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WEEK 1

 Finance for Non-Financial Managers In A Week


Introduction

Depending on how far you are willing to stretch the definition, there are well over a million non-financial managers in the UK, with considerably more in other countries. Many of them would like to know more about finance, and the knowledge would help them do their jobs and progress in their careers. There are, of course, a number of books for non-financial managers, but I firmly believe that Week 1 of this book has its place too. I give my own point of view in some areas and I hope that this will be useful and thought-provoking. I am an experienced manager, as well as a speaker and writer on the topics covered, and I hope that this is apparent.

I have a very practical reason for believing that there is a great interest in Week 1’s subject. Some years ago I wrote a book for non-financial managers and it was issued in a series with nine other titles on different subjects. I forecast to the publisher that my book would outsell the others. She thought not, but I was proved correct. This makes me sound arrogant but the reason was not the quality of my writing, although I was pleased with the book. Rather it was the demand for the book’s title.

A basic understanding of finance is very relevant to our personal lives. It is also important to virtually all managers and supervisors, both junior and senior. This has always been so and its significance has considerably increased in recent years.

Full budgeting by schools and the PFI initiative are examples of its increasing importance in the public sector, and in both public and private sectors it is necessary for managers to be familiar with financial terms. It is essential that managers understand the financial consequences of the decisions that they make. The present tough economic climate means that this has never been more important.

All levels of management are regularly confronted with such queries as:

•  Is it in the budget?

•  Do we have the resources?

•  What is the return on investment?

•  What do these figures really mean?

•  What are the cash implications?

Some managers have been financially trained but many more wish to increase their level of understanding. Doing so will enable them to become more effective and improve their scope for development and promotion.

Week 1 is written for managers wishing to achieve this. By setting aside a little time each day for a week you should increase your understanding of the basics of finance.

Please note that your learning on Tuesday and Wednesday will be more effective if you have to hand a company’s annual report and accounts. It would be helpful if this could be obtained in advance.

Each Week contains 70 end-of-chapter multiple-choice questions. The correct answers are given at the end of the book. I do hope that you attempt them. If you get 60 correct per Week, that is a good score – anything higher is exceptional.

I have enjoyed writing the four Weeks in this book and I hope that you enjoy reading them, or at the very least find them useful. My best wishes for your future success.

Roger Mason
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Nearly all private sector businesses are conducted in the hope of making a profit, though of course not all succeed in doing so. Profits and losses, which perhaps should be called surpluses and deficits, are also important to large parts of the public sector and to such bodies as charities and membership organizations. There is of course much more to it, but many managers would say that the point of bookkeeping and accounting is to find out the amount of the profit or loss.

Profit statements, or profit and loss accounts, are important and an introduction to them is a very good way of starting the Week. The more advanced published accounts will be studied on Tuesday, but today we will study an internal document produced for the managers.

We will work through the following:

•  A simple example

•  A trading company

•  A manufacturing company

•  Some further concepts explained

•  Preparing a full example



A simple example

The heading ‘profit statement’ may be optimistic because it implies that a profit has been made. In some cases it would be more appropriate to call it a ‘loss statement’.

Profit statement is the name often given to an internal document setting out the trading activity and results. It is sometimes called the profit and loss account or income statement and these are the titles used in the more formal published accounts. We will return to these in Weeks 2 and 3.

Understanding the principles of a profit statement is the first step towards using it to improve future performance. This is covered later in the Week but as a first step we will consider a simple example.

[image: image]

Julia Brown writes a book. Her agreement does not provide for royalties, just a fee of £5,000 payable on delivery of the manuscript to the publisher. The costs of the enterprise are small and she pays them in cash as she goes. After receipt of the £5,000 her profit statement may well look like the following:
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The profit (or loss) is the difference between money received and all the money paid out. Julia Brown may need the profit statement for her bank and for Her Majesty’s Revenue and Customs (HMRC). She may use the information herself. For example, if she has spent 391 hours working on the book her time has been rewarded at the rate of £10 per hour.

A trading company

Numerous very small businesses do prepare simple profit statements in the manner of the previous example. However, there is another step when things are bought and sold.

