Introductory Ideas


· Managers control resources and their transformation into outputs.

· Managers are accountable for how they are used and results achieved.  

· Accounting (attaching money values) helps to answer: 'Was the production of the outputs worthwhile?' 

· It’s not an exact science.  Don’t let them tell you it is!

· There are two basic areas:-

· Financial accounting: concerns the preparation of the annual accounts, largely for external audiences.

· Management accounting: concerns information for better decisions and is largely internal.


The aim is to give all parties a “True and Fair View” of the organisation’s affairs.

Financial Stakeholders.

· There are a number of stakeholders who are interested in accounting information.

· They can be internal or external to the organisation – and have different needs.

	STAKEHOLDERS


	INFORMATION NEEDS

	Managers


	Planning, controlling & making decisions.

	Employees


	Job prospects & comparisons.

	Management Boards


	Accountability & responsibility.


	Owners/Shareholders


	Investment Returns& security.

	Lenders/Funders


	Repayments of loans etc.

	Suppliers


	Security of payment.

	Customers


	Continuity of supply.

	Government


	Taxation & economic policy.

	Local Communities


	Prosperity and local impact.

	Competitors


	Knowledge for strategy.

	General public


	Use of resources, responsibility.


Finance Flows and The Business Cycle.

· Let’s relate financial flows to the Business Cycle - transforming resources into goods & services and back again.
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This simplified diagram shows the essential circularity of finance flows:

· Funds are obtained from shareholders, banks & retained profits.

· Operating assets are purchased e.g. machines, raw materials

· Sales are made from these assets

· Profits are (hopefully) made

· After Interest, Tax & Dividends, retained profits go back into the business and the process starts again.

So you thought you knew about cash?

· So what’s cash?  In accounting, it’s a precise concept tightly bound to reality.

· Cash is:-

-  notes & coins in your hand.

-  cleared cheques in your bank.

· Cash isn’t:-

-  money that you owe

-  money that you are owed.

-  money tied up in your assets.

-  profit (whatever that is!).

· And cash flows in and out.  Just like in & out of your pocket or bank.


How much do you know about your own cash?

The Importance of Cash Flows.

· Cash is essential for companies to make  financial transactions and stay solvent.

· Most give and take credit as they make sales and pay suppliers.

Debtors – owe you money

Creditors – you owe them money

· Cash flows through companies in the “Working Capital Cycle”

	
	
	Stock


	
	

	Stock bought on credit


	
	Stock sold, credit granted.

	Creditors


	
	
	
	Debtors



	Payment made after credit period to suppliers.
	
	
Payment received after credit period.

	
	
	Bank a/c
	
	


- the faster the better!!

Two Cash Flow Formats

1.  Financial Accounts – in the annual accounts for stakeholder information.

2.  Management Accounts – as a planning tool for managing cash flows.

· Most useful is the management one:-
	
	Wk 1.
	Wk 2.

	Cash Income.
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	Total Income.
	1,000
	

	
	
	

	Cash Expenditure.
	
	

	
	
	

	
	
	

	
	
	

	Total Expenditure.
	500
	

	
	
	

	Cash Balance.
	+500
	

	
	
	

	Bank.
	
	

	Opening balance.
	150
	650

	Closing balance.
	650
	


The P&L “Template”.

· The P&L layout, or template, has a logical format which needs to be learned.

· Each area includes important accounting ideas.  The template is:-

	Notes
	Category
	£

	(1) 

(2)
	Sales

Less Cost of sales
	

	(3)
	Gross Profit
	

	(4)

(5)
	Less Operating Expenses

(including depreciation)
	

	(6)
	Operating Profit
	

	(7)

(8)
	Less Interest

Less Taxation
	

	(9)
	Net Profit 
	

	(10)
	Less Dividends
	

	(11)
	Retained Profit.
	

	(12) 

(13)
	Profit Brought Forward

Profit Carried Forward
	


P&L Components - 1.

Notes (1-3):

	Sales
	Top line revenues from  customers, cash or credit, they are all recorded here.

	
	

	Cost of Sales (Cogs)
	Direct costs varying with production.  Calculated by:-

Opening Stock + Purchases Less Closing Stock (see later). 

	
	

	Gross Profit
	First level of profit - excludes overheads.


Notes (4-5):

	Operating Expenses
	Expenses for running the business excluding Cogs.

	
	

	Depreciation
	That part of capital assets used up during the period (see later) 


Note (6):

	Operating Profit
	Second level of profit – includes all operating expenses, also called Profit Before Interest and Tax (PBIT).


P&L Components - 2.

Notes (7-8):

	Interest
	Long term loan interest - a cost of finance, not an operating expense (overdraft interest is).

	
	

	Taxation
	UK corporation tax on profits.


Note (9):

	Net Profit
	Third level of profit – available for shareholders. 


Note (10):

	Dividends
	That part of profit distributed to shareholders as a reward for investment.


Note (11):

	Retained Profit
	Fourth level of profit - that part reinvested in the company.


Notes (12-13):

	Profit Brought Forward
	Profit earned and retained from previous periods. 

	
	

	Profit Carried Forward.
	Cumulative profit carried forward into the next period.


