciation is the Original Cost of

the asset. At any time Book Value equals Original Cost minus Accumulated

Depreciation.

Book Value = Original Cost - Accumulated Depreciation

Book Value at the end of year becomes Book Value at the beginning of next year.

The asset is depreciated until the Book Value equals Salvage Value, or Scrap Value.

Book Value -

Beginning of Year

Depreciation

Rate

Depreciation

Expense

Accumulated

Depreciation

Book Value -

End of Year

$1,000 (Original Cost) 40% $400 $400 $600

$600 40% $240 $640 $360

$360 40% $144 $784 $216

$216 40% $86.40 $870.40 $129.60

$129.60 $129.60 - $100 $29.60 $900 $100 (Scrap Value)
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The Salvage Value is not considered in determining the annual depreciation, but the

Book Value of the asset being depreciated is never brought below its Salvage Value,

regardless of the method used. The process continues until the Salvage Value, or the

end of the asset's useful life, is reached. In the last year of depreciation a subtraction

might be needed in order to prevent Book Value from falling below estimated Scrap

Value. Since declining-balance depreciation doesn't always depreciate an asset fully

by its end of life, some methods also compute a straight-line depreciation each year,

and apply the greater of the two. This has the effect of converting from declining-

balance depreciation to straight-line depreciation at a midpoint in the asset's life.

4.3. Activity depreciation

Activity depreciation methods are not based on time, but on a level of activity. This

could be miles driven for a vehicle, or a cycle count for a machine. When the asset is

acquired, its life is estimated in terms of this level of activity. Assume the vehicle

above is estimated to go 50,000 miles in its lifetime. The per-mile depreciation rate is

calculated as: ($17,000 cost - $2,000 salvage) / 50,000 miles = $0.30 per mile. Each

year, the depreciation expense is then calculated by multiplying the rate by the actual

activity level.

4.4. Sum-of-Years' Digits Method

Sum-of-Years' Digits is a depreciation method that results in a more accelerated

write-off than straight line, but less than declining-balance method. Under this

method annual depreciation is determined by multiplying the Depreciable Cost by a

schedule of fractions.

Depreciable Cost = Original Cost - Salvage Value

Book Value = Original Cost - Accumulated Depreciation

Topic Objective:
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At the end of this topic student would be able to:

 Define the term financial statement

 Describe the purpose of financial statement in financial accounting with respect to construction

management

Definition/Overview:

Financial Statements: Financial statements (or financial reports) are formal records of a

business' financial activities. In British English, including United Kingdom company law,

financial statements are often referred to as accounts, although the term financial statements is

also used, particularly by accountants.

Key Points:

1. Financial Statement

Financial statements provide an overview of a business' financial condition in both short and

long term. There are four basic financial statements:

 Balance sheet: also referred to as statement of financial position or condition, reports on a

company's assets, liabilities, and net equity as of a given point in time.

 Income statement: also referred to as Profit and Loss statement (or a "P&L"), reports on a

company's income, expenses, and profits over a period of time.

 Statement of retained earnings: explains the changes in a company's retained earnings over the

reporting period.

 Statement of cash flows: reports on a company's cash flow activities, particularly its operating,

investing and financing activities.

For large corporations, these statements are often complex and may include an extensive set

of notes to the financial statements and management discussion and analysis. The notes

typically describe each item on the balance sheet, income statement and cash flow statement

in further detail. Notes to financial statements are considered an integral part of the financial

statements.
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2. Purpose of financial statements

"The objective of financial statements is to provide information about the financial strength,

performance and changes in financial position of an enterprise that is useful to a wide range

of users in making economic decisions." Financial statements should be understandable,

relevant, reliable and comparable. Reported assets, liabilities and equity are directly related

to an organization's financial position. Reported income and expenses are directly related to

an organization's financial performance. Financial statements are intended to be

understandable by readers who have "a reasonable knowledge of business and economic

activities and accounting and who are willing to study the information diligently."

 Owners and managers require financial statements to make important business decisions that

affect its continued operations. Financial analysis are then performed on these statements to

provide management with a more detailed understanding of the figures. These statements are

also used as part of management's annual report to the stockholders.

 Employees also need these reports in making collective bargaining agreements (CBA) with the

management, in the case of labor unions or for individuals in discussing their compensation,

promotion and rankings.

 External Users: are potential investors, banks, government agencies and other parties who are

outside the business but need financial information about the business for a diverse number of

reasons.

 Prospective investors make use of financial statements to assess the viability of investing in a

business. Financial analyses are often used by investors and is prepared by professionals

(financial analysts), thus providing them with the basis in making investment decisions.

 Financial institutions (banks and other lending companies) use them to decide whether to grant

a company with fresh working capital or extend debt securities (such as a long-term bank loan or

debentures) to finance expansion and other significant expenditures.

 Government entities (tax authorities) need financial statements to ascertain the propriety and

accuracy of taxes and other duties declared and paid by a company.

 Media and the general public are also interested in financial statements for a variety of reasons.

Topic Objective:
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At the end of this topic student would be able to:

 Define the term cost management

 Describe the role of cost management in construction management

Definition/Overview:

Cost Management: Cost Management is the process whereby companies use cost accounting to

report or control the various costs of doing business.

Key Points:

1. Cost Management

The term cost management is widely used in business today. Unfortunately cost management

has no uniform definition. Cost management generally describes the approaches and

activities of managers in short run and long run planning and control decisions that increase

value for customers and lower costs of products and services. For example, managers make

decisions regarding the amount and kind of material being used, changes of plant processes,

and changes in product designs. Information from accounting systems helps managers make

such decisions, but the information and the accounting systems themselves are not cost

management. Cost management has a broad focus. It includes but is not confined to the

continuous control of costs. The planning and control of costs is usually inextricably linked

with revenue and profit planning. For instance, to enhance revenues and profits, managers

often deliberately incur additional costs for advertising and product modifications. Cost

management is not practiced in isolation. It is an integral part of general management

strategies and their implementation. Examples include programs that enhance customer

satisfaction and quality as well as programs that promote new product development. Many

cost management concepts are inevitably intertwined with manufacturing and production
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concepts, such as lean accounting, value chain analysis, throughput accounting, theory of

constraints, etc.

