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How to Use These Review Notes:

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

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

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

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

AICPA Blueprints and “Representative Tasks”

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

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

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

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

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

1. Financial Statement Analysis

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

Attribute Structures

Attributes of financial data refer to the specific details or
characteristics of financial information that analysts need to
perform their analyses. For financial statement analysis,
these can be classified as:

Time Period: Data should be identified as pertaining to
a specific month, quarter, or year.

Accounting Standards Used: U.S. GAAP, IFRS, or
another local standard.

Consolidated vs. Unconsolidated: Whether the data
represents the entire group of companies or just one
entity.

Audited vs. Unaudited: Signifies the reliability and
thoroughness of the information.

Historical vs. Forecasted: Historical data is based on
actual results, while forecasted data is based on
projections.
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Format

This pertains to how data is presented and structured, which
can be critical for systematic analysis.

e Balance Sheet: Assets = Liabilities + Equity. This gives
a snapshot at a point in time.

e Income Statement: Represents performance over a
period, showing revenue, expenses, and net profit or
loss.

e Cash Flow Statement: Shows sources and uses of cash
under operating, investing, and financing activities.

e Statement of Changes in Equity: Displays changes in
the owner's equity over a period.

e Notes to the Financial Statements: Provides additional
details and explanations about items in the main
statements.

e \lertical Analysis: Each item on a particular statement
(like the income statement) is represented as a
percentage of a base figure.

e Horizontal Analysis: Compares financial data over time,
showcasing changes in numbers and percentages.

Sources of Data
Where to obtain the data for financial statement analysis:

e Company's Annual Report: These are published yearly
and provide a comprehensive review of the company's
performance.
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10-K and 10-Q Forms: For U.S. public companies,
these are filed with the Securities and Exchange
Commission (SEC) and provide annual and quarterly
information, respectively.

e Company's Investor Relations Website: Companies
often post their financial statements and other relevant
reports here.

e Financial Data Platforms: Tools like Bloomberg,
Reuters, and FactSet provide detailed financial data.
There are also free resources like Yahoo Finance,
Google Finance, and others.

e Competitors and Industry Reports: For comparative
analysis, it's beneficial to have data from competitors
and industry averages.

e Audit Reports: These can provide an external

perspective on the company's financial statements and

their accuracy.
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Analysis: Compare current period financial statement accounts to
prior periods or budget and explain variances.

Comparing current period financial statement accounts to prior
periods or budgeted amounts and explaining variances is a
crucial aspect of financial statement analysis.

1. Select the Appropriate Basis for Comparison:

e Prior Periods: This is commonly called "year-over-year" (or
"quarter-over-quarter") analysis. You're comparing the
current period's results to those of a similar period in the
past.

e Budgeted Amounts: This involves comparing actual results
to budgeted figures set at the beginning of a period. These
budgets can be set based on historical data, anticipated
changes in the market, or strategic business decisions.

2. Perform Horizontal Analysis:

Horizontal analysis focuses on the change in specific line items
over time.

Change Amount = Current Period Amount — Prior Period Amount
Percentage Change = ( Change Amount ) x 100%
g 9 Prior Period Amount

3. Perform Variance Analysis:

When comparing actual results to budgeted figures, this analysis
breaks down the differences (variances) between them.

e Favorable Variance: Actual results are better than budgeted
(e.g., higher actual revenues or lower actual expenses).
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Unfavorable Variance: Actual results are worse than
budgeted (e.g., lower actual revenues or higher actual
expenses).

4. Explain Variances:

Understanding the root causes of variances is key. Common
explanations can include:

Volume Changes: Differences in the quantity sold or
produced.

Price Changes: Differences in the selling price of goods or
services, or in the costs of inputs.

Operational Efficiencies: Greater or lesser costs due to
changes in productivity or efficiency.

External Factors: Factors outside the company's control,
such as economic downturns, changes in regulations, or
natural disasters.

Strategic Decisions: Company-specific decisions like
launching a new product or entering a new market.

5. Analyze Financial Ratios:

Ratios can provide insight into performance, liquidity, solvency,
and other financial aspects. These can also be compared against
prior periods or industry benchmarks.

e Performance Ratios: E.g., Return on Assets, Profit Margin.

Liquidity Ratios: E.g., Current Ratio, Quick Ratio.
Solvency Ratios: E.g., Debt to Equity Ratio.
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6. Consider Non-Financial Factors:

These can be qualitative factors that may not be reflected
directly in the financial statements but could explain
variances. Examples include:

e Changes in management or strategy.
e Entry or exit of competitors in the market.
e Changes in customer preferences.

Example:

ABC Corporation’s Income Statement Extract:

Item 2022 Actuals 2021 Actuals 2022 Budget
Revenue 1,100 1,000 1,050
COGS 660 600 630

1. Horizontal Analysis:

For Revenue:
Change Amount = 1,100 - 1,000 = 100

Percentage Change = ( 1100000 ) x 100% = 10%

Revenue increased by $100,000 or 10% compared to
the previous year.

For COGS:
Change Amount = 660 — 600 = 60

Percentage Change = (%) x 100% = 10%

COGS increased by $60,000 or 10% compared to the
previous yeatr.
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2. Variance Analysis:
For Revenue:
Variance = 1,100 — 1,050 = 50
Revenue is $50,000 more than the budget, a favorable
variance.

For COGS:
Variance = 660 — 630 = 30
COGS is $30,000 more than the budget, an
unfavorable variance.
3. Explain Variances:

e Revenue: The favorable variance might be due to
a successful marketing campaign, the launch of a
new product line, or expanded market reach.

e COGS: The unfavorable variance in COGS could
be due to increased raw material prices,
decreased operational efficiencies, or unexpected
supply chain disruptions.

Insights and Further Analysis:

e The 10% increase in both revenue and COGS
year-over-year suggests that while revenue is growing,
the cost structure is also moving in tandem. This might
be a concern if the company was expecting to achieve
economies of scale.

e Given that COGS has exceeded the budget, it'd be
essential to drill down to specific cost components. This
will help determine if this is a one-off occurrence or a
trend.
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e Comparing with industry benchmarks and competitors
can provide a context. If the entire industry faced
increased COGS, it might be due to larger market or

geopolitical factors.
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Analysis: Interpret financial statement fluctuations and ratios (e.q.,
profitability, liquidity, solvency, performance).