The Balance Sheet “Template”.

· The Balance Sheet template needs to be learned.  Each area includes important accounting ideas.  The template is:-

	Notes
	Category.
	£

	(1)
	Fixed Assets
	

	(2)

(3)
  (4)

  (5)
	  Current Assets

  Stock 

  Debtors

  Cash
	

	(6)

(7)

(8)
	  Current Liabilities

  Trade Creditors

  Other Creditors
	

	(9)
	Net Current Assets
	

	(10)
	Less Long Term Liabilities
	

	(11)
	Total Net Assets 
	

	(12)

(13)

(14)
	Financed by:

   Initial capital

   Retained profits
	

	(15) 
	Shareholders Funds 
	


Balance Sheet 

Components - 1.

Note (1):

	Fixed Assets
	The “tools of the business” held beyond a year. E.g. motor vehicles, machines, premises.


Notes (2-5):

	Current Assets
	The part of capital used for day to day purposes within a year. 

	
	

	Stock
	Raw materials or semi-finished goods held at year end.

	
	

	Debtors
	Customers owing money to be paid within a year.

	
	

	Cash
	Notes, coins and cleared cheques in the bank.


Notes (6-8):

	Current Liabilities
	Sums owed by the company to be paid within a year.

	
	

	Trade Creditors
	Suppliers of trading materials to be paid within a year. 


	Other Creditors
	Other sums owed but not yet paid, E.g. tax, dividends.


Balance Sheet 

Components - 2.

Note (9):

	Net Current Assets
	Current assets less liabilities (a.k.a. “working capital”).


Note (10):

	Long term Liabilities
	Amounts owed to be paid after a year. E.g. long term bank loans, loan stock etc.


Note (11):

	Total Net Assets
	All financial assets less liabilities.


Notes (12-14):

	Financed by:
	Sources of funds to balance assets used in the business.

	
	

	Initial Capital
	Original owners share capital (may include “share premium”).

	
	

	Retained Profits
	Profits from previous periods retained in the business.


Note (15):

	Shareholders Funds
	Funds attributable to the owners i.e. shareholders.


Financial Ratios.

Ratios provide a means to:-

· interpret & compare financial results.

· establish performance objectives.

· compare through eliminating scale.

The important areas for ratios are:-

1.  Profitability

2.  Operating Cycle

3.  Liquidity/Solvency

Profitability:

Return on Capital Employed.

ROCE = Operating profit
                  Capital Employed

· Operating Profit = Profit before Interest & Tax 

· Capital Employed = Share Capital, Reserves & Loans

Asset Utilisation Ratio

           AUR =          Sales         

                      Operating Assets

· Operating Assets = Capital Employed

Return on Sales

ROS = Operating Profit

                                Sales

Operating Cycle:

· Stock Turnover.

                  Average Stock       x 365 days

               Cost of Goods Sold

· Creditors Turnover.
                Average Creditors       x 365 days

                Purchases on Credit

N.B. Only credit purchases.

· Debtors Turnover.
                 Average Debtors   x 365 days

                     Credit Sales

N.B. Only credit Sales.

Liquidity/Solvency:

· Current Ratio

  current assets 

                        current liabilities

· Quick Ratio = 

  current assets (less stock) 

                        current liabilities
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When Interpreting ratios:

Comparisons, Consistency and Context are important:

Break-Even Analysis.

· It’s important to know levels of production where all costs are covered by the sale price i.e. break-even.

· Using total fixed and variable costs, we can do this using a “Break-Even Graph”:-  


	
	The Cash Flow Statement
	The Profit & Loss Statement
	The Balance Sheet Statement

	· What is it?


	The Cash Flow Statement lists the inflows and outflows of cash (notes, coins & cleared cheques) for an organisation over a given period.  It can be a forecast or historical.
	The Profit & Loss Statement is a summary of transactions over a period showing revenue generated, related costs incurred & any surplus or deficit remaining. 
	The Balance Sheet Statement is a snapshot of an organisation’s financial position at a given date.  It records all the assets, liabilities & accumulated reserves and shows the organisation’s net worth.


	· What is it for?


	It records net cash flows, opening & closing balances.  It helps manage very liquid resources, monitors cash needs & provides a rough indicator of solvency.


	It records relevant transactions to determine various levels of Profit (or Loss) from the organisation’s activities over the period.  

	It shows what is owned & owed at any point in time.  It is therefore a guide to valuing the organisation & showing how its funds are obtained and used.  


	· What Question does it answer?

	“How much cash is available to the organisation & what are the principal constituents of its flows?”
	“How well have we done in creating a surplus from the revenues & costs generated over the period?”

	“Where do our funds come from, how are they used and what are the values of our assets?”


	· What principles are involved?


	· Cash is reality - other statements can be illusions. 

· Cash is not Profit - Profit is not Cash.

· Monitoring Cash is essential to solvency.


	· The accruals - or matching - principle is vital.

· Profit is not cash etc.

· Depreciation & Stock valuation techniques.


	· The True & Fair view of short & long term items.

· The Balance Sheet must always balance.

· Only monetary values shown - much omitted. 
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