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PREFACE

Briefly stated, the goal of the present course material in “Modern Management
Accounting” is to present rationatonomic thinkingln order to do so we use a
thoroughly developed pedagogical technique which can be used in a teacher led
situation as well as in self-studies. The material is used in the training of business
managers at the Uppsala University, Sweden.

The course that we are hereby offering current and future actors in the new east
European market economies provides managers with the knowledge needed to
control and develop a company in a positive direction. The material is
comparatively extensive and requires a dedicated effort by the student in order to
achieve expected results. This is, however, an effort that will give ample return in
the long term.

The present study guide gives an overview of the goals and contents for the
course as well as detailed reading instructions. It also contains a dictionary of the
economic concepts most commonly used in the course.

Many people have been of great help in the production of the Russian version of
“Modern Management Accounting”. The authors should, of course, be mentioned
first of all: Rune Lénngvist, Dag Smith and Bengt Ostrém, teachers and
researchers at the Department of Business Study, Uppsala University.

The translation work has been excellently performed by Igor Ryzhenkov and
Stella Sevander, teachers of Russian at the Umea University. Among other
collaborators we would especially like to mention Galina Krupina, Oleg Andreev
and Olga Andreeva.

The course material has been thoroughly studied by teachers at the Department of
Industrial Economics and Innovation of the St. Petersburg University of

Economics and Finance. They have provided many constructive comments on the
contents of the course.

Students using this course material are welcome to submit their comments in
order to improve the contents of the course. Since this is the first Russian edition
of the course it is expected that improvements with regard to contents as well as
form will be necessary.

Uppsala and Umea Ulf E. Olsson
August 1994 Mats-Olov Olsson
DidaktEkon

DidaktEkon ABFlogstavéagen 120, S-752 72 Uppsala, Sweden
Telephone & telefax: +46 18 460501
Email: olsson@WWW.DidaktEkon.SE
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.  STUDY GUIDE



INTRODUCTION

This study guide demonstrates the goals and contents of the course “Modern
Management Accounting”. It also provides detailed reading instructions. and a
dictionary of concepts used in the course.

The course is intended for internal training in companies as well as for students
of business administration at institutions of higher education.

In company training programmes the course is primarily designed for decision-
makers in the top and middle management in large companies who need basic
knowledge about economic concepts. Naturally, people who are starting their
own new businesses or who are already established businessmen will also benefit
from this knowledge.

The goals of the course

The course deals with general economic principles as they are expressed in a
company operating in a market economy. This means that the economic
reasoning and methods of analysis that are presented in the course are useful even
for a company that does not have a market type management accounting system
today. Thus, the course primarily deals with acquiringeaonomic way of
thinkingrather than mechanically learning specific techniques.

Detailed knowledge of business economics is no doubt necessary, but if basic
economic reasoning has not been properly understood, it is difficult to learn the
details which lead to success. A mechanical study of details without
understanding basic relations generally results in an inability to correctly use the
economic tools.

The goal of the course i® provide people in managing positions with the
economic knowledge required to actively control and develop a modern company
operating in a market economy

The structure of the course

The self-study course “Modern Management Accounting” consists of three parts,
each one based on the same pedagogical structure. In terms of contents the three
parts are cumulative so that part 2 presupposes knowledge contained in part 1 and
part 3 presupposes knowledge contained in part 1 and part 2. The course is
completely self-instructive.



The course consists of the following parts:

Part 1 Financial Accounting
Part 2 Product Costing and Capital Budgeting
Part 3 Accounting for Cost Flows

The course design is based on experiences from pedagogical research showing
that it is easier to learn and use knowledge which

Is logically structured,

has been presented both orally and in writing,
has been actively processed by the reader,

Is related to the reader’s own experience.

Each part of the course is therefore based on the following building blocks:

* A textbook with all the theoretical knowledge required in order to understand
the topic.

* An exercisebook filled with practical examples and exercises of varying
degree of difficulty.

» Solutions to the exercisesvith step-by-step explanations so that your own
work can easily be verified.

* A number ofaudio cassettesvith explanations and comments on certain key
exercises.

* A computer program for accounting to the third part of the course.

Study methods

All parts of the course follow the same pedagogical logic; initially, the problems
are treated theoretically, then follows an oral discussion of one of the key
exercises with detailed comments on how to solve and analyse a specific
problem. When you have studied a certain section of the textbook and listened to
the comments on the audio cassettes belonging to this section it is time for a
practical application of your knowledge on one or more exercises. Finally, after
each exercise you are given an opportunity to verify if your solution is correct.

| READ — LISTEN— PRACTICE— VERIFY |

By consequently observing the work cycle “read-listen-practice-verify”, proceed
to the following section according to the same work cycle. During the course it
has been found useful to repeat earlier sections to counteract forgetfulness and



aid learning for life. In this way “Modern Management Accounting” becomes the
efficient tool it is design to be.

As should be immediately realised from what has been said above the training
should not be considered complete merely with reading the textbook. With that it
has, in fact, only started. Not until you completely master and are able to use the
newly acquired knowledge yourself should training be considered completed. It is
application, the concrete use of knowledge, which gives skill, competence, and
understanding. The contents of the course will then be an integrated part of your
self and your views on reality will change and develop.

The whole course will require at least two months full time study for most
students to adequately master its contents. However, it is advisable to study the
course on part time for a period of four to eight months. Study at your own speed
but schedule your studies carefully. The best result is reached with short but
regular working spells. Remember that self-study requires discipline. Whether or
not the studies will be successful is primarily dependent on motivation — on the
fact that you are really interested in learning, that you understand the reasons for
the studies and realise what use you will have of your new knowledge.



CONTENTS OF THE COURSE

Knowledge of modern management accounting is critically lacking in all Russian
speaking countries as these are currently undergoing a transition to market
economies. This material is well suited for university courses in business
administration and management as well as for retraining of company personnel.
The course gives a basic understanding of the relations between concepts used in
business economics and of the economic effects of company decision-making
about current and future business activities. The course is primarily devoted to
accounting methods and techniques to be used in the management and the
analysis of the economic situation of individual companies. More practically
oriented techniques are only dealt with if these serve to explain general
relationships.

In order for a company to survive in a market economy it should both maintain a
sufficient liquidity to meet its financial obligations and be able to reach a level of
profitability which satisfies the owners’ demand for return on invested capital. It

Is the task of the company management and its managers with economic respons-
ibility on all levels to make sure that these two basic requirements are met. In this
context issues such as the following have to be analysed:

* What line of products are most profitable?