Topic Objective:

At the end of this topic student would be able to:

 Define the term labor burden

 Describe wage rates, waged labor in labor and finance fields

Definition/Overview:

Labor Burden: Labor burden is the cost to a company to carry their labor force aside from

salary actually paid to them. Simply stated, burden is the benefits and taxes that a company must

or chooses to pay on their payroll. These can include, but are not limited to, all of the following:

 Payroll Taxes both Federal and State

 Retirement/Pension Costs

 Health Care

 Life/AD&D Insurance

 Workers Compensation Costs

 Long-Term Disability Insurance

 Short-Term Disability Insurance

Key Points:

1. Labor and finance fields
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In labor and finance settings, a wage may be defined to include cash paid for some specified

quantity (measured in units of time) of labor. Wages may be contrasted with salaries, with

wages being paid at a wage rate (based on units of time worked) while salaries are paid

periodically without reference to a specified number of hours worked. Once a job description

has been established, wages are often a focus when negotiating an employment contract

between employer and employee.

2. Determinants of wage rates

Depending on the structure and traditions of different economies around the world, wage

rates are either the product of market forces (Supply and Demand), as is common in the

United States, or wage rates may be influenced by other factors such as tradition, social

structure and seniority, as in Japan. Several countries have enacted a statutory minimum

wage rate that fixes the price of certain kinds of labor.

3. Wages in the United States

In the United States, wages for most workers are set by market forces, or else by collective

bargaining, where a labor union negotiates on the workers' behalf. Although states and cities

can and sometimes set a minimum wage, the Fair Labor Standards Act requires a minimum

wage at the federal level. For certain federal or state government contacts, employers must

pay the so-called prevailing wage as determined according to the Davis-Bacon Act or its state

equivalent. Activists have undertaken to promote the idea of a living wage rate which would

be higher than current minimum wage laws require.

4. Wage Labour

Wage labour is the socioeconomic relationship between a worker and an employer in which

the worker sells their labour under a contract (employment), and the employer buys it, often

in a labour market. The products of labour become the employer's property. A wage labourer

is a person whose primary means of income is to sell labour in this way. Wage labour has
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existed in one form or another for thousands of years in many different kinds of societies.

However, under capitalism, it transforms more and more labour into wage labour, so that

wage labour becomes the main source of income for most people. The phrase is also

sometimes used to mean the labour done for an employer in exchange for a wage. The most

common form of wage labour currently is a contract in which a free worker sells his labour

for a predetermined time (e.g. a few months or a year), in return for a money-wage or salary.

However, wage labour takes many more different forms, and many different kinds of

contracts and forms of remuneration are possible. Economic history shows a great variety of

ways in which labour is traded and exchanged. The differences show up in the form of:

 Employment status: a worker could be employed full-time, part-time, or on a casual basis. He

could be employed for example temporarily for a specific project only, or on a permanent basis.

Part-time wage labour could combine with part-time self-employment. The worker could be

employed also as an apprentice.

 Civil (legal) status: the worker could for example be a free citizen, an indentured labourer, the

subject of forced labour (including some prison or army labour); a worker could be assigned by

the political authorities to a task, he could be a semi-slave or a serf bound to the land who is

hired out part of the time. So the labour might be performed on a more or less voluntary basis, or

on a more or less involuntary basis, in which there are many gradations.

 Method of payment (remuneration or compensation). The work done could be paid "in cash" (a

money-wage) or "in kind" (through receiving goods and/or services), or in the form of "piece

rates" where the wage is directly dependent on how much the worker produces, in terms of goods

and services. In some cases, the worker might be paid in the form of credit used to buy goods

and services, or in the form of stock options or shares in an enterprise.

 Method of hiring: the worker might engage in a labour-contract on his own initiative, or he might

hire out his labour as part of a group. But he may also hire out his labour via an intermediary

(such as an employment agency) to a third party. In this case, he is paid by the intermediary, but

works for a third party which pays the intermediary. In some cases, labour is subcontracted

several times, with several intermediaries. Another possibility is that the worker is assigned or

posted to a job by a political authority, or that an agency hires out a worker to an enterprise

together with means of production.
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In Section 3 of this course you will cover these topics:
Managing General Overhead Costs

Setting Profit Margins For Bidding

Profit Center Analysis

Cash Flows For Construction Projects

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

Topic Objective:

At the end of this topic student would be able to:

 Define the term general overhead costs

 Describe the significance of overhead expenses

Definition/Overview:

General Overhead Costs: In business, overhead, overhead cost or overhead expense refers to an

ongoing expense of operating a business. The term overhead is usually used to group expenses

that are necessary to the continued functioning of the business but that do not directly generate

profits.
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Key Points:

1. Overhead Expenses

Overhead expenses are all costs on the income statement except for direct labor and direct

materials. Overhead expenses include accounting, advertising, depreciation, indirect labor,

insurance, interest, legal fees, rent, repairs, supplies, taxes, telephone, travel and utilities.

Overhead can be classified under four headings.

 functional classification

 classification on the nature of expenditure

 elementwise classification

 classification on behaviour of expenditure

In management accounting, cost accounting is the process of tracking, recording and

analyzing costs associated with the products or activities of an organization. Managers use

cost accounting to support decision making to reduce a company's costs and improve its

profitability. As a form of management accounting, cost accounting need not follow

standards such as GAAP, because its primary use is for internal managers, rather than

external users, and what to compute is instead decided pragmatically. Costs are measured in

units of nominal currency by convention. Cost accounting can be viewed as translating the

Supply Chain (the series of events in the production process that, in concert, result in a

product) into financial values.

There are at least four approaches:

 Standardized Cost Accounting

 Activity-based Costing

 Throughput Accounting
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 Marginal Costing / Cost-Volume-Profit Analysis

Classical Cost Elements are:

 Raw Materials

 Labor

 Indirect Expenses / Overhead

Topic Objective:

At the end of this topic student would be able to:

 Define the term profit margins and the formula to derive profit margins

 Describe construction bidding

 Discuss bid solicitation

Definition/Overview:

Profit Margins: Profit margin, Net Margin, Net profit margin or Net Profit Ratio all refer to a

measure of profitability. It is calculated using a formula and written as a percentage or a number.