Interpreting Financial Statement Fluctuations

e Trend Analysis: Look at how each line item changes
over multiple periods. An upward or downward trend
can indicate positive or negative performance
respectively.

e Period-over-Period Analysis: As previously discussed,
compare the current period (e.g., this year) to a past
period (e.g., last year) to understand growth or decline.

e Budget vs. Actual: Compare the actual numbers against
what was budgeted or forecasted. Variations can
indicate performance against expectations.

e Industry Benchmarking: Compare the company's
financials with industry averages or key competitors.
This contextualizes a company's position in the market.

Interpreting Financial Ratios

Profitability Ratios:

Gross Profit
Sales

Gross Profit Margin =

Measures the percentage of sales that exceed the cost
of goods sold. A decrease might suggest rising costs or
declining sales prices.
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Net Profit Margin: ~eLErofic

Sales

Shows the percentage of profit for each dollar of sales.
A decrease can indicate operational inefficiencies or
other rising expenses.

Return on Assets (ROA) Net Income

Average Total Assets

Indicates how effectively the company's assets
generate earnings.

. . Net Income
Return on EC]UIty (ROE) Average Shareholder's Equity

Measures the profitability of a company in relation to
stockholders’ equity.

Liquidity Ratios:

Current Assets
Current Liabilities

Current Ratio:

A measure of a company's ability to cover its short-term
liabilities. A ratio under 1 may indicate liquidity
concerns.

QUiCk Ratio (Acid-Test): Current Assets — Inventory

Current Liabilities

Similar to the current ratio but excludes inventory. A
more stringent measure of short-term liquidity.
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Solvency Ratios:

Total Liabilies
Total Equity

Debt to Equity Ratio:

Evaluates a company's debt relative to its shareholder
equity. High ratios may suggest that a company is
overleveraged.

Operating Income
Interest Expense

Times Interest Earned:

Measures a company's ability to meet its interest
obligations. A lower ratio might indicate greater financial
risk.

Performance Ratios:

Cost of Goods Sold
Average Inventory

Inventory Turnover:

Indicates how many times inventory is sold and
replaced over a period. A low turnover rate may
indicate slow sales or excess inventory.

Net Credit Sales
Average Accounts Receivable

Receivable Turnover:

Measures how quickly customers are paying their bills.
A lower turnover can indicate collection problems or a
lax credit policy.

Sales
Average Total Assets

Asset Turnover:

Indicates how efficiently a company's assets are used
to generate sales.
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Key Takeaways:

e Context is King: A ratio in isolation may not provide much
information. Compare against past periods, industry
benchmarks, or competitors.

e Understand Underlying Causes: Fluctuations in financial
statements or ratios often have underlying business reasons.
Dive deep to understand the root causes.

e Use Multiple Ratios Together: Using a set of ratios together
can provide a more comprehensive view of a company's
financial health.

e Know the Limitations: Financial ratios provide insights, but
they also have limitations. Always consider the broader
business context.
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Analysis: Use outputs (e.q. reports, visualizations) from data
analytic techniques to identify patterns, trends, and correlations to
explain an entity's resullts.

1. Understand the Objective:

Before diving into analysis, be clear about what questions you're
trying to answer. For example, "What factors are driving our
revenue growth?", "Why has our gross margin decreased?", or
"How do our regional sales trends differ?".

2. Select Appropriate Data Analytic Techniques:

e Descriptive Analysis: Summarizes what happened. Useful
for understanding historical trends.

e Diagnostic Analysis: Examines data to answer "Why did it
happen?". Often involves examining anomalies and outliers.

e Predictive Analysis: Uses historical data to predict future
outcomes. Valuable for budgeting and forecasting.

e Prescriptive Analysis: Recommends actions based on the
analysis. Used for strategic financial decisions.

3. Produce Relevant Outputs:
Reports:

e Tabular Reports: Organized data in rows and columns,
ideal for a detailed view.

e Cross-tab Reports (or Pivot Tables): Multi-dimensional
analysis to identify patterns across different data
categories.
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Visualizations:

e Line Charts: Useful for time series analysis to spot
trends over periods.

e Bar/Column Charts: Great for comparing different
categories or data segments.

e Heat Maps: Visual representation of data where
individual values are represented as colors. Great for
spotting areas of high or low performance quickly.

e Scatter Plots: Ideal for identifying correlations between
two variables.

e Dashboards: Consolidated view of multiple reports and
visualizations, useful for executive summaries.

4. Identify Patterns, Trends, and Correlations:

e Patterns: Recurring events or behaviors in data. E.g.,
Seasonal sales spikes in December.

e Trends: Long-term movement in data. E.g., A steady
increase in operating expenses over years.

e Correlations: Relationship between two or more variables.
E.g., A positive correlation between marketing spend and
revenue growth.

5. Relate Outputs to the Entity's Results:

e Contextualize Outputs: Data should be put in the context of
the business. For instance, if there's a spike in sales in a
specific month, it might be tied to a marketing campaign.

e Integrate Qualitative Information: Combine data analytics
with qualitative factors (e.g., changes in the competitive
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landscape, regulatory changes, macroeconomic shifts) to
explain results.

e Collaborate with Non-Financial Teams: Insights might be
better understood or validated by collaborating with teams
like Marketing, Operations, or HR.
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Analysis: Derive the impact of transactions on the financial
statements and notes to the financial statements.

Step 1: Identify the Transaction:

Begin by understanding the nature of the transaction. Is it a
routine operation (e.g., sales or purchases), a financing activity
(e.g., issuing bonds or equity), an investment activity (e.g., buying
property), or an unusual/non-recurring event (e.g., sale of a
business segment)?

Step 2: Determine the Financial Statement Impact:
Balance Sheet (Statement of Financial Position):

e Assets: Will the transaction increase or decrease
assets? For instance, a purchase of machinery will
increase Property, Plant, and Equipment.

e Liabilities: Will the transaction result in an increase or
decrease in obligations? For example, taking a loan will
increase liabilities.

e Equity: Will the transaction affect owner's equity?
Issuing shares will increase equity, while buybacks or
dividend payments will decrease it.