* How are sales revenues affected by changed selling prices and how are costs
affected by volume changes and by changes in purchase prices?

* What connections are there between increased terms of credit, sales revenues
and the liquidity of the company?

* What are the connections between the size of capital formation and the comp-
any’s profitability?

* What capital investments satisfy the required profitability?
* How can different fields of activity be managed and evaluated?

Analysing such issues requires knowledge of the three topics covered in the
course:

[0 Financial Accountingdealing with basic economic concepts such as costs,
revenues, assets, liabilities, stockholder equity and liquidity and the interrelations
between these concepts.



[0 Product Costing and Capital Budgetimigaling with cost allocation in price
calculation, pooling of costs in specific decision situations and methods for

evaluation of capital expenditures.

[0 Accounting for Cost Flowsdealing with information technology models for
job-order and process accounting as well as methods for expected effects of cost
distribution between different spheres of responsibility in the company.

The course material includes three parts. Each part consists of a textbook, an ex-
ercise book with complete solutions and 4-6 audio cassette tapes with recorded
teacher comments on the exercises. Furthermore, to the third part of the course
there is a computer program for accounting. This study guide, containing a
glossary (in Russian and English), is also part of the course material.



OVERVIEW OF THE THREE PARTS OF THE
COURSE

Part 1 Financial Accounting
by Dag Smith and Rune L6nngvist

The basic concepts in management accounting and the company’s situation in
terms of income, balance and liquidity.

Income and balance statements

* the income concept

* the relationship between income and balance statements
» the valuation of assets and its impact on income

» shareholders equity

Accounting

* double entry bookkeeping

* annual accounts

Statements of changes in financial position

Financial ratios

Course material:

* Textbook (102 pp.)

* Twenty-seven exercises with solutions

* Four cassette tapes with approx. 5.5 hours of comments on the exercises.

Part 2 Product Costing and Capital Budgeting
by Rune Lonnqvist, UIf E. Olsson and Bengt Ostrom

Economic models for the calculation of products and investments to support deci-
sion-making in business activities.

Profit planning

* cost-volume-profit charts

» variable and fixed costs

 differential and common costs

* opportunity costs

Calculation according to the absorption costing concept
» direct and indirect production costs

* average cost calculation

 calculation with overhead allocations



* activity-based costing

Calculation according to the variable costing concept

» contribution margin, contribution margin ratio

» calculation with relevant costs in situations with idle capacity or bottleneck
problems

Product pricing

* target-return pricing

* influence from competitors and customers on pricing

» price elasticity of demand

» prices and inflation

Capital budgeting

» evaluation of capital expenditures

 different methods of evaluation, e.g. the present value method and the payback
method

» capital budgeting and inflation

Course material:

* textbook (163 pp.)

* fifty-two exercises with solutions

* six cassette tapes with approx. 6.5 hours of comments on the exercises.

Part 3 Accounting for Cost Flows
by Rune Lénngvist

Accounting for cost flows and feedback information to support the evaluation of
business activities.

Accounts and codes - a new accounting technique

The need for information and the structure of the accounting system
Responsibility accounting

» direct and indirect departmental costs

» cost allocation between departments

» cost allocation by transfer prices

Product cost accounting systems

* product-costing systems in trading companies

product-costing systems in service companies

product-costing systems in manufacturing companies - a basic model
job-order costing

* process costing

» standard-costing

Accounting for cost of capital

» cost of capital in accounting

* calculation of cost of capital



Accounting for price-level changes

* measuring income

» depreciation under inflation

* replacement cost depreciation and cost of capital

Course material:

* textbook (120 pp.)

* twenty-nine exercises with solutions

» five cassette tapes with approx. 6.0 hours of comments on the exercises.
* a computer program for accounting.



READING INSTRUCTIONS

Part 1 Financial Accounting

The concept of income

Of all commonly used economic concepts the concegirafit is outstanding.

This special position depends on the fact that the company must show positive
profits in order to survive. During shorter periods a company might manage
despite negative profits, but in the longer term the company will be squeezed out
from the capital markets if it cannot show positive profits. Neither banks nor
owners will want to invest in a company showing negative profits.

All workers in a company need a deeper understanding of the concept of income.
This is especially important for managers and other decision-makers. The
purpose of this course material is to provide a broad and comprehensive
economic knowledge for managers and others who read yearly reports and who
design and use various economic reports themselves.

1. Study Chapter 1 in order to get an overview of the contents
of the textbook. Then read Chapters 2 and 3.

In Chapter 2 the meaning of the concept of income is defined and explained. The
definition takes the company’s relation to its owners as a point of departure and
shows that the profit is equal to the dividends to the owners plus the change in
the owners wealth in the company.

The relation between income and balance statements

Chapter 3 illustrates the differences between paymentsemsthue and cost
Payments designate changes in liquid assets whiatnaitgpe of the company’s
assets, while revenue and cost designate changes in the contptalysssets,
l.e. changes in the difference between the company’s total assets and liabilities.

Revenues are defined as an increase in the difference between assets and
liabilities, that is, an increase of the company’s net assets. Costs are defined as a
decrease of the difference between the company’s assets and liabilities, that is, a
decrease of the company’s net assets. Since income is equal to the change of the
owners’ wealth in the company — the net assets — income can also be defined as
revenues minus costs.

10



2. Listen to lecture 1, where comments are given on exercises
no. 1 and 4.

3. Solve exercises no. 2, 5, 8 and 9 on your own and check
your answers.

4. Repeat if necessary by solving exercises no. 3, 6 and 7.

Different methods for valuation of assets

How assets should be valued is one of the most discussed issues in accounting.
The problem is important since the valuation of assets also decides the
company’s income for the period. A short summary of alternative evaluation
methods is given in the book (p. 18 ff.). In legislation and practice it has been
decided that the valuation of assets should be based on the principle of purchase
value and the principle of conservatism, that is, not to account for any increase of
value until it has been confirmed through a sale, but acknowledge a decrease of

value as soon as it has occurred.

5. Listen to lecture 1, where comments are given on exercise
no. 13

6. Solve exercise no. 14 on your own.

Income and balance statements
An income statement is a systematic report of the company’s revenues and costs,
and the balance statement is a report of the company’s assets and debts. Various

countries have different practices when it comes to the order of the posting and
what subtotals should be calculated. In this course we present a model that is

common in western companies.

