AERO GEAR, INC.: PERFORMANCE MEASUREMENT, COST MANAGEMENT AND PRODUCT COSTING IN A LEAN TRANSITION

Lawrence P. Grasso, Central Connecticut State University

Case Objectives and Use
The case illustrates how an accounting system that fails to change along with changes in operations may become obsolete and impede efforts to improve performance and achieve company goals.  Students are given the opportunity to discover how traditional management accounting systems motivate behavior contrary to the goals of Lean business practice and to discover the accounting systems that support Lean business practice.  Students evaluate a number of different approached to allocating indirect costs for purposes of product costing and measuring profitability at Aero Gear.  They consider the role of the profitability metric for two uses of the performance measurement system: supporting process improvement (operational control), and tracking progress toward achieving strategic goals (strategic management).  They are also asked to identify additional performance metrics to support the two uses of the performance measurement system.

The case is designed for use in graduate level managerial accounting and control systems courses, or in an interdisciplinary undergraduate and MBA course addressing accounting and control issues.

Case Synopsis

Aero Gear, Inc, a small precision-machining company primarily supplying the aerospace industry, has adopted Lean business practices to improve their competitive position.  Their accounting and reporting system had not changed in tandem with the changes taking place on their shop floor.  Aero Gear's managers no longer trusted the measures they were using to monitor employee productivity and product profitability.  They also lacked reliable measures of the profitability of the production flow lines they had created as part of their transition to Lean business practices.  Through the spring and summer of 2001, Aero Gear's managers were considering several alternative product cost allocation methods.  They wanted system to deliver accurate measures of flow line and product profitability.  They also wanted their reporting system to support their Lean transition by rewarding desirable behavior and continuous improvement in operations with lower reported costs and higher reported profits.  Aero Gear's managers were also looking for performance measures to complement profitability.  They were seeking additional measures that would help their employees improve operations as well as measures they could use to set goals, to motivate their employees and to monitor the impact of ongoing improvement efforts.
This case was prepared by Lawrence P. Grasso, Central Connecticut State University, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the author and NACRA.  © 2003 by Lawrence P. Grasso.

AN ANALYSIS OF PENSIONS IN THE AIRLINE INDUSTRY

Peter M. Bergevin, A. Bruce Caster, & W. Kent Moore

Valdosta State University

Case Objectives and Use

This case helps create an understanding of the accounting for defined benefit pension plans within the context of the airline industry, which is affected by those reporting standards.  Students are asked to reconcile financial statement pension disclosures with those recorded in the corporate footnotes, and thereby gain an appreciation of how alternative reporting options can impact income and financial position.

The case was written for the following financial reporting courses: (1) The second or third undergraduate Intermediate Accounting course; (2) An introductory undergraduate or graduate Financial Statement Analysis course; and (3) A graduate Cases in Financial Accounting course.  It is useful as a learning tool to reinforce generally accepted pension accounting principles, and it serves as an illustrative example of the underlying economic impact of off-financial statement reporting. 

Case Synopsis

Jack Snow is a CPA hired as a consultant for the Air Line Pilots Association.  He is asked to determine if pension obligations for American, Delta, and United airlines are an additional, although off-financial statement, liability.  A material liability unreported on the balance sheet would exacerbate the already weakened financial condition of air carriers.  Management for these air carriers claims that a pension crisis exists, but the union’s rank-and-file see the issue as just a ploy to gain further wage concessions from employees.  After completing his analysis, Jack is expected to explain the true financial status of the carriers’ pension plans.  

The case examines the generally accepted pension accounting standard, its required financial statement and footnote disclosures, and the influence of pension obligations on the major air carriers.   Cast in the role of Jack Snow, students are required to analyze pension disclosures, assess their financial impact, and infer economic consequences for the industry.  Students will learn about the economics of the aviation industry, the role of airline deregulation, and the deteriorating financial condition of major air carriers as factors that affect the pension issue.  

This case was prepared by Peter M. Bergevin, A. Bruce Caster, and W. Kent Moore, Valdosta State University, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the authors and NACRA.  ( 2003 by Peter  M. Bergevin, A. Bruce Caster, and W. Kent Moore.

INTENTION AND DISCLOSURE: WHAT ARE AUDIT RELATED FEES?

John M. Coulter & Thomas J. Vogel

Western New England College

Case Objectives and Use

This case allows students to explore the professional and independence issues associated with assurance services provided by CPA firms over the past several years.  The major objectives are to introduce students to the types of assurance services established the past few years, and to allow them to evaluate the advantages and disadvantages of having these services performed by the same CPA firm performing the company's financial audit.  The case is designed for an advanced auditing class, but may also be utilized in an introductory auditing class that provides significant coverage of assurance services.