It is essential that the costs shown in the profit statement relate only to goods sold during the period. All profit statements cover a defined period with a specified starting date and a specified closing date. For published accounts this period is often a year but for internal documents it can be whatever period is considered most useful.

Many businesses produce quarterly profit statements, but it may be desirable to produce them monthly or even weekly. Some intensively managed retailers, such as Tesco and Asda, produce key profit information on a daily basis. They withdraw items and change displays according to the results shown.

A distorted result will be given if costs include articles purchased (and paid for) but still in stock at the end of the period. This is overcome by counting stock at the beginning and end of the period. The cost of sales is calculated by adding purchases to the opening stock, then subtracting the closing stock.

If there has been any theft or other form of stock shrinkage, the cost of sales will be increased accordingly.

Sometimes the calculation as far as gross profit is shown in a separate trading account. However, the following simple example shows everything in one profit statement.

A Borough Council Leisure Centre operates a bar and prepares monthly profit statements. Sales in the month of July were £30,000 and purchases in the same month were £20,000.

Stock of food and drink at 30 June was £10,000 and at 31 July it was £9,000. Wages were £4,000, insurance was £1,500, and the total of all other overheads was £3,000.

The profit statement for July was as follows:
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A manufacturing company
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It is only a small step to set out the profit statement of a manufacturing company. It is essential that the cost of manufacturing must exactly relate to the goods sold. The cost of these goods, no more and no less, must be brought into the profit statement.

Probably, stocktakes will be necessary at the beginning and end of the period. However, according to circumstances, this may not be necessary. If internal controls are good a calculated stock figure may sometimes be used, though the results are never quite so accurate or dependable. It is most likely to be done when the results are produced very quickly.

The following example shows the principles. Sometimes the manufacturing costs are shown in a separate manufacturing account but in this straightforward example they are included in the profit statement.

Chiltern Manufacturing Company Ltd manufactures and sells household goods. Sales in the year to 31 December 2011 were £750,000. Purchases of raw materials and components in the year were £300,000. Stock at 31 December 2010 was £280,000 and at 31 December 2011 it was £320,000.

Wages of production staff were £200,000, power costs were £60,000 and other production costs were £80,000. Salaries of salesmen, administration staff and management totalled £70,000 and other overheads totalled £85,000.

The profit statement for the year to 31 December 2011 is as follows:
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(Note that the brackets indicate a minus figure.)

Key points so far

•  There are definite starting and finishing dates.

•  Total sales appears at the top.

•  Profit or loss appears at the bottom.

•  Only expenditure on goods actually sold is included.

Some further concepts explained

All the examples so far have been extremely simple but unfortunately real life is often more complicated. It is necessary to be familiar with certain further principles that are likely to be incorporated into many profit statements.

Accruals (costs not yet entered)

Examples so far have assumed that all costs are paid out as they are incurred, but this is unrealistic. Invoices are submitted after the event and some will not have been entered into the books when they are closed off.

This problem is overcome by adding in an allowance for these costs. The uninvoiced costs are called accruals.

Let us take as an example a company whose electricity bill is around £18,000 per quarter. Let us further assume that accounts are made up to 31 December and that the last electricity bill was up to 30 November. The accountant will accrue £6,000 for electricity used but not billed.

If electricity invoices in the period total £60,000 the added £6,000 will result in £66,000 being shown in the profit statement.

Prepayments (costs entered in advance)

A prepayment is the exact opposite of an accrual. Costs may have been entered into the books for items where the benefit has not yet been received. An example is an invoice for production materials delivered after stocktaking.



	Prepayments in practice


	Consider an insurance invoice for £12,000 that has been paid on 31 December for insurance cover over the following 12 months. Let us assume that the business prepared its accounts at 30 June. Obviously, unless an adjustment is made, overheads will be too large and the profit will be too small.


	The answer is to prepay six-twelfths of £12,000, which equals £6,000. Insurance (an overhead account) is credited with £6,000 and the prepayments account is debited £6,000.