Income Statement:

e Revenues: Does the transaction result in the
recognition of sales or other incomes?

e Expenses: Does the transaction lead to an expense?
For example, incurring a cost to repair equipment.

e Gains/Losses: Are there any one-off gains or losses?
E.g., a gain from the sale of an asset.
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Statement of Cash Flows:

Determine if the transaction affects operational, investing, or
financing cash flows. For instance, collecting accounts
receivable would be an inflow in operating activities, while
repaying a bank loan would be an outflow in financing
activities.

Step 3: Consider the Accrual Accounting Impact:

Remember that financial statements, especially the income
statement, are typically prepared using accrual accounting. This
means recognizing revenues when earned and expenses when
incurred, not necessarily when cash changes hands.

Step 4: Assess the Impact on Notes to the Financial
Statements:

e Nature of Transaction: Describe the nature and purpose of
the transaction, especially if it's significant or unusual.

e Assumptions and Estimates: If the transaction involves
significant judgments or estimates (like potential bad debt
from a big sale), this should be disclosed.

e Commitments and Contingencies: Transactions that lead to
future obligations or potential liabilities (e.g., a lawsuit)
should be mentioned.

e Breakdowns: For significant transactions, a detailed
breakdown might be provided. For example, for a large
acquisition, the notes might detail the assets acquired and
liabilities assumed.
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e Accounting Policies: If a transaction requires a specific
accounting treatment that's significant to understanding the
financials, this policy should be disclosed.

Step 5: Review the Impact Holistically:

Consider how the transaction affects the financial statements in
conjunction with other events. For instance, if a company issues
debt and uses the proceeds to buy machinery, both the increased
debt and the new asset should be considered together.

Examples:
Issuing Bonds at Par:

e Balance Sheet: Increase in cash (Asset) and an
increase in long-term liabilities (Bonds Payable).

e Income Statement: No immediate impact. However,
future interest expense will be recognized.

e Cash Flow Statement: Increase in cash from financing
activities.

e Notes: Terms of the bond, interest rate, maturity, and
any covenants might be detailed in the notes.
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Sales on Credit:

e Balance Sheet: Increase in Accounts Receivable
(Asset) and increase in Equity (Retained Earnings).

e Income Statement: Increase in Sales Revenue.

e Cash Flow Statement: No immediate impact, but when
cash is collected, there will be an inflow in operating
activities.

e Notes: Significant credit sales terms or customers might
be mentioned, as well as any related allowances for
doubtful accounts.
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2. Non-Financial & Non-GAAP Measures of
Performance

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

Non-GAAP Measures

Non-GAAP measures adjust the most directly comparable
GAAP measures to exclude certain items that the entity
believes aren't indicative of its core operating performance.

Common Non-GAAP Measures:

e EBITDA (Earnings Before Interest, Taxes, Depreciation,
and Amortization): Helps assess an entity's operational
performance without the effects of financing decisions,
tax environments, or the aging of assets.

e Adjusted Earnings: Earnings adjusted for specific items
like restructuring costs, impairment charges, or other
non-recurring items.

e Free Cash Flow: Operating cash flow minus capital
expenditures, providing a view on the cash generated
that's available for debt repayment, dividends, or
reinvestment.

e Core Earnings: Earnings derived from the company's
primary business activities, excluding side activities or
extraordinary items.
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Things to Remember about Non-GAAP Measures:

e Lack of Standardization: Since they're not standardized,
different entities might calculate them differently. Always
check the definition and calculation.

e Regulatory Oversight: In many jurisdictions, regulators
require that non-GAAP measures are not misleading
and are reconciled to the most directly comparable
GAAP measure in financial disclosures.

Non-Financial Measures

Non-financial measures focus on aspects of performance not
captured by financial metrics. They can be industry-specific
or more general.

Common Non-Financial Measures:

e Customer Metrics: Customer satisfaction scores, net
promoter scores (NPS), customer retention rates, and
customer acquisition costs.

e Operational Metrics: Production efficiency, defect rates,
or time to market for new products.

e Human Resources Metrics: Employee turnover rates,
employee engagement scores, or average training
hours per employee.

e Environmental, Social, and Governance (ESG) Metrics:
Carbon footprint, gender diversity ratios, or community
engagement initiatives.
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Identifying Relevant Non-Financial and Non-GAAP Measures

e Understand the Industry: Different industries have specific
measures. For instance, tech companies might focus on
user growth or software uptime, while a retailer might
emphasize same-store sales or inventory turnover.

e Listen to Stakeholders: Investors, analysts, and
management often discuss key performance indicators
(KPIs) in earnings calls, presentations, or annual reports.

e Review Peer Companies: Check what metrics competitor
companies or industry peers are highlighting.

e Evaluate Strategic Goals: Entities often track metrics closely
aligned with their strategic objectives.

Analyzing with Caution:

e Comparability: As mentioned, non-GAAP measures aren't
standardized. Always ensure you're comparing apples to
apples when benchmarking against peers.

e Context: Understand why a particular measure is being
emphasized. Is it truly indicative of core performance, or is it
possibly a way to divert attention from less favorable GAAP
results?

e Holistic View: Use non-GAAP and non-financial measures in
conjunction with GAAP measures for a well-rounded
analysis.
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Application: Identify and apply internal and external benchmarking
(e.g. competitor analysis) techniques to measure an entity's
performance.

Benchmarking is the practice of comparing business processes
and performance metrics to industry bests and/or best practices
from other industries. It's about understanding and evaluating the
current position of an entity in comparison to others.

Internal vs. External Benchmarking
Internal Benchmarking:

Comparing performances, processes, or practices within the
same organization, such as between departments or
different business units.

Application: Often used to identify best practices within an
organization or to track a specific metric over time.

Examples: Comparing the production efficiency of two
facilities of the same company or analyzing sales
performances across various regional branches.

External Benchmarking:

Comparing an organization's metrics to those of external
entities, typically competitors or industry standards.

Application: Useful to determine how an entity is performing
in relation to its peers or the industry at large.

Examples: Comparing the gross margins of a company
with the industry average or analyzing customer
retention rates against top competitors.
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Identifying Relevant Benchmarks
For Internal Benchmarking:

e Historical Data: Analyze the company's past
performance data for the specific metric in question.

e Best Practices: Identify departments or teams that are
performing exceptionally well in a specific area.