7. Read sections 4.1 and 4.2.

8. Listen to lecture 1, where comments are given on exercise
no. 11.

9. Solve exercise no. 10 on your own.

11



Shareholders’ equity

The shareholders’ equitys a concept that is often misinterpreted. Concepts like
capital stock, retained earnings etc. make you think of resources that exist
somewhere in the company. Surely, the owners’ equity is equal in sum to assets
minus debts and therefore measures the owners’ wealth in the company. The
misinterpretation that is sometimes made is that one and the same wealth is
accounted for twice. It happens that people see the wealth in the company assets
and in addition believe that there is a wealth in the owners’ equity which is
wrong. The owners’ equity is simply the mirror image of the specific assets and
debts that exist in the company.

Extensive explanations are given in the textbook to the fact that owners’ equity
should be included in the balance statement and the reasons for making a new
division of the difference between the company’s assets and debts through the
owners’ equity are stressed. As already mentioned, in a stock company the
difference between assets and debts shows the size of the owners’ wealth in the
company. The owners’ equity, on the other hand, shows a division of the same
amount according to whether or not the owners might take out parts of the
company assets as dividends.

10. Read section 4.3.

11. Listen to lecture 2, where comments are given on exercises
no. 16 and 17.

12. Solve exercise no. 15 on your own.

Basic principles for double entry bookkeeping and balancing of books

The section on bookkeeping on accounts is focused on the principles for double
entry bookkeeping and shows how business transactions can be accounted for in
a system of accounts for assets, debts, revenues and costs. The textboak does
deal with practical bookkeeping issues such as setting up of a debitors ledger, the
detailed design of charts of accounts, formal rules for keeping books or the
design of computerised accounting programs. The purpose is not to train
bookkeeping personnel, but rather to give managers and other personnel an
understanding of accountancy on a higher and more principle-related level. In
order to facilitate the overview the bookkeeping is done on so-called T-accounts.
In real-world companies more elaborated techniques is required.

12



As an increasing number of companies are using computers for their accounting
closures of the books through the so-callednning methottave become more
common. This means that no entries are done on the accounts at closure of the
books. Instead, the balance found on an account at the end of the period is
entered into the balance or income statements.

13. Read Chapter 5.

14. Listen to lecture 3, where comments are given on exercise
no. 21, but skip the financial analysis.

15. Solve exercises no. 22 and 23 on your own, but skip the
financial analysis.

16. Repeat if necessary by solving exercises no. 24, 25 and 26,
but skip the financial analysis.

Statement of changes in financial position

In addition to income and balance statements the annual reports from large
companies also often containfands statemenivhich basically describes the
company’s payments during the past year. Funds statements might be organised
in a variety of ways. In the textbook a model has been chosen that closely
corresponds to international recommendations with the following basic structure:

+/- The net payments which should have been created by the business activity if
the working capital had been constant. (Sales minus wages, materials, etc.)

+/- Changed payment flows caused by changes in the working capital. (Increased
receivables decreases the inflow from customers, etc.)

- Payments for investments during the period. (Payments for purchased
machines, etc.)

+ Payments from the capital market. (New loans, new funds from the owners,
instalments, etc.)

= Changes in the company'’s liquid assets.
Funds statements provide important information for banks and other financial
institutes about the company’s ability to avoid insolvency threats and they might

also give a picture of the company’s strength. A company in which the activity
generates a positive cash flow covering the investment needs is strong and

13



independent in its relation to banks, while a company where the activity creates a
negative cash flow is totally dependent upon decisions on the capital market.

The management of a company often finds it necessary to obtain a picture of the
economic situation of its customers, its suppliers and competitors and to do this it
then needs to be able to read and interpret a funds statement.

17. Read section 6.1.

18. Listen to lecture 2, where comments are given on exercise
no. 20.

19. Listen to lecture 4, where comments are given on exercise
no. 24.

20. Solve exercises no. 18 and 19 on your own.

21. Repeat if necessary by making the funds statements in
exercises no. 21-26.

Financial ratios

By compiling economic information about the company in the form of financial
ratios an assessment of the company’s economic situation is facilitated and
comparisons with previous activity or other companies are made possible. The
textbook discusses three types of key figures:

Return on equitghows what profitability the owners are getting on their wealth
in the company.

Return on capital employedhich in principle shows what rate of return the
company has created on its borrowed capital and on the owners’ equity.

Equity ratioshows the company’s ability to survive for a number of years when
working at a loss.

In order to be able to interpret such key figures an understanding is required of

how the calculations are made. In addition to the study of the textbook it is
advisable to work through the exercises in accordance with the following order:

14



22.

23.

24,

25.

Read section 6.2.

Listen to the end of lecture 4, where comments are given on
exercise no. 27, the task relating to the industrial company

Atlas Copco.

Solve one of the tasks in exercise no. 27 on your own.

Repeat if necessary by solving the rest of the tasks in
exercise no. 27.

15



Part 2 Product Costing and Capital Budgeting

In part 1 of the course Financial Accounting- we studied the economy of the
whole company. In this part Product Costing and Capital Budgeting we
change perspective and concentrate on economic issues relating to the company’s
various products as well as the economic consequences of single investment
projects. The purpose of costing is to establish support for decisions, but it is
important to state at the outset that costing is only a part of the decision making.
A number of other factors which are difficult to capture in economic terms might
have strong influences in the actual decision situation. Working environment
considerations, possibilities for a more advanced collaboration with other
companies and other more long term, strategic factors are examples of factors
influencing decisions.

There are often specially trained personnel in companies who draw up the
calculations that the company management uses as decision support. The purpose
of the textbook and the exercises is to train those persons who need to establish
the prerequisites for calculations and who need to be able to interpret calculations
rather than to train calculation specialists. In order to correctly realise weaknesses
and deficiencies in calculations knowledge is needed about how calculations are
made and upon what conditions ordinary calculation models are based.

1. Read Chapter 1 in order to get an overview of the contents
of the textbook.

Profit analysis

Decisions entailing volume changes in the company affect revenues as well as
costs and thereby the company’s profits. Revenues are here supposed to vary
proportionally with volume. A bit further on in the book (in Chapter 6) more
detailed relations between sales prices and volumes are discussed. Costs are
grouped in fixed and variable costs depending on whether or not they are affected
by volume changes.