Bad debt reserves and sales ledger reserves

Many businesses sell on credit, and at the end of the period of the profit statement money will be owed by customers. Unfortunately not all of this money will necessarily be received. Among the possible reasons are:

•  bad debts

•  an agreement that customers may deduct a settlement discount if payment is made by a certain date

•  the customers may claim that there were shortages, or that they received faulty goods; perhaps goods were supplied on a sale-or-return basis.

The prudent accountant will make reserves to cover these eventualities, either a bad debt reserve or sales ledger reserve. Sales (and profit) will be reduced by an appropriate amount.

Time will tell whether the reserves have been fixed at a level that was too high, too low, or just right. If the reserves were too cautious there will be an extra profit to bring into a later profit statement. If the reserves were not cautious enough there will be a further cost (and loss) to bring into a later profit statement.

Depreciation

Fixed assets are those that will have a useful and productive life longer than the period of the profit statement. Examples are factory machinery, computers, motor vehicles and so on.

It would obviously be wrong to charge all the costs of fixed assets to the profit statement in the year of purchase. The problem is overcome by charging only a proportion in each year of the expected useful life of the asset.
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There are different methods of doing this calculation but the simplest, and most common, is the straight-line method. For example, let us consider an item of equipment costing £300,000 with an expected useful life of five years. The profit statement for each year would be charged with £60,000.

This is one of many examples of how profit accounting may differ from the equivalent position in cash. It is quite possible to be profitable and still run out of cash. This will be examined later in the Week.

Prudence and the matching of costs to income

Earlier it was explained that costs must be fairly matched to sales. This is so that the costs of the goods actually sold, and only those costs, are brought into the profit statement. This is very important, and sometimes very difficult to achieve.

Consider a major building project lasting four years and for which the contractor will be paid £60,000,000. Costs over the four years are expected to be £55,000,000 and the anticipated profit is £5,000,000. Almost certainly the contractor will receive various stage payments over the four years.

This poses a multitude of accounting problems and there is more than one accounting treatment. The aim must be to bring in both revenue and costs strictly as they are earned and incurred. Accounting standards provide firm rules for the published accounts.

The full £60,000,000 will not be credited until the work is complete. In fact there will probably be a retention and it will be necessary to make a reserve for retention work. The final cost and profit may not be known for some years.

Conventions of prudent accounting should ensure that profits are only recognized when they have clearly been earned. Losses on the other hand should be recognized as soon as they can be realistically foreseen. Failure to act on this convention has led to scandals and nasty surprises for investors, the collapse of Enron being just one example.

Before leaving this section, tick off the following boxes to confirm that you understand the principles.



	•  Accruals are costs incurred, but not yet in the books.
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	•  Prepayments are costs in the books, but not yet incurred.
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	•  Profit is reduced by expected bad debts.
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	•  Depreciation is a book entry to reduce the value of fixed assets.
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	•  Profit accounting may differ from cash accounting.
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	•  Profit statements should be prudent.
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	•  Costs must be matched to income.
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Preparing a full example

Sunday is concluded with a slightly more advanced example incorporating the points covered so far.

J. T. Perkins and Son Ltd manufactures and sells pottery. Sales in the year to 31 December 2011 were £800,000. At 31 December 2011 the company expects to issue a credit note for £10,000 for faulty goods that have been delivered. It also believes that £30,000 owing to it will turn out to be a total bad debt. No such expectations existed at 31 December 2010.

Invoices received for parts and raw materials delivered during the year totalled £240,000, but a £20,000 invoice is awaited for a delivery received on 22 December.

Stock at 31 December 2010 was £308,000. Stock at 31 December 2011 was £302,000.

Manufacturing wages were £150,000 and other manufacturing costs were £60,000. Plant and machinery used for manufacturing originally cost £900,000 and is being depreciated at the rate of 10% per year.

Overheads paid have been



	Salaries
	£80,000



	Rent
	£70,000



	Insurance
	£60,000



	Other
	£50,000




Insurance includes a premium of £7,000 for a year in advance paid on 31 December 2011.
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	Summary


	This Sunday we have been introduced to the basic principles of:

•  simple profit statements

•  trading companies

•  manufacturing companies

•  accruals and prepayments

•  bad debt reserves and sales ledger reserves

•  depreciation

•  prudence and the matching of costs to income.