Key Points:

1. Profit Margin

Profit margin, Net Margin or Net Profit Ratio all refer to a measure of profitability. It is

calculated using a formula and written as a percentage or a number.
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The profit margin is mostly used for internal comparison. It is difficult to accurately compare

the net profit ratio for different entities. Individual businesses' operating and financing

arrangements vary so much that different entities are bound to have different levels of

expenditure, so that comparison of one with another can have little meaning. For example, a

company produces a loaf of bread and sells it for 10 units of currency. It cost the company 6

units of currency to produce the bread and it also had to pay an additional 2 units of currency

in tax. That makes the company's net income 2 units of currency (10 - 6, before tax, then

minus 2 for tax). Since its revenue is 10 units of currency, the profit margin would be (2 / 10)

or 20%. Profit margin is an indicator of a company's pricing policies and its ability to control

costs. Differences in competitive strategy and product mix cause the profit margin to vary

among different companies.

2. Construction Bidding

Construction bidding is the process of submitting a proposal to carry out a described

residential or commercial construction project for an agreed price. Bidding can occur at the

construction manager, general contractor or subcontractor level. Bids by contractors for the

total cost of construction are submitted to a project owner or developer who then makes

decisions based on price, contractor qualifications, and other factors.

3. Bid Solicitation

Bid Solicitation is the process of making published construction data readily available to

interested parties, including construction managers, contractors, and the public. There are

several services, including government entities and private data services, that allow project

owners to release project details to solicit and obtain contractor bids. These services act as a

gateway for project owners to release project information to a large group of contractors,

general contractors or subcontractors in an attempt to solicit bids. Many of these services are

subscription based or charge a flat rate for project data.

4. Types of Project Delivery
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The most common methods of construction project delivery include design-bid-build (DBB),

the design-build (DB), the Construction Manager as Constructor approach and a Negotiated

Approach. Each of these methods have advantages and disadvantages and all can be used to

successfully plan, design and undertake a given construction project.

5. Design-bid-build

The design-bid-build method is the most common construction delivery method. This process

begins with an owner selecting an architect to prepare construction documents. In most cases,

the architect will release these construction documents publicly, or to a select group of

general contractors, who will then place a bid on the project which reflects what they believe

cost of construction will total. This bid is inclusive of a multitude of subcontractor bids for

each specific trade. The general contractors fee is generally built into the bid cost. Most

government contracts are bid competitively using this method.

6. Design-build

Design-Build (or design/build, and abbreviated D-B or D/B accordingly) is a construction

project delivery system where, in contrast to traditional "design-bid-build" (or "design-

tender"), the design and construction aspects are contracted for with a single entity known as

the design-builder or design-build contractor. The design-builder is usually the general

contractor, but in many cases it is also the design professional (architect or engineer). This

system is used to minimize the project risk for an owner and to reduce the delivery schedule

by overlapping the design phase and construction phase of a project. Where the design-

builder is the contractor, the design professionals are typically retained directly by the

contractor.

7. History

The design/build delivery system often cites the original "Master Builder" model used to

build most pre-modern projects. Under the Master Builder approach, a central figure of the

architect held total project accountability. From inception to completion, the master builder

was the key organizational figure and strictly liable to the owner for defects, delays, and
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losses. The design/build system is a return to some of the fundamentals of the Master Builder

approach.

8. Overview of process

Design-build focuses on combining the design, permit, and construction schedules in order to

streamline the traditional design-bid-build environment. This does not shorten the time it

takes to complete the individual tasks of creating construction documents (working drawings

and specifications), acquiring building and other permits, or actually constructing the

building. Instead, a design-build firm will strive to bring together design and construction

professionals in a collaborative environment to complete these tasks at the same time.

Typically the hallmark of a Design/Build project is that one organization is responsible for

both design and construction of the project. If this organization is a contractor, the process is

known as "Contractor-led Design-Build". If the organization is a design firm, the process is

known as "Design-led Design-Build". In either case, the organization employed by the owner

rarely handles both aspects of design and construction in-house. In fact, the organization

often subcontracts with on-site personnel (if design-led) as well as architects and engineers

(if contractor-led).

9. Potential problems of Design-Build

Cost estimating for a design-build project is sometimes difficult because design documents

are often preliminary and may change over the course of the project. As a result, design-build

contracts are often written to allow for unexpected situations without penalizing either the

Design-Builder or the owner. Several organizations (such as the Design/Build Institute of

America) provide standardized form contracts for design-builders to use, but it is not unusual

for the design-builder to provide its own contractual documents. This uncertainty requires the

owner to rely a great deal on the integrity, accumen, and competence of the design-builder.

As the certainty of estimates decreases, the opinion of the construction professionals of the

Design-Build firm must be trustworthy, accurate, and reasonably verifiable in order to

minimize risk.
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10. Benefits of Design-Build

It is important to note that the design-build method, while not focused on saving the owner

construction costs, nonetheless often saves the owner money on the overall project. The

combined effects of carrying a construction loan (which typically carries a higher interest

rate than permanent financing) and an earlier useful on-line date usually yields considerable

overall profitability to the project and may make seemingly unfeasible projects into genuine

opportunities. The compression of time is only one important aspect of the implementation of

this system. Other attributes include: Increased accountabilty by the service provider, Single

source project delivery, and A value based project feedback system

11. Accountability

Rather than a parcelized level of responsibility of the classic design-bid-build, design-build

provides an integrated solution for the owner or client. This moves projects away from the

"finger-pointing" that is often commonplace in contemporary construction projects, and

allows the owner to look to one entity with any questions or concerns.

12. Single Source

Instead of having several contractors and consultants, an owner has just one entity to deal

with. Design revisions, project feedback, budgeting, permitting, construction issues, change

orders, and billing can all be routed through the design-build firm. This single point of

contact allows a certain degree of flexibility for the owner Most design-builders will leverage

that flexibility for the owner's benefit by continually refining the construction program to

maximize the owner's value at the completion of the project. Value-based project feedback:

Typically, in order for a contractor to bid on a project, very specific details relating to the

methods and materials must be given to avoid any ambiguity and to make an "apples to

apples" comparison of bids. In a design-build context, the owner, the owner's other

consultants, and the design-builder can work together to determine what methods and

materials will maximize the owner's value. In instances where marginally more expensive

materials, designs, or construction methods might yield a higher return on investment for the
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owner than those of lower cost, the owner is free to adjust the project's program without

having to re-bid the entire project.

13. Construction Manager as Constructor

Under this delivery method, a construction manager is hired prior to the completion of the

design phase to act as a project coordinator and general contractor. Unlike the DBB method,

a construction manager is hired during the design phase, which allows the construction

manager to work directly with the architect and circumvent any potential design issues before

completion of the construction documents. After documents are completed, the construction

manager accepts bids for the various divisions of work from subcontractors or general

contractors.