Under certain simplifying assumptions the following basic model might be used
to analyse the effect of volume on profits:

Income = (sales price - variable unit cost) ¢ volume - fixed cost

One application of income analysis is to calculate the volume at which the
company’s profit is zero in order to establish a measure of how close to this point

16



the company can operate, that is, to calculate the company’s safety margin. It is
important that all managers in the company have a clear comprehension of the
possible consequences of a sales reduction so that they are able to rapidly take
counter-measures.
Before deciding about an advertising campaign comparisons should be made
between the costs of the campaign and the income rise that the expected volume
increase might produce. This is another application of income analysis.

2. Read Chapter 2.

Traditional profit analysis

3. Listen to part 1 of lecture 1, where comments are given on
exercises no. 1 and 3.

4. Solve exercises no. 2 and 4 on your own.
5. Repeat if necessary by solving exercise no. 6.
Profit and liquidity analysis

6. Listen to part 2 of lecture 1, where comments are given on
exercise no. 5.

Profit analysis with several products

7. Listen to part 2 of lecture 1, where comments are given on
exercises no. 8 and 10.

8. Solve exercise no. 9 on your own.

9. Repeat if necessary by solving exercises no. 7 and 11.

A theoretical model for costing

10. Read through Chapter 3 and repeat the chapter after you
have studied both Chapter 4 and Chapter 5.

With the help of examples Chapter 3 illustrates some important principles for
calculations, on the one hand, the principle that “what is done is done” and thus

17



that only future effects should be included and, on the other hand, the principle

that current capacity should be assessed according to its opportunity cost, that is,
according to what revenues an alternative use of the factory capacity would have
produced. The example leads up to the theoretically correct model:

Changed revenues - changed costs - opportunity costs

Unfortunately, opportunity costs are difficult (and often expensive) to measure.
In practice, therefore, calculation models have to be simplified. In the short term
there are no significant opportunities to find an alternative way of using or
adapting capacities. Then it might be appropriate in absorption costing to
approximate the opportunity cost by the distributed cost of purchased capacity.

Absorption costing

11. Read Chapter 4 (except Appendix)

Full costing is frequently used in companies for a number of different decisions.

It is important that salesmen, purchasers and management have knowledge about
the conditions and limitations of calculations. Full costing is sometimes used as
an argument in price negotiations. A profound insight into the weaknesses in your
opponents calculations, for example, might often be essential to achieve a good
negotiations result.

In full costing all costs are allocated between the company’s products. Certain
costs, the direct costs, can be measured per product while other costs, the indirect
costs, cannot be measured per product, but must be allocated in the same
proportion by a suitably chosémdex for distributing overheads

The basic criterion for the choice of index for distributing overheads is that the
index should reflect a cause-effect relation between products and costs. Products
that require much machine time for their production should, for instance, carry
more of the costs for machine capacity, repair and maintenance etc. In order to
more easily find good cause-effect relations the indirect costs are often ordered
according to functions such as purchase, production etc. or according to the
company’s organisational structure. For each and every one of these groups a
cost allocation is then made on to the products.

18



Costing for companies with one product

12.

13.

14.

Listen to lecture 2, where comments are given on exercise
no. 12.

Solve exercise no. 13 on your own.

Repeat if necessary by solving exercise no. I5 and read

through exercise no. 14.

Costing for companies with several products

15.

16.

17.

Listen to lecture 2, where comments are given on exercises
no. 16 and 17.

Solve exercise no. 18 on your own.

Repeat if necessary by solving exercises no. 19 and 20.

Costing in manufacturing companies

18.

19.

20.

21.

Read the Appendix to Chapter 4.

Listen to lecture 2, where comments are given on exercise
no. 25.

Solve exercises no. 22 and 26 on your own.

Repeat if necessary by solving exercises no. 23, 24, 27 and
28.

The variable costing concept

Many good businesses have been lost because management did not
understand when the variable costing concept would give a better picture of
the economic reality than would full costing. In situations when free
capacity cannot be used in any alternative way only those costs that are
affected by the decision should be included. The calculations are often seen
as paradoxical, selling a good at a price that is lower than its full cost might
lead to a higher profit. The explanation to this paradox lies in the fact that
parts of the full cost have to be paid whether or not the business is really

done.
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The chapter describes two situations where variable costing gives a more
correct picture of reality than does full costing:

» Situations where parts of the company’s capacity are idle and cannot be
used in other profitable ways.

* Situations in which there has occurred “bottlenecks” in the activity.
In the latter situation variable costing might be used in order to find the
optimal use of the limited capacity. This is a model which, i.a., might be
used for production planning.

22. Read Chapter 5.

Variable costing in situations with free capacity

23. Listen to lecture 3, where comments are given on exercises
no. 29 and 30.

24. Solve exercise no. 31 on your own.
Variable costing in situations with “bottlenecks”.

25. Listen to lecture 3, where comments are given on exercise
no. 32.

26. Solve exercise no. 34 on your own.
27. Repeat if necessary by solving exercises no. 33, 35 and 36.

Sections 5.4 and exercise no. 37 contain a special variant that
might be regarded as part of an advanced course.

Product pricing

28. Read Chapter 6.

In the two previous chapters costs have been at the centre of attention, but
revenues, that is, sales prices and volumes, are equally important for the
company'’s profitability. A calculation of the costs for producing and selling a
product is an important point of departure for pricing, but every company

20



operating in a market economy must also consider the reactions of its customers
and competitors.

A number of factors influence how customers and competitors react on price
changes:

* Type of product, for example, standard products or customised products, etc.

* The market type, the number of sellers and buyers as well as the size of their
demand and supply.

* The development of demand, for example, a new, fast growing product or a
mature one, the business cycle situation, etc.

In Chapter 6, furthermore, a number of pricing strategies are discussed which are
common in market driven companies, such enetration strategy price
skimming strategyprice discrimination Pricing under inflation is discussed as
well.

In an Appendix to Chapter 6 the so-call@dPont analysiss described, in which
different methods for improving the company’s profitability are illustrated. It is
easy to realise that profits will improve if prices are raised or if costs are reduced,
but, in addition to this, every decision-maker in a leading positions needs a clear
picture of the relation between capital employed and profitability.

Capital budgeting

Investments are projects that give economic consequences during a number of
years in the future. In order to be able to evaluate such projects, methods are
needed that take “the time value of money” into account, that is, the fact that

payments in a near future have a higher value than payments further away in
time.