We have also looked at an example illustrating most of the principles.


	Tomorrow, we will take a look at balance sheets.




Fact-check  (answers at the back)

 1.   To what is the term ‘profit statement’ given?



	a)   A published profit and loss account
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	b)   An internal document setting out the trading activity and results
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	c)   A statement for the tax authorities
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	d)   A statement for the shareholders
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 2.   In a profit statement, where is the figure for income usually placed?



	a)   At the top
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	b)   At the bottom
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	c)   On the left
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	d)   On the right
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 3.   In a profit statement of a trading company, to what must the figure for cost of sales relate?



	a)   Goods stored in the period
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	b)   Goods purchased in the period
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	c)   Goods paid for in the period
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	d)   Goods sold in the period
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 4.   If goods for sale are stolen, how will the Cost of Sales in the profit statement be affected?



	a)   It will increase
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	b)   It will decrease
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	c)   It will not be affected
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	d)   It will be estimated
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 5.   Which stock figures appear in the profit statement of a manufacturing company?



	a)   None
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	b)   Figures for the beginning and end of the period
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	c)   The figure for the beginning of the period
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	d)   The figure for the end of the period
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 6.   What term describes costs in the books but not yet incurred?



	a)   Depreciation
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	b)   Accrual

	[image: image]




	c)   Prepayment
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	d)   Prudence
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 7.   What term describes costs incurred but not yet in the books?



	a)   Prepayment
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	b)   Accrual
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	c)   Prudence
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	d)   Depreciation
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 8.   The Profit Statement for the month of December included a bad debt reserve of £10,000 in respect of money owed by Smith Ltd. On 17 January Smith Ltd paid in full. What is the effect on the profit statement for January?



	a)   There is no effect
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	b)   A contribution to profit of £5,000

	[image: image]




	c)   A contribution to profit of £20,000
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	d)   A contribution to profit of £10,000
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 9.   A company buys a car for £40,000 and using the straight-line method depreciates it over four years. What is the depreciation charge in the profit statement in the second year?



	a)   £40,000
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	b)   Nothing
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	c)   £10,000
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	d)   The square root of £40,000

	[image: image]





 10. Which of the following should be reflected in a profit statement?



	a)   Prudence
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	b)   Optimism
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	c)   Pessimism
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	d)   Happiness
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The main constituents of a set of accounts are the profit and loss account and the balance sheet, which in the published accounts may be called the statement of financial position. The balance sheet is extremely important and fulfils a completely different function from the profit statement. If someone wants answers to questions such as ‘What are the assets?’ or ‘Is the Company safe?’ it is a very good place to start.

A balance sheet gives details of the assets and liabilities of the business, and this detailed information is often very valuable to the users of accounts. It also reveals the ‘net worth’ of the business, though perhaps it would be more accurate to say that it does so according to sometimes controversial accounting rules. When a business is sold it is rare for the sum realized to be the same as the ‘net worth’ according to the balance sheet.



What is a balance sheet?

The clue is in the name. A balance sheet is a listing of all the balances in the accounting system, and what is more it must balance. The debit balances must equal the credit balances, or put another way the assets must equal the liabilities. If they do not, a mistake has been made.

A freeze-frame picture

Unlike the profit statement, the balance sheet does not cover a trading period. It is a snapshot of the financial position at a precise moment and the date is always given as part of the heading. It is usually produced to coincide with the last day of the trading period.

To complete the photographic analogy, the balance sheet is like a freeze-frame picture of the finances of an enterprise. If the picture were to be taken a day earlier or a day later, different financial details would be revealed.

Format of the balance sheet

A long time ago it was the custom to set out the figures side by side. The assets (debit balances) went on the right-hand side and the liabilities (credit balances) went on the left-hand side. The two columns of course added up to the same figure.