14. Negotiated

This delivery method is similar to the Design-Bid-Build method in that design and

construction are performed by different firms. Unlike the design-bid-build approach, a

general contractor and an architect are selected at the projects inception. These firms work

together throughout the design phase. When design documents are complete, the final

construction costs are negotiated by the general contractor through bids from subcontractors

on various scopes of work.

 Associated General Contractors of America

 Bidclerk Construction Industry News

 Design-Bid-Build: Public and Private Partnerships

 CNS - Construction Industry News

 Construction Wire Industry News

Topic Objective:

At the end of this topic student would be able to:
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 Define the term profit centers

 Describe the process of profit centers analysis

Definition/Overview:

Profit Centers: Profit Centers are parts of a Corporation that directly add to its Profit.

Key Points:

1. Profit Center Analysis

Managers are held accountable for both revenues, and costs (expenses), and therefore,

profits. Usually the different profit centers are separated for Accounting purposes so that the

management can follow how much profit each center makes and compare their relative

efficiency and profit. Examples of typical profit centers are a store, a sales organization and a

consulting organization. Profit centers can measure profitability of business units or

departments. A business unit or department which is treated as a distinct entity enabling

revenues and expenses to be determined so that profitability can be measured. Cost centres

are divisions that add to the cost of the organization, but only indirectly add to the profit of

the company. Typical examples include Research and Development, Marketing and

Customer service. Companies may choose to classify business units as cost centres, profit

centres, or investment centres. There are some significant advantages to classifying simple,

straightforward divisions as cost centres, since cost is easy to measure. However, cost centres

create incentives for managers to underfund their units in order to benefit themselves, and

this underfunding may result in adverse consequences for the company as a whole (reduced

sales because of bad customer service experiences, for example). Because the cost centre has

a negative impact on profit (at least on the surface) it is a likely target for rollbacks and

layoffs when budgets are cut. Operational decisions in a contact centre, for example, are

typically driven by cost considerations. Financial investments in new equipment, technology
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and staff are often difficult to justify to management because indirect profitability is hard to

translate to bottom-line figures. Business metrics are sometimes employed to quantify the

benefits of a cost centre and relate costs and benefits to those of the organization as a whole.

In a contact centre, for example, metrics such as average handle time, service level and cost

per call are used in conjunction with other calculations to justify current or improved

funding.

Topic Objective:

At the end of this topic student would be able to:

 Define the term cash flow

 Describe the significance and purpose of cash flow

Definition/Overview:

Cash Flow: Cash flow as a generic term may be used differently depending on context, and

certain cash flow definitions may be adapted by analysts and users for their own uses. Common

terms (with relatively standardized definitions) include operating cash flow and free cash flow.

Key Points:

1. Cash Flow

Cash flow is a term that refers to the amount of cash being received and paid by a business

during a defined period of time, sometimes tied to a specific project. Measurement of cash

flow can be used

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

32
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



 To evaluate the state or performance of a business or project

 To determine problems with liquidity. Being profitable does not necessarily mean being liquid.

A company can fail because of a shortage of cash, even while profitable

 To generate project rate of returns. The time of cash flows into and out of projects are used as

inputs to financial models such as internal rate of return, and net present value

 To examine income or growth of a business when it is believed that accrual accounting concepts

do not represent economic realities. Alternately, cash flow can be used to 'validate' the net

income generated by accrual accounting.

In Section 4 of this course you will cover these topics:
Projecting Income Taxes

Cash Flows For Construction Companies

Time Value Of Money

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

Topic Objective:

At the end of this topic student would be able to:

 Define the term income tax

 Describe income tax system
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Definition/Overview:

Income Tax: An income tax is a tax levied on the financial income of persons, corporations, or

other legal entities.

Key Points:

1. Income Tax System

Various income tax systems exist, with varying degrees of tax incidence. Income taxation

can be progressive, proportional, or regressive. When the tax is levied on the income of

companies, it is often called a corporate tax, corporate income tax, or profit tax. Individual

income taxes often tax the total income of the individual (with some deductions permitted),

while corporate income taxes often tax net income (the difference between gross receipts,

expenses, and additional write-offs). The United States imposes an income tax on

individuals, corporations, trusts, and certain estates. This tax is imposed on the income event,

such as the receipt of wages. Another example of an income event is the realization of a gain

on the disposition of property; that is, the appreciation on the value of property is not taxed

until that property is sold (i.e., when the gain is "realized"). The U.S. income tax was first

proposed during the War of 1812, but was defeated. In July 1861, the Congress passed a 3%

tax on all net income above $600 a year (about USD 10,000 today). Income taxes were

enacted at various times until 1894, but were not imposed after 1895 when an 1894 tax act

was found to be unconstitutional. In response, the 16th Amendment was ratified in 1913.

Ratification has been unsuccessfully disputed by some tax protesters claiming, among other

things, that slight errors in punctuation in the various instruments ratified by the several

states invalidates the ratification. Tax protesters have also made other arguments about the

validity of the U.S. income tax, without success.

The top marginal tax rate in the U.S. was 67 to 73 percent from 1917 to 1921, then began to

fall, reaching a low of 25 percent from 1925 to 1931. The rate was increased to 63 percent in
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1932, to 79 percent in 1936, and to 88 percent in 1942. From 1951 to 1963, the top marginal

tax rate was 91 percent, and was 70 percent through most of the 1970s. In 1988 it was

lowered to 28 percent, but raised in 1993 to 39.6 percent. The rate was lowered to 38.6

percent in 2001 and again lowered to 35 percent in 2003. The 2007 individual federal income

tax rates are between 10% and 35%, depending on income and family status. People with

relatively low incomes may pay no income tax, or may receive earned income tax credits (tax

benefits); however, this does not include income based payroll taxes that fund Social Security

and Medicare. The Center on Budget and Policy Priorities states that three-fourths of

taxpayers pay more in payroll taxes than they do in income taxes. IRS data indicate that the

wealthiest 5% of taxpayers (ranked by AGI, counting only returns with positive AGI) paid

roughly 60% of all income taxes; the bottom 50% of taxpayers account for just 3% of income

taxes paid.