The importance of capital budgeting varies. Sometimes future consequences are
so difficult to predict that a mathematical solution becomes meaningless. In other
cases investments are necessary, that is, the company has no other alternatives if
it wants to survive in its branch. Examples of investment decisions for which
calculations have a great significance are the choice between buying or renting
equipment, the choice between different alternative solutions of a problem, cost-
saving investments, etc.

Mathematical experts and computers should handle the sometimes advanced
mathematical calculations required. In the textbook we focus on the principles on
which these calculations are based and the conditions that have to be met in order
to make the calculation valid. As a decision-maker it is important to realise the

21



weaknesses of the calculation as well as its benefits. Furthermore, it is the task of
the management to establish the discount rate to be used in the assessment of
investment projects.

29. Read Chapter 7.

30. Use exercises no. 38-40 to repeat the interest mathematics
described in Chapter 7.

Methods for capital budgeting
The chapter deals with the pros and cons of the following four methods for
investment calculations:

The net present value methadhere all payments are discounted to their present
value and compared.

The pay-back methodvhere the project’'s payments are compared from a
liquidity perspective.

The annuity metho@vhere the project’'s payments are transformed into equally
sized yearly payments which are then compared.

The internal rate of returmvhere the project’s percentage vyield is calculated and
compared to the established discount rate.

31. Read Chapter 8.

32. Listen to part 1 and the beginning of part 2 of lecture 3,
where comments are given on exercises no. 41 and 42.

33. Solve exercise no. 44 on your own.
34. Repeat if necessary by solving exercises no. 43 and 45.

35. Listen to the end of part 2, lecture 4, where comments are
given on exercise no. 46.

36. Solve exercise no. 48 on your own.
37. Repeat if necessary by solving exercises no. 47, 49 and 50.

Skip exercises no. 51 and 52 unless you have access to a
computer.
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Part 3  Accounting for Cost Flows

The title Accounting for Cost Flowshould not be interpreted as if the textbook
contains a lot of accounting techniques. Surely there are sections that deal with
technical aspects, but the main part of the technical material is radically
simplified in order to enhance principles and theories. The main part of the book
does not, however, contain any accounting techniques but is devoted to
illustrating different ways of controlling an organisation by the help of economic
information and economic measures. It contains a discussion as to how cost
redistributions between various departments and internal prices might affect the
activity of the company, how various ways of including capital costs in reports
might affect the capital used within the company and how the assessment of costs
at current prices might help the company to maintain its capacity in times of
inflation. The book also contains a few sections which are valuable for the
company accountant and other bookkeeping personnel, but most of the text is
intended for purchasers, salesmen, production managers and all senior managers
in the company.

1. Read Chapter 1 in order to get an overview of the contents
of the book.

Accounting with codes

Chapter 2 shows in principle how you might use codes in order to store
information about what happens in the company. In general, codes mean nothing
new compared to accounts. The benefits are rather psychological since coding
allows the information to be structured in way that is easier to handle and,
thereby, the risk for misdesignations is diminished.

2. Read Chapter 2.

3. Listen to lecture 1, where comments are given on exercise
no. 2.

4. Repeat if necessary by solving exercise no. 1.
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From reports to accounts plans

Chapter 3 describes how an information system for the company might be
designed. It is the task of the company management to design a suitable system
that offers relevant information to various officials. Simultaneously, information
management is an important means of control for the company management. By
charging the sales manager with the costs for capital employed in the stock of
finished goods management could balance the demands from the sales
department for short delivery time to the customers. Such demands on short
delivery times usually will lead to large stocks of finished goods.

The basic idea of the chapter is to show how the company management can start
its work with the formulation of a number of specific economic reports which are
subsequently analysed and thus provide the foundations for the design of the
company accounting system.

5. Read Chapter 3.

6. Listen to lecture 1, where comments are given on exercise
no. 4

7. Repeat if necessary by solving exercise no. 3.

Cost centres and transfer pricing

How costs should be allocated between the various departments of the company
IS an issue that often causes intensive discussions. It is important that the
company management is engaged in these issues and is able to design a system
that works for the benefit of the entire company. An example will show what
effects a well-designed cost distribution can achieve. Let us imagine a company
with one computer department that is providing services for other departments.
One possible model for cost distribution would be to calculate an hourly price
based on the budget of the computer department and that other departments are
charged with this hourly price in accordance with actual use of the service.
Thereby the consuming departments will get signals about the costs caused by the
computer department and they might assess the relative benefits of the
computers. Via the distributed costs the computer department will get signals
about what volumes various departments will use. Simultaneously, there will be a
pressure on the department to hold down its actual costs, since only budgeted
costs are being distributed. Chapter 4 gives an example on other possible
solutions and discusses pros and cons with internal pricing systems.
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8. Read Chapter 4.

9. Listen to lecture 1, where comments are given on exercise
no. 5.

10. Listen to lecture 2, where comments are given on exercises
no. 6, 7 and 8.

11. Solve exercises no. 9 and 10 on your own.

12. Repeat if necessary by solving exercise no. 11.

Product costing in trading and service companies

Obviously, the activity of the company is decisive for what kind of information
system that is most suitable to use. In the introductory section of Chapter 5 an
example is given on problems which are typical for non-manufacturing
companies. Here it is shown how the information system might be designed in
order to provide a profitability measure for the company’s various products.

13. Read sections 5.1 and 5.2.

14. Solve exercises no. 12 and 13 on your own.

Product costing in manufacturing companies

In a manufacturing enterprise there is a gradual transformation of resources going
on from raw materials to finished products in which various resources, such as
labour, energy, machine time, are used as inputs. The detailed process is suitably
handled by separate information systems but the accounting system should also
be adapted to the physical resource flow in order to give relevant profitability
measures for different parts of the company’s activities.

Actual costing
Here the basic model for accounting in manufacturing companies is presented.

Technically speaking, accounting might be designed in many different ways. We
emphasise the principal design in terms of assets, liabilities and costs. Do not

25



read sections 5.4 and 5.5 as technical advice, but try to understand the design
structure of the model.