You will not see a balance sheet displayed in this way because balance sheets are now shown in a vertical format. The whole thing adds down to the net worth of the business, which is shown at the bottom. There are still two figures which must be the same and which prove that the balance sheet balances.

Grouping of figures

Of course not every individual balance is listed in the balance sheet. If they were, the balance sheet of Marks and Spencer PLC would cover hundreds of pages. For example, a company may have six different bank accounts, all overdrawn by £100,000. The total of all these overdrafts would be shown as just one figure of £600,000.
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Two accounting rules explained

In order to improve your understanding of balance sheet you must be familiar with the following two fundamental accounting rules.

•  For every debit there must be a credit.

•  Balance sheet assets are debit balances and balance sheet liabilities are credit balances.

Debit and credit balances

If a moment of levity could be excused, the first rule of double-entry bookkeeping is said to be that debit is nearest the window and credit is nearest the door and I was certainly told this on my first morning as a trainee. It is of course only true if you sit with your left shoulder nearest the glass and in any case computers have probably made the joke obsolete. The real first rule of double-entry bookkeeping is that for every debit there must be a credit. Accountancy students are traditionally told this on their very first day. This means that an accounting entry always involves one account being debited and another account being credited. Scientists sometimes help themselves to remember this by thinking of the law of physics: ‘every action has an equal and opposite reaction’.

For example, let us consider what happens when a £20,000 car is purchased. The Motor Vehicles account (which is an asset) is debited with £20,000. The bank account is credited with £20,000. At this stage you might be confused by which entries are debits and which are credits. This is explained in the next section.

Assets and liabilities

Assets in the balance sheet are the debit balances in the bookkeeping system. Liabilities in the balance sheet are credit balances in the bookkeeping system. This is probably exactly the opposite of what you would expect.

In the profit statement, sales and income are the credit balances: costs are the debit balances. The net total of all the balances is the profit or loss.

This one figure goes into the balance sheet as a single item. A profit is a credit which is listed with the liabilities. This too is probably exactly the opposite of what you would expect.

The explanation is that the profit belongs to someone outside the business. If the balance sheet is for a company, the profit belongs to the shareholders. It may one day be paid to them in the form of a dividend or by return of capital on the winding up of the company.
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A simple example

John Brown commences business as a gardener on 1 July 2012, using the name Cotswold Gardeners. On his first day he pays £6,000 capital into the business. He buys a motor van for £5,000 and a motor mower for £500. They are immediately second-hand so he depreciates them by 20%.

By the end of the gardening season on 31 October he has invoiced his customers £7,000 and been paid in full. His costs have been £2,000, of which he has paid £1,700 and still owes £300.

During the four months he has taken £4,000 out of the business for his living expenses.
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Look at the balance sheet above and, with a pencil, make sure that you understand how each of the figures is calculated. The figure for profit is after deducting £1,100 depreciation. You should particularly notice that:

•  The balance sheet is headed and dated, and it balances.

•  The creditor of £300 is money owing by the business. It is an accrual, which is one of the things that we studied yesterday.

•  The business is separate from John Brown’s personal affairs. This is why the payment of £4,000 living expenses to John Brown takes money out of the business and affects the balance sheet.

Some further concepts explained

Balance sheets that will be audited and published are laid out according to certain rules and we will look at these tomorrow. We will look at preparing and interpreting balance sheets in Weeks 2 and 3, but today we are concerned with balance sheets intended only for management use. It will be very helpful if you are completely familiar with the following concepts.

Fixed assets and depreciation

Fixed assets are grouped together in the balance sheet and one total is given for the net value of all of them. Examples of fixed assets are:

•  freehold property

•  plant and machinery

•  computers

•  motor vehicles.

They are assets that will have a value to the business over a long period, usually understood to be any time longer than a year.

They do usually lose their value, either with the passage of time (e.g. a lease), with use (e.g. a piece of machinery that wears out) or due to obsolescence (e.g. computers). Therefore, as we saw yesterday, they are written off over a number of years. Depreciation is a book entry and no cash is involved. The entry is:

•  debit depreciation (thus reducing profit)

•  credit the asset (thus reducing the value of the asset).