Topic Objective:

At the end of this topic student would be able to:

 Define the term cash flow

 Describe the use of measurement of cash flow

 Discuss the classification of cash flow

Definition/Overview:

Cash Flow: Cash flow (also called net cash flow) is the balance of the amounts of cash being

received and paid by a business during a defined period of time, sometimes tied to a specific

project.
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Key Points:

1. Cash Flow

Measurement of cash flow can be used

 To evaluate the state or performance of a business or project.

 To determine problems with liquidity. Being profitable does not necessarily mean being liquid.

A company can fail because of a shortage of cash, even while profitable.

 To generate project rate of returns. The time of cash flows into and out of projects are used as

inputs to financial models such as internal rate of return, and net present value.

 To examine income or growth of a business when it is believed that accrual accounting concepts

do not represent economic realities. Alternately, cash flow can be used to 'validate' the net

income generated by accrual accounting.

Cash flow as a generic term may be used differently depending on context, and certain cash

flow definitions may be adapted by analysts and users for their own uses. Common terms

(with relatively standardized definitions) include operating cash flow and free cash flow.

2. Classification of Cash Flow

Cash flows can be classified into:

 Operational cash flows: Cash received or expended as a result of the company's core business

activities.

 Investment cash flows: Cash received or expended through capital expenditure, investments or

acquisitions.

 Financing cash flows: Cash received or expended as a result of financial activities, such as

interests and dividends.
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All three together the net cash flow are necessary to reconcile the beginning cash balance to

the ending cash balance. Cash flow after expenditures affecting payments. Loan draw downs

or equity injections, that are just shifting of capital but no expenditure as such, are not

considered in the net cash flow.

3. Benefits from using Cash flow

The cash flow statement is one of the four main financial statements of a company. The cash

flow statement can be examined to determine the short-term sustainability of a company. If

cash is increasing (and operational cash flow is positive), then a company will often be

deemed to be healthy in the short-term. Increasing or stable cash balances suggest that a

company is able to meet its cash needs, and remain solvent. This information cannot always

be seen in the income statement or the balance sheet of a company. For instance, a company

may be generating profit, but still have difficulty in remaining solvent. The cash flow

statement breaks the sources of cash generation into three sections: operational cash flows,

investing, and financing. This breakdown allows the user of financial statements to determine

where the company is deriving its cash for operations. For example, a company may be

notionally profitable but generating little operational cash (as may be the case for a company

that barters its products rather than selling for cash). In such a case, the company may be

deriving additional operating cash by issuing shares, or raising additional debt finance.

Companies that have announced significant writedowns of assets, particularly goodwill, may

have substantially higher cash flows than the announced earnings would indicate. For

example, telecoms firms that paid substantial sums for 3G licenses or for acquisitions have

subsequently had to write-off goodwill, that is, indicate that these investments were now

worth much less.

These write-downs have frequently resulted in large announced annual losses, such as

Vodafone's announcement in May 2006 that it had lost 21.9 billion due to a writedown of its

German acquisition, Mannesmann, one of the largest annual losses in European history.

Despite this large "loss", which represented a sunk cost, Vodafone's operating cash flows

were solid: "Strong cash flow is one of the most attractive aspects of the cellphone business,

allowing operators like Vodafone to return money to shareholders even as they rack up huge
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paper losses." In certain cases, cash flow statements may allow careful analysts to detect

problems that would not be evident from the other financial statements alone. For example,

WorldCom committed an accounting fraud that was discovered in 2002; the fraud consisted

primarily of treating ongoing expenses as capital investments, thereby fraudulently boosting

net income. Use of one measure of cash flow (free cash flow) would potentially have

detected that there was no change in overall cash flow (including capital investments).

Topic Objective:

At the end of this topic student would be able to:

 Define the term time value of money

 Describe the importance of time value of money

 Discuss calculation for time value of money

Definition/Overview:

Time Value of Money: The time value of money is based on the premise that an investor

prefers to receive a payment of a fixed amount of money today, rather than an equal amount in

the future, all else being equal. In particular, if one received the payment today, one can then

earn interest on the money until that specified future date.

Key Points:

1. Time Value of Money

All of the standard calculations are based on the most basic formula, the present value of a

future sum, "discounted" to the present. For example, a sum of FV to be received in one year

is discounted (at the appropriate rate of r) to give a sum of PV at present.
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2. Calculation for Time Value of Money

Some standard calculations based on the time value of money are:

 Present Value (PV) of an amount that will be received in the future.

 Present Value of a Annuity (PVA) is the present value of a stream of (equally-sized) future

payments, such as a mortgage.

 Present Value of a Perpetuity is the value of a regular stream of payments that lasts "forever", or

at least indefinitely.

 Future Value (FV) of an amount invested (such as in a deposit account) now at a given rate of

interest.

 Future Value of an Annuity (FVA) is the future value of a stream of payments (annuity),

assuming the payments are invested at a given rate of interest.

2.1. Calculations

There are several basic equations that represent the equalities listed above. The

solutions may be found using (in most cases) the formulas, a financial calculator or a

spreadsheet. The formulas are programmed into most financial calculators and several

spreadsheet functions (such as PV, FV, RATE, NPER, and PMT). For any of the

equations below, the formulae may also be rearranged to determine one of the other

unknowns. In the case of the standard annuity formula, however, there is no closed-

form algebraic solution for the interest rate (although financial calculators and

spreadsheet programs can readily determine solutions through rapid trial and error

algorithms).

These equations are frequently combined for particular uses. For example, bonds can

be readily priced using these equations. A typical coupon bond is composed of two

types of payments: a stream of coupon payments similar to an annuity, and a lump-

sum return of capital at the end of the bond's maturity - that is, a future payment. The

two formulas can be combined to determine the present value of the bond. An

important note is that the interest rate i is the interest rate for the relevant period. For
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an annuity that makes one payment per year, i will be the annual interest rate. For an

income or payment stream with a different payment schedule, the interest rate must

be converted into the relevant periodic interest rate, For example, a monthly rate for a

mortgage with monthly payments requires that the interest rate be divided by 12. The

rate of return in the calculations can be either the variable solved for, or a predefined

variable that measures a discount rate, interest, inflation, rate of return, cost of equity,

cost of debt or any number of other analogous concepts. The choice of the appropriate

rate is critical to the exercise, and the use of an incorrect discount rate will make the

results meaningless. For calculations involving annuities, you must decide whether

the payments are made at the end of each period (known as an ordinary annuity), or at

the beginning of each period (known as an annuity due). If you are using a financial

calculator or a spreadsheet, you can usually set it for either calculation. The following

formulas are for an ordinary annuity. If you want the answer for the Present Value of

an annuity due simply multiply the PV of an ordinary annuity by (1 + i).