For External Benchmarking:

e Industry Reports: Many industry associations or market
research firms publish reports with aggregated data.

e Competitor Financial Statements: Public companies'
financial statements can provide useful data for
benchmarking.

e Surveys & Studies: Conduct or access surveys to
gather data about industry standards or competitor
practices.

Applying Benchmarking Techniques

e Step 1: Define Objective - Clearly articulate what you want to
benchmark and why. E.g., "We want to benchmark our
customer satisfaction scores against the industry to
understand our market position."

e Step 2: Data Collection - Gather accurate and relevant data,
both for the entity in question and the benchmark. This might
involve internal data mining or external research.

e Step 3: Analysis - Compare the entity's metrics against the
benchmark. ldentify gaps, strengths, and areas of
improvement.
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e Step 4: Action & Strategy - Based on the insights from the
analysis, develop strategies to close performance gaps or
leverage strengths.

e Step 5: Review & Monitor - Periodically revisit the
benchmarks to track progress and ensure continuous
improvement.
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Application: Use a balanced scorecard approach to measure an
entity's performance.

The Balanced Scorecard (BSC) is a strategic performance
management tool that provides a balanced view of an
organization by looking beyond traditional financial measures.
The BSC integrates financial and non-financial measures across
four distinct perspectives.

Understanding the Four Perspectives of the BSC

Financial Perspective: Measure the financial performance
of the organization.

Key Metrics: Revenue growth, profit margins, return on
investment, economic value added, etc.

Customer Perspective: Assess how well the organization is
serving its customers and their satisfaction.

Key Metrics: Customer satisfaction scores, customer
retention rates, net promoter score, market share, etc.

Internal Process Perspective: Evaluate the efficiency and
effectiveness of the organization's internal processes.

Key Metrics: Process efficiency, quality measures, cycle
time, cost per unit, etc.

Learning and Growth Perspective: Analyze the
organization's ability to innovate, improve, and learn —
essentially how it fosters human capital, organizational
capital, and information capital.

30 | © SuperfastCPA. All Rights Reserved.



Key Metrics: Employee satisfaction, employee turnover
rates, training and development hours, time to market
for new products, etc.

Implementing the Balanced Scorecard Approach
Step 1: Strategic Clarification:

Clearly define the organization's mission, vision, and
strategy. The BSC is meant to translate these into actionable
objectives and metrics.

Step 2: Identify Specific Objectives for Each
Perspective:

E.g., under the Customer Perspective, an objective could be
"Increase customer loyalty."

Step 3: Determine Key Performance Indicators (KPlIs):

For the aforementioned objective, KPIs could be "Customer
retention rate" or "Net Promoter Score."

Step 4: Set Targets for Each KPI:

E.g., Achieve a customer retention rate of 95% in the next
year.

Step 5: Develop Initiatives to Achieve Objectives:

These are actionable plans designed to meet the targets set
for each KPI.
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Step 6: Regularly Monitor and Report:

Periodic performance reviews against the set KPIs and
objectives are essential.

Step 7: Iterate and Adjust:

Modify objectives, KPIs, and initiatives based on internal and
external changes and lessons learned.

Benefits of the Balanced Scorecard

e Comprehensive View: Provides a holistic view of
organizational performance, covering both financial and
non-financial aspects.

e Alignment: Ensures every department and individual's efforts
align with the overarching strategic goals.

e Forward-Looking: Many of the non-financial metrics can act
as leading indicators for future financial performance.
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Analysis: Interpret non-financial (e.g., customer retention rate,
employee turnover, labor productivity rate, ticket response time)
and non-GAAP (e.qg., EBITDA, free cash flow, core earnings,
adjusted net income for non-recurring expenses) measures and
analyze specific aspects of an entity’s performance and risk
profile.

Non-Financial Measures
Customer Retention Rate: This measures the percentage
of customers a business retains over a specific period. A
high rate indicates customer satisfaction and product/service
quality.
Employee Turnover: This represents the percentage of
employees that leave a company during a specified period.
High turnover can be costly for businesses due to
recruitment and training expenses and can indicate
underlying issues, such as employee dissatisfaction.
Labor Productivity Rate: It measures output per labor hour.
Increasing labor productivity can indicate improved
efficiencies, technological advancements, or effective
training.
Ticket Response Time: The average time taken by a
company to respond to customer inquiries or complaints. A
short response time generally signifies good customer
service.

Non-GAAP Measures
"Non-GAAP" refers to measures that aren't required by
Generally Accepted Accounting Principles. They can provide
additional insights into a company's performance.
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EBITDA: Stands for Earnings Before Interest, Taxes,
Depreciation, and Amortization. It's a measure of a
company's operational profitability without the effects of
financing decisions, tax environments, and non-cash
depreciation/amortization expenses.

Free Cash Flow: The cash a company generates after
accounting for cash outflows to support operations and
maintain its capital assets. Positive FCF indicates a
company generates more cash than it uses, which can be
used for investments, dividends, or debt payments.

Core Earnings: Earnings derived from a company's primary
operations. It excludes non-recurring or one-off events to
provide a clearer picture of a company's main business
profitability.

Adjusted Net Income: Net income adjusted for one-time or
non-recurring items. It offers a view of earnings from the
company's regular operations, discounting events that aren't
expected to recur.

Example:

Suppose we're analyzing TechSolutions, a technology
company specializing in cloud-based services for
businesses. TechSolutions is a mature company with stable
growth, aiming to expand its customer base while
maintaining a solid profit margin.
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Non-Financial Measures:
Customer Retention Rate:
Value: 92%

Interpretation: This is a strong retention rate,
indicating that TechSolutions has a loyal customer
base and its services are likely of high quality.
High retention rates can lead to increased
customer lifetime value and reduced costs related
to acquiring new customers.

Employee Turnover:
Value: 18%

Interpretation: This rate is slightly high for a
technology company. High turnover can indicate
dissatisfaction among employees or competitive
pressures in the labor market. It can also incur
increased recruitment and training costs.

Labor Productivity Rate:
Value: Growth of 5% YoY

Interpretation: This suggests efficiency
improvements or technological advances within
the company. A rising labor productivity rate can
lead to increased profitability.
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Ticket Response Time:
Value: Average 4 hours

Interpretation: A relatively short response time
indicates an effective customer support system.
Rapid response can enhance customer
satisfaction and loyallty.