15. Read sections 5.3 and 5.4.

16. Listen to part 1 of lecture 3, where comments are given on
exercise no. 14.

17. Repeat if necessary by solving exercises no. 15 and 16.

Standard costing

A recurring critique against information systems in companies is that reports tend
to come too late. The effects of a report dealing with events that are two months
old are significantly weaker than reports from just a week ago. Unfortunately, the
demand for fast reporting is in conflict with the demands for exact and correct
data in the reports. A compromise solution is to speed up accounting and
reporting by partly using budget prices and overhead rates. This sometimes
means that reports are based on the indirect costs according to the budget rather
than waiting for actual payments of all invoices relating to indirect costs. That
way it is possible to report the manufacturing costs as soon as the order is
effectuated.

18. Read section 5.5.

19. Listen to part 1 and the start of part 2 of lecture 3, where
comments are given on exercise no. 17.

20. Repeat if necessary by solving exercises no. 18, 19 and 20.

Process costing

The accounting models described above should be used in situations where it is
possible to identify specific production orders or customer orders. For companies

engaged in process production other accounting models are required. Examples
of such companies are breweries, refineries, etc.
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21. Read sections 5.6 and 5.7.

22. Listen to part 2 of lecture 3, where comments are given on
exercises no. 23. and 24.

23. Repeat if necessary by solving exercise no. 25.

Cost of capital

The financial problems of the firm might be summarised through the following
guestions:

* How much capital does the company need?

* What should be the relationship between owners’ equity and borrowed
capital?

* What type of loans and stock issues should the company use?

Questions about capital inputs by the owners are often handled by the top
management, which, together with the company board, decides about prices of
stock issues and other conditions. Thus, the balance between owners’ equity and
borrowed capital is a question for the top management.

The type of loans, securities, interest conditions etc., are issues that in large
companies are dealt with by special financial departments and in smaller
companies often are handled by the managing director or financial manager.

The responsibility for the amount of capital needed by the company ultimately
rests with the company management, but the actual capital employment arises in
the various departments of the company. One of the means of control available to
the company management for influencing the various heads of departments is to
charge them with a cost for the capital employed in their respective departments.
In Chapter 6 various possible effects of different ways of calculating capital costs
are discussed.

24. Read Chapter 6.

25. Listen to lecture 4, where comments are given on exercise
no. 26.

26. Repeat if necessary by solving exercise no. 27.

27



Inflation adjusted costing

Inflation means increasing prices, which affects the company in a number of

ways. To give a comprehensive picture of the effects of inflation is beyond the

scope of this book. Here we only discuss a partial solution where depreciation of
fixed assets are adjusted so that they cover the company’s costs for acquiring
similar equipment in the future.

27. Read Chapter 7.

28. Listen to lecture 4, where comments are given on exercise
no. 28.

29. Repeat if necessary by solving exercise no. 29.

Diabas — a computer program for accounting

Teh computer programiabaswas made to meet the special requirements put on
an accounting program to be used for educational purposes. This means that the
program is designed to make use of the computer as an active assistance in the
study of economics in contrast to other common accounting programs which no
doubt will give valuable experiences of how to use the computer, but rarely will
add any knowledge of economics. The fact that income and balanceaccounting in
Diabas is performed after each transaction might be mentioned as an example. To
do the accounting with a continuous reminder of its effects may contribute to a
more general understanding of economic relationships. Another illustration is that
when a conventional computer program offers e.g. income accounting it is indeed
possible to produce it rapidly, but that does not contribute to the development of
the skill to compile such reports. In the Diabas menue you find, of course,
standard reports, but there is also a report generator. This dvice allows the
creation of reports based on your present information needs and leaves he
mechanical calculations to be handled by the computer.

The program will show anyone using economic information in their work how it

Is possible to create customized accounts and reports in order to rapidly be able
to direct the activities of the enterprise towards its planned goals. Decision
makers with a need for knowledge of internal accounting are nowadays working
on all levels and in all departments of the enterprise. The present computer
program contributes to a better understanding of the fundamentals of creating
economic accounting systems.
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Access to an IBM compatible computer running MS DOS or MS Windows is the
only requirement for using the program.

30. Read Chapter 1-2 in the manual.
31. Solve the exercises in Chapter 3.
32. Solve the exercises in Chapter 4:
exercise no. 1 (continuation of exercise no. 11)

exercise no. 2 (continuation of exercise no. 14)
exercise no. 3 (continuation of exercise no. 20).
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Lectures and Exercises on the Audio Cassette Tapes

Part 1

Lecture 1

Lecture 2

Lecture 3

Lecture 4

Part 2

Lecture 1

Lecture 2

Lecture 3

Lecture 4

Part 3

Lecture 1

Lecture 2

Lecture 3

Lecture 4

Financial Accounting
Exercises no. 1, 4, 11 and 13
Exercises no. 16, 17 and 20
Exercise no. 21

Exercises no. 24 and 27

Product and Capital Budgeting

Part1 Exercisesno.1 and 3
Part 2 Exercises no. 5, 8 and 10

Exercises no. 12, 16, 17 and 25
Exercises no. 29, 30 and 32
Part1  Exercise no. 41
Part 2  Exercise no. 41 (cont.), 42 and 46
Accounting for Cost Flows
Exercises no. 2,4 and 5
Exercises no. 6, 7 and 8

Part 1 Exercises no. 14 and 17
Part 2 Exercises no. 17 (cont.), 23 and 24

Exercises no. 26 and 28
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. EXPLANATION OF CONCEPTS



English - Russian Dictionary

(The Russian version of the Study Guide also contains short explanations of the concepts listed.)

English

Absorption costing, full costing,
Account

Accounting

Accounting equation
Accounting transaction
Accounting with codes
Accounts payable, trade creditors
Accounts receivable, trade debtors
Activity Based Costing
Allocation base

Allocation rate

Amortization

Annuity method

Asset turnover ratio

Assets side

Average cost calculation
Balance

Balance sheet

Bank loan

Bottleneck

Break-even point

Business transaction
Calculation

Calculation with overhead rates
Capital intensive technology
Capital investment calculation
Capital rationalization

Capital tied up

Cartel

Cash acquisition, - sales

Cash flow after investments

Cash flow before investments

Cash flow from operating activities
Changes in liquid assets
Closing entry

Closure of the books
Code/account plan

Common cost

Contribution margin
Contribution margin calculation
Contribution margin ratio

Cost centre

Cost chart

Cost object

Cost of capacity

Russian

Kampkyssmmust cebecTonMoCcTi

Cuér

Yuér

banancoBoe ypaBHeHue

Byxranrepckas 3anuch, MpOBOAKA

Y4uér nocpeACcTBOM KOOUPOBAHUS

3200/ 1KeHHOCTD MOCTABLIMKAM, KPeAUTOPDI
3410 KeHHOCTD MOKymaTe e, 1eGHTOphI
ABC-kanbKyamus