In Section 5 of this course you will cover these topics:
Financing A Company'S Financial Needs

Tools For Making Financial Decisions

Income Taxes And Financial Decisions

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

Topic Objective:
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At the end of this topic student would be able to:

 Define the term financing

 Describe financial planner

Definition/Overview:

Financing: Financing discloses the planned borrowings and repayments, including interest.

Key Points:

1. Financial Planner

A financial planner or personal financial planner is a practicing professional who helps

people to deal with various personal financial issues through proper planning, which includes

but is not limited to these major areas: cash flow management, education planning,

retirement planning, investment planning, risk management and insurance planning, tax

planning, estate planning and business succession planning (for business owners). The work

engaged in by this professional is commonly known as personal financial planning. In

carrying out the planning function, he is guided by the financial planning process to create a

detailed strategy tailored to a client's specific situation, for meeting a client's specific goals.

Achieving the goals of corporate finance requires that any corporate investment be financed

appropriately. As above, since both hurdle rate and cash flows (and hence the riskiness of the

firm) will be affected, the financing mix can impact the valuation. Management must

therefore identify the "optimal mix" of financing the capital structures those results in

maximum value.
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The sources of financing will, generically, comprise some combination of debt and equity.

Financing a project through debt results in a liability that must be servicedand hence there are

cash flow implications regardless of the project's success. Equity financing is less risky in the

sense of cash flow commitments, but results in a dilution of ownership and earnings. The

cost of equity is also typically higher than the cost of debt, and so equity financing may result

in an increased hurdle rate which may offset any reduction in cash flow risk. Management

must also attempt to match the financing mix to the asset being financed as closely as

possible, in terms of both timing and cash flows. One of the main theories of how firms make

their financing decisions is the Pecking Order Theory, which suggests that firms avoid

external financing while they have internal financing available and avoid new equity

financing while they can engage in new debt financing at reasonably low interest rates.

Another major theory is the Trade-Off Theory in which firms are assumed to trade-off the

Tax Benefits of debt with the Bankruptcy Costs of debt when making their decisions. An

emerging area in finance theory is Right-financing whereby investment banks and

corporations can enhance investment return and company value over time by determining the

right investment objectives, policy framework, institutional structure, source of financing

(debt or equity) and expenditure framework within a given economy and under given market

conditions. One last theory about this decision is the Market timing hypothesis which states

that firms look for the cheaper type of financing regardless of their current levels of internal

resources, debt and equity.

Topic Objective:

At the end of this topic student would be able to:

 Define the term financing

 Describe capital investment decisions

 Discuss project valuation
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Definition/Overview:

Financing: Financing discloses the planned borrowings and repayments, including interest.

Key Points:

1. Capital investment decisions

Capital investment decisions are long-term corporate finance decisions relating to fixed

assets and capital structure. Decisions are based on several inter-related criteria. Corporate

management seeks to maximize the value of the firm by investing in projects which yield a

positive net present value when valued using an appropriate discount rate. These projects

must also be financed appropriately. If no such opportunities exist, maximizing shareholder

value dictates that management return excess cash to shareholders. Capital investment

decisions thus comprise an investment decision, a financing decision, and a dividend

decision.

2. The investment decision

Management must allocate limited resources between competing opportunities ("projects") in

a process known as capital budgeting. Making this capital allocation decision requires

estimating the value of each opportunity or project: a function of the size, timing and

predictability of future cash flows.

3. Project valuation

In general, each project's value will be estimated using a discounted cash flow (DCF)

valuation, and the opportunity with the highest value, as measured by the resultant net
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present value (NPV) will be selected. This requires estimating the size and timing of all of

the incremental cash flows resulting from the project. These future cash flows are then

discounted to determine their present value. These present values are then summed, and this

sum net of the initial investment outlay is the NPV. The NPV is greatly influenced by the

discount rate. Thus selecting the proper discount ratethe project "hurdle rate"is critical to

making the right decision. The hurdle rate is the minimum acceptable return on an

investmenti.e. the project appropriate discount rate. The hurdle rate should reflect the

riskiness of the investment, typically measured by volatility of cash flows, and must take into

account the financing mix. Managers use models such as the CAPM or the APT to estimate a

discount rate appropriate for a particular project, and use the weighted average cost of capital

(WACC) to reflect the financing mix selected. (A common error in choosing a discount rate

for a project is to apply a WACC that applies to the entire firm. Such an approach may not be

appropriate where the risk of a particular project differs markedly from that of the firm's

existing portfolio of assets.) In conjunction with NPV, there are several other measures used

as (secondary) selection criteria in corporate finance. These are visible from the DCF and

include payback period, IRR, Modified IRR, equivalent annuity, capital efficiency, and ROI.

4. Valuing flexibility

In many cases, for example R&D projects, a project may open (or close) paths of action to

the company, but this reality will not typically be captured in a strict NPV approach.

Management will therefore (sometimes) employ tools which place an explicit value on these

options. So, whereas in a DCF valuation the most likely or average or scenario specific cash

flows are discounted, here the flexibile and staged nature of the investment is modelled, and

hence "all" potential payoffs are considered. The difference between the two valuations is the

"option value" inherent in the project.

The two most common tools are:

4.1. Decision Tree Analysis (DTA)
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The DTA approach attempts to capture flexibility by incorporating likely events and

consequent management decisions into the valuation. In the decision tree, each

management decision in response to an "event" generates a "branch" or "path" which

the company could follow. (For example, management will only proceed with stage 2

of the project given that stage 1 was successful; stage 3, in turn, depends on stage 2.

In a DCF model, on the other hand, there is no "branching" - each scenario must be

modelled separately.) The highest value path (probability weighted) is regarded as

representative of project value

4.2. Real options analysis

The real options approach is used when the value of a project is contingent on the

value of some other asset or underlying variable. (For example, the viability of a

mining project is contingent on the price of gold; if the price is too low, management

will abandon the mining rights, if sufficiently high, management will develop the ore

body. Again, a DCF valuation would capture only one of these outcomes.) Here,

using financial option theory as a framework, the decision to be taken is identified as

corresponding to either a call option or a put option - valuation is then via the

Binomial model or, less often for this purpose, via Black Scholes. The "true" value of

the project is then the NPV of the "most likely" scenario plus the option value.