Non-GAAP Measures:

EBITDA (Earnings Before Interest, Taxes,
Depreciation, and Amortization):

Value: $50 million

Interpretation: EBITDA provides insight into the
operational profitability of TechSolutions, removing
the impact of financing, tax strategies, and
non-cash expenses. A high EBITDA suggests
strong operational performance.

Free Cash Flow:
Value: $30 million

Interpretation: Free Cash Flow (FCF) indicates the
cash generated that's available for distribution to
all stakeholders. A positive FCF means
TechSolutions is generating more cash than it's
using, allowing for potential investments, debt
repayment, or shareholder dividends.
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Core Earnings:
Value: $40 million

Interpretation: Core earnings focus on the
company's main business operations, excluding
one-off or irregular events. This measure provides
insight into the profitability of the core business
activities.

Adjusted Net Income:

Value: $42 million (after adjusting for a
non-recurring legal settlement of $3 million)

Interpretation: By excluding non-recurring
expenses, this gives a clearer picture of the
company's ongoing profitability. Adjusting for these
items can help stakeholders understand the
sustainable earnings power of TechSolutions.

Overall Analysis:

TechSolutions demonstrates strong customer loyallty,
efficient operations, and solid profitability from its core
business activities. However, the higher employee turnover
rate might be a concern that needs further investigation.
While its operational metrics are commendable, the
company should work on improving employee satisfaction to
ensure long-term sustainability. The positive Free Cash Flow
and strong EBITDA also indicate robust financial health.
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3. Managerial and Cost Accounting

Application: Calculate fixed, variable and mixed costs.
Fixed Costs

Fixed costs remain constant regardless of the level of
production or activity within the relevant range.

Fixed Cost = Total Cost — Variable Cost x Number of
Units Produced

Example:

Suppose a company has a monthly rental expense of
$10,000 for its factory. This rental expense remains the
same whether the company produces 1 unit or 10,000
units.

In this case, the fixed cost = $10,000 (since it doesn't
change with the level of production).

Variable Costs

Variable costs change in direct proportion to the level of
production or activity.

Total Variable Cost
Number of Units Produced

Variable Cost per Unit =

Example:

Suppose it costs a company $5 in raw materials to
produce one unit of a product. If the company produces
1,000 units, the total variable cost is $5,000. Variable
cost per unit = $5
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Mixed Costs

Mixed costs contain both fixed and variable components. To
segregate these costs, you often use methods such as the
High-Low method or regression analysis. We’'ll go over the
High-Low method.

High-Low Method:

This method uses the highest and lowest activity levels
(in terms of production or sales volume) and their
associated costs to classify mixed costs.

Variable Cost per Unit =

Cost at Highest Activity Level — Cost at Lowest Activity Level
Highest Activity Level — Lowest Activity Level

Then, Fixed Cost can be determined by:

Fixed Cost = Total Cost at Either Level — (Variable Cost
per Unit x Activity Level at That Point)

Example:

Let's say a company incurs costs of $20,000 at an
activity level of 2,000 units and costs of $26,000 at
an activity level of 4,000 units.

Using the High-Low method:

Variable Cost per Unit = (26,000 - 20,000) / (4,000
- 2,000) = $6,000 / 2,000 = $3/unit

Then, the Fixed Cost = $20,000 - ($3/unit x 2,000
units) = $20,000 - $6,000 = $14,000 or $26,000 -
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($3/unit x 4,000 units) = $26,000 - $12,000 =
$14,000.

So, the mixed cost equation would be:

Total Cost = $14,000 + $3 x (Number of Units
Produced)
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Application: Describe and use the different costing methods
including absorption, variable, activity-based, process and job
order costing.

Absorption Costing (Full Costing)

This method assigns all manufacturing costs (both fixed and
variable) to products. All overhead costs are spread out over
produced units.

Example:

Imagine a company produces 1,000 widgets. Each
widget has direct materials of $5, direct labor of $3, and
the company has overall manufacturing overhead costs
of $10,000. If all 1,000 widgets absorb this overhead,
then each widget would carry an overhead cost of $10
($10,000 + 1,000). Total cost per widget: $5 + $3 + $10
=$18.

Variable Costing (Direct, Marginal Costing)

Only variable manufacturing costs are assigned to products.
Fixed costs are treated as period costs and are expensed in
the period they occur.

Example:

Using the same widget scenario as before, only the
direct materials and direct labor are assigned to the
widget's cost. Fixed overhead is not. The cost per
widget: $5 + $3 = $8. The $10,000 fixed overhead is
expensed in the period, regardless of sales.
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Activity-Based Costing (ABC)

Costs are assigned based on activities that drive these
costs. It's more accurate than traditional methods, especially
for products that use overhead at different rates.

Example:

Suppose there are two products, A and B. While
product A uses the machinery more frequently (and
thus more power and maintenance), product B requires
more manual inspections. With ABC, each of these
activities would have its cost pool (machine cost,
inspection cost), and products are charged based on
their actual usage of each activity.

Process Costing

Used for large-scale production processes where identical
items are produced. Costs are accumulated over a period
and averaged over units produced.

Example:

A paper mill produces tons of generic white printing
paper. Given the continuous production, it's not
practical to trace costs to each ream of paper. Instead,
costs for a period (e.g., a month) are totaled and then
divided by the number of reams produced in that month
to find the cost per ream.
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Job Order Costing

This method is used when products are unique or are
produced based on specific customer orders.

Example:

A custom furniture shop might use job order costing.
When a customer orders a custom table, the company
tfracks the direct materials (wood, screws, paint) and
direct labor used specifically for that table. Any indirect
costs (like electricity for the workshop) might be
allocated based on a predetermined rate (perhaps per
labor hour).insights into the entity’'s cost structure and
help management make informed decisions.
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Analysis: Derive the appropriate variance analysis method to
measure the key cost drivers by analyzing business scenarios.

Variance analysis is a key tool in managerial and cost accounting,
allowing managers to understand the differences between
expected and actual performance. When it comes to analyzing
business scenarios and measuring key cost drivers, the choice of
variance analysis method often hinges on the specifics of the
scenario and the information you're trying to extract.