OcHoga pacnpenesienus (0aza HagOaBKK)
CraBka HAaKJIaJHBIX PacXOIO0B
IToramenne ccyanl

Meron amHynTEeTa

CkopocTbh 000poTa KamuTasaa

CTopoHa aKTHBOB

Kanbkyssoust ynesbHbIX H3AepKeK
Camppao

Bananc, 6aancoBbil OTYET

baukoBCckHil 3aém

,» Y 3K0€e MecTo™

Touka HyJs1eBOi mpHOLLTH
X03sgiCTBEHHAS ONMepamis

Kanpxynsams

Kanbkyssimust HamdaBoK
Kamnranoémkast TexHOJI0THS
Kanbkyssaoust KanuTa10B/10K eHnit
Pammonasmzamms xanurasa

CBSI3aHHOCTDL KANHTAJIA

Kaprean

3aKynka-, IpoJaxka npu HaJIHYHOH OIiaTe
JBHKeHHe OeHeXHbBIX CPeACTB IOCse
KaMUTaJIOBJIOXK CHUM

HBrzKeHne TeHeXKHbIX CPEACTB A0
KaMUTaJIOBJIOXK CHUM

CoOcTBeHHbIE HCTOYHHKH (DHHAHCHPOBAHHS
JBHKeHne JIMKBHIHBIX CPEeICTB
Onepamus 3aKpBITHS CYETOB

3aKpbITHE CUETOB

Ilnan cueToB/KOAOB

OO0mme M3aepKKH

IToxperTHE 3aTpaT

Kanbkyasoust nokphITast

CreneHb MOKPBITHSA

HenTp 3arpar

I'pacpux 3aTpar

Hocuresan 3aTpar

3arpaThl HA MPOU3BOACTBEHHBIE MOIIHOCTH
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Cost of capital

Cost plus pricing, markup pricing

Costing on actual outcome
Costs for goods sold
Costs, expenses
Cost-volume-profit chart
Credit

Credit acquisition, - sales
Current assets

Current liabilities

Debit

Debt/Equity ratio

3aTpaThl HA KamuTaJI

LlenoBast Ham0aBKa HA 3aKYNOYHYK) CTOHMOCTD
IMocneayromas KaabKyIAmus

3arpaThl HA MPOAAHHBIE TOBAPHI

Pacxompl, 3aTparsl, H3epKKH

I'pacpuk pesysbrara

Kpennt

3aKkynka-, npogaxa B KpeauT

OGopoTHBIe CpeacTBa

KpaTkocpounble 1oroBbie 00s3aTeIbCTBA
Heder

KoadhdummmenT 3aq01KeHHOCTH

Degree of investments financed by cash flow frafftenens camoduHaHCHPOBAHHS

operating activities
Depreciation

Differential cash inflow
Differential cost
Differential revenue
Direct cost

Direct department costs
Discount rate

Dividend

Double entry accounting
Double entry bookkeeping
Du Pont chart
Economic life
Economies of scale

Economies of scope
Equity capital ratio
Estimated costs
Excess demand
Excess supply
Financial accounting
Financial analysis
Financial position
Financing

Fixed assets

Fixed cost

Flow value

Forecast method
General meeting
Gross income (profit/loss)
Idle capacity
Income (profit/loss)
Income budget
Income statement
Income, profit/loss
Indirect cost

Indirect department costs
Inflation

Initial investment
Interest expenses

AMOPTU3ALMOHHBIE OTYUCJICHHS] HAUNCJICHHEe
U3HOCA

YucTole TOCTYIIIEHAS
HudepernmaTbabie H3AePKKH
HudpepennmaTbabie TOXOMBI

IIpssmble H3aepKKH

IIpssmMble H3AEPXKKH OTAEIIOB

Y4u&THBIH MPOIEHT (CTaBKa AWCKOHTA)
W3bsTHe cpencTs BiaagebUaMH, OUBHACHA
Yuér Ha cuerax

HBoilHas 3amuch yuéra

Cxema mwo IlonTa

DKOHOMHYECKHII CPOK CITyKObI
[MpermymecTBa KpymHOMACIITAOHOTO
npou3BoaACTRA (,,2(hdekT mMacmrada“)
DddexT oxpara (mpeuMyIiecTBa 0XBara)
Y CTONYNBOCTD

[IpensapuresbHAs KAJILKYISIHS
N30BITOUHBI cIpoC

N30pITouHOE MpeasioKenne

Baemmsia popma yuéra ((PUHAHCOBBIH yu&T)
AHATH3 CUETOB

DKOHOMHYECKOe MOJIOXKEHHe TPeapUsTHS
3aéMHbIE CpencTBa

OCHOBHBIE CpencTBa

ITocTrostaHBIE 3aTpATHI

ITapameTpbl ABUXKEHUS

IIporrosupoBanune

Obmiee codpanme

Basopoit pe3ysbrar (MpuOBLIBIOYOBITOK )
CBoOOAHBIE MOIIHOCTH

Pesymbrat (mpuObLIh/yOBITOK)

Cwmera pesysbrara

Pacuér pesyabraTa

Tomorast mpuOBLIB/YOBITOK

KocBennnle n3nepxku

Koceennble n3gepXku 0TAes 0B
Nuadpramasa

OCHOBHOE KANHMTAJIOBJIOXKEHIE
IIponeHTHBIE pAaCXOABI
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Interest income
Internal financing
Internal rate of return method

Inventory at acquisition price

Inventory at sales (market) price
Investment

Investment calculation in nominal terms

Investment calculation in real terms
Investment in financial assets
Investment in intangible assets
Invoice

Job-order costing

Just-in-time production

Key ratio, financial ratio

Legal reserve, restricted reserve
Leverage

Liabilities side

Limited company, incorporated company
Liquid funds

Long-term debts

Long-term fixed cost

Make or buy decision

IIpoueHTHBIE AOXOABI
CamoduHaHCHPOBAHHE

Meroa ¢ mpuMeHeHHeM BHYTpeHHei
MPOLEHTHOW CTABKH

OueHka 3amaca mo 3aKymovYHOil CTOMMOCTH
OueHka 3amaca mo MpoJAKHON CTOMMOCTH
KamuranoBioxenne (HHBECTHITHS)
HomunammHAS KaJTbKYJITSIHS
KAHATAJIOBJIOK CHHAN