Case Synopsis

Health South disclosed in its 2001 annual proxy statement that it had paid its independent public accountants $2.58M for what it termed ‘audit-related’ fees, and approximately $0.06M in the same period for ‘non audit-related’ fees. It was subsequently revealed that included in this $2.58M of ‘audit-related’ fees was $1.3M in fees for what Health South termed “pristine audits.” The Wall Street Journal called these pristine audits “janitorial inspections of the health-services company’s facilities”1. The accounting firm that classified the revenues as audit-related claims that it did nothing wrong and that the fees were disclosed appropriately. However, given that the former CEO and several executives of Health South are under SEC investigation for an accounting fraud estimated at over $2.5B, there are concerns over the accuracy and the intention of the disclosures, particularly as they relate to the perceived independence of the audit firm.

The case asks students a series of questions designed to get them to think about the nature of what an assurance service is and how provision of non-assurance services to an assurance client might impair independence. The specific items in the Health South “pristine audit” checklist are reviewed for the appropriateness of their classification as 'audit related', and students are also asked to consider the magnitude and effect of the alternative possibilities of the classification of these revenues on the perceived independence of the public accounting firm involved.  To avoid the bias that might result from students' awareness of the Health South fraud, a fictitious name is used in case material.

1Weil, J. (2003). “‘Audit-Related Fees’ to Ernst Were for Janitorial Inspections.” The Wall Street Journal, June 11, 2003. Retrieved from http://online.wsj.com on June 15, 2003.

This case was prepared by John M. Coulter and Thomas J. Vogel,Western New England College, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the authors and NACRA.  © 2003 by John M. Coulter and Thomas J. Vogel.

EAGLE EQUIPMENT RENTAL, INC.

Aundrea Kay Guess & Greg Milligan

St. Edward’s University

Case Objectives and Use

This case is designed to help students understand how accounting choices can affect a company’s financial statements.  It also gives insight into a management style that is not conducive to openness thus creating an atmosphere where top managers are not willing to confront issues.  Debt covenants and accounting practices are key issues in the case.

The case can be used in financial accounting classes, upper level finance classes and in entrepreneurship classes.  Students should have completed I Intermediate or have had enough accounting background to understand GAAP issues related to inventory, depreciation and revenue recognition.  The case is appropriate for MBA students as well as upper level undergraduate students.

Case Synopsis

Walter Carrington is the founder, owner and operator of Eagle Equipment Rental.  He started the company after spending many years with Proctor & Gamble.  He has a very dictatorial management style and gives the upper level managers little freedom to make decisions.  Eagle rents equipment to individual and commercial customers.  The equipment is out from one day to as long as a year or more.  Used equipment is inventory that is sold as it ages and is replaced by new equipment.

Revenue recognition, depreciation methods, inventory cost methods are all decisions made by upper level management to manage earnings.  The company had financial problems and was in violation of various debt covenants.  An independent consulting firm was brought in by the Bank to try to get Eagle’s financial house in order.  The consulting firm identified the accounting problems and wrote new debt covenants for Eagle and the Bank.

This case was prepared by Aundrea Kay Guess and Greg Milligan, St. Edward's University, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the authors and NACRA.  © 2003 by Aundrea Kay Guess and Greg Milligan.
HOW GOOD IS THE GOODWILL?

Robert McDonald, University of New Haven

Case Objectives and Use

This case demonstrates that the adoption of a new accounting standard, specifically FAS 142, is not a foregone conclusion, and that decision makers must address qualitative and quantitative issues for adoption.  The new accounting standard covers goodwill reporting.  The controller’s staff must balance off immediate losses, higher future income, higher future return on equity, questions on bank covenants, questions on the timing of the goodwill impairment charge, and whether the impairment charge indicates reduced future cash flows.  The student will perform some financial statement analysis to answer some of these questions, but will have to weigh the pro and con of various arguments concerning adoption of FAS 142.  This case is intended for an intermediate accounting course or a course on financial statement analysis.  

Case Synopsis

Tom Kloos, assistant controller, was outlining the requirements for FAS 142, which changed the financial reporting for goodwill.  Previously firms had to amortize goodwill over a life not to exceed 40 years.  Additionally, each year firms had to determine if the goodwill was permanently impaired and should be written off.  The impairment test was an easy one to pass, therefore little goodwill was written off in an impairment charge.  FAS 142 changed the goodwill reporting in dropping the yearly charge for goodwill, but requiring a much more stringent test for impairment.  In 2002 firms had to decide to adopt FAS 142, and if the firms decided on an initial impairment charge, that charge would be reported as an accounting change.  