Standard Costing Variances

When businesses have predefined standards for their input
costs, standard costing variances can be particularly useful.

Materials Variance:

e Materials Price Variance: Measures the difference
between actual and standard material costs.

e Materials Quantity Variance: Analyzes the difference
between actual quantity of materials used and expected
quantity for actual production.

Labor Variance:

e Labor Rate Variance: Compares actual hourly wage
rates to standard wage rates.

e Labor Efficiency Variance: Analyzes difference between
actual hours worked and standard hours for actual
production.
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Overhead Variance:

e Variable Overhead Spending Variance: Compares
actual variable overhead rate to standard rate.

e Variable Overhead Efficiency Variance: Compares
actual hours of the allocation base (often machine or
labor hours) to the standard hours.

e Fixed Overhead Budget Variance: Difference between
actual fixed overhead and budgeted fixed overhead.

e Fixed Overhead Production Variance: Difference
between actual production and expected production
based on fixed overhead applied.

When to Use: For manufacturing businesses with stable
processes, where standards can be set for materials, labor,
and overhead.

Flexible Budget Variance

This is the difference between the actual result and the
flexible budget amount. A flexible budget adjusts (or flexes)
for changes in volume or activity, making it useful when
comparing actual to expected performance based on actual
levels of activity.

When to Use: When you want to understand the variances
caused due to performance rather than differences in volume
or activity levels.

Sales Variance Analysis

This focuses on differences between actual and expected
sales.
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e Sales Volume Variance: The difference between actual
and budgeted sales quantity.

e Sales Mix Variance: The difference in the proportion of
various products sold compared to the budget.

e Sales Price Variance: The difference between actual
and budgeted selling price.

When to Use: When analyzing the performance of sales
teams or understanding market demand fluctuations.

Contribution Margin Variance Analysis

This analyzes the difference between the actual contribution
margin and the expected contribution margin, breaking it
down into volume and price components.

When to Use: Useful for businesses focusing on maximizing
contribution margin and for those with multiple products or
services.

Key Considerations

e Nature of the Business: A manufacturing business might
emphasize material, labor, and production variances, while a
sales organization will lean heavily on sales variance
analysis.

e Availability of Standards: Standard costing variances require
predefined standards. If a business doesn't have these,
other variance analyses might be more suitable.

e Purpose of the Analysis: If the goal is to assess production
efficiency, focus on production-related variances. If the aim is
understanding sales performance, sales variance analysis
would be more appropriate.
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e Level of Detail Required: Sometimes, a high-level overview
(like a flexible budget variance) is enough. Other times, a
detailed breakdown (like standard costing variances) is
needed.
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Analysis: Interpret sales results by performing price, volume and
mix analysis.

Price Analysis

This analysis examines how changes in selling prices have
impacted sales revenue.

Price Variance = (Actual Selling Price - Budgeted
Selling Price) x Actual Quantity Sold

Interpretation:

A positive price variance indicates that products were sold at
a higher average price than budgeted, potentially due to
strong demand, successful marketing, or the introduction of
higher-end products. Conversely, a negative variance
suggests sales were made at a lower average price than
planned, which could result from aggressive discounting,
competitive pressures, or selling more lower-end products.

Volume Analysis

This focuses on the impact of the quantity of products or
services sold on sales revenue, relative to the budget.

Volume Variance = (Actual Quantity Sold - Budgeted
Quantity Sold) x Budgeted Selling Price

Interpretation:

A positive volume variance indicates that more units were
sold than anticipated, possibly because of effective sales
strategies, increased market demand, or successful new
product launches. A negative volume variance means fewer
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units were sold than expected, which could be due to weaker
demand, increased competition, or external factors like
economic downturns.

Mix Analysis

Mix analysis looks at the impact on sales revenue due to a
change in the proportion of different products or services
sold, compared to what was budgeted.

Mix Variance = (Actual Mix Percentage - Budgeted Mix
Percentage) x Budgeted Selling Price x Actual Total
Quantity Sold

Where:

Actual Mix Percentage = Actual Quantity of Product A
Sold / Total Actual Quantity Sold

Budgeted Mix Percentage = Budgeted Quantity of
Product A Sold / Total Budgeted Quantity Sold

Interpretation:

A positive mix variance indicates that a higher proportion of
a more profitable product (or service) was sold than
anticipated, enhancing revenue. This could be due to shifting
consumer preferences or successful marketing of that
particular product. A negative mix variance means a larger
proportion of a less profitable product was sold, which might
result from inventory issues, aggressive pricing strategies on
lower-end products, or changes in market dynamics.

49 | © SuperfastCPA. All Rights Reserved.



B. Prospective analysis, including the use of
data

1. Budgeting, Forecasting and Projection

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

When dealing with budgeting, forecasting, and projection, data
integrity and clarity are paramount. This data is the foundation
upon which financial projections are built, and if it's not accurate
or clean, it can lead to incorrect conclusions. Here’s how to
transform structured and unstructured data.

Structured Data Transformation

Structured data is typically organized in rows and columns,
often seen in databases or spreadsheets. For budgeting and
forecasting, this data might include past sales, costs, and
other financial metrics.

Steps:

1. Data Validation: Ensure that all data points are
consistent with their expected format. For example,
dates should be in date format, currency in currency
format, etc.

2. Identify and Handle Missing Data: Missing data can
distort projections. Depending on the situation, you can:

o Fill in missing values using averages or
interpolation.
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o Remove rows or columns with missing values, if
they're not crucial.

3. Remove Duplicate Entries: Duplicate data can inflate
figures. Ensure each data point or transaction is
recorded only once.

4. Standardize Data: Make sure data from different
sources or periods is in a consistent format. For
instance, if one dataset lists sales in thousands and
another in millions, adjust for consistency.

5. Categorization: Group similar data for better analysis.
For instance, categorize expenses as fixed or variable.

Unstructured Data Transformation

Unstructured data doesn't have a pre-defined model or
organization. For budgeting and forecasting, this might
include notes from meetings, market analysis reports, or
emails about sales projections.

Steps:

1. Data Extraction: Use tools or manual methods to
extract relevant information. For instance, you might
extract sales projections from an email discussion.