PeasbHad KaJBKYJISIHS KAOUTAJIOBJIOKEHMI
(DuHAHCOBbIE HHBECTHIINH
HemaTepuabHble BIIOKEHHS
Cuér-hakTypa

Yuér npn mo3aka3sHOM MPOH3BOACTRE
ITpou3BOACTRO MO TPHHIMITY
,»CBOEBPEMEHHOCTH

Korouenble nokazareu

PeseprHriit houa

D¢ dekT ppruara

CropoHa macCUBOB

AxmmoHepHOE 00IIECTBO

JImkBumHBIE CpeacTBa

Jlosrocpounble 00s13aTeTbCTRA

BarpaThl Oe3melcTRHS

Pemenne o mpou3BoacTBe UM 3aKyIKe

Management accounting and Financial accountigoromMuueckoe yrpaBJieHHe

Management accounting/cost accounting

Manufacturing company

Margin of safety

Matching principle

Monopoly

Net assets

Net present value (NEP)

Net present value index

Net present value method (NPV-method)
Obiject for calculation

Offer, tender

Oligopoly

Operating income after depreciation

Operating income before depreciation

Operating volume

Operation

Opportunity cost

Overhead costs

Owners’ equity

Paid-in capital/new issue (of stock)

Partnership

Payback method

Perfect competition

Price adjusted depreciation

BuyTpennas dgpopma yuéra (yrnpaBiieHUeCKHi
yuéT)

[TpouszBoacTBEHHOE HpPEANpUiTHE

Kpomka 0ezomacHOCTH

[IpyrHIMN napasyiesIbHOrO B3HOCA
Mononosmst

CoOCTBeHHBIE CpeCTBA MPENpPHSTHS
CoBpeMeHHasT CTOUMOCTD

Hos1s1 COBPEMEHHOI CTOUMOCTH

MeTon npuBegeHnss K COBPEMEHHOH CTOUMOCTH
OO0BeKT KaJIbKYJISIIHA

[pennoxenue (aes10BOE)

Ouronoanst

PesyabTar pesreslbHOCTH HOC/IE HAYHCJICHHS
U3HOCA

Pesyabrar nesresIbHOCTH OO0 HAYUCIICHUS
U3HOCA

O0BEM XO3SHCTBEHHOU IesITeTBHOCTH
X03sHCTBEHHAS eI TeIbHOCTD
AbTEepHATHBHBIC W3IEePKKH

Haknamabie pacxomnl

NmymmecTBo BiIa/ieIbIeB B MPeIIPHSITHH
Bioxenne cpeacTs BiagebUAMH, HOBAS
IMUCCHUS

ToBapuiecTBo

Mertoa okymaeMocTu

CroOoaHast KOHKYpPEHIUS

KanpkynamuoHHasT aMOpPTH3AMAS
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Price discrimination

Price elasticity of demand
Price leadership

Price penetration strategy
Price skimming strategy
Process costing

Product

Product- and period cost
Product costing

Product differentiation
Profit centre

Profit margin

Rate of return

Real return

Realization convention
Replacement price/cost
Replacement price/cost

Required profitability
Residual value
Resonsibility accounting
Responsibility accounting
Restricted equity

Retained earnings

Return on capital employed
Return on equity

Revenue

Sales revenue

Service company

Share capital

Standard costing
Standard price (cost)
Statement of change in financial position
Step contribution reporting
Stepped cost

Stepped cost

Stock value

Stock, inventories
Stockholders’ equity
Strategic investment
Substitute

Theoretical calculation model
Trading company
Transaction plan

Transfer price
Unrestricted equity

Value added

Value added ratio
Variable cost

Working capital

JucKpuMHHAIHS LEH

DJTACTHYHOCTD LEHDI

JInaepcTBO B LEHAX

Crparerust TpOHHKHOBEHH I

Crparerust CHITHSL CJUBOK

YuéT npu HempepbIBHOM HPOU3BOACTBE
IIpooykT

3arpaThl HA TPOAYKLIHUIO H PACXOAbl IEPHOIA
Kanbkyssous npogykmn
WNnpuBnayamsamysi TpOSYKIHH

HenTp pesybrara

Koadpdunuent npuObLITLHOCTH
PentabesbHOCTD (BBITOAHOCTH, TOXOOHOCTD,
IpHOBLTLHOCTD)

PeanpabIl mox0nO

IIprHIMn peasm3annu

HeiicTByromas neHa

CrouMocTh (1IeHa) MpuOOpeTeHus], 3aKyIOYHA S
LeHa

BocTtpeboBanHas BiagebuaMu NpHOBLIL
OcTtaTo4yHast CTOMMOCTD

Yuér no noapasaeneHusaM

YuéT ¢ mo3uIMH OTBETCTBEHHOCTH
CBs3aHHBI COOCTBEHHBIH KAMHTAJT
Hepacnpenenénnasi npuObLIH

Pentabe TbHOCTD TPHMEHSIEMOT0 KanuTasia
PentabesbHOCTD COOCTBEHHOI'O KamuTasIa
Hoxon

BrIpyuka oT nmpomaxu

[peanpusitiue cepnl ycayr
AKIMOHEPHBI KaHUTAaJ

Yuér ¢ npuMeHeHHeM HOPMATHBHBIX H3OEPXKeK
HopmaTusHast nena

(DUHAHCOBBIN aHAITH?

[MosranHast KabKyIsIHs

IToporosble 3aTpaTh

Y CI0BHO-TOCTOSTHHBIE 3aTPATHI
ITapameTpbl MOTOXEHUS

3amac TOBApOB

CoOCTBeHHDBIII KamATas

Crparernueckie HHBECTULIHH

CybcTuryT (3aMeHNTETh)
Teopernueckast MOAe b KAJIbKYJISILIH
ToproBoe npeanpusiTHe

IInan y4u€THBIX oneparmit

BHyTpeHHnE 1EeHbI

CroOOAHDII COOCTBEHHBI KAATAT
CTonMoCTD TIepepadoTKH

Hons coOcTBeHHOH mepepaboTKH
IlepemMeHHbBIE 3aTpPAThI

OGOpOTHBII KamHATaIT
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