Tom favored the initial adoption of FAS 142 for the benefits of improved earnings quality in deleting goodwill from the balance sheet and no longer having to take a yearly charge for goodwill amortization.  He also emphasized the future improvement in return on equity ratios.  Tom’s boss, Bill Olet, the controller, could see some pitfalls in adopting FAS 142.  First, the firm had a loan covenant requiring a debt to equity ratio that could be violated with the adoption of FAS 142.  Mr. Olet was concerned that the bank would require new performance standards with the violation of the debt covenant.  Also Mr. Olet was concerned that certain large investors would question the timing of the goodwill impairment charge under FAS 142.  Why did the firm see the impairment in 2002, and not earlier in 2000 or 2001?  Does the impairment charge indicate that acquisitions made in the 1990s are not performing to expected levels?  And does the impairment charge indicate that future cash flows from acquisitions will be reduced?  These are the issues Tom and Bill are debating before they present a unified approach for FAS 142 to the company’s board of Directors.

This case was prepared by Robert McDonald, University of New Haven, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the author and NACRA.  © 2003 by Robert

PROCESS COSTING AT INTERSTATE BAKERIES
Karen Squires, University of Tampa
Case Objectives and Use

Many students taking managerial or cost accounting have never seen an item being manufactured.  Accounting for these costs is difficult if the underlying process is not understood.  This case describes the process of making Hostess Cupcakes.  The case based upon the author’s work experience in the home office of International Bakeries.  The Hostess Cupcakes product was picked because most students have seen cupcakes being made and can easily transfer that knowledge to an industrial setting.  The case is designed to help students understand the vocabulary, theories and concepts that underlie process costing and the cost of production report.  Students are asked to study the Hostess Cupcakes manufacturing process, to make recommendations as to which departments should be created, and within each department which costs to account for.  Finally the students are asked to describe what kinds of spoilage, waste and scrap might be routinely generated by this process. And what are a few unusual (abnormal) spoilage examples.

This case is best suited for cost accounting classes or any course where process costing will be taught.  The case can be used in introductory managerial classes at either the undergraduate or MBA levels by omitting the spoilage questions posed in the case.

Case Synopsis

Bill Jones is starting an internship with a Big 4 accounting firm that has just been hired to perform a cost accounting analysis of Interstate Bakeries.  The process of making Hostess Bread and Hostess Cupcakes is described.  For each of the products there is mixing, baking, cooling, finishing and packaging.  Bill has received a copy of the production process and is invited to a meeting on his first day on the job where the manager on the job will be holding a brainstorming session for how the cost accounting system should be established for the Hostess Cupcake line.  The specific agenda items are:  1.  What departments would be appropriate in this setting.  2.  What specific costs should be controlled in each department and develop a cost of production report template to illustrate the specific cost recommendations.  3.  A discussion of normal and abnormal spoilage as well as scrap and rework.  The resulting discussion is designed to help students understand the role that these concepts play in process costing and to enhance the conceptual understanding of what, in many cases, is viewed as a very mechanical process.

This case was prepared by Karen Squires, University of Tampa, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the author and NACRA.  © 2003 by Karen S
COMPARING STOCK OPTIONS AND RESTRICTED STOCK IN EMPLOYEE COMPENSATION PACKAGES: THE CASE OF JONES APPAREL GROUP, INC.

R. Loring Carlson & Thomas J. Vogel

Western New England College

Case Objectives and Use

This case allows students to compare and contrast the use of stock options and restricted stock in compensation packages.  The major objectives of the case are to enhance student learning in the following areas: 1) the relation between the components of a compensation package and corporate governance, 2) the impact that recent corporate governance scandals had on subsequent compensation agreements for all companies, 3) the similarities/differences of compensation expense reported in the financial statements from stock options and restricted stock, and 4) the similarities/differences in tax implications for the employees from stock options and restricted stock.  The diverse nature of the material makes the case appropriate for many courses that include:

1. Financial Accounting (Intermediate Accounting) - use the financial accounting questions to cover the reporting of compensation expense from stock options and restricted stock.

2. Accounting Theory - the case provides the background to discuss the accounting for stock options (and its evolution from APB 25 to SFAS 123 to SFAS 148).  The case can also be used to discuss the impact of executive pay as it relates to financial reporting.

3. Tax - the case can be used to study the tax implications (and tax planning techniques) to both individuals and the company from stock options and restricted stock.