2. Text Parsing: Break down text into recognizable
patterns. If an analyst mentions "expect 10% growth,"
you can extract the "10%" and "growth" for use in
forecasts.

3. Convert to Structured Format: Once you've extracted
key data, organize it into a structured format like a
spreadsheet or database for easier analysis.
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4. Data Integration: Merge unstructured data insights with
structured datasets. For example, combine sales
forecasts from emails with historical sales data from a
database.

5. Normalization: Ensure that data from unstructured
sources is comparable to structured data. If an analyst's
report suggests growth "in the mid-single digits," this
might be translated to a 5% growth rate for forecasting
purposes.
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Application: Prepare a budget using supportable assumptions.
Steps to Prepare a Budget Using Supportable Assumptions

Step 1: Define the Budget's Purpose and Time Frame: Clearly
state whether you're creating an annual budget, a quarterly
forecast, a rolling forecast, etc.

Step 2: Gather Historical Data: Before making future
assumptions, it's crucial to understand past performance. This
includes revenue, expenses, cash flows, and other relevant
metrics.

Step 3: Identify Key Drivers: Determine the primary drivers of
revenue and costs. For a product-based company, this might be
unit sales, while for a service-based firm, it could be billable hours
or contracts.

Step 4: Develop Assumptions:

e Research Industry Trends: What is the projected growth rate
for the industry? Are there any expected disruptions?

e Evaluate Company-Specific Factors: Are there new products
being launched? Is the company entering new markets?

e Consider Macroeconomic Factors: What's the anticipated
inflation rate? How is the overall economy performing?

e Stakeholder Input: Talk to department heads, sales teams,
and other stakeholders to gather their insights.

Step 5: Document Assumptions: This is crucial for
transparency and for revisiting the budget in the future. Clearly
state every assumption made, and provide justifications.
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Step 6: Translate Assumptions into Financial Projections:
Using your assumptions, project figures for revenue, costs, and
other relevant metrics.

Step 7: Review and Adjust: After creating the initial budget,
review it. Test different scenarios, especially if some assumptions
have a degree of uncertainty.

Example:
Preparing a Sales Budget for XYZ Corp year 20X3:
Historical Data:

e 20X2 sales = 10,000 units
e 20X2 average selling price = $50/unit

Key Drivers:

e Unit sales
e Selling price per unit

Assumptions:

e Industry Research: The industry is expected to grow by 5%.

e Company-Specific Factors: XYZ Corp is launching a new
marketing campaign, expected to boost sales by an
additional 3%.

e Macroeconomic Factors: Due to inflation, the average selling
price is expected to increase by 2%.

e Stakeholder Input: The sales team believes the company
can achieve an additional 1% growth due to an expanded
sales team.

54 | © SuperfastCPA. All Rights Reserved.



Total Expected Growth: 5% (industry) + 3% (marketing) +
1% (sales team) = 9% growth

Projected 2023 Sales:

e Units: 10,000 units * 1.09 = 10,900 units

e Selling Price: $50 * 1.02 (accounting for inflation) =
$51/unit

e Total Sales Revenue: 10,900 units * $51/unit =
$5655,900

Documented Assumptions:

e 9% sales growth based on industry trends, marketing
efforts, and sales team expansion.
e 2% increase in the selling price due to inflation.
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Application: Use forecasting and projection techniques to model
financial results including revenue growth, cost and expense
characteristics and profitability.

Forecasting and projection techniques allow entities to make
educated predictions about future financial performance based on
historical data, trends, and various assumptions.

Forecasting typically uses quantitative methods to predict the
short-term future based on past data. It assumes that the future
will continue in the same patterns as the past.

Projection takes a broader approach, accounting for expected
future events or strategies, and can be both quantitative and
qualitative.

Steps for Modeling Financial Results

Step 1: Gather Historical Data: Assemble data on past
revenue, costs, expenses, and profitability metrics.

Step 2: Identify Business Drivers: Determine which factors
most significantly impact financial results, such as sales
volume, pricing, production costs, etc.

Step 3: Choose a Forecasting Method: Depending on the
data and the business, different methods might be more
appropriate. Common methods include:

e Time Series Analysis: Projects future values based on
past trends (e.g., moving averages, exponential
smoothing).
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e Causal/Econometric Models: Uses statistical methods
to identify relationships between variables (e.g.,
regression analysis).

Step 4: Develop Assumptions for Projections: This might
involve input from various stakeholders, industry research,
macroeconomic data, and more.

Step 5: Build the Model: Use software (like Excel) to create
a financial model that incorporates historical data, business
drivers, forecasting methods, and assumptions.

Step 6: Run Different Scenarios: Given the inherent
uncertainty in projections, it's useful to model different
scenarios (e.g., best case, worst case, most likely case).

Step 7: Review and Refine: As you develop the model,
continuously review and refine it to ensure it's robust and
logical.

Example:
Modeling Financial Results for ABC Electronics
Historical Data:

e 20X2 Revenue: $1M

e 20X2 Production Costs: $600,000

e 20X2 Operating Expenses: $200,000
e 20X2 Profit: $200,000

Business Drivers:

e Sales volume (number of units sold)
e Price per unit

57 | © SuperfastCPA. All Rights Reserved.



e Costs per unit produced
e Operating expense growth

Forecasting Method:

Use time series analysis to project sales volume, and a
causal model (regression) to link sales volume to
revenue.

Assumptions:

e Sales volume will grow by 10% due to a new
product launch.

e Price per unit will increase by 2% due to inflation.

e Costs per unit will remain steady due to efficiency
improvements.

e Operating expenses will increase by 3% due to
inflation and slight hiring.

Model Results:

1. Projected 20X3 Sales Volume: 110% of 20X2's
sales volume.

2. Projected 20X3 Revenue: $1M * 1.10 (volume
increase) * 1.02 (price increase) = $1.122M

3. Projected 20X3 Production Costs: $600,000
(since cost per unit is steady despite volume
increase).

4. Projected 20X3 Operating Expenses: $200,000
*1.03 = $206,000

5. Projected 20X3 Profit: $1.122M - $600,000 -
$206,000 = $316,000
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Analysis: Prepare and interpret the results of planning techniques
including cost benefit analysis, sensitivity analysis, what-if
scenarios, breakeven analysis and predictive analytics.