5. Quantifying uncertainty

Given the uncertainty inherent in project forecasting and valuation, analysts will wish to

assess the sensitivity of project NPV to the various inputs (i.e. assumptions) to the DCF

model. In a typical sensitivity analysis the analyst will vary one key factor, while ceteris

paribus holding constant all other inputs. The sensitivity of NPV to a change in that factor is

then observed (calculated as Δ NPV / Δ factor). For example, the analyst will set annual

revenue growth rates at 5% for "Worst Case", 10% for "Likely Case" and 25% for "Best

Case" - and produce three corresponding NPVs. Using a related technique, analysts may also

run scenario based forecasts so as to observe the value of the project under various outcomes.
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Under this technique, a scenario comprises a particular outcome for economy-wide, "global"

factors (exchange rates, commodity prices) as well as for company-specific factors (revenue

growth rates, unit costs). Here, extending the example above, key inputs in addition to

growth are also adjusted, and NPV is calculated for the various scenarios. Analysts then plot

these results to produce a "value-surface" (or even a "value-space"), where NPV is a function

of several variables. Another application of this methodology is to determine an "unbiased

NPV", where management determines a (subjective) probability for each scenario - the NPV

for the project is then the probability-weighted average of the various scenarios. Note that for

scenario based analysis, the various combinations of inputs must be internally consistent,

whereas for the sensitivity approach these need not be so.

A further advancement is to construct stochastic or probabilistic financial models - as

opposed to the traditional static and deterministic models as above. For this purpose, the most

common method is to use Monte Carlo simulation to analyze the projects NPV. Here, the

cash flow components that are (heavily) impacted by uncertainty are simulated,

mathematically reflecting their "random characteristics". The simulation produces several

thousand trials (in contrast to the scenario approach above) and outputs a histogram of

project NPV. The average NPV of the potential investment - as well as its volatility and other

sensitivities - is then observed. (Typically, an add-in such as Crystal Ball is used to run

simulations in spreadsheet based DCF models.) Here, continuing the above example, instead

of assigning three discrete values to revenue growth, the analyst would assign an appropriate

probability distribution (commonly triangular or beta). This distribution - and that of the

other sources of uncertainty - would then be "sampled" repeatedly so as to generate the

several thousand realistic (but random) scenarios, and the output is a realistic, representative

set of valuations. The resultant statistics (average NPV and standard deviation of NPV) will

be a more accurate mirror of the project's "randomness" than the variance observed under the

traditional scenario based approach.
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6. The dividend decision

The dividend is calculated mainly on the basis of the company's unappropriated profit and its

business prospects for the coming year. If there are no NPV positive opportunities, i.e. where

returns exceed the hurdle rate, then management must return excess cash to investors. These

free cash flows comprise cash remaining after all business expenses have been met. This is

the general case, however there are exceptions. For example, investors in a "Growth stock",

expect that the company will, almost by definition, retain earnings so as to fund growth

internally. In other cases, even though an opportunity is currently NPV negative,

management may consider investment flexibility / potential payoffs and decide to retain cash

flows. Management must also decide on the form of the distribution, generally as cash

dividends or via a share buyback. There are various considerations: where shareholders pay

tax on dividends, companies may elect to retain earnings, or to perform a stock buyback, in

both cases increasing the value of shares outstanding; some companies will pay "dividends"

from stock rather than in cash.

7. Working capital management

Decisions relating to working capital and short term financing are referred to as working

capital management. These involve managing the relationship between a firm's short-term

assets and its short-term liabilities. The goal of Working capital management is to ensure that

the firm is able to continue its operations and that it has sufficient cash flow to satisfy both

maturing short-term debt and upcoming operational expenses.

8. Decision criteria

Working capital is the amount of capital which is readily available to an organization. That

is, working capital is the difference between resources in cash or readily convertible into cash
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(Current Assets) and cash requirements (Current Liabilities). So the decisions relating to

working capital are always current decisions, i.e., short term decisions. The short term

decisions of the firm are similar to those of long term in terms of risk and return, but they

differ in many other ways like time factor, discounting consideration, liquidity etc. So these

decisions are not taken on the same basis as long term decisions. These decisions have

different criteria like cash flow and profitability.

8.1. Cash Flow

The most important criterion for making short term decisions is cash flows. And the

best measure of cash flow is net operating cycle or cash conversion cycle. It

represents the time difference between cash payment for raw materials and cash

collection for sales. Another aspect of cash conversion cycle is gross operating cycle

which is same as net operating cycle except the fact that it does not take into account

the creditors deferral period. Cash conversion cycle indicates the firm's ability to

convert its resources into cash. Because this number effectively corresponds to the

time that the firm's cash is tied up in operations and unavailable for other activities,

management generally aims at a low net count.

8.2. Profitability

In this context, the most useful measure of profitability is Return on capital (ROC).

The result is shown as a percentage, determined by dividing relevant income for the

12 months by capital employed; Return on equity (ROE) shows this result for the

firm's shareholders. Firm value is enhanced when, and if, the return on capital, which

results from working capital management, exceeds the cost of capital, which results

from capital investment decisions as above. ROC measures are therefore useful as a

management tool, in that they link short-term policy with long-term decision making.

9. Management of working capital

Guided by the above criteria, management will use a combination of policies and techniques

for the management of working capital. These policies aim at managing the current assets
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(generally cash and cash equivalents, inventories and debtors) and the short term financing,

such that cash flows and returns are acceptable.

 Cash management: Identify the cash balance which allows for the business to meet day to day

expenses, but reduces cash holding costs.

 Inventory management: Identify the level of inventory which allows for uninterrupted

production but reduces the investment in raw materials - and minimizes reordering costs - and

hence increases cash flow.

 Debtors management: Identify the appropriate credit policy, i.e. credit terms which will attract

customers, such that any impact on cash flows and the cash conversion cycle will be offset by

increased revenue and hence Return on Capital (or vice versa).

 Short term financing: Identify the appropriate source of financing, given the cash conversion

cycle: the inventory is ideally financed by credit granted by the supplier; however, it may be

necessary to utilize a bank loan (or overdraft), or to "convert debtors to cash" through

"factoring".