Current assets

Different types of current asset are listed separately in the balance sheet with one total being shown for the sum of them all. They are assets with a value available entirely in the short term, usually understood to be a period less than a year.

This is either because they are what the business sells, or because they are money or can quickly be turned into money. Examples of current assets are:

•  stock

•  money owing by customers (debtors)

•  money in the bank

•  short-term investments.
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Current liabilities

These too are listed separately in the balance sheet with one total given for the sum of them all. They are liabilities which the business could be called upon to pay off in the short term, usually within a year. Examples are a bank overdraft and money owing to suppliers (creditors).

Definitions of debtors and creditors

•  A debtor is a person owing money to the business (e.g. a customer for goods delivered).

•  A creditor is a person to whom the business owes money (e.g. an unpaid electricity bill).

Working capital

This is the difference between current assets and current liabilities. In the simple example given earlier it is £1,500.

It is extremely important as we will see later in the Week. A business without sufficient working capital cannot pay its debts as they fall due. In this situation it might have to stop trading, even if it is profitable.

Possible alternatives might include raising more capital, taking out a long-term loan, or selling some fixed assets.

Prudent reserves

When something happens that causes an asset to lose value, it is written off. For example, if some stock is stolen, the value of stock in the balance sheet is reduced.

The same thing must happen if a prudent view is that an asset has lost some of its value. This happens, for example, if some of the stock is obsolete and unlikely to sell for full value. Normally the balance sheet will just show the reduced value, which will be explained with notes.

The creation of a stock reserve reduces the profit. If it is subsequently found that the reserve was not necessary, the asset is restored to its full value and the profit is correspondingly increased in a later period.

It is often necessary to create a bad debt reserve to cover money that may not be collectable from customers.

Test your knowledge of balance sheets

A balance sheet for Patel Brothers is given below. For the sake of brevity, taxation and the explanatory notes have been omitted.

Now test your knowledge of balance sheets by answering the following questions. The answers are given at the end of this chapter, immediately before the Fact-check questions.

1  Is the capital employed of £448,000 an asset or a liability?

2  Suggest two possible additional types of current asset.

3  What is the working capital?

4  What would the working capital be if stock valued at £10,000 was sold for £18,000 (payable after 30 days) and if an extra piece of machinery was purchased for £30,000?

5  Assume that a customer had paid a debt of £3,000 written off as bad at 31 October 2012.

a  What would the profit for the year have been?

b  What would trade debtors at 31 October 2012 be?

Patel Brothers

Balance Sheet at 31 October 2012
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Income 5,000
Less costs:

Typing costs 600

Stationery 100

Travel 200

Postage 30

Telephone 40

Miscellaneous 120

Net Profit before Tax
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J. I. Perkins and 5Son Lta
Profit Statement for the year to 31 December 2011

£ £
Sales 790,000
Stock at 31.12.10 308,000
Add purchases 260,000
568,000
Less stock at 31.12.11 302,000
266,000
Wages 150,000
Depreciation of plant and machinery 90,000
Other manufacturing costs 60,000
Cost of Sales 566,000
Gross Profit 224,000
Less Overheads:
Salaries 80,000
Rent 70,000
Insurance 53,000
Other 50,000
Reserve for bad debts 30,000
283,000

Net Loss before Tax (59,000)
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Sales 30,000
Stock at 30 June 10,000
Purchases 20,000
30,000
Less stock at 31 July 9,000

21,000

Gross Profit 9,000

Less Overheads:

Wages 4,000
Insurance 1,500
Il other 3,000

8,500
Net Profit 500
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Fixed Assets
Freehold premises
Fixtures and fittings
Plant and machinery

Current Assets
Stock

Trade debtors
Other debtors

Less Current Liabilities
Trade creditors
Bank overdraft

Bank Loan repayable on 31/12/15

Capital employed
Capital at 31/10/11
Add profit for year

Less drawings for year

=

200,000
30,000
50,000

130,000
190,000
16,000

336,000

70,000

48,000

350,000

300,000

650,000

202,000

280,000

218,000

(50,000)
448,000