Cost-Benefit Analysis (CBA)

CBA is used to determine if a project or investment is
worthwhile by comparing the expected benefits (returns) to
the associated costs. The net benefit is typically evaluated to
see if the benefits outweigh the costs.

Example:

Scenario: A company is considering transitioning to a
new inventory management system.

Costs:

e System Implementation: $50,000
e Training: $10,000
e Maintenance (annual): $5,000

Benefits:

e Reduced inventory carrying costs (annual
savings): $30,000

e Decreased labor costs due to automation (annual
savings): $20,000

Analysis:
Over a 5-year period:

Total Costs = $50,000 + $10,000 + (5 x $5,000) =
$85,000
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Total Benefits = 5 x ($30,000 + $20,000) = $250,000

Net Benefit over 5 years = $250,000 - $85,000 =
$165,000

Interpretation: Given the positive net benefit of
$165,000 over five years, the new inventory
management system seems to be a good investment.

Sensitivity Analysis

Sensitivity analysis evaluates how different values of an
independent variable impact a particular dependent variable
under a given set of assumptions.

Example:

Scenario: Building a new product expected to sell
between 1,000 and 1,500 units at $50 each.

If 1,000 units are sold, revenue = $50,000
If 1,500 units are sold, revenue = $75,000

Sensitivity analysis shows potential revenues under
different sales volumes.

What-If Scenarios

Evaluates possible outcomes for different scenarios to
understand potential risks and rewards.

Example:

Scenario: Considering a price increase of 5%, 10%, or
15%.
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o At 5%, sales may drop by 5%.
e At 10%, sales may drop by 10%.
o At 15%, sales may drop by 20%.

The results of each scenario help decide the optimal
price increase.

Breakeven Analysis

Determines the point at which total revenue and total cost
are equal, meaning there is no net profit or loss.

Example:

Selling a product at $20 each, with variable costs of $10 per
unit and fixed costs of $10,000.

Breakeven point = Fixed Costs / (Selling Price - Variable
Cost) = $10,000/ ($20-$10) = 1,000 units.

Predictive Analytics

Uses statistical algorithms and machine learning techniques
to identify the likelihood of future outcomes based on
historical data.

Example:

Using past sales data, predictive analytics might forecast
that there's a 75% probability sales will increase next month
due to seasonal factors.
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Analysis: Analyze results of forecasts and projections using ratio
analysis and explanations of correlations to, or variations from,
key financial indices.

Ratio Analysis: Involves evaluating relationships between
different financial statement items. Key financial ratios encompass
liquidity ratios, profitability ratios, efficiency ratios, solvency ratios,
and valuation ratios. These ratios can be used to compare the
projections to historical data or industry benchmarks.

Correlations/Variations from Key Financial Indices: This
involves comparing your projected values to key financial indices
or benchmarks relevant to your industry. If your projections greatly
deviate from these benchmarks without a valid explanation, it may
signal an issue with your projections.

Example:

Imagine ABC Corporation has projected its financials for the
upcoming year. After the year ends, they want to analyze
how accurate their forecasts were using ratio analysis and
by comparing their numbers to industry benchmarks.

Ratio Analysis:

e Projected Gross Margin: Forecasted Sales of
$1,000,000 and Cost of Goods Sold of $600,000. Gross
Margin Ratio = (Sales - COGS) / Sales = 40%

e Actual Gross Margin: Actual Sales of $950,000 and
COGS of $570,000. Gross Margin Ratio = 40%
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Even though actual sales and costs were different from
projections, the gross margin ratio remained consistent at
40%.

Correlations/Variations from Key Financial Indices:

If the industry average gross margin for companies similar to
ABC Corporation is 35%, then ABC's projection was initially
optimistic. However, they managed to achieve this optimistic
projection, indicating a positive variation from the industry
benchmark.

Interpretation:

Using the gross margin ratio, ABC Corporation can conclude
that they maintained their profitability level as forecasted.
Moreover, by comparing their actual results to the industry
average, ABC Corporation can understand its relative
performance.

The deviation from the industry average would necessitate
further investigation. If the deviation is positive (as in this
example), ABC Corporation might have some competitive
advantages. If it were negative, there might be inefficiencies
to address.
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2. Capital Structure

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

The cost of capital represents the minimum return that a
company must earn on its investments to maintain its market
value and attract funds. It serves as a critical benchmark for
evaluating the profitability of investments. The overall cost of
capital is usually a blend of the cost of equity and the cost of debit.

Cost of Capital Components

Cost of Debt (Rd): The effective interest rate a company
pays on its debts. It's adjusted for tax since interest on debt
is tax-deductible.

Rd = Interest Rate on Debt x (1 - Tax Rate)

Cost of Equity (Re): The return that equity investors expect
to earn. It can be computed using the Capital Asset Pricing
Model (CAPM):

Re = Risk-Free Rate + Beta x (Market Return -
Risk-Free Rate)

What is Beta?

B(Beta) is a measure of a stock or investment’s
volatility in relation to the market. In other words,
it measures the sensitivity of the investment's
returns to the returns on the market as a whole.
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Weighted Average Cost of Capital (WACC): This is the
average rate that a company is expected to pay to finance its
assets, based on the relative weights of equity and debt in
the capital structure.

WACC = (Weight of Debt x Rd) + (Weight of Equity x
Re)

Example:

Let's say ABC Corporation has the following structure:

Market Value of Equity (E): $500,000
Market Value of Debt (D): $500,000
Total Value (V): $1,000,000
Risk-Free Rate: 2%

Market Return: 8%

Beta: 1.2

Interest Rate on Debt: 5%

Corporate Tax Rate: 30%

Step 1: Calculate Cost of Debt (Rd):
Rd =5% x (1-.03) =3.5%

Step 2: Calculate Cost of Equity (Re) using CAPM:
Re =2%+1.2x (8% -2%) = 9.2%
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Step 3: Calculate WACC:

e Weight of Debt: D/V = $500,000/$1,000,000 = 0.5
e Weight of Equity: E/V = $500,000/$1,000,000 = 0.5

WACC = (0.5 x 3.5%) + (0.5 x 9.2%) = 6.35%

So, ABC Corporation's cost of capital is 6.35%.
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