Topic Objective:

At the end of this topic student would be able to:

 Define the term tax

 Describe qualified personal service corporations

 Discuss accumulated earnings tax

Definition/Overview:

Tax: Corporate tax in the United States is a tax on the taxable income of a C corporation or an

entity taxed as a C corporation. The corporate tax is the default tax levied on a business entity
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unless the entity qualifies to be taxed under different tax rules such as those for non-profit

organizations and S corporations.

Key Points:

1. Qualified personal service corporations

Qualified personal services corporations are taxed at a flat rate of 35% unlike other

corporations. A "qualified personal service corporation" is a corporation, substantially all of

the activities of which involve the performance of services in the field of law, health,

engineering, architecture, accounting, actuarial science, performing arts, or consulting. To be

classified as a qualified personal service corporation, at least 95% of the corporation's stock,

by value, must be owned directly or indirectly by employees performing the services, retired

employees who performed the services, an estate of one of the aforementioned employees, or

certain persons who acquired the stock as a result of the death of such an employee.

2. Accumulated earnings tax

In addition to the marginal and alternative minimum taxes a corporation that accumulates

excess earnings without paying them out to shareholders as dividends may be subject to a

15% accumulated earnings tax.

3. Estimated payments

Corporations are generally required to make installment payments of their expected tax

liability each quarter.

4. Types of income
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For tax purposes, income can be divided in a variety of ways. The first division is between

ordinary income and capital gains. Ordinary income includes compensation for personal

services such as wages and salaries, business profit, dividends from stock shares, and interest

income from invested funds while capital gain generally comes from the sale of investment

property. Congress has typically shown a preference for long-term investment by having a

capital gains tax rate lower than the ordinary income rate. However, only long-term capital

gains get preferential treatment; short-term capital gains (from property held for one year or

less) are taxed at the same rate as ordinary income. Added complications come from various

distinctions within each category. For instance, qualified dividends, which were previously

taxed at ordinary income rates (as non qualified dividends currently are), are currently taxed

at long-term capital gain rates until 2011 under the Jobs and Growth Tax Relief

Reconciliation Act of 2003, and within long-term capital gains, gains on certain real estate,

collectibles, and small business stock each have their own tax rates. The rules for offsetting

capital losses with gains (whether capital or ordinary) add further complications. In ordinary

usage, when someone speaks of their "tax rate", they typically are referring to their marginal

tax rate for ordinary income. Another important distinction in types of income is income

from passive activities versus non-passive activities (), an attempt to curb tax shelters used by

taxpayers not directly involved with an activity other than as an investor ("passive").

5. Year 2007 income brackets and tax rates

An individual's marginal income tax bracket depends upon their income and their tax-filing

classification. As of 2007, there are six tax brackets for ordinary income (ranging from 10%

to 35%) and four classifications: single, married filing jointly (or qualified widow or

widower), married filing separately, and head of household.

Marginal

Tax Rate
Single

Married Filing

Jointly or Qualified

Widow(er)

Married Filing

Separately
Head of Household

10% $0 $7,825 $0 $15,650 $0 $7,825 $0 $11,200
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15% $7,826 $31,850 $15,651 $63,700 $7,826 $31,850 $11,201 $42,650

25% $31,851 $77,100 $63,701 $128,500 $31,851 $64,250 $42,651 $110,100

28% $77,101 $160,850 $128,501 $195,850 $64,251 $97,925 $110,101 $178,350

33% $160,851 $349,700 $195,851 $349,700 $97,926 $174,850 $178,351 $349,700

35% $349,701+ $349,701+ $174,851+ $349,701+

An individual pays tax at a given bracket only for each dollar within that bracket's range. For

example, a single taxpayer who earned $10,000 in 2007 would be taxed 10% of each dollar

earned from the 1st dollar to the 7,825th dollar (10% $7,825 = $782.50), then 15% of each

dollar earned from the 7,826th dollar to the 10,000th dollar (15% $2,175 = $326.25), for a

total of $1,108.75. Notice this amount ($1,108.75) is lower than if the individual had been

taxed at 15% on the full $10,000 (for a tax of $1,500). This is because the individual's

marginal rate (the percentage tax on the last dollar earned, here 15%) has no effect on the

income taxed at a lower bracket (here the first $7,825 of income taxed at 10%). This ensures

that every rise in a person's pre-tax salary results in an increase of their after-tax salary,

contrary to the popular misconception that being bumped into a higher tax bracket reduces

after-tax income.

Claiming deductions may reduce an individual's tax liability by a rate equal to the marginal

tax rate of their particular tax bracket, with a corresponding reduction in returns as the

individual crosses in to a lower tax bracket. For example, if an individual is able to increase

the amount of their deduction by $1000 with a last-minute donation to a charitable

organization, and the individual's adjusted gross income is $500 in to the 25% marginal tax

bracket, the donation will reduce the tax liability of the individual by ($500 25%) + ($500

15%) = $200.

6. Year 2008 income brackets and tax rates
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Marginal

Tax Rate
Single

Married Filing

Jointly or Qualified

Widow(er)

Married Filing

Separately
Head of Household

10% $0 $8,025 $0 $16,050 $0 $8,025 $0 $11,450

15% $8,026 $32,550 $16,051 $65,100 $8,026 $32,550 $11,451 $43,650

25% $32,551 $78,850 $65,101 $131,450 $32,551 $65,725 $43,651 $112,650

28% $78,851 $164,550 $131,451 $200,300 $65,726 $100,150 $112,651 $182,400

33% $164,551 $357,700 $200,301 $357,700 $100,151 $178,850 $182,401 $357,700

35% $357,701+ $357,701+ $178,851+ $357,701+

Short-term capital gains are taxed as ordinary income rates as listed above. Long-term capital

gains have lower rates corresponding to an individuals marginal ordinary income tax rate,

with special rates for a variety of capital goods.

Ordinary

Income

Rate

Long-term

Capital

Gain Rate

Short-term

Capital

Gain Rate

Long-term

Gain on

Real

Estate*

Long-term

Gain on

Collectibles

Long-term Gain

on Certain Small

Business Stock

10% 0% 10% 10% 10% 10%

15% 0% 15% 15% 15% 15%

25% 15% 25% 25% 25% 25%

28% 15% 28% 25% 28% 28%

33% 15% 33% 25% 28% 28%

35% 15% 35% 25% 28% 28%

Capital gains up to $250,000 ($500,000 if filed jointly) on real estate used as primary

residence are exempt.
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