Case Synopsis

In recent years, the structure of executive/employee compensation packages has focused less on stock options and more on restricted stock. The reasons for the shift are numerous and include increased scrutiny of executive pay after the corporate scandals of the past few years and a renewed emphasis on expensing stock options using the fair value method.  Jones Apparel Group, Inc. is one company that was considering a shift from stock options to restricted stock in their executive pay package in 2003.  The company experienced multiple changes in its Equity Incentive Plan from 1999 to 2002 as a result of the dynamic external corporate governance environment during this period. Jones was not subject to any scandal or corporate malfeasance, but the case demonstrates how the events of recent years have impacted the compensation decisions of most publicly traded companies.  The case allows students to evaluate the merits of both stock options and restricted stock as components of a compensation package from three perspectives - corporate governance, accounting impact, and tax implications.

This case was prepared by R. Loring Carlson and Thomas J. Vogel, Western New England College, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the authors and NACRA.  © 2003 by R. Loring Carlson and Thomas J. Vogel.
REVENUE RECOGNITION WITH DOUBTFUL ACCOUNTS

Cynthia M. Daily, Winthrop University

Case Objectives and Use

This case is concerned with two primary financial accounting issues – revenue recognition and valuation of accounts receivable.  The case demonstrates the importance of understanding the accounting process and how journal entries affect the financial statements.  Furthermore, the case provides opportunities to discuss and review additional accounting concepts. Students are presented with a typical business situation and are encouraged to analyze the situation and develop alternative actions.  Potential conflicts between stockholders, management, employees and generally accepted accounting principles are included, demonstrating the complexity of the decision-making process.  Emphasis is placed on the role of professional judgment in accounting.

The case was written primarily for use in a financial accounting course such as the first semester of principles of accounting.  Towards the end of the first semester course, after students have a good understanding of the basic accounting process, the case can be used as a capstone to review many of the concepts covered throughout the semester.  

Case Synopsis

Industrial Chemicals, Inc. (IC) is a closely held corporation that is considering an initial public offering of stock to raise additional funds for expansion.  One of IC’s customers, ABC, Inc. (ABC) is experiencing financial difficulties and collection of their account is questionable.  ABC has made arrangement with IC, as well as their other creditors, to pay off their liabilities under favorable conditions.  ABC is a closely held corporation, so little is known about their overall financial position.  The primary issues are whether the revenue from ABC should be recognized in the first place and how the situation affects the net accounts receivable and net income.

This case was prepared by Cynthia M. Daily, Winthrop University, and is intended to be used for class discussion rather than to illustrate either effective or ineffective handling of the situation.

Presented to and accepted by the North American Case Research Association (NACRA) for its annual meeting, November 2003, Tampa, Florida.  All rights reserved to the author and NACRA.  © 2003 by Cynthia M. Daily.
WARRANTECH CORPORATION

Alka Bramhandkar & Warren Schlesinger

Ithaca College
Case Objective and Use
This case illustrates how revenue recognition policy is difficult to interpret and follow for companies which generate most of their revenue through long-term contracts.  The student is encouraged to think about how the stock market and the regulatory agencies penalize even companies that try to seek appropriate guidance on confusing rules.  In addition, the student is asked to think about the pros and cons of switching auditors when there is a disagreement between the auditors and the management.

The case and teaching note is written for undergraduate students in accounting and finance. It can also be used in capstone courses if the students are assigned to work in teams.  The instructor can discuss the ethical issues involved in interpretation of complicated accounting rules and the auditor’s role in providing advice to management.

Case Synopsis

In 1999, Warrantech Corporation’s new auditors, Ernst & Young, in their first audit of the company, raised concerns about the revenue recognition policy used by the company.  This policy, in place since 1991, involved using the proportional performance method.  Under this method, after calculating revenue sufficient to meet future administrative costs, profits, and insurance premium, remaining revenue was recognized immediately.  Use of this accounting method resulted in Warrantech deferring only a small portion of its revenue.  This disagreement resulted in Warrantech’s terminating its relationship with Ernst & Young and replacing them with Weinick, Sanders, Leventhal. Its financial statements could not be certified on time, leading to the de-listing of its stock.

Ultimately, Warrentech restated its financial statements for the previous years based on new guidance it obtained from the SEC. Although cash flow from operations did not change, its revenue and net income showed significant decline.

This case was prepared by Alka Bramhandkar and Warren Schlesinger, Ithaca College, and is intended for class discussion rather than to illustrate either effective or ineffective handling of the situation. 
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